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Foreword

In the mid-1970s, as policymakers and social scientists began to perceive 
the duration, pervasiveness, and depth o f that decade’s worldwide inflation, 
the Brookings Institution organized several conferences o f international 
experts to  investigate its causes. This volume stems from a 1978 conference 
that examined the political and social processes underlying the global 
acceleration o f prices. The authors look at die pressures behind economic 
policy and outcomes. They consider such factors as the public commitment 
to the welfare state, party competition for electoral support, the connec
tions among large trade unions, industrial leaders, and government officials, 
and the changing international economic power o f the industrial nations. 
Their contributions furnish a wealth o f comparative information and 
illustrate new approaches to  understanding inflation. Several authors also 
raise the important issue o f how political and social factors can be 
integrated with the traditional “economic causes” o f inflation in an 
interdisciplinary approach.

The study is necessarily retrospective. Though inflation is still serious 
in Latin America and Israel, in Europe and North America it has receded 
and become less variable and more publicly tolerable than during the 
surges o f the 1970s. Nonetheless, the economic difficulties o f  the 1970s 
represented the most severe problems since World War II for the nations 
o f  the Organization for Economic Cooperation and Development. More
over, inflation has been slowed only at great cost in terms o f employment 
and output. Many problems still linger, especially the dilemmas o f industrial 
restructuring and die political fiamework that allowed inflation to develop 
such a head o f steam in the first place. Thus, though the volume is a 
historical analysis that attempts to  measure the fundamental causes for a 
decade o f economic anguish, it also provides a foundation that can be 
used in examining current policy choices.

vu
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1

Inflation and Stagnation 
as Politics and History

Charles S. Mater

This volume seeks the reasons for the difficulties o f the industrial economics 
that persisted from the late 1960s at least through the early 1980s. It 
presents not primarily the views of economists but incorporates the 
approaches o f  political scientists, historians, and sociologists. Political and 
historical analysis does not promise easy solutions to high inflation, painful 
unemployment, or the faltering o f economic growth. But it emphasizes 
alternative perspectives—explanations rooted in party and national rivalries, 
the history o f class relations, or the differing roles o f  national governments 
as economic factors.

Until die end o f 1980, inflation remained die natural preoccupying 
focus for any broad inquiry into the persisting difficulties o f the industrial 
economies during the 1970$. It is true that the sustained worldwide 
inflation that began in the late 1960s did not reach the hyperinflationary 
proportions that rendered many currencies worthless after World Wars I 
and II. There was no destruction o f money, for instance, on the scale of 
the German mark’s fall to  one-trillionth o f its prewar stable value by the 
end o f 1923, nor o f other paper monies’ decline during the upheavals o f 
war and revolution. Nor was there even an inflation on the scale o f those 
in Argentina and Chile before their respective military coups, where prices 
jumped two- to  seven-fold on a per annum basis, and half the years over 
more than two decades brought inflation rates o f 50 percent or more.1 
But horror stories o f catastrophic inflations elsewhere were no substitute 
for getting inflation under control at home. Moreover, the industrial

1. For selected comparative inflation rates sec Charles S. M uer, ‘T he Politics o f  Inflation in the 
Twentieth Century,” in Fred Hirsch and John H. Goldthorpe, eds., Tbt P M a l  Eamomy t f  
(Harvard University Press, 1978), pp. 45—46.
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4 Charles S. Mater

economics had not previously experienced inflations o f the combined 
magnitude and duration that the members o f the Organization for 
Economic Cooperation and Development (OECD) suffered as a group 
beginning in the late 1960s. Even the inflations spanning the world wars 
and subsequent years o f reconstruction were less persistent.

The scope and momentum o f the 1970s inflation was not even broken 
by the recession of the mid-1970s. Perhaps it was durably halted by the 
unemployment o f the early 1980s. In any case it remained a challenge to 
policy and a challenge to explanation. But the larger subject o f this book 
is the more general decline of economic performance that began in the 
1960s, o f which inflation was the most salient index. Performance 
encompasses, along with price stability, the capacity o f an economy to 
secure the full use of human resources, continuing growth, and at least 
moderate advances in equity, whether these are measured by growing 
income equality or the opening o f educational opportunity and other 
public goods to the less advantaged. Securing these advances as a package 
seemed easy for the generation after World War II and its immediate 
aftermath. Attaining them simultaneously now seems far more difficult. 
Even when the focus is on the great inflation that was the major symptom 
of the 1970s, the broader concern remains the fall-off o f economic 
achievement in general.

M ethodological Premise

Mainstream economic analysis has provided only a restricted analysis 
of the underlying problem. To state this is not to ind ia economics as a 
discipline, but to ask about its limits. The analytical advances o f classical 
economics, with both its Keynesian and monetarist branches, required 
rigorous intellectual abstraction. Critics sometimes accuse economists of 
reducing complex psychological creatures to simple utility maximizers, 
but this procedure was necessary for the progress o f the discipline. The 
task of analytical economics is not to describe reality in its texture and 
richness, but to provide an ideal type of how transactions might be 
arranged if Everyman were indeed Economic Man. This intellectual 
reduction meant focusing on choices, decisions to buy or sell, produce, 
consume, or save, that were supposedly free from constraint. In other 
words, economics separated politics and the market. Where economists 
have sought at all to incorporate political faaors into economic behavior
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they typically have done so by conceiving them as quantifiable incentives 
or disincentives, governmental carrots and sticks. What is more, economic 
models generally presuppose an equilibrium state that could be recovered, 
whether static or changing at a stable rate. Economic models have proved 
less versatile in describing transitions from one equilibrium to another. 
But the student o f social and political institutions cannot make that 
assumption. The industrial world may be precisely in a profound transition 
that impedes equilibrating processes. To summarize, mainstream econom
ics has entailed a radical simplification o f how choices are made. Moreover, 
it conceptualizes politics as an impinging exogenous variable instead of 
as a matrix o f power relationships constantly structuring group rivalries, 
collective values, and even property rights. And it tends to envision 
recovery o f a high-growth equilibrium as feasible and natural.2

Yet even when successful policy outcomes or predictions are used as a 
criterion, the dominant economic doctrines do not adequately model the 
process o f inflation. Too often, mainstream economic explanations attrib
ute real-world developments to either freak events or policy errors. For 
instance, the major OECD investigation o f the inflation and recession of 
the 1970s suggested that “the immediate causes o f  the severe problems” 
could “largely be understood in terms o f conventional economic analysis. 
There have been underlying changes in behaviour patterns and in power 
relationships internationally and within countries. But our reading o f recent 
history is that the most important feature was an unusual bunching o f 
unfortunate disturbances unlikely to be repeated on the same scale, the impact 
o f which was compounded by some avoidable errors in economic policy.”3

But this approach does not suffice either to understand or to  shape 
events. Events that must appear as random from the perspective o f a 
deductive system became so continuous in the 1970s that they should be 
regarded as systemic. This study thus seeks to understand the institutional 
structures that generate what conventional economic analysis must accept 
as random events or shocks. To explain the intractability o f inflation over 
a long period or disappointing economic performance in general requires 
a methodology that seeks to make these random events more endogenous. 
This is not to claim that no events arc random, in the sense that they 
might not have occurred or might have happened at other junctures. The

2. Set Leon N . Lindberg, *The Problems o f  Economic Theory in Explaining Economic Performance,” 
Armais o f the American Academy r f  Political artd Sadat Science, vol. 459 (January 1982), pp. 14-27.

3. Organization for Economic Cooperation and Development, Towards Full Employment and Price 
Stability (Paris: OECD, 1977), p. 14. (Hereafter McCracken Report.)
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outbreak o f the Yom Kippur War in 1973, the oil embargo and subsequent 
quadrupling o f oil prices were random shocks in one sense, no more to 
be expected than that a particular cosmic ray or meson might pass through 
a bubble chamber. Nonetheless, the generation o f cosmic rays and mesons 
is a foreseeable statistical outcome. Even without the Middle East war, 
an informed political analysis might well have predicted that the possession 
o f a monopoly resource by the Organization o f Petroleum Exporting 
Countries (OPEC), a rising tide o f nationalist self-awareness, old resent
ments at exploitation, all set against American political uncertainties at 
home after Vietnam as well as domestic inflation already under way, 
would force renegotiation o f the terms on which petroleum was to be 
made available.

The same consideration holds for policy errors. O f course errors are 
committed; optimal policy is rare. Policy errors contributed to  the 
deepening o f the Great Depression o f the 1930s and to the aggravation 
o f inflation in the 1960s and 1970s. The point is that errors often express 
deep-seated social and ideological preferences, political-party or group 
commitments not easily altered, patterns o f influence, business or bureau
cratic arrangements learned only slowly and painful to  modify. They are 
rarely willful experiments although they may rest upon mistaken calcula
tions. To understand a so-called error requires explaining on what grounds 
the recommendation seemed likely to appeal (ideology, for example), and 
how it might be implemented, persisted in, and even magnified in final 
outcome (institutional structures).

This volume seeks to develop an understanding o f how political 
preferences and institutional arrangements contribute to  economic out
comes. It does not exclude the study o f markets—o f transactions suppos
edly free o f coercion and governed by the endowments o f wealth, time, 
and talent that each actor brings—in favor o f the study o f the state and 
rule making, which is backed up by constraint. Such a division into 
economic and political spheres is misleading. The inflationary process 
demonstrates that the state and market are connected, and the task here 
is to understand the institutions o f political economy where politics and 
the market converge.

This is an assignment akin to  that o f institutional economics; however, 
in the last generation institutional economics—drawing especially on 
continental European thinkers—lost ground to the more analytical branch. 
This volume seeks to  restore what was valuable in that older approach, 
drawing on historical interpretation, the study o f contemporary social



and political arrangements and values, and even linguistic and philosophical 
analysis. Comparison, across space and through time, is fundamental to 
this multidisciplinary approach. Several questions have to be untangled. 
The first is why all Western countries became more vulnerable to inflation 
or required more recession to combat it. The second is why this 
development apparendy emerged at the end o f the 1960s and not before. 
The third question asks why some economies were far more inflation 
prone than others. Each inquiry requires a different approach. To ask 
why the industrial economies seemed to be so vulnerable to  stagnation 
as a group, why they seemed to become so resistant to demand management 
or policy-intractable, calls for looking at changes in instirudons and values 
common to modem societies in general. Indeed sociological analyses of 
inflation sometimes allege causes so profound that no remedy appears 
possible under capitalism. The “deference politics” o f an earlier era has 
dissolved, it is argued, and citizens demand entidements that exceed what 
can be delivered.4 Thoughtful Americans have asked whether it is de
mocracy that might not ultimately be at fouit, whether it is compatible 
with the renunciation o f consumption needed for capital formation and 
economic growth.5 Economists sensitive to the social fabric o f transactions 
stressed labor market transformations—whether union power or stable 
wage policies designed to hold onto a trained work force—which tended 
to  ratchet wages upward but rarely downward. In Arthur Okun’s homely 
phrase, “Who threw the ratchet into the soup?”6

These general explanations are important, but they focus on the 
background factors. They cannot explain why inflation jumped at the end 
of the 1960s and not before. And the explanations may be too general— 
enough hard pounding through unemployment and workers may pull the 
ratchet out o f the soup! The general factors must be supplemented by 
historically specific accounts that suggest why the institutional background

4. See John H. Goldthorpe, "The Current Inflation: Towards a Sociological Account," in Hirsch 
and Goldthorpe, Political Economy of Inflation, pp. 186-214; from a highly critical point of view, $cc 
E. J. Mishin, "The New Inflation: Its Theory and Practice,” Encounter, vol. 42 (May 1974), pp. 12-24.

5. Sec Robert Lubar, “Making Democracy Less Inflation-Prone,” Foment (September 1980), pp. 
78-86. Alfred E. Kahn. “Market Power Inflation: A Conceptual Overview," in Gardiner C. Means and 
others, The Roots o f Inflation: The International Crisis (New York: Burt Franklin, 1975), p. 239, speculates 
that “this rime is different—that we really have entered a new era o f  chronic, permanent inflation, at 
least so long as democracy and welfare-state capitalism survive.”

6. Arthur M. Okun, Prices and Quantities: A  Macroeconomic Analysis (Brookings Institution, 1981}, 
p. 3. See also Arthur M. Okun, “Political Economy: The Lessons of the Seventies,” in Arthur M. Okun 
and Robert M. Solomon, Cssrrent Issues sn Political Economy, Ontario Economic Council Discussion 
Paper Series (Toronto: The Council, 1979); Tibor Sdtovsky, “Market Power and Inflation,” Economisa, 
vol. 45 (August 1978), pp. 221-33.
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changed when it did. In this volume, Albert Hirschman considers some 
o f the general sociological and psychological variables that operate in 
many inflation-prone societies. Robert Keohane and the authors o f  the 
four country studies, on the other hand, stress particular historical 
transitions that have facilitated inflation and made for policy-intractability. 
This introduction also seeks the specifics o f  the decade o f  inflation, 
examining the remarkable character o f  the period o f high growth after 
W orld War II, and asking what changed. Leon Lindberg, in chapter 2, 
then asks about the transformations o f socioeconomic and political 
institutions that aggravated the vital “core rate” o f inflation, especially in 
the case o f  the United States.

In questioning why inflation rates vary, explicit comparison is required. 
Comparison exposes those attitudes and institutions that promise more 
successful economic management and performance. John Zysman and 
Colin Crouch explicitly compare national approaches to  industrial politics 
and coordinating o f labor markets. In addition, the four case studies o f  
national economies allow instructive contrasts. Michele Salvati’s discussion 
o f Italy helps to  explain a society with deep divisions and institutional 
weaknesses that make coherent policymaking difficult. Japan, as presented 
by Kozo Yamamura, accepted periods o f  moderate to  high inflation in 
return for continued growth (a finding Zysman also emphasizes). Ya
mamura does not indulge in the breathless enthusiasm for Japanese work 
habits and corporate loyalty that many popular studies stress. Instead he 
focuses on the political management o f  the economy and the stresses that 
may yet afflict it. The West German study spotlights the institutions that 
until recendy seemed to ensure high growth and low inflation. Although 
unemployment as well as the structural vulnerabilities o f  their industry 
began to  preoccupy the West Germans in the 1980s, it remains instructive 
to  study the institutions that allowed effective policy coordination and 
labor-management consensus for so long. Finally, Andrew M artin’s chapter 
on Sweden asks whether a high-performance, open economy can durably 
reconcile extensive social welfare and economic growth under capitalism.

The lessons to be drawn from the case studies are complex. By far the 
simplest one is that we all sail in leaky boats. Growth, equity, price 
stability are hard goals to  pursue simultaneously and even harder to 
achieve over long periods. Comparison teaches no simple remedies for 
combining price stability and high growth, or for macroeconomic man
agement in general. Societies are complex systems, and countless variables 
change from one to another; hence it is difficult to  be sure which factors



assure desirable results. Even when certain institutional arrangements or 
a commitment to values do seem to have inhibited inflation in one 
country, it is not easy to know whether they can be transplanted. Americans 
do not easily become Germans or Japanese, although some lessons may 
be transferable. Comparison suggests the feasibility o f certain remedies in 
different contexts; it may provide some guidance under what circumstances 
industrialization strategies or incomes policy or labor-management con
certation promises success in slowing inflation without renouncing growth.

Ultimately the debate about economic policy must be a reflection on 
ends as well as means. Individual preferences for the mix o f growth, 
employment, price stability, and equity that a society should strive for 
may differ—assuming that all cannot simply be maximized at once. But 
a nation must come to some agreement on priorities. One o f the major 
tasks o f this volume is to demonstrate that the decision on economic ends 
and not just economic means or techniques must be a political act. But 
thinking about those priorities, asking about the costs o f  inflation and 
the costs o f  slowing inflation or the costs ofAmerican economic institutions 
in general is often obscured. In this book Brian Barry and David Cameron, 
as well as Douglas Hibbs and, by implication, John Woolley, address the 
issues o f political values and choices.

Inflation is obviously a deeply troubling phenomenon to  Americans, 
accelerating inflation even more so. But the inflation o f the 1970s was 
the manifestation o f a whole cluster o f  economic disappointments and 
institutional rigidities. Did they have to be accepted? Have they really 
been rendered more curable by renouncing public policy and wagering 
on such markets as exist? O r could economic performance more in line 
with earlier success have been achieved (assuming agreement) by designing 
a new armory o f public, nonmarket guidelines? M ust the rivalry among 
strong interest groups lead to more inflation or can it be harnessed for 
production and growth? These are the questions that do not allow politics 
to  be separated from economics.

Inflation and Stagnation as Politics and History 9

T h e  H isto rical Prem ise

Looking back on a decade o f  stabilization policy, James Tobin noted 
in 1980 that “the tormenting issues o f  strategy have remained essentially 
the same throughout the period since the Second World War. Can the 
instrument o f demand management achieve both monetary stability and
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Table 1-L Aver age Annual Rates o f Growth in Eight Countries,
Various Years, 1950-80
Percent

Country

Growth of grots domestit product'

1950-73 1960-69 1970-79 1974-30

Canada 5.2 5.5 4.4 2.6
France 5.1 5.5 3.9 2.8
Italy 5.5 5.8 3.0 2.6
Japan 9.8 11.1 5.4 4.9
Sweden 3.7 4.4 2.0 2.3
United Kingdom 3.0 2.9 2.3 1.3
United States 3.9 4.4 3.4 2.8
West Germany 6.3 4.6 2.9 2.7

Source: W<xU bamca Cycle, I9SOSO (London: Eoonorms Ncwipapo, 1982), pp. 22, 24, 45 ,02 ,6S, 83,87, 126. 
i .  Based on GDP stand in avMnpf prices.

satisfactory real economic performance? I f  so, how? I f  not, what are the 
terms o f  feasible choices, and what criteria should guide them? If the 
macroeconomic instruments are inadequate for the goals, is it useful to 
supplement them with incomes policies temporarily o r permanendy?”7 
Nonetheless, while die “tormenting issues o f  strategy” may be the same, 
the context o f  economic policymaking has changed dramatically. There 
have been in fact two major economic phases since the inirial postwar 
years o f  reconstruction. The first, extending from the late 1940s to  the 
late 1960s, was characterized by unprecedented, sustained growth, even 
more rapid in Japan and continental Europe than in the United Kingdom 
and the United States. The second phase began with the transitional years 
o f  1967-74—with the inflationary financing o f  the Vietnam War, the 
major European labor offensives, the dramatic abandonment o f  Bretton 
Woods, the oil price rise o f  early 1974, developments that initiated a 
troubled period o f  lower growth, high inflation, two major recessions, 
and severe structural problems in the traditional staple, manufacturing 
industries. In short, after a generation o f  growth, over a decade o f relative 
stagnation (see table 1-1 for the growth rates o f  the postwar generation 
as a whole, for the buoyant 1960s, the 1970s reflecting the break in trend, 
and finally the years following the oil price increases).

The decline in economic performance affected all the industrial econ-

7. “StabUkiOOfi Policy Ten Years After," Bm kayft Pupm m  Eaimmit Arthnty, 1:1980, p. 22. 
(Hereafter BPEA)

 

 



Table 1-2. Average A nnual R a ta  o f Inflation in Eight Countries,
Various Tears, 1950-81

Inflation and Stagnation as Politics and History X1

Percent

Country

Change in consumer price index'

1950-59 1960-69 1970-79 1973-75 1979-81
Canada 2.2 2.6 7.5 10.3 10.7
France 5.6 3.8 8.8 11.9 12.7
Italy 3.0 3.8 12.2 16.5 17.8
Japan 4.0 5.4 8.7 16.5 6.2
Sweden 4.6 3.6 8.4 9.4 12.2
United Kingdom 3.6 3.6 12.4 18.2 13.9
United States 2.1 2.4 7.0 9.6 11.3
West Germany 1.9 2.5 4.9 6.2 5.7

Some: lntcmarkmal Monetary Fund, /A tfiM M l Fmamt St*vt*a, vol. 37 (October 1994), line 64 and w ioua 
previous issues.

i. Rates o f change falnahtfd using difference! o f logs.

omies although some, such as the United Kingdom and Italy, proved 
more vulnerable than others such as West Germany. Inflation, o f course, 
was the salient index o f economic difficulty (sec table 1-2). Price rises 
afflicted all societies, including the United States, which in 1974 and 
1979-80 suffered from double-digit inflation and lost the resistance it 
had earlier shared with the Federal Republic o f Germany to approach the 
mid-level susceptibility o f the OECD economies. The new inflation of 
the 1970s was not merely the result o f  oil price shocks. It incorporated 
a consistent increase in the core, or underlying, secular rate o f price and 
wage increases. As Philip Cagan pointed out, what was new about the 
inflation o f the 1970s was not that supply shocks could drive up prices, 
but that the core rate proved relatively impervious to the severe recessions 
o f  1975 and 1979-80.® Only in the early 1980s did the core rate give 
signs o f moderating—although at great cost in terms o f the other indexes 
o f economic performance, employment, and growth.

Following hard on inflation, unemployment rates and declining eco
nomic growth likewise revealed a common decline in economic perfor
mance. In general, as Douglas Hibbs points out in chapter 7, the United 
States long accepted a less proinflationary trade-off and acquiesced in 
higher unemployment than the other OECD countries. By the end o f  the 8

8. Persistent Inflation HtfterUsi and Patty Essays (Columbia Univenhy Press, 1979). O hm , Prices 
and Quantities, p. 2, and many others make the same point.
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Table 1-3. Average Annual Unemployment Rates in Eight Countries, 
1967-73 and 1974-80*
Percent

Country 1967-73 1974-80
Canada 5.1 7.2
France 2.4 4.8
Italy 5.7 6.7
Japan 1.2 1.9
Sweden 2.2 1.9
United Kingdom 3.5 5.6
United States 4.5 6.7
West Germany 1.0 3.2

Source: Orgmiaoon (afEcnumkCoopatoonmlDcYtiopamx,OECDEtmMucOtiSliik, no. 34 (December 1983), 
u M c R lip .  163.

a. Standardised unemployment ai pavait of tool labor (crée .

1970s it was moving toward the center o f the pack, catching up on 
inflation, being overtaken in terms o f unemployment (sec table 1*3).

By 1981-82 unemployment had become the outstanding policy issue 
in the major European economics. It contributed to the victory o f the 
French Socialists on a reflationary economic platform in 1981; remained 
at record postwar rates to trouble the Thatcher government in Britain; 
and eroded the rule o f the incumbent Social Democrats and Free Democrats 
in West Germany, where the coalition fell apart between prescriptions for 
job creation and for encouraging private-sector investment. In almost all 
respects the industrial economies were functioning at a far lower level of 
overall performance than had been the norm for over two decades.9

Long-lasting declines in labor productivity suggested that economic 
difficulties were deep-rooted in the 1970s. As Edward Denison and others 
documented, productivity growth slackened at the end o f  the 1960s and 
declined even more markedly after 1973-74.10 National income per person

9. New York Slock Exchange, Office o f  Economic Research, U.S. Etmtnmc Perfirmanet in a Global 
Pm pntiar {NYSE, February 1981), pp. 6-11, calculated an economic performance index by dividing 
annual real economic growth rale! by the sum o f unemployment and inflation rates (Okun’s “discomfort 
index''). The statistics overdramatize die decline from the 19601 to the 1970s by, in effect, multiplying 
highly related quantities, but the order-of-magni rude results arc suggestive. In Japan the index fell from 
146.9 in 1960-73 to 37.8 in 1974-80, in West Germany from 123.9 to 29.0, in France from 85,5 to 
18.0, in Italy from 67.2 to 13.4, in Canada from 64.2 to 16.5, in Sweden from S5.6 to 1S.3, in the 
United States from 50.4 to 15.2, and in the United Kingdom from 43.1 to 2.2.

10. Edward F. Denison, A a tu ta o y  f i r  S l e w  Economic Gmrth: The United States in the 1970s 
(Brookings Institution, 1979); J. R. Newsworthy, Michael J. Harper, and Kent Kunzc, “T he Slowdown 
in Productivity Growth: Analysis o f  Some Contributing Factors,” BPEA, 2:1979, pp. 387-421. For a 
more optimistic view see Gregory Schmid, “Productivity and Reindustrializatkm: A Dissenting View,” 
Challenge, voL 23 (January-February 1981), pp. 24-29.

 

 
 
 
 
 
 
 

 
 
 
 



employed remained essentially stagnant. Among the many reasons sug
gested for the long decline, changes in the age-sex composition o f the 
work force, declining capital investment per worker, the increasing number 
o f service jobs in the modem economy, the oil price increases (OPEC I 
and OPEC II), and governmental regulation may all have played some 
role. Whatever the reasons, the aggregate effect outran the suggested 
causes. Inflation and declining productivity gains probably reinforced each 
other. As productivity increases slowed, workers could no longer claim 
the same wage increases without triggering an inflationary price rise. 
Conversely, expectations o f continuing inflation with lower real returns 
on capital might have inhibited the new investment that could have 
restored growth.11

Despite these discouraging indicators, however, the economic perfor
mance o f the United States could be credited with some major accom
plishments (although inflation may have been part o f their cost). The 
1970s comprised a remarkable period o f job creation. If the 1982 
unemployment rate was close to  10 percent, 97 millions were still working, 
almost 11 million more workers than a decade earlier.12 These new jobs 
responded in part to the desire o f  women to enter the labor market; they 
were generated in services and no longer in manufacturing. (Rudolf Klein 
in chapter 8 points to the particular role o f the public sector, especially 
in Britain, in accommodating this trend.) The shift toward services is also 
difficult to evaluate. Once welcomed as the advent o f postindustrial society, 
it began to  arouse increasing preoccupation as factories continued to 
close.

In effect, the U.S. economy absorbed new job seekers from the ranks 
o f women and youth into service employment that allowed for litdc gain 
in output per worker, even as traditional industrial sectors became 
obsolescent or shut down plants entirely.13 Throughout most o f the 
1970s, excepting the mid-decade recession, the price o f this underlying 
change was higher inflation, low growth, weakened profits, and stagnant

11. This diagnosis was behind the frequent invidious comparisons of the low American savings rate 
with the far higher savings o f  the Japanese. On the other hand, William D. Nordhaus proposed that if, 
as he believed, declining productivity had largely to be attributed to an autonomous decline in technological 
innovation, then higher savings were not called for; "Economic Policy in the Face o f  Declining 
Productivity Growth,” European Economic Review, vol. IS (May-June 1982), pp. 131-57.

12. Bureau o f  Labor Statistics, U.S. Department o f Labor, January 1982.
13. Sec Robert Bacon and Walter Elds, Britain’s Economic Problem; Too Few Producers (London: 

Macmillan, 1978); Lester C. Thurow, The Zero-Sum Society Distribution and the Possibilities f i r  Economic 
Change (Basic Books, 1980), pp. 162-67; Emma Rothschild, "Reagan and the Real America," New 
Tort Review o f Books (Febniary 5, 1981), pp. 12-18; Felbt Rohaytn, “Reconstructing America," N or 
r« * J im fw (ÿ B « fc (M a ith S , 1981), pp. 16-20.
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personal income. M ost European societies incurred the same liabilities 
without the job creation. W hether the trade-off was worth making, or 
might have been made at lower real cost, remains an open question. In 
the wake o f the 1979-80 OPEC II oil-price increase and the policies 
chosen by the Republican administration, the terms o f  the trade-off began 
to  change. Inflation abated, but the toll on employment climbed to  a new 
high; in addition earlier progress toward reducing inequality was modified 
as a policy commitment and perhaps in terms o f  results as well. Different 
policies, it was suggested, would end the stagflation afflicting the American 
economy.

The difficulties o f so many mixed economies at one time—some 
governed by Social Democrats, others by free-market conservatives— 
suggest that no conventional policy “fix,” whether interventionist or 
market oriented, could easily reverse the sclerosis o f  the 1970s. The 
skepticism o f  a contributor to  the McCracken Report that a “narrow 
path” to  recovery really did exist between the Scylla o f  recession and the 
Charybdis o f inflation was perhaps well-founded.14 But must the Western 
economies be so resistant to policy intervention in general, or have the 
right formulas just not been found? Should the limping economy o f  the 
1970s and early 1980s have been considered “normal” just as the growth 
o f the 1960s once was? Perhaps the question is badly phrased. Normal is 
a misleading concept. The Western economies are not machines that can 
be tuned to  operate at a certain level as inputs change and expectations 
evolve. As this study illustrates at many points, the Western economies 
are historical formations and embody evolving institutions. The factors 
that make for any given pattern o f performance constandy alter. W hether 
the ambient conditions for the late 1980s and 1990s can be as favorable 
as those that nurtured the achievements o f the 1950s and 1960s cannot 
be predicted. Historical examination does suggest that in the quarter 
century after World War II the industrial economies did benefit uniquely 
from a set o f  favorable circumstances unlikely to  recur. Once those are 
understood, it may be possible to  seek policy substitutes or at least to 
understand the limits o f  likely performance.

Postwar Consensus and Its Breakdown

Although the postwar period was filled with bitter partisan conflicts 
in the United States and Europe, the tasks o f reconstruction can in

14. “Comments by Professor Komiya,” in McCracken Report, p. 250.



retrospect be seen as having evoked an overriding consensus. In the wake 
o f  wartime destruction, restoration o f output and production loomed as 
the highest priority. Even the Western Communist parties originally 
endorsed the objective o f reconstruction to  demonstrate their responsibility 
as would-be governmental partners. And although by the late 1940s the 
Communists had withdrawn or been thrown into opposition, authoritative 
labor leaders in America, Britain, and on the continent accepted the 
priorities o f  growth and productivity.

In return for the implicit collaboration, which produced more than a 
decade o f wage restraint, labor won several fundamental objectives: first, 
a general public commitment to  high employment policies; second, a 
general assurance that wages would at least rise in line with profits and 
productivity even if  there were not to  be any planned pretax redistribution; 
third, the development o f pensions and transfers associated with the 
welfare state. Each o f these gains meant overcoming a critical interwar 
weakness that had apparendy contributed to  the onset o f  the depression 
or to  the misery o f the classes enmeshed in it. These postwar bases o f 
public policy essentially created an implicit social compact; indeed, it was 
largely the breakdown o f  the implicit compact that led to  painful, more 
overt, and therefore more difficult attempts at renegotiations. The com
mitment to  economic growth in the 1950s and 1960s could rally both 
capital and labor and thus replace earlier (and avoid later) conflicts over 
shares. And the reality o f growth—the more than doubling o f real income 
from 1948 to  the early 1960s—made the bargain seem worthwhile.

O ther forces reinforced the consensus on growth and the adjournment 
o f  a conflict over income shares. The discipline o f the cold war—the 
negative example o f East German socialism for workers in the Federal 
Republic, the intense anticommunism o f  American labor and European 
Social Democrats and Catholics, the concrete inducements o f American 
aid—was a major factor. So too was the relative labor surplus released by 
agricultural modernization or by refugees from Eastern Europe.15 As John 
Zysman emphasizes in chapter 6, the Western economies benefited from 
a massive one-time epochal transition from the countryside to the city. 
The percentage o f active workers on farms dropped in the United States

15. See Charles P. Kindleberger, Europe’s Postwar Growth: The Role o f Labor Supply (Harvard 
University Press, 1967). For an emphasis on the role o f cold war consensus, see Angus Maddison, 
“Economic Policy and Performance in Europe, 1913-1970,” in Carlo M. Cipolla, ed., The Fontana 
Economic History o f Europe, vol. 5: The Twentieth Century (Harvester Press/Bames & Noble, 1977), pt. 
2, pp. 442-508.

Inflation and Stagnation as Politics and History 15

 
 
 
 



16 Charles S. Mater

from over 12 percent to under 4 percent between the war and the 1960s; 
in France from 27 percent as late as 1954 to 14 percent in 1970; in West 
Germany from 23 percent in 1950 to 7 percent in 1976. The farms they 
left behind made rapid gains in productivity and output thanks to new 
tractors and fertilizers. The industries to which they flocked made even 
greater gains, so that even a modernized agriculture made less of a 
contribution to national income. The labor pools they augmented were 
deployed as reconstruction and reinvestment proceeded—rapidly enough 
to absorb the migrants, but not so rapidly as to create a seller’s labor 
market. The 1950s thus saw a temporary slowing of the general twentieth- 
century trend toward growth o f wages and salaries as a percentage of 
GNP.16

The special circumstances o f the 1950s and 1960s could not have lasted 
forever. The population in agriculture might stabilize between 3 and 10 
percent (depending on the specific society) but not much lower. The 
benefits o f capital replacement after the destruction during World War II 
were likely to be disproportionate in the early years when modest 
reconstruction could eliminate major bottlenecks. Replacement of prewar 
plant; the advent o f enough mass wealth to sustain the market for 
television, appliances, and automobiles (products, significandy enough, 
technologically available between the wars but hardly marketed for lack 
of demand); finally, the formation o f social capital expressed in the rough 
tripling o f Europeans’ access to higher education in the 1960s could make 
investment especially potent. But in each o f these spheres there had to be 
diminishing returns.

In addition, the political discipline imposed by the cold war became 
less compelling by the late 1950s. The age of Dulles and Adenauer gave 
way to that o f the U.S. Democratic party’s New Frontier, Great Society, 
and War on Poverty, to the German Great Coalition (1966) and the 
victory of the Social Democrats (1969), to the Opening to the Left in 
Italy (1961), and the return of Labour in Britain (1964-70). By the late 
1960s the wage restraint that had prevailed for almost two decades buckled 
as Dutch (1964-69), French (1968), Italian (1969), and German (1970) 
workers sought and won major pay increases. Labor’s disappointment 
with earlier gains where their own left-wing parties had been in power 
(the United Kingdom), or political frustration where the Left remained

16. OECD, Labor Force Statistics, as summarized in McCracken Report, pp. 290-91 ; Simon Kuznets, 
“Quantitative Aspects o f the Economic Growth o f Nations: IV, Distribution o f National Income by 
Factor Shares,** Economic Development and Cultural Change, vol. 7, pt. 2 (April 1959).

 
 



out (France and Italy) led to the highest level o f  militancy since the 
Liberation. American workers were exceptions to  the unrest; Douglas 
Hibbs in chapter 7 discusses the lower apparent rates o f  political 
mobilization. In addition, the great conflicts in the United States over 
racial issues and then the war in Vietnam may have cut across class lines 
and reduced the salience o f economic issues.

I f  American labor did not participate in the massive strikes at the turn 
o f the decade, the Adantic economies still swung into an increasingly 
coordinated pattern o f overcorrecting economic phases. The slight reces
sion in 1970-71 was followed by a boom (heated up by the Nixon 
preelection expansion) in 1972-73, with the fastest run-up o f prices and 
capacity utilization in a decade and capped by the commodity and oil 
price increases. The responses to the OPEC rise o f 1973-74 (from $3.00 
per barrel to $11.50) may well have contributed more to  inflation than 
the hike itself. Where countries allowed the new oil price to  pass through 
without much intervention, the effect on prices (and then on wages as 
labor sought to  preserve its real income) was direct. Where the government 
(as in the Japanese case) feared the contractionary effect o f  the oil levy 
and countered it with monetary expansion, it lost control o f  domestic 
prices. Where (as in the United States) an effort was made to control 
domestic price repercussions, the subsequent effort to contain the 1973
74 inflation, which tended to  disguise the contractionary real effects o f 
the changes in the terms o f trade o f 1973-74, precipitated the severest 
recession since the 1930s. By m id-1974 OECD unemployment was 
running at 5.5 percent (with another 0.6 percent implicit in the return 
o f migrant workers). Unemployment, however, hardly moderated infla
tion. Indeed Britain and the United States sought to  export their own 
inflationary tendencies to the strong-currency Germans and Japanese by 
urging them to accept a “locomotive” role on behalf o f the West as a 
whole—that is, by seeking their more rapid and vigorous reflation. The 
second major OPEC price rise o f 1979 only reconfirmed the renewed 
inflationary thrust o f  fiscal and monetary policies as the decade closed.17

Looking back at this tortuous decade o f economic management, one 
can see that there was no more give in the system as a whole. Neither 
industry nor labor within the Western economies was prepared to  acquiesce

17. This chronology relics on the McCracken Report, pp. 37-80. Sec also the country studies in 
Lawrence B. Krause and Walter S. Salant, eds., Worldwide Inflation: Theory and Recent Experience 
(Brookings Institution, 1977); papers prepared for the Conference on National Stabilization Policies in 
Industrial Countries, 1972-75, organized by the Brookings Institution, in Rome, May 30-June 3,1977; 
the country studies in chapters 12-15, below.
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in the sacrifice o f real income implicit in the OPEC levy, and the ultimate 
allocation o f burdens was left to  the chaotic rivalry o f a wage and price 
spiral. N or were the petroleum producers prepared to  see their new real 
gains frittered away by the depreciation o f the dollar, and so by the end 
o f  the 1970s they reclaimed the real income that the West had started to 
recover since 1975. Under these strains most efforts at renegotiating 
explicit consensual arrangements such as the British social compacts or 
the German concerted action proved vulnerable and short lived.

And what a reversal by 1982 as inflation rates tumbled sharply even 
in Great Britain and output and employment sagged! Even a former 
enthusiast o f  monetarist remedies for inflation, such as Samuel Brittan, 
now felt that hopes for controlling the expansion o f the money supply 
had proved illusory. Inflation might be in a proximate sense a monetary 
phenomenon, but “neglect o f  the international dimensions and o f insti
tutional change”18 accelerated disinflation just as it had earlier augmented 
inflation. The lesson at the end o f  inflation confirmed what should have 
been the lesson during inflation as well—that some fundamental reshuf
flings o f power, resources, and values was at work on economic outcomes.

The Changing International Monetary Structure

The process outlined testified to  a second major transition that marked 
the 1970s, the weakening o f  the U.S. role in anchoring a stable interna
tional monetary system. Again, the harbingers o f this development had 
appeared long before the outright crisis. Eisenhower had fretted about 
the adverse balance o f trade; Kennedy had recalled servicemen’s dependents 
from overseas; de Gaulle had refused to hold dollars as a reserve currency 
as early as 1965. The inflationary financing o f the Vietnam War and the 
increase in international liquidity interacted with European labor unrest 
to  increase inflationary pressures. The British devalued in 1967, the French 
in 1969 (see Michele Salvati’s discussion in chapter 15); the Germans 
finally had to  revalue in 1969 rather than be swamped with dollars; and 
by 1971 Washington had forced a general revaluation against the dollar 
with its own abandonment o f Bretton Woods convertibility and temporary 
imposition o f a 10 percent import surcharge. But even the new Smithsonian 
parities o f December 1971 could not endure, given the advance o f 
American inflation. By the spring o f 1973 a regime o f general floating—

18. “A Very Painful World Adjustment,” Foreign Affairs, vol. 61 (America and die World, 1982), 
pp. 541-68, esp. p. 556.

 



with the European countries seeking to  regroup in the “snake”—finally 
emerged.

These adjustments were often attended by overshooting and unwelcome 
domestic reverberations. Revaluation in West Germany (1969) and 
devaluation in Italy (1973) and Sweden (1974) produced such profit 
surges that they provoked major union reactions and sometimes more 
than compensatory rises in real wages. And while economists had often 
predicted that floating rates would allow national economies to shield 
themselves from imported inflation, the net result was more to loosen 
any residual international cohesion and to  confirm the perverse policy 
effects predicted by Robert Mundell.19 That is, would-be expansionary 
policies just sent money abroad to  less inflationary neighbors, thus 
transmitting inflation rather than producing domestic expansion and 
by the late 1970s motivating everyone to turn to  West Germany and 
Japan to  revalue and to reflate. As the M itterrand government learned 
during 1981-82, the ready transmission o f inflationary pressures seemed 
to  preclude successful Keynesianism in one country (although Keynes 
himself had suggested his remedies as policies that implied reducing the 
domestic links to  the international economy). O ther difficulties also arose. 
Countries that sought to redress their international accounts by devaluation 
faced higher import prices without being able to  stabilize the prices o f 
their export goods. Conversely, revaluing countries such as West Germany 
seemed (at least until 1980) to  sustain their exports w ithout a dent; called 
upon to diminish their trade balance to pull other countries out o f  
recession, in effect they could reduce exports only when their partners 
slipped back into recession.

These perverse results were perhaps not the worst possible outcome. 
The protectionism often predicted for the 1970s did not come to  pass. 
But the abandonment o f the Bretton Woods regime seemed to  make it 
more difficult for the soft-currency countries to use international adjust
ments to  overcome inflation and harder for the hard-currency countries 
to assume inflation. In the first decade o f  flexible exchange rates ironically, 
everything remained tradable except monetary stability, which was hard 
to  export or to  import.

Underlying these dilemmas was a basic transformation in political

19. Robert A. Mundell, Monetary Theory: Inflation, Interest, and Growth in the World Economy (Pacific 
Palisades, Calif.: Goodyear Publishing Co., 1971). See also Rudiger Dombusch, "Exchange Rate 
Economics: Where Do We Stand?” BPEA, 1:1980, pp. 143-85, and "The Theory o f Flexible Exchange 
Rate Regimes and Macroeconomic Policy,” Scandinavian Journal o f Economics, vol. 78, no. 2 (1976), pp. 
255-75.
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organization as well as monetary regime. Robert Keohane in chapter 4  
aigues for the connection between global inflation and international tug- 
of-war between states for scarce resources. In addition, certain international 
constellations seemed to  encourage general inflation, especially the situ
ation that might be termed waning hegemony. This was the United States* 
global status in the 1970s, starkly defined by defeat in Vietnam, the loss 
o f  control over oil producers, the new restraint inherent in the Nixon 
doctrine, and then reticence in Angola, Iran, and elsewhere. W ithin the 
more limited sphere o f  international financial leadership, waning hegemony 
had also characterized London’s role between the world wars, and, looking 
backward, one might even say that o f  Spain in the seventeenth century.

Each o f  these historical situations was marked by the inflationary 
impulses emanating from the declining power, o r by compensatory efforts 
to  reassert international financial power that required domestic deflation— 
a choice Britain made when it revalued the pound in 1925 and when it 
sought to  defer devaluations from 1945 to  1949 and again from 1964 to 
1967. For each o f  these international leaders, economic ascendancy had 
originally been easily achieved. Spain’s was assisted by American treasure, 
Britain’s by a lead in early industrialization, that o f  the United States by 
later technology and American insulation from wartime destruction. 
Preserving ascendancy is harder than attaining it. As imperial powers 
reach ascendancy and organize an international economy, they draw on 
the reserve role o f  their own currencies to  provide the liquidity their 
creditor position requires. Even before World War I, London relied in 
part on her colonics to  fund her international accounts. Between the wars 
she accepted some deflation but also called on the United States to  share 
the burden o f  sterling by accepting some inflation. And during the 1940s 
Keynes’s proposals for the future International Monetary Fund envisaged 
that strong-balance-of- payments economies would compensate weaker 
ones.20 H e met resistance from Washington, just as American secretaries 
o f  the treasury met resistance from de Gaulle in the mid- 1960s and from 
the West Germans and Japanese to  revaluation by the late 1970s. Only the

20. Marcello de Gccco, M atty and Empire: The International Gold Standard, 1890-1914 (Totowa, 
N.J.: Rowman and Littlefield, 1975); Beniamin M. Rowland, ed,. Solatia of Power or Hegemony: The 
Internat Monetary System (New York University Pros, 1976); Fred L. Block, The Origins o f International 
Economic Disorder: A  Study of United Statej International Monetary Polity from World War B  to the Proem  
(University o f  California Press, 1977); Peter J. Katzenstein, ed., Between Power and Plenty: Foreign 
Economic Policies o f Advanced Industrial States (University of Wisconsin Press, 1978), esp. Stephen D. 
Krasncr, “United Sates Commercial and Monetary Policy: Unravelling the Parados o f  External Strength 
and Internal Weakness," and Stephen Blank, “Britain; The Politics of Foreign Economic Policy, the 
Domestic Economy, and the Problem o f Pluralistic Stagnation."

 
 
 
 
 
 
 
 



United States’ continued provision o f political goods—namely, interna
tional military security—and the unwillingness o f the strong-currency 
nations (West Germany, Switzerland, Japan) to accept a reserve role for 
their own monies prolonged the privileged role o f  the dollar.

International impulses to  inflation thus flowed from the weakening o f 
an economy whose currency had occupied the key reserve position. Rather 
than accepting austerity at home, from the late 1960s on Washington 
sought to  persuade other countries to  inflate their own economies and 
thus alleviate the pressure on the American balance o f payments. The 
growing pressure on the balance o f  payments sprang in turn from the 
diffusion o f  industrialization first to  the resurgent European economies, 
then to the developing nations o f the third world. It also derived from 
political causes such as the loss o f control over primary producers in the 
Middle East and from domestic desires to  cut foreign commitments and 
avoid the domestic burdens such as higher taxes or much higher oil prices 
that would have been required to  restrengthen the dollar as a reserve 
currency.

Inflationary impulses, in short, naturally arise from a situation where 
a formerly dominant power with an accepted internationalized currency 
seeks to  prolong the reserve role o f its money beyond the time justified 
by its earlier balance-of-payments strength. In the history o f modem 
economies, periods o f  international monetary leadership have been rela
tively brief and few. During their existence they have, on the one hand, 
provided for vast increases in international trade, as in the generation 
before W orld War I and the generation after World War II. As critics 
have charged, they may also have helped to  perpetuate the differentiation 
o f  economies into industrial leaders and underpaid primary producers. In 
any case, economic integration under a powerful reserve-currency economy 
has always been vulnerable. Periods o f fragmented international exchange, 
bilateral trade, ad hoc payment arrangements have been more prevalent. 
In this respect, the 1950s and 1960s, not the subsequent disarray, have 
the claim to uniqueness.

The Changing Role o f the State

It is impossible to  be definitive about the inflationary consequences o f 
the major change in the role o f  the state and public spending that 
characterized the years after the late 1960s. R udolf Klein suggests in 
chapter 8 how difficult it is to  ascribe a causal influence on inflation to
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public expenditure alone, and David Cameron in  chapter 9  likewise 
contests some o f  the usual generalizations about the inflationary role o f  
government. Many economists agree that much o f  the 1970s inflation 
was not impelled by government-induced excess demand, and still others 
suggest that modem governments must in any case validate the money 
demands emerging from the market arena.31 As Klein emphasizes, gov
ernment spending as a percentage o f  national income is primarily a 
measure o f  how social consumption and investment have been centralized; 
it does not have to  imply changing end uses (except in wartime). The 
major component o f  increasing public expenditure has been transfer 
payments. This may imply taking money from relatively rich people’s 
savings and giving it to  relatively poor people’s consumption. O n the 
other hand, such transfers may have at best managed to  keep constant 
national primary income distributions that would otherwise have grown 
more unequal.33 Certainly the very large budget deficits o f  1976 and 1980 
followed recessions that would have generated far greater hardship without 
the transfers involved.

I f  there is a connection between public expenditure and inflationary 
trends, probably it does not rest on the differential consumption functions 
o f  the classes from which the money is taken and to  which it is distributed. 
Ir may involve instead the strains on  the economy as it goes from one 
level o f  state intervention to  another. Throughout the twentieth century, 
public expenditure in the West has tended to  increase, but in spurts. From 
perhaps 10-14  percent o f  national income before W orld War I, public 
expenditure surged to  perhaps 40 percent o f  GNP during the war and 
then settled down at 18 to  22 percent in the 1920s. The Great Depression 
summoned forth another significant increment, which was coupled with 
the demands o f  rearmament for Work! W ar II. By 1950 public expenditure 
in the OECD  countries stood at a median 34 percent o f  national income; 
it had risen to  41 percent by 1965 and reached 49 percent in 1973, with 
several o f  the European economies propelled over the 50 percent mark 
o f  GNP.33 While public spending at any given level o f  national income 
may not be associated with inflation, the jump from one plateau to 
another—connected obviously with the world wars, but also with the

2). Basil J. Moore, “The Endogenous Money Stock,” Journal o f P m  Keynesm• Economie ,  voL 2 
(Fall 1979), pp. 49-70.

22. Thurow, Zero-Sum Society, pp. 47-54.
23. See G. Warren Nutter, Growth o f Government in the W e t  (Washington: American Enterprise 

Institute for Public Policy Research, 1978), p. 4; OECD, Expenditure Trtneh m  OECD Countrie, 1960- 
1980 (Paris: OECD, 1972), and Public Expenditure Trendt (Paris: OECD, 1978).

 

 
 



developments o f the 1965-75 period—may involve strains that also are 
productive o f  inflation. (This holds for the correlation for Western 
countries as a group from one period to another; within any given period, 
the correlation between specific countries’ increase in public expenditure 
and their respective inflation rates is less valid, as Cameron demonstrates.)

It is not possible to say that the increase in public expenditure produces 
inflation; Klein suggests the reverse may be just as true. N or is it possible 
to  correlate particular political coalitions with increased inflation. It may 
be that along with inflation, increased public spending testifies to under
lying seismic changes in the demands placed on governments during 
periods o f strained economic allocation. Drawing on socialist analysis o f 
the early twentieth century, recent writers have suggested that the state 
budget becomes the batdeground o f different economic classes.24 But the 
dispute is not simply between capital and labor; the state’s own needs 
enter in. In a period o f declining growth, left coalitions may defend 
welfare claims, while the state and the business sector struggle over the 
resources available for their respective programs and investments. Budgets 
(and deficits with inflationary consequences) can increase even when 
governments seek to  reduce them. Programs cut under one heading can 
lead afflicted groups to  seek benefits they might not claim otherwise. It 
is possible that the expansion o f  the state that can be accommodated 
without inflation during periods o f growth (as during the 1960s) may 
contribute to  the inflationary tug-of-war when growth falters. O n the 
other hand, it may buffer society from far harsher and more direct social 
clashes and upheavals.

Finding specific historical and political changes that help explain the 
period o f inflation after the late 1960s should not be read as a pessimistic 
message. It does point to  certain epochal transformations: the new political 
and market power o f the Western working classes, which could, however, 
be accommodated without inflation during a period o f  strong growth 
and indeed probably assisted in such growth; the declining international 
role o f  the United States; the diffusion o f technological competitiveness 
to  nations that were once safe markets for Western value added exports. 
Tranformations such as these suggest that the interval from World War

24. Rudolf Goldsdieid, “Staatssozialismus odcr Staatskapitalismus” (1917), in Rudolf Goldschcid 
and Joseph Schumpeter, Die Fmanzkrise des Steuerstaats: Beitrqge zurpolitischm Ôkonomie der Staatsfinanzen, 
Rudolf Hickd, ed. (Frankfurt: Suhrkamp Verlag, 1976); James O’Connor, The Fiscal Crisis of the State 
(St. Martin’s, 1973); Ian Gough, “State Expenditure in Advanced Capitalism,” New Left Review, no. 92 
(July-August 1975), pp. 53-92.
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II until the late 1960s represented a confluence o f  uniquely favorable 
circumstances for the Western economies. Yet they do  not necessarily 
consign the Western world to  a continuing era o f  inflationary pressure or 
to  severe recession as the price o f  holding inflation down. Declining 
productivity trends can reverse themselves as demographic variables change 
and technological innovation resumes a  faster pace. Spokesmen for labor 
have recognized the need for investment and accumulation; consensus on 
growth may reemerge i f  agreement can be reached on  who determines 
investment. Some o f  these issues are discussed in the concluding policy 
recommendations o f  this study.

Moreover, as growth slows, inflation is not inevitably its most serious 
consequence. Inflation remains, after all, a price phenomenon. Its influence 
on the production and allocation o f  real resources is no t determined a 
priori. It can sometimes stimulate, sometimes inhibit the creation o f 
wealth. In Brazil and in France it accompanied real growth; in Britain it 
seemed to  make economic decline even more painful. Certainly inflation 
must accompany any failure to  achieve the potential ou tput that social 
groups expect o r demand. For this reason, the inflation o f  the 1970s 
encouraged diagnoses that overexpcctation must be the inevitable result 
o f modem democracy. The history o f  those years does not teach that 
inflation is easily surmountable; far from it. But it does suggest the 
historical specificity o f  the recent era o f  inflation. It leaves open the 
possibility that not the new democratization o f  society o r  greater inter' 
national equality was the cause o f  inflation, but rather that the transition 
to  these new distributions o f  power imposed strains tending to  generate 
inflationary responses. Inflation, therefore, in historical perspective need 
not be the fatal accompaniment o f  mass democracy and consumer societies 
if they reach internal and international agreement on the allocation o f  
their collective productive efforts. But how is that agreement to  be 
reached? Will the marketplace alone retain enough legitimacy to  be 
entrusted with the task o f  reconciling economic aspirations and resources? 
Will those who command fewer resources in the market seek a greater 
role for political review o f  decisions to  consume and invest? That is the 
major domestic issue most Western electorates have confronted at the 
polls in recent years. This study seeks to  contribute to  revealing the many 
implications o f  that choice.
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Models of the Inflation- 

Disinflation Process

Leon N. Lindberjj

Economic theory and doctrine as well as the policymaking priorities o f 
political elites in advanced capitalist societies have been decisively changed 
by the inflation and stagnation experiences o f the 1970s and early 1980s. 
This chapter seeks to present a synthetic account o f  the inflation-disinflation 
process that is broadly consistent with the research reported in the chapters 
that follow and that highlights how this approach differs from conventional 
economic models. A more o r less coherent account o f inflation-disinflation 
does emerge in the chapters that follow. O n the other hand, the view 
presented here would not necessarily be subscribed to  in its entirety by 
any o f  their authors.

In the 1970s government policy toward inflation became the overriding 
preoccupation o f economists, policymakers, and the public.1 Tight fiscal 
and monetary policies began to bring inflation rates down in the 1980s 
but at the cost o f  deep global recession and unemployment rates not seen 
since the Great Depression. Even as inflation seemed at last to respond 
to  the bitter medicine o f sustained recession, it became clear that disinflation 
was also destabilizing. Were “solutions” to  inflation to fail to  produce 
promised results, and to  weigh sharply against widely held norms o f  
equity and fairness, the result might eventually be more radicalizing. The 
state budget could then become an ever more highly visible and sharpened 
arena o f  class and group conflict. H ow  long can tacit coalitions supporting 
monetary and fiscal contraction hold together when consumers, producers 
and investors, debtors and creditors all confront the fact that disinflation

1. Fred Hirsch and John H. Goldthorpe, eds., The Political Economy o f Inflation (Harvard University 
Press, 1978), p. 1, called it the “great unsolved issue*1 of modem capitalist society.
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seems to  entail not only an essentially random pattern o f  massive income 
and wealth redistributions, but also unpredictable consequences for various 
industries and for aggregate employment? W hat would be the political 
and economic consequences o f another bout o f  inflation as prostabilizadon 
coalitions collapse?

The 1970s produced many surprises and “awkward facts” for standard 
economic doctrines about the causes o f  inflation and the means for its 
control.2 The new, more tenacious, and persistent inflation sparked 
considerable learning among economists—though “different people,” as 
Arthur M. Okun pointed out, “learned widely different things.”3

Three broad lines o f neoclassical economic argument have emerged, 
all o f  them envisaging systematically altered relations and expectations 
among suppliers and purchasers o f goods and labor and the state that 
supervises their transactions. Neo-Keynesians see an inflation-prone so
ciety, rooted in the claims o f organized producer groups, in implicit 
contracts, and in a sense o f fairness in market relations and within society 
at large. They believe that only wage and price controls can break the 
price-wage spirals set off by external shocks and the like. Monetarists also 
see a changed price system and a price-wage spiral; but they attribute 
both to indecisive, erroneous, or cowardly government policy. They 
believe there are no economic barriers to reducing inflation, only the 
political barrier o f  finding politicians with the will to  resist political 
pressure and special interests and to  maintain slack demand in the economy 
long enough to  squeeze out inflationary expectations. Supply-side econ
omists tend to  reject the idea o f an inflationary momentum; they believe 
that inflation rates will drop precipitously once individuals firmly believe 
that a government policy o f tax reductions and budget cuts will be 
sustained and will curb inflation.

The three views rest on similar empirical observations with respect to 
price behavior, the effectiveness o f an activist fiscal and monetary policy, 
the tendency o f government policies to  establish floors but not ceilings, 
expectations and senses o f entitlement, and the changing condidons o f  
productivity, capital formation, and investment in capitalist democracies. 
Their interpretations o f the data, however, produce significantly different

2. See Ronald A. Krieger, “Economic Stabilization,” Society, vol. 17 (July-August 1980), pp. 73
78; James W. Dean, “The Dissolution o f the Keynesian Consensus,” Public Interest, Special Issue (1980), 
pp. 19-34.

3. “Political Economy: The Lessons o f the Seventies,” in Arthur M. Okun and Robert Solomon, 
Current Issues in Political Economy, Ontario Economic Council Discussion Paper Series (Toronto: The 
Council, 1979), p. 1.
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pictures o f  how inflation is transmitted through the economy. Each implies 
major assumptions about how economic agents and group interests 
interact, how state policy responds, and how organizations and individual 
agents in the economy react to  policy.

None o f  the economic models has done well in explaining price 
behavior in the 1970s.4 Richard L ipse/s explanation is that the crisis in 
the economy is “a crisis o f policy.”5 As Modigliani sees it, “the crisis is 
right there in the structure o f  the world, not in our ability to  capture that 
structure.”6 That crisis has afflicted all theories. The inflation o f  the 1970s 
was a particularly well entrenched inertial inflation, a wholly new phe
nomenon that proved very difficult to  control. The political and economic 
volatility and uncertainty associated with disinflation, the failure o f  interest 
rates to  validate monetarist expectations by following inflation rates down, 
the stubbornness o f  inflationary expectations even as inflation rates drop 
sharply, and the failure o f  supply-side tax cuts to  stimulate new business 
investment support Lipsey’s contention that all economists are equally 
unprepared to  deal with contemporary inflation o r disinflation.

Models of the Inflation-Disinflation Process 2 7

A Political and Institutional Analysis o f Inflation

I f  contemporary inflation is a symptom o f  deeper problems in the 
economy and the political system, analysis o f  economic performance and 
policy from a political and institutional perspective may reveal something 
about the nature o f  inflation.7 This volume attempts to  trace the causes 
and mechanisms o f  inflation to  changes in political power and social 
organization, in the expectations o f  individuals and groups, and in the 
interaction among collective actors in the market and the state.

Any concept o f  policymaking in democratic capitalist countries must

4. Sec Franco Modigliani, “Discussion o f  Inflation and Unemployment in a Macroeconomic Model 
by Ray C. Fair,” in After the PhUStfa Curve: Pertinence <f Hjgh Inflation and High Unemployment, 
Conference Series, no. 19 (Federal Reserve Bank o f  Boston, 1978); Richard G Lipsey, ‘T he Under
standing and Control o f  Inflation: Is There a Crisis in Macro-economics?" Canadian Journal of Economics, 
voL 14 (November 1981), pp. S45-76: James Tobin, “Stabilization Policy Ten Yean After,” Brookings 
Papers on Economie Activity, 1:1980, pp. 19-71 ; O tto Eckstein, The G nat Rtectswn: With a Postscript en 
Stagflation, Data Resources Scries, voL 3 (Amsterdam: North Holland, 1978); Alan $. Blinder, Economic 
Poifty and the G nat Stq fla tim  (Academic Press, 1979).

5. “Understanding and Control of Inflation,” p. 546.
6. “Discussion o f  Inflation and Unemployment," p. 195,
7. See Leon N. Lindberg, *The Problems ofEeoootnk Theory in Explaining Economic Performance,” 

J. Rogers Hollingsworth, "The Political-Structural Basis for Economic Performance," and Jerald Hage 
and Rjcmi Qignct, “Coordination Styles and Economic Growth," Annali o f the American Academy o f 
PeBtital and Social Saence, voL 459 (January 1982).
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first recognize that macroeconomic choices do not, as economic models 
so often take for granted, represent the best attainable trade-off among 
inflation, employment, and the balance o f payments. Rather, economic 
policymaking involves a continuing struggle among business, labor, and 
other organized interests, including the state and its various agencies, 
over the distribution o f power and income in society.8 The crucial factors 
in this struggle are the ability o f  interest groups or dominant coalitions 
to  control the instruments o f macroeconomic policy, and the relative 
bargaining strength o f various parties in the market arena.

Forty years ago, Michael Kalecki took exception to  Keynes’s belief that 
government policy could guarantee full employment and stable growth 
by manipulating spending, taxing, and control o f  the money supply 
without infringing on established property rights or intervening in the 
relationships o f production or in income distribution.9 According to 
Keynes, government intervention to  assure the economic circulation and 
close the “break” in the investment process would guarantee full employ
ment, and eventually a sustained full employment would bring about a 
decline in income inequality and would reduce the scarcity power o f 
capital and o f rentiers.

Kalecki, however, foresaw the strains o f trying to  sustain full employ
ment over a period o f time and under changing economic conditions. 
The disciplinary effects o f  the fear o f  unemployment on factory workers 
would be eroded and so would the confidence o f  entrepreneurs as labor’s 
increased bargaining power put strain on the price level and on the ratio 
o f wages to  profits. Changing economic conditions would confront 
policymakers with a choice o f trading full employment for other goals 
such as price stability, or o f  intervening further in the economy. Kalecki 
believed that there was a deep contradiction between capitalist drive and 
values and the policies and institutions that would be necessary to maintain 
the economy on that course. The outcome would thus hinge on the 
distribution o f  political power within the state.

The second requisite o f  a political-institutional analysis is a specification 
o f  the institutional structure o f the political economy. This necessarily 
implies explicit attention to  the precise ways in which the incentives and

8. Sunkry W. Black makes a similar argument in “Strategic Aspects o f the Political Assignment 
Problem in Open Economics,” in Raymond E. Lombra and Willard E. Witte, cds., The Political Economy 
of International and Domestic Monetary Relations (Iowa State University Press, 1982), and in “Politics 
versus Markets—International Differences in Macroeconomic Policies” (March 1982).

9. “Political Aspects o f Full Employment,” Political Quarterly, vol. 14 (Octobcr-Dccember 1943).

 

 
 
 



behavior o f  employers and workers, investors and producers are condi
tioned by institutional and cultural contexts, by established relationships 
that prevail between the public and private sectors, and by the perceived 
legitimacy and competence o f state authorities. The regularities posited 
by economic theories about the behavior o f politicians and policymakers, 
such as an inherent tendency to  an inflationary business cycle, the innate 
cowardice or incompetence o f politicians, or the rational propensity o f 
economic agents to systematically anticipate and seek to  offset government 
stabilization policies may all reflect particular institutional and cultural 
settings.

Furthermore, policymakers do not have a free choice o f  instruments; 
some can only choose among indirect and global instruments that influence 
aggregate demand and the money supply, whereas others may also be 
able to  choose instruments that influence manpower skills, prices and 
wages, and industrial structure. Political authorities in some nations may 
be able to  use a coordinated set o f  policy instruments, whereas in others 
a fragmented government structure may prevent adoption o f  a sustained 
and coherent policy.

Each economic theory o f inflation presupposes certain constitutional 
arrangements and a process for assuring these arrangements in a political 
democracy. Thus, if Shapiro is correct in saying that “a money system 
that corresponded to  orthodox economic principles . . .  would require an 
isolationist and radically decentralized and limited government,”10 then 
orthodox principles either cannot readily be applied in policymaking in 
the United States, o r those economists who propose them are promoting 
a radical redistribution o f political and social power. From a political and 
institutional perspective all three neoclassical approaches to  economic 
organization seem to see politics, collective sentiments, organizational 
prerogatives, and redistributive claims as intrusions on an otherwise 
potentially rational economic sphere. Economists seem professionally 
predisposed to  deplore “the politicization o f the economy” and to  prefer 
market and quasi-market strategies o f  stabilization.

But market controls have in the past exerted a constantly destabilizing 
effect on the societies within which they operate. Either some external 
value consensus, direct or indirect state o r class coercion, or remedial 
intervention by the state has been needed to  assure aggregate demand

10. Robert J. Shapiro, “Politics and the Federal Reserve,” Public Interest, no. 66 (Winter 1982), 
p. 139.
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and to  correct market failure.11 The chronically unstable social and political 
environment o f a market economy spurs defensive reactions on the part 
o f  market actors and public and group demands for state intervention. 
Hence the tendency for a liberal market economy to be transformed into 
an organized and politicized one. Firms, unions, and professional asso
ciations have long since acquired organizational and informational capac
ities that permit them to direcdy influence market exchange relations. 
And governments have been progressively opened up to  pressure from 
organized interests seeking the extension o f nonmarket controls.

From this perspective, the objective o f inflation policy should not be 
to  recreate market conditions but to  induce organized interests to  
contribute to  economic order in the face o f the distortions and disruptions 
provoked by their own behavior.12 To return to market controls may only 
further destabilize the system. The key to  stanching inflation may be to 
experiment with political controls that induce a “concern for the common 
interest” among organized interests and state authorities and encourage 
them to act on the interests they share with society at large. Incomes 
policies, social contracts, tripartite bargaining structures, corporatist in
dustrial relations systems, arrangements for direct representation o f 
organized interests within the state, and institutions o f indicative planning 
can all be seen in these conditions as implicit or explicit gropings for 
political control. They are also, as Black points out, “means o f reducing 
the redistributional possibilities open to  the players and thus defusing the 
confrontational aspects o f  the [policy] problem.”13

Whatever the form taken by what Leijonhufvud calls the new monetary 
constitution, installing a system o f behavioral rules that will guide fiscal 
and monetary authorities and reliably constrain and condition the behavior 
o f  economic agents and the public is a profoundly political decision.14 A 
decision to legitimate some particular sets o f  price expectations has 
enormous redistributive implications and carries unknown risks for all 
concerned. The political process by which such a monetary constitution 
is reconstituted must assure the representation o f  all interests and conform 
to society’s ethics o f compromise, fairness, and equity.

30 Leon N. Lindberg

11. John H. Goldthorpe, “The Current Inflation: Towards a Sociological Account,** in Hirsch and 
Goldthorpe, Political Economy of Inflation, p. 194.

12. Colin Crouch, ttlnflation and the Political Organization o f Economic Interests,** in Hirsch and 
Goldthorpe, Political Economy of Inflation, pp. 217-39.

13. “Politics versus Markets,** p. 3.
14. Axel Leijonhufvud, “Expectations: Policymaker’s Predicament,** in Joint Economic Committee, 

Expectations and the Economy, 97. Cong. 1 scss. (U.S. Government Printing Office, 1981), pp. 40-47.
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Establishing an Empirical Baseline

Two approaches can help in analyzing how policy has been applied in 
different political and social settings. The first is to  disaggregate inflation 
into its interacting components, each o f  which can be traced to  a proximate 
origin o r event and to  more fundamental causes. The second is to  provide 
a typology o f  inflation and stabilization configurations.

The Core Rate

For the disaggregation o f  inflation, the concept o f  a core o r underlying 
o r secular rate, as distinguished from temporary shocks, allows a common 
benchmark. O tto  Eckstein defined the “core inflation rate” as “the rate 
that would occur if  the economy were on its long-term equilibrium 
growth path, free o f  shocks and excess demand.”15 Shocks or surges o f 
excess demand o r botdenccks can become embedded in the cote rate, 
however, through expectations or some other mechanism. The most 
striking feature o f  the inflation o f  the 1970s in the United States and 
elsewhere was “the deterioration o f  the core race,” which ratcheted upward 
steadily over the period. One-time shocks o r blips and temporary excesses 
o f  spending became embedded in prices and wages rather than passing 
through the economy. From slighdy over 2 percent in the early 1960s, 
the core rate declined, rose again, then leveled o ff at 4 percent in 1970, 
where it remained until late 1973 (see figure 2-1). In 1974-75 the core 
rate jumped to  8 percent, where it settled, and in 1979-80 it advanced 
to  the 9 -1 0  percent range.

Most commentators agree that the deterioration o f  the core rate 
originated not on the cost side o f the economy but in excess-demand 
pressures engendered by U.S. decisions as to  how the Vietnam War 
would be financed and in the reluctance o f  the United States’ trading 
partners to  change parity with the dollar.16 President Johnson’s unwill
ingness to  raise taxes between 1965 and 1967 and an economy that was 
near full capacity as the war escalated produced a classic excess-demand

15. “Economic Choicer for the 1980c” voL 23 {Juty-Aiigust 1980), p. 16. Also see
Waiter W. Heller, “Shadow and Subctance in InSaiian Policy,” C M b g r , vol. 23 ( January—February 
1981), pp. 5-13; Albert T. Sommers, ‘T he Challenge o f Inflation in the 1980s,” in Walter E. Hoadley, 
ed., The Economy and the Pnsidint; 1980 and Beyond (Prenoce-Hall, 1980), pp. 34-73.

16. Eckstein, “Economic Choices”; Philip Cagan, Persistent Inflation: Historical and Pduj Estop 
(Columbia University Press, 1979); Geoffrey Maynard and W. van Rycfccghem, A World of Isolation 
(Barnes & Noble, 1975).
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Figure 2-1. The Core Inflation Rate and the Consumer Price Index,
United States, 1960-79
Percent

hem N. hmdbcrg

inflation which slowly built up in the economy and pushed the consumer 
price index from 2.5 percent in 1965 to  4.5 percent in 1968 and 6.0 
percent by 1970. The mild recession brought about by the Nixon 
administration's classic restraint policies during 1969-70 brought the CPI 
down to 4.5 percent in the second quarter o f  1971. But high unemploy
ment rates (6 percent) and the prospect o f  the 1972 presidential election, 
along with confusion and uncertainty about differences among various 
inflation measures, were instrumental in  causing President Nixon to 
announce his New Economic Plan in August 1971 and in stimulating the 
so-called reelection boom  o f  1972. Excess-demand pressures were to  some 
extent contained until 1973 when most o f  the Nixon price controls were 
removed.

 

 



I f  excess demand was the major proximate source o f the 1968-71 rise 
in the core inflation rate and the initial stages o f the 1973-74 surge, 
external shocks were most instrumental in boosting the U.S. consumer 
price index to  12 percent and the core rate to  nearly 8 percent by the end 
o f 1974. Simultaneous booms in the industrial countries in 1972 and 
1973 followed by raw-materials shortages and panic and speculative 
buying, farm price increases after the 1972 U.S. grain sale to the USSR 
and the decline o f Peruvian anchovy production, and above all else the 
OPEC oil price actions o f late 1973 had a profound impact on the 
inflation rates in all the major industrial countries. The United Kingdom, 
the United States, Canada, Japan, and Italy were especially affected, with 
inflation rates in Japan and the United Kingdom surpassing those in the 
traditionally inflation-prone France. Relatively, U.S. price rises in 1973 
remained among the least inflationary.17

The recession o f 1974-75 and the waning o f the shocks o f 1973 
helped bring about a price deceleration in most countries by the middle 
o f 1975. In the United States the CPI leveled off and held at between 
5.5 and 6.0 percent until 1978 despite unemployment rates that reached 
8.9 percent in May 1975 and declined only slowly to 7.9 percent in the 
second half o f 1976 and to 6.0 percent at the beginning o f 1978. However, 
according to  Eckstein the core inflation rate held at just under 8 percent 
from 1975 to  1978. In 1978 the overall rate began to  accelerate again, 
reaching 12 percent in 1979—a surge, concentrated in a few key sectors 
o f the economy, that falls under the heading o f shock inflation. Energy 
prices increased at the rate o f  37.4 percent in 1979 compared to  8 percent 
the previous year while prices o f  nonnecessities (all consumer goods 
except energy, food, shelter, and medical care) increased by 6.5 percent 
in 1978 and by 6.8 percent in 1979.18 In 1980 the underlying rate o f 
inflation, reflecting a round o f wage increases, was just below 10 percent 
even as the economy appeared to be approaching the bottom o f  the 
recession and unemployment neared 8 percent.

Declining productivity seems to have been an important factor in the 
inflation in most member countries o f the Organization for Economic 
Cooperation and Development, and particularly in the United States.

17. Cagan, Persistent Inflation, pp. 182-84, estimates that foreign influences raised U.S. prices in 
1973 and 1974 by approximately 10.5 percentage points, although he feels they would have had much 
less effect on prices had the economy not already been in the zone o f demand-pull pressures.

18. Gar Alpcrovitz and Jeff Faux, “Controls and the Bask Necessities,” Challeqge, vol. 23 (May- 
Junc 1980), pp. 22-24. Sec also Leslie Ellen Nulty, “How Inflation Hits the Majority,” Challenge, vol. 
21 (January-February 1979), pp. 32-34.
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About 1968 “productivity became an ever lesser offset to  rising wages so 
that unit labor costs accelerated even more than the rate o f wage 
increases.” 19 The rate o f productivity increases declined slowly up to 1973, 
fell steeply in 1974-75, recovered to  1973 levels between 1976 and 1978, 
and disappeared or became negative by 1980. Most countries moved 
toward more restrictive policies—especially in 1974—75 and after 1979— 
that failed to bring about much real improvement in productivity between 
1979 and 1982.

Inflation-Stabilization Configurations

Albert Hirschman observes in chapter 3 that “an effective way to  write 
the comparative social and political history o f the last thirty years o f the 
twentieth century may well be to  focus on the distinctive reactions o f 
various countries to  identical pressures o f  worldwide inflation.” In so 
doing, we should keep a number o f  factors in mind. First, some economies 
are structurally more vulnerable than others to  the pressures o f inflation. 
Japan, Sweden, and the Federal Republic o f Germany are far more 
vulnerable to  oil price increases than is the United States because imported 
petroleum represents a much greater share o f their energy supply. Western 
Europe generally feels the shock o f changes in international interest rates 
and exchange rates more than the United States does because exports 
represent much larger fractions o f gross national product in Europe. Trade 
competition from newly industrializing countries has a stunning impact 
in a country like Sweden that relies heavily on export o f  a few specific 
industrial and raw materials. Such differences in inflationary impulses 
complicate the task o f isolating patterns o f domestic structure and policy 
choice.

Second, because some countries entered the 1970s with higher normal 
inflation rates than others, it is best to  base comparisons on changes in 
their rates o f inflation. Changes in unemployment levels should also be 
noted as one indication o f  the extent to  which monetary and fiscal 
contraction was alone relied on to  combat inflation. For many analysts $ 
discomfort index that is the sum o f the inflation rate and the level o f  
unemployment seems a reasonable approximation o f the economic damage 
and human pain inflicted by economic change. But it is certainly debatable, 
considering the ambiguous evidence with respect to  their distributive and

34 Leon N. Lindberg

19. Eckstein, “Economic Choices,” p. 17.

 



allocative consequences, to assume that the effect o f an increase in the 
rate o f inflation is equally as painful as the same increase in the unem
ployment level. The effects o f  both inflation and unemployment depend 
on many factors, including the mix o f policies designed to  stimulate 
productivity, investment, and economic adjustment. In terms o f human 
pain, M. Harvey Brenner argues, unemployment in the United States 
“has a multiplier effect far exceeding the relative size o f the unemployment 
rise.”20 O f course, the social impact o f  unemployment—on rates o f suicide, 
mental hospital admissions, homicide, cirrhosis, cardiovascular- and renal- 
disease mortality—will vary by country, as the programs designed to 
provide security and status guarantees during times o f economic turbulence 
vary. Hence social policy can be an important variable in assessing policy 
responses.

Finally, by the mid-1970s public opinion in most advanced countries 
had shifted from unemployment aversion to inflation aversion. As Douglas 
Hibbs, David Cameron, and Brian Barry suggest in chapters 7, 9, and 
10, mass political support for incumbents actually seems to  be more 
sensitive to growth or decline o f real income than to nominal economic 
performance per se. Electorates in the United States and the United 
Kingdom seem to have equated the two, perhaps reflecting the fact that 
the increases in inflation rates coincided with losses o f real income from 
1973 onward, as well as the “information” provided to citizens in these 
countries by their policymakers and media. The strong political support 
for draconian anti-inflation policies in these countries may represent a 
cumulation o f discontent with relatively weak general economic perfor
mance, stretching back to  the 1950s and 1960s. It may also reflea the 
relatively weak protections offered by social programs in these countries, 
especially when compared with continental Europe and even Japan.

From the record o f national responses to  inflation, strong patterns 
emerge (see table 2-1). In some countries—notably the United States, 
Canada, the United Kingdom, and Italy—the core rate o f inflation tended 
to  ratchet upward during the demand and supply shocks o f the 1970s, 
while unemployment levels remained relatively high. The United States 
and Canada, for example, moved in the 1970s from rankings at or near 
the bottom  o f the “low inflation club” to  an intermediate position, joining
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20. “Estimating the Social Costs o f National Economic Policy: Implications for Mental and Physical 
Health and Criminal Aggression,” in Joint Economic Committee, Achieving the Goals o f the Employment 
Act o f1946—Thirtieth Anniversary Review, vol. 1: Employment, Paper 5, 94 Cong. 2 scss. (GPO, 1976),

 
 



Table 2-1. Change in the Average Annual Rates o f Change in the 
Consumer Price Indexes of Eight Countries, 1960-69 to 1970-791

Avenge annual rate of change 
in CPI

36 Leon N. Lindberg

Charge,
1960-69

to
Country 1960-69 1970-79 1970-79

West Germany 2.5 4.9 2.4
Japan 5.4 8.7 3.3
United States 2.4 7.0 4.6
Sweden 3.6 8.4 4.8
Canada 2.6 7.5 4.9
France 3.8 8.8 5.0
Italy 3.8 12.2 8.4
United Kingdom 3.6 12.4 8.8

Source: lnt n wtMwl Monetary Fund, Jntermehmal Su tvtkr, vot 37 (October 1984), line 64 and various
previous issues.

a. Countries ranked by change, 1960—69 to 1970-79.

a duster o f  countries (France, Denmark, Belgium, Norway, and Sweden) 
long considered inflation prone either because o f  the strength o f  labor 
unions o r left-wing or Catholic parties, or because o f  the scale o f  their 
welfare spending and general tax and expenditure levels. Many countries 
whose normal inflation rates were higher managed to  absorb the shocks 
o f  the 1970s with only modest increases in inflation and without incurring 
the costs o f  extended periods o f  dramatically higher unemployment rates 
and lost output.

Some countries (the United States, Canada, and the United Kingdom) 
relied almost exclusively on deliberately restrictive economic policies and 
recessions to  wring inflation out o f  the system, even though these policies 
took a very heavy economic toll. Yet the record up to  the early 1980s 
suggests that restrictive policies worked more effectively and at less cost 
in West Germany and Japan than they did in the United States and the 
United Kingdom. Some countries—typically smaller open economies like 
Belgium, Denmark, Canada, Finland, the Netherlands—that were forced 
by fluctuations in interest and exchange rates to  accept higher unemploy
ment rates shielded their populations with generous welfare programs or 
job-training programs (Canada less so than the others). Still other countries 
(Sweden, Norway, Japan) were able to  keep rates o f  unemployment very 
low by combating inflation through strategies encouraging wage and

 

 

 



price restraint or through manpower, investment, and industry policies 
aimed at the supply side o f the economy.

Discomfort indexes—especially when weighted by some measure o f 
political sensitivity to  economic fluctuation, such as Hibbs proposes— 
suggest that macroeconomic fluctuations and policies have not been nearly 
as contentious and politically destabilizing in Sweden and West Germany, 
for example, as in the United States or Britain. This seems to  reflect the 
means used to  combat inflation and to  shield the population from the 
consequences o f those policies and from the redistributive impact o f  real 
income losses suffered by the economy as a whole. Policymakers are able 
to  undertake long-term strategies o f economic adjustment and to  align 
the tactics o f  reducing the inflation rate with strategies for evolving and 
legitimating tta new monetary constitution.” There is a danger in the 
United States and Great Britain that short-term fiscal and monetary tactics 
will undermine the political capacity o f those countries to confront basic 
problems o f economic adjustment.

Three patterns o f inflation and stabilization between 1970 and 1982 
emerge from data reported in this volume. The distinguishing features o f 
the configurations outlined in table 2-2 represent the efforts o f  state 
authorities, dominant elites, and organized interests to  absorb and allocate 
the real income losses attendant on the broad systemic changes that took 
place after 1973. Macroeconomic policies and confrontations within labor, 
product, and capital markets were the chief weapons in the struggle to 
assert power and determine how income would be distributed. The 
resources available to  the players and the opportunities and constraints 
inherent in the institutional structure differ with each configuration. One 
configuration is defined as a system o f open and unstructured confron
tation, another as one o f muted confrontation and structured bargaining, 
and a third as one o f statist or controlled management.

In  light o f  these configurations, how do the differing economic theories 
o f inflation stack up?
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E conom ic M odels o f  Inflation

All o f  the main economic models o f  inflation—neo-Keynesian, mone
tarist, and supply-side—accept the argument that the core rate o f  inflation 
ratcheted upward in the 1970s because the shocks o f excess demand and 
supply became embedded in the overall price level, and because the
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relationships and expectations among suppliers and purchasers o f  goods 
and the stare were systematically altered. But their interpretations o f  these 
changes and prescriptions for controlling inflation diverge widely.

Neo-Keynesian models that attribute a great deal to  structural factors— 
the nature o f  markets, the rote o f  labor, and the effectiveness o f  interest 
groups—can accommodate some o f an institutional explanation. Arthur 
Okun’s notion o f  explicit o r implicit contract markets, in contrast to  the 
auction markets and continuous market clearing o f  more orthodox theory, 
can account for deviations o f  pricing behavior from a neoclassical model. 
Rational economic agents know information is costly, recognize their 
own vulnerability, and hence establish patterns o f  behavior to  minimize 
search and shopping costs. W hat is crucial, argues Oknn, is the “sense o f  
fairness, that sense o f  wages following wages, wages following the cost 
o f  living, wages being relatively insensitive to  the labour market.”21 The 
implicit contracts that govern the market arena depend on a social 
atmosphere that incorporates a sense o f  mutual respect and a consensus 
on principles o f  fair play and good frith. Equity is then a vital lubricant 
o f  the market system, not an extraneous irritant imposed by politics. And 
in the state arena, which senses a new and widespread humanitarian 
consensus, a “modem democratic ethic just doesn’t  permit a bulge in 
costs in one segment o f  the body politic to  be offset by a reduction o f  
income in another segment.”22

This neo-Keynesian interpretation recognizes that the favorable eco
nomic performance o f  the 1950s and 1960s in the United States left an 
important legacy o f  expectations and revised relationships among orga
nized groups. But the inflation o f  the 1970s seems to  owe less to  the 
prevalence o f  implicit o r explicit contracts, a sense o f  fairness and equity 
in labor markets, and a new humanitarianism than to  the weakness or 
erosion o f  these characteristics in countries like the United States and the 
United Kingdom. The inflation o f the 1970s may then reflect conflict 
more than equity. The factors stressed by O kun and colleagues are more 
pronounced in West Germany, Sweden, and Austria—countries that fall 
into the category o f  muted confrontation and structured bargaining. That 
may be why their inflation, unemployment, and productivity performance 
was relatively better than that o f  the United States during the trying 
1970s and early 1980s.

40 Lem N . Lmdberg

21. Ofam, “Political Economy," p. 4.
22. Hefler, “Shadow and Substance,” p. 8.



But monetarist explanations o f  the inflation o f the 1970s hold up even 
less well in light o f  the typology described above. Monetarists in the 
1970s stressed the “exaggerated sensitivity” o f governments to unem
ployment, the “mistaken belief5 in a long-run trade-off between inflation 
and unemployment, and a spreading awareness o f the reduced effectiveness 
o f  policy instruments. They thus blamed government policy—notably the 
pursuit o f  full employment unconstrained by gold-reserve requirements— 
not only for the regular recurrence o f episodes o f  excess demand, but for 
the persistence o f the core rate itself.23 Thus monetarists believe “there 
are no economic barriers to  reducing inflation,”24 only the political barriers 
o f  the “indecisiveness” o f policymakers and their unwillingness to  resist 
“political pressures” for special claims on the budget. The most stringent 
monetarists and public-choice theorists argue that discretionary govern
ment intervention in the economy and the welfare state itself are inherendy 
inflationary. Governments allegedly respond to  the short-term exigencies 
o f  reelection and to excessive expectations created by their own rhetorical 
excesses.25 These imprudent guarantees supposedly eliminate the fear o f  
unemployment as a vital element o f  the discipline o f  the market and dispel 
“the general cautionary air o f  business.” Finally, governments fail to  stop 
inflation once it has started, although they could if they refused to  increase 
spending and expand the money supply. They do not do these things 
because inflation is useful as a means o f expanding expenditures without 
levying higher taxes, and as a way to reallocate government spending in 
real terms without explicidy legislating changes.

According to monetarist analyses, some o f  these tendencies derive 
essentially from the self-interested behavior o f  politicians and bureaucrats 
or are attributes o f “politics” or “bureaucracy.” Bureau officials seek to 
maximize their budgets for reasons o f public reputation, patronage, salary, 
and so forth;26 bureaucracies tend to  perpetuate themselves because they 
are spending other people’s money and are never subject to a market test; 
they “advertise” to  drum up business for services to justify ever-increasing
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23. Cagan, Persistent Inflation, pp. 41-42.
24. Ibid., p. 248.
25. A favorite theme o f the political-business cycle literature. See, for example, Samuel Brittan, 

"Inflation and Democracy,” in Hirsch and Goldthorpc, Political Economy o f Inflation, pp. 161-85; James 
M. Buchanan and Richard E. Wagner, Democracy in Deficit: The Political Legacy o f Lord, Keynes (Academic 
Press, 1977).

26. William A. Niskanen, Jr., Bureaucracy and Representative Government (Aldine-Atherton, 1971); 
Thomas E. Borcherding, ed., Budgets and Bureaucrats: The Sources o f Government Growth (Duke University 
Press, 1977).

 

 
 
 

 
 



budget and staff size;27 bureaucratie myopia prevents any overall budgetary 
control;28 the state bureaucracy persistently makes uninformed decisions 
and spends “exorbitant” sums for goods it purchases;29 policy favors short* 
term and concentrated benefits, deferred and diffused costs, new and 
expanded programs, conspicuous projects, packages o f  reforms and 
complex revenue sources, constraints on producers and taxation o f  market 
efficiency;30 political influence supersedes market activity as the means to  
wealth and influence, and “poetic criteria o f  equity” overwhelm those o f 
productive efficiency.31

Evidence with respect to  these arguments is quite mixed, and it is 
assessed in detail in the chapters that follow. There can be little doubt 
that the promise o f  full employment and automatic stabilizers have made 
unemployment more tolerable. Governments in the United States and 
many other countries have obviously occasionally had recourse to  demand 
stimulation beyond the point o f  prudence, especially during wartime 
(particularly if  the war is unpopular) and when unemployment has proven 
politically threatening and no alternative policies exist to  create jobs and 
provide new manpower skills. Governments have regularly “validated” 
inflation, because they feared the political consequences o f  not doing so. 
Government expenditures have grown everywhere and some countries 
have known persistent budgetary deficits (although this is more consistently 
a problem among the low spenders than the high spenders). Government 
officials, bureaus, and programs have displayed a certain autonomy; the 
logic, reigning values, and ethical criteria o f  the political process clearly 
differ from those o f  the marketplace. There is every reason to  suspect that 
productivity trends, profit margins, the availability o f  profitable investment 
opportunities, and the propensity to invest are systematically related to 
the failures o f  economic policymaking in the 1970$.

Nonetheless, these problems appear most debilitating where govern
ment has intruded least and claimed the smallest fraction o f  resources— 
in countries o f  open and unstructured confrontation. As the infladon-

42 Leon N. Lindberg

27. h'Lskancn, Bureaucracy andRepresentative (JovemmcnS: Boeclverding, Russets and Bureaucrats. See 
« I»  Willi am Mitchell, ‘T he Anatomy o f Public Failure' A Public Choke Perspective," Original Paper 
13 (Los Angeles, Calif.: International Institute for Economic Research, 1978).

28. Roland N. McKean, “Divergences between Individual and Total Costs Within Government," 
in Ryan C. Amacher, Robert D. Tollison, and Thomas D. Willett, The Economic Approach to Public Policy: 
Selected Readers (Cornell University Press, 1976), pp. 362-68.

29. See, for example, Gordon Tuliock, Prmtte IVana, Public Meant: A n  Economic Analysis o f the 
Desirable Slope o f Government (Bask Books, 1970).

30. Mitchell, “Anatomy of Publk Failure."
31. Ibid.

 
 

 
 

 



disinflation configurations suggest, inflation was more prevalent and 
difficult to  control and disinflation much more turbulent where policy
makers have been least consistendy committed to  full employment (the 
United States, Canada, the United Kingdom); policymakers have spent 
far less and taxed far less (the United States, the United Kingdom, Canada 
as compared to  Sweden, West Germany, Austria, the Netherlands, Norway, 
France); policymakers lacked the capacity or the will to coordinate various 
instruments o f  stabilization policy (that is, they were not just being 
indecisive or self-serving, or myopic); and policymakers could not make 
use o f  instruments other than monetary and fiscal policies to  combat 
unemployment and therefore had to  suffer preelectoral booms (for 
example, the early ratcheting o f the U.S. core rate is traced to  the Johnson 
and Nixon booms). In contrast, the countries that seem to  have fared 
best in the difficult climate o f the 1970s—those in the structured bargaining 
and statist categories—do not resemble the ideal government implicit in 
the monetarist model. Indeed, these governments have generally spent 
and taxed more, intervened in their economies much more extensively 
and regularly, and according to  coherent government, or bipartite or 
tripartite planning, in order to correct or override purely market calcu
lations.

Keynesian and monetarist theories do not exhaust the economic models 
o f  inflation. The supply-side and rational-expectations accounts o f the 
economic problems o f  the 1970s depart in some important ways from 
those o f  the neo-Keynesians and monetarists. By and large, no basic 
change in the pricing mechanism is seen—the idea o f  a difficult-to- 
eradicate inflationary momentum is rejected. Also denied is most neo- 
Keynesian and monetarist reasoning that “systematic management o f 
demand can alter the paths o f real economic variables.”32 Supply-side 
models hold that government spending, social security, unemployment 
insurance, and regulation all increase marginal costs, especially o f labor 
and o f  entrepreneural risk-taking. The essential ingredient o f  the supply- 
side and “ratex” view is the psychological premise that economic decisions 
by individuals and organizations are based more or less exclusively on 
marginal costs and on expectations o f  future inflation. The implication is 
that the economy can respond very quickly, since psychological states are 
much more fluid than “social conventions” or “codes o f  good behavior.”

32. Tobin, “Stabilization Policy,” p. 26. Supply-side models “reject any demand-impelled multipli
cative effect o f fiscal change on total income.” Norman Turc, “Forecasting the Supply Side o f the 
Economy,” Hearings before the Joint Economic Committee, 96 Cong. 2 scss. (GPO, 1980), p. 62.
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Aggregate monetary and fiscal policy cannot influence the economy in 
any systematic and predictable way because economic agents have already 
taken their consequences into account. Government policy will thus always 
be erratic and unpredictable and hence act as a persistent and principal 
cause o f  demand fluctuations. "W hat is needed,” these theorists argue, "is 
a fixed policy rule, possibly embodied in a constitutional amendment that 
makes policy constant and predictable.”*3

Although the real world never provides unambiguous tests o f  economic 
theories, events seemed particularly unkind to  die supply-side and rational- 
expectations story. The Reagan administration’s 1981 tax cuts (Margaret 
Thatcher is a less pure case) did not produce the expected lightning effects 
on new business investment. Inflation fell only at the cost o f  major 
recession. O n the other hand, government stabilization policies in some 
countries—in the structured-bargaining and statist categories—have ap- 
parendy proved quite capable o f  stabilizing the expectations o f  economic 
agents, suggesting that government can predictably influence economic 
performance and structure, and that economic agents may develop their 
expectations in concert with government authorities o r through govern
ment-sponsored bipartite or tripartite bargaining. These countries offer 
scant support for the proposition that high levels o f  government taxing 
and spending per se constrain productive investment.

44 Leon N. Lindbetg

A Political and Institutional Model o f Inflation

Indeed, a political-institutional account for the 1970s seems to  fit the 
empirical data for better than any o f  the economic models reviewed above. 
Such an account stresses two broad historical trends—one, elaborated in 
chapter 1, toward economic maturation o r decline in an increasingly more 
competitive and intrusive international environment, and another toward 
political democratization in both market and state arenas. The cumulative 
effects o f  democratization became evident when the slowdown in economic 
growth, and thus in real o r anticipated income, in advanced industrial 
nations revealed strikingly diminished asymmetries o f  power in labor and 
product markets and in access to  the instruments o f  state policy. Full 
employment and welfare state policies and increases in literacy, organi
zational skills, and the like since 1945 have resulted in a more symmetrical 33

33. Martin Neil Baity, “Economic Modcfe under Challenge,” Satrta, vol. 216 {May 21, 1982),
p, 860.



distribution o f  economic and political power.34 N o longer can the classical 
burden-bearing segments o f society as easily be made to  accept a 
disproportionate share o f the costs imposed by worsening terms o f  trade, 
declining values o f  currencies, losses in sales o f  manufactured goods, and 
rising prices o f  energy and materials. Labor, women, the unemployed, 
low-income groups, the aged, the economically unproductive are now 
protected by income transfers, wage stabilizers, and indexation o f  pension 
and transfer programs. The state has become a conduit for the income 
and security claims o f less productive groups and interests. Built-in 
stabilizers have made wage agreements less vulnerable to  changes in global 
and monetary policies. Cost-of living adjustments have allowed wages to  
move up along with prices. And profit-led recoveries seem to  have 
provoked unions into inflationary catch-ups. Deflationary policies have 
thus had their greatest impact on output and have served to  concentrate 
unemployment in low-status groups and among the latest entrants in the 
labor market.

The flow o f  consumer expenditure has been sustained by the explosion 
o f consumer installment debt and the proliferation o f two-income families. 
Lower-level incomes have been protected through political pressures that 
have brought sharp increases in the minimum wage, reintroduced agri
cultural price supports, and linked income transfers to  the inflation rate— 
the indexation o f  social security in 1972, then o f the pensions o f military 
and civilian government employees, was a major step in the United States. 
The expansion o f the state into many new domains, including research 
and development, energy production, and delivery o f  health, education, 
and other services, has opened it to  further income demands. Many 
professional groups—most dramatically physicians and hospitals—have 
succeeded in guaranteeing their incomes through such programs as 
medicare and medicaid. With the politicization o f  economic life, the 
ability to  escape the authority and discipline o f  the market, to gain control 
o f  price and income and o f  one’s economic destiny, has been generalized. 
Societies thus must develop new arrangements for distributing income 
losses and adjusting the expectations o f  all groups.

Accompanying the democratization o f  economic life has been a faster 
pace o f  economic adjustment. Policymakers must be able to  recognize 
and interpret rapid and unpredictable changes in costs, market conditions, 
and power structures and adapt their patterns o f  bargaining to them. The

34. For a similar argument, see Tibor Sdtovsky, “Market Power and Inflation,” Economica, vol. 45 
(August 1978), pp. 221-33.
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economics o f  nations with tripartite bargaining covering wages and 
economic conditions—structured bargaining systems—seem to have per
formed much better than those that lack them. The U nited States, Britain, 
and Canada have demonstrated what Albert Hirschman describes as “the 
strenuous avoidance o f  cooperative encounter and agreement on the 
part o f  social groups.” The defensive actions o f  “reluctant losers”—groups 
determined to defend their accustomed shares o f  the national product— 
probably cause inflationary spirals in these countries. In countries where 
confrontation is open and unstructured, political authorities have displayed 
minimal capacity to  use instruments o f policy selectively in order to 
minimize uncertainty and conflict with business, labor, and the public at 
large.

In the United States and other countries where confrontation is 
unstructured, groups and interests evaded economic adaptation in the 
1970s and the state was too politically divided to  bring about a new 
consensus on how the burdens o f  adjustment would be distributed. A 
classic tug-of-war or free-for-all resulted as more and more groups achieved 
the means to  evade the market controls implied by standard fiscal and 
monetary contraction. Supply-side shocks and structural problems further 
limited the reach o f aggregate demand instruments. The powerful con
stituencies accustomed to  established income shares o r freedom from 
government intrusion implicidy preferred inflation to  policies designed 
to  control inflation that might ratify the economic distortions already 
wrought by the gains o f unions and lower groups.35 Long-dominant 
economic groups and political interests learned to  adjust to  inflation by 
means o f price surcharges and anticipatory markups, use o f  overseas lines 
o f credit to  circumvent monetary restrictions, new accounting practices, 
and the like.

The conflict was very much a free-for-all in the United States, where 
business seemed particularly determined to  reverse trends in the capital- 
labor ratio and remained only partially reconciled to the integration o f 
labor in the bargaining process and to  active government involvement in 
the economy. Business spokesmen preached against inflation, using the 
issue to  rally support for cutting public expenditures, for tax cuts to  
business, and for renewed and sustained monetary restraint. The business 
community was apparently able to  substantially insulate itself from the

35. Fred Hirsch, “The Ideological Underlay o f Inflation,” in Hirsch and Goldthorpe, Political 
Economy of Inflation, pp. 263-84.

 



impact o f  the disciplining measures. Corporations and banks formed 
larger and larger units and went international in response to  competition 
and escalating capital requirements. Inflation was fed by struggles over 
access to credit and investment funds—among sectors and regions, between 
agriculture and industry, between domestic firms and those with inter
national affiliates, between durable and traditional consumer goods 
industries.

Does the contribution o f government to  inflation accord with the 
economic models? Comparison suggests not. O f course, labor, retirees, 
the poor, and popular majorities afflicted by deflationary policies use their 
access to the state arena—elections, lobbying, administrative rules—to 
pursue the goals they cannot achieve in the market. It is difficult to 
imagine they would do otherwise in societies in which democratization 
is “the universalisdc principle o f  legitimation.” Votes are more equally 
distributed than dollars, as Arthur Okun commented.36 Moreover, welfare 
entidements have become fundamental to  the welfare state. In 1980 the 
U.S. Office o f  Management and Budget classified 76 percent o f  the budget 
as “relatively uncontrollable,” a category that encompasses social security, 
trade adjustment assistance, housing subsidies, student loans, and food 
stamps, all programs that people have come to rely on.

Adoption o f such social programs and the spending levels they entail 
cannot reasonably be ascribed to failures o f  political will, indecisiveness, 
or innate deficiencies o f collective decisionmaking processes. Spending 
policies respond to a broad spectrum o f  pluralistic pressures that are the 
essence o f  the democratic process. Revenues, on the other hand, often 
lag behind spending levels so as to produce chronic deficits because the 
politics o f  taxation tends to  give greater voice to  narrower political 
coalitions reflecting elite and structural power. Balancing expenditures 
and taxation may be difficult because those who are unwilling to  be taxed 
in the interest o f  greater equality o f  income and services have the capacity 
to  resist or collude with parts o f  the state in so doing.

Societies vary greatly in the percentage o f total income taken in taxes, 
in the nominal and real incidence o f taxation on various population 
groups, in the relationship between direct and indirect taxes, in the 
willingness to  tolerate inequalities o f  income, wealth, and exposure to 
economic adversity, and in the influence that owners o f  wealth exercise 
in the political process. But the configurations in table 2-2 suggest that
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36. Arthur M. Okun, Equality and Efficiency: The Big Tradeoff (Brookings Institution, 1975).



there is no correlation o f high rates o f  inflation, a tendency to  deficits, 
and declining productivity with high levels o f  taxation or o f public 
spending. Often quite the opposite. When the state fails to  provide 
economic safeguards, the struggle moves to  the market arena where it 
can accentuate class and group conflicts and feed the inflationary tug-of- 
war or free-for-all.37 Workers who are unprotected by income supports, 
relocation and retraining allowances, manpower and labor market policies 
are virtually forced to  oppose technological improvements and industrial 
restructuring. Several countries (notably West Germany and Austria) have 
been able to  moderate the tug-of-war because their social policies have 
assured the basic security and status o f their citizens and economic agents, 
and their monetary and fiscal policies have included measures designed 
to stimulate the economy, eliminate bottlenecks, and provide side payments 
and compensation.

Democratization o f course can produce chronic fiscal and monetary 
pressures that feed the process o f inflation but it also encourages an attack 
on the causes and mechanisms o f  the pressures once they are diagnosed.

Finally, one can look at productivity trends in light o f  the typology 
suggested above. Slumping productivity may be the result o f  too little 
investment, a lack o f technological innovation, or failure to  let outmoded 
industries die. Economies with a persistent tendency to  stop-and-go 
economic policies, frequent and recurrent recessions, and persistence o f 
idle capacity do not offer many attractive opportunities for profitable 
investment. Nor, as John Zysman suggests in chapter 6, will they provide 
the conditions for the acquisition o f  skills and cooperation between labor 
and capital that profitable investment opportunities depend on.38

In such an economy, Cameron argues in chapter 9, business may rely 
on recessions and improvements (from their point o f  view) in labor- 
capital ratios to increase productivity rather than on investments in new 
product and process technology. Firms in declining or stagnant economies 
(or sectors) may spend too little on, or misallocate their funds for, research 
and development. Government help may be the answer to  their problems, 
but where high unemployment and selective withdrawal o f income and 
security guarantees have been used to  fight inflation, state subsidies o f
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37. See M. Parité, “The Origin o f Increasing Inflationary Tendencies in Contemporary Society,” in 
Hirsch and Goldthorpe, Political Economy of Inflation, pp. 137-60.

38. See Lester C. Thurow, The Zero-Sum Society: Distribution and the Possibilities for Economic Change 
(Basic Books, 1980), p. 83.

 

 



the profit-making activities o f private entrepreneurs are unlikely to  be 
politically sustainable.

The restorative and cleansing renewal traditionally associated with the 
business cycle has clearly been impeded in politicized and democratized 
economies. Industrial corporations have grown too large to  be allowed 
to  fail; the financial system is itself suspected o f  being too fragile to  absorb 
the shocks o f  failures. Central banks, the insurers o f financial stability, 
have often underwritten indiscriminate domestic and international lending. 
Disinvestment, as Zysman shows, has been successful where government- 
corporate coordination and planning have been possible, especially in 
redirecting investment out o f  sunset into sunrise industries. In nations 
like Japan and, for a time, France, political conditions have allowed the 
government bureaucracy and large corporations to  work out industrial 
adaptations. Elsewhere, major concessions to  labor, or at least its inclusion 
in tripartite forums, have been required. Calls for an end to government 
intervention have little effect, and resistance to disinvestment is unlikely 
to  abate if government policy allows unemployment levels to  rise and fails 
to  protect the income o f affected individuals.
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Designing Anti-inflationary Strategies
From a political and institutional standpoint, it appears no longer 

possible to  disconnect savings and investment decisions from the struggle 
over income distribution.39 Unless the consensus in stagnant and declining 
economies encompasses political as well as economic strategies for stabi
lizing the economy, the continuing struggle over the relative shares o f 
wages and profits can seriously hinder the flow o f investment and further 
weaken prospects for economic growth. Supply-side and orthodox defla
tionary strategies seem likely to  intensify these struggles.

The national experiences examined in this volume confirm that modem, 
democratic, capitalist economies must adapt to  technological and structural 
changes in industry, working through large bureaucratic organizations 
and recognizing a broad distribution o f  power. The approaches that 
Japan, West Germany, Sweden, and Austria have taken to economic 
change seem to have important advantages. They counsel employment-

39 . Andrew Martin, "Political Constraints on Economic Strategies in Advanced Industrial Societies,” 
Comparative Political Studies, vol. 10 (October 1977), pp. 323-54.
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oriented investment policies, active inclusion o f  workers in productivity 
and even in investment decisions at the plant level and in economic 
policymaking at the national level, and government participation in 
carrying out the strategies o f  industrial adaptation.

Simplistic public-private dichotomies and defensive ideologies are o f  
litde constructive use in today’s organizadonally complex (even sclerotic) 
mixed economies. Maintaining the moral and political legitimacy o f  
political and economic systems and o f  political regimes should be a high 
policy goal, at least as urgent as properly allocating economic resources 
(and not necessarily inconsistent with doing so in a dynamic society). 
The inflation o f the 1970s may paradoxically have better served these 
political and equity goals than would stabilization around relatively 
constant price levels. But the powerful public aversion to  inflation seems 
to  signal that we have reached the limits o f  this implicit and permissive 
strategy. It is critical now to  search for new policies that will preserve 
and husband the reserves o f  civility and intergroup and interdass comity. 
The experiences reviewed in this volume scarcely support the idea that 
this can be done by governments’ withdrawing from economic life o r 
seriously eroding the status and security guarantees long taken as demo
cratic rights by their citizens.

To a substantial degree, the stubborn inflation o f  the 1970s resulted 
from a complex o f  rationally adaptive implicit contracts, government 
guarantees, and institutional arrangements in both the market and political 
arenas. These helped assure a certain necessary predictability, a capacity 
to  minimize information costs and to  more o r less accurately gauge the 
risks o f  lending, borrowing, buying, o r producing in a very turbulent 
time. Such predictability may be indispensable in complex, interdependent 
political economies in which long-term relationships among citizen and 
government, government and business, customer and supplier, and bor
rower and lender are vital to economic growth and stability. Economic 
strategies that strip away these guarantees in the name o f  liberating market 
forces and subjecting economic and political transactions to  the discipline 
o f  the market may produce a politics and economics o f  disinflation that 
is far more destabilizing than the disturbances produced by the inflation 
o f the 1970s.

 



PART TWO

Collective Interests 
and Policy Outcomes

The chapters in this part share a common analytical approach, which is a 
venerable one in political analysis. They presuppose that social outcomes 
derive from contending group interests and are best explained in reference 
to group preferences. This does not mean that social groups are always 
well organized or even have well-thought-out notions o f  their collective 
interest. Sometimes the groups emerge as implicit coalitions around issues 
or economic transformations; and o f  course they can always choose 
policies that are counterproductive to  what outsiders might deem their 
real long-term interests. The point is that the approaches here suggest 
that more can be understood about inflationary processes by focusing on 
group rivalry than upon aggregating idealized individual preferences.

In chapter 3 Albert Hirschman seeks to  generalize lessons from an area 
o f the world where inflation has been endemic since the early twentieth 
century and especially since World War II. Latin America is instructive, 
not because the North Adantic societies are closely comparable, but 
because Latin American inflation starkly suggests some o f  the possible 
social mechanisms that may be in play. Hirschman’s focus is less on 
specific social groups than on the general patterns o f  economic rivalry 
that create a vulnerability to  inflation. Robert Keohane, in chapter 4, 
borrows some o f Hirschman’s concepts to  explore how political rivalry 
between nation states influences economic outcomes, and vice versa. 
Keohane stresses not groups within nations, but states as the collective 
actors within international systems. Obviously, as the history o f  the
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Organization o f  Petroleum Exporting Countries (OPEC) demonstrates, 
conflicting international interests can express themselves in price rises. 
Kcohane suggests in addition that economic tendencies originating within 
the several nation states o f  an international system can have an influence 
on the level o f  conflict that characterizes it. W hat is mote, under some 
conditions generalized inflationary trends may forestall harsher expressions 
o f  rivalry and conflict.

Chapters 5 and 6  examine particular sets o f  collective interests. Colin 
Crouch spotlights the role o f  organized labor as an actor in the political 
economies o f  the advanced industrial societies. H e is less concerned with 
the economic structure o f  labor markets—that is, with patterns o f  wage 
determination—than with the political and social integration o f  unions 
and its ramifications. Organized labor can play a more o r less adversarial 
role; it can be treated more o r less as a social “partner.” Crouch discusses 
under what conditions these outcomes are likely and what diverse influences 
on wage restraint and price stability may result. Centralized unions may 
be more powerful vis-à-vis management, but they may be able to  impose 
wage bargains on their ow n constituency that more fragmented labor 
organizations cannot. Political concessions to  labor leaders may increase 
trade union power, but perhaps purchase relative wage restraint.

John Zysman, finally, looks at the interaction between industrial 
interests and state policymaking under the conditions posed by techno
logical change and competition from new industrializes. A  major source 
o f  inflationary pressure that conventional models o f  a short-run economy 
do not incorporate involves the costs o f  adjustment—sometimes protection 
for new industries, sometimes subsidies for ailing ones. Zysman shows 
that different states have dealt with these problems in more o r less 
inflationary ways. H e looks at the coalitions between public officials and 
business representatives to  establish which patterns o f  adjustment have 
emerged and why. Moreover, he sorts out these patterns, not for a utopian 
world o f  fixed technologies, but for the uncomfortable one o f  continuing 
innovation and obsolescence.

Taken together, these four chapters suggest that the rivalry among 
social groups—firms and individuals facing similar market situations— 
and the interaction between these groups and bureaucratic agencies 
representing the state are crucial units o f  analysis. These chapters imply 
further that the groups in play cannot be depicted too abstractly. Merely 
differentiating labor and capital may not yield satisfactory analysis. 
Differing trade-union structures, firms in different industrial sectors, 
emerge as the relevant collective agents.



3
Reflections on the 

Latin American Experience

Albert O . Hirschman

It has long been obvious that the roots o f inflation—whether in Western 
Europe, the United States, Latin America, or elsewhere—lie deep in the 
social and political structure in general, and in social and political conflict 
and conflict management in particular. The disputes among Keynesians, 
monetarists, and other economists about the causes o f inflation deal with 
the modeling o f  inflationary processes that unfold among the various 
spheres and sectors o f economic activity and, consequendy, with the 
improvement o f  economic policymaking. But it would be difficult to  find 
an economist who would not agree that underlying social and political 
forces play a decisive role in causing both infladon and the success or 
failure o f  and-inflationary policies.1

Economic theories o f inflation dominate the field not because partici
pants in the discussion are convinced that these theories hold the crucial 
variables, but rather because intricate analytical structures have been 
developed that lend themselves to  ever further elaboration, some empirical 
testing, and—most important—the formulation o f policy advice. In 
contrast, much o f  the writing on the (undoubted) social and political 
roots o f  inflation deals with vague notions—“rising expectations,” “fal
tering social cohesion,” “govemability crisis”—that are neither intellec
tually articulate nor politically helpful. It is possible, however, to go 
beyond such obvious and almost tautological assertions about the socio
political context o f  inflation. In attempting to  do just that, this chapter 
draws on the rich experience o f  Latin America.

1. Even Milton Friedman is reported to have distinguished between the “proximate” cause (excessive 
increase in money supply) and the “deeper” social causes, in a seminar. See Arthur Seldon, “Preface,” in 
F. A. Hayek, Full Employment at Any Price? Occasional Paper 45 (London: Institute of Economic Affairs, 
1975), p. 9.
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Sociopolitical Explanations o f  Inflation

The persistent and strong inflationary pressures that have characterized 
a large number o f  Latin American countries have given rise to  two 
principal currents o f  interpretation. The well-known structuralist thesis 
was articulated by a relatively cohesive group o f  economists during the 
late 1950s and the early 1960s. Authorship o f  the other, to  be called the 
tug-of-war thesis, is much more difliise and spread out in time.2 Though 
elements o f  the tug-of-war thesis are frequently found among supporters 
o f  the structuralist argument, the logical structures o f the two theses arc 
different.

The Structuralist Thesis

The structuralist thesis emerged in the late 1950s as an antagonist o f  
orthodox thinking which insisted that inflation was merely a m atter o f  
too  much money. The economists who proposed it tended to  underplay 
the important political dimensions o f  the thesis, in part perhaps to  make 
it respectable among their confreres.

The structuralist approach concentrates on  what happens on the supply 
side in an economy that grows o r attempts to  do so. The early formulations 
o f  the thesis criticized die excessive aggregation o f  traditional growth 
models. Their common starting point was the observation that in 
developing countries certain supply botdenecks inevitably appeared in 
important sectors. Such sectoral botdenecks could result simply from the 
tendency o f  growth in these countries to  be accompanied by a wide 
variety o f  imbalances and disproportionalities in their productive struc
tures; and in one o r two sectors, in particular agriculture for domestic 
food production and the “production o f  foreign exchange” through 
exports, it was believed that supply was especially likely to  be inadequate 
in relation to  demand.3 Affected items either rose in price or were rationed

2. The Spanish term tmfsut when used to describe the social situations underlying inflations means 
less a final, evenly divided outcome of a social game than a continuing pulling and hauling by major 
social groups with no decisive victory being scored by any—hence “tug-of-war'1 seems a better translation 
than the usual “tie," “stalemate," or “standoff."

3. See )uan Noyola Visquez, “El desarrollo econâmico y la inflaciôn en México y otros parses 
latinoamcricanos," Inrtstyaàin cantèmka (Mexico), vol. 6 (Fourth Quarter, 1956), pp. 603-4S; Osvaldo 
Sunkel, “La inflaciào chilem: un enfbque heterodoxo,” El ttism snx tcmSmia (Mexico), vol. 25 (October- 
December 1958), pp. 570-99; Joseph Grunwald, T h e  Structuralist School on Price Stabilisation and 
Economic Development: The Chilean Case,” in Albert O. Hirschman, ed„ Latin Anuritan louts: Essays

 
 
 

 
 
 
 



in the case o f  foreign exchange when the exchange rate was not devalued. 
In either case the economy experienced a supply shock, which, in the 
absence o f  downward flexibility o f  other prices, was bound to  impart an 
inflationary stimulus to  the economy.* 4

The structuralist argument has a great deal in common with the one 
that holds—naively yet correcdy—that the 1973 rise in petroleum prices, 
coming on  top o f  the boom in food and raw materials prices, made a 
powerful contribution to  the intensification o f  inflation in Western 
countries during the following years. I t took this searing experience to  
make the structuralist position, which had dwelt in the “academic 
underworld” o f  the economics o f  development, respectable in the advanced 
industrial countries. But those who now spoke o f  a “new” kind o f  inflation 
appeared to  be unaware o f  the Latin American pedigree o f  their theses.5 
Another idea that has a great deal in common with the structuralist thesis 
is that a certain structure o f  wages and wage differentials is “natural” or 
“fair”  at any one time; as a result, when some wages rise, there will be 
considerable pressure to  restore the relative position o f  other wage earners,6 
with a consequent general increase in inflationary pressures.

It is an underlying assumption o f  all these arguments that any important 
change in relative prices or wages is inflationary, because the maintenance 
o f  price stability under these conditions would require a compensatory 
drop in some prices o r wages—something the monetary managers are 
unlikely to  enforce. O f  course inflation would never occur or accelerate 
if these managers always rose to  the occasion. But it seems quite unlikely 
that the policymakers1 determination to  undertake anti-inflationary action 
is always identical, no matter what its cost may be in terms o f  unemploy-

Reflections on the Latin American Experience 55

ond Comments {New York: Twentieth Century Fund, 1961), pp. 95-123; Dudley Seers, “A Theory o f 
Inflation and Growth in Under developed Economies Based on the Experience o f  Latin America,” O tfori 
Economic Papers, vol. 14 (June 1962), pp. 173-95; Albeit O. Hirschman, The S tr a ta  o f Economic 
Development (Yale University Press, 1958), chap. 9; Werner Baer and Isaac Ketstenctzlty, cds.. Inflation 
and Cftvwth in Latin America (Irwin, 1964).

4. The term supply shock came into use much later; sec Franco Modigliani, T h e  Monetarist 
Controversy or, Should We Forsake Stabilization Policies)” American Economic Review, vol. 67 (March 
1977), p. 14.

5. James Tobin, T here  Are Three Types o f  Inflation; We Have Two," New Took Times, September 
S, 1974, identified one as being due to “shortages and price increases in important commodities" and 
then said that it is ill advised to apply the classical remedies o f  “tight monetary policy and fiscal austerity” 
to this variety. This was o f  course exactly the point o f  the structuralist critique.

6. This point, argued by Mi chad Piore and others, has long been familiar in Latin American 
countries with groups of privileged and powerful workers (Chilean miners, Venezuelan petroleum 
workers). For an early similar argument, with respect to  price profiles, see Charles L. Schukzc, “Recent 
Inflation in the United States," in Employment Grmotk and Price Levels, Hearings before the Joint Economic 
Committee, 86 Cong. 1 sess. (U.S. Government Printing Office, 1959), pt. 7, pp. 2193-2205.
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ment, widespread bankruptcies, social turmoil, and the like.7 Policymakers 
simply do not have either lexicographical preferences o r suicidal instincts 
o f  that sort.

Social and political implications grow almost naturally ou t o f  the 
structuralist position. For many structuralists the cause o f  inflation is not 
some, perhaps accidental, lapse o f  attention o r virtue on the part o f  the 
monetary authorities o r a misguided concentration cm the “wrong” 
variables such as the rate o f  interest in lieu o f  the quantity o f  money, but 
some fundamental defect o f  the social and economic structure which 
presumably can only be remedied through political action. For example, 
if the culprit is stagnation o r slow growth o f  food production that is in 
turn due to  an antiquated land tenure system, then effective anti
inflationary action requires a change in that system—that is, a change in 
basic property and power relations. O r, if  the origin o f  inflation lies in 
the power o f  the Organization o f  Petroleum Exporting Countries (OPEC) 
to  raise the price o f  oil, then the best hope for avoiding a repetition o f  
the experience is in fostering the ability o f  the oil-consuming countries 
to  apply countervailing economic or political power.

The political vocation o f  much o f  structuralist theorizing becomes more 
obvious still when the basic reasoning involved is carried one step further. 
Instead o f  invoking a sectoral lag in output as the original cause o f  
inflation, a generalized decline in productivity m ight be assumed. Provided 
such a decline is unanticipated it will lead to  a rise in prices, in line with 
the most elementary notions o f  monetary theory. This sort o f  generalized 
structuralist explanation o f  inflation is rampant in the West; some attribute 
inflation to  increasing lack o f  motivation on  the part o f  workers, others 
to  sluggishness, amateurism, o r other forms o f  “X-inefficiency” on the 
part o f  managers, others yet to  excessive state intervention and regulation 
or to  the parasitic growth o f  the service sector.8 Whereas the Latin 
American economists who had first advanced the structuralist thesis were 
in general identified with the Left, it now appears that structuralist 
theorizing is a game at which all kinds o f  believers in the need for 
“fundamental” reform and change can and do play. The more persistent 
and intractable the inflation, the more likely are all parties to  come forward 
with their favorite “deep” diagnosis and cure, as is shown by the Latin 
American and subsequent Western European experiences.

7. See Hirschman, Stnaq/y, pp. 160, 164; Robert I. Gordon, 'T he Demand foe and Supply o f 
Inflation," Journal i f  Law to d  Etem mia, voL 18 (December 1975), pp. 807-36.

8. See Amartya Sen, “Rational Fools: A Critique o f  the Behavioral Foundation) o f  Economic 
Theory,” Phiimpty amt PubtkAffkm, voL 6  (Summer 1977), p. 334.
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Among the more technical economists, structuralist reasoning has often 
been dismissed as ideological in nature because many o f its proponents 
insist that the abolition o f  inflation must be linked to  a program for 
sociopolitical change. But this sort o f  ideological element should not 
make the structuralists9 endeavor a priori suspect. After all, inflation might 
well be the symptom o f one or several hidden social faults that had better 
be corrected; and these faults are more likely to  be ferreted out by those 
who are naturally predisposed toward noticing and doing something 
about them, as a result o f  their political views and their position in society.

In practice, however, the advice o f  the structuralists often amounts to 
substituting a sociopolitical problem, such as land tenure, excessive state 
intervention, and so on, for the economic problem o f inflation. In order 
to  be able to  ameliorate problem A, so they argue, a solution must first 
be found to  the more “fundamental” problem B. But what if B turns out 
to  be less manageable or solvable than A? In that case, the structuralists 
are in effect responsible for an escalation in the difficulty o f the tasks that 
are being proposed to  the body politic. Something o f this sort appears 
to  have happened in Latin America.9 The structuralist strategy could be 
a special case o f the proposition that a certain type o f self-analysis can 
actually worsen the trouble the patient is in.10

A more practical difficulty with the structuralist strategy o f substituting 
problem B for problem A has been that problem A, inflation, often 
became so pressing that some relief had to be found for it right away 
regardless o f  whether the remedy at hand was alleged to  deal only with 
the symptoms o f the disease. The Latin American structuralists, reluctant 
to  forsake their doctrinal purity, condemned as “monetarist futility” the 
most elementary and obviously needed anti-inflationary measures in 
situations o f  hyperinflation. Because o f this lack o f flexibility, they rapidly 
lost influence in the mid-1960s, so that when the more solid among the 
structuralist ideas might have come into their own in the mid-1970s, they 
were all but forgotten.

The Tug-of-War Thesis

The explanation o f inflation in terms o f  social conflict between groups, 
each aspiring to  a greater share o f  the social product, has become the

9. Sec “The Turn to Authoritarianism in Latin America and the Search for Its Economic 
Determinants,” in Albert O. Hirschman, Essays m  Trespassing: Economics to Politics and Beyond (Cambridge 
University Press, 1981), pp. 98-135.

10. This idea is implicit in J. H. Elliott, “Self-Perception and Decline in Early Seventeenth-Century 
Spain,” Past and Present, no. 74 (February 1977), pp. 41-61.
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sociologist’s monotonous equivalent o f  the economist’s untiring stress on 
the undue expansion o f  the money supply.11 12 In Latin America, during 
the 1950s those who held the sociological view believed that "inflation 
results not merely from irresponsible profligacy, from some isolated failure 
o f  will power, but represents the difficult-tochange outcome o f  group 
attitudes and conflicts. The structuralist, on the other hand, affirms dust, to 
eliminate inflation, not only attitudes but basic economic relationships must be 
altered ”u  The distinction is perhaps no  longer so neat. T o the extent the 
structuralist thesis considers that the difficulty various productive agents 
have in cooperating is the basic cause o f  inflation, it rejoins the sociological 
explanation. The structuralist thesis, however, adds an intermediate link 
to  the causal chain—the shortfall in production. For the structuralist, 
inflation could be an indirect outcome o f  conflicting demands for higher 
income shares o r o f  other conflicts.

The sociological or tug-of-war thesis has begun to  resemble the 
structuralist position also in its policy conclusions. As it has become 
increasingly dear that terminating or abating the tug-of-war is more than 
a matter o f  changing attitudes, the conviction has been spreading that 
the institutional relations among various interest groups and between 
them and the state must undergo important changes. The structuralist 
theory makes some basic statements about causal relationships that can 
conceivably be tested, while the sodological theory, perhaps just because 
it is intuitively so persuasive, has no t articulated a fine structure o f 
distinctions, propositions, and hypotheses. But thanks in  large part to  
Latin American contributions, elements o f  such a fine structure exist so 
that the theory is much richer than it is ordinarily given credit fix.

T h e  R edistribu tive Im pac t o f  In fla tion  and  th e  T ug-of-W ar

Economists supplied the first building blocks for a more serviceable 
tug-of-war o r social-conflict theory o f  inflation by inquiring into the 
effects o f  inflation on income distribution, a topic almost as old as inflation 
itself. At one time, it was taken for granted that inflation would make fix 
greater income inequality. The argument emerged first in the analysis o f 
the business cyde; the expansion o f  bank credit in the course o f  the boom

11. See Fred H ind i, ‘'H k  Ideological Underlay oflnûatîon,*’ in Fred H in d i and John H. Goidthorpe, 
eds.. The Political Eawimy oflrtfiiuwn (Harvard University Press, 197S), pp. 263-84.

12. Albert O. Hirschman, Jem tyt TtwariPngrat: Stadia tfEanamt Peti/y-Msitoty m latmAmrie* 
(New York: Twentieth Century Fund, 1963), p. 215 (emphasis in original).

 
 

 

 



places extra purchasing power at the disposal o f  business, which uses it 
to  increase investments beyond the level permitted by voluntary savings. 
This inflationary financing o f  the investment boom is equivalent to  “forced 
savings,” that is, to  an expansion o f  investment at the expense o f 
consumption (assuming full employment), with the curtailment o f con
sumption being imposed on the buying public through price rises.13

This doctrine o f forced savings was one o f  the first that dealt with the 
distributional impact o f  inflation. But the idea that inflation is an engine 
making the rich richer—and is therefore probably designed to  do so— 
appeared during the first decade o f  the century, in a rather different form, 
in at least one country o f the “periphery.” Chile had been subject to  
recurring inflationary pressures since the 1870s and here a chorus o f 
voices came to  accuse the large, “well-heeled and well-mortgaged” land
owners o f  being behind inflation which permitted them to repay their 
peso loans in depreciated paper money.14 The thesis is in a sense the exact 
equivalent, for the countries o f the periphery, o f  the forced-savings 
doctrine in the central, industrial countries. In both cases inflation is 
assumed to  be a manipulation by and on behalf o f  ruling groups— 
industrialists in the center, landowners and primary products exporters in 
the periphery.

There is o f  course another possible profiteer from inflation—the state 
that runs a deficit and finances it by issuing paper money or by borrowing 
from the central bank. During the heyday o f the gold standard before 
W orld War I, governments were under serious disciplines in this regard 
as their direct or indirect borrowings from the central bank were often 
subject to  strict limits. The role o f  the state as potentially the prime 
profiteer from inflation became clear as these disciplines were lifted during 
W orld War I and its aftermath. The state can combine in its favor the 
two types o f income shifts; it can extract “forced savings” for its own 
investment or other spending projects, and it also gains in its capacity as 
a large-scale debtor and distributor o f  fixed incomes (pensions and the 
like). While these gains depend largely on inflation being unanticipated, 
the state gains even when inflation is fully anticipated because o f  the need

13. Gottfried von Haberler, Prosperity and Depression: A Theoretical Analysis of Cyclical Movements 
(Geneva: League o f Nations, 1937), pp. 42-44; F. A. von Hayek, “A Note on the Development o f the 
Doctrine o f ‘Forced Saving,’ ” Quarterly Journal of Economics, voL 47 (November 1932), pp. 123-33.

14. Propounded by a number o f  Chilean writers early in the century, the thesis was given wide 
circulation and the authority o f “developed-country” economic thought by Frank Whitson Fetter, 
Monetary Inflation in Chile (Princeton University Press, 1931). For a critical evaluation o f the Fetter 
doctrine, sec Hirschman, Journeys, pp. 163-75.
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o f firms and households to  increase their cash balances; this need is 
supplied by the state which thereby obtains “free” command over real 
resources.15

In many instances o f profiteering the state is only a conduit; its power 
is used for the purpose o f  shunting the resources acquired through 
inflationary finance in this o r that direction. Here the possibility arises 
for neglected groups to  become the beneficiaries; for example, the state 
can decide on new transfer payments, such as social security benefits, and 
in this manner groups that are unable to  play the inflationary game 
unaided can be included. Eventually such groups can become full partic
ipants in the game, either by learning how to lean on the state or by 
developing the capacity for independent action, as through demands for 
higher wages and salaries. In fact, the early annals o f  inflation as a 
mechanism necessarily leading to  a more regressive distribution o f  income 
have given place to  the conviction that inflation is invariably the outcome 
o f  attempts on the part o f  lower-income groups—frequently aided by a 
reformist or “populist” state—to increase their share in the national 
product through higher wages, increased social security benefits, and 
other transfer payments. The Argentine experience during the first Perôn 
regime ( 1946-55) is an early example o f this sort o f  attempted redistri
bution via inflation.

All major groups o f society can become expert at reaping an initial 
redistributive advantage from inflation. This is indeed the very meaning 
o f  the tug-of-war metaphor. But once the struggle is on  in earnest, it is 
the pattern o f countermoves likely to  be unleashed by the initial move 
that best explains the nature and dynamics o f  the tug-of-war.

To this topic economic analysis and particularly the monetarist school 
have contributed the idea that, no matter to  which group the initial 
advantage has accrued, it is not likely to  stick. This is o f  course an 
application o f the equilibrium concept. Inflation is viewed as a disturbance 
that cannot lastingly affect the distribution o f  income in society, this 
distribution being due to  the play o f “natural forces.” In  the early 1930s 
and before, this thesis was asserted with respect to  forced savings and to  
profit inflation;16 in the 1960s it was put forward primarily to  criticize 
the idea that unemployment could be reduced through expansionary

15. David LakUer and Michael Parkin, “Inflation: A Survey,” Econome Journal, voL 85 (December 
1975), pp. 790-93.

16. See Friedrich A. Hayek, Prices and Production (London: Routledge, 1931).

 



monetary or fiscal policies at the limited cost o f  some increase in inflation. 
I f  this increase were unanticipated, according to the modem monetarist 
thesis,17 then various categories o f income receivers would be disagreeably 
surprised and their reactions, in combination with official policies, would 
make for ever more rapid inflation or for a return to the starting point— 
to  the rate o f unemployment that policymakers were originally intent on 
bringing down. In the process o f demonstrating that policies purporting 
to  reduce unemployment through expansionary economic policy are self- 
defeating, monetarists were forced to  think beyond the initial redistributive 
impact o f  inflation, and that meant a step forward in the understanding 
o f  the tug-of-war.
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Intersectoral Shifts in Latin America

The experience o f Latin America has introduced a more diversified 
group o f  actors than economists in advanced industrialized countries 
generally admit. The latter have written primarily in terms o f  the 
distribution o f  income between profits and wages, with the state being a 
third potential beneficiary. In Latin American inflations after World War 
H, it became obvious that one group o f  property holders or entrepreneurs 
was often favored at the expense o f another. For example, when, as 
frequently happened, inflation was combined with a fixed exchange rate 
and hence necessarily with import controls (otherwise mounting imports 
would cause intolerable balance-of-payments deficits), exporters experi
enced a decline in their real incomes whereas those who were endded by 
the control authorities to  import at the overvalued exchange rate made 
an equivalent gain. As Latin America’s exports consisted, until the mid- 
1960s at least, largely o f primary products whereas imports were heavily 
weighted with capital goods and intermediate inputs for the expanding 
industrial establishment, inflation tended systematically to  favor new 
industries at the expense o f  primary producers.

That inflation in an open economy could have profound effects on the 
intersectoral income distribution no less than on the division o f income

17. What I call the modem monetarist thesis emphasizes anticipated versus unanticipated inflation; 
see Edmund S. Phelps, "Phillips Curves, Expectations o f  Inflation and Optimal Unemployment over 
Time,” Economic*, vol. 34 (August 1967), pp. 254-81; Milton Friedman, ‘T he Role o f Monetary 
Policy,” American Economic Review, vol. 58 (March 1968), pp. 1-17. The long experience o f inflation in 
Latin America led observers to anticipate the essentials o f a thesis that when formulated by advanced- 
country economists was celebrated as an original and capital insight; see W. Arthur Lewis, "Closing 
Remarks,” in Baer and Kerstenetzky, Inflation and Growth, pp. 21-33.
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between wages and profits was noted first by Brazilian economists.18 In 
Brazil the shift, toward the import-substituting industries and away from 
coffee growers and other primary producers, was substantial and partic
ularly protracted; effective countermoves on the part or on behalf o f  the 
coffee growers were slow in coming, one reason being that in the short 
run the supply o f coffee does not respond much to  price change (the 
trees are in place and bear beans which it remains profitable to  harvest 
even when prices drop substantially). Supply reactions are considerably 
stronger and faster in the case o f annual crops and catde, especially when 
a switch to  other land uses is possible. The speed with which the initial 
redistributive impact o f  inflation is counteracted by a group that is being 
squeezed depends o f  course also on the political and economic leverage 
o f that group; this leverage depends, at least in part, on the economic 
damage the group can inflict on the economy by withholding its 
contribution; and the ability to  inflict damage and to  withhold depends 
in turn on the physical and economic characteristics o f the product line 
in which the group has specialized.19

While intersectoral income shifts provoked by inflation have occasionally 
played a constructive role in making extra resources available to  some 
sector with a key role in development, they have at other times been quite 
erratic and needlessly disruptive. Recognition o f  this fact lies behind the 
indexation experiments, particularly in countries with persistent two-digit 
inflation, such as Brazil. Adjusting salaries, rents, interest payments, and 
so forth, in line with price changes at regular, at least yearly, intervals has 
often been billed as part o f  the anti-inflationary package introduced by 
the military in Brazil in 1964. Actually, the device was anti-inflationary 
primarily to  the extent that it was grossly incomplete insofar as it did not 
interfere with the considerable compression o f  real wages that occurred 
in the first years o f the military regime. The real function o f indexation 
was to  avoid some o f  the more damaging intersectoral repercussions o f  
the substantial inflation that continued to  take place after 1964 (it never

18. Alexandre Kafka, “The Theoretical Interpretation o f Latin American Economic Development,” 
in Howard S. Ellis, ed., Economic Development fir  Latin America (St. Martin's, 1951), p. 21; Cclso 
Furtado, "Industrialization and Inflation,” International Economic Papers, no. 12 (St. Martin's, 1967), pp. 
101-19. J. Markos Mamalakis attempted to show that “sectoral clashes'* provide the clues to the 
understanding o f all o f Latin American history and society; “The Theory o f Sectoral Clashes*' and “The 
Theory o f Sectoral Clashes and Coalitions Revisited,** Latin American Research Review, vol. 4 (Fall 1969), 
pp. 9-46, and vol. 6 (Fall 1971), pp. 89-126.

19. Sec Albert O. Hirschman, A Bias fir  Hope: Essays on Development and Latin America (Yale 
University Press, 1971), pp. 11-12, and Essays in Trtspassmg, pp. 59-97.

 
 
 
 
 
 

 



fell below 15 percent). In this respect, indexation was fairly effective; it 
safeguarded the real income o f  exporters (through frequent minideval
uations o f  the exchange rate), the assets o f  creditors and savers (through 
indexing o f  interest rates on loans and savings deposits), and the revenues 
o f  the state (through indexing o f  back taxes). But the system was always 
a highly administered one; as time went on, it was used to  award special 
favors to  economic activities newly considered essential, by exempting 
them from the indexing mechanism. For example, in 1975 it was decided 
that medium- and long-term loans to  capital goods industries from the 
official development bank would carry a preferential rate o f  interest with 
a ceiling o f  20 percent, which was considerably below the actual rate o f 
inflation (which was 4 0 -50  percent). Just as the earlier combination o f 
inflation and overvaluation o f  the currency, such officially arranged 
loopholes in the system o f  indexation had once again the dual effect o f  
shifting resources toward a favored sector and o f  doing so in an inflationary 
manner.20

Considerable puzzlement is often expressed over the fact that in 
countries like Brazil where authoritarian regimes hold sway and wages 
are rigidly controlled, inflation remains a problem. One reason is precisely 
that the tug-of-war can take place not just between profits and wages, 
but, for example, between profits o f  one business group and profits o f 
another. In authoritarian Brazil after 1964 the opening, on a large scale, 
o f  consumer credit facilities for purchasers o f  durable goods made possible 
the sustained boom o f  the automobile and appliance industries in the 
second half o f  the 1960s and early 1970s, somewhat at the expense o f 
both traditional consumer goods industries and industries producing basic 
inputs and capital goods; then, during a new, more difficult phase 
beginning in 1974, machinery and intermediate goods industries were in 
turn showered with incentives and credit facilities.21 As in the shift o f  
resources from primary producers to  industrial entrepreneurs, changes in 
priorities within the industrial sector were politically easier to  accomplish 
through an inflationary, if selective, credit expansion than through

20. See Werner Baer and Paul Bcckcmun, “Indexing in Brazil,” W eridDmhpmtnt, vd . 2 (October- 
Decembcr 1974), pp. 35—47; Albert FitMow, “Indexing Brazilian Style: Inflation without T eas’" 
Bnokoys Paptrs m  Eamemu Aamty. 1:1974, pp. 261-82 (hereafter BPEA ); papers on “Indexation, The 
Brazilian Experience,” in Exflorsam m Eantmtic Raeardb, voL 4  (W ater 1977). The information xbour 
the officially arranged loopholes in the indexing system was made available to me by various officials in 
1976.

21. José Sena, ‘Three Mistaken Theses Regarding die Connection between Industrialization and 
Authoritarian Regimes,” in David Collier, ed., The New Authontunuatm m Latin Amenta  (Princeton 
University Press, 1979), pp, 129-45.
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noninflationary schemes such as the coupling o f  subsidies with taxes or 
o f  credit expansion in one direction with credit restriction in another.

The choice o f  an inflationary method o f  shunting resources to  certain 
sectors was not always a conscious decision o f  policymakers. O n the 
contrary, the combination o f inflation with overvaluation o f  the currency 
as a means o f  diverting income from primary exporters to  import- 
substituting industrialists was stumbled on by policymakers and grew out 
o f  arrangements that originally had very different purposes.22 Nevertheless, 
if policymakers choose time and again to  make resource reallocation 
decisions in such a way as to  fuel inflation even though other methods 
are available, this tells something about the nature o f  the relations between 
the state and various groups o f  producers.

Intersectoral and Interclass Shifts: Argentina and New York City

The importance o f  intersectoral income shifts and conflicts in the course 
o f  Latin American inflations makes one suspect that not enough attention 
has been paid to  these matters in the analysis o f  inflation in the advanced 
industrial countries.23 Latin American inflations, on the other hand, have 
by no  means been neutral with respect to  the wage-profit balance. 
Everywhere wage and salary earners have been very much affected by the 
inflationary process. But since their role comes on top o f  the intersectoral 
conflicts there immediately arises the possibility o f  a three- or multi- 
comcred act, in lieu o f  the simple wage-profit scenario o f  traditional 
economic analysis, and with that the possibility o f  shifting alliances 
providing a key to  the changing dynamics o f  the inflation.

In attempts to  account for the course o f  Argentina’s inflation and 
recurrent stop-go cycles, three principal groups have been identified—the 
cattle breeders and cereal growers o f  the pampas, the industrial bourgeoisie, 
and the urban masses.24 The pivotal group is the industrial bourgeoisie; 
it tends to  make common cause with the urban masses in a recession

22. See Furtado, “Industrialization and Inflation."
23. O urles S. Mater attempt! to delineate ty p e  o f  coalition! that arc associated with different types 

o f  Delation in “The Politic! o f  Inflation in the Twentieth Century." in Hirsch and Goldthorpe, PoUtkol 
Economy of Inflation, pp. 37-72; his analysis is still primarily in vertical class terms even though he allows 
for the distinct existence and separate interests o f  intermediate groups, such as white-collar wotkets.

24. Adolfo Caninot, “La experienria popuüsta dc redistribucidn de ingresos," Doomllo tonâmm, 
vol 15 (Octobet-December 1975), pp. 331-51; Guillermo O’Donnell, “Estado y alianzas cn la Argentina, 
1956-1976,” D anm tle tamàmta, vol. 16 (Januaiy-March 1977), pp. 523-54. O’Donnell makes a 
further distinction between die small national bourgeoisie and die larger, more cosmopolitan, and 
muttkiarional-oricmed industrialists.

 
 
 

 
 
 
 



when both groups can agree on a strongly expansionary economic policy 
and on holding down the price o f Argentina’s principal export product, 
meat, which also happens to be its principal wage good. But exports tend 
to decline under those circumstances and to do so fairly rapidly both 
because the workers, with their increasing incomes, literally eat up the 
country’s exports and because the catde breeders, unlike Brazil’s coffee 
planters, can react to  a price squeeze by liquidating their herds. As a result 
the industrialists soon experience supply difficulties for their imported 
inputs and capital goods. W ith meat prices, among others, starting to 
rise, the workers make demands for higher wages; soon the industrialists 
find their allies too demanding. At this point they join the agricultural 
elites and this new coalition can now agree on holding real wages down 
and on raising prices for agricultural output. Policies directed to  this end, 
and to  fight inflation in general, cause a recession which eventually leads 
to  a new switch by the industrial bourgeoisie so that the play starts over 
again. The different phases o f the play are marked by different kinds o f 
political regimes. During the expansive, inflationary phase an uneasy 
coalition is maintained between populist forces and certain sectors o f the 
business community; the military take over when these sectors become 
concerned about excessive inflation and ally themselves with the land and 
catde owners.

This tripartite model, while synthetic, sheds new light on the social 
background to  Argentina’s inflation and stop-go cycles. It invites com
parison with such experiences as New York’s fiscal crisis o f  the 1970s.25 
In  the mid-1960s the “populist” administration o f  Mayor John Lindsay 
was able to  put together a strange coalition o f liberal reformers, largely 
from the upper-middle class, black (and other minority) civil rights 
movements, and large commercial banks who “were quite happy to 
endorse deficit financing because bond and note issues provided them 
with healthy commissions and good investment opportunities.”26 Arrayed 
against Lindsay were civil service unions and strong elements o f the 
middle and lower-middle classes. Given the institutional framework, the 
equivalent o f  inflation was spiraling indebtedness; Lindsay was politically 
too weak to  raise taxes sufficiently o r to  limit expansion o f expenditures 
to  his preferred projects.27 But like accelerating inflation, so does increasing

25. See Martin Sheftcr, “New York City’s Fiscal Crisis: The Politics o f Inflation and Retrenchment,” 
Public Interest, no. 48 (Summer 1977), pp. 98-127.

26. Ibid., p. 109.
27. This phenomenon is discussed below as the “complementarity effect” o f public spending or 

investment.
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indebtedness cause worry to  some partners o f  the ruling coalition. 
Eventually, during the administration o f  Mayor Abraham Beame, the 
banks switched sides and support from the upper-middle class weakened; 
joining the middle and lower-middle classes, the banking and business 
interests enforced a strict austerity regime whose principal victims were 
the black and Hispanic communities. While the city was spared a military 
coup, it did suffer a substantial loss o f  fiscal autonomy in the wake o f  its 
near default.28

W ith their parallels—as well as differences—the Argentine and New 
York stories are o f  much interest. By drawing on intersectoral cleavages, 
on class conflicts, and on the dynamics o f  inflation itself, they succeed in 
explaining the various phases o f  the inflationary policy cycle and the 
transition from one to  another as old alliances disintegrate and new ones 
arc being formed. In this manner, they manage to  breathe a good deal o f  
life into the tug-of-war metaphor.29

The Sociopolitical Interpretation o f  Inflationary 
G roup Behavior

Inflation often starts or intensifies, so it seems, when a social group 
holds enough power o r influence to  command additional wealth and 
income for itself (or to  escape participation in some loss that is suffered 
by the economy), but not enough to do so in a permanent way through 
a definitive transfer. Inflation is a means o f  effectuating a temporary 
transfer. Partial, complete, o r even overcomplete cancellation o f  that 
transfer can take place, first o f  all, through subsequent turns in the 
inflationary spiral, especially when other groups use their retaliatory power 
and do some grabbing (or escaping) o f  their own. The temporarily gained 
advantage can also evaporate and turn into a setback in the course o f  a 
stabilization, retrenchment, and austerity program that may follow a bout 
o f  inflation.

Though inflation may be so ubiquitous, go on for so long, and seem 
so familiar as to  be almost normal, its characteristics mark it as a rather

28. Shelter distinguishes between cttemaUy and internally imposed disciplines; “New York City’s 
Fiscal Crisis," pp. 99-101, 124.

29 A more general approach to the understanding o f mulricometed inflationary maneuvering 
proceeds from the simple observation that individuals and groups operate in several markets; most arc 
price takas in some markets but have, or can acquire, price-making powers in others. See Harvey 
Leibenstein, “The Inflation Process: A Micro-behavioral Analysis” A m m a n  Etmwmit Reruv, vol. 71 
(May 1981, Papers and Pncetdiqgs, 1980), pp. 368-73.

 

 
 
 
 



unusual social game. Compare it with some o f  the social and political 
movements o f  the last hundred years where there was no expectation on 
the part o f  the actors that gains, once achieved, would have to be given 
up in short order. Take the battles for universal suffrage, for women’s 
vote, for the right o f  workers to  strike or to join a union, for the forty- 
eight- or forty-hour week, or for paid vacations. O r take, on the other 
hand, business demands for subsidies or tariff protection. It was a premise 
o f  all o f  these actions that the sought-after gains would stick—and, in the 
large majority o f cases, they did and proved irreversible, in spite o f 
frequendy very strong initial resistance. In fact, the mobilization o f  social 
energy needed to secure these gains would probably have been impossible 
if there had been any expectation that the gains would be reversible—on 
the contrary, the expectations at the outset were ordinarily for gains much 
greater than those that were eventually secured.

This historical reminder serves to  demonstrate that inflation, familiar 
as it is, does hold a genuine puzzle. Why would any social group choose 
an inflationary strategy o f income augmentation, that is, a strategy that 
brings a strictly temporary improvement, but whose outcome is uncertain 
and may land it in a worse position? To be sure, the group may be so 
naive as not to  realize that other groups can retaliate. But it often will 
realize that its initial gain will be reduced and perhaps even more than 
annihilated by subsequent inflation as well as by countermoves o f others, 
and still decide that it is necessary or worthwhile to  engage in the action.

Reflections on the Latin American Experience 6 7

Naive Inflationary Behavior and Populism

Naive behavior is likely to  be the explanation primarily when serious 
inflation has not been experienced for some time. The belief that the 
economy is elastic enough to  afford something to  one group without 
taking away from others is periodically reborn, the more so as it is 
occasionally correct—that is, in Keynesian situations when there is both 
unemployment and unused capacity as a result o f  recession. Populist 
policies, which give something to  popular groups without directly taking 
away from others, can be relatively successful in such a situation, but their 
very success is apt to  blind policymakers to  the fact that it can last for 
only a limited time. The sequence from initial elasticity and smooth 
redistributive success to  increasing problems and eventual disaster, in part 
because o f overconfidence bom  from the initial success, was characteristic
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o f Argentine economic policies under the first Per6n regime and o f  
Chilean policies under Allende.30

The naive incapacity to  visualize the power o f  other groups to  retaliate, 
through demands or actions o f  their own, against an initial inflationary 
foray affects not only social groups in relation to  each other. It often 
happens within the public sector as the government sponsors one particular 
program without foreseeing that other agencies will react to  that program 
by pushing through their own demands. A government that decides to  
undertake a major effort in one particular sector o r region will frequently 
find that, as a result o f  these highly visible favors, demands from other 
sectors o r regions become activated and have to  be granted at least in 
pan  for the purpose o f  putting together the political coalition that will 
permit the original plan to  go forward. This “complementarity effect o f  
certain public expenditures” is apparent in the official development moves 
in Brazil’s underdeveloped Northeast. For example, when President 
Kubitschek gave top priority to  the building o f  Brasilia, the new capital, 
he found that to  secure the necessary political support for this venture he 
had to  promise funds for wholly unrelated projects in the Northeast.31 
Every dollar that a government intends to  spend cm a project o f  its own 
choice is thus likely to  lead, via a political complementarity or multiplier, 
to  some additional, originally unintended public spending. The size o f  
the complementarity effect depends both on  the enterprisingness o f  the 
government and on its ability to  push through its own priorities without 
having to  make too many promises or compromises in other directions— 
that is, on its political strength vis-à-vis claimants for public funds. A 
government that is both enterprising and politically weak is most likely 
to  be overwhelmed by the unintended inflationary consequences o f  its 
development moves—not too surprising a conclusion and one that points, 
once again, in the direction o f  populist governments.

Gratification o f  Pseudohastility and Pscudofrimdlmess

Once inflation has become a fixture in the economic landscape, most 
groups will be aware that demands on their part for higher incomes will 
give rise to  countermoves that will cancel much o f  those gains, with some 
probability even that they may end up in a worse position than the initial

30. See Jos^ Serra, “Economic Pobcy and Structural Change in Chile, 1970-73* (Ph-D. dinenarion, 
Cornell University, 1976), chaps. 8, 9.

31. Hirschman, Jexmtyt, pp. 36, 86.

 



one. Under such (nonnaive) circumstances, the continuation o f inflationary 
group behavior becomes more difficult to  explain.

Predominant opinion denies there is much o f a problem here, alleging 
that, once inflation is under way and rolling, an individual group with 
some power over prices or wages has no choice but to  behave in such a 
way as to  contribute further to the inflationary spiral. In fact, each group 
that does so can justifiably claim that it is just engaging in defensive 
moves. Essentially this thesis o f  inflationary behavior rests on the prisoner’s 
dilemma model; in the absence o f some sort o f  deus or social contract ex 
machina that could produce a cooperative solution, an ongoing inflation 
condemns all social groups to  behave in the noncooperative manner that 
perpetuates the inflation.

Such a denial o f  responsibility or o f  freedom o f action on the part o f 
admittedly powerful social groups takes their protestations o f innocence 
and o f  powerlessness far too much at face value. For in the prisoner’s 
dilemma model the prisoner in solitary confinement is an extraordinarily 
inapt metaphor for such inflationary actors as giant corporations, pro
ducers’ associations, and powerful trade unions. Assuming, therefore, that 
such groups engage, to  some extent at least, in inflationary behavior 
because that is what they have decided to  do even though they know all 
about inflation, the question remains, why would they do it?

To explore the situation through a rational action model o f  individual 
or group behavior, along standard lines, suppose a group attempts to 
estimate the impact o f  an inflationary action or demand on its eventual 
position. This involves estimating a probability distribution with a mean 
o r expected value and a variance. For a group to engage in any action at 
all the expected value must be positive—otherwise it would not be 
worthwhile for it to  shoulder the risk that is expressed through the 
variance. W ith any given positive expected value the willingness to  engage 
in inflationary action will depend on the degree to which the group is 
risk-averse. It will also depend on the group’s time preference and horizon. 
The bigger its preference for present over future income, the more will a 
group be prone to engage in inflationary actions. This is so because the 
group is assumed to be able to  obtain immediately an increase in its 
income through its actions or demands, an increase that is then whitded 
down as a result o f  the inflationary consequences o f that increase and o f 
the countermoves o f others. Inflationary group behavior that is aware o f 
these repercussions thus requires that willingness to  take risks be combined 
with a short time horizon, that is, with a strong preference for present
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over future income. Now this combination o f  attitudes is not easy to  find 
among the social groups o f  the real world. Low-income people are usually 
risk-averse, while perhaps having a short time horizon; middle- and upper- 
class people, on the other hand, may be willing to  take risks but their 
time horizon tends to  be long. It is therefore troublesome to  account 
along “rational action” lines for inflationary group behavior when it is 
clear to  everyone concerned that such behavior will only result in temporary 
advantages and may carry a long-term penalty.

One interesting explanation suggested by a Brazilian economist32 is 
essentially an application o f  the Duesen berry' axiom that people will always 
strain to  get back to  the highest income they have ever experienced.33 It 
is one o f  the characteristics o f  inflation (without instantaneous indexation) 
that different groups experience their respective highest levels o f  income 
at different points in time. I f  there are just two groups, the highest level 
for group A will coincide with the lowest level for group B, and vice 
versa. This seesaw relationship is inevitable. Because o f  resource limitations 
it would be impossible for both A and B to  reach their peak incomes at 
the same point in time; they can do so only altematingly, each group 
reaching its peak at the expense o f  the other. Attempts to  recapture the 
peaks on the part o f  either o r both groups must lead therefore to  
continuing inflation.

I t is also dear that only inflation permits each group to  reach (in 
rotation) higher real income levels, even though temporarily, than it could 
achieve with a stable price-wage structure. W ithin limits people may 
actually prefer an income that fluctuates around an average to  a stable 
income that would be equal to  that average, provided they do not suffer 
intolerable hardship when their income cydc hits its low point. A  reason 
for such preference could precisely be the achievement, be it but tempo
rarily, o f  an otherwise unattainable income level, and perhaps the taste 
for hope-sustaining movement and variety in general.34 T o the extent that 
such group preferences exist, their satisfaction via inflation would consti
tute a latent benefit o f  inflation.

32. M irio Henrique SiiMMio, “Rn iifa ii Inflation: Postwar Experience and Outcome o f  the 1964 
Reforms,” in Roberto Alemann and others. Economic Development Inna: Latin America (Praeger, 1967), 
pp. 272-73.

33. James Duesen berry, Income, Savoy, and the Theory of Consumer Behavior (Harvard University 
Press, 1949), p. 89.

34. Sec Tibor Sdtovsky, The Joyiat Eammy: An Inoputy into Human Satisfaction and Consumer 
Disuttifiution (Oxford University Press, 1976).

 
 

 

 



It is possible to  suggest a more weighty explanation for inflationary 
group behavior. In a situation o f high social tension and group antagonism, 
such behavior could come to be engaged in less for its normally expected 
material results—additional real income—than because it is enjoyed for 
its own sake. This means inverting the usual means-end relationship; the 
gratification o f intergroup hostility that is obtained by the achievement 
o f a highly inflationary price or wage rise can be the real benefit, to  the 
point where it would not matter if inflation eroded, totally and in short 
order, the gains achieved. In Chile, for example, “various groups maintain 
and prize an attitude and phraseology o f unbending opposition and 
hostility: they coexist, but are most anxious to avoid overt agreement and 
com prom ise.. . .  The Chilean situation appears to be weighted more 
heavily with the avoidance o f agreement, with the maintenance o f a 
militant stance on the part o f all contending groups. In a sense this stance 
is the desired benefit and inflation is its cost.”35

Yet the acting out o f  social conflict that takes place through inflationary 
group behavior carries with it a certain amount o f playacting. Each group 
knows that the others have the means to  retaliate, no decisive victory is 
ever scored, and the division o f the social product does effectively take 
place in the midst o f  what only looks like irreconcilable conflict over how 
it should be shared. The extent to which there is playacting can be made 
clear by comparison with other conflict situations. Ordinarily when there 
is lack o f  agreement over the division, say, o f  some treasure, booty, or 
spoils, the disputants either fight it out or come to an agreement before 
the actual division takes place. W ith inflation, the disputants somehow 
manage to  have both fight and division at the same time. Looked at in 
this light, the fight loses some o f its reality. Inflation appears now as a 
device that permits a society to  have its cake and eat it, in the sense o f 
having a great deal o f  social conflict while going about its business o f 
generating and distributing the social product.

The matter can be put another way. In a society that is divided into 
groups that have roughly equal power to affect prices and wages, the 
distribution o f income that prevails when inflation is on could quite 
conceivably be similar to  that experienced when there is price stability. 
What, then, is the actual difference between these two situations? N ot 
much, except that, with inflation, each group is able to  engage in conflictive
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behavior and to  demonstrate its power and its antagonism to other groups. 
From this point it is not far to  the conclusion that such demonstration is 
an important function o f  inflation, and perhaps its real motive.

Inflation then is a remarkable invention that permits a society to  exist 
in a situation that is intermediate between the extremes o f  social harmony 
and civil war. Hence the dual performance o f  inflation in the arena o f 
politics. Depending on the circumstances, it can act either as a substitute 
for civil war or as preface to  much more serious social and political 
turmoil. Certainly, inflation has served as a school for social conflict; the 
social shadowboxing that is its earmark can turn readily enough into the 
real match. But at times, the deflecting o f  intergroup hostility into the 
making o f  inflationary demands has helped gain time for reducing tensions 
that, in the absence o f  the inflationary outlet, would have become right 
away much more explosive. As a commentator on the post-Franco inflation 
in Spain put it:

To explain the current inflation by appealing to economic factors is . . .  sterile. 
Inflation must be understood as an expression of the open or muted conflicts 
between various social classes and economic groups.. . .  The structure of the 
Spanish economy, as inherited from die past, fosters at present a propensity to 
social conflict which is not easily assimilated.. .. The intention to dominate the 
inflationary process by imposing a drastically restrictive monetary policy would 
mean . . .  to transfer the underlying social conflict to other areas of political and 
social life where conflict would take a more radical form. The propensity to 
conflict receives after all a transitory relief through the inflation. This relief cannot 
be permanent because of the collateral problems which inflation generates, but in 
a moment of political transition and of change in the relative positions of the 
various social forces, inflation is the least harsh form which this struggle can take; 
it involves the most indirect confrontation available to each social group for the 
defense of its interests.34

This quotation is o f  particular interest because inflation is widely 
believed to  pave the way for the establishment o f  authoritarian and 
repressive regimes. While it may do so, especially when hyperinflation is 
involved,37 inflation can apparently also ease the difficult transition from 
authoritarianism to polyarchy. Like emigration or the open frontier, 
inflation can act as a safety valve for accumulated social and political 
tensions. But unlike these social mechanisms it is unreliable in this role 
and can change character in the middle o f  die play.

36. “Comentino sobre U situackln cconûnika al comenzar el segundo semestre,” M tm ata y  ertdito 
(Madrid), no. 141 (June 1977), p. 110.

37. See Hirschman, F.njrrj in Tmpnmng, pp. 203-04.

 



Moreover, a social configuration that is the opposite o f intergroup 
conflict—one that is characterized by a great deal o f friendliness among 
different groups and particularly between them and the state—provides 
an equally favorable breeding ground for inflation. Where the state defers 
readily to  all the successive demands made on it by one group or one 
government department after another, inflation has the function o f denying 
part o f  what the state, in its weakness, has granted. To the extent that 
the process is understood, the state might be said to  hand over to  inflation 
the disagreeable job o f saying no.

This additional interpretation explains why inflation has led a vigorous 
existence in several repressive, authoritarian states o f Latin America that 
have eliminated independent trade union activity. This sort o f  state is 
precisely premised on professions o f great friendliness with business 
groups, which are often showered with incentives and credit facilities; 
moreover, such a state is far from immune to  pressures emanating from 
its own subdivisions; with powerful and power-hungry generals heading 
the spending ministries, the allocation o f public funds can be less subject 
to  central control than under civilian governments.

One objection may be raised against this additional interpretation 
coming on top o f the previous one. As with the Frenchman who drinks 
wine with his meal only when the first dish is pâté or when it is not, so 
inflation seems fated to  be the invariable result no matter whether hostility 
or friendliness pervades society and its groups. However, the attitudes 
that were shown to be conducive to inflation were not just any kind o f 
hostility and friendliness; they had one specialized element in common— 
a certain amount o f playacting. There is an element o f playacting in the 
kind o f intergroup hostility that leads to  inflation, and the same holds for 
exaggerated or pseudofriendliness—the inability to  say no to  any new 
group demand. Especially when a country has already become closely 
acquainted with inflation, easy acquiescence to  inflationary demands is 
rather like Charles Addams’s friendly truckdriver on a curvy mountain 
road, who with an oncoming truck in sight waves on the car that is trying 
to  pass him. Friendliness is here not so friendly after all, just as successive 
rounds o f highly inflationary wage and price increases that stem from 
intergroup hostility are largely sham battles and are intimately known as 
such to  the participants. The two seemingly opposite types o f inflationary 
behavior thus merge into one—the strenuous avoidance o f cooperative 
encounter and agreement on the part o f  social groups.
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Political Disasters o f  H yperinflation

Inflation is a social and political phenomenon no less for its outcome 
than for its causes. Some attention thus should be paid to  its effects cm 
social and political developments. One sequence from inflation to  politics— 
the possibility that accelerating inflation contributes to  political crisis and 
regime breakdown—has monopolized attention ever since Keynes erro
neously reported Lenin to  have said that there is no surer way to  
revolutionize a society than to  “debauch its currency.938 Even though ten 
years elapsed between the German hyperinflation o f  1923 and the seizure 
o f  power by Hidcr, it is often suggested that the two events are causally 
related. In the regime breakdowns or important political changes that 
were preceded by rapidly accelerating inflations in Brazil in 1964, Ghana 
and Indonesia in 1966, Chile in 1973, and Argentina in 1975, it would 
be more correct to  consider inflation as one symptom among many o f 
the disintegration o f  faltering regimes than as the principal factor respon
sible for their downhill. Nevertheless, in all these cases the enervating 
reality o f  hyperinflation certainly helped to  signal regime crisis to  a mass 
public.

When accelerating inflation is followed by sharp political change, the 
new government will ordinarily proclaim and try to  maintain a strong 
anti-inflationary stand. While success in actually bringing inflation under 
control has varied considerably, one o f  the principal effects o f  inflation, 
and particularly o f  hyperinflation, is to  bring to  power governments that 
have a commitment to  control inflation and will be judged accordingly, 
at least until some other problem such as unemployment o r stagnation 
takes the center o f  the stage. In recent decades, strong inflationary policies 
have been characteristic o f  populist regimes, and anti-inflationary programs 
have subsequently often been carried on  under the aegis o f  right-wing, 
business-oriented governments. In the great majority o f  cases hyperinfla
tion has not led to  revolution, but to  military intervention, repression, 
and attempted suppression o f  trade union activity.38 39 In fact, the erne 
country in Latin America that experienced an anticapitalist revolution,

38. See Frank Whitson Fetter, "Lenin, Keynes and Inflation,” Ettmomica, vol 44 (February 1977), 
pp. 77-80.

39. Thomas E. Skidmore, “The Politics o f  Economic Stabilization in Postwar Latin America,” in 
James M. Malloy, ed., Authoritarianism tatd Carpvm tvm àt Latia America (University o f Pittsburgh Press, 
1977), pp. 149-90.

 

 

 
 



Cuba, enjoyed near-perfect monetary stability for many years before that 
event.
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Political Uses o f  M oderate Inflation

Though moderate inflationary experiences have been much more 
prevalent than hyperinflation, the study o f  their political effects has been 
largely neglected. This may in part be due to  a preoccupation with the 
consequences o f hyperinflation that makes it very hard to  detect situations 
in which the effects o f  inflation tend not to  be disastrous and perhaps 
even, here and there, benign.

The structuralists see inflation as the consequence o f deep-seated faults 
in a country’s socioeconomic structure. They use the evidence o f inflation 
to  call attention to  these faults and to  enlarge public support for measures 
intended to  deal with them. To the extent that this structuralist strategy 
would work, inflation could be credited with inducing action on a 
country’s more hidden, but perhaps also more fundamental ills.

Now it must be said right away that inflation has hardly anywhere 
played that grandly constructive a role. But in a more modest way, 
something like the structuralists’ sequence can be encountered here and 
there in the real world. Many years ago I asserted that moderate inflation 
may be helpful to  a government and particularly to  a finance minister 
who is trying to  resist political pressure toward more spending.40 Inflation 
is a telling proof that spending is already taking place at an excessive rate. 
To have a moderate inflation is thus similar to the tactic French ministers 
o f  finance used to follow when they hid away in some hard-to-identify 
account any extra cash they happened to have on hand—they knew that 
otherwise it would be impossible not to have it spent. It used to  be said 
that one o f the principal purposes o f having a development plan for public 
investments is for a government to be able to restrain extravagant sectional 
demands. A moderate inflation can have the same effect, probably more 
persuasively. The matter helps explain the strange incapacity to reduce 
inflation to  zero o f the authoritarian, stability-oriented governments that 
have come to power in various Latin American countries in the wake o f 
hyperinflation. The fact is that even in the new political environment

40. Hirschman, “Economic Policy in Underdeveloped Countries,” reprinted in Bias for Hope, pp. 
255-69.
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there is need to  keep up defenses against new highly inflationary projects 
and demands. And one such defense is afforded by some residual inflation.

The point can be extended. Inflation supplies not only evidence that 
spending must be controlled; when expenditures consistendy outrun 
revenue the resulting inflation may have the effect o f  convincing the 
public and government that taxes must be raised to  finance public 
investment. In the advanced industrial countries income taxation, and big 
spurts in taxation generally, have become possible only under the impact 
o f  major emergency and crisis, mosdy in wartime. In a number o f 
developing countries inflation has acted as an equivalent o f  war in setting 
the stage for more forceful taxation. The centerpiece o f the 1974 tax 
reform in Colombia, for example, was a tax levied on the presumed 
income from all real assets. This concept, which had been proposed many 
times to  deal with the problem o f  idle land,41 was adopted only as a result 
o f  a peculiar combination o f circumstances; one was the fact that the 
newly elected Lôpez Michelsen administration faced a serious inflationary 
and balance-of-payments crisis. Occasionally, the sequence is inverted. 
The Echevema government in Mexico set out on a highly inflationary 
course after it had been frustrated, in 1971, in its project to  carry out a 
long overdue fiscal reform. The government increased spending as though 
the reform had gone through. Perhaps it sought in this way to  administer 
a lesson to  the powerful business interests that had once again blocked 
the reform; unfortunately those who had to  bear the cost o f  the lesson 
were not necessarily those for whom it was intended.

It begins to  look as though the experience o f inflation and the pressures 
that it brings could be put to  certain positive uses. Beyond a threshold 
o f tolerance, inflation certainly is the kind o f pressing policy problem that 
increases the willingness o f  governments to  take action, in spite o f 
opposition from powerful interests, if there is firm expectation that the 
action will help restrain the inflation. In the Mexican and Colombian 
examples the connection between the inflationary process and the required 
action is particularly transparent; with public expenditures outpacing 
revenues in the course o f the early stages o f a country’s economic 
development, the resulting inflation points directly to  decisions on the 
expenditure or revenue side that would be helpful. Even then, decisions 
such as tax reform are often extremely difficult to  take, but the crisis 
atmosphere generated by inflation may make it possible to  modify

41. Hirschman, Journeys, pp. 117-21, 125-38.
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structures that are part and parcel o f  the order o f  things under normal 
circumstances.

The ability o f  protracted inflation to  raise questions about existing 
social arrangements was ffequendy noted in advanced capitalist societies 
in the period o f  high inflation. In a number o f  them, inflation led trade 
unions to  change what might be called the money-power mix o f  their 
demands. Realizing that the quest for higher wages and benefits might 
be futile because o f  inflation or pressed by official policies to  adhere to 
noninflationary guidelines, unions requested more participation in man
agement decisionmaking as well as in firm profits as a counterpart to 
wage restraint.42

The social and political impact o f  inflation can thus range from the 
installation o f  authoritarian and repressive regimes that impose highly 
regressive income distributions to  the adoption o f  tax reform and other 
measures in the direction o f  greater equality, participation, and democracy. 
“Like test-tube solutions that respond differently to  the same reagent, 
these societies reveal their characters in divergent responses to  the same 
stimulus.”43 An effective way »  write the comparative social and political 
history o f the last thirty years o f  the twentieth century may well be to 
focus on the distinctive reactions o f  various countries to  identical pressures 
o f  worldwide inflation.

42, See Colin Crouch, “The Drive for Equality: Experience o f Incomes Policy in Britain,w and on 
Sweden, Andrew Martin, “Is Democratic Control o f  Capitalist Economies Possible l1* in Leon N. Lindberg 
and others, eds., Stair and Contradiction in Modem Capitalism; Pufrik Polity and the Theory o f the State 
(Lexington Books, 1975), pp. 224—27, 40-55; "Hie Dutch Grope for a New Social Contract,” Business 
Week (August 8, 1977), pp. 46—48.

43. Peter Alexis Gourevitdi, “International Trade, Domestic Coalitions, and Liberty: Comparative 
Responses to die Q isis o f 1873-1896,” Journal t f  Interdudfdsnary History, vol. 8 (Autumn 1977),
p. 281.

 
 
 
 

 



4
The International Politics 

of Inflation

Robert O. Keohane

It is widely agreed that inflation, in modem economies, is more the result 
o f  governmental action than a natural disaster imposed on  an unwilling 
species by forces beyond human control. Governments choose to  let 
inflation persist, o r accelerate, because they believe that the consequences 
o f  preventing, o r stopping, it would be worse. Governments rarely go so 
far as the colonial American revolutionaries, who required that creditors 
accept paper money at par under threat o f  physical punishment; not do 
they usually relish the process as much as the Russian revolutionary 
economist, Preobrazhensky, who described the printing press as “the 
machine-gun o f  the Commissariat o f  Finance which poured fire into the 
rear o f  tire bourgeois system.”1 But since the beginning o f  the welfare 
state and governmental management o f  their economies, they have 
generally preferred inflation to  depression.

One way to  understand governments’ choices is to  examine how they 
go about making decisions—in particular, to  describe the strategies o f 
cabinets, parties, quasi-autonomous agencies such as the Federal Reserve 
Board, and individual politicians, and to  try to  explain the coalitions that 
form and their outcomes. In this sort o f  analysis, interests and bargaining 
are at the center o f  attention. The other major way to  understand choices 
is to  focus not on the process o f  choosing, but on the incentives and 
constraints that face the choosers. Governments, like other social actors, 
look for opportunities in their environments, but they cannot achieve all

1- As quoted in Laurence Whitehead, “The Political Causes o f  Inflation,” Pebtiad Stmba, voL 27 
(December 1979), p. 572.
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they wish. Decisions have opportunity costs; trade-offs among objectives 
are required. Rarely do the preferences o f  governmental leaders coincide 
exacdy with what they decide to  do. Thus the analysis o f  governmental 
choices must always take into account the incentives for, and constraints 
on, their actions.

This distinction between explanations that focus on the process o f  
choice and those that emphasize the context o f  choice helps us to see the 
relationship between explanations o f  inflation that stress decisions by the 
monetary authorities and those that concentrate on constraints imposed 
by economy and society. No one doubts that inflation can always be 
explained by reference to decisions o f the monetary authorities, since 
sufliciendy restrictive monetary policies can control or even bring to  an 
end a rise in prices. Yet this begs the crucial question, which should be 
particularly evident to anyone trained in economic ways o f  thinking— 
that is, what are the opportunity costs o f  running an anti-inflationary 
monetary policy? How much production, and how much welfare, will be 
forgone? Recognizing the importance o f these trade-offs quickly leads 
both sophisticated monetarists and neo-Keynesians to  an analysis o f  
contemporary political economies: corporate and union power, adminis
tered prices, governmental intervention in the economy, and the attitudes, 
o r expectations, o f  individuals. The statement that ultimately the monetary 
authority chooses the rate o f inflation that it desires is meaningless apart 
from an understanding o f trade-offs between the value o f a stable price 
level and other values that may be competitive with price stability in the 
short o r long run.

A major impetus for inflationary policies comes from domestic society. 
Clearly, as this volume and much other work indicate, domestic policies, 
and failures to develop coherent policies, were major elements in the 
inflation o f the 1970s. Yet the incentives and constraints faced by a 
monetary authority are no t limited to  the society whose currency it seeks 
to  manage and protect. Actions o f other governments, transnational 
movements o f  capital, and the character o f  international institutions are 
also important. The position o f a given country in the world political 
economy—as reflected in its ties with others, its position in the international 
division o f labor, and the power resources at its disposal—will profoundly 
affect its environment for policy choice. So will the principles, rules, 
norms, and decisionmaking procedures that shape expectations about 
international economic relations—which are referred to here, as in the
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contemporary international relations literature, as “international regimes.”2 
The political organization or disorganization o f  the world economy affects 
the trade-offs that confront national monetary authorities and may 
therefore affect rates o f inflation.

This chapter seeks to show that an international political economy 
perspective, focusing on incentives and constraints affecting choice, can 
help to  account for the double-peaked pattern o f inflation observed in 
the 1970s, with high points in 1974—75 and 1979-80. For the countries 
o f the Oiganizadon for Economic Cooperation and Development (OECD) 
taken together, inflation in consumer prices rose from an average o f less 
than 4  percent between 1962 and 1972 to 13.6 percent in 1974, then 
fell to  8.6 percent in 1976 and dropped below 8 percent in 1978 before 
rising to  almost 13 percent in 1980. By 1983, however, this measure o f 
inflation had fallen sharply to  about 5 percent.3

The rise in inflation rates in the 1970s, although not uniform from 
country to country, was general. In each o f the twenty-four members o f 
the OECD as o f 1981, consumer prices rose more rapidly between 1971 
and 1980 than between 1961 and 1970, and in more than two-thirds o f 
them prices rose at more than double the earlier rate.4 It would be very 
surprising if  such a widespread change were merely the result o f  an 
unhappy combination o f domestic social changes and national policies. 
Systemwide patterns may be expected, at least in part, to have systemic 
causes. It is therefore worthwhile to see how much o f the average world 
rate o f  inflation can be accounted for on the basis o f  a systemic analysis. 
Analysts focusing on particular economies can then investigate reasons 
for the deviations o f individual countries from the overall pattern.

This chapter argues that changes taking place in the early 1970s in the 
international regimes for money and oil had a profound effect on 
subsequent global inflation. The collapse o f established rules was both 
effect and cause. Governments with the power to do so broke the old 
rules in both money and oil during the first few years o f the decade; but 
the resulting uncertainty and sauve qui peut mentality led governments

2. See Stephen D. Krasner, ed., International Regimes (Cornell University Press, 1983); Robert O. 
Kcohane, After Hegemony: Cooperation and Discord in the World Political Economy (Princeton University 
Press, 1984).

3. OECD Economic Outlook, nos. 20, 21, 25, 29, 34 (Paris: Organization for Economic Cooperation 
and Development, December 1976, July 1977, July 1979, July 1981, December 1983).

4. OECD Economic Outlook, no. 30 (December 1981), table 22, p. 47. Figures for consumer prices 
were calculated from the table for 1971-80. For figures on increases in consumer prices on a ycar-by- 
year basis between 1959 and 1976, see Organization for Economic Cooperation and Development, 
Towards Full Employment and Pria Stability (Paris: OECD, 1977) (hereafter McCracken Report).

 
 

 

 
 
 



to  seek national advantage in ways that directly o r indirectly led to  increases 
in price levels. Subsequent events can be interpreted in terms o f Albert 
Hirschman’s tug-of-war metaphor (chapter 3), in which inflation is 
considered to  be the direct outcome o f  conflicting demands for higher 
income shares. As this metaphor suggests, the politics o f  inflation revolve 
around distributional issues. So  do the politics o f  disinflation. Since 
inflation provided benefits to  some members o f  the international system 
during die 1970s, for some countries the cure was more painful than the 
disease.
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T h e  A ccom m odation  o f  Inflation before 1971

The prewar gold standard incorporated a set o f  anti-inflationary 
practices. Central banks, including privately owned banks that had 
semipublic status such as the Bank o f  England, tended to  raise interest 
rates, thus depressing prices and demand, when they faced outflows o f 
gold.5 When domestic inflation led to gold outflows, a tendency therefore 
existed for this process to  be halted, rather than to  feed on itself. This 
does not mean that the gold standard prevented inflation.6 But the gold 
standard did impose some constraints o n  die inflationary process.

A gold standard is incompatible with the modem welfare state. Under 
the gold standard states had to  give priority to  maintaining the value o f 
their currencies over domestic macroeconomic objectives. They thus had 
to  be willing to  force the costs o f  adjustment to  change o n »  their own 
populations in the form o f  deflation and unemployment; and they had to 
renounce the aspiration for control over domestic money supplies. With 
the onset o f  the ambitious, interventionist welfare state, such rigor became 
politically impossible.

Thus the development o f  the interventionist social welfare state fun
damentally changed the nature o f  liberalism at the international level. As 
John Ruggie has argued, the arrangements agreed to  at Bretton Woods

5. This reaction was not so automatic as orthodox opinion at the time indicated; see Arthur ]. 
Bloomfield, Monetary Polity muter the International Gold Standard: 1880-1914 {Federal Reserve Bank of 
New York, 19S9); Peter H, Linden, KcyCurrcnctaandGM, 1900-1913, Princeton Studies in International 
Finance, 24 (Princeton University, International Finance Section, 1969).

6. Indeed, Richard N. Cooper has shown d u t prices were not stable under the nineteenth-century 
gold standard, in part because the rate of growth in the stock o f  gold varied, and in part because the 
connection between the quantity o f  gold available and the quantity o f  money was not as close as is often 
assumed; "The Gold Standard: Historical Facts and Future Prospects,” Broekmgs Pofen an Economic 
Activity, 1:1982, pp. 13-19. (Hereafter BPEA.)
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in 1944 represented not a return to the old liberalism o f  die pre-1914 
gold standard, but the inauguration o f  a liberal international economic 
system “embedded” in the domestic social welfare state. Multilateralism 
and domestic stability were now conditioned by one another, reflecting 
the “shared legitimacy” o f  a set o f  social objectives on which there was a 
considerable measure o f  agreement.7

This change had consequences for the role o f  money within the 
economies o f  the major industrialized countries. As Fred Hirsch and Peter 
Oppenheimer have put it, “money . .  . became more o f  an instrument, 
less o f  an objective. The shock absorbers that had earlier been provided 
by the real economy were shifted to  some degree to  the financial economy. 
Money became m ote accommodative.”8 As money became more accom
modative, so did the international financial system, allowing “a potentially 
limitless degree o f  freedom for national monetary policies and national 
price levels,” but still providing “sufficient international credit support to 
reduce greatly the risk o f  precipitous collapse o f  currencies as the result 
o f  sudden pressures.”9

The permissiveness o f  international monetary arrangements clearly had 
political as well as technical economic sources. Once the myth that the 
gold standard was automatic and natural had been punctured, and the 
collapse o f  1931 had put an end to  the British attempt to  maintain the 
prewar value o f  the pound, “growth as a surrogate for redistribution” 
rather than sound money became die dom inant conservative idea.10 Even 
if  deflationary conservatives had been in power in all major capitalist 
countries after W orld War II, it is highly unlikely that they could have 
reached agreement on an effective supranational system to enforce disci
pline on reluctant national governments. The United States, fearing world 
inflation, attempted at Bretton Woods and thereafter to  put some control 
on expansion o f  international liquidity. N o intergovernmental organization 
was established, however, that had the independent power to  ensure 
this.11

7. John Gerud Ruggie, “ International Regimes, Transactions, and Change: Embedded Liberalism 
in the Postwar Economic Order," in Krasner, International Regimes, pp, 195-231.

8. “T he Trial o f  Managed Money; Currency, Credit and Prices 1920-1970," in Carlo M. Cipolla, 
ed.. The Fontana Economic History <f Europe, vol. S; The Twentieth Century (Harvester Press/Bames & 
NoWe, 1977), pt. 2, p, 60S.

9. “T he Ideological Underlay of Inflation," in Fred Hirsch and John H. Goldthorpe, eds.. The 
Political Economy o f Inflation (Harvard University Press, 1978), p. 266.

10. Charles S. Mater, T h e  Politics oflnflabon in the Twentieth Century," in Hirsch and Goldthorpe, 
Political Economy of Inflation, p. 70.

11. On U.S. policies during the 1940s and early 1950s, see Fred L. Block, The Origins o f International 
Economic Disorder: A  Study c f United States International Monetary Policy from World War II  to the Present 
(University o f  California Press, 1977), pp. 32-55.

 

 
 

 

 

 
 



Accommodative international arrangements can to  some extent be seen 
as reflecting the essence o f  world politics—lack o f  institutionalized power 
centers with control over governments. They can also be regarded, 
however, as reflecting an implicit choice. Fred Hirsch has commented:

Too weak to impose price stability on national economies, [international 
influences] have in effect served the second-best objective of the liberal community, 
of maintaining an open international economy at whatever inflation rate has to
be accepted to attain this___Critics who see these international monetary
arrangements as embodying a ratchet effect for world inflation are probably right. 
But the relevant question is whether a liberal international economy could have 
been purchased at any more acceptable price.

This international influence is essentially accommodative, opening the way to 
monetary accommodation domestically. It responds to the domestic tensions that 
produce inflation as the insurance against a still worse outcome.12

The inflation that was accommodated by the international financial 
system in the late 1960$ emanated largely from the United States. Between 
1965 and 1968 the Johnson administration tried to  finance the war in 
Vietnam without a tax increase, and monetary policy was expansive from 
the fourth quarter o f  1966 through 1968. The Nixon administration 
turned to  monetary expansion in 1970, maintaining the policy through 
the third quarter o f  1972, despite the consequences first for the Bretton 
Woods regime and then for the supposedly fixed exchange rates agreed 
on at the Smithsonian Institution in December 1971.13 Between 1967 
and 1972,the associated deficits in the U.S. balance o f  payments “increased 
the international monetary reserves o f  other countries and therewith their 
monetary bases without reducing the monetary base o f the United States,” 
and this “led to  a vast expansion in the aggregate o f  national money 
supplies.” Eighty-five percent o f  the increase in reserve money in West 
Germany, and all o f  it in Japan, resulted from inflows o f  foreign reserves.14

The accommodative tendencies o f  the international financial system o f 
embedded liberalism help to  explain the ease with which American 
inflationary pressures were transmitted abroad. Yet they do not entirely 
account for increases in the average rate o f world inflation, since under a

12. H ind i, “Ideological Underlay o f Inflation,” pp. 278-79.
13. Harold T. Shapiro, “ Inflation in die United States,” in Lawrence B. Krause and Walter S. 

Salant, Worldwide Inflation; Theory and Rittnt Experience (Brookings Institution, 1977), pp. 267-94, 
esp. pp. 278-82,

14. Note that an inflow of international reserves is not a neteaaty condition for an inflationary 
expansion of the domestic money supply. The increase in reserve money in Italy between 1967 and 1972 
came wholly from domestic sources. It should also be pointed out that other international channels for 
the transmission o f  inflation, apart from this monetary channel, exist. For a discussion, see Walter S. 
Salant, T h e  International Transmission of Inflation,” in Krause and Salant, Worldwide Inflation, pp. 
167-227; quotation on pp. 18S-86.
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fixed-rate regime such as that o f  Bretton Woods, the transmitter’s inflation 
rate may decline as the recipients’ inflation rates increase. T o understand 
international sources o f  inflation, beyond those facilitating transmission 
o f  price increases, it is necessary to  examine the effects o f  the collapse o f 
the Bretton Woods regime.

T h e  B reakdow n o f  Rules and  N ational M onetary  Expansion

Except for tactical maneuvers designed to  prolong the life o f  the Bretton 
Woods system without seriously constraining U.S. macroeconomic policy, 
American administrations during the 1960s and early 1970s, when faced 
with choices between pursuing more restrictive macroeconomic policies 
o r undermining the fixed-rate Bretton W oods regime, did not hesitate to 
do the latter.15 Indeed, the crucial defect o f  die Bretton Woods regime 
was its inability to  prevent the United States from creating fiat money in 
excess o f  the demand for it. The only significant restraints on the United 
States imposed by the Bretton Woods regime operated indirectly, through 
the ultimate threat chat inflationary American policies would lead to  loss 
o f  confidence, a disorderly collapse, and consequent weakening o f  the 
American alliance system and losses o f  U.S. prestige. Against the political 
and economic pressures created by die war in Vietnam, those constraints 
were not very effective. In the late 1960s and early 1970s, American mone
tary policy was inconsistent with the maintenance o f  die dollar’s value.

This inconsistency, and the American choice o f  inflationary domestic 
monetary autonomy over the maintenance o f  the Bretton Woods regime, 
became explicit on August 15, 1971. O n that date President Nixon 
announced that the United States would no  longer exchange gold for 
dollars at a fixed rate, and that it would also impose a temporary 10 
percent surcharge on imports.16 Subsequendy, a meeting o f  the major 
market-economy countries, at the Smithsonian Institution in December 
1971, agreed to  rcinstitutc pegged exchange rates on the basis o f  different 
parities, effectively devaluing the dollar.

15. Joanne Gowa, Closing the Geld Window: Demesne Politics and the End e f Bretton Woods (Cornell 
University Press, 1983), p. 50; see also John S. Odell, U S. International Monetary Polity: Markets, Power, 
and Ideas as Sounes o f Change (Princeton University Press, 1982). David P. Calico, The Imperious Economy 
(Harvard University Press, 1982), also emphasizes American domestic politics as a source o f inflation. I 
agree with much o f  this interpretation but believe that changes in international regimes, and the associated 
uncertainty, also played an important role in the process.

16. New Tort Times, August 16,1971. Gowa, Closriy the Gold Window, and Odell, U S. International 
Monetary Polity, both discuss, at length, the American decision to dose the gold window.

 
 
 
 
 

 



These events further reduced constraints on U.S. policy. N ot only was 
the United States no longer committed to  a fixed gold value o f the dollar; 
its policymakers were on record as desiring a greater devaluation o f the 
dollar than had been agreed to  by America's partners at the Smithsonian 
meeting. In this context, an argument for tight monetary policy “to defend 
the dollar” was unlikely to be even as persuasive in 1972 as it would have 
been a year or two earlier. The result was continued laxity o f monetary 
policy and a large American contribution to  increased world liquidity; 
the U.S. official settlements deficit for 1970-73 totaled over $50 billion. 
As they had during the last years o f the Bretton Woods regime, the 
enormous U.S. deficits “effectively removed balance-of-payments con
straints in other OECD countries, and facilitated a massive expansion o f 
money supplies,” contributing to inflation.17

The paths to monetary expansion differed from country to country. 
Some governments (the United Kingdom, Italy, and initially France) 
sought expansion; others (including Japan and the Netherlands) accepted 
it; and still others (especially West Germany) had monetary expansion 
thrust upon them through the effects o f  capital inflows. Great Britain was 
perhaps the most expansionist. The Conservative government o f Edward 
Heath felt released, finally, from the shackles o f  defending the pound, 
and able to  make a “dash toward growth.” When expansionary British 
monetary policy precipitated a sterling crisis in June 1972, Britain quickly 
unpegged the pound and let it depreciate. Although British and American 
actions were rather extreme, especially for countries previously seen as 
responsible leaders o f the system, other governments happily or unhappily 
followed suit. The conditions o f 1972 reduced incentives for tight 
monetary policies throughout the industrialized world.

The logic behind this breakdown o f incentives can be reconstructed as 
follows. Effective anti-inflationary policies on the part o f  any individual 
country would be likely to lead to  capital inflows and eventual currency 
appreciation, given the rapid increases in money supply taking place in 
the United States and elsewhere and the fragility o f pegged exchange 
rates after August 1971. Such appreciation would have the advantage o f 
countering inflation, but it would have been likely to  lead to  an exchange 
rate that was too high to  produce equilibrium on current account. Under 
floating exchange rates, one would expect this to  be corrected eventually 
by higher inflation rates elsewhere; but between 1971 and 1973 it was
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17. McCracken Report, p. 56.
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still expected that a new long-term arrangement for stable pegged rates 
would be negotiated, and that inflation would remain moderate. Under 
these conditions, it could be expected that countries exercising self
discipline could experience overvalued currencies for some time to come, 
since current exchange rates would be likely to form the basis for long
term rates. Thus as long as such a future agreement was regarded as likely 
(that is, until 1973 or 1974), uncertainty about future international 
monetary regimes may have created disincentives for internal discipline. 
For purposes o f controlling inflation, the international monetary arrange
ments between 1971 and 1973 combined the worst o f  both worlds, 
incorporating the defects o f  both fixed and floating rates without providing 
the benefits o f  either.

N ot only did these arrangements reduce incentives for restrictive 
policies; they actually made it more difficult for countries seeking to  limit 
inflation to  do so. Despite increasingly s tr ia  controls imposed by German 
monetary authorities, the Bundesbank had to  take in $4.5 billion worth 
o f  foreign currencies during June and July 1972 alone; and for the entire 
year, the German money supply grew by about 15 percent.18 As a result 
o f  the breakdown o f the Bretton Woods regime, “more expansionary 
action was taken than would otherwise have been the case and, especially, 
more o f  this action took the form o f  monetary expansion.”19

The monetary policies o f the seven major OECD countries between 
1965 and the end o f 1978 provide evidence on the inflation-proneness 
o f the Smithsonian arrangements. This period includes three subperiods, 
delineated according to the exchange rate regime: a period o f relatively 
stable exchange rates under the Bretton Woods regime (first quarter o f  
1965 through the second quarter o f  1971); a period o f  uncertainty, with 
the short-lived pegged rates established at the Smithsonian Institution in 
force throughout much o f the period and with substantial official inter
vention taking place (third quarter o f  1971 through the first quarter o f 
1973); and a third period o f  floating rates (second quarter o f  1973 
through the fourth quarter o f  1978), ending before the Iranian revolution 
and the oil price rises o f  early 1979. Table 4-1 indicates, for each period, 
the number o f quarters in which the seven governments engaged in 
monetary restraint as defined by the OECD.

18. Leland B. Yeager, International Monetary Relations: Theory, History, and Policy, 2d cd. (Harper 
and Row, 1976), pp. 514-15; McCracken Report, pp. 86-87.

19. McCracken Report, p. 56 (emphasis in original).
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Table 4-1. Monetary Restraint in Seven Countries, 1965-78

Country

Exchtmgc-ratc characteristic, by period

Pegged rate, 
1965:1-1971:2 

(26 quarters)

Weakly pegged ram, 
1971:3-1973:1 

(7 quarters)

Floating rates, 
1973:2-1978:4 

(23 quarters)

Number c f quarters o f restraint
Canada 2.0 0.0 13.5
France 8.0 2.5 7.0
Italy 5.0 0.0 6.0
Japan 7.0 0.5 8.0
United Kingdom 17.5 0.0 10.0
United States 7.0 2.0 10.5
West Germany 19.0 2.5 6.0

Percentage of quarters in restraint'
Seven countries 36.0 15.3 37.9

Sources: Calrubrort fawn Organization far Economic Cooperation and Development, Towardt Fail Empitymmt  tmd 
Pria Stubikty {Paris: OECD, 1977), chart 14B» pp 83-95; OECD Etwnamv Omtooi, no. 26 (December 1979), chart C, 
pp- 30-31.

a. Unweighted average.

It is readily apparent that the least restraint was exercised during the 
period between the middle o f  1971 and the spring o f  1973, the period 
o f  “Smithsonian uncertainty.” Restraint was much greater both under die 
pegged rates before August 1971 and the flexible-rate arrangements after 
March 1973.

This suggests that whether exchange rates are pegged o r allowed to 
fluctuate may not be the crucial issue. This inference is consistent with 
economic analysis, which lends little definitive support to  arguments that 
either pegged or flexible rates are inherently more inflationary than the 
alternative. Although theory suggests that countries will have greater 
freedom to choose their own rates o f  inflation under flexible rates, it 
provides little guidance on the question o f  whether flexible rates will 
increase the average world inflation rate. Corden and Salant both conclude 
that no general answer to  this question can be given, since to  reach a 
conclusion one would need additional information about national policies 
and how these would be altered by one exchange rate system or another.20

20. W. N. Cordon, Inflation, Exthatyt Rate, and tb t World E tm cm : Lecture on International 
Monetary Eamemies, 2d cd. (University o f  Chicago Press, 1977); Salant, “International Transmission of 
Inflation." A report by the OECD indicates that the great tariabütty in inflation rates among OECD 
countries alter the oil price increases o f  1973-74 was related to flexible exchange rates, since differences 
in national economic policies led to appreciation of some countries’ exchange rates (reducing inflation
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In other words, to  understand how an international monetary regime 
affects inflation, one needs to  examine its effects on the incentives facing 
governments.

Pegged exchange rates create a long-term constraint on inflationary 
policies if  equilibrium in a country’s external accounts is to  be maintained 
without devaluation, provided that other major countries avoid excessive 
monetary expansion. Yet this constraint did not operate effectively in the 
late 1960s and early 1970s, precisely because inflation rates increased for 
almost all major OECD countries. In the short run, furthermore, pegged 
exchange rates may increase incentives to  manipulate the economy in an 
inflationary way for political purposes, since the effects will not immediately 
be apparent in a depreciating currency.21 Yet neither are flexible rates 
sufficient to  bring inflation under control. The key issue from the 
perspective o f  monetary theory—and political economy—is not pegged 
versus flexible exchange rates per se, but rather how international arrange
ments, and changes in them, affect rates o f  national money supply growth 
in the major economies.22 In the early 1970s it was the lack o f  any 
coherent regime, and the effects o f  a sudden breakdown o f  die Bretton 
Woods regime, rather than the existence o f  one regime or another, that 
fostered inflation. As long as the behavior o f  the major countries had 
been generally consistent with the rules o f  the Bretton Woods regime, 
these rules had affected expectations and helped governments to  adjust 
their behavior to  what others were likely to  do. Their collapse brought 
about a significant change. Governments were not compelled to  pursue 
inflationary policies, but some incentives not to  do so had now been 
removed, and some incentives to  do so may have been created.

rires as a result o f  decreases in import prices) and the depreciation o f  the currencies of others (increasing 
inflation rates as import prices rose). This study does not argue, however, that flexible exchange rates 
affected the world inflation rate. See “Internationa] Aspects o f  Inflation," in OECD Econome Outlook; 
Occasional Studies (Paris: OECD, June 1982), pp. 5-27.

21. Thomas D. Willett and John Mullen, T h e  Effects o f Alternative International Monetary Systems 
on Macroeconomic Discipline and Inflationary Biases," in Raymond E. Lombra and Willard E. Witte, 
cds., Political Economy o f International and Domestic Monetary Relations (Iowa State University Press, 
1982), pp. 143-56.

22. Ralph C. Bryant, Money and Monetary Policy in Interdependent Nattons (Brookings Institution, 
1980), holds that differences among macroeconomic conditions in different countries can only exist 
under variable exchange rates (p. 441). Nevertheless, it is also his view that the “fixed versus Acxiblc" 
exchange rate debate is misspedfied, since genuinely fixed rates are impossible among heterogeneous 
countries governed separately, and since even flexible exchange rates cannot thoroughly insulate an 
economy from the macroeconomic policies o f  others (pp. 441, 500).
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The Collapse o f the Old Oil Regime and Inflation

Before the 1970s, the world oil regime was dominated by the 
governments o f the United States and Great Britain, along with the seven 
major international oil companies, all o f  which were American, British, 
o r Anglo-Dutch. This regime was always informal and never fully accepted 
by exporting countries; it helped its leading participants to  cooperate, but 
it was not particularly popular outside that charmed circle. Under the 
existing arrangements, oil companies were able to set prices on the basis 
o f  what the oligopolisdcally influenced market would bear, subject to  the 
sharing o f  revenues on a roughly fifty-fifty basis with producing countries. 
Oligopolistic controls kept prices well above marginal cost; but a ceiling 
was placed on potential profits by the ability o f new entrants (often 
domestic private oil firms, sometimes state firms) to explore for, and sell, 
oil at home or abroad. In current dollars, the price o f oil fell from about 
$3.00 per barrel shortly after the war to $1.80 during the 1950s and 
1960s. Even after the price rises o f  1971, the nominal price o f oil was 
only back to its early postwar level. Since manufactured exports from the 
advanced industrialized countries were subject to  inflation (albeit moderate 
compared to  the 1970s), the real cost o f  oil fell between 1950 and 1971.23

Between 1970 and the end o f 1973, this regime collapsed. Governments 
o f  the oil-exporting countries, banded together in the Organization o f 
Oil Exporting Countries (OPEC), negotiated a substantial price rise in 
1971, and then imposed a fourfold increase after the Yom Kippur War 
o f  October 1973. Oil companies based in the OECD area aggravated 
these price rises by bidding against one another for available supplies. 
Furthermore, there was no effective intergovernmental policy coordina
tion—indeed, there was a competitive scramble for oil supplies—among 
the governments o f  the advanced industrialized countries. Uncertainty 
about the future led to  a massive problem o f  collective action, in which 
each buyer o f oil, in seeking to  protect itself, worsened the situation for 
all buyers collectively.24

When the old oil regime collapsed, it was not replaced by a new set 
o f  generally accepted rules. The advanced industrialized countries created

23. Hanns Maull, Europe and World Energy (London: Butterworth, 1980), pp. 207-11.
24. Louis Turner, Oil Companies in the International System (London: Allen and Unwin for Royal 

Institute o f  International Affairs, 1978); Kcohane, After Hegemony, chap. 9.
 



90 Robert O. Keohane

the International Energy Agency (IEA), largely as an insurance regime, 
designed to  p ro tea  each o f  them against embargoes targeted on individual 
countries, as well as to  help them collaborate in reducing their long-term 
demand for oil. But by the mid-1970s the limit o f  oil prices was set much 
less by the IEA’s activity than by the actions o f  producing governments 
and by market forces. Producers charged what the traffic would bear.

After a period o f  relatively stable nominal oil prices, implying a decline 
in real prices (allowing for inflation), prices more than doubled in 1979, 
under the impact o f  the Iranian revolution and associated reductions in 
Iranian production. As in 1973—74, a competitive scramble for supplies 
aggravated the situation; indeed, production for 1979 as a whole actually 
increased, while consumption remained steady. Market panic meant that 
in that year, “the industrialised countries o f  the O EC D  inflicted on 
themselves one o f  the most disastrous events in their economic h is to ry .^

These oil price increases were not the result o f  the inherent strength 
o f  OPEC. O n the contrary, OPEC was weak. Its members were unable, 
during the 1970s, to  devise a system o f  production controls, nor could 
they exercise the collective restraint in tight markets characteristic o f 
oligopolies with long-term time horizons and concern for their relation
ships with customers. Both in 1973-74 and 1979-80 OPEC’s price rises 
followed rather than preceded increases on the spot market. Wars and 
revolutions led to  price increases by creating expeaations o f  shortages, 
even when (as in 1979) no real production shortfalls ever materialized. 
As in the monetary area, a major effect o f  the collapse o f  an existing 
regime was a dramatic increase in uncertainty. This led to  uncoordinated 
actions by individual countries designed to  p ro tea  themselves but which 
instead compounded the effea o f  worsening the situation for the group 
as a whole. In its attempts to  combat this uncertainty, the IEA had mixed 
results. I t was quite ineffective during the oil crisis o f  1979 but may well 
have made a positive contribution to  avoidance o f  a new round o f  price 
rises during the period after the outbreak o f  the Iran-Iraq war in the fill 
o f  1980.25 26

In the long term the price o f  oil after the collapse o f  the old regime 
was limited by the effects o f  market forces, particularly oil discoveries 
outside o f  OPEC, by the price elasticity o f  demand for oil (which proved

25. Daniel Badger and Robert Bdgravc, Oil Supply and Pria: What Went Right m  19S0> Energy 
Paper no. 2 (London: Policy Studies Institute and Royal Institute o f  International Affairs, 1982), p. 95.

26. Keohane, After Hegemeny, chap. 10.

 



surprisingly great), and by the effects o f  the world depression or recession 
o f  1980-83, which was aggravated by higher oil prices. The fall in oil 
prices in 1982-83 reflected real market constraints on the producers. In 
the absence o f  a coherent overall regime, market constraints were the best 
guarantees available to  consuming countries that oil prices would not 
continue to escalate.

Clearly, the collapse o f the oil regime affected oil prices. And at least 
in the short run, increases in oil prices spurred inflation. The McCracken 
Report estimates that the quadrupling o f oil prices after October 1973 
increased the overall price level by 2 percent, and that resulting price 
increases for domestically produced energy had effects o f almost the same 
magnitude. Using an aggregate model o f the U.S. economy, M ork and 
Hall find that the first oil shock led to an increase in the U.S. price level, 
in 1974 and 1975, o f  about 6 percent; five other models also find price 
effects, although estimates o f magnitude vary widely. The 1979-80 oil 
price increases were smaller in percentage terms—crude oil prices rose by 
about 170 percent between 1978 and the beginning o f  1981—but larger 
in current dollars than those o f 1973-74. The OECD estimated in 1979 
that the direct effects on its members’ price levels o f  the 1979-80 oil 
shock would reach almost 2 percent by the end o f 1980, and that the 
total effect, including indirect impact, would be on the order o f  3 
percent.27

These estimates, o f  course, beg the question o f how monetary policy 
would react to  increased oil prices. Monetarists would expect that if the 
long-term growth rate o f monetary aggregates were not affected, the 
inflation rate would return to  the level determined by this rate o f  monetary 
growth. And if the oil shock should prom pt decisions to reduce monetary 
growth, its ultimate effect on prices could even be deflationary. Indeed, 
after the initial shock o f the 1979-80 oil price increases, effects on output 
were more severe than effects on prices, since the major countries imposed 
tight monetary policies to prevent runaway inflation. The International 
Energy Agency estimates the combined loss o f output at about 5 percent 
o f gross domestic product (GDP) in 1980 and nearly 8 percent in 1981
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27. See McCracken Report, p. 67; Knut Anton Mork and Robert £. Hall, “Energy Prices, Inflation 
and Recession, 1974-1975,** Working Paper 369 (Cambridge, Mass.: National Bureau of Economic 
Research, 1979); OECD, International Energy Agency (IEA), World Energy Outlook (Paris: OECD, 
1982), p. 64; OECD Economic Outlook, no. 26 (December 1979), pp. 41—45. Barry P. Bosworth and 
Robert Z. Lawrence, Commodity Prices and the New Inflation (Brookings Institution, 1982), p. 45, 
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for a total o f  over one trillion current dollars.28 But regardless o f  long- 
run effects, which depend heavily on monetary policy, oil price increases 
have clear effects on the price level in the short run. Thus the collapse o f 
the old oil regime helps to account for the double-peaked pattern o f 
1970s inflation.

Shifts in  Pow er, R egim e C hange, and  Inflation

Clearly, the collapses o f  the postwar international regimes for money 
and oil were associated with the increased rates o f  world inflation 
experienced in the 1970s. But it is not so clear that regime change played 
a genuinely causal role. Inflation could have had deeper political sources, 
o f  which the transformations o f  international regimes were merely 
reflections, or symptoms. From the standpoint o f  Realist international 
relations theory, indeed, it would be expected that shifts in regimes as 
significant as those o f the early 1970s had their roots in fundamental 
changes in the distribution o f world power. Furthermore, since the 
regimes that collapsed were regimes that the United States had established, 
a plausible hypothesis would be that their demise was produced by a 
decline o f  American power. The Realist perspective thus leads to  the 
question o f whether there is a causal link between the erosion o f American 
hegemony and inflation, mediated by the decline o f old international 
regimes.

Since power is such an ambiguous word, it is necessary at the outset to  
specify what is meant by it, and to indicate the sort o f  power analysis 
being assessed. Essentially, the conception is that “power resources,” 
which some actors possess, can be used to induce others to  do what they 
would otherwise not do because o f what they perceive as the contingent 
actions o f  the powerholders. Thus an analysis o f  the 1970s inflation that 
focuses on the “decline o f American power” rests on the assertion that 
policies o f at least some governments were affected, directly or indirectly, 
by power relationships in which both they and the United States were 
involved, and that, on balance, reduction o f  the constraints imposed by 
these relationships contributed to  inflation.29

28. IEA, World Energy Outlook, p. 64.
29. See Keohane, After Hegemony, chaps. 2, 3 . 1 reached a more positive judgment on the utility o f 

power models for the explanation o f world inflation in an earlier version o f this chapter; see Robert O. 
Keohane, “Inflation and the Decline o f American Power,** in Lombra and Witte, Political Economy, pp. 
7-24.
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Changes in the Oil Regime and the Decline o f American Power

Until the late 1960s, a surplus in the balance between U.S. capacity 
to  produce oil and American consumption gave the United States the 
ability to  affect the price o f oil, as well as to provide oil supplies to  its 
allies in supply disruptions such as took place in 1956-57. In 1967, after 
the June War, Saudi Arabia threatened an oil embargo against the West, 
but found that its warnings were disregarded by the United States and 
its allies. The excess domestic oil production capacity o f the United States 
was greater than the volume o f its imports, so on a net basis the United 
States was more than self-sufficient in petroleum. Before each crisis, 
production capacity comparable to  about 25 percent o f U.S. consumption 
was not being used, while in 1956-57 the United States imported only 
11 percent o f  its consumption and in 1967 only 19 percent. By 1973, 
however, U.S. excess capacity was down to 10 percent o f  its oil con
sumption, but imports amounted to over 35 percent, a substantial 
proportion o f which came from the Middle East. Thus the United States 
had a net deficit equal to  about 25 percent o f  consumption. Furthermore, 
between 1956 and 1973 proved reserves o f  domestic oil grew only slowly 
in absolute terms and fell in relative terms from 18.2 percent to  6.4 
percent o f  total world reserves.30 In the earlier crises the United States 
could (from the perspective o f the oil-consuming countries) be “part o f 
the solution”; by 1973, it was “part o f  the problem.” Its fundamental 
petroleum resource base had been greatly weakened.

During the same period, U.S. political and military dominance in the 
Middle East had also eroded, under the dual challenges o f Arab nationalism 
and increased Soviet involvement. In the 1950s the United States, along 
with Britain, had a virtual monopoly o f great power influence in the area. 
The United States had been able in 1953 to engineer the overthrow o f  a 
nationalistic Iranian premier and to  reinstall the shah on his throne. 
American and British influence was predominant in Baghdad, Cairo, and 
Damascus. In 1973, although the shah was still in power, he had become 
more assertive; and Iraq, Egypt, and Syria were all closely linked to  the 
Soviet Union.

O ther developments also strengthened the hands o f  the oil producers. 
Large increases in demand for petroleum during the early 1970s tightened

30. Keohane, After Hegemony, chap. 8; Joel Darmstadter and Hans H. Landsbcrg, "The Economic 
Background,” Daedalus, Special Issue, vol. 104 (Fall 1975), pp. 30-32.
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the oil market, putting producers in a better position. Furthermore, the 
relationships between producing country governments and the oil com
panies had changed. In the 1950$, a small num ber o f  multinational oil 
firms, mostly based in the United States, had controlled oil production 
worldwide. These firms had complex cooperative arrangements with each 
other and collectively dominated relations with the governments o f  oil
exporting countries, particularly in the Middle East. They possessed 
greater financial resources, more technological knowledge, and greater 
sophistication about the complexities o f  the industry than die host 
governments; furthermore, in extreme situations they could call on the 
economic or even the military power o f  the United States and Britain. 
The interests o f  U.S. corporate and governmental officials were usually 
complementary—“both were interested in seeing plentiful and secure 
supplies o f  oil flowing within the non-communist world and both preferred 
to  deal with stable, pro-Western governments.”31 32

As die structure o f  power in petroleum changed, so did the interests 
and inclinations o f  the companies. Aramco, for instance, was highly 
responsive to  the demands made on it by Saudi Arabia during the 1973
74 embargo. Even before the embargo, Morris Adelman had described 
the companies as “tax-collecting agents” o f  OPEC; Anthony Sampson 
later asserted that they were “closer in their interests to  the producing 
countries than to  the Western consumers” ; and Louis Turner declared in 
1978 that “there now is a community o f  interests between companies 
and host producer governments which did not exist before the 1970s,” 
although he warned against exaggerating this harmony,33 For the United 
States and its allies, weakness bred weakness; die shift in companies* 
interests itself contributed to  an erosion o f  the Western governments’ 
positions.

The decline in American power resources was a necessary condition 
for the drastic nature o f  oil price increases. W ithout this erosion o f  U.S. 
strength, the Yom Kippur War and the Iranian revolution could no t have 
led to  such vast shifts in relative prices. Admittedly, the United States 
was not skillful in its bargaining with OPEC states, o r in coordinating 
with its own allies, at the Teheran meetings in February 1971.33 The

31. Turner, Oil Campania, p. 109.
32. Ibid., p. 139, quoting testimony o f  Anthony Sampson before the U.S. Senate Antitrust 

Committee, and p. 147. M. A. Adelman, “Is the Oil Shortage Real’ Oil Companies as OPEC T ai 
Collectors," Ftnryn Polity, no. 9  (Winter 1972-73), p. 69.

33. G. Henry M. Schuler, *The International o i l  Negotiations," in I. William Zartman, The 50% 
Solution (Anchor Books, 1976); Multinational Corporations and U nktd Stout Forryn Polity, Hearings

 
 

 



subsequent decline in the value o f the dollar, in which the prices agreed 
on at Teheran were denominated, gave oil-producing governments an 
additional incentive to renegotiate the Teheran Agreement, since dollar 
devaluation reduced the real value o f their earnings and sharply reduced 
their share o f  overall profits.34 And the Yom Kippur War made Arab 
members o f OPEC more willing to  assume the risks o f an embargo. 
Nevertheless, had these events taken place in the context o f  American 
strength, their impact would have been much less important. After all, 
OPEC was only a pale shadow o f a true cartel; it was weakly institution
alized and until 1982 had no agreed-upon scheme for prorationing 
production cutbacks. The oil crisis was not forced on the West by external 
forces or historical accidents. O n the contrary, it was largely the result o f  
changes in international political structure, to  which American policy 
failures contributed.

Yet the shift in power was not a complete reversal; it did not make 
Saudi Arabia, or OPEC collectively, into a hegemonic power. The oil 
market imposed constraints on producer ability to  set prices, or to  establish 
rules to which the major company or consumer governments had to 
conform. This became evident in 1982—83, when oil prices fell by about 
15 percent in response to  an oil glut brought about by the combination 
o f increased non-OPEC production and decreased demand, resulting both 
from the direct effects o f  oil price increases and the impact o f  the world 
depression. The continued escalation o f inflation, which many people 
during the 1970s had feared, was limited by the restricted power o f  the 
producers and their would-be cartel.
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Changes in U S. Power and the Collapse o f Bretton Woods

A bold and sweeping Realist argument could hold that the dramatic 
changes in the rules o f the international monetary regime that took place 
in 1971, like the changes in the oil regime, can be explained by a decline 
in American power. But this contention would be at best misleading. In 
1971 the United States was still by far the most important o f  the advanced 
capitalist countries. It had a vasdy larger economy than any o f its partners. 
It had much greater political and military resources than its allies. And it 
was ultimately able to  use this power to  change the rules o f the international

before the Subcommittee on Multinational Corporations o f the Senate Committee on Foreign Relations, 
93 Cong. 2 sess. (U.S. Government Printing Office, 1974), pt. 5.

34. Edith Penrose, “The Development o f Crisis,” Daedalus, vol. 104 (Fall 1975), pp. 39-57.
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monetary game to its advantage.35 By 1981 the United States had managed 
to  regain greater autonomy o f  policy under flexible exchange rates, without 
sacrificing the central role o f  the dollar in the system or the value o f the 
dollar relative to other currencies. By 1983 the dollar’s effective exchange 
rate was higher than it had been before the fateful year 1971 began. The 
dollar also retained its position as the major world currency for lending 
and settlement o f transactions.

Despite its great sources o f  long-run, underlying strength, however, 
by 1971 the United States faced problems o f influence in the international 
monetary regime. It was no longer easy or convenient for the American 
government (given the fiscal and monetary policies that it sought to 
pursue) to  maintain the value o f  the dollar in terms either o f gold or o f  
major foreign currencies. Confidence in the dollar, which had been 
extraordinarily high earlier, was eroding as the result o f  highly publicized 
balance-of-payments deficits, whether measured in terms o f gross liquidity 
or the “basic balance.”36 The situation had temporarily improved from 
the American standpoint in 1968, when the requirement that the United 
States redeem gold held by private citizens had been formally deleted and 
an implicit understanding apparently reached among central banks that 
gold redemptions would henceforward be minimal. Europeans recognized 
“that to  press for large conversions would provoke dispute and possibly 
the end o f  convertibility.”37 Nevertheless, even though the American 
current account had been in surplus each year between 1960 and 1967, 
and was in surplus again in the recession year o f 1970, the underlying 
trends showed deterioration.

If  the United States had continued to  uphold the Bretton Woods 
regime, it would have had to  sacrifice some o f the autonomy that it 
cherished. To maintain the value o f  the dollar, it would have had to adopt 
policies in which holders o f dollars would have confidence. Otherwise, 
large shifts o f  funds into other currencies would take place, risking a 
disorderly collapse o f exchange rate parities. This meant that as long as 
the United States was committed to  maintaining the Bretton Woods 
regime, it would be susceptible to  pressure by foreign governments and 
central banks, as well as private investors, holding large amounts o f the 
American currency. From a political point o f  view, by the late 1960s, the

35. See Susan Strange, “Still an Extraordinary Power: America's Role in a Global Monetary System,” 
in Lombra and Witte, Political Economy, pp. 73-93.

36. Block, Orytns of International Economic Disorder.
37. Odell, US. International Monetary Policy, pp. 199-208, 177.

 



Bretton Woods regime had become a liability for the United States. As 
Robert Solomon expressed it, speaking as a former American official, “the 
growing economic and political strength o f  Europe and Japan made the 
Bretton Woods system obsolete.”38

Thus the United States, precisely because it remained strong in 
underlying power resources, had compelling political incentives to  force 
major changes in the rules. Only by breaking the rules could the United 
States maintain the freedom o f  action that it demanded. The breakdown 
o f  the Bretton Woods regime was not, therefore, a simple result o f  a 
decline in American power. I t was, however, affected by the dual power 
position o f  the United States—the discrepancy between the sensitivity o f 
the United States to  the pressures o f  others within the regime and its 
stronger underlying position.
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Conclusion: American Power, Policy, and Inflation

The collapse o f  the international regimes for oil and money in the early 
1970s contributed to  inflation by creating uncertainty and reducing 
incentives for noninflationary behavior by governments. In oil, the collapse 
o f  the regime was closely linked to  a decline in American power; but in 
the monetary area, this was not die case. The collapse o f  both regimes, 
and the decline in American oil power, can be traced in considerable 
measure to  American policy.

The erosion o f  American oil resources was largely a result o f  previous 
American actions. During the 1950s and 1960s U.S. oil policy was one 
o f  “draining America first,” through the use first o f  voluntary restrictions, 
then mandatory oil import quotas. This policy, sought by domestic oil 
and coal interests, was followed despite the prescient forebodings o f  State 
Department officials, who had tried in 1945 to  use a proposed Anglo- 
American oil agreement to  increase imports o f  eastern hemisphere petro
leum, thus reducing in relative terms the rate o f  exploitation in the new 
world.39

38. The International Monetary System, 194S-1976: A n  batter's View (Harper and Row, 1977),
p, 212.

39. Internal memorandum o f John A  Loftus, acting chief, Oil Division, U.S. State Department, 
May 31,1945 (National Archives of the United States, decimal file 1945-1949, box 5849, file 841.6363/ 
5-3145). Loftus acknowledged that increasing eastern hemisphere production relative to that in the 
western hemisphere “is an objective which probably cannot be stated in precise or quantitative teems 
without provoking acute internal political controversy here.” Loftus and other State Department officials 
went to great pains to conceal that this was a principal purpose of the proposed Anglo-American oil 
agreement, which later died in the U.S. Semite. See Kcohane, After Hegemony, chap. 8.
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Erratic American monetary policy was also costly for another valuable, 
but in this case intangible, political resource—the confidence o f other 
governments in U.S. policy. Although the U.S. current account was 
almost exacdy balanced for the decade as a whole, the pattern varied 
greatly from year to  year. In the two years before each sharp rise in oil 
prices (1971-72 and 1977-78), the United States ran deficits o f over $7 
billion and $27 billion, respectively.40 These were periods during which 
American fiscal and monetary policies lost the confidence o f  dollar-holders 
abroad as well as at home. Willingness to  rely on the United States was 
reduced and respect for American policy declined. During the 1950s the 
United States had invested in power resources—building its alliances and 
supporting international organizations. The United States had acquired 
great prestige in the process, at the expense o f some tangible costs. During 
the Johnson administration and in the two inflationary episodes o f  the 
1970s, under Presidents Nixon and Carter, the pattern was reversed; the 
United States sought to  avoid having to  bear the costs o f  change, at the 
expense o f its long-term economic and political position.

United States policy failures thus bear a substantial share o f  the blame 
for world inflation. American policies increased inflation direcdy by 
increasing U.S. monetary growth and encouraging American consumption 
o f  oil, and they did so indirecdy, at least in oil, by weakening the ability 
o f  the United States to prevent or combat inflationary actions by others. 
The gradual decline o f  relative American economic resources as a result 
o f  European and Japanese growth might well have made it more difficult 
to  maintain a stable world monetary system in any event. But farsighted 
U.S. policies would surely have made the problem less severe and more 
manageable. The decontrol o f  oil prices in the Carter and Reagan 
administrations, and the move toward tight monetary policy, begun in 
the last third o f  the Carter administration, helped to  correct the inflationary 
excesses o f  previous years, although the consequences for production, 
employment, and the world financial system were severe.

T h e  In ternational T ug-of-W ar

Albert O. Hirschman argues in chapter 3 that inflation often results 
from a tug-of-war among actors who can determine the prices for their

40. OECD, Main Economic Indicators: Historical Statistics, 1960-1979 (Paris: OECD, 1980), p. 86; 
Bank for International Settlements, Fifty-Second Annual Report, 1st April 1981-31st March 1982 (Basel: 
BIS, 1982), p. 93.

 
 



own products more effectively than they can influence the prices they pay 
for the products o f  others. Each actor would prefer stable prices, provided 
that he could assure himself o f  his desired share o f the social product 
under such conditions; but since he has insufficient means to  accomplish 
this, he seeks to  demand more (in nominal terms) in the hope o f gaining, 
o r at least not losing, in real terms. In this model, inflation is explained 
in terms o f  social conflict between groups each aspiring to a greater share 
o f  the social product, and by the absence o f  an effective government that 
can authoritatively allocate shares o f  that social product.

This tug-of-war model seems applicable to  international economic 
relations, which take place without the benefit o f  effective, overarching 
governmental rules and enforcement procedures. Indeed, as a dominant 
power declines in strength, more frequent and more consequential tugs- 
of-war between it and others seem likely. It is therefore worthwhile to 
use Hirschman’s tug-of-war metaphor as an interpretive device to  help 
understand worldwide inflation. The emphasis o f  this account, which is 
meant to be suggestive and even speculative, is on patterns o f interaction 
between OPEC and the major oil-consuming countries.

Hirschman argues that “the bigger its preference for present over future 
income, the more will a group be prone to  engage in inflationary actions.” 
Such groups must, however, be willing to  take risks. The “high price 
hawks” o f  OPEC—such as Algeria, Iran, Iraq, Libya, and Venezuela— 
were not poor (which might have led diem to  be risk-averse), but their 
ambitions, relatively small oil reserves, and ability to rely on Saudi Arabia 
disproportionately to  absorb production cutbacks gave them a preference 
for present over future income. They sought quick development and 
engaged in inflationary behavior, as Hirschman’s proposition suggests 
that they should.

Even more suggestive for an interpretation o f the OPEC-IEA relation
ship is Hirschman’s view that “inflation is a means o f  effectuating a 
temporary transfer. Partial, complete, or even overcomplete cancellation 
o f  that transfer can take place, first o f  all, through subsequent turns in 
the inflationary spiral, especially when other groups use their retaliatory 
power and do some grabbing (or escaping) o f  their own.”

Clearly the oil price rises o f  1973-74 and 1979 effected a transfer to  
the OPEC countries. More interestingly, the 1973-74 price rise created 
incentives for the advanced industrialized countries, particularly the United 
States, not to take decisive action against inflation, since a decline in the 
value o f the dollar allowed them, in Hirschman’s words, “to  do some
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grabbing (or escaping) o f their own.” The OPEC countries were unwilling 
to  reduce the nominal price o f oil, but the real price o f  oil could be 
reduced both by increases in the prices o f goods sold to  OPEC countries 
and by declines in the value o f the dollar, in which oil prices are 
denominated. American policy during 1977-78 was in a sense the converse 
o f O PE C s policy during 1973-74. The oil producers had increased the 
price o f oil by supplying less o f it than would have been desired at the 
previous price. The United States reduced the price o f  the currency that 
it “produced” (dollars) by supplying more o f  it. In both cases the results 
were inflationary.

I t seems unlikely that U.S. policymakers deliberately stimulated inflation 
in order to  reduce the real price o f  oil. Nevertheless, the reduction o f real 
oil prices produced by inflation and dollar depreciation provided incentives 
to  Western governments, and particularly to  the United States, not to 
deal too severely with inflation, especially when policymakers5 own 
preferences, as in 1977, emphasized growth over control o f  inflation. As 
long as Saudi Arabia was willing to  tolerate declines in the real price o f 
oil as a result o f  dollar depreciation, and as long as the American 
government was willing to  tolerate a relatively rapid fall in the real value 
o f the dollar, inflation functioned as a device that helped to  avoid overt 
conflict over the level o f  oil prices.

Yet no good thing can last forever—even inflation. By 1978 a number 
o f  constituencies that had tolerated inflation as preferable to  other 
alternatives were becoming restless. This was certainly true in the United 
States, but it was notably the case for two sets o f  foreign actors as well. 
By early 1978 the Saudis were apparendy becoming concerned about 
continued dollar depreciation. King Khalid reportedly wrote to  President 
Carter stating that Saudi Arabia might not be willing to resist efforts 
within OPEC to raise the dollar price o f oil if the dollar continued to 
depreciate.41 Since the United States required implicit Saudi cooperation 
to  reduce real oil prices through inflation, King Khalid’s dismay about 
the decline o f the dollar threatened the continued validity o f an inflationary 
strategy.42

As the Saudis became nervous about American policy, so did the 
Europeans and Japanese. By late 1977 the German government in 
particular had become openly critical o f  American policy. West Germany’s

41. “The Dollar: Export or Appreciate,” Economist (London) (April 1, 1978), pp. 24-26; New York 
Times, January 5, 1978.

42. Robert E. Hall suggested several o f  the points made in the preceding three paragraphs.

 



chief delegate to an OECD meeting in November said that the American 
“locomotive theory,” by which the major economies were to  pull the 
others out o f  recession, was “naive.” Chancellor Schmidt warned that 
prosperity could not be restored by printing money but required thrift 
and hard work. Although the Japanese were characteristically more reticent 
in their public comments, they also resisted American pressure.43 This 
pressure from abroad may have contributed to an emerging U.S. resolve 
to  tighten monetary policy, although it is unlikely, in view o f American 
displays o f  autonomy before and after, to  have been decisive by itself. At 
any rate, the Federal Reserve Board took restrictive measures in the fall 
o f  1978 and embarked on decisive action in the fall o f  1979, after the 
second oil shock. Unlike the oil tug-of-war, the monetary disputes among 
the advanced industrialized countries did not lead to  increased rates o f 
price increase, but eventually may have reinforced American determination 
to do something about inflation.
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The Aftermath of Inflation

Although inflation is often painful, it also has advantages, which 
become most evident when the rate o f price increase falls sharply. 
International inflation, when accompanied by the depreciation o f the 
dollar in 1977-78, cushioned the effects o f  the post-1973 oil price 
increases for European economies. Conversely, when the dollar appreciated 
in 1981-82, oil prices in many European currencies rose although dollar- 
denominated prices o f oil were stable or even fell somewhat. Perhaps 
more important for the world financial system, inflation in its early years 
reduced the real cost to  the less developed countries o f servicing their 
debt to  foreign bondholders and banks. By contrast, the tight monetary 
policies used to  bring inflation down led to  sharply increased debt service 
costs during a period o f economic recession in the markets o f  the advanced 
industrial countries and helped to precipitate the series o f  debt crises and 
renegotiations that began in the summer o f  1982.

The effects o f  the first few years o f rapid inflation on real interest rates 
clearly benefited the less developed countries. According to  Peter B.

43. Robert O. Kcohane, “U.S. Foreign Economic Policy toward Other Advanced Capitalist States: 
The Struggle to Make Others Adjust,” in Kenneth A. Oye, Donald Rothchild, and Robert J. Lieber, 
cds., Eagle Entangled: U.S. Foreign Policy m a Complex World (Longman, 1979), p. 104. For a thorough 
recent account, see Robert D. Putnam and Nicholas Bayne, Hanging Together: The Seven-Power Summits 
(Harvard University Press, 1984).

 
 
 
 



102 Robert O. Keohane

Kcncn’s calculations, interest rates on total disbursed debt as o f 1973 
were about 5.44 percent for higher-income less developed countries, 4.18 
percent for middle-income countries, and 2.55 percent for countries at 
the low end o f the income scale.44 For the decade before 1973 these 
nominal interest rates would have led to  real interest rates o f about 3 -4  
percent for most non-oil-producing less developed countries, since the 
prices o f their exports were increasing at only about 1.5 percent per year. 
But between 1972 and 1976 their export prices increased at an average 
annual rate o f  17 percent.45 Since most loans at that time were at fixed 
interest rates, long-term loans outstanding in 1972 carried substantial 
negative real interest rates through the end o f 1976. The borrowing 
process therefore involved large real income transfers from the industrial
ized countries to less developed countries.

Unfortunately for the less developed countries and other borrowers, 
lenders eventually adjusted their expectations to  ongoing inflation. Real 
interest rates on bonds, which were negative in 1975, subsequently turned 
positive, although they briefly became negative again in 1980 before 
rising sharply in 1981.46 By 1982, real long-term interest rates in the 
United States had risen to  almost 5 percent per annum, more than twice 
the level o f  the 1960s. Nominal interest rates for the OECD countries as 
a whole peaked at 13 percent in 1981. Since by this time loans were 
generally offered with variable rather than fixed interest rates, the impact 
on the less developed countries was immediate and severe. In Argentina, 
Brazil, Chile, and Mexico, interest payments on external debt alone ranged 
in 1982 between 35 percent and 45 percent o f  projected exports o f  goods 
and services. For a number o f countries, debt service payments (interest 
payments plus all debt falling due) for 1982 exceeded their projected 
exports o f goods and services.47

For the less developed countries, inflation early in the decade was the 
“invisible hand” that provided them with large resources at low or negative 
real interest rates. When inflation in the advanced industrialized countries

44. “Debt Relief as Development Assistance,” in Jagdish N. Bhagwati, ed., The New International 
Economic Order: The North-South Debate (MIT Press, 1977), p. 77. The differences in rates are accounted 
for largely by the greater proportion o f  bank credits (at an interest rate o f  about 7.75 percent) in the 
debt structures o f higher- and, to some extent, middle-income countries.
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was countered by tight monetary policies, however, the resulting high 
real interest rates thrust large adjustment costs onto the borrowers, and 
even threatened their ability to service their debt. Perhaps the ease o f 
borrowing, and the low real cost, characteristic o f  the 1970s led them 
further into the “debt trap.”48 By the middle o f 1982, the abrupt slowdown 
in the rate o f inflation, combined with policies in the United States and 
elsewhere that brought on recession, had made the debt trap deeper and 
had threatened to  push the banks, as well as the borrowers, into it. For 
many less developed countries and banks, disinflation was more painful 
than inflation.
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C onclusion

American macroeconomic policies and the resulting balance-of-pay- 
ments deficits accelerated world inflation under the accommodative Bretton 
Woods regime. In the early 1970s the contradiction between the desire 
o f the Nixon administration to  pursue inflationary monetary policies and 
the traditional value o f  the dollar led to  the collapse o f fixed exchange 
rates. In addition, the effects o f  American oil policies during the 1950s 
and 1960s undermined the ability o f the United States to maintain the 
old oil regime when it came under pressure in the early 1970s.

Yet changes in international regimes also made a difference. Interna
tional regimes establish expectations and help to  facilitate the flow o f 
information among governments.49 When they change suddenly, the 
resulting uncertainty can aggravate the effects o f  some governments5 
proinflationary policies. After all, it was not only the United States that 
pursued lax monetary policies in 1972; and it was not the members o f 
OPEC that aggravated price increases in 1973-74 and 1979 by bidding 
against one another for scarce oil.

Thus the inflation o f the 1970s holds lessons both for American policy 
and for international regimes. International macroeconomic stability 
requires more willingness to  adjust to  adverse changes in international 
economic conditions than has often been evident on the part o f  the

48. Cheryl Payer, The Debt Trap: The IMF and the Third World (New York: Monthly Review Press, 
1974); Jeff Friedcn, “Third Work! Indebted Industrialization: International Finance and State Capitalism 
in Mexico, Brazil, Algeria, and South Korea,” International Organization, vol. 35 (Summer 1981), pp. 
407-31.

49. Keohane, After Hegemony, chaps. 4-7.
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United States.50 Forcing the costs o f  adjustment onto others may make 
political sense in the short run, but it entails adverse economic consequences 
later on. Yet for a big country like the United States, willingness to  adjust 
probably depends on successful domestic macroeconomic policies, since 
economic failure seems to  concentrate the minds o f  American leaders on 
how to  impose some o f the consequences o f  their mistakes on others. 
For the world economy to be stabilized during the last fifteen years o f 
this century, the United States will have to  become a source o f  stability 
again, rather than o f  disruption.

The inflation o f  the 1970s should also remind us o f  the value o f  well
functioning international regimes. Commentators often take international 
principles and rules for granted, and even complain about their weakness 
o r failure to  meet economists’ high analytical standards. But in evaluating 
international regimes, we should always consider the alternatives. If  
international economic regimes did no t already exist, they would have to 
be invented.

SO. Fora discussion o f  the need for coordination, see Gilles Oudiz and Jeffrey Sad», “Macroeconomic 
Policy Coordination among the Industrial Economies,” BPEA, 1:1984, pp. 1-64. See also Bryant, Money 
and Monetary Polity, chap. 25.

 
 



5
Conditions for Trade Union 

Wage Restraint

Colin Crouch

Some schools o f thought attribute inflation to government’s maintenance 
o f  over-full employment, in response to  public pressure for high employ
ment and for a combination o f high public spending and low taxation 
which is itself inflationary. A t first sight this excludes organized labor as 
a cause. But labor is an important element in articulating that public 
pressure and may therefore be said to “cause” inflation, even if  its wages 
pressure can have no more than a once-and-for-all effect. Inflation o f  this 
kind may be regarded as a form o f class compromise. Labor has gained 
enough power to  secure high levels o f  employment and public spending, 
the former strengthening its bargaining position with capital. But it is 
not able to  replace capital in any way, and capital will therefore seek to  
retain its position in «he distributive struggle. Assuming continuation o f  
the balance o f  political forces that led to the original government stance 
on spending, taxation, and employment, the resulting strain will be borne 
by the price level.1

But a high level o f  inflation may lead to  demands for a revision o f  
priorities. It will certainly lead to  a deterioration in the country’s payments 
balance, pressure on its exchange rate, and possibly international indebt
edness; and there will be powerful pressure on the government to  deflate 
the economy. Thus the consequences o f inflation will be a reverse for the 
labor movement, entailing a reduction in its political and economic

1. Brian Burkitt, Trade Unions and Wages: Implicationsfor Economic Theory (Bradford, U. K. : Bradford 
University Press, 1975), remarks that the union movement has been able “to secure sufficient power to 
disturb the smooth operation o f the capitalist system while possessing insufficient strength to achieve 
fundamental changes in its social ethos and power structure.”
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strength—that being dependent in good measure on the level o f  demand 
for labor. (For these reasons it may be rational for unions to  restrain their 
members'’ pay demands—to cooperate in what Whitehead refers to  as 
“shifting the Phillips curve back again.” H e has suggested that “a particular 
type o f  political initiative—one for example that systematically offended 
ordinary British mineworkcrs and provoked them to  strike, could shift 
the Phillips curve outw ards.. . .  An opposite type o f  political management 
might flatter o r coax miners into moderating their wage claims and to 
that extent might somewhat shift the Phillips curve inwards.”2)

These arguments assume that prices (and, by derivation, wages) are 
highly responsive to  demand. But in major areas o f  employment today 
that is doubtful. An alternative approach holds that in the major industrial 
nations, units o f  capital have grown and amalgamated to  produce an 
economy comprising a small number o f  oligopolistic producers and 
enormous barriers to  new entrants (in terms o f  technology and minimum 
viable size).3 This is not to  say that there is no competition in such sectors; 
even where there is no competition in the strict sense, there is some 
restraint on prices in that all goods and services to  some extent compete 
with each other. But these oligopolistic firms are not subordinated to  the 
market in the same way as those in perfect competition; they have some 
capacity for strategy, for planning prices and output, and o f  course for 
collusion even if o f  a tacit kind. In their price behavior these firms have 
some degree o f  autonomy from overall levels o f  demand, and thus some 
scope for discretionary decisionmaking. They “can avoid a price fall by 
reducing their output; they can also avoid a price rise when demand 
increases.”4 In most countries, there is a similar autonomy from demand 
levels in the public sector.3

It is within the oligopolies and in the public sector that unionization 
in most countries is strongest; and in these sectors unions arc able to  bid 
up wages, not entirely independently o f  the overall level o f  employment 
but with considerably less dependence than in a perfectly competitive 
system. W ithin the oligopolies, unions have thus been able to  preempt

2. Lawrence Whitehead, "The Politics o f  Inflation,” paper presented at Nuffield College, Oxford 
University, 1977.

3. Organization for Economic Cooperation and Development, Socially Rerponsibie Wage Policia and 
location (Paris: OECD, 197S), p. SB.

4. P. Sytos Labini, “Competition: The Product Markets,” in Thomas A. Wilson and Andrew $. 
Skinner, eds., The Market and the Stott: Em m  in Honour t f  Adam Smith (Oxford University Press, 1976), 
p. 227.

5. With the notable exception o f  France, where the state’s tole as an employer has declined, though 
from exceptionally high levels; see Pierre Dubois, Mort de I'ttat-patton (Paris: Editions Ouvrières, 1974).

 

 

 
 

 



for labor at least some o f the fruits o f market power produced by the 
concentration o f industry, leading to either a profits squeeze or, as prices 
finally rise, inflation—probably a combination o f  both.

At first sight, therefore, it would appear that the kind o f labor movement 
most conducive to  low levels o f  inflation is one so weak that it cannot 
affect anything. However, it is the thesis o f  this chapter that once a union 
movement represents enough o f the work force to  have macroeconomic 
effects, its contribution to  restraining or exacerbating inflation will depend 
on the extent to  which it is capable o f  centralized strategic action in 
relation to  the economy as a whole. To test this thesis, this chapter 
examines the macroeconomic impact o f the labor movement in the late 
1960s and the 1970s.

Inflation and Organized Economic Interests

Social interests that are organized on a small, localized scale receive in 
frill any gain from distortions they produce in market processes but bear 
only a minute proportion o f  the general cost; indeed, they share in the 
general cost o f other similar actions, even if they fail to  participate. Their 
only rational course is therefore to  try to  be sure o f  their own possibilities 
for gain through disruption. The position o f an interest organized at a 
national or near-national level will be completely different, as it will 
experience directly the negative effects o f its disruptions—it can therefore 
be expected to take these effects into account.

A similar argument has been developed by Olson to  account for 
variations in national economic growth rates. His general thesis rests on 
the assumption that common-interest organizations, o f  which trade unions 
are an important example, will use their strength to  inhibit changes hostile 
to  their interests. However, he also points out that this will be less true 
to the extent that the organizations concerned are large in scope and small 
in number. ‘T h e  incentives facing an encompassing special-interest or
ganization are dramatically different from those facing an organization 
that represents only a narrow segment o f society.. . .  The members o f 
the highly encompassing organization own so much o f  the society that 
they have an important incentive to be actively concerned about how 
productive it is; they are in the same position as a partner in a firm that 
has only a few partners.”6

6. Mancur Olson, The Rise and Decline o f Nations: Economic Growth, Stagflation and Social Rigidities 
(Yale University Press, 1982), p. 48.
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For Olson, the above pattern is a distinct second-best solution, as he 
sees various ways in which encompassing organizations o f this kind will 
embody rigidities o f decisionmaking.7 His preferred solution, certainly 
the one for which his book has rapidly become widely noted, seems to 
be a reduction in the capacity o f economic interests to  organize at all. 
However, this may be either impossible or achievable only at the expense 
o f unacceptable costs.8

There is an important paradox here. Once economic interests have 
become organized, they will be less likely to  behave in ways consistent 
with allocative efficiency the greater the extent to which their form o f 
organization retains characteristics o f liberal political economy. The reasons 
for this are as follows. The liberal political economy achieves order through 
the existence o f a mass o f atomized actors, each o f which plays too small 
an individual part for its own autonomous decisions to  have a general 
effect; they are forced to  act in response to  the laws o f supply and demand. 
In other words, these actors do not take action with regard to any 
perception o f a general interest; the market impersonally imposes on them 
conformity with a general interest.9 Further, as economic actors they are 
confined to  acting within the sphere o f  economic relations, producing 
and exchanging goods and services in order to  realize a goal o f  profit- 
maximization. They have no concern for general political questions, and 
no sense o f  group or common interests; they are apolitical and amoral. 
I f  these interests then become organized to the point where they can 
continue to  pursue maximization by wielding power to distort market 
forces, while otherwise remaining within a framework o f competing, 
disaggregated, apolitical units, they acquire the characteristics o f specific- 
interest associations which, in Olson’s account, are conducive to ineffi
ciency. I f  they move to  his model o f  common-interest associations, which 
can take general interests into account, they do so by dropping further 
characteristics o f liberal political economy—they become centralized, 
aggregated, and politicized.10

7. Ibid., p. 52.
8. Colin Crouch, “New Thinking on Pluralism,” Political Quarterly, vol. 54 (October-December 

1983), pp. 363-74.
9. It must o f  course be recognized that the only general interests that the market is able to register 

are those capable o f being embodied in commodity form.
10. See Colin Crouch, “Inflation and the Political Organization o f Economic Interests,” in Fred 

Hirsch and John H. Goldthorpe, cds., The Political Economy of Inflation (Harvard University Press, 1978), 
pp. 217-39; Alessandro Pizzomo, “Political Exchange and Collective Identity in Industrial Conflict,” in 
Colin Crouch and Alessandro Pizzomo, eds., The Resurgence o f Class Conflict in Western Europe since 
1908, vol. 2: Comparative Analyses (Holmes & Meier, 1978), pp. 277-98.

 

 

 
 
 
 



These arguments bear an interesting relation to theses o f the institu
tionalization o f conflict that were developed in the 1950s and early 1960s 
to  describe the apparent pacification in the postwar Western world o f  the 
class conflicts that had seemed characteristic o f  capitalist societies.11 These 
theses, like the account o f  a society o f organized interests, recognize that, 
in modem  industrial societies, economic and social relations are conducted 
through organizations that cannot be reduced to market interactions. O n 
the other hand, they assert that a society will be stable if its inevitable 
conflicts, while organized, avoid central coordination. The core o f insti
tutionalization theory, like liberal economic theory, is that conflicting 
interests are less likely to  cause major social disruption if  they are 
disaggregated, split into several insulated parts. There is also a particular 
stress on the importance o f industrial conflicts being separated from 
political ones. These arguments conflict with the thesis presented here.

Institutionalization ideas were developed against the background o f 
the interwar years, when centralized, highly political economic-interest 
organizations had batded their way through enormous conflicts which 
often involved bloodshed and which led, in significant cases, to fascist 
dictatorship. Clearly, the centralization o f interest organizations by itself 
does not guarantee conduct consistent with economic, or even basic social, 
stability. Several writers studying this question have considered the 
importance o f a political variable and claim that union movements are 
likely to  moderate their behavior if  the government in office is favorable 
to  their interests. As long ago as 1960 Ross and Hartman saw lengthy 
Social Democratic tenure o f office as one o f the reasons for the extremely 
low levels o f  industrial conflict characteristic o f  Scandinavian countries.12 
Hibbs has observed an inverse relation between the level o f  nonmilitary 
public expenditure and the volume o f  strike activity, the former variable 
being itself very closely related to tenure o f office by labor-movement 
political parties.13 H e argues that in countries with high levels o f  public 
spending the locus o f distributional struggles shifts to the polity; workers, 
less dependent on employment income for their standard o f living because

11. See Ralf Dahrcndorf, Class and Class Conflict in Industrial Society (Stanford University Press, 
1959); Arthur Komhauser, Robert Dubin, and Arthur M. Ross, eds., Industrial Conflict (McGraw-Hill, 
1954); Richard A. Lester, As Unions Mature: A n  Analysis of the Evolution of American Unionism (Princeton 
University Press, 1958); Arthur M. Ross and Paul T. Hartman, Changing Patterns of Industrial Conflict 
(Wiley, 1960).

12. Changing Patterns.
13. Douglas A. Hibbs, Jr., “On the Political Economy o f Long-Run Trends in Strike Activity,” 

British Journal of Political Science, vol. 8 (April 1978), pp. 153-75.

Conditions for Trade Union Wage Restraint 109

 
 
 
 

 

 



of the high level o f  their “social wage,” are less likely to  bother to  strike 
to  secure wage increases. But this argument assumes a ceiling on workers’ 
ambitions; why should they not take for granted a certain standard that 
is secured by state welfare, and then seek an even higher standard through 
wage rises? Hibbs’s explanation may be more pertinent to  once-and-for- 
all major increases in welfare-state measures, as in any one year these may 
be sufficient to  satisfy all aspirations for improvements. The improvements, 
however, would need to  be very large and to  make a sizable impact on 
individual households’ living costs, which o f  course is done by only certain 
kinds o f  welfare benefit. (It is, for example, unlikely that education 
spending o r retirement pensions could have such an impact.)14

Hcadey has shown a connection between labor-movement party tenure 
o f  office and union willingness to  cooperate in incomes policy.15 Korpi 
and Shalev suggest that union leaders become committed to  achieving 
their goals through cooperation with government and therefore have less 
need for strike action.16

The paradigms for all these arguments are in Scandinavia, especially 
Sweden. Until the Social Democratic and Labour party took a solid grasp 
on office in 1936, strike levels in Sweden were very high. They then 
began to  fall steadily, to  reach their almost nonexistent levels o f  the past 
few decades. But outside Scandinavia the only country largely to  fit this 
model is Austria. The Federal Republic o f  Germany was characterized by 
low strike levels for several years before the Social Democratic party 
became the principal governing party in 1969. The Netherlands Labor 
party is a very important coalition partner in most Dutch governments, 
but it has never dominated an administration. The Belgian case is similar 
to  the Dutch, though Belgian strike levels are higher. Switzerland, with 
the lowest strike levels o f  all, not only has a Social Democratic party that 
has to  share office with equally permanent religious parties, but with its 
reliance on referenda it departs from the Western norm o f  parliamentary

14. Hibhs also argues (ibid., p, 171) that the (ugh levels o f direct taxation in countries with high 
levels of social spending discourage workers trim) seeking wage increases, as the return in real pay 
increases from a nominal rise is small. But the opposite conclusion is equally plausible—that is, that the 
higher the marginal rate o f  income taxation, the more fiercely will workers struggle to obtain a rise in 
real wages, a process for which, as Hibbs admits (pp. 172, 173), some evidence exists in the United 
Kingdom (see Frank Wilkinson and H. A. Turner, “The Wage-Tax Spiral and Labour Militancy," in 
Dudley Jackson, H. A. Turner, and Frank Wilkinson, Do Tnult Union! Cause Inflation? (Cambridge 
University Press, 1972]).

15. Bruce W. Headey, “Trade Unions and National Wages Policies," Journal of Polities, vol. 32 (May 
1970), pp. 407-39.

16. Waller Korpi and Michael Shalev, “Strikes, Industrial Relations and Class Conflict in Capitalist 
Societies,” British Journal o f Sociology, vol. 30 (June 1979), pp. 164-87.
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government led by political parties. Taking public spending rather than 
labor-movement party tenure o f office as the key variable helps account 
for Dutch exceptionalism but makes Switzerland even more o f a problem.17

Consociation helps explain some o f the exceptions. The nature o f 
political opposition in a consociation is very different from that in an 
Anglo-Saxon two-party system. In consociation, a number o f  parties each 
commands an electorate, a major part o f which is inaccessible to  the others 
in electoral competition (through, for example, a religious definition o f 
political allegiance). Further, no one party can reasonably expect to obtain 
an overall majority. Several parties that are not really in electoral com
petition with each other recognize that they must form coalitions to  share 
in office. The pattern o f coalitions can vary, as parties rise and fall in 
strength or suffer from internal divisions that make a spell in opposition 
advisable. One year’s opponent may be next year’s coalition partner. N o 
party can look forward to  successful long-term triumph over the others, 
and all must be willing to  compromise with measures and attitudes favored 
by rivals.18 Such a system o f  government may be said to  have characterized 
Switzerland, the Netherlands, Belgium, Finland, and Austria for the first 
two decades after World War II.

Once labor has been admitted to  the core o f parties seen to  make up 
the ministrable elements o f a consociadonal political system, not only will 
its representatives cease to  seek the overthrow o f  the capitalist system, 
but employers will also cease to  entertain hopes o f a nonunionized labor 
force. The two sides are forced to  come to terms with each other on a 
permanent basis. This is o f course part o f  the argument o f the thesis o f 
the institutionalization o f conflict; what is being added is a political 
component that demonstrates to  the two sides o f industry the impossibility 
o f final victory. There is, for example, litde point in employers pursuing 
a strategy o f  deunionization if labor-movement parties are frequendy 
included in governments.

The main burden in this process falls on employers. Revolutionary 
hopes o f  abolishing the employer class have played a very small part in 
the day-to-day activities o f established trade-union movements, but the 
abolition o f unions is a very real possibility and one employers have

17. The Netherlands has a level o f public spending second only to that o f Sweden. Switzerland, on 
the other hand, has the fourth lowest level o f  the countries being considered.

18. Gerhard Lehmbruch, “Consociational Democracy, Class Conflict and the New Corporatism,” 
in Philippe C. Schmitter and Gerhard Lehmbruch, eds., Trends toward Corporatist Intermediation (Sage, 
1980), pp. 53-61; Arcnd Lijphart, Democracy m Plural Societies: A  Comparative Exploration (Yale 
University Press, 1977).
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sometimes pursued with success. Seen in these terms, the effects o f  labor- 
movement party domination o f  government and o f  labor’s admission to 
the consociational group may be very much the same. Both remove the 
“fight to  the finish” from both labor and capital’s political and industrial 
agenda. This argument helps account for the Swiss, Dutch, Austrian, and, 
to  a certain extent, Belgian cases. I t raises a new problem, however— 
Finland, which is consociational but exhibits a high level o f  conflict. The 
German case is partly explained; while West Germany does not have a 
consociational system, its federal system o f  government has virtually 
guaranteed that the Social Democratic party will dominate at least some 
state governments and therefore cannot be relegated to  permanent 
opposition status. Furthermore, the unique system o f  codetermination 
through worker representation on supervisory boards and, more impor
tant, on powerful statutory works councils makes it difficult for German 
employers to  pursue a strategy o f  eliminating worker representation.19

Perhaps most important o f  all is the fact that social democracy and 
consociationism both lead to  an increasing engagement o f  unions (and 
employers’ bodies) in the making and administration o f  policy, an 
arrangement that political scientists have labeled either corporatist or 
ncocorporatist. This routine participation prevents excessive expectations 
being invested in individual “big deals.” The sheer multiplicity o f  trans
actions reduces the risk involved in any one o f  them and makes it possible 
for concessions made on one issue to  be offset against gains on another. 
As Lchmbruch has put it: “Corporatism will tend to  be stable . . .  to  the 
degree that concessions made in one field , . .  appear to  yield a long-run 
pay-off in other domains.”20 21 Involvement in policy administration enables 
lower-level officials to  perform important tasks within the framework o f 
the centrally determined policies, reducing the need for them to find their 
raison d’être in rebellion.11 This helps explain why sudden, politically 
highly charged incomes policy gambits in the 1970s often failed to  produce 
long-term results.22

The admission o f organized labor into political respectability has thus

19. This by no means implies that there is a consensus over codetermination.
20. Gerhard Lchmbruch, “Ncokorporatismus in Westeuropa: Haupcproblcme in intcmationaJen 

VcrgJeich,” in Klaus Armingeon and others, “Ncokorporistische Politik in Westeuropa* (Universteft 
Konstanz, Diskussionsbeitrage nv 1/1983). For an extensive demonstration o f  how this operates in the 
Austrian case, see Bemd Mann, D û  paritâtisdx Kommmum (Vienna : Internationale Publikationen, l 982) -

21. A major instance o f  this is the involvement o f  lower-level union officials in the administration 
o f  Swedish labor-market policy (Lchmbruch, “Ncokorporatismus’*).

22. Armingcon and others, “Ncokorporistischc Poliak.”

 
 
 

 



inhibited the two sides o f industry from pursuing the massive conflict 
that characterized centralized systems in earlier periods. It is important 
to  note that this applies only to centralized systems. In decentralized cases 
there is far less scope for either massive political conflict or intensive 
political cooperation, and litde or no scope for strategy. Even if union 
leaders would like to  orient the actions o f their unions toward central 
national political questions, there is litde they can do about it.

I f  this argument is correct, the significance o f labor-movement parties5 
participation in government is to push centralized economic interests into 
a cooperative rather than a combative logic; that participation does not 
itself directly determine that process. To a certain extent, generalization 
here is difficult because, so far, the admission o f labor to  governmental 
participation has been a once-and-for-all historical process. W hat would 
happen in such societies if  labor were to leave office for a prolonged 
period? W ould its gains o f political acceptance survive? If  labor were once 
again to  be seen as an outsider, then a renewal o f conflict could be 
expected. The extensive general strike in Sweden in 1980 may have been 
a warning that, if Swedish unions were pushed outside the political center 
following the loss o f  Social Democratic government, they would respond 
with centralized, strategic conflict.23

Disentangling the relation between organizational centralization and 
the strength o f social democracy is difficult because their historical 
development was so interwoven. Labor-movement political strength has 
been greatest where a powerful and united union movement has mobilized 
the working-class electorate; in turn, powerful and united labor movements 
developed where employer interests were also heavily organized around 
a state that was taking a prominent part in industrial development because 
o f the lateness o f  development or the small, open nature o f the economy.24 
Indirectly and rather paradoxically, social democracy can be seen as a 
consequence rather than a cause o f the relative weakness o f  market forces 
and the dominance o f organizational and political forces in the economy.

Examining Labor's Role in a Market Economy

Within advanced capitalist democracies, two broad types o f industrial 
relations systems can be identified—neocorporatist systems in which a

23. A similar point is made in Lehmbruch, “Neokorporatismus.”
24. John D. Stephens, The Transition from Capitalism to Socialism (London: Macmillan, 1979), 

chap. 2.
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centrally coordinated union movement has developed within a political 
context responsive to  labor demands, and liberal systems in which the 
labor movement lacks any significant centralized coordination, irrespective 
o f  labor’s political place. Ideally, liberal systems should be subdivided into 
a straightforward liberal grouping that covers countries (primarily Anglo- 
Saxon ones) in which the state has adopted a broadly liberal, noninter
ventionist approach toward organized labor, and a grouping based on 
labor exclusion that covers those (primarily in southern Europe) in which 
the state, while playing a fairly interventionist economic role, has rejected 
participation by labor’s major representatives who, in these cases, are 
largely communist. However, the number o f  cases available for study and 
the inadequate nature o f  the data make it difficult to  elaborate on these 
subtypes; the examination is thus unfortunately restricted to  generaliza
tions based on the two major types.

I t is predicted that the organizadon o f  labor will lead to  disruptions 
o f  the market economy, the extent o f  disruption depending on the level 
o f  organization, but that where labor’s organizations are centrally coor
dinated and have achieved a secure level o f  acceptance within the polity, 
their disruptive activity will be considerably reduced. This thesis is 
examined against data comparing the eighteen major members o f  the 
Organization for Economic Cooperation and Development that have had 
extensive postwar liberal democracy experience.

The reliability and comparability o f  data on the eighteen countries are 
so uncertain, and the universe o f  advanced capitalist democracies so small, 
that the results o f  statistical tests can only be useful to  suggest whether 
the theory deserves more sustained research. The data are used to  estimate 
the strength o f  labor organizations, the extent o f  economic disruptions, 
and the degree o f  neocorporatism within the organized economic interests 
o f  each country.

Union membership figures for most countries are taken from statistical 
yearbooks o r similar volumes; the sources and the coverage o f  the data 
vary from country to  country.25 These figures are then expressed as a

25, No regular national source o f information is available in several countries. Information on Italy 
is from Salvatore Coi, “Sindacab in Italia: isentti, apparato, finanziamento," /( mutine, vol, 28 {March- 
April 1979), pp. 201-42. On Austria, from Kurt Steiner, Pilota in Austria {Little, Brown, 1972). On 
Belgium, from Anthony Carew, Democmy and Gorernment m  European Trade Unions (London: Allen 
and Unwin, 1976); Michel Molrtor, “Social Conflicts in Belgium,” in Crouch and Pizromo, Résurgente 
i f  Class Cotisa, vol 1: Notional Studies, pp. 21-51; Derek Torrington, Comparative Industrial Relations 
in Europe (Greenwood Press, 1978). On France, from Pierre Dubois, Claude Durand, and Sabine Erbès- 
Seguin, " Ih c  Contradictions o f  French Trade Unionism,” in Crouch and Pizzoroo, National Studies; 
Jean-Daniel Reyna ud, “Forces et faiblesses de ta négociation collective,’’ in Jean-Danid Reynaud and
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proportion o f  the total dependent work force, using data from the 
yearbook o f  the International Labor Organization. Where gaps in series 
exist, it is assumed that trends continue across the missing years.

T o estimate the extent o f  economic disruption, ILO data on numbers 
o f  workers involved in conflicts are expressed as a proportion o f  either all 
dependent workers o r all union members. For nearly all countries the 
figures fail to  distinguish between strikes and lockouts, and the latter are 
evidence o f  employer rather than labor militancy; fortunately, lockouts 
are a minor part o f  conflict in most countries, except perhaps West 
Germany. Nothing can be done to  sort ou t strikes that may be the result 
o f  employer militancy. There are also important problems resulting from 
the noncomparability o f  countries’ strike statistics. First, strike rates differ 
between different industries, and the distribution o f  industries among 
countries is uneven; the most important cases are the considerable 
differences in the relative sizes o f  coal mining and agriculture, the former 
being usually a high-strike industry and the latter a low-strike one. T o a 
certain extent therefore international differences in conflict simply reflect 
variation in industrial composition.

Further, national collection standards and methods vary widely.36 Only 
crude, extreme differences between countries can be distinguished. But 
averages over a run o f  years in countries’ performances have a certain 
stability, and they are what is o f  interest here.

Data on inflation and unemployment form the basis o f  further measures 
o f  disruption, using OECD  figures.* 26 27

Several yardsticks arc used to  measure the degree o f  corporatism in 
labor movements. Romanis has attempted a simple classification o f  both 
trade-union movements and employers’ federations for thirteen countries, 
which uses the variable crucial to  the hypothesis developed here: coor
dination (see table 5-1).28 The distinction that Romanis makes between 
competitive and independent can be ignored; nor is it necessary to  take 
account o f  the special cases o f  the two countries where union action “is

Yves G nfineyn, cds. Fronçai^ qui eta roust (Paris: La Documentation Française, 1981), pp. 241-50; 
Edward Shorter and Charles Tilly, Strike in F mem, 1830-1968 (Cambridge University Press, 1974). 
On Switzerland, from François I lopflingcr, Industriqjewerkschaften in tier Schweiz. (Zurich: Limmar Veriag 
Gcnosscruchalt, 1976); Willy KcUcr, 275 }abrt Gesehichte der uhwetzertschen utut bemsschen Arbater- 
bewegung, 1800-1975 (Bern: Schwtizerischcr Gewcrkschafisbund A/betterbildungsausschuss, 11*75).

26. Michael Shalev, “Lies, Damned Lies and Strike Statistics: The Measurement o f  Trends in 
Industrial Conflict,” in Crouch and Fizzomo, National Studio, pp. 1-19.

27. OECD Economic Outlook (Paris; OECD, various issues).
28. Anne Romanis, "Cost Inflation and Incomes Policy in Industrial Countries," International 

Monetary Fund S ta ff Papon, vol. 14 (March 1967), pp. 169-206.
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Tabic 5-1. Characterization o f  Wage Bargaining in Thirteen Countries

Classification and 
country

Bargaining by

Employer?
ftdtrotions Unions

Uncoordinated wage bargaining
Belgium Uncoordinated Competitive
Canada Uncoordinated Independent
France Uncoordinated Competitive
United Kingdom Uncoordinated Competitive
United States Uncoordinated Independent

Coordinated wage bargaining
Austria Coordinated Coordinated
Denmark Coordinated Coordinated
Netherlands Coordinated Coordinated
Norway Coordinated Coordinated
Sweden Coordinated Coordinated
West Germany Coordinated Coordinated

Seope f i r  union action limited by labor market situation
Italy Uncoordinated Competitive
Japan Uncoordinated Independent

Source: A m t Romanis, “Cost Inflation and Incomes Polky in Industrial Countries,” JutttrtatiumalMmctsry Ftmd Stsjf 
P*f*nt vet 14 (Miftti |9*7), p. 197

limited by the labour market situation.” All countries in Romanis’s 
coordinated group have either had lengthy Social Democratic domination 
o f  government (Sweden, Denmark, Norway) or a consociational pattern 
(West Germany, Austria, the Netherlands). The other countries in table 
5-1 can be classified as liberal.

Table 5-2 adds to  the ncocorporarist and liberal categories the five 
countries not considered in the Romanis study. Finland and Switzerland 
are classified as coordinated. Finland has a centralized pattern o f  national 
collective bargaining like other Nordic countries, though this centralization 
is not without its problems.29 Switzerland is not as clearly coordinated as 
the other cases, but its industrial relations arc heavily dominated by a 
social peace agreement in the metal industry and similar arrangements in 
other major industries.30 Further, Kriesi has recendy shown how an

29. lu k o  Nousiainen, The Finnish Political Systtm (Harvard University Press, 1971); John T. 
Addison, “Finnish Incomes Policy" (University of South Carolina Press, 1980); Voitto Hdander and 
Dag Anckar, Gmndtarim and PoUtùal CtdtMrr. Essayi en tbt Cau o f Finland {1 IcLinlu : Sobctas Srientiarum 
Fcnnica, 1983).

30. Lukas F. Burekhardt, “Industry-Labor Relations: Industrial Peace," in J. Murray Luck, ed., 
MotUm S n s n i n d  (Palo Alto, Calif.: Society for the Promotion o f  Science and Scholarship, 1978).
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Table 5*2. Classification o f Industrial Relations Systems
in Eighteen Countries

Neoctnporatisl Liberal

Austria Australia
Denmark Belgium'
Finland Canada
Netherlands France
Norway Ireland
Sweden Italy
Switzerland Japan
West Germany New Zealand

United Kingdom
United States

informally highly centralized group o f  Dachverbdnde provide a form o f 
organizational coordination in that country that, if  not corporatism, is 
certainly a functional equivalent for it.31 Finland and Switzerland have 
consoctational patterns o f  government. Australia, New Zealand, and 
Ireland, on the other hand, exhibit decentralized bargaining with weak 
confederations. This is slightly less true for New Zealand than in the 
other cases, but there is nothing there resembling coordination o f  the 
German or Scandinavian type.32

Table 5-3 presents Schmitter’s ranking o f  fifteen countries according 
to  their degree o f  societal corporatism, which means virtually the same 
as my neocorporatism. It is derived from tw o indexes, one o f  organizational 
centralization developed by Headey,33 and the other constructed by 
Schmitter from data on associational monopoly. This rank ordering 
confirms Romanises account o f  West Germany, Sweden, Austria, Denmark, 
Norway, and the Netherlands as grouped toward the corporatist pole, 
and the United Kingdom, France, the United States, Canada, and Italy 
as liberal. It also confirms my allocation o f  Finland within the former and

3 1. H ans peter K rtesi, **rhc S tructu re  of  th e  Swiss Political System .* in G erhard  U h e ib c u d i  and  
Philippe C. Schmitter, eds, Patten» of Corporasin Fatisy-MaJnsfl (Sage, 1982), pp. 133-61.

32. For Australia, sec Hugh Armstrong Clegg, Trade Unionism under CoUeetire Bargaamg (Oxford: 
Blackwell, 1976); Ross M. Martin, Truste Unions m  Assstruiiss (Penguin Books, 1975); Kenneth F. 
Walker, Australian Industrial Relations System (Harvard University Press, 1970); Diane Ycrbury and 
). E. Issaac, “Resent Trends in Collective Bargaining in Australia,” International Labour Renew, v d  103 
(May 1971), pp. 421-52. For New Zealand, John M. Howells, Noel $. Woods, and F. J. L. Young, 
eds. Labour and Industrial Relations m New Zealand (New York: Pitman, 1974). For Ireland, Charles 
McCarthy, The Decode o f Upheaval: Irùh Truste Unions in the Nineteen Sixties (Dublin: Institute o f  Public 
Administration, 1973); Torrington, Comparative Industrial Relations.

33. T rad e  Unions and National Wages Policies.”
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Table 5-3. Societal Corporatism R/mJang in Fifteen Countries
Country Reuikhg Country Rtutiity
Austria 1 Netherlands 6
Belgium 7 Norway 2
Canada 11 Sweden 4
Denmark 4 Switzerland 9
Finland 4 United Kingdom 14
France 13 United States 11
Ireland 11 West Germany 8
Italy 15

Sourer: Philippe C. Schmitts, “liiiu u j InftsncdUtwn «nd lU p n e  Govenubikty in Contemporary WtaKm Europe 
iad  North Amend,” in Suzanne Berber, ed., Otputtiiuy Inttitm  m Westtm f m p  (Cambridge Untoafcy Pvm, 1981}, 
p, 294.

Ireland within the latter group in table 5-2. However, Schmitter’s ranking 
o f  Belgium above West Germany raises a question about their respective 
positions in the liberal and neocorporatist groupings. Switzerland’s inter
mediary position in Schmitter’s list leaves my allocation o f  that country 
in table 5-2 unverified. Unfortunately, Schmitter does not include Japan, 
Australia, and New Zealand. The role o f  union confederations in the 
latter two countries is similar to  that in the United Kingdom, while Japan 
has a number o f  competing union confederations that have an extremely 
poor hold over individual unions and very little power.34 Examination o f  
these countries according to  Schmitter’s criteria places them at o r near 
the bottom o f  his corporatism ranking, which is consistent w ith Romanis’s 
labeling o f  Japan and my designation o f  die Australasian countries as 
liberal.

Lchmbruch has classified seven countries on the basts o f  institutional 
features. His rank ordering in table 5-4 is broadly consistent w ith the 
classifications o f  both Romanis and Schmitter. However, he reverses 
Schmitter’s ranking o f  the Netherlands and Denmark—his qualitative 
account is able to  recognize the large amount o f  cooperation among 
apparently rival union confederations within the Dutch consodarional 
system, as well as the considerable tension under the surface o f  ostensible 
centralization in Denmark. I t is particularly significant that Denmark, like 
Finland but unlike Norway and Sweden, had a union movement that

34. Kazuo Okocki, Bernard Karsh, and Solomon B. Levine, Werten and Employers m  Japan 
(Princeton University Press, 1974); Tadashi Mitsufuji and Kiyohiko Haghawa, "Recent Trends in 
Collective Bargaining in Japan," International Labour Rtrirto, vol. 105 (February 1972), pp. 135-53; 
Hideaki Okamoco, "Japan,” in Benjamin C. Roberts, ed., Towards Industrial Democracy: Europe, Japan 
and the United States (Totowa, N.J.: Allanhdd, Osmun, 1979); Taishiro Shirai, "Prices and Wages in 
Japan: Towards an Anti-Inflationary Policy?” International Labour Eerier, voL 103 (March 1971), pp. 
227-46.
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Table 5-4. Classification o f Neocorporatism in Seven Countries

Country
Strength of 
corporatism

Austria Strong
Netherlands Strong
Sweden Strong

Denmark Medium
United Kingdom Medium
West Germany Medium

France Weak
Source: Gerhard Lehmbmdk, “Introduction: Neo-Corporatism in Comparative Perspective/* in Gerhard Lctimfcrudi 

and Philippe C  Sdunitter, cdi., Pmtrm i f  Cerfarmtitt  PetieyMakoig {Sage, 1982), pp. 16-23.

developed from a strong craft rather than industrial base; the legacy o f 
this survives in a significant degree o f  shop-floor power.

Lehmbruch’s ordering o f  France and the United Kingdom is also the 
reverse o f  Schmitter’s; that may be the result o f  his focus on the 1970s, 
during which period a rather shaky edifice o f  neocorporatist institutions 
was being erected in Britain.

Clearly, countries differ in their degree o f  neocorporatism; but, equally 
dearly, it is difficult to  achieve a precise rank ordering. The extended 
Romanis classification in table 5-2 is used here since it has been substan
tiated by the two other listings, with possible queries over the positions 
o f  Belgium and Switzerland.

T h e  Evidence

Figure 5-1 compares data on workers1 involvement in industrial conflict 
with data on unionization o f  the dependent work force. For the eighteen 
countries as a whole, there is litde evidence that disruption varies directly 
with the level o f  unionization. However, when the countries are considered 
separately in the neocorporatist and liberal groupings, the neocorporatist 
group (in italics) shows virtually no relationship between unionization 
and industrial conflict, while among the liberal group the relationship is 
strong.35

35. For the figures in this chapter I used regression equations to test the significance of the observed 
relationships. The number of cases being so smalt, the variation between them on some indicators being 
so large, and the data for some o f  the indicators being so approximate, h is highly misleading to give an 
impression o f  statistical precision by die use o f techniques designed to deal with large samples from large 
universes. A simple difference-ofmcins test for die rate o f  log worker involvements per 1,000 trade 
union members for the two groups yielded a r-sratùric o f  3.9308, which is significant at die 1 percent 
levd.
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Figure 5-1. Worker Involvement m  Conflicts and Union Strength
in Eighteen Countries, 1965-80
Log of number of soothers per 1,000 mooted m conflict
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Belgium, however, fits comfortably in the corporadst group, though 
it is classified as liberal in table 5*2; but Schinittef’s ranking suggested 
that it may be a marginal member o f  that grouping. Finland, in contrast, 
behaves like a normal member o f  the liberal group, though it is classified 
in table 5-2 as neocorporatist. One possible explanation is Finland’s large 
and politically important Communist party, which plays an important 
part in the union movement. O ne wing o f  the party participates as a 
cooperative partner in Finnish consoctadonism, but the other regards



itself as an outsider in Finnish political and industrial life.36 Is it possible 
that a politically alienated Communist party is able to  offset the effect o f 
consociational corporatism? It is worth noting that the two other countries 
with a large Communist party—France and Italy—also exhibit larger than 
expected levels o f  industrial conflict. A further problem in Finland, which 
again demonstrates the fragility o f  centralization there, is the existence o f 
intcrconfcderal union rivalries, especially for the representation o f  white- 
collar workers—groups who have been prominent in unofficial strikes.37

Switzerland also gives some cause for concern. Given its relatively 
marginal position within the corporatist group, the extremely low position 
o f  this country on the industrial conflict scale cannot really be said to  be 
explained primarily in terms o f  my hypothesis.38

Inflation itself is used in figure 5-2 to  indicate to  what extent the rise 
in price levels, which everywhere followed the rise in commodity prices 
in  the mid-1970s, was exacerbated by the presence o f  powerful labor 
movements, and o f  neocorporatism. The inflation datum is an average o f 
the annual rises in the consumer price index for the year with the biggest 
rise, one year before, and two years after. The year before the biggest rise 
is included in order to  take account o f  countries in which the sharp rise 
was followed by a further rise rather than a drop, the years after to  assess 
capacity to  recover from an initial inflationary shock. In most cases the 
year o f  the biggest rise was 1974, in some 1975, in New Zealand 1976, 
and in Sweden 1977. The datum  on union membership is an average for 
the four years preceding the four-year period o f  the inflation datum in 
each case.

Figure 5-2 reveals no obvious pattern for all countries, but as with 
figure 5-1 distinct patterns emerge among the neocorporatist and the 
liberal groups. Given the wide range o f  factors outside the industrial 
relations system that will cause differential exposure o f  economies to  
inflation, there is little reason to  be concerned at slightly exceptional cases 
within the two groups.39 However, as in figure 5-1, Belgium and Finland

36. Addison, “Finnish Incomes Policy”; Voirto Helander, “Self-Sustaining Corporatism? The Finnish 
Incomes Policy System, 1968-1982,“ in Hdandcr and Anckar, Ctumltatien mut Political Culture, pp. 
1M, 107.

37. Helander, “Self-Sustaining Corporatism?’  p. 96.
38. One consequence o f  presenting the worker involvement data in log form is to exaggerate 

differences between low numbers.
39. A diffcreoce-of-tneans test o f  the extent Co which the inflation rate for a given level o f  union 

membership varies between the two groups is dearly inappropriate. While it can be plausibly argued 
that the Icvd o f  conflict will vary directly with the k v d  o f  union membership, to daim that the level o f 
inflation will vary similarly is Co assume one o f  the main hypotheses being examined here; the fact that
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Figure 5-2. Average Peak Infiation Rate and Union Strength in Eighteen 
Countries, Mid-1970s
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remain major deviant cases, each behaving as a perfectly conforming 
member o f  the opposite group.

It may be contended that inflation levels in the peak period were partly 
a function o f  inflation levels in earlier years, that union membership levels 
in the early 1970s were a response to  that earlier inflation level, and that

the level o f  unionization tends to be highest in the cotporatist countries prejudges the issue in favor o f 
the hypothesis. A difference-of-means test simply comparing peak inflation levels between the two groups 
o f  countries yielded a r-stadsuc of 2.4737 (significant at the S percent level).

 

 

 

 
 

 

 
 



Figure 5-3. Rise in Inflation Rate, Mid-1960s to Mid-1970s, and Union 
Strength in Eighteen Countries
Rate o f peak inflation minus inflation o f1964-67 (percent)
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the association shown in figure 5-2 is a pure artifact o f  this. But further 
inspection does not substantiate this view. Taking the inflation rate for 
the years 1965-68, before the period o f  turbulence in the Western 
economies which began around 1968, figure 5-3 uses the difference 
between that “normal” rate and the peak period rate to  plot the relationship 
between inflation and unionization. Far from disappearing, the relationship 
o f  union strength and inflation seems considerably strengthened. This 
implies that the extraordinary rise in inflation during the mid-1970s, as
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Figure 5-4. Inflation and Unemployment Performance and Union Strength 
in Fourteen Countries, Mid-1970s
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well as the difference among national rates o f  price acceleration, is better 
explained by industrial relations forces than just by prior inflation alone.40 
This is compatible with the hypothesis that organized labor used its 
strength to  secure short-term protection from the commodity price-rise 
shocks, except to  the extent that neocorporatist union structures led it to

40. A simple dificrcnce-of-means tea  for the inflation rise between die two groups yielded a 
r-stattstk o f  3.9004 (significant at die 1 percent level).

 

 

 



Conditions for Trade Union Wage Restraint 125
pursue strategies more compatible with longer-term price stability. McCallum 
has suggested a further argument why this might happen.41 Where there 
is social consensus (which might be secured by corporatist institutions) 
there will be a relatively rapid adaptation o f real wages to  economic 
developments, and therefore less inflation. McCallum uses strikes as an 
inverse indicator o f  social consensus, which relates strikes and inflation 
more satisfactorily than the usual assertions “strikes cause inflation” or 
vice versa.

Finally, figure 5-4 examines the relationship o f  inflation, unionization, 
and unemployment. Some theorists suggest a trade-off between inflation 
and unemployment, and unemployment is a variable closely related to 
union strength. The relationship between the rate o f  inflation I  and union 
strength S may be expressed as

(1) I  = f(S ).
But union strength is a function o f union membership M  and other 
factors, among which the level o f  unemployment U  is significant and in 
inverse relation:

(2 ) 5 =
A M )

AU)'
Combining equations 1 and 2, the relation becomes

(3) j  AM)
AU)'

For neocorporatist union movements, the effect o f  their actions on the 
level o f  employment is likely to  be important; a union movement with 
capacity for strategy will try to  reduce the level o f  unemployment, whether 
by pressure on government or by restraint in its own behavior. Given 
that, as figures 5-2 and 5-3 suggest, corporatist union movements are 
likely also to  be associated with lower levels o f  inflation than liberal ones 
for a given level o f  union membership, they can be expected to  be 
associated with lower combined levels o f inflation and unemployment:

where C  is the level o f  neocorporatism o f  the labor movement.

41. John McCallum, “Inflation and Social Consensus in the Seventies,** Econome Journal, vol. 93 
(December 1983), pp. 784-805.
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Given the simple category nature o f  the data used to  assess degree o f 
corporatism and the small number o f  cases, it is not realistic to  test an 
equation o f  this kind. We can approximate a test by combining I  and U  
additivtly (which o f course amounts to  the same as the well-known Okun 
index o f  “discomfort1’). As in the previous tests, this can then be plotted 
against the unionization measure M , examining the neocorporabst measure 
C  for the ncocorporattst and liberal groups separately. Figure 5-4 does 
this, again for the peak inflation period, for the fourteen countries in the 
group considered in this chapter for which the OECD  publishes stan
dardized unemployment data. Apart from a poorer than expected perfor
mance by the Netherlands, the result is similar to  those in the previous 
figures, with the same exceptions.42

These investigations suggest that it is worthwhile to  include institutional 
variables corresponding to  the distinction between liberalism and neo
corporatism in economic equations designed to  account for international 
differences in inflation rates. The indicators o f corporatism need to  be 
refined, to give at least a rank ordering o f  all eighteen countries; and the 
deviant cases o f  Switzerland, Belgium, and Finland need further study to 
determine whether they are instances o f  “decayed” corporatism o r genuine 
exceptions. In such cross-sectional analyses there are not enough countries 
to  justify the construction o f  complex equations with a large number o f 
variables. Studies that try to trace a relationship between industrial relations 
variables and changes in year-to-year inflation have the advantages o f  a 
large number o f units as their base and o f  concentrating on one country 
at a time, eliminating problems caused by differences in international 
calculations o f  union membership, strikes, and so forth. However, the 
defects o f  this approach are its unreality and its failure to  grasp what is 
meant by an institutional or sociopolitical variable.43 The factors that

42. A simple diftercnee-of-means (est for combined inflation and unemployment levels between the 
two groups yielded a t-statisdc o f 2.5891 (significant at the 5 percent level).

43. For arguments supporting the importance o f  sociological variables, sec George Le land Bach, 
The New Inflation: Cause, Efficts, Cure (Brown University Press, 1973); Thomas Balogh, Labour ami 
Inflation (London: Fabian Society, 1970); Crouch, “Inflation and the Political Organization o f  Economic 
Interests"; John H. Goldthorpc, ‘T he Current Inflation: Towards a SoctofogKaJ Account," in Hirsch 
and Goldthorpc, Political Economy of Inflation, pp. 186-216; Roy Harrod, ‘T he Issues: Five Views," in 
Randall Hinshaw, ed., Inflation as a Global Problem (Johns Hopkins University Press, 1972); Aubrey 
Jones, The New Inflation: The Politics of Price send Income. (London; Deutsch, 1973), pp. 43—45. For 
arguments insisting on the irrelevance of social variables, see Michael Parkin, T h e  Politics o f  Inflation," 
Government stud Opposition, vol. 10 (Spring 1975), pp. 189-202; David Purdy and George Zis, T rade  
Unions and Wage Inflation in the UK: A Reappraisal," in David Laidler and David Purdy, eds.. Inflation 
and Labour Mutitts (Manchester University Press, 1974); R. Ward and G. Zis, T rad e  Union Militancy
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affect the number o f worker involvements in strikes, let alone the number 
o f  strikes or days lost in any one year, arc varied and to  a certain extent 
arbitrary; it should not be expected that an economic variable, such as 
inflation, will move in any close relationship with such erratic movements. 
Those who set o u t to  show that there is little connection between year- 
to-year variations in strike activity and inflation rates set themselves an 
easy task.* 44 Similarly, it should not be expected that year-to-year changes 
in union membership levels will have rapid noticeable effects on economic 
outcomes.45 Rather, institutional variables are relatively static, slow- 
changing factors that should be expected to  affect behavior over a fairly 
long term. This effect is more easily measured by comparing countries 
with diverse institutional arrangements than by considering fluctuations 
over short periods o f  time within countries.

Conditions for Trade Union Wage Restraint

Comparison of a Neocorporatist and a Liberal System

By examining two cases in detail, it is possible to  compare the behavior 
o f  trade unions in a neocorporatist and a liberal industrial relations system. 
West Germany and the United Kingdom are good representatives o f  the 
two systems.

West Germany is neocorporatist bu t far from an extreme example; 
there are strong elements o f  neoliberalism in its economic policy.46 And

is  an Explanation o f  Inflation: An International Comparison,” Manchester School of Economie and Social 
Studio, no. 1 (March 1974), pp. 46-55; George Zis, “Inflation: An International Monetary Problem or 
a National Social Phenomenon?" in Michael Parkin and George Zis, eds.. Inflation in Open Economies 
(Manchester University Press, 1976), pp. 1-23. David Soskice has attempted a synthesis o f  economic 
and sociological perspectives in “Strike Waves and Wage Explosions, 1968-1970; An Economic 
Interpretation," in Crouch and Piztomo, Comparative Analyses, pp. 221-46.

44. Sec Ward and Zis, ‘Trade Union Militancy.”
45. The pioneering work in this Add is A. G. Hines, ‘T rade Unions and Wage Inflation in the 

United Kingdom, 1893-1961," Review eg Economic Studies, vol. 31 (October 1964), pp. 221-52. This 
has been criticized by Purdy and Zis, T rad e  Unions and Wage Inflation,” and by Ward and Zis, T rad e  
Union Militancy.”

46. It is important to sec West Germany’s social-market policies as a movement toward liberalization 
within an economy that had hardly known a period of liberal capitalism and had, during the Nazi period, 
been under an extremely high degree o f  political control. German governments were slow to dismantle 
the cartels o f  earlier economic regimes, and business continued to make important use o f  its associations 
in its relations with government. Andrew Shonfield, Modem Capitalism; The Chmypng Balance of Public 
and Private Power (Oxford University Press, 1965), ch ap . 11, 12; Geoffrey Demon, Murray Forsyth, 
and Malcolm MacLennan, Economic Planmng and Policées m Britain, France and Germany (London: Allen 
and Unwin, 1968), chap. 2; Marianne V!ÙK.\x,Theorit undPraxis dersotiolen Marktviracbufl (Fnrbfon.-. 
Campus Verlag, 1976). These factors have been of continuing importance to the role o f employers' 
associations in industrial relations.
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the main union confederation, the German Trade Union Federation 
(Deutsche Gewcrkschaftsbund, or DGB), has nothing like the control 
that the central confederations in the Scandinavian countries, Austria, and 
the Netherlands have over their affiliates. Indeed, some observers regard 
German unions as weakly coordinated.47 Be that as it may, the structure 
o f  German industrial relations and o f  political economy generally leads 
German unions to  act in a highly coordinated way.

The United Kingdom is sometimes seen as an extreme case o f  liberalism; 
it has the most decentralized union movement in the industrial world, a 
fact reflected in the compilation o f  Schmirter’s index. However, at certain 
periods (1940*51, 1961*69, 1972-79) it has been involved in some 
distinct attempts at ncocorporatist public policy.48 At these times the 
country has displayed the dose cooperation between ministries and union 
leaders familiar in corporatist countries. It is factors such as these that 
account for the higher assessment o f  the level o f  corporatism in Britain 
made by Lehmbruch. Like West Germany, the United Kingdom is 
therefore a suitable case for an attempt at disentangling form and substance.

The central point o f  departure for a comparison is the very different 
level o f  labor-movement centralization. In the United Kingdom this was 
high immediately after World War II but dissipated fairly rapidly.49 
Employers’ organizations had never been highly centralized, or powerful 
among their member firms, except perhaps during the period o f  corporatist 
rationalization in the 1930s, the British economy’s sole and reluctant 
flirtation with cartelization. Employers’ associations in Britain rarely 
developed the industry-level cohesion o f  bargaining policy, backed up by 
mutual support and sanctions, characteristic o f  their counterparts in West 
Germany, Sweden, and the Netherlands.50

From the late 1930s and throughout the war, British unions had 
become highly centralized, though in nothing like the tidy industrial-

47. Sec Headey, T rad e  Unions and National Wages Policies " His classification o f  union confed
erations was used to construct the corporatism index in table 5-3, above,

48. Colin Crouch, Class Confiât and the Industrial Relations Crisis (London: Heinemann, 1977).
49. Hugh Armstrong Clegg, The Chosiging Srstrm of Industrial Relations in Gnat Britain (Oxford: 

Blackwell, 1979), chap. 2.
50. See Geoffrey K, Ingham, S o rte  and Industrial Confiât: Britain and Standmana (London: 

Macmillan, 1974); Stephens, Transition from Capitalism, pp. 129-40; Peter Jackson and Keith Sisson, 
"Employers' Confederations in Sweden and the U K. and the Significance o f  Industrial Infrastructure," 
British Journal of Industrial Relations, vol 14 (November 1976); Time Akkermans and Peter Groodngs, 
"From Corporatism to Polarisation: Elements o f  the Development o f  Dutch Industrial Relations," in 
Crouch and Piazomo, /Arrimai Studio, pp. 159-89.

 

 
 
 
 
 



union form introduced after the war in West Germany. The centralization, 
initially defensive in the face o f mass unemployment and then prolonged 
for the exceptional period o f  wartime hostilities, never developed the 
infrastructure o f  organizational arrangements that might perpetuate it. 
From the early 1950s it rapidly collapsed, as in changed economic 
circumstances the historical shop-floor base o f  the British labor movememt 
reasserted itself. W ith an untidy union structure that made concerted 
policymaking difficult, and with very weak employers’ organizations as 
bargaining counterparts, there was litde to  sustain effective strategic 
capacity in the unions. Shop-floor activists, especially the shop stewards, 
emerged again as autonomous centers o f  power. A plant level o f  bargaining 
grew up alongside and independent o f the national level in many industries. 
The guardians o f institutionalized bargaining—union officials, employers’ 
bodies, and the Ministry o f Labour—preferred to  act as though the 
unofficial movement did not exist, though by the late 1960s it was by far 
the most active agent in industrial disputes, grievance setdements, struggles 
over working conditions, and, to a lesser extent, pay rises in many major 
industries, especially in the private sector. There was not often outright 
conflict between union hierarchy and stewards, but there was no integra
tion either.

This kind o f decentralization was very much a part o f  the liberal legacy 
o f  British economic history. The process o f  industrialization had been 
long, ad hoc, relatively unguided by the state or by organized industrial 
groups. There was litde inherited coordination on either side o f industry 
and a good deal o f  resistance to attempts at imposing it.

In West Germany employers’ associations play an important part in 
bargaining, help employers maintain a common front against unions, and 
even maintain strike protection funds.51 This is one aspect o f  German 
economic life that retains the older pattern o f  cartelization. The unions 
are similarly centralized, having been established on a simplified industrial 
base o f  sixteen (later seventeen) organizations within the DGB after the 
war.52 Although bargaining is often carried out at the regional level, the 
union leaders who carry it out are part o f  a staff organized by the national 
headquarters. Streeck has argued that industrial unionism is conducive to  
solidaristic wage policy o f the Swedish kind, which seeks to  advance a

51. Lloyd Ulman and Robert J. Flanagan, Wiyc Restraint: A  Study of Incomes Policies in Western 
Europe (University o f California Press, 1971), p. 178.

52. About 85 percent o f all German trade unionists arc members o f DGB affiliates.
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common interest among a range o f  different kinds o f  workers on different 
pay levels, rather than an opportunist playing o f  the market that the 
organizational untidiness and decentralization o f  the British kind permit.S3 
Further, national leaders o f  these large industrial unions must weigh the 
likely macroeconomic effects o f  their bargaining strategy, at least within 
their industry and, in the case o f  the larger unions which dominate the 
movement, the economy itself. Finally, as Lehmbruch has pointed out, 
the wage leadership o f  the steel and engineering union IG Mctail (the 
free world’s largest trade union) performs something like the function o f 
confederal bargaining coordination, especially in the light o f  the centrality 
o f  the steel, machine-tool, and automobile industries to  the German 
economy.S4 55

In addition, shop-floor power in West Germany is poorly developed. 
One source o f  this lies in the system o f codetermination—not so much 
in the oft-noted worker-director system, but in the role o f  the works 
councils, which comprise workers’ representatives only. These councils 
have veto power over certain aspects o f  company operation, and the right 
to  consultation on others. Against this, they are forbidden to  engage in 
open conflict. They are not formally a part o f  union organization and in 
fact comprise a means whereby German employers have kept unions out 
o f  their plants; on the other hand, nearly 80 percent o f  their membership 
are normally union members whose candidature is supported by the 
unions.

During the late 1970s the unions began to  take a more inventive 
approach toward the works councils, occasionally negotiating an increase 
in their rights in collective bargaining with employers as well as relying 
on government action to  do so as in the past.5* The relationship between 
the councils and the unions is therefore complex and highly interesting. 
O n the one hand the fact that the councils have the power to  achieve 
gains for the workers through formal, nonconflictive means reduces the 
volume o f  shop-floor conflict and makes it difficult for shop-floor activists 
to  mobilize workers around accumulated grievances. The councils therefore

53. Wolfgang Slreeck, “Gewerkschaftsorganisation und industrielle Beziehungen: eiriige Subilitio- 
problème industriegcwcrksduftlicher Inceressenvenretung und Ihre Lrisung im wescdcutschen System 
der industriellen Beachurgen,” in Joachim Matthcs, ed., SmieUr Wattdd m Watatropa (Frankfurt: 
Campus Veriag, 1979).

54. Lehmbruch, “Neokotporatismus,” p. 18.
55. Eugen Lodeier, “Etfbjgteicher Kampf urn soziak Besitzsrandsncherungand “Dokuraentari- 

onen: Mctalharifrunde in Nordwümemberg/Nordbader 1978,” Gfwtrbchsfttichc Menaoheflt (Cologne), 
vot, 29 (May 1978), pp. 257-60,303-10.

 
 
 

 
 



reduce the level o f  militancy and also continue as a nonunion channel o f  
representation. At the same time, the fact that their relations with the 
unions are very dose means that they become a de facto union channel 
in many instances and dispense with the need for unions to  develop 
autonomous channels o f  representation. Instead the unions can rely on 
their links with the councils to  give them a shop-floor role while themselves 
concentrating on regional and national tasks. In this way the works 
councils insulate the centralized activity o f  the unions which is crucial to 
neocorporatism, while also helping them insure the ventilation o f  shop- 
floor grievances.56

It has also been claimed that works councillors are a moderating 
influence within the unions.57 Council members often participate in the 
formulation o f  union wage claims, encouraging a policy that asserts a 
solidarisdc norm  at industry level and leaves scope for works councils to 
secure extra rises within the most profitable companies.

Such a system does not work perfectly. In 1969 and in the early 1970s, 
there were occasional shop-floor revolts, sometimes led by union shop 
stewards within the plant, sometimes by groups o f  workers (such as 
immigrants) whose needs had been neglected.58 But newly active shop 
stewards often find themselves becoming members o f  works councils. 
M ost German workers seem reasonably satisfied with the system o f  plant 
representation.59 Almost by accident the industrial relations system has 
developed in a way that protects union centralization while providing a 
safety valve for grievances at shop-floor level.

Initially, postwar bargaining in Britain also tended to  exclude unions
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56. Gerhard Brandt, "Industrial Relations in the Federal Republic o f Germany under Conditions of
Economic Crisis,” in Shigeyoshi Tokunaga and Joachim Industrial Relations tn Tmuitùm:
The Cates tfJapan mut the Federal Republic o f Germany (University o f  Tokyo Press, 1984), pp 5-20.

57. Charles F. Sabd, "The Internal Politics o f  Trade Unions,” in Suranné Berger, ed., Organizing 
Interests m  Western Europe: Pluralism, Corporatism, mat the Transformation ofPolities (Cambridge University 
Press, 1981), pp, 233-36.

58. Bemdt Kirchlechner, “New Demands or the Detnands o f  New Groups?” tn Crouch and Pizzomo, 
Comparator Analysa, pp. 161-76; Walther MülJcr-Ientsch and Hans-Joadtim Sperling, “Economic 
Development, Labour Conflicts and the Industrial Relations System in West Germany,” in Crouch and 
Pizzomo, National Studies, pp. 257-306. See also Rainer Zoll, “Centralisation and Decentralisation as 
Tendencies o f  Union Organisational and Bargaining Policy,” and Roderick Martin, "The Effects o f 
Recent Changes in Industrial Conflict on the Internal Politics of Trade Unions: Britain and Germany,” 
in Crouch and Pizzomo, Comparative A  nolytts- Wolfgang Strccck, “Qualitative Demands and the Neo- 
Cocporatist Manageability o f Industrial Relations,” British Jetterai of Industrial Ritatieni, vol. 19 (July 
1981), notes mote recent signs o f  tension.

59. Heinz Hartmann, “Works Councils and the Iron Law o f Oligarchy,” British Journal of Industrial 
Relations, voL 17 (March 1979). The fact that nearly 80 percent of those eligible to vote in council 
elections do so is also some indication that these bodies are not mere tokens.
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from direct activity in the plant; bargaining took place at the level o f 
nationally organized unions and employers' associations, with an older 
historical legacy o f  district bargaining in certain sectors. At the plant level, 
activity was to  be left to  joint consultation committees that had no 
statutory base and, unlike the German works councils, conferred no power 
on worker members.60 As shop-level union organization recovered its 
strength during the period o f  postwar full employment, shop stewards 
began to  take the initiative in the setdement o f  shop-level grievances, 
developing autonomous power bases that relied on the strike threat and 
on the mobilization o f  the work force. In the industries and areas where 
such a pattern developed, a machinery emerged that could also take the 
initiative in wage demands. The new unofficial system was linked to  the 
unions; in contrast to  some o f  the Italian shop-floor delegates who 
emerged in the 1970s, British shop stewards were always union members 
and union activists. But their bargaining activity had little to  do with 
union wage strategy.

Given the large number o f  unions, it was unlikely that pressure would 
be brought to  bear in the Trades Union Congress on individual unions 
or shop-floor groups who carried on a policy that, if  generally replicated, 
would have adverse economic consequences. By the late 1960s the existence 
o f  “two systems” o f  industrial relations in Britain became a common 
theme o f criticisms o f  the unions both by their enemies and by some o f  
their friends.61 Despite a flurry o f  initiatives to  try to  integrate the two 
levels, the main story o f  the 1970s was o f  further growth at the 
decentralized level; if  any integration took place it was through union 
leaderships giving increasing scope within their structures to  shop-floor 
groups.62

The differences between British and German patterns o f  union orga
nization are compounded by differences in legal systems. In West Germany 
there are far more legal constraints on unions than in the United Kingdom;

60. While German works eounaUon have no power to take conflict action, their veto rights, which 
ate limited to a number of issues, give them considerable leverage. Clearly, they can use their power in 
a restricted area to gain concessions in further areas in exchange for moderation in their exercise o f  the 
veto.

61. The focal point of this debate was evidence gathered for Great Britain, Royal Commission on 
Trade Unions and Employers Associations, 1965—1968 (Donovan Commission), Riport, Cmnd. 3623 
(London; Her Majesty’s Stationery Office, 1968).

62. This process in fact played a crucial part in breaking die temporary and partial centralization of 
British industrial relations during the period of the “social contract,” 1976-79. It was recently decentralized 
groups within the health service and local government who took the initiative in die wave o f  strikes 
against pay restraint in January 1979.

 
 
 

 
 

 
 
 



but legal constraints also exist in some liberal economies with high levels 
o f  industrial disruption (for example, the United States). More important 
is the type o f  legal framework. German labor legislation has largely 
emerged from older legal traditions, predating the Federal Republic.63 
Perhaps most important is the restriction o f the rights to  form associations 
and to strike to the limited number o f formal trade unions recognized by 
the state. These rights are a development o f  the medieval concept o f  
corporate liberties enjoyed under state license—in contrast to  the individual 
rights to  organization and withdrawal o f labor that developed from liberal 
legal systems o f  such countries as England and France. Alongside and in 
keeping with the corporadst assumptions o f such law is the obligation o f 
unions to maintain industrial peace, and the designation o f  unions, 
alongside employers’ organizations, as bodies with a duty to  help maintain 
social order. Such a designation, with its implied delegation to  private 
associations o f  the public function o f  maintaining law and order, is pure 
corporatism and develops from an entirely different organizational tra
dition from the liberal concept o f  pressure groups each trying to  maximize 
its advantages within a free-market competition for gain.

British labor law was, until the 1970s, as pure an instance o f  liberalism 
as German is o f  corporatism. The rights to strike and to unionize developed, 
albeit paradoxically, from individual freedoms, English common law being 
as individualist as the German legal conceptions are collectivist. As it 
became clear during the latter nineteenth century that the collectivism o f 
labor could not be prevented, though it was clearly illegal under common 
law principles, governments made space for the legal development o f 
unions by conceding to  them immunities from prosecution for what 
would otherwise have been actionable behavior. Union and strike law 
thus developed negatively; there was virtually no attempt at constructing 
a comprehensive body o f law that would allocate organized labor a set 
place in law and society. This was deliberate; to  construct such legislation 
would have meant making an explicit breach with the liberal tradition in 
the face of an increasingly powerful movement.64

Significandy, it was during the 1970s, when various corporadst

63. Thilo Ramm, “The Legality o f Industrial Actions and the Methods o f Settlement Procedure,” 
and Folkc Schmidt, “Industrial Action: The Role o f Trade Unions and Employers Associations,” in 
Benjamin Aaron and K. W. Wedderbum, eds., Industrial Conflict: A Comparative Legal Survey (London: 
Longman, 1972); Johannes Schregle, “Labour Relations in Western Europe: Some Topical Issues,” 
International Labour Review, vol 109 (January 1974), pp. 1-22.

64. Lord Wedderbum o f Charlton, “Industrial Relations and the Courts,” Industrial Law Journal 
(London), vol. 9 (June 1980), pp. 65-94.
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experiments were being launched within British industrial relations, that 
changes were attempted in this characteristic British pattern, most notably 
in the Industrial Relations Act 1971, which would have laid on unions 
some o f  the obligations characteristic o f  German law.65 Equally signifi
cantly, however, that act was never capable o f  implementation and was 
repealed within three years. O n the other hand it was replaced by an 
interesting development. As part o f  the corporatist social contract with 
the unions, the Labour government o f  1974 introduced a scries o f  acts 
that considerably advanced union and individual workers’ rights.66 While 
these did not impose the obligations and responsibilities that the German 
system does, they did locate British developments in a legislative framework 
with some corporatist implications. For the first time, union recognition 
became a matter for legal definition, to  be administered by a tripartite 
Advisory, Conciliation, and Arbitration Service. N ot surprisingly, given 
its tripartite structure, A CAS tended to  give preference in recognition 
cases to  claims by existing established unions. Given the tendency toward 
amalgamation and concentration in British unions, this might be thought 
to  mark a tendency toward a limited number o f  large unions partly secured 
by legal process, albeit organized on a less unifiai industrial base than in 
West Germany.

However, it was notable that when judgments o f  A CAS on union 
recognition went before the normal law courts on appeal, the verdict was 
given to  small, new, fragmentary unions—the latest manifestation o f  the 
tendency o f  the British judiciary to  enforce individualistic conditions 
within a collectivist framework. In any case, in 1980 the new Conservative 
government repealed this provision o f  the mid-1970s legislation; it also 
introduced a range o f  new constraints on union action, but none that 
took a corporatist form.

The German approach to  legal formalism in the definition o f  unions 
also furthers centralization by freezing the mold o f  organization and 
inhibiting breakaways. German unions thereby gain a functional equivalent 
o f  the dosed shop, a major organizational advantage o f  British (and 
American) unions that is illegal in West Germany. Compulsory unionism 
maintains the strength o f  a work force against employers, but it also 
insulates the leadership from membership pressure (the ability to  “vote 
with one’s feet”) and massively reinforces the disdplinary sanction o f  
expulsion from union membership. I f  a centralized movement exists, these

65. Crouch, O n e  Cenflia, chap. ID.
66* Ibid.

 



factors would heavily reinforce it. However, the fact that in West Germany 
it is difficult to  organize outside the framework o f  formal unions means 
that it is very difficult to  leave a union if  one wants to  engage in collective 
action—which presumably is what any worker seeking a higher level o f 
militancy is doing.

In sum, German unions are, as a recent comparative study concluded,
more bureaucratic in their administration, more centralised in policy-making and 
more legalistic in the way they pursue their objectives than their British counter
parts. In wage policies especially, the executive committees and full-time officials 
in West German unions exercise a degree of authority over their members that is
found in very few British unions___In West Germany, power resides in individual
national unions and there are clear limits on both the initiating role of the 
confederation and the autonomy of union members in the workplace. In Britain, 
the power relationship between the confederation, national unions and rank-and- 
file members is more complex and . . .  less predictable.47
Neither the DGB nor the T U C  has the formal role in union bargaining 
strategy that a confederation in the purer corporatist cases has. But the 
leadership o f  the DGB’s seventeen major industry-based and internally 
centralized unions will encounter far fewer obstacles in the way o f  informal 
coordination in the interests o f  a general policy than will a movement o f 
the British type.
More than a hundred trade unions organised around differing occupational, 
industrial and sectoral interests are affiliated to the TUC. Competitive multi
unionism characterises most parts of the private and public sector of employment 
in Britain and contributes to the more complex problems of policy-making in the 
TUC. Mote than three-quarters of the TUG’S affiliated unions are not represented 
on the General Council and its sub-committees—a representational problem that 
has been exacerbated by significant changes in the occupational and industrial 
distribution of union membership in the last decade or so, especially the growth 
of public service trade unionism. The greater complexity of the internal environment 
of the TUC arises not only from the organisational diversity of membership, but, 
as one might expect, the extent to which this reflects important ideological 
divisions (at least, amongst union leaders) and the perception of competing 
interests.**

Only a coordinated union movement can operate in the way that 
N orbert Kloten, in chapter 12, describes the bargaining strategy o f 
German unions since the aftermath o f  the oil crisis in 1973. The unions 67 68
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are seen as either accepting in advance the implications for wages policy 
and unemployment o f  the Bundesbank’s monetary stance, o r o f  deciding 
to  try to  shift those implications by the  autonomous action o f  their own 
bargaining. The strategy by no  means imposes automatic cooperation 
with the authorities; neocorporatist unions, unlike classically corporatist 
ones, retain their autonomy and may use this as a bargaining counter. 
Their action conforms to  a strategy, and that strategy can be changed and 
reversed if  it appears to  have been mistaken. This is quite different from 
the position o f  a competitive, decentralized union movement, where 
opposition to  the authorities takes the form o f  an uncoordinated mass o f  
local actions, none o f  which embodies an overall macroeconomic project— 
as occurred in the shop-floor revolts that brought down the social contract 
and the Labour government in Britain in the early weeks o f  1979. I f  
British unions adjusted their bargaining policy to  far more modest targets 
in the early 1980s, it was not because they anticipated unfavorable 
consequences for employment levels, bu t because they had already been 
weakened by very high levels o f  unemployment.

It is these structural aspects o f  the industrial relations system that 
explain differences in the behavior o f  different union movements, not 
pieces o f  formal institutional machinery like the concerted action forum— 
which is so often identified as the source o f  the superior capacity o f  West 
Germany’s industrial relations to  cope with the instabilities o f  the 1970$. 
Chapter 12 makes clear that since its initial period (1967- 72) concerted 
action has probably served as nothing more than a symbolic affirmation 
o f  a practice o f  mutual orientation and strategic behavior among the social 
partners that is supported by deeper structural factors. Ironically, the 
height o f  British admiration for concerted action (during the election 
campaign in 1979)69 came at a time when German unions had been 
boycotting sittings o f  concerted action for nearly two years!

Indeed, if  national forums were all that were required, the British have 
one in the National Economic Development Council, set up in 1961 
largely for the purpose o f  persuading union leaders to  orient their behavior 
toward national economic indicators70—at that time in supposed imitation 
o f  French rather than German institutions, though equally mistaken. In 
the absence o f  any mechanism for coordinated action at a national or

69. See, for example, Confederation o f  British litdmtry. Pin: The data: CBI PnepaabfirStfinaug  
Pay Dtttrmmatinn (London: CBI, 1979).

70. Crouch, Clan Conflict, d u p . 11.

 



industry level by either labor or capital, such devices will remain mere 
talking-shops.71
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C onclusions

There does seem to be a case for taking seriously the argument that, 
once economic actors have become organized, the sociopolitical context 
most likely to  be consistent with relative freedom from economic distor
tions will be one that encourages coordination o f  action and centralization 
o f  organization rather than one that tries to  reproduce among organized 
interests situations analagous to  a free market.

Transplantation o f  a few formal institutions o f  concerted action is 
hardly likely to  change the capacity for restraint o f  a particular country’s 
labor movement, for such institutions reflect factors rooted deeply in 
national histories. For example, it is notable that six o f the liberal countries 
listed in table 5-2 developed in the Anglo-Saxon institutional tradition, 
with its individualistic legacy o f  common law, associated laissez-faire 
economic system, and low role for governments and organized capital in 
the early stages o f  industrialization. Two other low-corporatism countries, 
France and Italy, and in a rather different way Japan, embody a further 
historical pattern. The polities o f these societies have long involved 
considerable corporatism, but in relations between capital and the gov
ernment alone; labor, o r at least its most important representative bodies, 
has been excluded from national consensus. A socialist government in 
France can be expected to  change this pattern only if  measures are taken 
to  increase the central coordination o f  the labor movement.

This does not mean that nothing can be done to  change the cast o f  a 
society’s institutions once they have been set, but policy needs to  go

71. [( »  possible that the different degrees o f integration between the financial and industrial sectors 
of the British and German economics is relevant here. As Stephen Blank has shown (“Britain: The 
Politics o f  Foreign Economic Policy, the Domestic Economy, and the Problem o f Pluralistic Stagnation," 
International Organization, vol. 31 (Autumn 1977], pp. 673-721 ), at crucial moments in recent economic 
history, British governments have supported the interraticrul interests of the financial sector (the City 
o f  London)—which has never been closely involved in the financing o f  British industry—at the expense 
o f  domestic manufacturing interests. The impressive array o f  tripartite economic consultative bodies has 
never embraced the financial sector or been able to  affect this allocation o f priorities. The relationship 
between German banks and industrial corporations has always been dose, and this issue o f the division 
between the two scoots has not arisen. Sec also Shonfiekl, Modem Capàalàm, Yao-Su Hu, National 
Attitudes and the Ftnaneiag of Industry (London: PEP, 1975); Susan Strange, Steriity and Britvh Polity: 
A  Political Study of an International Currency inDedine (Oxford University Press, 1971); John Woolley, 
chap. 11, below; Cohn Crouch, “Varieties o f  Trade Union Weakness: Organised Labour and Capital 
Formation in Britain, Federal Germany and Sweden," West European Paltrier, vol. 3 (January 1980), pp. 
87-106,
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beyond formal institutional tinkering. One may also, on the basis o f  this 
analysis, consider critically attempts at deliberately reducing the level o f  
corporatism in a society by, say, expelling the labor movement from the 
center o f  the political consensus, weakening the power o f confederations, 
reducing the role o f wide-ranging bargaining institutions. Unless powerful 
groups are prepared to  try to  destroy unionism completely, attempts 
simply to  press an organized labor movement back into a form that seems 
more analogous to a decentralized market economy may be counterpro
ductive; some o f  the conditions for stability under pure market conditions 
are the very opposite under conditions o f  organization. It was the very 
fact o f  coordination and capacity for strategy that enabled the German 
trade union movement, when it so chose, to respond to  signals o f  tight 
monetary policy at an early stage, thereby reducing the need for that 
policy actually to  bite deeply into the labor market. In Britain’s more 
liberal industrial relations system the response had to  wait for unemploy
ment to  rise above 10 percent.

O f course, the installation o f neocorporatist structures, even if they can 
be successfully introduced, does not insure success in the fight against 
inflation or other sources o f  economic distortion. Corporatism places 
enormous reliance on the capacity o f  organizations to regulate their 
members. This capacity will often fray badly at the edges and may fail 
entirely. Chapters 12 and 13 describe this process as occurring in Sweden 
and Germany—both, however, still look considerably more stable than 
the frayed liberalism o f the United Kingdom or Italy. As Lehmbruch has 
pointed out, the general shift to  monetarist economic policy in the late 
1970s signaled a certain loss o f  capacity o f corporatist mechanisms to 
produce an “adequate” reduction in inflation.72 O f course, as he has stated 
elsewhere, it was only in those cases where organizations could not 
provide centralized coordination (for example, in the United Kingdom 
and the United States) that monetarism was eventually used virtually 
alone.73 Elsewhere (for example, in West Germany) a mixed strategy o f 
the kind described by Kloten in chapter 12 was more likely.

The political supports necessary for neocorporatism are only partly 
known. W hat would happen if the association between Social Democratic 
power o r at least consociationism and cooperative behavior on the part 
o f  centralized labor movements were removed for a lengthy period? Were

72. “Ncokorporadsmus,” p. 9.
73. Gerhard Lehmbruch, “European Neo-Corporatism: An Export Article?” Colloquium Paper 
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the Swedish general strike o f 1980 and the strike for reduced working 
time in the German metal industry in 1984 an indication o f what might 
become typical? It is interesting that Kloten regards the presence in office 
o f  the Social Democratic party as a factor insuring cooperation by German 
unions in the mid-1970s.

Finally, what are neocorporatist trade unions able to achieve for their 
members? The evidence presented in this chapter can be interpreted as 
saying that the effect o f  central coordination among unions is to offset 
the impact o f  the level o f  unionization—that is, the more centrally united 
is organized labor, the more are its actions compatible with the stability 
o f  that market economy against which labor started to organize itself in 
the first place! Such a view is o f  course dependent on the assumption that 
it is in labor’s interest for the stability o f the economy to be disrupted— 
a view that some within the labor movement do adopt. But even setting 
that aside, the question o f what neocorporatist unions gain for their 
members in exchange for restraint is worth asking—from the points o f 
view o f  both the workers themselves and the employers who may ask 
what they are conceding in exchange for this cooperative if organized 
labor force. To phrase the question differendy, if part o f  the output o f  
trade unions in liberal political economies is industrial conflict and inflation, 
do neocorporatist unions spend their energies achieving something more 
constructive?
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6
Inflation and the 
Politics o f Supply

John Zysman

M ost discussions o f  inflation assume balanced growth or even a steady- 
state economy. They do not examine how sectoral changes, in which 
industries displace cme another, or in which firms and technologies 
obsolesce, contribute to  inflation. They may consider the macro fact o f  
growth but not the microeconomic processes o f  adjustments in what is 
produced and how. This chapter examines how these processes o f  industrial 
adjustment can generate inflation and press special problems on stabili
zation policy. Some o f  these challenges are caused by endogenous or 
technological factors and some by new competition. The premise here is 
that growth itself exerts pressures that can lead to  inflationary results, no t 
merely from the general bottlenecks long associated with theories o f 
structural inflation but from the political management o f  growth econ
omies. The chapter addresses the issue o f  how diverse societies in the 
political management o f the multitude o f changes that constitute growth 
and the allocation o f  the associated costs can make their economies more 
o r less prone to  inflation.

It is difficult to  establish the degree o f  inflation caused by sectoral 
shifts and problems o f  adjustment. The contribution to  the movement o f  
the price index made by paying an inefficient firm to manufacture 
overpriced steel or automobiles (overpriced in terms o f  world market 
alternatives) is not readily deduced. The contribution o f  government 
bribes to  persuade hesitant cnterprencurs to  invest in a modem steel 
factory is not easily established. Still there is a recognition that those 
costs—inducements to  enter a sector or cushions for redundancy—are 
paid by society and can contribute to  inflation. Industrial adjustment—
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the continuing adaptation to new conditions—involves flexibility in the 
factory and mobility o f resources between uses. Adjustment, o f  course, is 
not a bloodless o r smooth process, and not surprisingly those displaced 
by the destruction that industrial growth entails may seek protection or 
assistance from government. The privileges won by those who seek 
change, and the protections and restrictions maintained by those who 
resist it, direcdy affect the flexibility and mobility o f  the economy. The 
pace, type, and cost o f  adjustment are direcdy affected by political choices 
about the management o f adjustment and the institudonal arrangements 
governing economic competition o r coordination. Thus it is not simply 
a matter o f  whether change occurs, but how it occurs and who pays 
for it.

W hat this chapter seeks to  explain is not the magnitude o f  the effects 
nor the technical path o f transfer payments. Instead it argues that countries 
are more or less prone to  provide such transfers, to  fund them in 
inflationary ways, and to promote resource bidding according to charac
teristic social and political alignments and institutional features o f  the 
economy. There is no single set o f  political solutions that assures 
adjustment. Factory flexibility may be limited by the inability o r unwill
ingness o f small entrepreneurs to  adopt competitive strategies as much as 
by worker resistance. The politics o f  adjustment, it must be clear from 
the outset, does not reduce to the power o f labor to  resist change nor 
can it be understood as a crisis o f  democracy expressed and measured by 
the proliferation o f  interest groups.1 An analytic approach to the politics 
o f  adjustment must link the individual controversies about industrial 
change to  national political issues and identify national approaches to  
adjustment and the kinds o f political settlements made in the process. 
The sources and consequences o f  three types o f  adjustment—company- 
led, state-led, and tripartite-negotiated—are explored here.

Growth involves changes and adjustment, the shift o f  resources from 
one sector to another or the more productive use o f  resources within a 
particular sector. Substantial payments are usually required to  induce 
businessmen and workers to  enter new industries. The price o f adjust
ment—the transfer cost—is the sum o f payments necessary to  induce the 
entrepreneur to  assume the risk, and the laborer to accept the dislocation,

1. Organization for Economic Cooperation and Development, Towards Full Employment and Pria 
Stability (Paris: OECD, 1977) (hereafter McCracken Report); Robert O. Keohane, “Economics, Inflation, 
and the Role o f the State: Political Implications o f the McCracken Report,” World Politics, vol. 31 
(October 1978), pp. 108-28; Mancur Olson, unpublished papers; Trilateral Commission, The Crisis of 
Democracy (New York University Press, 1975).
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o f entering a new sector. The market will provide incentives for adjustment 
if  the gain from entering a new sector—the transfer premium—is great 
enough to  make these payments to  labor and capital. I f  the market is 
unable to  cover all o f  the costs o f  adjustment, government may decide to  
transfer resources to  industry to  reduce costs o f  production and distri
bution, supplement profits, o r make up for tosses incurred. These subsidies 
may be in the form o f  direct payments, o r restrictions such as trade 
barriers that allow protected firms to  extract additional income from the 
market, o r institutional arrangements and laws, such as those that protect 
labor against dismissal o r that guarantee a market share for particular 
companies, that retard adjustment and permit incomes to  be retained that 
otherwise would be lost.2 These payments and restraints represent supply 
rigidities that discourage efficient use o f  resources, and they directly affect 
the costs o f  adjustment.

Adjustment difficulties can provoke inflation in a number o f  ways. I f  
some sectors are subsidized, competitive bidding for shifting resources 
takes place at artificially high price levels. I f  protected groups are able to  
maintain their relative position in the market, the gains won in a growing 
sector will become higher costs throughout the economy. Also, the sum 
o f  subsidies and payments can add to  aggregate demand w ithout producing 
compensating supply. In 1978, for example, the British government spent 
$200 million and the Swedish government $400 million to  cover the 
deficits o f  shipbuilding companies. The French directly subsidized ship 
costs to  the sum o f  $200 million as well as providing modernization 
grants o f  IS percent o f  new ship sale prices.3 In France a fund o f  $1 
billion was established for restructuring ailing industries, and government 
takeover o f  the steel industry meant that the state absorbed the $1 billion 
o f  loans that had destroyed the financial viability o f  the industry (a 1979 
estimate put the subsidy at $2 billion a year).4 Between 1969 and 1973, 
French support for the financing o f  exports intended to  draw resources 
into expanding sectors was running between $600 million and $700 
million.5 And the supply consequences may be far more substantial than 
the actual expenditures. In 1970, for example, direct subsidies to  engi-

2. Lance E. Davis and Douglass C. North, ImùtMÙmal Change and America* Economie Growth 
(Cambridge University Press, 1971), pp. 3-25.

3. “Spend Now, Contract Later," Economat (December 30 ,1978), p. 48.
4. Paul Lew», Sew Toot Time, August 6, 1979.
5. John Zysman, T h e  French State in the International Economy," in Peter J. Kau enwein, e d . 

Between Power and Plenty: Forty* Economic Foliée ofAdranccd Inductrial State (University o f  Wisconsin 
Press, 1978), p. 290.
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neering industries in the advanced countries were running between $4 
billion and $6 billion, but the lost production resulting from misallocation 
o f resources that government policies brought about exceeded $50 billion.6

T h e  C hanged  C ontex t o f  G row th

If  growth flags, the costs o f  adjustment become more inflationary. 
Growth rates themselves do not correlate with inflation across countries. 
But as the sources o f growth falter, each country’s performance will 
decline in respect to  past records. Several distinct patterns o f  growth and 
inflation emerge from the records o f  five major industrialized countries 
(table 6-1). France and Japan were high growth and high inflation 
economies, West Germany had fast growth and low inflation, Britain had 
slow growth and high inflation, and the United States was a medium-to- 
slow-growth economy with low inflation. I f  growth and inflation (or 
growth and price stability) did not go together, what principles o f  growth 
did exist? Probably the most salient source lay in the fact that die fast 
growth countries were those with large agricultural sectors at the beginning 
o f  the postwar period. Although it hardly explains all gains, it allowed a 
major transition. As farming was mechanized, labor was freed for other 
uses. In France, West Germany, and Japan, patterns o f  land ownership 
remained stable; farm size increased, but as a result o f  death, not 
displacement. The position o f  the rural elites in the national community 
changed, but their place in the local order was not overturned.7 Govern
ment grants and price supports were keyed to  maintaining traditional

6. Unpublished OECD estimates.
7, In France the total number o f  farms decreased between 1942 and 1975 by 47 percent, farms of 

20 to SO hectare! declined only slightly, and those greater than SO hectares increased. In West Germany 
the total number decreased between 1949 and 1977 by 49 percent; forms of 20 to 50 hectares (and 
those greater than 50 hectares) increased markedly, and forms o f  10 to 20 hectares declined only by 22 
percent. In Japan, where the average form size is extremely small, the total number decreased by 20 
percent; forms o f  2 to 3 hectares (and those greater than 3 hectares) increased substantially. Calculated 
from Institut National de la Statistique et des Etudes Economiques, Annuaire statistique i t  It France 
1077 (Paris: Minister* de l’Economie et des Finances, 1977). p. 153; Staùsdschcs Bundcsamt, StalùtüeJia 
Jahrbueh jvr du BuiuianpiMii Deutschland 1978 (Stuttgart and Mainz: W. Kohlhanuncr GmbH, 1973), 
p. 134; Office o f  the Prime Minister, Statistics Bureau, Japan Siasosùal T  earhook, 1978 (Tokyo: Statistics 
Bureau, 1973), p. 99. Dislocation resulting from industrial growth affected primarily smaller forms and 
nonowners, neither o f  which is the most politically influential component o f  the countryside. Indeed, 
governments in all three countries lavishly subsidized and protected the agricultural sector throughout 
the postwar period o f  industrial expansion. Guido Goldman, T h e  German Political System," in Samuel 
H. Beer and Adam B. Ulam, eds., Pattens of Government: The Major Political Systems of Europe, 3d ed. 
(Random House, 1973), p. 571; Philip H. Titzlse and Yulcio Suzuki, "Politics, Government, and 
Economic Growth in Japan," in Hugh Patrick and Henry Rosovsky, eds., Asia’s New Giant: Host the 
Japanese Economy Work (Brookings Institution, 1976), pp. 772-74.
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rural life, and the peasantry was held in place even as its destruction was 
assured. The shift out o f  agriculture, however, accounts only for a portion 
o f  gain in output;8 it cannot be separated from the growth in investment 
and advances in technology.

The transition out o f  agriculture was, in any case, by its nature a one
time process. The political task o f  sustaining growth in advanced market 
economies now depends on a steady move out o f  low productivity 
industries and a continuing increase in the productivity o f  existing 
industries.9 Moreover, industrial productivity must expand rapidly enough 
to  compensate for expansion in the service sector, where productivity 
increases are slow.10 Assuring “creative destruction” in sectors such as 
textiles and steel that must be displaced o r transformed may prove even 
more difficult than displacing the peasants and modernizing agriculture 
were in the postwar years, for politically entrenched interests will have to 
be directly confronted rather than finessed.

Changes in industrial structure represent a challenge to  patterns o f 
ownership. Even medium-sized firms provide substantial numbers o f  jobs 
and a political and social position o f  importance in local communities for 
owners or managers that unite labor and capital in resisting change. 
Industrial workers are so well organized that they can adopt protective 
strategies that will affect not simply wages but the organization o f 
production. Their position is reinforced by a web o f  protections built up 
over the years.

Because the gap between returns from any two industrial sectors is 
likely to  be relatively small, protections and subsidies required to  appease 
political unrest in weakening industries may seriously dampen market 
incentives for adjustment. A generation ago in the fast growth countries, 
agriculture could be subsidized to  gain political quiescence without 
eliminating incentives to  move o r modernize. Now those countries along 
with the slow growth countries must face long-standing problems.

Adjustment must occur within industry. But the flexibility and mobility 
required for inflation-free growth may be impeded as important sectors

8 Edw ad F. Denison, Why Grtrwth Reuet Differ: Pxtwmr Experience m  Nine Western Countries 
(Brookings Institution, 1967), pp. 211-16.

9. United Nations Economic Commission for Europe, Structure and Change in European Industry 
(UN, 1977). See also lean Francois Herman, T h e  Political Economy o f  Comparative Growth Rates: 
The Case of France” (September 1978); Nicholas Kaldor, Contes o f the Simr  Unto e fE a m m k Growth o f 
the United Kingdom (Cambridge University Press, 1966).

10. Robert Bacotl and Waiter F.ln\ Rriceuni Economic Probiem Too Few Prvdueert (LoixSon Macmillan. 
1976), develop the case that public service expenditure slows growth and speeds inflation.
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arc threatened with a sharp loss o f  jobs o r dramatic alteration in the 
composition o f  production. Workers who must move into sectors that 
require very different skills and offer relatively few jobs are likely to  fight 
to  hold onto  their existing jobs.

The changed character o f  international trade in a num ber o f  sectors 
may also make internal adjustment difficult. In the boom years o f  the 
1960s it was thought that specialization in production would result in 
trade between nations within sectors—that the United States and West 
Germany would exchange different types o f  machine tools, for example.11 
A dramatic instance o f  what happened is Japanese competition in the 
production o f  color television sets that virtually destroyed the American 
industry. In many industries, economics o f  scale in a few countries and 
stagnant levels o f  production in others have brought about worldwide 
overcapacity. But in such diverse industries as textiles, shipbuilding, and 
steel, excess capacity is as much due to  competition from third world 
producers as to  any drop in aggregate demand. Government efforts to  
maintain simultaneously employment, market shares, and prices in the 
face o f  such overcapacity can unfortunately cause threatened sectors to  
coalesce into an alliance for protectionist policies and resistance to  industrial 
change.

Between 1967 and 1977 the manufactured exports o f  less developed 
countries grew some ten times, reaching a total o f  $44 billion.12 By 1981 
they grew to  between $100 billion and $145 billion.13 In global terms, 
they represented 1—2 percent o f  total imports o f  manufactured goods.14 
But die figures are less relevant than is their eff ect on  unemployment in 
the importing countries (including layoffs attributed to  increased pro
ductivity provoked by the imports). The massive impact o f  imports on 
regionally concentrated industries makes the transfer o f  capital and labor 
out o f  the affected sectors particularly difficult and magnifies the political 
and policy reaction. Government subsidies and supports arc undoubtedly 
higher than they would be if  the impact were diffused throughout the 
economy.

11. R idu id  N. Cooper, The Econemia efInterdependence: Eanoemc Pthcf m  the Atlantic Cmmmemty 
(McGraw-Hill for Council on Foreign Relations, 1968).

12. Between 1973 and 1977, they increased some S2Û billion. Gotnoüssahat General du Plan, 
Rapport du groupe charge d’etudto Fevelution dot tamomiet du né»  monde et Vafpatti pieductiff raneuu 
(Pahs, 1978); Lawrence G. Franko, A  Surrey e f  the Impaa e f  Manufactured Export! from Indmtriatieuy 
Couutria m  Alia and Latin America: M an  Export-Oriented Growth Be Dàrufàrel MPA Report 174 
(Washington: National Planning Association, 1979).

13. Commissariat General du Plan, Rapport, p. 12.
14. Franko, Surrey, p. IS.
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In capital-intensive production sectors, where productivity is at the 
center o f  competition, overcapacity is concentrated in countries whose 
industries are uncompetitive. Subsidies promote expansion that results in 
declines and subsidies in other countries.

Firms that expand production rapidly can frequently drive costs down 
and may be able to  gain a competitive edge. Growth o f the domestic 
market may enable firms to  invade foreign markets. That happened, for 
example, in the Japanese automobile sector, where production jumped 
from 160,000 units in 1960 to  4.5 million in 1975 and exports during 
the period grew to  reach 45 percent o f  production.15

But expanded output and government-backed modernization do not 
in themselves assure competitive productivity. The benefits o f  expansion 
depend on the choices a to u t technology and production organization a 
firm makes. Together, the exports o f  less developed countries and the 
problems o f industrial competitiveness create a set o f  endangered industries 
that are prepared to resist adjustment.

Fear that new jobs may not be created as fast as workers are displaced 
and certainly not with skill requirements to  fit the labor pool provides 
the fuel for intense political efforts to  p ro tea  existing jobs. The problem 
is not so much the loss o f  jobs as it is the internal adjustment that must 
be faced. Increases in the advanced countries5 exports o f  manufactured 
goods to  less developed countries have more than matched the growth 
in imports; the former grew from $36 billion in 1972 to  $102 billion in 
1976, while the latter grew from $24 billion to  $71 billion.16 The 
adjustment problem is the mismatch o f  relatively unskilled and immobile 
labor in traditional industries with requirements in new export seaors.

Another problem lies in the nature o f  the export industries. Between 
1960 and 1970 in Western Europe there were three rapidly growing 
industries: chemicals, electrical machinery (which includes electronics and 
machine tools), and petroleum. Over the decade their share o f output 
increased from 16.86 percent to 23.52 percent o f  production while their 
contribution to employment rose from 14.0 percent to 16.7 percent.17 
New production did not mean new jobs. That problem is likely to worsen 
as automation becomes widespread with the advance o f electronic micro
circuitry.

When adjustment entails sharp dislocation and extended unemployment

15. Christian Stoffaës, La grande menace industrielle (Paris: Calmann-Lcvy, 1978), pp. 64-70.
16. Commissariat General du Plan, Rapport, p. 12.
17. UN Economic Commission for Europe, Structure and Change, pp. 82-99.

 



in a range o f  sectors and communities, the result is intense political 
resistance to  change. Eventually that means subsidies to  sectors requiring 
protection and transfer payments to  growing sectors. But if  continued 
growth depends on a smooth shift o f  resources between industrial sectors 
and this is a politically more difficult task than in the past, can new 
alliances and strategies be found to  contain the pressures for protection 
and privilege?

148 John Zysman

Officials and Firms: The Possibilities for Coalitions o f  G row th

Political action plays a part in the adjustment to  industrial change in 
every country. Its effect on price levels depends on whether it is used to  
override existing protections and restrictions or to  construct new restric
tions and complicate adjustment further. Assuming that economic circum
stances after W orld War II were roughly the same among the high growth 
countries, all o f  which saw a rapid decline in their agricultural population, 
and among the slower growth countries, which were entirely dependent 
on change within industry, the variations in each group suggest how 
institutional arrangements affect adjustment. Within the high growth 
countries the central problem in realizing new market possibilities was to  
move labor out o f  agriculture into industry; flexibility was assured by the 
expansion rather than the transformation o f plant. In the slow growth 
countries the problem was very much the adaptation o f industry to  shifting 
markets and altered international positions.

Some o f  the batdes during the process o f adjustment could only be 
resolved by political coalitions and state control, while others could be 
settled purely by corporatist arrangements within industry. In those cases 
where industry alone cannot assure adjustment, but the state must become 
involved, the question first arises whether the state actively takes initiative 
in shaping the response to  pressures for change, and second whether it 
will support positive adjustments toward industry positions unattainable 
in the market. Three types o f explanations suggest themselves. The 
character o f  the adjustment problem may compel certain choices; the 
government's role in the economy and the policy instruments it controls 
may make some tactics more tempting than others; and the political 
volitions o f those undergoing change may differ. The issue is how these 
several influences—market organization, institutional structure, and po
litical purpose—combine and intertwine in a national context.



Political leadership in industrial affairs rests on very particular institu
tional foundations. The state must be able to impinge selectively on 
company choices and participate actively in the organization o f  industry. 
The critical hypothesis is that for the state to act as an economic player 
and exert industrial leadership, it must have discretionary and selective 
influence over the allocation o f industrial finance—as it does in France 
and Japan. In Britain, creation o f such a capacity has been the subject o f  
political debate, while in the United States such a capacity has been 
eschewed. Yet these structural possibilities alone do not determine the 
uses to which the state apparatus is put. Political struggles must determine 
to  what degree institutional resources are created or utilized. So too, 
business leaders will seek to draw in or keep the state out o f  the market. 
Firms must formulate strategies for coping with their competitors and 
their production problems, strategies that may mean either remaining 
competitive o r seeking restrictions on market forces. Firms might try to 
keep government from interfering with their affairs, trusting their fate to 
success in the market. They might engage state support to  protect their 
income, seek subsidies to  supplement their market take, or seek help in 
controlling the cost o f  production—meaning labor costs for the most 
part. O r firms might seek the state as an ally in their expansion, trying to 
increase what they can earn in the market from new activities.

An industry or firm in decline is likely to turn to government for 
protection, one in ascent to  seek support for its expanding efforts, while 
a mature and profitable sector with stable markets and a solid competitive 
position may simply want the government out o f its hair. But competitive 
position alone cannot account for national differences in industry strategies. 
The textile industry in Britain, for example, is one o f modem capital
intensive firms that have emerged in the face o f cheap Commonwealth 
imports; in France, by contrast, natural fiber manufacturers have sought 
protection both from foreign imports and from domestic producers o f 
artificial fibers.18 In part, such differences turn on corporate capacities 
within national industries. They are also determined by sectoral politics, 
which directly affect firm strategies. A company's willingness to press a 
competitive advantage or its concern over market weakness depends in 
part on its alliances—within the sector, with other sectors, and with labor.

The important questions here are whether those seeking opportunity 
and profit in market changes o r those fearing change and seeking insulation

18. Robert Bcrricr, “The Politics of Industrial Survival” (Ph.D. dissertation, Massachusetts Institute 
o f Technology, 1978), chap. 2.
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predominate, and whether either group requires government support or 
aid for its plans. The demands o f  the industry and its influence will 
depend on the interests o f  the spokesmen and the organizational platforms, 
since the problems and needs o f  firms vary widely within a sector. Trade 
associations that group winners and losers under a single roof cannot be 
expected to  articulate particular interests.

Broadly cast groups are less likely to  serve as instruments o f  state 
support for expansion, but otherwise their purpose will depend on the 
particular business interests that control the organization. Demands for 
help are likely to  come from particular companies or smaller associations 
within an industry that compete with die broadly cast trade association 
for influence within the government.

The state has powerful means o f  shaping the demands mack on  it— 
everything from privileged policy access to  the right to  administer state 
policies. Bureaucrats and elected policymakers are not merely passive, o f  
course. Their role will depend on the coalitions they build among 
themselves and with corporation o r labor spokesmen. The more that state 
officials or their business allies have a voice across economic sectors, the 
more they can override particularistic needs. In the Federal Republic o f  
Germany, governments have consistently resisted demands for protection 
and subsidy from all particular industrial sectors. In  a centralized system 
such as France o r Japan, the same bureaucrats, bankers, and politicians 
will have a hand in the politics o f  many sectors. Policies for any one 
sector will be shaped as much by the effect on all coalition members as 
by the needs o f  that sector.

What determines the strength o r purposefulness o f  state officials in  die 
adjustment coalition? In part it will be the needs o f  firms themselves in 
confronting a changing market. But here the discussion concentrates 
primarily on the government side o f  the coalition.

The H ÿ h  Growth Countries

In France and Japan state bureaucrats have actively sought to  organize 
development, and they have been able to  act as industrial leaders. This 
capacity depends on at least partial autonomy from the pressure o f  groups 
that support the government and on the ability to  discriminate, especially 
in finance, between firms. A centralized bureaucracy, a permanent elite 
civil service, and limited parliamentary involvement in policymaking create 
the conditions for autonomy. N ot only are the avenues o f  access controlling 
the influence o f  interest groups limited, but access is a resource the state



leadership can offer to interest groups in exchange for some influence 
over policy, leadership, and organization. Influence in the organization 
o f  an industrial sector, however, also demands the ability to  select targets 
and favorites. The selective allocation o f credit, and institutions that 
permit it, provides a multipurpose and multisectoral tool vital to state- 
led industrial strategies. The government does not have to find specific 
authority to  influence individual decisions o r to control bureaus with 
authority over specific instruments. Moreover, it can operate within the 
framework o f business decision, most directly the balance sheet, to  act as 
a player in the market.

Possessing potent resources for intervention, the elite members o f the 
centralized state bureaucracy in France and Japan could aggressively 
promote adjustment out o f  agriculture into industry and out o f  low wage 
into higher wage sectors. In each case the state supported newer sectors 
bidding resources out o f  traditional uses, but by means o f policies that 
differed substantively. The French were more constrained by international 
agreement in their tactics and dependent on weaker and less internationally 
oriented companies. The Japanese sought to  build self-sustaining market 
positions for their companies in growth industries, whereas the French 
sought to  override the market in many instances, by sheltering chosen 
companies or promoting favorite projects. The Japanese, committed to 
growth as a systematic priority, maintained an undervalued currency for 
a generation, but the French had competing policy purposes and did not 
systematically attempt the same monetary tactic. Moreover, the French 
seem to have been more constrained by their uncompetitive sectors; they 
provided them more support and were less able to force them into 
competitive paths. The important contrast to those two state-led economies 
is West Germany.

F r a n c e . The politics o f growth in France served to entrench privilege 
at the same time that it encouraged change—subsidized privilege was set 
against subsidized protection. Postwar development in France was led, 
or at least promoted and nurtured, by a centralized state bureaucracy with 
links to  the business and financial community. Growth in the gross 
domestic product was very rapid, averaging 4.7 percent a year between 
1950 and 1975.19 And, as Stephen Cohen noted in his assessment o f  the 
Fifth Republic’s first twenty years, “the French economy has been 
transformed.”20 Boom and backwardness created powerful market incen-

19. Hennart, “Political Economy o f Comparative Growth Rates.**
20. Stephen S. Cohen, ‘Twenty Years o f  the Gaullist Economy,** in William G. Andrews and Stanley 

Hoffmann, eds., The Fifth Republic at Twenty (State University o f New York Press, 1981), p. 241.
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tives to move from agriculture into industry. The shift was abrupt and 
sudden. Between 1949 and 1968 the average annual decline in the 
agricultural labor force was 3.3 percent, and between 1968 and 1974 it 
was 5.3 percent, which brought the sector down to less than 10 percent 
o f  the active labor force. In the first quarter o f  the century, by contrast, 
the rate averaged 1 percent and in the second quarter, which was disrupted 
by depression and war, there was no outmigration.21

The transformation was a victory o f  political leadership. The political 
strategy was to alter the economic order while buying social peace and 
political equilibrium by partially insulating critical groups. The price was 
mosdy paid from growing national production, partly by the common 
agricultural policy, and seemingly in part by inflation. State leadership 
was at the center o f  the process. A handful o f  ranking government officials 
sought to reform the bureaucracy and alter the role o f  the state in the 
economy, and they used their power to press for modernization and 
growth.22 What began in the bureaucratic citadels o f  the French state was 
managed and completed by the Gaullists.

The economy was changing, but politically potent groups in agriculture, 
small business, inefficient firms, and the like could impede the industrial 
advance, as indeed alliances had done throughout the Third Republic. 
The Poujadist uprising o f small shopkeepers in the 1950s did, for a 
moment, give voice to part o f  the opposition. Those supporting industrial 
expansion had to  prevent the formation o f an active opposition while 
maintaining incentives and pressure for adjustment. The beginnings o f 
European economic integration pushed French businessmen into seizing 
many market opportunities that had always been there; the Coal and Steel 
Community and the Common Market preoccupied many o f the possible 
members o f a coalition against growth. Such devices as agricultural 
supports diverted others. The Gaullists completed the job; their great 
achievement was to  hold once powerful social groups “in line politically 
so they would not dismande the growth m achine.. . .  Gaullism kept the 
dreadnoughts o f the French past politically impotent,”23 while the market 
displaced them.
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The political victory was not simple, complete, or cheap. One tactic 
was to  trap and immobilize the collection o f interests that would have 
limited development, but a second range o f tactics involved paying off at 
least some o f the multitude o f demands with tax privileges, subsidies, and 
restrictive business arrangements. Differential treatment o f taxes, special
ized lending circuits, and toleration o f competitive agreements that 
sustained prices were part o f the effort to  preserve the traditional small 
business community o f  shopkeepers and small producers. As the social 
face o f France altered, these groups became even more crucial politically 
to  the conservative majority and fitted congenially into the business 
strategies o f  many larger and more advanced firms.

Labor’s position was weak. The unions withdrew and were kept out 
o f  the efforts to plan the economy. Although the events o f May 1968 
brought substantial wage increases, the gains were lost by a devaluation 
the next year. (By contrast Michele Salvati contends in chapter 15 that 
Italian labor was able to  block similar policies.) Rights to  existing jobs, 
often embedded in elaborate layoff procedures, were stoudy defended. 
Labor mobility did increase, but there was not a wholesale displacement 
o f  restrictions on change. Some o f the protections o f the hothouse 
economy were available even to  the politically weaker groups.

The uneasy and expensive balance o f  development without disruption 
is evident in sectors where firms committed to  modernization struggled 
against those attempting to  preserve old patterns. One series o f projects, 
including the Concorde and the abortive attempt at a national computer 
industry, was a cosdy political attempt to  buy the symbols o f industrial 
advancement without establishing possible market conditions for the 
industries. In sectors such as oil, where the domestic market could be 
isolated and heavy capital investment was crucial to  success, efforts to  
impose political goals on the industry worked. In entrenched sectors such 
as steel and textiles, where industrial reorganization and rationalization 
would mean displacing entrepreneurs o f  local o r national importance and 
creating widespread layoffs in single-industry regions, modernization was 
tentative. The steel industry was reorganized, several times, when capital 
needs and cash crunches forced the firms to  accept state initiatives. Massive 
new facilities were opened at seaside locations, but older, less efficient 
facilities were not closed because o f the powerful resistance anticipated. 
The industry trade association remained an intermediary between the 
firms and the government in the decade-long negotiations that culminated 
in a debt-forced nationalization which the state would have liked to  avoid.
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In textiles, the traditionalists found themselves as allies o f  the Ministry o f 
Industry in its bureaucratic fight to wrest policy instruments from the 
Ministry o f Finance. The government acted not only to preserve small 
and often marginal firms, but to  hold in place a very traditional nonin- 
tegrated textile industry, unique among the advanced countries. M anu
facturers o f artificial fibers were kept out o f the textile business in exchange 
for a monopoly in the supply o f  fiber. Modernization plans were drawn 
upon to  justify support for marginal firms, and a segmented labor force 
was created to provide cheap immigrant labor for uncompetitive small 
firms and stable, highly paid jobs for local workers. In each sector the 
problem o f  adjustment was resolved within the confines o f the govern
ment’s commitment to modernization, even when the outcomes proved 
unworkable or unduly expensive.

In effect, the myriad institutional arrangements were subsidies that 
permitted many to hold to the past a litde longer and others to  make that 
past part o f  the future. Social immobility and the effort to maintain 
constant relative incomes made France particularly vulnerable to inflation 
and contributed to  an inflation rate well above the composite foreign 
index during most o f  the period between 1960 and 1974.24 French 
strategy led to  widely dispersed real and apparent benefits, while obscuring 
and muting the costs or isolating the groups damaged. Satisfying the 
monetary demands o f all groups and letting inflation shift the resources 
is, however, an old trick in French politics—after both world wars the 
French middle classes revealed a “tendency to  accept the indirect taxation 
o f inflation rather than confront the direct levies needed to  avoid it.”25

The policy instruments to  pursue hidden transfers o f resources between 
sectors, to  use inflation as a continuing tactic, certainly exist in France. 
The banking system is organized to control the allocation o f credit, and 
interest rates are used to subsidize privileged loans, rather than serving 
to  allocate capital. A network o f  parapublic and public banking institutions, 
however, permits the state to  pursue specific objectives in industries and 
firms it considers critical. The system permits the money supply to be 
manipulated to  satisfy what are often quite specific political or policy 
purposes.

Despite an elaborate rhetoric about industrial deployment and economic
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liberalism, the French did little to assure positive adjustment in the late 
1970s. Redeployment was left to the market, and firms left to redeploy 
themselves.26 Traditional sectors continued to  be protected. The financial 
apparatus used during reconstruction to aid expansion in critical sectors, 
and during the boom years to forge so-called national champions, was 
rolled into batde to  restructure troubled firms and promote exports.27 
The policy o f retiring losers and protecting the public from the conse
quences o f company failure embraced often contradictory objectives. The 
large programs to  rationalize the shipbuilding and steel sectors did not 
succeed despite massive assistance. Substantial investments were made in 
the aircraft industry, where the airbus was successful in the market; in 
nuclear production, where the French staked their domestic energy future 
and established a position as a major exporter; in computers, where an 
American multinational corporation was harnessed to French policy; and 
in telecommunications, where the effort to make the French telephone 
system respectable opened the possibility o f substantially affecting the 
semiconductor and professional equipment sectors. In the years following 
the oil crisis, new initiatives were made in financing exports, particularly 
plant and machinery sold to  Eastern Europe and the third world.

France underwent buffered change. Growth took place, but with 
extensive side payments in the forms o f subsidy and restriction to  politically 
potent groups. For a long time, labor was one o f the political losers and 
dissipated what strength it had on the pursuit o f  protective restrictions. 
The groups that composed traditional France were trapped inside con
servative coalitions—unable to  block o r control change but capable o f 
assuring that part o f  the old world would be preserved. The political 
executive—operating with some autonomy—used a system o f circular and 
selective credit systems both to  fund change and to  pay for restriction. 
The restrictions won in the postwar boom now constrain further adjust
ment and raise the price o f  growth. Undoing that system is the political 
challenge.

Those difficulties continue despite a shift to the left in 1981 and the 
advent o f  President François M itterrand. Socialist political leaders, too, 
draw on the same interventionist traditions; indeed, they use outright 
public control more expansively. Adding the unions’ voice to  the policy 
coalition may set an even higher price on adjustment than in the 1970s,

26. Sec Suzanne Berger, “Lame Ducks and National Champions: Industrial Policy in the Fifth 
Republic,” in Andrews and Hoffmann, Fifth Republic, pp. 292-310.
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and Socialist control o f  the economy cannot make the trade-offs o f  
adjustment any less painful.

j a p a n . Japan faced the same problems o f managing the decline o f 
agriculture and avoiding a rebellion o f  its traditional sectors, and it faced 
them with a state structure and financial system much like those in France. 
Each bureaucracy was manned at the top by an elite corps o f civil servants 
Which had enough autonomy from day-to-day political pressure to 
formulate its own tactics. In each country the state exercised economic 
leadership because it was able to act as a player in the market by the 
selective manipulation o f finance. As in France, agricultural groups were 
critical o f  the electoral position o f the conservative governments and their 
interests were well tended in both countries; public expenditures for 
agriculture in Japan represented 1.5 percent o f  the gross national product 
in the late 1960s and in France 1.6 percent.28

The Japanese had a strong commitment to  moving labor out o f  low 
productivity sectors into high wage industries as well as facilitating the 
move out o f  agriculture. The industrial structure that was built in the 
1950s and 1960s was the result o f  deliberate restructuring. While light 
industry represented 50 percent o f  total industrial output in 1955, by the 
early 1970s heavy and chemical industries with a higher wage structure 
represented 70 percent o f  manufacturing production. “The shift resulted 
from measures taken by the government in the 1950s channeling resources 
into those industries for which there was a growing world demand. The 
targets were greater production o f machinery, metals (especially steel), 
chemicals, and ships.”29 In shipbuilding, for example, the rapid delivery 
times that helped build Japanese dominance depended on financing o f 
stockpiles made possible by government policy.30 Clearly some sectors 
were subsidized to  survive, and the massive effort was to  achieve growth 
through sectoral transfer and modernization. This shift was supplemented 
by an effort to  encourage new products and processes that would give a 
distinctive competitive advantage to Japanese firms, a task aided by the 
burgeoning o f  industrial demand.

The weight o f  government policy was the reverse o f the French. Japan 
sought to  promote competitive industries that could be self-sustaining in
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the market rather than selecting projects and firms for political reasons. 
And the sectors o f low priority were left to market forces.

The commitment to  rapid development was built into the structure o f 
the financial system, which was arranged to  favor industrial lending. 
Critically, as Kozo Yamamura demonstrates in chapter 14, the system 
moved funds away from the countryside and small- and medium-sized 
businesses toward the city and larger firms. This allowed the Bank o f 
Japan to  firmly channel funds into the sectors and types o f firms it 
preferred. This discretionary control o f  finance, combined with the powers 
o f  the Ministry o f Trade and Industry, created the leverage to intervene 
in the development o f particular sectors, to  promote favored firms, and 
to  encourage expansionist strategies.31 There is reason to suspect that in 
France the effort to provide funds to  growth sectors meant a general 
expansion o f the money supply. In Japan, it appears only that the growth 
sectors were favored, accentuating the bidding for resources.

A case can be made that the rapid promotion o f  growth sectors 
contributed to  demand-shift inflation. As the pool o f surplus labor in 
Japan dwindled, “progressively larger wage increases were necessary to  
transfer labor from lower-productivity sectors to rapidly growing ones.”32 
But the extraordinarily rapid productivity growth in manufacturing 
allowed wholesale prices to  rise more slowly than in France until 1963; 
Japanese consumer prices, however, ran ahead o f  the French. Japanese 
industry apparendy stayed that one step ahead in bidding for resources 
and was able to  pay the bill without price increases because o f increasing 
productivity. This pattern is consistent with the different emphases o f 
French and Japanese policy.

Thus despite political problems and structures parallel to  those in 
France, Japan was able to  move more decisively toward growth and 
seemingly for many years to limit the inflationary consequences o f 
development strategies to  declining sectors. One party, the Liberal 
Democratic, has governed Japan since World War II and that party has 
been dominated by an aggressively internationally oriented business elite. 
The presence o f  expanding companies in each sector and the big business 
elite in the leadership o f the ruling party meant that the interests o f  the
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losers in each sector could not be articulated as effectively and would not 
be heard as sympathetically as in France. Growth rested on the three
pronged stand o f  state, party, and business. In the early 1970s, the delicate 
arrangement that produced rapid growth with relatively low inflation 
came unstuck. Yamamura argues convincingly in chapter 14, below, that 
structural blocks to  growth emerged just as the ruling LDP needed to 
provide state-financed benefits to  constituencies previously satisfied with 
the spin-offs o f  growth. The demands were all the more urgent because 
the party's weakening hold on power forced it to  bid more vigorously 
with special favors to  hold what remained o f its constituencies. A reduced 
pace o f revenue increase, the concomitant o f  the economic slowdown, 
translated those political commitments into government borrowing. In 
Japan, as in France, demand-shift plausibly accounts for the pattern o f 
growth and inflation, but in Japan there was a clearer and more enduring 
commitment to supporting the stars o f  the industrial future.

w e s t  G e r m a n y . French and Japanese examples o f heavy state involve
ment in adjustment are in sharp contrast with German experience. West 
Germany more stringendy than other countries avoided government 
support for troubled industry, as was evident in the refusal to  cushion 
the shock o f the rise in oil prices in 1973-74.33 The transfer o f  real 
resources into exports and out o f  consumers' pockets was accomplished 
quickly; overall trade surpluses were maintained and bilateral balances 
brought back into the black at the same time that inflation rates were 
kept below those in other nations. Political virtue may, however, have to 
share credit for the inflation-free character o f  the German industrial 
miracle; for o f  all the fast growth countries, West Germany required the 
least transformation o f its industrial structure in the postwar years.34

German commitment to readjustment began only in the late 1960s. 
At war's end, Germany needed only to expand those industries—such as 
machinery, vehicles, electrical products, and chemical products—that were 
“front runners in international trade and enjoyed constantly growing 
markets.”35 The startling success o f currency reform in 1948 gave the 
Christian-Democratic government a considerable leeway. Exchange rates 
were kept undervalued, an effective transfer from consumers to the export 
sector, encouraging industry to  penetrate new markets with new products.
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Tax policy was structured to permit high profits to  be reinvested.36 Unlike 
their counterparts in Britain, the major banks shared an interest in 
industrial exports and were part o f  an alliance that supported the strategy. 
Growth fed on growth. Rapidly improving productivity meant that higher 
wages could be sustained, that the higher transfer costs could be paid, 
and that those displaced from one job could readily believe others would 
be available.

Beginning in the late 1960s West Germany’s stable industries faced 
competition from less developed countries at the same time that wages 
and the value o f the mark were rising. Government policy seems to have 
been based on assisting companies to  move into defensible market niches 
o f  high-wage industries. The basic technique seems to have been support 
for research and development for individual projects proposed by the 
companies themselves. In sectors such as electrical engineering and 
electronics (defense spending aside) and mechanical engineering, govern
ment money became a substantial portion o f  the national research effort.

Project funding reflecting past government efforts, excluding nuclear, 
space, and defense, jumped from around half to  four-fifths o f the budget 
from the late 1960s to  1980, while indirect funding through tax incentives 
dropped. The research budget expanded at a rate about one and a half 
times the overall budget. The projects were selected by government- 
industry committees, not only on technical merits but also for their impact 
on the German competitive position and their ability to  generate com
petitive high-wage industries.37 The entire effort was seen as a partnership 
that would permit the application o f big science in industrial sectors, the 
promotion o f competitive business segments, and the development o f 
technologies that would be crucial to  long-run German development. 
State governments too made their investments in potential growth 
industries, and local alliances o f business, banks, and government were 
established for the purpose. Unlike the case in France and Japan, labor 
was a systematic force in policymaking and collaborated in retraining and 
readjustment schemes. As one industry analyst remarked, the government 
aid schemes worked because o f  good communication between the producer 
groups and the segments o f  government. The interest group and corporate 
alliances built in the first phase o f the German boom, when growth fed
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itself, became policy instruments in the adjustment to  a downward world 
cycle.

The Germans professed a tough determination to resist demands for 
subsidy from declining industries. Strong pressures for structural adjust
ment policies were sidestepped and the study groups urged by labor were 
set up outside government in order to  keep government agencies out o f  
involvement in industry affairs. Yet in coal, shipbuilding, and textiles 
there were substantial assistance programs, though in textiles probably at 
levels below those in France and Britain. As in France, agriculture was 
substantially supported, and despite modernization most farms remained 
small and uncompetitive, and distributors in small towns were protected 
against the giant department stores. Clearly some claims for subsidy and 
protection were met, but agriculture and small business were seen as 
anomalies and not the centerpiece o f a web o f privileged market positions. 
The weight o f  German policy is perhaps suggested in the case o f  steel, 
where despite the decline in the Saar and the Ruhr the federal government 
provided no subsidies to  industry. Rather it encouraged local investment 
in mechanical engineering and assisted the search for new steel technologies 
that would permit portions o f the industry to  remain competitive.

The German government spent substantially less money on sectoral 
support than the French—the expenditure in the early 1970s represented 
16 percent o f  the budget in Germany and about 35 percent in France. 
The amounts for regional assistance in Germany were an order o f 
magnitude greater than in France, and the funds were channeled to 
growing sectors. Politically, the Ministry o f Economics, which was 
opposed in principle to  subsidy, managed sectoral and regional policy 
whereas government support for positive adjustment through research 
and development was managed through a technical ministry, not the 
Ministry o f Industry.

German policy rested on a political consensus and producer-government 
alliances rather than on an explicit political victory and the exclusion o f 
one group from policymaking. In the early years the problem was simply 
maintaining conditions for expansion. As growth fed on growth, the 
theory o f social market liberalism became an ideology that made it simpler 
to insist on adjustment and refuse particular demands. This policy stance, 
first taken by the Christian Democrats, was doggedly maintained by the 
Social Democrats. At each critical juncture, the basic soundness o f the 
industrial structure, plus high employment and low inflation over the 
longer term, and the past success o f  forcing market adaptations, permitted
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tough policies to  be applied without immediate political reaction. Com
panies committed to market adjustment, moreover, were likely to remain 
competitive and require little assistance.

W hether the virtuous interaction o f growth and adjustment can be 
maintained in the face o f a real decline in crucial German export sectors 
is doubtful. Certainly the multitude o f  subsidies provided suggests that 
the Germans are no t possessed o f a unique portion o f  economic virtue, 
but in part found themselves , in happy economic circumstances, which 
only began in the early 1980s to  test their political resolve in a sustained 
way. Since policy rested more on a corporatist alliance o f  producers than 
on the explicit victory o f a party o r social group, the delicate compensation 
required to sustain this consensus may be difficult to  make during real 
structural change. Or, conversely, Germany may seek to  resist change and 
persevere in the precomputer engineering and chemical industries that 
were the source o f  former strength. Constructing a political alliance around 
new development to replace the consensus o f  interest groups formed 
around the successes o f  the 1950s and 1960s may be difficult regardless 
o f  which political parties hold power.
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The Slow Growth Countries

The basic adjustment problem in the United Kingdom and the United 
States was to  shift labor from low wage, low productivity sectors to  high 
wage and high productivity uses. In Britain that also involved a transition 
away from semiprotected Commonwealth markets and the complications 
o f  a reserve currency status, a shift made more difficult by the absence o f  
a corporatist consensus about the terms o f industrial change o r an enduring 
political victory that might have imposed the terms.

u n i t e d  k i n g d o m . After World War II, England still viewed itself as 
a rich and great nation, giving precedence to  international finance and 
domestic consumption over economic growth and the nation’s industrial 
market position. Its decision to  defend the value o f  sterling was shared 
between the parties. The consequences o f  an overvalued currency were 
devastating. Imports appeared more attractive and exports less so, the 
exact opposite o f  the German and Japanese situations. British goods were 
vulnerable to competition abroad and new markets were hard to  enter. 
British exports lost market share in all markets and industries, which 
handicapped all o f  British industry. A t home an agreement to build die

 



welfare state had emerged from the war, its basic goal being to  achieve 
equality and remedy injustice. Litde attention was paid to  the effect o f  
these various policies on the possibilities for growth. The debate was over 
the question, consumption for whom? So, unlike the thrust o f  policy in 
France, Germany, and Japan, the basic lines o f  policy in the United 
Kingdom were not oriented toward sustaining and expanding industry.

By the late 1950s a debate had begun on how to speed growth. Public 
expenditures (particularly for local services) grew steadily until the mid- 
1970s,38 without a broad public debate over the consequences for 
investment and production. Savings and investment in Britain were far 
lower than in the faster growing economies, yet political argument seldom 
focused on who should save and how investment might be expanded.39 
There was amorphous support for redevelopment, but no agreement on 
the issue o f who would lead and profit from the growth.

At the political level the debate concerned the state’s role in the 
economy, at the producer level labor’s role in the factory and in politics. 
The Conservatives opened the debate, creating the National Economic 
Development Organization in 1960 as a symbol and instrument o f  a new 
direction. Yet this roundtable modeled on French modernization com
mittees lacked the instruments for selective intervention in industry and 
finance that gave the French planners and Japanese bureaucrats muscle. 
It included no bankers.40 The continuing commitment to  an overvalued 
currency, a major obstacle to growth, was supported by the banking 
community, but it was absent from the industrial debate. W ithout the 
bankers, however, the Conservatives had neither the intent nor the 
instruments to intervene in industry, and Labour’s strategies pushed it to 
adopt the position that more competition would ease Britain’s problems.

The role the state would play in industry was caught up in an 
ideologically oversimplified conflict between nationalization and free 
enterprise. Free market strategies meant reinvestment o f business profits, 
but to  leftist Labourites profits implied exploitation, inequality, and capital 
exports. To Conservatives, state initiatives by Labour governments implied 
nationalization o f  private property, not the effectiveness o f state interven
tion.41 Moreover, those Tories who had used the state during the

38. Ian Gough, The Political Economy i f  the Welfare State (London: Macmillan, 1979), pp. 128-52.
39. Yao-su Hu, National Attitudes and the Financing of Industry (London: PEP, 1975).
40. Bankers only became part o f sectoral committees in 1976, and then only in a limited way.
41. See Michael Stewart, The Jekytl and Hyde Tears: Politics and Economic Policy Since 1964 (London: 

J. M. Dent, 1977); Michael Shanks, Planning and Politics: The British Experience, 1960-1976 (London: 
Allen and Unwin, 1977).
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depression to try to rationalize industry and save capitalism were pushed 
aside when the Liberal party transferred its constituency and part o f  its 
leadership to  the Conservatives after the war.42 W ith the Labour party 
attempting direct physical management o f  the economy and nationaliza
tion, free market stances made good political strategy. The conservative 
alliance between state and industry that led the push toward growth in 
Japan, France, and West Germany was difficult to  envision or establish 
in England.

Ironically, it was Labour that adopted strategies reminiscent o f  con
servative French governments5 efforts to  merge undersized companies. 
The Industrial Reorganization Corporation (IRC), created under the first 
Wilson government, was so successful in promoting mergers that a decade 
later, giant firms dominated industrial production to  a degree not found 
in other national economies.43 When the Conservatives returned to power 
in 1970, they dismantled the IRC, but it was reborn at the next turn o f 
the political tables as the National Enterprise Board, a state holding 
company set up to  invest public funds in competitive enterprise. The 
Industry Act o f 1974 that created the NEB, like a Conservative bill two 
years earlier, provided a range o f  grants and loans intended to prop up 
or prod industry. Governments were driven to  devise policy instruments 
for a state-led strategy o f industrial adjustment, but their innovations 
were overwhelmed by circumstance and partisan conflict. State initiatives 
represented a challenge to financial institutions that were stoudy defended 
by political elements well represented in the Conservative party. Govern
ment involvement in industry’s power struggles went against the en
trenched Conservative belief that government ought not to  discriminate 
between firms, or to favor one against another; but beside that principle 
sat the assumption that government should correct deficiencies in the 
market and that if the markets worked perfectly British industry would 
surge ahead. The alternative position—that market forces would not 
correct Britain’s decline—was developed by Wedgewood Benn from the 
left o f  the Labour party. To reassert Britain’s position in international 
markets, he proposed not an alliance o f  state and business, as in Japan 
and France, but a replacement o f  business by the state, and if necessary a 
withdrawal from international markets. The National Enterprise Board,

42. Nigel Harris, Competition and the Corporate Society: British Conservatives, the State and Industry, 
194S-1964 (London: Methuen, 1972).

43. S. J. Prais, The Evolution o f Giant Firms in Britain: A  Study o f the Growth o f Concentration m  
Manujacturmng Industry in Britain, 1909-70 (Cambridge University Press, 1976).

Inflation and the Politics of Supply 163

 

 

 



which was his creation, therefore contained the broader threat o f  using 
financial involvement as a means o f extending nationalization. Subsequent 
initiatives from the Labour left, including proposals to  nationalize the 
banking and insurance sectors, reinforced that theme. Each political cycle, 
then, exacerbated the free market versus nationalization dichotomy, leaving 
no intellectual or political space for building a strategy by which the state 
could nurture private enterprise.

Britain’s interventionist policies thus tended to  degenerate into subsidies 
and protections. Under both parties, job support seemingly took prece
dence over industrial adjustment. Policies seemed to  be aimed at defending 
a low-wage status quo rather than cooperating to  create a high-wage 
future, the opposite o f the German choice. Indeed, the bulk o f  £325 
million o f support in the form o f  loans and grants in 1973-74, before 
the full effects o f  recession had hit, went toward declining industries and 
backward regions, some £35 million o f  that to  the shipbuilding industry.44

The real substance o f  policy was to  provide for troubled regions,45 a 
pattern shaped after W orld War I to  support declining staple goods 
industries. These industries were concentrated in areas dependent on these 
activities for their livelihood, and efforts to cushion the producing regions 
became a defense o f  declining industry and vice versa.

The state’s intervention in labor markets also supported the status quo. 
In  Britain the bulk o f  unemployment funds goes into paying workers 
cash for lost jobs. In  France and Germany, the greatest effort is placed 
on finding them jobs. In  Britain, security o f employment becomes equated 
with holding on to  particular jobs, because there is little assurance o f new 
jobs. “Security becomes synonymous with rigidity.”46

Labor’s role is yet another unresolved issue in British politics and 
industry. Unions obviously have a powerful position in the Labour party 
and in the councils o f  Labour governments. Their difficult problems are 
within the factory, where they are powerfully present but not as partners. 
Government policy if anything has exacerbated the problem and has not 
undone organizational and social obstacles to  corporatist policies.

The labor movement in England is simply not organized or motivated 
to serve as a partner for cooperative industrial strategies (nor has industry

44. Vincent Cable, Import Controls: The Case Against, Fabian Research Series, 335 (London: Fabian 
Society, 1977).

45. Alan Whiting, “Overseas Experience in the Use o f Industrial Subsidies,” in Alan Whiting, ed , 
The Economics of Industrial Subsidies (London: Her Majesty’s Stationery Office, 1976), pp. 45-63.

46. Santosh Mukherjee, Through No Fault of Their Own: Systems for Handling Redundancy in Britain, 
France and Germany (London: Macdonald, 1973).
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sought such collaboration). Labor has been fragmented; shop steward 
power has represented a threat to  more conservative central leadership, 
and the movement is ideologically divided. Consequendy, the Trades 
Union Congress leadership cannot negotiate policies that uniformly 
blanket the membership and is pressed to defend particular interests, 
sometimes o f  small groups o f workers attempting to  control events on 
the shop floor.

The underlying problems are shifts in power and politics on the shop 
floor. The dramatic growth in shop-floor power—reflected in extensive 
plant-level bargaining and the increasing number o f strikes begun at the 
lower levels that are given sanction by national unions—was unwittingly 
promoted by a Conservative government, which in essence traded a hands- 
off policy on internal union organization for wage restraint. In labor’s 
two-tier bargaining system, national unions moderated their demands, 
leaving the plant as the focus o f  bargaining and thus increasing shop- 
floor power. Inevitably the national unions’ ability to  pursue policies o f 
adjustment was reduced because the effective bargaining was out o f  their 
hands.

Efforts to alter the union structure and practices by legislation proved 
unworkable in the face o f united labor resistance. Though Labour leaders 
were able to organize a series o f union-supported income policies in 
which immediate wage gains were sacrificed for policy goals such as 
limiting inflation,47 arrangements broke down because the center was 
unable to  restrain for extended periods the initiative and autonomy o f 
the shop stewards. Only a dramatically new set o f  incentives, providing 
evident and mass benefits, would be able to  overcome the obstacles to  a 
political deal that would lay the groundwork for unions to  join a corporatist 
consensus. The differences within the labor movement are as serious as 
those that separate industry and government.

The constant change o f  governments and the lines o f  fracture within 
the Conservative and Labour parties make it difficult to establish either a 
governmental or corporatist alliance for growth. Neither side is strong 
enough to  impose a radical redevelopment policy, and no basis for 
cooperation is evident. The Conservatives in power could neither control 
nor ignore labor, and the Labour party in power had to be sensitive to  
the needs and demands o f  finance and industry. Labor leaders’ need for

47. See, for example, Michael Moran, The Politics of Industrial Relations: The Origins, Life and Death 
of the 1971 Industrial Relations Act (London: Macmillan, 1977); Leo Panitch, “The Development of 
Corporatism in Liberal Democracies,” Comparative Political Studies, vol. 10 (April 1977), pp. 61-90.
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visible benefits and businessmen’s fear o f  statist intervention clash direcdy, 
making a coherent and intensive industrial strategy hard to conceive. 
Until an accommodation is reached, subsidy and protection o f particular 
interests will mean industrial rigidity, and a resulting propensity to  slow 
growth and bias toward inflation. The Thatcher government has set out 
to  alter the structure and behavior o f  the unions. It is simply too early to 
know if the government will succeed.

u n i t e d  s t a t e s . Unlike its trade partners and despite an ideology o f 
productivity as a solvent for social conflict, the United States in the 1960s 
and 1970s had no explicit policy o f growth nor did it show much interest 
in the subject. O n balance, the U.S. economy appears to  be like the 
German economy, displaying no systematic effort to support or restrict 
adjustment. De facto U.S. policy has rested on the autonomy o f manage
ment strategy from detailed government interference, a basic consensus 
on the terms o f union-company conflict and collaboration, and opposition 
in principle to  national and international restrictions on trade.

Internationally the United States used its postwar dominance to  press 
for an open system, reaffirming that commitment in the Kennedy years. 
Political and economic interests pushed in the direction that ideology 
pointed.48 However, as U.S. industrial preeminence slipped, that openness 
became politically troublesome in an increasing number o f sectors, and 
trade policy “seemed to  move simultaneously toward free trade and 
protectionism.”49 The underlying coherence in the United States’ trade 
adjustment policy was the protection o f corporate rights to  make strategy 
choices. The policy was not to  intervene in favor o f adjustment, but to 
offer first aid for the pain.

Domestically, the federal government did not seek to  intervene selec
tively or systematically at the level o f  the sector or firm. Indeed, there 
was no policy apparatus to  implement the kind o f selective intervention 
that characterized French, Japanese, and recent British initiatives. With 
power and authority fragmented and diffused, particular sectoral interests 
were able to  establish fiefdoms in the government and determine the 
character o f  government’s relations with the sector.50

The responsiveness to  the needs and strategies o f major firms can be 
seen in government policies directed at Japanese penetration o f the markets
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48. Stephen Krasner, ‘T he Tokyo Round: New Rules for World Trade.”
49. Michael Bonus and James Millstein, “Protecting Profits” (Berkeley, Calif., 1979).
50. See Grant McConnell, Private Power and American Democracy (Knopf, 1966).

 



o f  the U.S. consumer-oriented electronics and steel industries.51 The 
major firms in the consumer electronics sector were multinational and 
responded to competition by moving production abroad and establishing 
joint operations with their Japanese competitors while seeking to  block 
foreign-produced imports through a series o f  customs court lawsuits. In 
steel, quasi-tariffs such as a trigger-point pricing system provided relief 
against dumping. There is no evidence o f a strategy to  rebuild the 
American steel industry. In the face o f  intense foreign competition the 
pattern was one o f multinational corporations pursuing free-trade policies 
in opposition to labor, and national companies aligning with labor to  
gain some degree o f protection.52

The federal structure o f  the United States, combined with the enormous 
diversity o f  a continental economy, makes it hard to organize resistance 
to  adjustment. The conflicting needs o f industries that were declining in 
the North and emerging in the South prevented regional demands from 
becoming the basis for national government interventions. Another basic 
feature o f  the American economy—the competition within sectors o f 
American businesses backed by local governments in alliance with pieces 
o f  the Washington machinery—spawned giant firms with the flexibility 
and financial power to  move between products and markets. That corporate 
flexibility meant that some companies moved out o f  the country while 
others diversified themselves out o f  the industry. Thus a policy that simply 
supported die autonomy o f company strategy ran into the pressing 
objective o f maintaining competitive American firms that employed high- 
wage American labor.

Models o f Adjustment

From the five national cases, three models o f  adjustment emerge—a 
company-led, a state-led, and a tripartite pattern. They represent different 
balances o f  initiative and power between the major producer institutions 
measured by the degree o f company autonomy and by differences in who 
influences company choices and how. They suggest what producer alliances 
can be built with government. Each arrangement, moreover, represents a

51. James Millstein, ‘Towards a New Political Economy o f US Trade Policy: Market Adjustment 
and Domestic Politics in the US Television Receiver Industry” (master’s thesis, University o f California, 
Berkeley, 1979); Michael Bonus, “The Politics o f Liberal Trade Adjustment: US Policy and Decline in 
the US Steel Industry” (master’s thesis, University o f California, Berkeley, 1979).

52. G. K. Helleiner, ‘Transnational Enterprises and the New Political Economy o f U.S. Trade 
Policy,” Oxford Economic Papers; vol. 29 (March 1977), pp. 102-16.
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set o f  systematic competences and weaknesses, a group o f tasks that can 
be accomplished easily or only with difficulty.

In the company-led model, basic choices are made by individual 
companies without outside interference, and workers or communities who 
are damaged or displaced are left to  fend for themselves or seek compen
sation from the government. The state’s role is to  assure the autonomy 
o f company choice and compensation for the rest o f  society. The 
arrangement works when the roles o f  neither the state nor labor are under 
direct question, so that the market arrangements and compensation deals 
can be worked out separately in each sector. The United States certainly 
suggests this type o f  adjustment.

In the state-led model the government bureaucracy attempts to  orient 
the adjustment o f the economy by explicidy influencing the position o f  
particular sectors, even individual companies, and imposing those solutions 
on labor. In both France and Japan, the twentieth-century cases o f  great 
state-led capitalist expansion, command o f  the nation’s credit system 
provided a means for bureaucrats to  intervene selectively as players in the 
market as well as to  allocate capital between competing uses. State-led 
growth is associated with the effort to  force a sharp break with the past 
and thus involves an explicit coalition, including elite state bureaucrats, 
using the powers o f  the state and sheltering themselves in a semiauton- 
omous state bureaucracy. Labor groups are either explicitly excluded or 
unable to  organize and impose claims to  industrial and political power. 
In essence, the consequences o f  development and adjustment are allocated 
by direct political choice without the participation o f  labor and with the 
preeminent influence o f  the state bureaucracy.

The tripartrite bargaining strategy involves an explicit and continuing 
negotiation o f  the terms o f change by the predominant social partners, 
including labor. The location and character o f  this negotiation differ, 
depending on both political and marketplace organization. In the most 
full-blown form, bargains are explicitly worked out by elite representatives 
o f  the several producers and political groupings. West Germany is 
suggestive o f  this model, but its arrangements are more company based 
than those o f the smaller European economies.

The United Kingdom represents a case o f the failure to  choose an 
approach to  adjustment. The political and industrial power o f  labor in 
that country makes it impossible to  move without labor’s support, but 
unions are not organized for the task o f making corporatist bargains and 
companies are not prepared to  accept them in that role.
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The Role o f Politics

The central question is whether any o f  the approaches to  adjustment, 
o r the political choices a country makes within a particular approach, 
actually affects the inflation rate. Does the character o f  the adjustment 
problem establish the price consequences o f adjustment?

In France and Japan—countries o f  high growth and high inflation— 
an active and selective state policy resting on an enduring political coalition 
that included state bureaucrats both validated restrictions to change and 
overrode them with privileges. Evidendy either the market forces were 
strong enough to  achieve growth despite restrictions, or the privileges 
supplemented those market forces. The selective allocation o f  credit 
provides a direct link between adjustment policy and the resource bidding 
process, and in the French example a strong argument can be made that 
the shift o f  resources toward competitive sectors was made by selectively 
expanding the money supply.

In the low inflation countries, the United States and West Germany, 
although growth problems and the approaches to  adjustment differed, 
flexibility and mobility seem to  have rested on a consensus about the 
privileges and position o f labor, industry, and state. O f course, the two 
consensuses were quite different, but in neither country were die terms 
o f adjustment called into political question.

In Britain there was no such consensus, nor was there a political 
coalition that could impose the terms and costs o f  change. The limited 
productivity gains, in part a result o f  a limited commitment to  growth, 
undoubtedly made the resolution o f  conflicting social claims more difficult. 
The British case in fact suggests that die very existence o f a stable and 
enduring coalition may be more important to  an adjustment strategy than 
the composition o f  that coalition. A clear winner means that costs can be 
allocated decisively and that the institutional arrangement that establishes 
how firms cooperate and compete will endure o r change incrementally. 
Thus France, where labor was a clear loser virtually excluded from policy
making, pursued more successful adjustment strategies than Britain, where 
the alternation o f  government policies left unresolved the problem o f  how 
costs would be paid o r which group would end up holding the bill.53

53. Is it possible to find confirmation of the links between inflation and models o f adjustment? One 
approach would be to examine the relation between the wholesale price index and the consumer price 
index. The basic idea is that in fast growing economies, factor cost increases could be absorbed in the

 
 



The political approaches to  managing adjustment do seem to  have an 
influence on  inflation apart from the economic adjustments that countries 
attempt. Some observers contend that labor has become more militant or 
powerful, making economic management more difficult, others that the 
uncontrollable spread o f  interest-group demands encourages inflation and 
retards growth. The analysis here indicates that whether interest groups 
o r producer groups serve to  facilitate o r impede growth depends on the 
producer structures, state bureaucracies, and electoral coalitions in which 
industrial and policy issues are resolved. The types o f  alliances that ate 
built within an economy are therefore the crucial issue, and the question 
is whether they will retard o r facilitate growth.

The basic problem is allocating the costs and benefits o f  industrial 
change. Since the context o f  that change has altered, governmental and 
industry alliances that once facilitated growth may no longer be adequate 
to  do so. In Britain, which has failed to  adopt an adjustment approach, 
the overriding political task is to  choose and make an enduring settlement 
about industrial change in the late twentieth century. State-led economies 
face the difficulties that arise from having excluded labor from policy 
participation. They also rely on ad hoc interventions for particular 
companies without an overall vision o f  what their future should be. In  
Japan, labor does not seem likely to  intrude into the heaven-made marriage 
o f  state and industry, but costly side payments have become a problem. 
There do, however, appear to  be obstacles to  continuing to  provide 
guidance in the constant effort to  move resources into more productive
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expanding sectors without price rises, while the less capital-intensive sectors with lower productivity rates 
would have to pass on die increase by raising prices. The more rapid the structural change, the higher 
would be the ratio o f  the wholesale price indet to the consumer price index. In the Japanese case, the 
demand shift pattern has been identified by Komiya and Suzuki, “Inflation in Japan.” Rapid growth 
involving a dramatic shift in the structure o f  the economy was associated with a high WPI-to-CPI ratio 
from 1953 to 1974. In the years that followed, die pattern waa broken by a slewing o f  growth, oil price 
increases, and increased public expenditures. After 1973 and 1974 the pattern began to  —1,‘—  itself in 
a sputtering way. In Germany the pattern o f  W PI and CPI movements has been simitar, but at a lower 
overall rate o f  indarioa. Wholesale prices remained almost entirely stable over the fifteen-year period 
from 1953 to 1968, while consumer prices did move moderately ahead. One might argue that in the 
two countries where the strongest support was gjvtn to die expanding sectors vu-i-vit the lagging 
scoots, this demand-shift pattern can be clearly seen because fewer compensations have been provided 
to the losers. In France, significant structural change took place in the economy also, but declining 
sectors were not left to the free market. Indeed, die dependence o f  the whole economy on the stare has 
led die girvcnuucm to press foe liberal policies in the expanding scoot*. Presumably, therefore, [wiling 
resources away from these less productive sectors would be proportionately more expensive as subsidies 
made it easier (be more groups to hold onto traditional positions or at least to slow down the trantiriiM. 
Growth rares in France were indeed slower, but they were not so dramatically lower nor were productivity 
increases so much less as to account for the differences in die WPI-to-CPI ratio. The higher tares o f 
wholesale price increase associated with rapid growth and productivity suggest greater French tuicrabon 
for restriction in its industrial sectors.

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



uses. The French face more serious problems, for labor must now be 
included in accommodations. Selective intervention now seems to  be used 
predominandy to  buffer industrial change, much in the fashion that 
agricultural decline was eased a generation earlier. The need for a market- 
based industry policy is recognized, but how to switch from a politically 
based market policy is not yet evident. West Germany, with its tripartite 
approach, has seemingly shifted policy toward state support for private 
initiatives—selected in consultation with the government—to enter de
fensible market niches in high-wage sectors and to  create local and regional 
business, labor, and government alliances to ease the shift out o f  uncom
petitive industries. Perhaps the good will o f  a generation o f boom can be 
used to  ease the adjustments o f industrial crisis.

For the United States, with its company-led growth and state com
pensation o f  losers, the policy task is to  prevent its inevitable shift from 
unchallenged industrial preeminence from becoming a continual decline. 
Reconstruction o f war-tom economies and the catch-up o f less advanced 
countries are no longer adequate explanations for the relative decline in 
U.S. economic power. British experience suggests that it is neither socialism 
nor a public budget that has caused that economy’s malaise, but a political 
inability to  promote growth and settle the terms o f  industrial change. 
The United States still retains an edge in productivity, which, when 
combined with the low total labor costs created by exchange movements, 
becomes a substantial competitive edge in unit labor costs. It is disturbing 
that among the leading industrial countries, U.S. rates o f productivity 
increase exceed only those o f Britain. In part this may be a result o f  the 
continuing backwardness o f  U.S. industry and the partial modernization 
o f  French and Japanese. But would the same explanations apply to  Canada, 
West Germany, and Italy? In many sectors the United States is losing its 
competitive edge to  product and process advances o f  its competitors. 
While the United States protests foreign governments’ subsidies in trade 
negotiations (an appropriate and necessary concern), it shies away from 
the domestic implication that these aids are not simply short-run price 
cuts but are intended to  alter the long-run position o f companies and 
whole sectors. Global business preeminence has so far allowed the United 
States to  avoid restriction and protection; but now a national alliance for 
growth and adjustment must be built. This is not simply a matter o f  
transferring power to the government or providing additional privileges 
to  business. It is a matter o f  finding forms o f cooperation and collaboration 
that will permit industry and labor to  move toward high-wage competitive 
strategies for American business.
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PART THREE

States, Citizens, 
and Public Choices

Collective interests, o f  course, are not the only units o f  analysis for 
understanding the formation o f  public policy as it affects inflation, growth, 
and stability. Governmental institutions deserve close scrutiny, on one 
hand. The voting public is important, on the other. In this part the focus 
switches from potential interest groups to  the interaction between the 
state and individual citizens. The contributors have tested and modified 
many o f  the generalizations usually offered.

Rudolf Klein, in chapter 8, considers the oft-cited connection between 
high public expenditure and a tendency toward inflation. While the link 
is often asserted, it is difficult to  prove; and Klein’s argument is that the 
connection has conceptual difficulties as well. Douglas Hibbs and David 
Cameron, in chapters 7 and 9, respectively, examine the way that public 
opinion is influenced by economic outcomes and in turn shapes the 
priorities o f policymakers. Taken together these three contributions force 
some rethinking o f positions often taken for granted. Why should public 
spending have inflationary consequences if it merely replaces what the 
private sector would consume in the way o f  goods and services? H ow  
might it be said that government is responsible for inflation? Indeed, 
might not officials in the United States have provided less inflation than 
public opinion was sometimes willing to  risk? What fiscal structures are 
more or less likely to  have inflationary consequences? The conventional 
answers, these chapters suggest, are inadequate.
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In this spirit, too, John Woolley subjects a very special institution to  
examination in chapter 11. Central bankers are potentially the guardians 
o f the money supply. Indeed monetarists have frequently suggested that 
only their independence—a so-called new monetary constitution—can 
withstand the pressure o f  inflationary governments. But it is far from 
clear that central-bank independence is necessary for resisting inflation; 
nor is it dear that even independent central bankers could reliably determine 
the money supply. N or is it certain that their influence is a function o f  
their independence. While many institutions o f  the m odem state could 
be tested for their role in transmitting o r inhibiting inflation, die central 
bank role developed here seems particularly crucial.

In chapter 10, Brian Barry departs from the format followed by the 
others to probe recent theories rather than institutions. The prevalent 
explanations offered by economists who think governments arc proinfla
tionary are implicitly political. They include theories o f  how voters behave 
and how politicians respond. Barry seeks to bring out the premises and 
logic o f  some o f this reasoning and frankly finds much o f  it flawed.

W hat emerges from these exercises is not a new theory o f  the state, 
the public, and the supply and demand for inflation. Bather it is an 
invitation to  get beyond some recent clichés about the inflationary 
propensities o f m odem welfare-state democracies. Perhaps these exist, but 
the demonstrations made hitherto are neither conclusive nor persuasive.



Inflation, Political Support, and 
Macroeconomic Policy

Do$t0 lasA . Hibbs, Jr,

This chapter explores the connection between macroeconomic outcomes 
and political support for incumbent governments as they existed during 
the period o f  growing and high inflation. During most o f  the post—World 
War II period, the U.S. economy performed at higher rates o f  unem
ployment and lower rates o f  inflation than the economies o f  virtually all 
other capitalist industrial societies.1 This held true during the sustained 
high growth o f  the 1960s as well as the economic disruption and stagnation 
o f  the 1970s. The sizable difference in figure 7-1 between the unemploy
ment records o f  the United States and six other industrial societies— 
France, Italy, Japan, Sweden, the United Kingdom, and West Germany— 
is not an artifact o f  unusually good performance by cme or two o f  the 
other countries. O n average the U.S. unemployment rate was higher, 
typically much higher, than that o f  each o f  the other six (table 7-1). N or 
can the unemployment performance gap be attributed primarily to  
measurement differences (data for all o f  the countries are adjusted to  U.S. 
concepts) or to  differences in the composition and rate o f  growth o f  the 
labor force, although the heterogeneity o f  the labor force is a distinguishing 
feature o f  the American economy.2 However, even if it is granted that 
the natural rate o f  unemployment is somewhat higher in the United States 
than abroad, it is true nonetheless that postwar economic contractions

1. Canada is an occptkm , but die observation! in this dtapccr apply with almost equal force to d u t 
country.

2. Robert H. Havanen, “Unemployment in Western Europe and the United States: A Problem of 
Demand, Structure or Measurement}’  Amtriam Eamamit Rnitm , vol. 68 (May 1978, P a fm  and 
Pncudhys, 1977), pp. 44-50; Roger Kaufman, “Why the U.S. Unemployment Rate 1> So High,” 
CbaUnyi, vol. 21 (May-June 1978), pp. 40-49.
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Figure 7-1. Unemployment in the United States and Six Other Countries, 
1960-80

Rate of unemployment (percent)

Solute*: Constance Socrcntiiio, "Unemployment in Nine Industrialized Countries,” and loyanna Moy and Constance 
Socrenrino, “An Analysis of Unemployment in Nine Industrial Countries," M onthly Lubar JUrier, vol. 95 (lunc 1972), 
pp. 29-43, and vol, 100 (April 1977), pp, 12-24; U.S, Department of Labor, Bureau of Labor Statribes, December 
1981, unpublished data table. Unemployment rates of all countries have been adjusted to U.S. concepts, 

a. Fiance, Italy, Japan, Sweden, Linked Kingdom, and West Germany.

have typically been longer, deeper, and more frequent in the United States 
than anywhere else.

In every year except 1968 and 1969—the peak o f  the inflationary surge 
brought on by the Vietnam War boom— the U.S. inflation rate ran behind 
that o f  the other six (sec figure 7-2). Again, this is not due to  unusual 
performance by one o r two o f  the other six. Generally, U.S. prices exhibit 
greater stability during the long international boom o f  the 1960s, the 
crushing stagflation o f  the 1970s, and both before and after the demise 
o f  fixed exchange rates in 1971. The comparative inflation performance 
after 1972 is particularly revealing about the aversion o f  officials in the 
smaller, open economies to  inflation, since the collapse o f  the Bretton

 

 
 
 

 



Figure 7-2. Inflation in the United States and Six Other Countries, 
1960-80

Rate of inflation (percent)

178 Douglas A. Hibbs, Jr.

Sources: Robert J, Gordon, data prepared for “World Inflation and Monetary Accommodation in Eight Countries,” 
B m h n y p  Paper* on Ecmom te À t tm ry, 2:1977, pp. 409-78; Jntemmtvmal Frnemôml Stom ies, various IMlies. The GNP 
deflator is used to compute the rares of inflation, 

a. France, Italy, Japan, Sweden, United Kingdom, and West Germany

Woods stable exchange rate system gave them more control over their 
inflation rates.3

W hat explains the rather dramatic differences in rates o f  unemployment 
and inflation between the United States and other advanced industrial 
societies? The political sources o f  the variation are evident in governments’

3. This follows from the imcrmtiortal monetarist theorem o f open economics operating under fixed 
exchange rates, which implies that die free flow of world capital prevents domestic authorities from 
controlling their own nominal money supplies and, benoe, their own long-run rates o f  inflation and 
effective demand.

 
   

 

 
 
 



macroeconomic policies—monetary policy (the money supply, interest 
rates, exchange rate, and credit policy), fiscal policy (expenditure, taxation, 
the volume o f  subsidies, and transfer payments), direct controls (primarily 
wage and price controls), and occasionally rhetoric and persuasion 
(jawboning and appeals to a social contract). Monetary and fiscal policy 
instruments are governments’ major macroeconomic tools. A large fraction 
o f  the economics profession, however, appears to  be skeptical o f  the 
independent influence o f tax and (especially) expenditure manipulations 
o f  real output and employment. Ray C. Fair has concluded that “the fiscal 
authority can do litde about changing the output path once the money 
supply path is fixed.”4

Ironically, the Keynesian position that government can favorably affect 
the level o f  real economic activity now rests heavily on an activist monetary 
policy. And economists generally acknowledge that “the major historical 
accelerations and decelerations o f inflation—not only during wars and 
hyperinflations but also during peacetime—have been accompanied by 
accelerations and decelerations in the rate o f  growth o f  the supply o f 
money.”5

Accepting that the growth rate o f  the money supply is probably the 
single most important macroeconomic policy instrument, analysis must 
proceed to  what causes variations in the rates. Confronted with demand 
shifts, supply shocks, trade union cost-push, and other inflationary 
pressures, the monetary authority must choose between expanding or 
(passively if not actively) tightening the supply o f  money. The former 
fuels inflation; the latter decreases real money balances, drives up interest 
rates, and ultimately reduces investment and employment. Monetary 
officials face the dilemma o f accommodating inflationary pressure by . 
expanding the money supply and relinquishing control over the price 
level in order to  preserve effective demand and employment, or leaning 
against inflationary pressure by tightening the money supply, reducing 
effective demand and employment, but stabilizing the price level.6 The 
first choice is sensitive to  the interests o f  labor, especially marginal labor; 
the second defends the position o f  the financial community, rentiers, small 
savers, and others who are “exposed” to  inflation.

4. “The Sensitivity of Fiscal Policy Effects to Assumptions about the Behavior o f the Federal 
Reserve,” Econometrica, vol. 46 (September 1978), p. 1177.

5. Robert J. Gordon, “The Demand for and Supply o f  Inflation,” Journal of Law and Economics, vol.
18 (December 1975), p. 807.

6. M. W. Reder, “The Theoretical Problems of a National Wage-Price Policy,” Canadian Journal of 
Economics and Political Science, vol. 14 (February 1948), pp. 46-61.
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Figure 7-3. Rates o f  Monetary Growth m  the United States and She Other 
Countries, 1960-80

Rate e f change (percent)

Source»: Same at for figure 7-2- Data are on M2 for France, Mi for all others, 
i  France, Italy, Japan, Sweden, United Kingdom, and West Germany, 
b. Rate of change of the money xfpljr lev rate o f change of trend red GNP.

 



Figure 7-3 indicates that U.S. authorities pursued a tighter monetary 
policy than monetary authorities in the other six countries in 1960-80, 
though U.S. growth rates were in phase with the other countries’ after 
the mid-1960s. When the rate o f  growth o f  M l less the rate o f  growth 
o f  trend real GNP is used to  measure monetary expansiveness, the message 
is the same; in every year the other six appear to  have pushed their 
economies harder, fueling inflation in the process.7 The data in table 7-1 
confirm that with a couple o f  exceptions in the 1960s, U.S. monetary 
policy was less expansive than that o f  the other industrial societies. This 
pattern is, o f  course, consistent with the differences between the United 
States and the other six with respect to  unemployment and inflation 
rates.8

The enormous supply shock o f  1973-75, which originated largely in 
the quadrupling o f petroleum prices by the Organization o f  Petroleum 
Exporting Countries (OPEC), provides a particularly stark illustration o f 
the choices facing political authorities. The effects o f  the oil price rise 
were simultaneously inflationary and contractionary, and policymakers 
had to  decide between accommodating the inflation, allowing nominal 
demand to  grow at a pace sufficient to  prevent sharp increases in 
unemployment, and pushing against the inflation at the cost o f  exacerbating 
the contraction. Figure 7-4 illustrates the range o f  monetary policy 
responses in relation to  the apparent short-run impact on unemployment 
in the seven countries.9 As policy activists would predict, there is an 
inverse association between the variables. N ot surprisingly, Sweden and 
the United States are the limiting cases. Swedish officials reacted to  the 
OPEC shock with a vigorous expansion o f  the money supply and succeeded 
in maintaining the volume o f  employment during the crisis (unemployment 
actually declined somewhat). A much more restrictive policy was pursued 
in the United States, and unemployment rose by more than 3.5 percentage 
points. The performance o f  the Federal Republic o f  Germany more closely 
resembles the experience o f  the United States than the rest o f  Europe,10

7. In plots o f  the ted money supply—the nu t o f  growth o f M I km die inflation nut—die U.S. 
growth rate oscillates around a mean o f about 0, the other six around a mean o f  4.4.

8. Differences in conventional monetary (or fiscal) policy behavior do not account entirely for 
international variation in unemployment and inflation; exposure to international influences, as well as 
legal restraints on layoffs, manpower policies, and other institutional factors also affect unemployment 
as well as inflation rates.

9. The results in figure 7-4 are consistent with the conclusions o f James L. Pierce and Jared J. 
Enzler, "The Effects o f  External Inflationary Shocks," Bndatfgs Papers on Economic Activity, 1:1974, pp. 
47-54, (Hereafter BPEA.)

10. If  the outflow o f German guestworfcers were included among the unemployed, die increase in 
the German unemployment rate would have been greater.
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Figure 7-4. Changes in Unemployment and Average Growth o f the Money 
Supply Less Growth o f Trend Real Output in Seven Countries, 1973-75

Change in unemployment rate (percentage points)

182 Dottglas A . Hibbs, Jr.
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United Kingdom
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Japan
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Average rate of change of exeat money supply (percent)•
Sources: Same as for figure 7-2. Data wc on M2 for France. M l for a l others,
a, Average rate of change of the money supply les avenge rate o f change of trend real GNF-

which is consistent with the popular wisdom about German aversion to 
inflation.

The central political question o f  interest here is why some governments 
exhibited less monetary discipline than others by monetizing deficits and 
price and nominal wage increases, especially during the major episodes 
o f  inflationary pressure. Put another way, why were some governments 
more inclined to  “supply” inflation and less inclined to  “supply” unem
ployment than other governments? In particular, why were U.S. authorities 
apparently less tolerant o f  inflation and more tolerant o f  unemployment 
than political officials elsewhere? That question can be partially answered 
by investigating the demand side o f  the issue—the response in terms o f  
popular support for elected chief executives o r political parties that follows 
changes in unemployment, inflation, and real income growth.
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The Economy as a Political Issue

In March 1968 Prime Minister Harold Wilson reportedly declared to 
the parliamentary Labour party: “All political history shows that the 
standing o f  a Government and its ability to hold the confidence o f  the 
electorate at a General Election depend on the success o f  its economic 
policy.”11 His declaration is consistent with the conclusions o f  many 
empirical studies o f  the impact o f  macroeconomic performance on public 
support for incumbent political parties and chief executives. Moreover, 
during the 1970s the state o f the economy (principally, unemployment 
and inflation) unquestionably was the most salient issue for the mass 
publics o f  most industrial democracies.

Perhaps American authorities exhibited less willingness to accommodate 
inflation and push against unemployment than their counterparts in other 
industrial societies because mass political support for elected officials in 
the United States was more sensitive to  inflation and less sensitive to 
unemployment than elsewhere. The differences between the United States 
and the other six countries (as well as differences among the other six) 
might therefore reflect, at least in part, the political response o f  govern
ments to  the relative weights attached to  inflation and unemployment in 
their respective mass publics. American officials may have shown more 
discipline vis-à-vis inflation because demand for deflationary policies was 
greater.

The public’s relative aversion to, or demand for, various economic 
outcomes in France, Great Britain, West Germany, Sweden, and the 
United States is estimated in table 7-2. The estimates are based on the 
idea that political support for an incumbent party (in parliamentary 
systems) or chief executive (in presidential systems) is influenced by the 
incumbent’s cumulative discounted macroeconomic performance relative 
to  that o f  its predecessor. The coefficients o f  statistical models based on 
quarterly observations from the late 1950s or 1960s through the end o f 
1978 are used to  infer the degree o f  political support for the chief 
executive or governing party in each country.

For every country the performance variables are the rate o f  unemploy
ment, the proportional changes in the rate o f  the rate o f  unemployment, 
the rate o f  growth o f  per capita* real personal disposable income, the rate

11. David Watt, Financial Times (London), March 8, 1968.



Table 7-2. Change in Support for Political Leaders in Five Countries 
in Response to Sustained Increases in Rates o f Unemployment, Inflation, 
and Income Growth in the 1960s and 1970s

184 D a lla s  A . Hibbs, Jr.

Percentage points

Country
Quarters
covered

Charge in support in response to a 2 percent increase in

Real income 
growth*

Unemploy
ment

Consumer 
price inflation

Charge in 
inflation 

rate1’

France 1969:4-1978:4 + 3.8 - 2 ,  - 3 ‘
Sweden 1967:1-1978:3 -11 .5 -0 .5
United Kingdom 1959:4-1978:4 + 2.8* -6 .4 -2 .6
United Sûtes 1961:1-1978:4 + 5.4* -4 .5 -6.2*
West Germany 1957:4-1978:4 + 2.1 -2 .5 -1 .7

Sources: Douglas A. Hibbs, J r, with the assistance of EL Douglas Rivers and Nicholas Vaiilaros, “On the Demand for 
Eccnomk Outcomes: Macroeconomic Performance and Mass Political Support in the United States, Great Britain and 
Germany," Journal o f  Poistia, vqJ. 44 (May 1982), pp. 425-62; Douglas A- Hibbs, Jr., and Henrik Madsen, 4VThc Impact 
of Economic Performance on Electoral Support in Sweden, 1967-1978,” S a m d im tm u  Political Studies, vo), 4, no. I 
(1961), pp 23-50; Douglas A. Hibbs, Jr., with Nicholas VasiUtos, “Economics and Politics in France: Economic 
Performance and Mass Political Support for Presidents Pompidou and Giscard d’Estaing,” European Journal o f  Political 
RtUarch, vol- 9 (June 1981), pp. 133-45.

a. Per capita real disposable income.
b. Rate sustained for four quartets.
c. Measurement problems nuke it difficult to estimate effect.
d. Adjusted for adverse eflea s  of shifts in the terms of trade following the OPEC supply shock-

o f inflation, and changes in the rate o f  inflation. For the United Kingdom 
a term for changes in the dollars-pcr-pound exchange rate is included. 
Exchange rate fluctuations o f  course were influenced by Britain’s relative 
inflation performance.

The estimates in table 7-2 indicate that political support in the five 
countries is quite sensitive to  movements in the unemployment and real 
income growth rates.12 In all the countries except Sweden responses to 
an increase in the growth rate o f  real disposable income are positive, 
ranging between 2.1 and 5.4 percent. Since elections often hinge on 
margins o f  only a few percentage points o f  the vote, these results are not 
merely o f  academic interest. Macroeconomic management and perfor
mance obviously can have a pivotal impact on electoral shifts.

In each country, increases in the unemployment rate yield declines in 
political support, although in the case o f  France measurement problems

12. The responses to a sustained increase o f  2 percentage points in the economic variables represent 
the political effects o f  changes in economic performance after all adjustment lags have worked through 
the underlying dynamic model Given the rate of decay o f the lag coefficients in the distributed lag 
regressions, sustained changes mean for practical pu poses no more than six years.

 

  
 

 

 
 

  
  

 
 

 

 
 
 



with the unemployment data make it difficult to estimate unambiguously 
the quantitative political effects. The estimated response in Sweden is 
particularly large. This undoubtedly reflects the preeminence in Swedish 
political life o f  the full employment issue. Low unemployment has been 
the most important theme o f  the Swedish Social Democrats’ electoral 
mobilization strategy since the early 1930s, and it kept them in control 
o f  the government continuously for forty-four years until their narrow 
defeat by the bourgeois coalition in 1976. Mass political support for 
British governments also exhibits great sensitivity to  unemployment 
fluctuations, especially when evaluated relative to the political response 
to  changes in the nominal rate o f  inflation. Again this probably reflects 
the Labour party’s emphasis on low unemployment in political discourse 
which has generated widespread public expectations o f sustained high 
employment.

Taken together, the general political responses to unemployment, as 
indicated in table 7-2, suggest that unemployment continued to have 
adverse political consequences deep into the 1970s, that is, even during 
a period that provided generous unemployment compensation and other 
income- and employment-contingent transfers. True, tax and transfer 
systems do spread the costs o f  unemployment more widely, and for many 
people loss o f  employment no longer poses an economic disaster. In the 
1930s the unemployed and their families often went hungry; today most 
suffer temporary reductions in income.

However, it is no mystery why high unemployment rates tended to 
erode governments’ mass political support. Unemployment after all 
represents lost real output and underutilized human resources. In the 
United States, for example, each extra percentage point o f  unemployment 
was accompanied by a decline o f  at least 2 percent in real output, which 
in 1980 was equal to  $56 billion o f  unproduced output, or $700 per 
household. Moreover, the measured unemployment rate is just that—a 
rate—and a far larger fraction o f  the labor force experiences bouts o f 
actual unemployment over any given time interval than the average 
percentage numbers might suggest.13 In addition to  households touched 
direcdy by some form o f unemployment or underemployment, an even 
larger number will also be aware o f  unemployment among relatives, 
friends, neighbors, and work mates.

13. In the United States, for example, a useful rule o f  thumb for estimating the proportion o f the 
work force experiencing one or more spells o f unemployment during any given twelve-month period is 
to multiply the official average annual rate by about 3.
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The estimates o f the responses to inflation shown in table 7-2 indicate 
that the political costs o f  deteriorating nominal economic performance 
were less uniform cross-nationally than the analogous costs o f higher 
unemployment and lower real income growth. In France and Sweden the 
decline in political support associated with increased consumer price 
inflation appeared to be negligible-to-vanishing. In these countries any 
adverse political consequences o f  inflation were transmitted through the 
impact o f  rising prices on the real income growth stream (price increases 
running ahead o f  money income growth rates) or on the unemployment 
raie (assuming, contrary to the Keynesian view, that high or accelerating 
inflation yields increased unemployment). At least until the Thatcher 
government the British results indicated that the electorate was not averse 
to  inflation per se, but that changes in the inflation rate (accelerations 
and decelerations o f prices) had important consequences for mass political 
support. Since the change (first difference) o f the inflation rate is a 
reasonable (though simple) measure o f inflationary surprises, this result 
is consistent with the view o f contemporary economic theory that the 
pain induced by rising prices is due primarily to unanticipated bursts o f  
inflation.

Only in West Germany and the United States did the simple rate o f 
change o f consumer prices—the inflation rate—appear to  have statistically 
and politically significant consequences. The estimates imply that voters 
in these countries are averse to rising prices per se, for the models take 
into account the rate o f change o f real personal disposable income. Hence, 
even if money incomes kept pace with price rises, governments nevertheless 
suffered losses o f political support as a result o f  inflation.

As Keynesian theorists stressed throughout the 1970s, litde in conven
tional economic theory adequately explained this aversion to  inflation. 
Traditionally it was argued that the principal economic costs o f  anticipated 
inflation are the resources devoted to  economizing cash balances and 
fixed-interest-rate assets. Surely this is a trivial matter, particularly when 
viewed in relation to the costs o f  unemployment. The costs usually 
associated with unanticipated bursts o f  inflation are more extensive, but 
they do not provide a convincing explanation o f the public’s aversion tô 
rising prices. Empirical evidence (which is thin and pertains primarily to  
the United States and the United Kingdom) suggests that the aggregate 
wage and salary income share was not affected adversely by inflation and 
that rising prices had no dramatic effects on the size distribution o f

186 Douglas A . Hibbs, Jr.



income.14 Unanticipated price increases tended to  arbitrarily redistribute 
wealth from nominal creditors to  nominal debtors and the aggregate 
amounts involved were probably large. But most people absorbed losses 
on some accounts (fixed price assets) and gained on others (fixed price 
liabilities). The aged poor, retirees whose economic well-being depends 
on  social security o r state pensions, are often thought to  be more exposed 
to  inflation than other groups. However, during the period o f  sustained 
inflation, state transfers to  the old were indexed to  inflation either by 
statute or by firmly entrenched custom in virtually all industrial societies.

T o the extent that state revenue is raised by direct taxation based on 
progressive nominal schedules, inflation increases the effective rate of 
income taxation (inflationary fiscal drag) unless the authorities take 
compensatory action. Although discretionary tax cuts neutralized much 
o f  the potential gross transfer to  the state, inflation probably has fueled 
a rate o f  growth o f  government revenue somewhat higher than political 
authorities would have achieved by making explicit real claims on the 
electorate.15 The (unobservable) difference between the historical time 
path o f  effective tax rates and what would have occurred in a world o f 
stable prices (or indexed taxes) may explain part o f  the public’s dislike o f 
inflation that is reflected in table 7-2.16

However, neither the income, wealth, nor tax effects o f  inflation appear 
large enough to  explain (or, in objective economic terms, to  justify) the 
degree o f  public aversion to  rising prices relative to unemployment and 
real income growth that appeared to  prevail in West Germany and the
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14. See Douglas A. Hibbs, Jr* “Public Concern about Inflation and Unemployment in the United 
States: Trends, Correlates and Political Implications,” in R. £ . Hall, ed, Inflation (University o f  Chicago 
Press, 1982); Douglas A  Hibb$,)ï.,EamomicInterestandthePolÙKsofMacroecOMtmicPoiicy(M2ss3chuscm 
Institute o f Technology, Center for International Studies, 1976); Douglas A  Hibbs, Jr., T h e  Mass 
Public and Macroeconomic Performance: The Dynamics of Public Opinion toward Unemployment and 
Inflation ” A «mean Journal of Political Science, vol 23 (November 1979), pp. 705-31; Stanley Fischer 
and Franco Modigliani, “Aspects of the Costs o f  Inflation* (Massachusetts Institute o f Technology, 
1977); David Laidlci and Michael Parkin, "Inflation: A Survey ” Economic Journal, vol. 85 (December 
1975), pp. 741—609; David Piachaud, "Inflation and Income Distribution,'’ in Fred Hirsch and John 
H. GoMdtotpe, eds,. The Political Economy of Inflation (Harvard University Press, 1976).

15. In the United States as a result of discretionary tax cuts at the federal level, average effective tax 
rates increased little if at all between 1960 and 1975, fluctuating around 11 percent of adjusted personal 
income. See Emil M. Sunley, Jr., and Joseph A. Pediman, “Inflation Adjustment for the Individual 
Income Tax,” in Henry J. Aaron, ed,, Inflation and the Income Tax (Brookings Institution, 1976), 
p. 157.

16. If  the unobserved difference between the quantity of government revenue (or spending) 
demanded and supplied is approximately a linear function of the inflation rate, then the observed rate of 
change of prices is an adequate proxy.

 
 
 
 
 
 
 
 
 

 
 
 
 

 
 



United States. Less tangible, psychological factors arc therefore probably 
more important than concrete economic costs.17 Some empirical evidence 
does indicate that high rates o f  inflation have been accompanied by high 
variability o f  the inflation rate, and such variability presumably heightens 
uncertainty about the future stream o f  prices.18 It is also possible that 
people failed to  credit the inflation-induced gains on fixed-interest liabilities 
such as home mortgages against the losses incurred on  such money-valued 
assets as pension and life insurance reserves. Perhaps more important, 
they may not have understood the connection between rising wages and 
rising prices.19 There is some evidence that inflation tends to  be viewed 
as an arbitrary tax that chips away the purchasing power o f  nominal 
income increases that people believe they deserve to  enjoy fully. For 
example, in the United States nominal personal disposable income per 
household rose by about 8 percent between 1975 and 1976, but the real 
gain was a more modest 2.4 percent because o f  a 5.6 percent increase in 
consumer prices. Some people am id  have had the mistaken idea that 
household purchasing power could have risen by 8 percent, o r nearly so, 
if  prices had not risen.

An important factor contributing to  popular concern about inflation 
after 1973 was probably the decline in real income experienced by 
consumers o f  food, raw materials, and especially petroleum as a result o f  
the shift in the terms o f  trade in favor o f  the producers o f  these 
commodities. I t is likely that many people blamed rising prices for the 
shrinkage o f  their real incomes, even though the immediate post-OPEC 
surge o f  inflation was to  a large extent merely the mechanism o f  a change 
in relative prices. Had the real loss absorbed by energy consumers taken 
place about a stable price level, the pain would no t have been any less 
unpleasant, but inflation could not have been held responsible.
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Political Support and Econom ic Outcom es

Since the macroeconomic performance variables do not all share foe 
same metric, and because foe typical level o f political support for 
incumbents varies across political systems, it may be misleading to assess

17. For some ideas along these Unes, sec Arthur M. Okun, “Inflation: Its Mechanics and Welfare 
Costs,” BPEA, 2:1975, p. 383.

18. Dwigbt Jaifce and Ephraim Kidman, T h e  Welfare Imphcatiotts o f  Uneven Inflation* (U nrm iây 
o f  Stockholm, Institute for International Economie Studies, 1975).

19. Goorge Katona, Ptrthchgiad Eamemus (Elsevier, 1975).

 

 

 



the relative and comparative impact o f  inflation, unemployment, and real 
income growth on popular support for political authorities by direct 
inspection o f  results such as those reported in table 7-2. Another means 
o f  evaluating the relative sensitivity o f political support to economic events 
is to  compare the partial elasticities implied by the regression coefficients 
o f  the equations used to model political support. The elasticities suggest 
the proportional response o f  the political support ratings expected from 
proportional changes in the economic variables and are unaffected by 
differences o f scale. Such elasticities implicidy reveal the public’s marginal, 
proportional aversion to, or demand for, economic outcomes.

Figure 7-5 displays time plots o f  the estimated long-run political 
support elasticities for each period in the time range o f the underlying 
regression analyses. Means o f the elasticities for the 1960s and 1970s are 
also reported in the figures. The elasticities are interpreted in the following 
way. During the 1960s in Great Britain, for example, if the real variables 
(the unemployment rate and the real income growth rate) changed 
simultaneously in an adverse direction by a factor o f 1 percent, on average 
the expected long-run proportional decline in the government’s political 
support would equal a factor just under 0.33 percent. In the 1970s the 
expected long-run proportional decline in political support from the same 
sustained proportional movement in the real macroeconomy would have 
been approximately equal to a factor o f 0.58 percent. I f  the adverse change 
in the macroeconomy was more like 100 percent (that is, if the unem
ployment rate doubled and the real income growth rate fell by a factor 
o f  100 percent), the expected long-run proportional decline in the 
incumbent party’s political support during the 1970s would have been a 
factor o f about 58 percent. In other words, it is estimated that the 
government party’s political support would have fallen on average by 
more than one-half.

In terms o f  proportional responses to proportional changes, mass 
political support for incumbents is considerably more sensitive to  economic 
performance in the United Kingdom and the United States than in West 
Germany and Sweden. In large part this probably reflects the fact that 
macroeconomic performance (particularly unemployment performance) 
in the 1960s and 1970s was considerably better in the latter pair o f 
countries (see table 7-1) and so proportional changes in performance 
constitute comparatively small absolute changes in economic conditions. 
And, because these countries performed so well in the 1960s and absorbed 
the economic shocks o f  the 1970s better than most others, macroeconomic
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Figure 7-5. Implied Long-run Elasticities o f Political Support with Respect 
to Macroeconomic Outcomes in Four Countries in the 1960s and 1970,i*
Eiattutty (four-quarter moving avtrogt)

Elasticity (fbvr-fpmrter moving averse)

Sources; Douglas A. Hibht, Jr., with the assistance of K  Douglas Kjven ami Nicholas Vatitao*, "On the Demand 
for Economic Outcomes: Macroeconomic Performance and Mas* Political Support in (be United States, Great Britain 
and Germany,'* Journal t f  PWabs, vol 44 {May 1982), pp 425-62; Dough* A. Hibfee, Jr-, a id  Hcnricfc Madsen, *Tbe 
Impact of Economic Performance on Electoral Support in Sweden, 1967-1978,* Sflmrfûamitw Studiu, roL  4,
no. 1 ( 1981 ), pp. 33-50; Douglas A  Hibbs, Jr., with Nicholas Vatikao*, "Economies and Potties in France: Economic 
Performance and Mass Political Support for Presidents Pompidou and Giscard rfEstaing," Ettnfrm Jmtrmi g  fWitimf 
Risenrtk, vol. 9 {June 1981), pp- 133-45.

a. Each graph depicts below the 0.0 Bor the changing dasoory of political support with respect to changing 
unemployment rates and with respect to dunging inflation rates. Above the 0.0 line (be absolute value of die daatkfcy 
of political support with respect to real macroeconomic outcomes (unemployment and growth) is contrasted with the 
absolute value of support with respect so (be nominal (inflation) outcome.
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policy was not so contentious a political question in West Germany and 
Sweden as elsewhere.

In all o f  the countries, except Sweden, the elasticities increase, typically 
quite dramatically, from the 1960s to  the 1970s; in West Germany, they 
approximately double, implying that a given proportional change in 
economic performance would have had twice as much proportional impact 
on political support in die 1970s as in the 1960s. The elasticities o f  real 
outcome also nearly double from one period to  the other in the United 
States and Great Britain, and in the United States the elasticities o f  
nominal (inflation) outcome are on average about three times larger in 
the later than in the earlier period. This is hardly surprising in view o f  
the favorable economic conditions o f  the 1960s—virtually a golden age 
o f economic performance—and the economic stagnation (or stagflation) 
characteristic o f  later years.

In the case o f  Sweden it is possible to  generalize only for an era o f  
high performance that deteriorated somewhat in the late 1970s. Aside 
from the small bulge in 1973—74, the real elasticities for Sweden (based 
entirely on the unemployment rate variable) increased only negligibly 
because Sweden’s unemployment record was so consistently favorable. 
Although the underlying sensitivity o f  political support to  unemployment 
is sizable for the Swedish public (see table 7-2), Sweden’s unemployment 
rate stood lower in the 1970s and exhibited a smaller relative increase 
from the 1960s to  the 1970s than any other country’s. Even though the 
Swedish inflation rate more than doubled from the 1960s to  the 1970s, 
the inflation elasticities are for practical purposes negligible in both decades 
because, as table 7-2 indicates, political support simply was not very 
responsive to  nominal economic outcomes in that country.

A third notable feature o f  figure 7-5 is that in both decades the 
elasticities o f the real macroeconomy (unemployment and the real income 
growth rate taken together) are in every country larger on average than 
the absolute value o f the nominal, inflation elasticities. In  other words, 
viewed in terms o f  elasticities, mass political support for incumbents was 
more sensitive to  real income growth and unemployment than to  the 
economy’s nominal, inflation performance, despite the fact that so much 
political analysis o f  the 1970s gives the impression that the political 
fortune o f governments in the industrial democracies was dominated by 
their inflation performance records. Nevertheless, looking back, it is clear 
that the impact o f  the inflation rate, and changes in that rate relative to  
the rate o f unemployment and to  the real variables taken together, did
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increase markedly in the United States and Great Britain. In Britain the 
change came with the onset o f  the OPEC-induced instability o f  inflation 
rates in 1974, in the United States (and to  a much lesser extent in West 
Germany) with the worldwide price acceleration brought on by the tight 
labor markets and the policy o f (hidden) deficit finance associated with 
the Vietnam War.

In Great Britain, the United States, and West Germany die terrible 
recession o f 1975-76  o f course tempered inflation’s relative impact. 
Nonetheless, the dramatic increase in inflation rates in die 1970s may 
have implanted long-lasting effects on the macroeconomic priorities o f  
the OPEC generadon, perhaps similar to  those o f the supposedly traumatic 
impact o f  the Weimar hyperinfladon on older generadons in Germany or 
o f  the Great Depression on generadons o f  the 1930s in most industrial 
societies. This made the political outcomes o f  the 1980s take place in a 
different matrix. I f  the discomfort produced by the great post-OPEC 
inflation does indeed persist in the political and economic memories o f  
the mass publics in the industrial democracies, giving rise to  a sustained 
demand for deflation, then the thrust o f  macroeconomic policy for many 
years to  come might be turned away from expansion and growth to 
deflation and price stability. This would represent a rather profound 
change in the political economies o f most industrial democracies.

Is there any evidence from table 7-2 and figure 7-5 that die comparative 
sensitivity o f U.S. macroeconomic policy authorities to  inflation as opposed 
to  unemployment reflected a distinctive aversion to  rising prices in the 
American electorate? If  the elasticities o f  nominal outcomes are persistendy 
larger than the elasticities o f real outcomes (or, more narrowly, if in the 
lower frames o f  the figure the inflation elasticities typically have larger 
negative values than the unemployment elasticities), that would provide 
some evidence that a chronic demand for deflation prevailed in the 
electorate. Policy might then be interpreted as a rational political response 
to  pronounced public preferences in favor o f  greater price stability.

There is some evidence in the United States favoring this interpretation 
from the late 1960s on and, more dramatically, during the period following 
the first OPEC shock. Therefore, the U.S. response to  die OPEC catas
trophe (see figure 7-4) does appear to  be consistent with, o r responsive 
to, aggregate public sentiment. However, for most o f  the 1960s the 
nominal elasticities were smaller than the real elasticities; indeed, for the 
first part o f  the decade the inflation elasticities were smaller (negative) 
than the unemployment elasticities alone. This result suggested a political



asymmetry in the sense that the expected payoff in political support from 
pushing harder on the real macroeconomy should have been large in 
relation to  the political costs that would have accompanied some accel
eration o f prices in those periods. In short, during the early 1960s 
Americans probably got less expansive performance from policymakers 
than they were in fact willing to  risk.

The institutional autonomy o f monetary authorities from elected 
political officials in the United States may explain some o f the imbalance. 
Monetary officials invariably give great weight to  inflation (they usually 
are drawn from and have intimate connections with the financial com
munity), and if given free rein they generally are unwilling to  sacrifice 
control o f  the price level to  push growth and expand employment. It is 
unlikely, however, that the Federal Reserve would (or could) have resisted 
vigorous and sustained political pressure to  push the economy harder. Its 
statutory autonomy would not have survived if  it had.

So part o f  the explanation probably resides in the fact that organized 
labor—in all industrial societies the key producer group mobilizing on 
behalf o f  high employment policies—was (and is) comparatively weak in 
the United States. A viable political base in support o f  greater attention 
to  unemployment probably existed in the United States throughout most 
o f  the 1960s (and the 1950s), but in the absence o f a strong trade-union 
movement or a political party harnessing public opinion on the issue, the 
latent political sentiment was underexploited. As a result, the interests o f  
the financial community and other organized economic groups who were 
more concerned about inflation than high employment and rapid growth 
probably received greater weight in the policy process than in other 
industrial countries, particularly Sweden.

Although a gap also opened up between the inflation and unemployment 
elasticities in West Germany after the acceleration o f prices in the first 
half o f  the 1970s, the magnitudes are simply too small to  have been a 
decisive factor in the domestic political environment confronting German 
macroeconomic policymakers. Hence there is no evidence that the eco
nomic situation was severe enough to  have produced disequilibrating 
political pressures. Notice, however, that in West Germany (figure 7-5) 
the sizable response o f the elasticities o f mass political support with respect 
to  inflation, following what by international standards was a modest 
acceleration o f prices (see table 7-1), conforms with the claimed sensitivity 
o f the German public to  rising prices. The cautious monetary policies 
pursued during the 1970s by the Bundesbank, which enjoys great
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constitutional autonomy, were apparently underpinned by considerable 
popular support. Part o f  the reason o f course may be that the large foreign 
component o f the German work force sheltered domestic labor from the 
consequences o f contractions.

Thus throughout the 1960s most European societies were willing to 
risk inflation and secured policies that conformed to  these preferences; 
West Germans, however, sought caution and got caution; and the U.S. 
public might well have gotten more restraint than it wished. To recapit
ulate, the U.S. unemployment rate seems to  have been too large to  be 
consistent with a support-maximizing policy and outcome configuration. 
There simply was no evidence o f a broad-based demand for deflation 
relative to  the demand for higher growth and employment.

This situation began to  change in the 1970s as inflation became a 
major and at times dominant influence on mass political support for U.S. 
presidents. Deflationary policies, although painful, became politically 
more viable; nonetheless, contractionary policies designed to  put down
ward pressure on the inflation rate still conferred substantial political 
penalties, particularly when their benefits were small and slow in coming.

Obviously by the beginning o f  the 1980s opinion had evolved so far 
that the American and British publics elected policymakers pledged to  
restrictive measures. Yet consistency across national lines was hardly 
present. The West Germans chose a Christian Democratic government in 
part as reaction to  growing unemployment; the French turned to  their 
Socialist party for the same reason. Incumbents were generally punished 
for stagflation, through the beginning o f  the new decade.

 



8
Public Expenditure 

in an Inflationary World

Rudolf Klein

During the period o f  high inflation, public expenditure in the advanced 
industrial nations rose both absolutely and as a proportion o f  national 
income. It was hardly surprising that many analysts postulated a direct 
causal link between rising public expenditure and inflation. The aim o f  
this chapter is less to  resolve that causal link than to  explore the extent 
to  which both are explained by the same underlying societal pressures.

I f  there is any link between levels o f  public expenditure and rates o f  
inflation, it is by no means a simple o r mechanical one; when governments 
step on the accelerator o f  public expenditure, the engine o f  inflation does 
not automatically rev up. Several statistical studies have found no relation 
between levels o f  public expenditure and rates o f  inflation in member 
countries o f  the Organization for Economic Cooperation and Develop
ment (O ECD ).1 2 David Cameron, in chapter 9, below, concludes that 
public expenditure cannot usefully be posited as a necessary o r sufficient 
explanation o f  inflation. This is not to  argue that public expenditure can 
never be a cause o f  inflation. In certain, specific circumstances the methods 
o f  financing public expenditure, whether stable o r rising, can contribute 
to  inflation—for example, if  government taxation is met out o f  savings 
rather than consumption o r if  government borrowing drives up interest 
rates.1

1. Alan T. Peacock and Martin Racketta, T h e  Growth o f  the Public Sector and Inflation,” in Fred 
H in d i and John H. Goldthorpe, eds., The Political Economy o f Inflation (Harvard University Press, 1978); 
Geoffrey Maynard and W. van Ryckcghcm, A  Worid t f  Inflation (Baines & Noble, 1975).

2. As argued, for example, by Walter S. Salant, “ImemaootialTransniBSkm o f Inflation,” in Lawrence 
B. Krause and Walter S. Salant, eds., Worldwide Inflation: Theory and Recent Experience (Brookings 
Institution, 1977), pp. 167-227.
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The nature o f  the relationship between public expenditure and inflation 
is apparent in three hypotheses that converge in their emphasis on political 
factors. One postulates that inflation is the cause o f rising public expen
diture.3 Inflation and the resulting fiscal dividend to  governments permit 
politicians to  spend more without having to raise taxes visibly or explicitly, 
for as nominal money incomes rise, more people automadcally become 
taxpayers or are thrust into higher tax brackets. When inflation is the tax 
collector, governments may thus be under the illusion that it is possible 
to  finance public spending painlessly. Thus the direction o f causation is 
the opposite o f that conventionally assumed.

A second hypothesis sees public expenditure as a dampener on inflation. 
If, as Albert Hirschman suggests in chapter 3, inflation is interpreted as 
a rebellion against the existing distribution o f income, then government 
spending on transfers designed to  reduce inequality might offset the 
demands that help to generate inflationary pressure. And if there is indeed 
an inverse relation between per capita social spending and inflation, as 
M. Panic suggests,4 then to the extent that public expenditure helps to 
reduce the “aspirations gap” and acts as a solvent o f  social conflict, so it 
may succeed in lowering the rate o f inflation. The third hypothesis sees 
inflation as the result o f  rising taxation.5 As public expenditure rises so 
does taxation, with the effect, for example, that the take-home pay in 
Britain for a manual worker with two children under eleven fell from 
64.5 percent to  50.6 percent o f  median earnings between 1971-72 and 
1976-77.6 The general result, particularly in a period o f stagnant growth, 
will be to  cut real disposable incomes. This may, however, in turn produce 
inflationary wage and salary settlements as trade unions demand compen
satory increases designed to  safeguard real, net-of-tax incomes.

Significantly, there is at least some evidence that governments have 
from time to  time followed policies that confirm the latter two hypotheses. 
The 1974 Labour government in Britain explicitly acted on the assumption 
(the second hypothesis) that it could damp down inflationary wage claims

3. Jack Wiseman, “A Model o f Inflation and the Government Deficit,” in Robert Bacon and others, 
The Dilemmas o f Government Expenditure (London: Institute o f Economic Affairs, 1976), pp. 39—49, 
argues that the growth o f public expenditure may be a passive consequence o f inflation.

4. “The Origin o f Increasing Inflationary Tendencies in Contemporary Society,” in Hirsch and 
Goldthorpe, Political Economy of Inflation.

5. See Dudley Jackson, H. A. Turner, and Frank Wilkinson, Do Trade Unions Cause Inflation? 2d 
ed. (Cambridge University Press, 1975).

6. Great Britain, Central Statistical Office, Social Trends, no. 8: 1977 (London: Her Majesty’s 
Stationery Office [HMSO], 1977), p. 104.
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by expanding public expenditure—that there was a trade-off between the 
two. This was expressed in the concept o f  the social contract, devised 
joindy by the Labour party and the Trades U nion Congress (TUC).7 
Subsequendy, the idea o f  a social wage was elaborated—that is, “the 
recognition that personal consumption is not financed entirely out o f 
take-home pay. In feet for every £ 4  o f personal spending financed privately, 
£1 is financed by the Government.”8 A deliberate decision was thus taken 
to  increase certain forms o f  public spending, such as pensions, in the 
expectation that this would produce wage restraint.

However, the Labour government was forced to  switch policies; its 
1978 white paper on expenditure accepted the need to  contain the growth 
o f  public expenditure, to  stabilize actual spending levels and reduce the 
total as a proportion o f  national income.9 Subsequently, the April 1978 
budget introduced considerable tax cuts (the third hypothesis). Indeed 
even the TUC, while continuing to  press for higher spending, recognized 
the importance o f  lower taxation for its members; its report on the social 
contract included a table showing the beneficial effects o f  tax cuts on  net 
incomes.10 In 1979 die incoming Conservative government gave even 
greater priority to  reducing direct taxation; as part o f  the new government’s 
anti-inflation strategy, the 1980 budget cut direct taxation by £1.2  
billion11—however, the decision to  make compensatory increases in 
indirect taxation (translated into a rise in the retail price index) meant 
that there was litdc easing in the pressures for higher wages and salaries.

In Sweden, although public expenditure increased in the early 1970s 
largely as a response to  trade union pressure for a new distributional 
order (the second hypothesis), as early as 1974 die government adopted 
a policy o f  cutting taxes as a means o f  buying trade union support for 
wage restraint (the third hypothesis). The 1975-76 budget statement 
claimed that tax cuts made it possible “to  combine a higher real income 
for the individual with increased wage costs for firms that were fully 
compatible with the efforts to  maintain international competitiveness,”13 
and the government sought to  achieve its policy in 1975 and again in

7, Trades Union Congress, CoOtaivt Bargamiiy and A t  Send Contract (London: TUC, 1974).
S. T U C  T i t  D n d t fm tm t fA t  Social Concna  (London: T U C  1975), p. 11.
9. Great Britain, Treasury, The Gommtunt's Expcndèttm Plant, 1978-79 to 1981-82, Ctm d. 75*9 

(London: HMSO, 1978).
10. T U C  Tbt Social Contract 1976-77 (London: T U C  1977), p. 9.
11. Great Britain, Treasury, Fm m ù I Statement and Budget Report, 1980-81 (London: HMSO, 

1980).
12. Sweden, The Sncdish Budget, 1975/76 (Stockholm: Ministry o f Economic Affairs and Ministry 

o f  die Budget, 1975), p. 20.
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1976 through three-party agreements on economic management with the 
two major trade union organizations. This strategy survived a change o f  
government, after the defeat o f  the Social Democrats in the 1976 election. 
And in 1980, following the national lockout in May, the coali
tion government not only cut taxes for certain income brackets but also 
increased food subsidies.13

Neither the British nor the Swedish strategies proved entirely successful. 
Neither the original attempt to  head o ff distributional conflict by means 
o f  increasing public expenditure nor the subsequent change o f  tack 
brought an end to  inflationary pressures. This suggests that the various 
hypotheses, and governmental policies, that assume direct causal links 
between public expenditure and inflation may be oversimple. They fail 
to  take account o f  the complexity o f the social, political, and institutional 
factors that both help to  explain and mediate between spending and 
inflation. Hence this chapter explores the factors involved in the growth 
o f  public expenditure in order to  show why it may be illusory to expect 
to  find a constant relation between levels o f  spending and rates o f inflation.
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Public Expenditure: A Problematic Concept

“The mind is easily imposed upon by the false affectation o f exactness, 
which prevails even in the misstatements o f  science, and it adopts with 
confidence errors which are dressed in the forms o f  mathematical truth.” 
So said Alexis de Tocqueville, admitting defeat in his attempts to  compare 
the social expenditures o f  France and America.14 I t  is a remark that should 
be echoed by all who try to  compare public expenditure cross-nationally. 
For, in a crucial sense, the whole concept o f  public expenditure is 
problematic. Economists often use public expenditure figures to measure 
(and sometimes to  condemn) the scale and scope o f  government activity. 
But this is precisely what public expenditure does not measure. For the 
concept fails to  encompass the cost o f  those government activities— 
decisions and regulations—that are not directly financed by government. 
A comprehensive measure o f  government activity would have to include 
political spending, which would account for the costs to  the private sector 
o f  carrying out government decisions as well as public budget oudays.

13. Organization for Economic Cooperation and Development, OECD Economic Surveys: Sweden 
(Paris: OECD, June 1981).

14. Democracy in America, rev. ed., vol 1 (New York: Colonial Press, 1900), p. 226.

 



Consider a mythical country whose government decides to  keep public 
expenditure below the 25 percent o f  gross national product once thought 
to  be the maximum tolerable proportion. Instead o f  introducing a social 
security scheme or a national health service, it makes it mandatory for 
every firm comprehensively to  insure its employees and their families. 
Instead o f  building motorways, it offers generous tax concessions to 
turnpike trusts. Instead o f  subsidizing jobs to  prevent unemployment 
from rising, it introduces legislation forbidding companies to  dismiss 
anyone. Instead o f  spending money on pollution control, it compels 
private industry to  dean up the air and rivers it has befouled. This welfare 
society has virtually no welfare spending as measured in the conventional 
public expenditure statistics.

The society is mythical; the instances given are not. Japan has left 
much o f  the welfare role to  industry; France has relied on private enterprise 
to  build motorways; Italy has made it increasingly difficult for anyone to 
be dismissed; Sweden has imposed considerable pollution-control costs 
on industry. In the United States, the costs o f  social regulation (another 
way o f  describing political spending) are attracting increasing attention; 
indeed it has been argued that social regulation, though designed to  
minimize political costs, may be needlessly expensive in terms o f  the total 
demands made on the economy.15

The 1981 decision o f  the British government to  shift to  private 
employers the cost o f  compensatory payments to  people away from work 
because o f  sickness resulted in almost totally illusory public expenditure 
cuts. For, in response to  pressure from employers, the administration was 
forced to  concede compensatory cuts in social security contributions o f 
employers. The total impact on the government’s financial commitments 
was thus negligible, though, as a parliamentary investigating committee 
pointed out, the effect would almost certainly be to  increase administrative 
costs.16 Shifting bureaucratic costs from the public to  the private sector 
may make them less visible but docs no t necessarily reduce them.

The distinction between public and private spending is therefore 
arbitrary insofar as it ignores the role o f  government in determining the 
latter. And to  the extent that countries differ in their mix o f  public 
expenditure and political spending, comparisons that rest exclusively on

15 Robert W. Crandall, “Curbing die Costs o f  Social Regulation,* Bwsknyp Bulletin, voL IS 
(Winter 1979), pp. 1-5.

16. Tbt Governments Proposais fcr Income During Initial Sickness, H .C  113, House o f Commons, 
Social Services Committee, Second Report, Session 1980/81 (London: HMSO, 1981), p. xvii.
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the former may yield misleading results. The problem can only be noted, 
not solved. Figures on political spending simply do not exist. The 
knowledge that they are part o f  the total cost o f  governmental activities, 
however, underlines the importance o f caution in interpreting public 
expenditure statistics.

I f  public expenditure is seen as inflationary because o f  the difficulties 
involved in financing it through taxation o r borrowing, political spending 
might appear to  be an attractive and less inflation-prone means o f providing 
services. But the case is far from clear-cut. For example, it is not self- 
evident that the economic impact on industry o f  introducing a payroll 
tax to  finance social security is necessarily different from legislating 
compulsory contributions to  private insurance schemes. Either m ethod 
o f  financing will probably be translated eventually into higher prices for 
the goods produced—and may thus, in turn, generate higher wage 
demands—although the precise proportion o f  the extra costs allocated to  
increased consumer prices or decreased profits will vary with the elasticity 
o f  demand for the product.

But public expenditure in some areas may be seen as inflationary 
because o f  the very nature o f the goods provided, because it tends to  
concentrate resources in “unproductive” activities.17 Even assuming health 
o r education costs are “unproductive” (certainly debatable in any case), 
whether the costs fall in the private or the public sector o f  the economy 
should not matter if the level o f  activity is unaffected. In the United 
States, for example, debate about the cost explosion in health care does 
not reflect a high level o f  public expenditure. O n the contrary, government 
expenditure in the United States is well below the OECD average in this 
respect.18 Paradoxically, while the percentage o f gross domestic product 
devoted to  public expenditure on health care is 50 percent higher in the 
United Kingdom than in the United States, total spending on health care 
in the United States (public and private) is proportionately 50 percent 
higher than in Britain.19

It cannot therefore be taken as axiomatic that a high level o f  public 
expenditure implies a high level o f  “unproductive” services in the com
munity. Indeed, statistics on employment in the public sector must be 
treated with even more caution than those on expenditure. There is litde

17. Sec Robert Bacon and Walter Elds, Britain's Economic Problem: Too Few Producers (London: 
Macmillan, 1976).

18. OECD, Public Expenditure on Health (Paris: OECD, 1977), p. 10.
19. Ibid.; Rudolf Klein, “Costs and Benefits o f Complexity: The Bridsh National Health Service,” 

in Richard Rose, ed., Challenge to Governance: Studies in Overloaded Politics (Sage, 1980).
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correlation between levels o f  public expenditure and levels o f  public sector 
manpower. For example, Sweden and the Netherlands are among the top 
spenders in terms o f proportion o f  GDP devoted to  public expenditure, 
but the proportions o f  their total labor force in public employment were 
respectively 28.8 percent and 14.6 percent in 1978; while Britain and 
West Germany spent roughly the same percentage o f GNP on public 
expenditure, their respective levels o f  public employment were 21.3 
percent and 14.5 percent.20 The differences have nothing to  do with the 
allocation o f  real resources but simply reflect the fact that in the Netherlands 
and West Germany such services as health are publicly financed rather 
than publicly provided, with the result that those employed in them are 
not classified as civil servants.

Similarly, the argument that an expanding state service sector sucks up 
labor from industry neglects the composition o f the public sector labor 
force. As public expenditure rises, so there is a tendency for the proportion 
o f women employed in the public sector to increase also. As o f 1980 in 
Sweden and Norway, for example, women accounted for respectively 
65.7 percent and 73.6 percent o f  the public sector labor force, in the 
United States and Japan 49.5 percent and 31.8 percent.21 Moreover, the 
gross figures o f  public sector employment ignore the extent o f  part-time 
working. In Sweden, 34.2 percent o f  public sector workers are part- 
timers, in Britain and the United States 27.4 percent and 14.5 percent.22 
So not only is the size o f the public sector labor force exaggerated by the 
available statistics, but there must be considerable doubt about the extent 
to  which public employment measures the cost o f  resources that could 
otherwise be used for the output o f  commodities.

Indeed the expansion o f many public services appears to  reflect the 
translation o f domestic services into paid public services as women take 
up jobs as nursery school teachers or run residential homes for the elderly, 
so swelling the figures o f public expenditure and adding to  the notional 
national income. (Ironically, the easiest way o f  boosting the growth rates 
o f Western economies would be to  turn all housewives into paid civil 
servants—a transfer o f  incomes from husbands to  wives which would 
appear in the statistics as a sudden increase in GNP.) I f  the explanation 
for the growth in public expenditure is sought in the growth o f new 
demands among emerging political actors, women would seem to be the
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20. “Public Sector Employment Trends’* (OECD Secretariat, June 23, 1980), table 1.
21. Ibid., table 5.
22. Ibid., table 6.



most obvious, followed by the blacks and other ethnic minorities in the 
United States. With the puzzling exception o f  the Netherlands, growth 
o f  public expenditure was accompanied by an increase in the participation 
rates for women in the period 1960 to  1975— from 35 percent to  68 
percent in Sweden, from 42 percent to  53 percent in Britain, from 35 
percent to  63 percent in Denmark, and from 40 percent to  59 percent in 
the United States.23

If  there is a relation between increasing public expenditure and declining 
employment in the industrial sector, the reason for this may be the 
opposite o f  that usually assumed. The public sector may simply be filling 
the vacuum left by the declining ability o f  industry to  generate sufficient 
jobs. I f  employment in industry sags—if the jobs previously available in 
the steelworks and shipyards migrate to Korea or Taiwan—then the state 
will inevitably be under pressure to  become the employer o f last resort. 
Indeed the state explicidy recognized that role in countries such as Sweden. 
In Britain, the Conservative administration in the 1980s continued to 
place high priority on reducing public sector manpower, applying tools 
o f  economic policy forged in one economic climate to  a totally transformed 
situation. Given the costs o f  supporting redundant government workers 
on unemployment benefits, and given the revenue forgone as a result o f 
lower tax yields from the incomes o f government employees, the net 
financial effect o f  the British government’s manpower reduction strategy 
is probably negligible. ‘T h e  energies o f  the Ministers,” Walter Eltis 
concludes, ware therefore now being devoted to  cutting the item o f public 
expenditure which has least to  contribute to the improvement o f Britain’s 
finances in slump conditions.”24

In discussing public expenditure it is tempting to seek an explanation 
for the upward trend either in the contradictions o f capitalism—as in the 
Marxist literature25—or in the political competition that tends to be the 
hallmark o f capitalist societies. But rising spending on education, social 
security, and health care (the programs responsible for the most dramatic 
increases in public expenditure) may be characteristic o f  all advanced 
industrial economies. To the extent that investment in the social infra
structure is a function o f the level o f  industrial or technological devel-

23. OECD, Towards Full Employment and Price Stability (Paris: OECD, 1977), tabic A12, p. 292. 
(Hereafter McCracken Report).

24. “Do Government Manpower Cuts Correct Deficits When the Economy Is in Deep Recession?” 
Political Quarterly; vol. 53 (January-March 1982), p. 14.

25. See, for example, James O’Connor, The Fiscal Crisis o f the State (St. Martin’s, 1973); Ian Gough, 
The Political Economy o f the Welfare State (London: Macmillan, 1979).
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opment, it would seem redundant to seek the explanation in the special 
circumstances o f  Western, capitalist politics.26 Various comparisons o f 
expenditure trends in capitalist and communist countries suggest that 
levels o f  spending on the welfare state arc a function not o f  political 
competition o r ideology but o f  the national income, demographic struc
ture, and the age o f  the programs.27 In other words, the point where any 
country, capitalist o r communist, stands on the upward-moving escalator 
is determined more by its wealth than by its political or economic system. 
The large and enduring variations in public expenditure between societies 
may thus arise from differences in the general upward movement and 
variations around the trend.
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G eneral T rends in  Public Spending

From the mid-1950s to  the end o f  the 1970s, the share o f  public 
expenditure in the national income o f  the OECD countries as a whole 
rose by almost half (table 8-1). But although all the countries marched 
in the same direction, they traveled at different speeds. The variations 
around the upward trend became more pronounced at the end o f  the 
period.

Overall, this picture suggests there is a built-in secular tendency for 
public spending to  increase as a share o f  national income, in line with 
what might be called the general sociological theories o f  public expenditure 
growth, Marxist and otherwise.28 However, these theories do not account 
for the variations between or within countries at different periods.

I f  per capita income is used as an indicator o f  economic development, 
Switzerland and Sweden could be expected to  devote a similar proportion 
o f  their national wealth to  public spending. In fact, the respective figures 
are 33.9 percent and 59.9 percent. As table 8-1 shows, there is no 
consistent relation between gross domestic product and public expenditure 
levels. In particular, there appears to  be one group o f  wealthy countries—

26. Darnel Bell, The Coming of Post-Industrial Society: A  Venture in Social Forecasting (Basic Books, 
1973), notes that increased spending on developing the knowledge base of societies marks a particular 
stage in the evolution of such societies.

27. See Harold L Wiknsky, The Welfare State and Equality: Structural and Ideological Roots o f Public 
Expenditures (University of California Press, 197S).

28. See Rudolf Klein, "The Politics of Public Expenditure: American Theory and British Practice," 
British Journal of Political Science, vol. 6 (October 1976), pp. 401-32; Daniel Tarchys, “The Growth of 
Public Expenditure: Nine Modes of Explanation," Scandinavian Political Studies, vol- 10 (1975), pp. 9
31; Patrick D. Larfcey, Chandler Stolp, and Mark Winer,‘Theorising About the Growth of Government,” 
Journal of Public Palier, vol. 1 (May 1981), pp. 157-220.

 

 
 

 

 
 
 
 



Switzerland, the United States, Canada—that are low spenders, while 
there are two relatively poor countries—Italy and the United Kingdom— 
that are comparatively high spenders. Again, Japan’s level o f  public 
expenditure lags conspicuously behind her level o f  economic performance. 
N or do rates o f  change in the proportion o f national income devoted to  
public expenditure, as distinct from absolute levels, explain the differences. 
The elasticities o f  public expenditure to  GDP for the period 1960-78 for 
the wealthy countries range from 1.43 for Switzerland and 1.45 for 
Sweden, at one end o f  the scale, to 1 .19 ,1 .13 , and 1.22 for Canada, the 
United States, and Japan at the other, while those for the relatively poor 
economic performers are 1.23 for Italy and 1.15 for the United Kingdom.29 
So, while it may be tempting to  conclude from the case o f Switzerland 
that there is a “catching up” effect among the countries with a low level 
o f  public expenditure in relation to  per capita spending, this conclusion 
is not supported by the experience o f the United States, Canada, and 
Japan.

Again, general theories offer a somewhat erratic guide to  the pattern 
o f change. The argument that high spending levels are associated with 
left-wing governments cannot be confidently translated into a prediction 
that center o r right-wing governments will cut spending. In Britain, for 
example, public spending stood at 41.5 percent o f  GDP when the 
Conservatives came into office in 1979 committed to  cutting the level o f  
expenditure, the outgoing Labour government having reduced the pro
portion from its peak o f  46.5 percent in the mid-1970s. But by 1981 the 
figure had risen to  44.5 percent.30 Similarly, public expenditure in Sweden 
continued to  rise under the coalition government that took office in 
1976.31 In short, the ideological color o f governments may indicate their 
policy inclinations but not how those inclinations will be modified by the 
social, political, and economic environment prevailing at any particular 
time. In Sweden, for instance, the determining factor appears to  have 
been the overarching political consensus that priority should be given to 
maintaining full employment.

For any political analysis o f  trends in public expenditure it is helpful

29. OECD Secretariat, “Public Expenditure Trends and their Relation to Social Policy,” paper 
prepared for a Conference on Social Policies in die Eighties, Paris, October 17, 1980.

30. Great Britain, Treasury, The Government’s Expenditure Plans 1981-82 to 1983-84, Cmnd. 8175 
(London: HMSO, 1981).

31. Sweden, Ministry of Economic Adairs, The 1980 Medium Term Survey o f the Swedish Economy 
(Stockholm: The Ministry, 1981).
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to  distinguish between government consumption and transfer payments— 
between the costs o f  the state bureaucracy and the state’s activities in 
shuffling money from one section o f the population to  another. In  both 
categories there is a general upward trend but with wide variations 
between different countries; again, there is no sign o f convergence in the 
strict sense (see table 8-1). But there is a sharp contrast between the rates 
o f  growth in government consumption and in transfer payments or, as 
the latter have been called, socially financed private consumption.32 Since 
the mid-1950s the proportion o f GDP absorbed by government con
sumption at current prices has risen by 40.7 percent. But socially financed 
private consumption has risen by 106.8 percent.

The relatively slow rise in government consumption may in part be 
explained by the falling share o f defense spending. The OECD average 
declined from 4.0 percent to  2.7 percent o f  GDP over the period, thus 
permitting the expansion o f  other programs within any given total. The 
fall in defense spending was particularly marked in the United States 
(from 9.5 percent to  5.8 percent o f GDP) and in the United Kingdom 
(from 7.4 percent to  5.0 percent), the two heaviest spenders in the 1950s.

Again, the diversity between countries is remarkable. Four o f  the 
fourteen countries in table 8-1 spend a fifth or more o f national income 
on government consumption, while Japan spends only a tenth. Some o f 
the differences, o f  course, reflect institutional arrangements—for example, 
in Britain and Sweden spending on health care appears on the consumption 
side o f the ledger, in most other Western European countries on the 
transfer side. Indeed, when private spending on health is added to public, 
there is a remarkably strong correlation between national wealth and 
expenditure levels33—which might suggest that while general societal 
factors explain the level, specific systems-characteristics explain the distri
bution o f  any given total as between the public and private sectors.

Because the figures in table 8-1 suggest that the government con
sumption sector is becoming larger relative to  the rest o f  the economy in 
the scale o f its activities, table 8-2 compares the growth in government 
consumption in current and constant prices. Current price figures measure 
the cost o f  government consumption, not the input o f  resources; constant
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32. David Smith, “Public Consumption and Economic Performance,” National Westminster Bank 
Quarterly Review (November 1975), pp. 17-30.

33. Joseph P. Newhouse, Income and Medical Care Expenditure Across Countries, Rand Paper Scries 
P-5608-1 (Pak> Alto, Calif.: Rand Corp., 1976).
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Table 8-2. Growth o f Government Consumption in Fourteen Countries,
1962-79
Percent

Country

In  current prices In  constant prices

Gross
domestic
product

Government
consumption

Gross
domestic
product

Government
consumption

Austria 376 573 109 90
Canada 512 676 123 106
Denmark 580 1,002 82 122
Finland 732 1,114 94 132
France 575 656 116 81
Italy 830 1,045 98 79
Japan 909 1,166 245 142
Netherlands 529 715 104 64
Norway 509 760 109 159
Sweden 435 818 70 107
Switzerland 239 333 51 66
United Kingdom 564 685 54 47
United States 317 315 80 48
West Germany 288 423 87 86

Source; OECD, Atnw m  9f OECD Cfutttrùt, 1962-1979, vol 2 (Paris: OECD, 1981), The base year for
calculating constant price* varie* from country to country in tbe OECD account*.

price terms allow for the so-called relative price effect34—that is, the fact 
that while wages and salaries in the public sector follow those set in 
industry, there is no counterbalancing gain in productivity.35 At current 
prices, government consumption rose faster than GDP in all fourteen 
countries with the exception o f  the United States; at constant prices, it 
actually fell behind the growth o f  GDP in ten o f  the fourteen and thus 
declined as a proportion o f  the total.36

34. The relative price effect it alto relevant to the private service sector. Its crucial role is in 
highlighting differences between the comperirive and sheltered sectors of the economy; see Ghsta Edgrtn, 
KuTOlof Faifn, and Clas-Erik Odhncr, “Wages, Growth and the Distribution of Income,” Swedish 
Journal c f  Esmnns, vol. 71 (September 1969), pp. 133-60; Assar Lindbeck, “Stabilization Policy in 
Open Economies with Endogenous Politicians,” American Economic Review, vol. 66 (May 1976, Papers 
and Proceedings, I97S), pp. 1-19. A two-sector model o f the economy would suggest a built-in bias 
toward inflation, irrespective of the size of the public sector but possibly linked to the size of the service 
sector.

35. This has important implications also for the measurement of national income (and consequently 
for the figures of ptiblk expenditure as a proportion of national income). It has been calculated that in 
Sweden, assuming that the productivity increase in the public sector was the same as in the private sector, 
total production would have increased fivefold from 1950 to 1980, instead of threefold as recorded in 
OECD statistics. Sec A. Robinson and B. C. Ysander, Flexibility m Budget Policy, Working Paper 50 
(Stockholm: Industrial Insanité far Economie and Social Research, 1981).

36. This confirms the findings in Morris Beck, T h e  Expanding Public Sector: Some Coraraiy
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Tabic 8-3. Increases in the Constant Price Indexes o f Public and Private
Consumption in Fourteen Countries, 1970-78

Country

Average annual 

Public consumption

increase (percent)

Private consumption

Ratio of increase 
in publie to 

private consumption

Austria 9.0 6.4 1.40
Canada 10.7 7.2 1.49
Denmark 11.4 9.4 1.21
Finland 12.5 11.7 1.07
France 11.3 8.6 1.31
Italy 15.1 13.9 1.09
Japan 11.7 9.0 1.30
Netherlands 10.6 8.3 1.28
Norway 9.6 8.5 1.13
Sweden 11.9 9.0 1.32
Switzerland 6.9 5.5 1.25
United Kingdom 14.5 12.8 1.13
United States 7.7 6.2 1.24
West Germany 7.2 5.2 1.38

Source: OECD, National A u ta n tt  o f O ECD Cauntrits. 1950-1978. vo), 1 (Pins: OECD, 1080), p. 82.

The relative price effect is not constant as between different countries, 
as the ratios o f  the increases in the price indexes o f  public and private 
consumption in table 8-3 demonstrate. The ratio is relatively high for 
Canada and Austria, but almost at par for Finland and Italy. It is tempting 
to  seek the explanation for the differences in die relative power o r militancy 
o f  public-sector trade unions. Italy’s public sector is indeed characterized 
by a comparatively low rate o f  unionization (39 percent), but so is that 
o f  the United States (25 percent). And while Sweden (81 percent) and 
Britain (72 percent) are at the opposite end o f  the spectrum, their relative 
price ratios arc not proportionately higher.* 37 In any case labor is not the 
only input into government consumption, though it is the most impor
tant.38 In Britain during the 1970s, for example, rising land prices were 
an important factor in determining the relative price effect.39

Evidence,” National Tax Journal, vol. 29 (March 1976}, pp. 15-21; OECD, Public Expenditure Trends 
(Paris; OECD, 1978), table 3, p. 18.

37. Richard Rose, Chaika in Public Employment: A  Multi-Dimensional Comparative Analysis, Studies 
in Public PoKcy, 61 (University of Strathclyde, Centre for the Study of Public Policy, 1980), p. 41.

38. The OECD’s Public Expenditure Trends, p. 17, concludes du t there was no general shift in pay 
relativities between the public and private sectors of employment, but it does nor allow for such factors 
as the changing composition of the labor force—in particular, the high proportion of women and part- 
timers in the public sector.

39. Rudolf Klein, Social Polity and Public Expenditure, 1974 (London: Centre for Studies in Social 
Policy, 1974).

 

 
 

 

 

 

 
 
 

 



In education in the OECD  countries—where spending accounts for 
something like 5 percent o f  GDP—prices for the period from 1963 »  
the early 1970s rose 18 percent (aster than in the economy as a whole.40 
The range was from 46 percent in the Netherlands and 32 percent in 
Japan to  10 percent o r less in France, the U nited Kingdom, and 
Switzerland. Over the same period there was virtually no increase in the 
number o f  children at school o r o f  real resources per pupil. M ost o f  the 
increase in education’s share o f  GDP was due to  wage rises not matched 
by increased productivity. Moreover, there was a general tendency for the 
number o f  teachers employed to  rise, as working hours became shorter 
and holiday entitlements longer. In manpower-intensive services like 
education and health,41 an ever-increasing number o f  teachers o r nurses 
is needed to  deliver the same number o f  hours o f  contact with children 
or patients.

Education also illustrates the crucial importance o f  the demographic 
escalator. Raising the compulsory school leaving age is a policy decision, 
bringing children into this world a parental decision. The spending 
implications o f  the policy decision will vary as the size o f  the particular 
cohort varies. However, to  make this point is only to  raise a new series 
o f  questions. Why do policymakers stand so passively on the escalator? 
Why not cut standards when numbers increase? W hy not cut the input 
o f  resources when the birth rate falls? T o  ask these questions is to  underline 
the rigidities in the public sector—rigidities that are similar in character 
to  those found in the private sector, and that are often invoked in 
explanations o f  inflation. Just as prices in the private sector tend to  be 
resistant to  downward adjustments— confounding classic theory—so 
commitments in the public sector tend to  be resistant to  downward 
adjustment.

The fastest growing component o f  public expenditure is socially financed 
private consumption, o r transfer payments. Here the relative price effect 
is largely irrelevant, and the current price figures can be taken at face 
value. It is the "escalator effect” that is important, for it relates to  those 
rises in public expenditure that reflect the momentum o f  inherited
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40. OECD, P tM itE xptndttvnm  EAuttion  (Fins: OECD, 1976), pp. 22-27.
41. Between 1971 and 1976, the number of nurses employed by the British National Health Service 

increased by 21.4 percent. But when these numbers arc deflated to allow for changes in working hours, 
the effective increase was only 11.8 percent. Spauti/y m  tbt H aiti) o u i Pmamti Scttiti Strvka, HC 
466-V, Ninth Report, H oused  Commons, Expenditure Committee, Session 1976-77 (London: HMSO, 
1977), p. 66.

 
 
 
 



commitments.42 Over the period 1962-72, the share o f  old-age pensions 
in GDP increased by almost a third in the OECD countries.43 O f  this 
rise, 40 percent is explained by a population increase and a further 40 
percent by policy decisions to  extend the coverage o f existing schemes to  
a higher proportion o f the elderly. Perhaps most surprising, rises in the 
real value o f  pensions—relative to  growth in national wealth—explain 
only 20 percent o f  the growth. In other words, deliberate political 
decisions to  improve the standards o f living o f the elderly relative to  the 
rest o f  the population explain only a modest part o f  the growth in 
spending. Far more important was the inherited commitment to revalue 
pensions in line with changes in the real income o f  the working population 
and to  p ro tea  benefits against erosion by inflation (with the result that 
in countries like Britain where the real value o f working incomes was 
reduced in the mid-1970s, there was actually a relative increase in social 
security payments—an unintended consequence o f  a commitment made 
at a time when it was assumed that incomes could only go up).

But if the evidence supports the thesis that shared societal pressures 
help to  explain the generalization o f social security benefits to the whole 
population, there is litde sign o f  any convergence in the level o f  such 
payments. In the early 1970s, the ratio o f  old age pensions to  average 
earnings was .511 in Germany, .422 in France, .296 in Sweden, .218 in 
the United Kingdom, .180 in the United States, and .118 in Italy.

The escalator effea applies equally to  unemployment compensation. 
For example, one o f the main reasons for the failure o f the Conservative 
government in Britain to  carry out its commitment to  cut public 
expenditure was the sharp rise in the social security budget in line with 
increasing unemployment. Ironically, the government’s anti-inflation pol
icies o f tight monetary control and a striedy constrained public seao r 
borrowing requirement generated extra expenditure demands by adding 
to  the number o f  jobless. The British experience suggests that the strength 
o f the escalator effea will depend on the nature o f  the constituency 
involved. In the case of the elderly, the Conservative government (like
the Reagan administration in the United States) considered but rejeaed 
the option o f  snapping the link between the cost-of-living index and

42. Rudolf Klein, “Who Gets What? Problems and Prospects in the Analysis of Public Expenditures 
and Incomes,” in Dennis Kavanagh and Richard Rose, eds., New Trends in British Politics: Issues for 
Research (Sage, 1977), pp. 105-22.

43. OECD, Public Expenditure on Income Maintenance Programmes (Paris: OECD, 1976), pp. 
38—40.
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Table 8-4. Measures o f Income Distribution and Public Expenditure 
in Eleven Countries, 1974—76*

Country
Public expenditure 
at percent of GDP

Gini coeffidtut ef 
posttax internet

Netherlands 53.9 0.264
Sweden 51.7 0.271
Norway 46.6 0.301
United Kingdom 44.5 0.327
West Germany 44.0 0.386
France 41.6 0.417
Canada 39.4 0.348
United States 35.1 0.369
Australia 32.8 0.354
Spain 25.3 0.397
Japan 25.1 0.336

Sources: M ifcotoSiyygTJ(wwwrZ>cm *Btfiwi mOECDCmmiiw  (Pirii: OECD, 1976), able I I , p. 19; OfiCDt ?nMr 
ExftmUnm Trtndt, table 2, pp. 14-15, Date of inJbcmatioa varies frocn country to country, 

a. Counuiu  ranked by level o f public cspcnditure. 
b- Rank order cond i tion m & i f t ,  r  *  -0,616, f  <  0,05,

pension levels; the elderly are a permanent, dearly identifiable constituency. 
In constituencies that were shifting and lacking in a clear political profile, 
however, the government adjusted the indexation process to  allow the 
real value o f  benefits to  drop marginally.

Social benefits also seem to  buy a degree o f  posttax equality, as table 
8-4 shows. Those countries w ith high rates o f  public spending appear to  
have a lesser degree o f  posttax income inequality than ones w ith low 
spending rates. But the picture is confused when the expenditure on 
income maintenance is compared to  the proportion o f  the population in 
poverty (table 8-5). There seems to  be no «insistent relationship between 
a high rate o f  spending on income maintenance and the proportion o f  
the population below a standardized poverty line. Thus the British system 
appears to  be more efficient in directing expenditure at the target 
population than do the systems in the United States and Canada; and 
France and West Germany, which devote the same proportion o f  GDP 
to income maintenance programs, achieve very different results, w ith 16 
percent and 3.0 percent o f  their populations, respectively, below the 
poverty line. H igh social security expenditure is therefore not a sufficient, 
though it may be a necessary, condition for closing the “aspirations gap,” 
o r for dampening social conflict.

Inevitably, the picture yielded by the evidence is shaped by the choice 
o f  countries examined. The OECD  countries considered here were all
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Table 8-5. Measures o f Poverty and Government A id  in Seven Countries, 
Early 1970?

Country

Income maintenance 
expenditure as percent 

cf trend GDP
Percent t f  population 

below poverty &seh
France 12.4 16.0
West Germany 12.4 3.0
Norway 9.8 5.0
Sweden 9.3 3.5
United Kingdom 7.7 7.5
United States 7.4 13.0
Canada 7.3 11.0

Source: OECD, Ptetik Expenditon m Inamt Mmutntma Pr#\*mms (Pahs: OECD, 1976). table 29, p. 72, Date of 
infocmabon varies from country to country.

9- Countries ranked by level of expenditure on income maintenance.
b. The OECD defined as poor {ibid,, p. 66) a person whose income was below two-thirds of the avenge disposable 

income in his country.

stable polities in the period under discussion; there was no successful 
challenge to  their political systems. So it is not surprising that the pattern 
o f  growth in public expenditure is incremental in character.44 I f  the 
analysis were focused on countries where there have been sharp discon
tinuities in the sociopolitical structure, the picture changes. For example, 
in Portugal and Greece in the 1970s, changes in the regime produced a 
rapid expansion o f  government consumption expenditures—in 1974—78 
they rose at an average annual rate o f  7.1 percent and 6.7 percent, 
respectively, in real terms, while the OECD average was 3 percent.45

Trying to  explain the composition o f  public expenditure is like 
excavating Troy. Merely looking at the top layer may give a false impression 
o f  the nature o f  the civilization; public expenditure can only be evaluated 
in the context o f  its evolution over time.

T heories and In terp retations

Inflation is often explained as the outcome o f  conflict—a way o f  meeting 
competing demands that cannot be satisfied within the constraints o f  die

44. In the case of Britain, extrapolating from governmental final expenditure for 1959 to 1967 (at 
constant 1970 prices) yields a predicted spending total of £10.635 billion for 1976; actual expenditure 
was £11.049 billion (at constant 1970 prices), a difference of only £416 million. So, despite the 
anguished debate in the mid- 1970s about public expenditure getting “out of control,” there is little 
evidence of discontinuities in inherited trends. Figures from Great Britain, Central Statistical Office, 
Nanmat Interne and Expenditure 1066-1976 (London: HMSO, 1977), table 2.1.

45. OECD, National Acaunn of OECD Canaria (Paris: OECD, 1981).

 

 

 
  

 

 

 
 
 
 
 



available resources.46 At first sight, it would seem that increasing public 
expenditure, like increasing the money supply, is a way o f  accommodating 
conflicting demands. And whether the strategy is to  pump money into 
the economy or to  raise spending on subsidies or cash-transfer benefits is 
a matter o f  political choice that will vary in different political systems. 
But this mode o f  explanation is circular; die outcome is taken as evidence 
o f  the causal processes involved. In the case o f  Sweden and Britain, for 
example, it is not a t all self-evident that there has been an increase in 
conflict over the past decades. Although the pressure from labor organi
zations can be interpreted as a rejection o f  market - determined differen
tials—and thus a new source o f  distributional conflict—there is consid
erable evidence o f  a tenacious attachment to  traditional inherited relativities.47 48 
O n the supply side o f  the equation, it may be argued that the capacity o f 
the British system to cope even with the existing level o f  demand has 
actually declined because o f  the foiling rate o f  growth. I f  both inflation 
and rising public expenditure are seen as a revolt against the existing 
distribution o f  income within any given social system, does that mean 
there is less conflict in, say, the United States than in Sweden, although 
the latter is—as shown in table 8-4—a m ore egalitarian society?46 O r is 
the impact o f  conflict or competing demands on  both inflation and public 
expenditure mediated through specific political and organizational factors?

The two main components o f public expenditure, g< w em m ent spending  
and publicly financed private consumption, behave in different ways, and 
their growth might also be expected to  be responsive to  different factors. 
In the case o f  government spending, theories that explain rising public 
expenditure in terms o f  supply-push (factors endogenous to  die state 
bureaucracy) would seem to  be m ost relevant since growth o f  the 
bureaucracy is consistent with die explanation that service providers tend 
to  maximize their budgets and thus to  expand their programs. T o be sure, 
in some cases, the career prospects o f  bureaucrats may well be enhanced

4 6 .  S ec  M c C ra c k e n  R e p o r t ,  p .  1 5 5 ;  J a m e s  H a rv e y , T l c o r i a  o f  In fla tio n ,'*  Marxism Tedtey, v o l  2 1  

( J a n u a ry  1 9 7 7 ) ,  p p .  2 4 - 2 9 .

4 7 .  S ec  G r e a t  B r ita in , R o y a l C o m m is s io n  o n  th e  D is t r ib u t io n  o f  In c o m e  a n d  W e a lth , Report No. 8: 
Fifth Report m  the Sumetiog Reftrtna, C m n d . 7 6 7 9  (L o n d o n :  H M S O , 1 9 7 9 ) ,  p p .  7 9 - 8 1 .  M u d )  o f  th e  

in d u s tr ia l  c o n f lic t  in  B rita in — most c o n sp ic u o u s ly , th e  1 9 7 4  s tr ik e  by th e  m in e rs— re v o lv e s  a r o u n d  th e  
re e s ta b lish m e n t o f  t ra d i t io n a l  d if fe re n tia ls ,  e r o d e d  b y  in c o m e s  p o licy .

4 8 .  I t  m a y  w e ll b e  th a t  in e q u a lity  is  m o re  re se n te d  in  a  c o u n tr y  lik e  S w e d e n , w h ic h  su b s c r ib e s  t o  
a n  e g a lita r ia n  id e o lo g y , th a n  in  a  c o u n try  tike  th e  U n i t e d  S ta te s ,  w h ic h  d o c s  n o t .  F o e  e v id e n c e  th a t  
su g g e s ts  a  h ig h  d e g re e  o f  p e rce iv e d  in e q u a lity  in  S w e d e n , s e c  R ic h a rd  S casc , Social Democracy rn  C sp r ta h r r  
Society: Wcrimp-Clast Politics m  Britain and Sweden ( L o n d o n :  C r o o m  H e lm , 1 9 7 7 ).
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if they are good at saving money49—in Britain the most prestigious civil 
servants are those who work in the Treasury and who are professional 
hatchet men.50 Moreover, supply side theories do not account for the 
contrast between spending in current and constant prices—the relative 
price effect.

However, the assumption o f supply-push theories that service providers 
are budget maximizers is not necessary to  explain the growth o f the public 
sector. A weaker assumption will do. This is that service providers are 
merely concerned to  safeguard their own incomes and security—that they 
are defensive-minded conservatives rather than aggressive imperialists 
seeking to  expand their services. This would help to explain, parsimon
iously, both the relative price effect, discussed above, and the fact that 
governments find it difficult to finance new programs by liquidating 
existing commitments, with the result that change in the public sector 
tends to  be additive.

Such an explanation is certainly consistent with the failure o f Britain’s 
Conservative government to  check demands for higher wages and salaries 
in the public sector. In 1979, when Mrs. Thatcher was elected, public 
servants were neck and neck with other workers in terms o f their relative 
pay. By 1981, they were earning 8 percent more than they would have 
got in industry.51 O n the other hand, the government had the greatest 
difficulty in implementing expenditure cuts that involved reductions in 
public sector manpower. Education illustrates the latter point, for a decline 
in the birth rate and in the school population gave the government an 
open invitation to  cut.52 It seized the opportunity by lowering expendi
tures by 10 percent, which involved a proportional fall in the number o f 
teachers. But the personnel reduction was to be achieved largely through 
“natural wastage, early retirement and redeployment”53 (that is, redun
dancies were to  be avoided). Significandy, the most radical cut was in 
fringe activities that do not impinge on the organized power o f teachers— 
funds allocated to providing school meals for children were halved.
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49. Julius Margolis, "Comment” (on William A. Niskanen’s "Bureaucrats and Politicians”), Journal 
of Law and Economics, vol. 18 (December 1975), pp. 645-59.

50. Hugh Heck) and Aaron Wildavsky, The Private Governments of Public Money: Community and 
Policy inside British Politics (London: Macmillan, 1974).

51. “Work for the Government,” Economist (December 19, 1981), p. 52.
52. Maurice Kogan, “Education in ‘Hard Times,’ ” in Christopher Hood and Maurice Wright, cds., 

Big Government in Hard Times (Oxford: Martin Robertson, 1981), pp. 152-73.
53. Treasury, Government’s Expenditure Plans, Cmnd. 8175, p. 104.

 

 

 



Labor—trade unions and professional organizations—is an important 
contributor to  the growth o f  public consumption and the problems faced 
by governments intent on retrenchment. The most immediate beneficiaries 
o f  the welfare state are those working in the program; in other words, 
the creation o f  a program creates an organized constituency. And the 
public sector tends to  be the most intensively unionized pan  o f  the 
economy.54 Moreover, it is likely to  oppose change, if this threatens jobs, 
and is thus likely to  become a source o f  organizational rigidity. This 
rigidity is common, in varying degrees, to  all sectors o f  the economy in 
advanced industrial societies. Indeed it seems as plausible (if still only 
partial) an explanation o f  endemic inflation as o f  rising public consumption. 
Inflation can be seen as the product o f  the frictional problems o f  adjustment 
in societies characterized by a high degree o f  both turbulence (a rapid 
rate o f  technological change) and organizational rigidity. In that case, the 
problem reflects not the radicalization o f  labor—which is perhaps why 
no statistical correlation has been found between trade union militancy 
and inflation rates—but its conservatism. Thus the power o f  oiganized 
labor should perhaps be measured as much in its ability to  resist change— 
for example, to  prevent the euthanasia o f  redundant public sector programs 
o r loss-making industries—as in its capacity to  change the distribution o f  
income in its favor.

Organizational factors arc a far less plausible explanation o f  the increase 
in socially financed private consumption, whose main beneficiaries arc 
outside the state system. Yet growth in this sector has been dramatic in 
most advanced industrial countries, despite attempts to  reverse the trend. 
Emphasis on the importance o f  supply-push factors in the expansion o f  
public expenditure in the United States may reflect the feet that an 
exceptionally low proportion o f  GDP there goes into transfer payments 
in comparison with most Western European countries (and perhaps the 
feet that American civil servants are more entrepreneurial in style than 
their European counterparts; British civil servants could more accurately 
be characterized as risk-minimizers than as budget-maximizers). In trying 
to  explain this trend, demand-push theories o f  public expenditure growth 
would seem to be relevant.55 Again, organized labor would appear to  be

54. See Cleat Britain, Bullock Committee o f  Enquiry on Industrial Democracy, Report of the 
Committee i f  Enquiry on Industrial Democmty, Cmnd. 6706 (London: HMSO, 1977); Rote, C b n g a  m  
PubUc Employment, p. 41.

55. 1 do not attempt to disons theories o f the political business cycle, whidi are dealt with elsewhere 
in this volume. It is generally assumed that the benefits o f  specific public expenditure programs will be 
more visible than the tax costs (see, for example, James M. Buchanan, “Why Docs Government Grow)9
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crucial, making demands for job preservation via public expenditure. This 
helps to  explain the countercyclical pattern o f  spending increases in the 
1960s, when Keynesian expenditure management was still the dominant 
approach in most Western countries (though it turned ou t to  be easier 
to  increase public expenditure in the downturns o f  the cycle than to 
reverse the trend during the upswings, a further reminder o f  the importance 
o f  rigidities in Western economies).

In the 1970s there was a sharp upswing in Britain and Sweden 
particularly, though not exclusively, in government aid to  industry to 
prevent bankruptcies and redundancies. In Britain, for example, expen
diture on various forms o f  support to industry and the labor market rose 
from £2.331 billion in 1971-72 to  £3.535 billion in 1974-75 at constant 
prices.* 56 In Sweden, outright grants on accumulated stocks to  firms 
undertaking not to  reduce employment were equivalent to  2 percent o f 
GDP in the eighteen months up to  the end o f  1976.57 Overall, therefore, 
the Swedish and British experience suggests that public expenditure may 
rise as a political response to  falling profitability.58

Significandy, expenditure on employment maintenance survived the 
change o f  political regime in both countries. In Britain the Conservative 
government in its first year in office lived up to  its commitment to  reduce 
such state intervention, but by 1982 such expenditure had increased by
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in Thomas E Borcherding, ed., Budgets and Bureatuma: The Stoma o f Gooemmetu Growth [Duke 
University P it» , 1977]), and that political competition generates escessive expectations among voters 
(see Samuel Brittan, "The Economic Contradictions o f  Democracy,” British Journal o f Political Science, 
voL 5 [April 1975), pp. 129—59). But this is to overlook the b e t that both voters’ perceptions and 
preferences (see Paul Motley, “Images o f  the ‘Floating Voter1; Or, the ‘Political Business Cycle’ Revisited," 
Political Studio, vol. 16 [September 1978], pp. 378-94) and their expectations (sec Richard Rose, 
Ordinary  People »  Extraordinary Economic Granustunca, Studies in Public Policy, 11 [University o f 
Strathdydc, Centre for the Study o f  Public Policy, 1977]) may change over time. By the late 1971k 
government began to compete for votes by cumqg public expenditure and taxation; witness California's 
Proposition 13 and Britain's 1979 general election. One o f  the problems o f  the various theories developed 
in the early and mid-1970s is that they do not predict (or explain) tvhat actually happened in the late 
1970s and 1980s.

56. Great Britain, Treasury, 71k GovernmenPs Expenditure Plant, vol. 2, Cmnd. 6721-11 (London: 
HMSO, 1977), table 2.4.

57. OECD Economie Snroeyt: Sweden (Paris: OECD, April 1977), pp. 12-14.
58. This conclusion is, o f  course, contrary to the Marxist contention that rising public expenditure 

is the cause o f  low profitability in industry through the tax system; see Mcrvyn A. King, T h e  United 
Kingdom Profits Crisis: Myth or Reality!” Economic Journal, vol. 85 (March 1975), pp. 33-54. King 
concludes (p. 47) that ewer the period 1950-73 while there was indeed "an underlying downward uend 
in the share o f  conventional gross profits before tax," there was “no long run or secular decline in the 
share o f  profits after tax.” In other words, the tax system appears to have been used in order to maintain 
the level o f  profits, not to depress them. This might suggest that, in Britain at any rate, trade unions in 
the 1970s h id  both the economic clout eo divert a higher proportion o f  profits to wages and the political 
clout to force governments to compensate for the subsequent effe ts on employment.

 
 
 
 
 
 
 
 
 
 
 

 

 
 
 
 
 
 
 
 



50 percent and was, moreover, considerably higher than in the last year 
o f the previous Labour government.59 In Sweden, expenditure on aid to 
industry nearly quadrupled between 1976 and 1979—rising from Kr2.443 
billion to  KrlO.638 billion, and thereafter falling again.60 The trend o f 
policy in the two countries, as reflected in expenditure figures, was not 
so very dissimilar, despite the one government’s explicit and militant 
commitment to  repudiating its predecessor’s interventionist ideology and 
attempt to  incorporate trade unions in the policy process, and the other’s 
emphasis on maintaining consensus and continuity.

Organized labor has an important role also in attempts to  keep the 
cost o f  living down—to insulate consumers from the effects o f  external 
shocks such as oil price rises. Governments use public spending as currency 
to  persuade trade unions to  exercise wage restraint. The economics o f 
such a policy may be dubious, since they give an artificial stimulus to  
demand. But politically such increases can be seen as a sensible response 
to  inflation. Certainly, in the mid-1970s both Sweden and Britain used 
public expenditure as a means o f lowering expectations about future rates 
o f inflation. Sweden in 1975 spent Kr2.6 billion, out o f  a total budget 
o f  Kr93 billion, on food subsidies.61 And the British Labour government 
introduced food subsidies in 1974, accounting for £854  million in a total 
program o f  £58  billion.62 It also increased expenditure designed to  keep 
rents on municipal housing down and to  compensate nationalized indus
tries, like gas and electricity, for keeping their prices down. In the early 
1980s, however, Britain’s Conservative government abandoned all at
tempts to use subsidies as a means o f influencing wage claims. Food 
subsidies were eliminated completely, and housing subsidies were sharply 
reduced. Sweden’s coalition government, in contrast, not only reduced 
income taxes in 1980 in order to  facilitate a new national wage agreement, 
but at the same time it increased food subsidies. Thus in fiscal 1981 the 
total cost o f  food subsidies was Kr4.5 billion, out o f  a total budget o f 
Kr212 billion—although the intention was to  reduce food subsidies 
gradually thereafter.63

Still, most socially financed private consumption—such as transfer 
payments—benefits not the members o f trade unions but marginal groups 
in society, such as the elderly, the disabled, and the unemployed. It tends

59. Treasury, Government*! Expenditure Plans, Cmnd. 8175, table 2.4.
60. OECD Economic Surveys: Sweden (June 1981), table 8.
61. Ibid.
62. Treasury, Government*s Expenditure Plans, Cmnd. 7049, table 2.3.
63. Sweden, The Swedish Budget, 1981-82 (Stockholm: Ministry o f Economic Affairs and Ministry 

o f the Budget, 1981).

218 Rudolf Klein

 



to  redistribute income across the generations and from childless to  prolific 
couples. The explosion o f  public expenditure designed to  benefit these 
groups would seem to be inconsistent with theories that sec demand 
being generated in the political market and by organized labor.

Part o f  the answer to  the puzzle stems from the fact that much o f  the 
growth in public spending represents the increasing cost o f  past commit
ments, reflecting demographic trends and the price o f  indexation, rather 
than new policies. And commitments undertaken during a period o f 
optimism about future growth may reflea a miscalculation o f  the likely 
size o f  the national income. Equally important, the strong labor move
ments—and their political affiliates, like the British Labour party and the 
Scandinavian Social Democratic parties—tend to  a a  as proxy groups for 
the less organized sectors. Their altruistic ideology is buttressed by self- 
interest,64 particularly in pensions, which can be seen as deferred payments 
and which appear to  be particularly resistant to  government economy 
drives. If there is a link between inflation and public expenditure, it may 
thus run through the activities o f  organized labor. The wage-push theory 
o f  inflation would seem to argue in the same direction as a demand-pull 
theory o f  public expenditure, modified to  take account o f  the role o f 
organized labor both in the public sector and as a proxy group for the 
more vulnerable sections o f  the community.

But identification o f  the key role o f  organized labor should not be 
taken to  mean that both inflation and the growth o f  public expenditure 
are bound to  go on increasing in societies with strong trade unions. The 
structure o f  organized labor and its relation to  the political system can, 
as Colin Crouch argues in chapter 5, modify the outcome. Imagine a 
country where the entire labor force belongs to  the same trade union. 
N ot only would there be no clement o f  wage-push arising from the 
competition for members between various unions, but the benefits o f  
wage restraint would be internalized. N o individual union would be 
“providing a public good voluntarily”65 by limiting its claims, while having

64. The history of the social contract in Britain—and die similar experience of Sweden—suggests, 
however, that both perceptions of self-interest and the altruistic ideology may not necessarily be shared 
by trade union leaders and their members. The Swedish (cadetship’s advocacy o f the social contract 
approach—with its emphasis on deferred benefits and redistribution—was, in practice, repudiated by the 
members, as Andrew Martin notes in chapter 13, below. Altruism may also be vulnerable to economic 
turbulence—to people’s perception o f their own well-being. For the British evidence that altruism declines 
with economic growth, see James E. Ah, The Politics i f  Economic Decline: Economic Management and 
Political Behaviour m Britain since 1964 (Cambridge University Press, 1979); also Rudolf Klein, “Values, 
Power and Policies," in OECD, The Welfare State m Crisis (Paris: OECD, 1981), pp 166-78.

65. Mancur Olson, The Rise and Decline of Nations (Yale University Press, 1982). The following 
discussion draws heavily on the arguments o f  this book.
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no certainty that others would follow the same course. There would thus 
be no problem about pursuing the kind o f  strategies attempted in Britain 
and Sweden in the mid-1970s—with very mixed success—o f  buying trade 
union cooperation for wage restraint in return for higher public expen
diture. Similarly, there would be litde opposition to  die termination o f  
individual government programs; always provided that there was no net 
reduction in employment, it would be in everyone’s interest to  have a 
more flexible approach.

T o the extent that a country approaches this kind o f  situation—the 
more encompassing its labor organization is—the more likely is a strategy 
o f  using public expenditure to  buy wage restraint to  be successful. The 
deal would not succeed if  the union movement were fragmented, o r if 
the leaders and rank-and-file had different perceptions o f  self-interest. The 
same point applies to  the attitude o f  organized labor toward flexibility in 
the public sector; commitment to  the status quo would be in inverse 
relation to  the extent to  which the union movement is encompassing.

But the extent to  which the union movement identifies self-interest 
with public interest depends also on the relationship between organized 
labor and the political system. Here it is possible to  imagine either a 
market o r a symbiotic political relationship. A t one pole, the cooperation 
o f  the union movement is bought in straight financial terms; at the other, 
the currency is participation in  o r influence over policy decisions. M ore
over, the nature o f  the relationship is a function o f  the prevailing political 
ideology. Thus the change o f  government in Britain in 1979 made Htric 
change in the formal institutional arrangements for consulting trade 
unions. But adoption o f  a market perspective—and the repudiation o f  
the idea that policies m ight be shaped in discussions w ith the trade 
unions—made a profound difference. Indeed the policies o f  the Thatcher 
government were shaped by the view that union self-interest and the 
public interest were, i f  anything, bound to  be in conflict. In contrast, the 
change o f  government in Sweden did no t mark a fundamental reassessment 
o f  the relationship between unions and the political system, even though 
the style and temper o f  the relationship was inevitably affected by the 
move o f  the Social Democrats into opposition.

The relationship between public expenditure and inflation in Western 
societies can thus be presented in terms o f  three models. In  societies that 
approximate most closely the classic market model, and where organized 
interest groups are weak o r fragmented, public expenditure and inflation 
need not necessarily move in the same direction, and either o r both may



be low; this will be particularly so in societies where there is an element 
o f direct democracy (as in Switzerland) as distinct from aggregations o f 
interests in organized groups. In societies that approximate most closely 
the monopsonistic model, where there are powerful and well-organized 
interest groups competing in the political market, rising public expenditure 
and inflation are likely to  march in step. And in corporatist66 societies 
where an encompassing labor organization is keyed into the processes o f 
policymaking, there is likely to  be an effective choice between high public 
expenditure and inflation.

Like all models, these fail to capture the full, shifting complexity o f 
the real world. They suggest stability where there is flux. The same 
institutional framework may over time provide the setting for very different 
kinds o f policies. Moreover, countries may commute between different 
models in a dialectic learning process. As Kristina Peterson suggests, “The 
State gradually develops corporate characteristics until a critical threshold 
is reached and the workers rebel. At that point, the corporate system 
breaks down, while the groups try different means o f political expression 
(viz. strikes). Later, when they find that these are not as successful, they 
move back into the corporate pattern, stronger and more productive as 
corporate interest groups.”67

Bearing these reservations in mind, the three models would still seem 
to be consistent with the differing patterns o f the relationship between 
public expenditure and inflation shown in figure 8-1. Nations with a high 
level o f public spending but a relatively low level o f  inflation fit rather 
neady into Crouch’s category o f neocorporatist countries: Austria, West 
Germany, the Netherlands, Sweden, and Norway (table 5-2). Britain 
would seem to be a classic illustration o f the monopsonistic model, with 
inflation in the 1970s running at a considerably higher rate than would 
be predicted on the level o f  public expenditure; it ranks relatively high 
on unionization (45 percent o f  the labor force) but seesaws between 
corporatist and confrontational policies. Italy falls, rather less neady, into 
the same category; the unions are less strong than in Britain but, it can 
equally be argued, so are the political institutions. Both the United States 
and Japan would seem to approximate most closely the classic market 
model.
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66. Sec chapter 5 for a discussion o f corporatism. For a comprehensive review of the debate, see 
Comparative Political Studies, Special Issue: Corporatism and Policy-Making in Contemporary Western Europe, 
vol. 10 (April 1977).

67. "Corporatism and Unemployment” (Ph.D. dissertation, Northwestern University, 1981).

 
 



Figure 8-1. Publie Expenditure and Inflation Levels in Fourteen Advanced 
Countries, Late 1970s

Average annual rate of inflation, 1975-80 (percent)

222 Rudolf Klein

•  Italy

*  United Kingdom

France
•  Finland ^  D n m u ri Sweden •

United States m
•  Canada •  Norway

Netherlands

•  Japan •  Austria *

•  West Germany

•  Switzerland

i 1 i 1 l 1 i
20 30 40 50 60

Public expenditure as percent of GDP, 1977-79

Sources: Organization for Economic Cooperation and Development, “Public and Social Expenditure Trend*" (Pari*: 
OECD, October 1981), and OfQ> f g nm é  Sano»' Swede» (Pari*: OECD, Jilftt 1981).

The experience o f  the corporatist countries is interesting in that they 
appear to  have a lower rate o f  inflation for any given rate o f  unemployment 
than the monopsonisric countries. In 1980, for example, the rate o f 
unemployment in Sweden was 2.0 percent as against 6.8 percent for 
Britain. This, once again, is consistent with the argument that public 
expenditure designed to  maintain levels o f  employment may be a successful 
instrument for buying the cooperation o f  the trade union movement for 
policies o f  wage restraint—though not always or invariably. I t  may be a 
necessary condition but is certainly not a sufficient one.

 

 



There appear to be two political structures for dealing with the twin 
phenomena o f inflation and rising public expenditure that correspond to 
the economic prescriptions offered. One is a return to  the classic market 
system, which implies the recreation o f a society that has largely vanished. 
This is the strategy pursued by the British Conservative government after 
1979 with mixed success. Inflation indeed fell sharply, despite the failure 
to  cut public expenditure, largely because the power o f the trade unions 
was undermined by a socially damaging high rate o f unemployment. The 
other is continuing advance to a corporatist form o f society, which alone 
seems to  offer the political conditions required for a negotiated wage 
order (though the extent to  which such a corporatist society would 
depend on coercion, preceptorial persuasion, or bribery is an open 
question).68 The middle stage appears to  be a zone o f  instability where 
powerful, but politically unintegrated, monopsonisdc organizations may 
create a situation where inflation and public expenditure may continue to 
flourish alongside each other.

68. Sec Charles £. Lindblom, Politics and Markets: The World’s Political-Economic Systems (Basic 
Books, 1977).
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9
Does Government Cause Inflation? 

Taxes, Spending, and Deficits

David R. Cameron

What causes inflation? Ronald Reagan in his first address on the economy 
reflected the conventional wisdom: “We know now that inflation results 
from all that deficit spending.. . .  Bringing Government spending back 
within Government revenues. . .  is the only way . .  . that we can reduce 
and, yes, eliminate inflation.”1 But is President Reagan correct in attrib
uting inflation to  the imbalance between spending and revenue? And is 
the large majority o f  Americans correct in identifying federal deficits as 
the primary cause o f  inflation? Are political economists such as Buchanan 
and Wagner correct in asserting that “the budget deficits that emerged 
from the Keynesian revision o f  the fiscal constitution injected an infla
tionary bias into the economic order. Empirically, the deficit-inflation 
nexus is strong and is widely acknowledged in popular discussion”?2 Is 
the Committee to  Fight Inflation—a committee o f  thirteen that included 
two former chairmen o f  the board o f  governors o f  the Federal Reserve 
System (William M artin and Arthur Bums), five former secretaries o f  the 
treasury (Henry Fowler, Michael Blumenthal, Douglas Dillon, George 
Schultz, and William Simon), and an influential former chairman o f  the 
Council o f  Economic Advisers (Paul McCracken)— correct in linking 
budget deficits to  inflation?

1. ‘Transcript of Reagan Address Repotting on the State o f  the Nation’s Economy," New Tori 
Tima, February 6, 1981.

2. James M. Buchanan and Richard E, Wagner, Democracy in Deficit: The PohtkaS Legacy of Lori 
Keynes (Academic Press, 1977), p. S8.
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During recent decades there have been sharply rising pressures on Congress 
to adopt new spending programs and to expand existing programs. Pressures for 
spending cuts or tax increases have been much weaker. The result has been a 
virtually unbroken string of budget deficits over the last 20 years. . . .  This 
persistent pattern of deficit financing has contributed powerfully to the impetus 
of inflation.3

Is the diagnosis o f  the causes o f  inflation made by President Reagan, 
the experts o f the Committee to  Fight Inflation, and the American public 
correct? Is government the problem, rather than the solution? This chapter 
examines a variety o f hypotheses that link inflation to  the fiscal policy o f 
government. First, it considers whether inflation in the United States and 
other advanced capitalist nations should be attributed to  the large increases 
and high levels o f  government spending that occurred in recent decades, 
then whether the acceleration in the rate o f  change in prices that 
characterized most o f  the advanced capitalist world after the mid-1960s 
was produced by the tendency o f  government to  overspend—that is, to 
spend more than is received in taxes, thereby incurring budget deficits.
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Government Spending and Inflation

Almost as many causes o f  inflation are advanced as there are econo
mists—excessive demand, insufficient supply, exogenous shocks, admin
istered pricing, decreases in productivity, increases in labor costs, increases 
in the market power o f  producers o f  raw materials, increases in the wage 
militancy o f  labor throughout the advanced capitalist world, sectoral 
alterations in the economy, compositional changes in the labor force, 
excessive increases in the supply o f  money.4 5 The American public in the 
late 1970s gave pollsters one reply—refreshing in its simplicity—far more 
frequently than any other: inflation is caused by government (figure 9- 
l ) .6 Two decades earlier, the American public apparendy subscribed to  a

3. ‘Text o f Policy Statement by Panel to Fight Inflation,’’ Ne» Tori Tima, June 22, 1980.
4. Sec Feed Hirsch and John H . Coldthorpe, eds., The Political Economy of Inflation (Harvard 

University Press, 1978); Michael J.Piore, cd.. Unemployment and Inflation: Institutumalùt and Stmarmlot 
Vian (While Plains, N.Y.: M E . Sharpe, 1979); Phillip Cagan, Persistent Inflation: Hittorkal andPolitical 
Essays (Columbia University Press, 1979); David P. Calico, The Imperious Economy (Harvard University 
Press, 1982); James Tobin, “Stabilization Policy Ten Years After," George L. Perry, “Inflation in Theory 
and Practice," and other overviews o f macroeconomic policy in BrooOrys Prefers on Economic Activity, 
1:1980 (hereafter APEA).

5. In a notional survey, 79 petoent of 1,605 respondents identified federal government deficits as an
“extremely important”  cause o f  inflation; 78 percent so identified cost o f  oil and other energy; 74 percent, 
federal government “prints money"; 62 percent, business profit margins; and 46 percent, easy credit. 
CBS-New York Times survey, April 10-14, 1980.
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Figure 9-1. Public Perception o f GovemmenPs Share o f Responsibility 
for Inflation in the United States, 1959-78

“Which is most rtspmmble far itfattkm?"

Percent ef poll respondents

conventional cost-push view o f  inflation and believed that labor was 
responsible for increases in prices. But with an acceleration o f  the rate o f 
inflation during the late 1960s and 1970s, more than half o f representative 
national samples o f  citizens came to  attribute responsibility for inflation 
to  government.

The public view is not surprising given the attention devoted by 
business elites and the media to  such reputed sources o f  inflation as 
budget deficits and government spending. One need not subscribe to 
Lindblom’s notion o f  circularity,6 for example, to  suppose that the almost

6. Chirtcs E. Undblom, Politics and Markets: The World’s Pehtical Eamemk Systems (Basic Boob, 
1977). pp. 2 0 1 1 5 .

 

 

 



unanimous emphasis given by business executives to  federal deficits as a 
cause o f  inflation would percolate through and shape public opinion.7 8 
N or does it require heroic assumptions about attitude formation to 
suppose that the numerous articles on inflation in the business press— 
often illustrated with gushers o f  dollars blowing the dome off the Capitol 
or a cornucopia dispersing dollars from the Congress and White House— 
would influence public attitudes about inflation.

Primary responsibility probably still lies with government itself for 
making the public feel it is the cause o f  inflation. Time after time, political 
figures and public officials have suggested that the cure for (and thus by 
implication the cause of) inflation could be found in government fiscal 
policy. President Jimmy Carter in his 1976 campaign pledged to  balance 
the federal budget, and in his 1980 economic report focused on fiscal 
and monetary restraint as the first line along which to  fight inflation.

Moreover, it is not the mere failure to  cover expenses with taxes that 
is blamed, but the growth o f  state expenditure in its own right. As Robert 
Gordon notes:
The steady historical increase in the share of government spending in GNP in 
real terms tends to increase the rate of inflation through both the demand and 
supply side. More government spending must be financed and, if the allocative, 
administrative, and negotiation costs of raising conventional taxes are taken into 
account, some extra money creation is optimal. . .. Further, to the extent that the 
higher government spending share results not from wars but rather from peacetime 
transfers to the unemployed and the poor, wage rates will become more rigid, 
which in turn will increase the political cost to incumbents of the refusal to 
accommodate inflation.. . .  A prediction of the likely future course of inflation 
requires a judgment on the continuation of the past historical behavior of the 
share of government spending in GNP, and of the share of transfer payments to 
earned labor income.®

In a similar vein, Milton and Rose Friedman link inflation to the “rapid 
growth o f  government spending,” as financed by monetizing federal debt.9

O n the other side o f  the ideological spectrum Heilbroner looks to  the
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7. In a survey o f 1,100 business executives conducted by the U.S. Chamber o f  Commerce, 99 
percent identified the federal deficit as a “v ay  important” or “important” cause of inflation; 92 percent 
so identified union wage increases; 80 percent, social security increases; 78 percent, federal pay increases; 
75 percent, increases in the minimum wage; and 10 percent, excessive corporate profits. Michael C. 
Jensen, New Tori Tima, June 6, 1978.

8. Robert J. Gordon, “ The Demand for and Supply o f  Inflation,'' journal of Low and Economies, vol. 
18 (December 197S), pp. 835-36.

9. Milton and Rose Friedman, Free Ta Choose. A Personal Statement (Harcourt Brace Jovanovich, 
1980), p. 264.
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change that profoundly distinguishes modem capitalism from the capitalism of 
the pre-war era—the presence of a government sector vastly larger and far more 
intimately enmeshed in the process of capitalist growth than can be discovered 
anywhere prior to World War I I . . .  to set die stage for an inflationary propensity 
where no such tendency had previously existed.. . .  The assumption of political 
responsibility for an acceptable level of economic performance pushes govern
ment—with only brief interludes—in the direction of an expansionary fiscal and 
monetary policy. Governments can withstand many setbacks, but not sustained 
recession. Thus the political pressure builds to spend high and tax tow.10 
Similarly, Ernest Mande) argues that “in the developed capitalist countries , 
. .  . inflation first made its appearance with the hypertrophy o f  state 
expenditure caused by rearmament and war (when budgetary deficits 
started to  be covered by use o f  the printing press). . . .  The role o f public 
expenditure as the main source o f  inflation became even more pronounced 
in the Second W orld War.”11

Among political scientists Aaron Wildavsky, for example, has argued 
for a constitutional amendment to  limit government spending which, he 
claims, “has been growing much faster than the economy” and which 
threatens to  continue its “unabated ascent” and can only cause inflation.12 
Richard Rose and Guy Peters have similarly supported a limitation on 
increases. They perceive inflation to  be a policy to  which government 
resorts in order to  maintain its “take-home pay” in the face o f private 
claims in an era o f  reduced rates o f  economic growth. “Past commitments 
to  future spending threaten to  overload government, requiring it to  spend 
more money than can be provided by the fruits o f  economic growth. . .  . 
Everywhere in the Western world, politicians have reacted to  the predic
ament o f  their political economy by invoking the money illusion o f 
inflation. Inflation increases the take-home pay o f  citizens, and it also 
makes it easier to  meet the costs o f  public policy.” Eventually, however, 
money illusion fails to  deceive. Government must then choose between 
continued increases in government spending, and hence reductions in 
take-home pay via increased taxes and a resulting threat o f  political 
“bankruptcy”—that is, loss o f popular consent, increased civic indifference, 
and economic and institutional ineffectiveness—or the imposition o f  limits 
on government spending. Only putting the “brakes on rising costs o f  
public policy” can resolve the dilemma.13

10. Robert L. Hcilbroner, Beyond Bom  and Crash {Norton. 1978), pp. 42, 44, 45.
11. Late Capitalism (London: NLB, 1975), pp. 413, 417,
12. How so Limit Govtmmmt Spending (University o f  California Press, 1980), p. 5, he asserts that 

“a constitutional amendment tying public spending to economic growth will decrease taxes and lessen 
inflation"

13. Richard Rose and Guy Peters, Can Government Go Bankrupt? (Basic Books. 1978), pp. 9, 178, 
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Figure 9-2. Government Spending as a Share o f GNP in 
the United States, 1948-81 

Percent o f  G N P

Growth o f Government Spending

H ow  persuasive is the argument that the acceleration in the rate o f 
inflation in the advanced capitalist societies derives from the steady growth 
o f  government spending in recent decades? Between 1948 and 1981 the 
combined total expenditures o f  all levels o f  government in the United 
States increased by 0.33 percent o f  G N P per year, or about 3.33 percent 
o f  GNP per decade. Slightly more than one-half o f  that increase—0.19 
percent o f  GNP per year, or about 2 percent o f  GNP per decade—was 
accounted for by the federal government.14 While these data seem to  
confirm the existence o f  a secular trend o f  increasing government spending, 
relative to  the economy, there was no dramatic long-term upward trend 
in spending (see figure 9-2). Virtually every increase in spending occurred

14, The measure of change is the regression coefficient when the expenditure category is regressed 
on time. Based on data in Eamtrmk Rtpert of the Prtsident, February 1982, tables B l ,  B75.
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in time o f war o r economic crisis, the largest during the Truman 
administration’s war in Korea (in 1951-53), and a more modest increase 
during the early years o f  the Johnson administration’s war in Vietnam 
(1966-67).15 The only other years in which government spending, as a 
percent o f  GNP, increased were ones in which recessions occurred— 
1949, 1958, 1960-61, 1970-71, 1974-75, 1980, and 1981-82.16 At 
times when the nation was not involved in war or recession, federal 
spending remained stable, o r even decreased, as a proportion o f GNP. 
Thus, during the late 1970s, for example—when Wildavsky was writing 
that “public spending has been growing much faster than the economy,”17 
and the Friedmans that there had recendy been a “rapid growth in 
government spending”18—the actual level o f  spending o f the federal 
government and o f  all government in the United States was /^creasing.

W hether the changes over time should be characterized as minimal or 
significant is a matter o f  individual judgment. But in making that judgment, 
it is helpful to compare American experience with that o f  other countries 
(figure 9-3). Government in the United States spent a relatively small 
share o f  gross domestic product (GDP) in the 1960s and 1970s and that 
share increased more slowly than in most countries. Alarm over the extent 
and rate o f increase in government spending may be appropriate for 
Sweden, the Netherlands, Norway, or Belgium (or even for Japan, Spain, 
o r Italy among the larger nations).19 But it hardly seems fitting for the 
United States. In  1979 and 1980 the average spending o f all levels o f  
government as a percentage o f GDP in the Federal Republic o f Germany, 
France, Italy, the United Kingdom, and Canada was 7 -14  percentage 
points higher than in the United States (table 9-1). Only in Spain and 
Japan did government spend less than in the United States, and their rate 
o f  spending—especially Japan’s after 1970—was increasing at a much 
greater rate than that o f  the United States. The rate o f  increase in 
government spending between 1960 and 1980 exceeded 1 percent o f 
GDP per year in Sweden, the Netherlands, Denmark, and Belgium. In
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15. On the impart o f war on government expenditure, see Alan T. Peacock and Jack Wiseman, The 
Growth of Public Expenditure in the United Kingdom, 2d ed. (London: Allen and Unwin, 1967).

16. While spending appears to have ^creased as a percent o f GNP in the 1954 recession, the 
proportion spent in 1954 increases if the impact o f the Korean War on spending in 1950-53 is removed.

17. How to Limit Government Spending, p. 5.
18. Free to Choose, p. 264.
19. For a discussion of the reasons why the growth o f  the public economy was unusually large in 

the smaller European democracies, see David R. Cameron, “The Expansion of the Public Economy: A 
Comparative Analysis,” American Political Science Review, vol. 72 (December 1978), pp. 1243-61.
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Table 9-1. Government Spouting as a Share o f GDP in Twenty 
Countries, 1960-80*
Percent

Total government spending ns a short <f GDP 

Inm ost, 1960-61
Country 1960-61 1979-80 ft* 1979-80

Sweden 31.1 65.4 34.3
Denmark 26.0 53.8 27.8
Netherlands 34.6 61.0 26.4
Belgium 30.1 50.6 20.5
Norway 31.9 50.4 18.5
Portugal 18.2 36.0 17.8
Ireland 28.9 45.5 16.6
Austria 32.2 48.7 16.5
Italy 29.8 45.6 15.8
Switzerland 24.2 39.9 15.7
Japan 17.9 32.2 14.3
Spain 17.5 31.5 14.0
West Germany 32.7 46,7 14.0
Greece 22.6 35.1 12.5
Finland 26.4 38.4 12.0
United Kingdom 33.0 44.1 11.1
Australia 22.9 33.7 10.8
Fiance 35.2 45.8 10.6
Canada 29.5 40.0 10.5
United States 28.5 33.0 4.5

S o w » : OECD ......... I»1 (M ta t (Oi f r i m i an b  i 'i» p « iil« i and O n A f a w ) ,  u  S t (M y l t l i ) ,
nb k  RS, p, 149i OECD, f j v m c S a n ^  for n n o u ia n m k t  

a. CouMrio noted by increnc in «pending a  i  « b n  of GDP.

all the other nations, except the United States, government spending 
increased by at least 10 percentage points o f  GDP over the tw o decades. 
In the United States the total increase represented only 4.5 percentage 
points o f  GDP.

Both in terms o f  the level o f  spending and the rate o f  increase in the 
1960s and 1970s, the American public economy is relatively wn&rdcvd- 
oped when compared with those o f  the o ther capitalist democracies. I f  it 
is true, as Gordon, Heilbroner, Wildavsky, the Friedmans, and others 
argue, that the inflation derives—at least in part—from the high level and 
rapid increase in government spending, then the inference to  be drawn 
from the data in figure 9-3 and table 9-1 is quite obvious. Relative to  all 
o f  the other advanced capitalist nations the U nited States should have 
experienced the least acceleration in the rate o f  change in prices over the 
recent decades.
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Politics and the Growth o f Government Spending

In spite o f the fact that in both the rate o f increase and the level o f 
spending the United States lagged well behind most nations, the United 
States in the 1960s and 1970s experienced a variety o f attempts to  limit 
spending. For example, thirty-two state legislatures called for a constitu
tional convention to  write an amendment requiring a balanced budget 
(an effort spurred by the National Taxpayers Union); numerous referenda 
(almost always approved by voters) were held in the states to  limit the 
increase in spending (campaigns strongly supported—although not always 
initiated—by the National Tax Limitation Committee); and Congress was 
pressed to adopt legislation to freeze federal spending as a percent o f  
GNP or forbid, by constitutional amendment, budget deficits. Why is it 
that the United States witnessed so much opposition to government 
spending when, by any comparative measure, the level and rate o f increase 
in spending were very modest? The answer may lie in the factors that 
cause spending to  increase much more rapidly in some nations than in 
others and to  reach much higher levels—often with litde active resistance.

Many who attribute inflation to excessive growth o f government 
spending relate spending increases to  the inherent expansionist impulse 
o f  a government bureaucracy. Programs proliferate, Wildavsky has argued, 
in large part because the unintended consequences o f past programs 
generate needs that can only be met by new programs.20 In addition, 
Wildavsky claims, as do others such as William Niskanen and Anthony 
Downs, that public bureaucrats inevitably attempt to  expand their pro
grams and personnel, if not for more explicidy political reasons such as 
the attainment o f ideological objectives, simply in order to enhance their 
status and influence.21 The combination o f program proliferation and 
bureaucratic entrepreneurship thus generates perpetual expansion in spend
ing requests. And because these requests are usually subjected to incre
mentalist decisionmaking routines, and because the sequence o f decision
making—at least in the American system with its separation o f executive 
and legislative branches and with its division within the legislative branch—

2 0 . S ee  A a ro n  W ild a v sk y , Speaking Truth To Power: The Art and Craft of Polity Analysis (L it t le ,  
B ro w n , 1 9 7 9 ) ,  a n d  How To Limit Government Spending, p p . 2 0 - 2 9 .

2 1 .  S ec  A a ro n  W ild a v sk y , The Polities of the Budgetary Process, 3 d  c d . (L itd e ,  B ro w n , 1 9 7 9 ) ;  W illia m  
A . N is k a n e n , J r . ,  Bureaucracy and Representative Government (A ld in e , 1 9 7 1 ) ;  A n th o n y  D o w n s ,  Inside 
Bureaucracy (L i td e ,  B ro w n , 1 9 6 7 ) . F o r  a  m e th o d o lo g ic a l ly  so p h is t ic a te d  c o m p a ra t iv e  s tu d y  o f  th e  
a t t i tu d e s  o f  p u b lic  b u re a u c ra ts ,  see  Jo e l D . A b e rb a c h , R o b e r t  D . P u tn a m , a n d  B e r t A . R o c k m a n , 

Bureaucrats and Politicians in Western Democracies ( H a rv a rd  U n iv e rs i ty  P re ss , 1 9 8 1 ) ,  c h a p s . 4 - 5 .
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allows subsequent appeals and reversals o f  previous cutbacks, they are 
likely to  emerge as law.22 Thus, government spending inexorably increases.

These scholars provide little assistance in explaining why nations vary 
so much in the rate o f  increase in spending and why the United States 
has lagged behind most other nations in the proportion o f  GDP spent 
by government. I t may he true that the self-aggrandizing bureaucracy has 
a rapacious appetite in the United States. But why is it so much less self- 
aggrandizing and expansionist than is bureaucracy in almost every other 
nation?

It may he that nations vary in the scope o f  government spending 
because o f  differences in political organizations and institutions. One such 
difference may be in the ideological preferences and programmatic 
commitments o f  governing parties. As Anthony Downs had argued, “in 
a democratic society, the division o f  resources between the public and 
private sectors is roughly determined by the desires o f  the electorate.”2* 
And Kirschen and associates have suggested that the objectives o f 
government in regard to  such issues as growth, employment, the distri
bution o f  income, the balance o f  payments, and price stability vary 
depending on the ideological center o f  gravity o f  government.24 For 
example, the ranking o f  macroeconomic priorities—such as the relative 
preference for price stability, even at the cost o f  unemployment, o r for 
full employment, even at the cost o f  inflation—depends on whether 
government is controlled by Social Democratic and labor parties, Christian 
Democratic and other centrist parties, o r conservative parties. A number 
o f  economic studies support the Kirschen argument. They suggest that 
cross-national differences in a variety o f  macroeconomic and fiscal policy 
domains such as inflation, employment, taxation, spending, and industrial 
relations over a considerable period reflect differences in the extent o f  
control o f  government by leftist parties o r their opponents.25 Korpi and

22. F o r  th e  c lassic  d isc u ss io n  o f  in c re m e n ta lism »  see  W ild a v sk y , Politics of the Budgetary Proem.
2 3 - “W h y  th e  G o v e rn m e n t  B u d g e t  is  T o o  S m all in  a  D e m o c ra c y ,"  World Politics, v o l  12 (Ju ly  

I 9 6 0 ) ,  p .  5 4 1 .
2 4 .  E . S . K irsc h e n  a n d  o th e r s ,  Economie Polity in Oar Time, v o l. 1: General Theory (A m s te rd a m : 

N o r th 'H o l l a n d ,  1 9 6 4 ) ,  csp . p p . 2 2 4 - 2 9 .  O n  th e  p r e d is p o s i t io n  o f  le ftis t  p a r t ie s  t o  fa v o r, a n d  c o n se rv a tiv e  

p a r tie s  t o  o p p o s e ,  su c h  in s t ru m e n ts  o f  p u b lic  fin an ce  a s  g o v e rn m e n t  in v e s tm e n t,  t ra n s fe rs  t o  h o u s e h o ld s , 
a n d  su b s id ie s  t o  e n te rp rise s , see p , 2 4 2 .

2 5 . S e e  E d w a rd  R .  T u f te ,  Political Control of the Economy ( P r in c e to n  U n iv e rs i ty  P ress , 1 9 7 8 ) ,  c h a p .  
4 ; A n d re w  T .  C o w a r t ,  " T h e  E c o n o m ic  P o lic ie s  o f  E u r o p e a n  G o v e rn m e n ts ,  P a r t  I: M o n e ta ry  P o lic y ; 

P a r r  11: F iscal P o lic y ,”  British Journal of Political Science, v o l. 8  ( J u ly  a n d  O c to b e r  1 9 7 8 ) ;  D o u g la s  A. 

H ib b s ,  J r ,  “ P o litic a l P a r tie s  a n d  M a c ro e c o n o m ic  P o lic y ,”  American Political Science Renew, v o l. 71  
( D e c e m b e r  1 9 7 7 ) , p p .  1 4 6 7 - 3 7 ;  W a lte r  K o rp i  a n d  M ic h a e l S haJev , ‘"S trik es, In d u s t r ia l  R e la t io n s  a n d

 

 
 
 

 
 
 
 



Shalev, in their analysis o f  cross-national differences in strike activity, 
argue that enduring government by leftist parties tends to  occur where 
the working class is highly unionized—primarily in a handful o f  industrial 
(rather than craft-based) unions, where the labor confederations possess 
significant control over collective bargaining, where the confederations 
have close ties to  Social Democratic or labor parries, and where those 
parties dominate the political left and confront a fragmented nonleftist 
bloc.26 An enduring dominant position in the electorate and in government, 
based on these several preconditions, they argue, reflects a shift in the 
balance-of-power resources between classes in favor o f  the working class— 
a shift that is reflected in a variety o f economic policies.27

Does the difference among nations in the extent o f  control o f govern
ment by parries belonging to  distinct ideological groupings reflect such 
differences in the balance o f  power between classes—or, more precisely, 
in the magnitude o f  the relative imbalance between classes in advanced 
capitalist societies? Table 9-2 shows the degree o f  control o f  national 
governments by three distinct ideological dusters o f  parries. Those that 
are defined as leftist include Communist, Socialist, Social Democratic, 
and Labor parries, as well as several small parties that are left o f  the center 
on a Downsian ideological continuum.28 Those that are centrist include 
the Center and Liberal parries o f  Norway, Sweden, and Finland and the 
Radical Liberal party o f  Denmark; the German Free Democrats after 
1969 (but not before 1965); the Canadian Liberal party; the American
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C la s s  C o n f l ic t  in  C a p ita lis t  S o d e o c s ,"  British Journal tfSoadqgy, v o l. 3 0  ( J u n e  1 9 7 V ), p p .  1 6 4 - 8 7 ,  D a v id  

K . C a m e ro n ,  “ P o litic s , P u b lic  P o licy , a n d  E c o n o m ic  In e q u a lity ,”  p a p e r  p re s e n te d  a t  a  c o n fe re n c e  o r  t h e  
R o le  o f  G o v e rn m e n t  in  th e  E c o n o m y , U n iv e rs ity  o f  W is c o n s in -M a d is o n ,  1 9 8 1 ;  G ô s ta  E s  p in g -A n d e rs e n , 

“ F r o m  W elfa re  S ta te  t o  D e m o c ra tic  S o c ia lism : T h e  P o litic s  o f  E c o n o m ic  D e m o c ra c y  in  D e n m a rk  a n d  
S w e d e n ,”  in  M a u r ic e  Z c it lin ,  c d . ,  Political Power and Social Theory: A Research Anniat, v o l. 2  (G re e n w ic h , 

C o n n . :  JA1 P re ss , 1 9 8 1 ) , p p . 1 1 1 - 4 0 ;  D a v id  R . C a m e ro n ,  “ S p e sa  p u b b lic a , s v i lu p p o  t  in fla z io n e : 

u n ’a ru lis j  c o m p a ra ta ,”  State t  mtreato (A p ril  1 9 8 2 ) ,  p p .  1 2 9 - 6 5 ,  a n d  “O n  th e  L im its  o f  th e  P u b lic  

E c o n o m y ,”  A mais of the American Academy of Political and Social Science, v o l. 4 5 9  (Ja n u a ry  1 9 8 2 ) , p p . 
4 6 - 6 2 ;  F ra n c is  G . C a s tle s , c d ..  The Impact of Parties: Politics and pallors in  Democratic (Zapitalia States 
(S a g e , 1 9 8 2 ) .

2 6 .  T h e i r  p o w e r  re so u rc e s  m o d e l is d ra w n  fro m  S c a n d in a v ia n — esp ec ia lly  S w ed ish — ex p erien c e . Sec 

K o rp i  a n d  S h a lev , “ S trik es , In d u s t r ia l  R e la t io n s  a n d  C la s s  C o n f l ic t” ; W a lte r  K o rp i  a n d  M ic h a e l S h a lev , 
“ S trik es , P o w e r  a n d  P o lio c s  in  d ie  W e s te rn  N a t io n s ,  1 9 0 0 - 1 9 7 6 ,”  in  Z c it lin ,  Potkital Power and Social 
Theory, v o l. 1 ( 1 9 8 0 ) ,  p p .  3 0 1 - 3 4 .

2 7 .  I m p o r ta n t  as th is  s h i f t  in  th e  b a la n ce -o f-  p o w e r  re so u rc e s  b e tw e e n  th e  c lasses m a y  b e , i t  m ay  

n e v e r  b e  g re a t  e n o u g h ,  in  a  c a p ita l is t  d e m o c ra c y , t o  e lim in a te  th e  d o m in a n t  p o s i t io n  o f  th o s e  w h o  a re  

o w n e rs ,  e m p lo y e rs ,  a n d  m a n a g e rs .  P o litica l a n d  id e o lo g ic a l c o n f lic t  o v e r  th is  p o in t  is a n  e n d u r in g  issu e  
in  le ftis t  m o v e m e n ts .  S e e  A d a m  P iz c w o ts k i,  “ S o c ia l D e m o c ra c y  as a  H is to r ic a l  P h e n o m e n o n ,"  New Left 
Review, n o .  1 2 2  ( J u ly - A u g u s t  1 9 8 0 ) ,  p p .  2 7 - 5 8 ,

2 8 .  S e e  A n th o n y  D o w n s ,  A n  Economic Theory of Democracy ( H a r p e r  a n d  B ro th e rs ,  1 9 5 7 ) , c h a p . 8 .
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Tabic 9-2. Partisan Control o f Government in Twenty-one
Countries, 1965-811
Percent

Country

Share of cabinet portfolios held by
Social Democratic 
and other leftist 

parties
Centrist and Christian 

Democratic parties

Conservative and 
other rightist 

parties
Austria 73 27 0
Denmark 69 6 25
Sweden 69 25 6
United Kingdom 62 0 38
Norway 61 25 14
West Germany 61 34 6
Finland 45 45 10
Portugal 32 9 59
Belgium 30 57 13
Switzerland 29 43 29
Netherlands 22 61 17
Italy 21 78 2
New Zealand 18 0 82
Australia 17 0 83
Ireland 10 18 72
France 3 14 83
Greece 1 11 88
Canada 0 96 4
Japan 0 0 100
Spain 0 26 74
United States 0 47 53

Source: Ktttpyfi Gwtonpornry Anhmt, Based on the proportion of cabinet seats held by each party for each month 
of each year.

a. Countries ranked by leftist domination of government.

Democratic party; and the Christian Democratic parties o f  Europe.29 
Those that arc rightist include the Conservative parties o f  Britain and 
Scandinavia; the Liberals o f  Denmark, Belgium, the Netherlands, Italy,

2 9 , O n  th e  c e n tr is t  p o s i t io n  o f  th e  C a n a d ia n  L ib e ra ls ,  sec  G . H o r o w itz ,  “C o n s e rv a tis m , L ib e ra lism  

a n d  S o c ia lism  in  C a n a d a :  A n  In te r p r e ta t io n ,”  Cimadinn Journal tfEcsmomks and Political Science, voL  3 2  

(M a y  1 9 6 6 ) . T r e a t in g  th e  A m e ric a n  D e m o c ra ts  a s  a  c e n tr is t  p a t t y  e lim in a te s  th e  p o te n t ia l  c o n tr a d ic t io n  
in  th e  n o t io n s  t h a t  th e  D e m o c ra ts ’ id e o lo g ic a l  c e n te r  o f  g ra v ity  is  t o  th e  le ft o f  t h e  R e p u b lic a n s ’,  a n d  

th a t  th e  D e m o c ra ts  a re  n o t  a  le f t is t  p a r ty ;  sec  S e y m o u r  M a r t in  L ip s c t,  “ W h y  N o  S o c ia lism  in  th e  U n i te d  
S ta te s? ”  in  S e w e ry n  B ia lc r a n d  S o p h ia  S lu z a r, e d s .,  Radicalitm in  the Contemporary Age, v o l. I :  Sources of 
Contcmporaty Radicalism (B o u ld e r ,  C o lo .:  W e s tv ie w , 1 9 7 7 ) .  C h r is t ia n  D e m o c ra tic  p a n ic s  a re  t r e a te d  a s 
c e n tr is t  b e c a u se  th e y  r e p re s e n t  in  p o lit ic s  a  p o s i t io n  th a t  is  d is t in c t  f ro m  th e  o r d in a r y  le f t- r ig h t  c le av a g e  

b a se d  o n  e c o n o m ic  issu es; t h e i r  e le c to ra l  a p p e a l  is  d e lib e ra te ly  c ro ss -c la ss , o r  “ n a tio n a l,”  d r a w in g  o n  d ie  
re lig io u s ly  a c tiv e  o f  a ll s tra ta ;  th e y  re ce iv e  a  d i s p ro p o r t io n a te ly  la rg e  a m o u n t  o f  s u p p o r t  f ro m  th e  m id d le  

c lasses b u t  s u b s ta n tia l  s u p p o r t  f ro m  th o s e  in  lo w e r  e c o n o m ic  s tra ta ;  a n d  th e y  te n d  t o  e n c o m p a s s  a  w id e  

r a n g e  o f  p o s i t io n s  in  r e g a rd  t o  th e  ro le  o f  g o v e rn m e n t  in  th e  e c o n o m y  a n d  c o n s id e ra b le  id e o lo g ic a l 

h e te ro g e n e i ty  r e g a rd in g  m o s t  le f t- r ig h t  issu es; see  C a m e r o n ,  “ P o litic s , P u b lic  P o lic y , a n d  E c o n o m ic  
In e q u a lity ” ;  E . M . I rv in g , Tht Christian Democratic Parties of Western Europe (L o n d o n ;  A lle n  a n d  U n w in  
f o r  R o y a l  I n s t i tu te  o f  In te rn a tio n a l  A lla irs , 1 9 7 9 ) .

 

 
  

 
 

 

 
 
 
 
 
 

 
 
 
 
 
 
 
 



and Austria; the Gaullists, neo-Gaullists, and Giscardians o f France; the 
Fianna Fail o f  Ireland; the Progressive Conservatives o f  Canada; the 
Republicans o f  the United States; and the Liberal Democrats o f  Japan.

There are significant differences among the nations in the extent o f  
control o f  government by parties o f  each ideological tendency. Leftist 
parties held more than 50 percent o f  the cabinet portfolios in Austria, 
Sweden, Denmark, Britain, Norway, and West Germany, while conserva
tive parties in Japan, France, Australia, Greece, Ireland, Spain, and New 
Zealand controlled more than 70 percent o f  the cabinet positions between 
1965 and 1981.30 In contrast, a party o f  the center most ffequendy 
controlled government in Canada, Belgium, and the Netherlands.

There appears to be a strong relationship between the partisanship o f 
government and the level and rate o f  increase in government spending. 
When the control o f  cabinet portfolios by political groupings in 1965
81 (table 9-2) is regressed against total government spending as a percent 
o f  GNP in 1979-80 (table 9-1), the correlation coefficient is + .6 0  for 
leftist parties, + .17 for centrist, and -  .62 for rightist. And when political 
control is regressed against the increase in government spending as a 
percent o f  GNP from 1964—66 to 1979-80, the coefficient is + .43 for 
leftist parties, + .0 2  for centrist, and - .3 5  for rightist.31 W hether 
government during the years since 1965 was controlled by leftist or 
nonleftist parties had a considerable effect on the scope o f the public 
economy. Figure 9-4 illustrates the strong positive relationship between 
the proportion o f  all cabinet portfolios held by leftist parties over the 
seventeen years and the extent o f  government spending in 1979-80.

Nevertheless, might not the observed relationships simply reflect the 
fact that leftist parties happened to  govern in nations that experienced 
severe economic slumps in the 1970s, and might not spending have 
increased simply to  counteract economic recession, rather than for more 
explicidy ideological purposes? It is plausible that the deterioration in the 
economic performance o f most advanced capitalist nations generated 
significant pressure for a larger economic role for government—for 
example, elected elites may have felt pressure for expansion in programs 
o f social assistance. There was in fact a very strong relationship between
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3 0 . C o n t r o l  o f  g o v e rn m e n t  in  th e  p rc d c m o c ra t ic  e ra  in  S p a in  is c lassified  as r ig h tis t ,  a l th o u g h  in  
fa c t m a n y  m e m b e rs  o f  F ra n c o ’s sev e ra l c a b in e ts  w e re  “ n o n p a r t is a n ”  te c h n o c ra ts .  C o n t r o l  b y  th e  C o lo n e ls  
in  G re e c e  d u r in g  1 9 6 7 - 7 4  is s im ila rly  c lassified . I n  c o n tr a s t ,  th e  m il i ta ry  m e m b e rs  o f  th e  P o r tu g u e s e  
c a b in e ts  a f te r  th e  re v o lu tio n  o f  1 9 7 4  a re  t r e a te d  as re p re se n ta t iv e s  o f  th e  p o litic a l L e f t, a l th o u g h  th e y  

to o  w e re  n o m in a lly  n o n p a r tis a n .

3 1 . B a se d  o n  all c o u n tr ie s  in c lu d e d  in  ta b le  9 -2  e x c e p t N e w  Z e a la n d . R e s u lts  a re  s im p le  p ro d u c t-  
m o m e n t  c o rre la t io n s .
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Figure 9-4. Leftist Control o f Government and Total Government Spending 
in Twenty Countries, 1979-80
Total government spouting as a percent ef GDP, 1979-80
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i  CûndiaoncoUi o m ir «  + .60.

the magnitude o f  the increase in total government spending as a percent 
o f  GNP from 1964-65 to  1979-80 and the extent to  which government 
spending on social security and social assistance increased between 1964— 
65 and 1978-79 (the correlation coefficient r = + .70).31 Thus, perhaps 
68 percent o f  the total increase in government spending was accounted 
for by social spending, broadly defined.32 33 There was also a positive

3 2 .  T h e  p e s t e n t  o f  G D P  s p e n t  o n  so c ia l s e c u r i ty  b e n e f i ts  a n d  so c ia l a ss is ta n c e  g ra n ts  w a s  c a l c u l s » !  

f ro m  d a ta  in  O rg a n iz a t io n  f o r  E c o n o m ic  C o o p e r a t io n  a n d  D e v e lo p m e n t ,  National Accounts e f  O E C D  

Countries, 1962-1979, voL  2  (P a ris :  O E C D ,  1 9 8 1 ) .
3 3 .  A  ré g re s s io n  o f  t h e  in c re a se  in  t o ta l  s p e n d in g  b e tw een  196 4 —6 5  a n d  1 9 7 9 - 8 0  u p o n  th e  in c re ase  

in  so c ia l s e c u rity  a n d  a ss is ta n c e  s p e n d in g  y ie ld s  a  ré g re s s io n  c o e ffic ie n t o f  +  1 .4 8 . ( 1 /1 .4 8  =* 0 .6 8 .)

 

  
  

 
 

 



relationship between the magnitude o f  the increase in unemployment as 
a proportion o f  the total labor force between 1965-66 and 1980-81 and 
the magnitude o f the increase in social spending as a percent o f  GDP.34 
While the relationship is modest ( r  =  4- .30), it is much greater than 
that between any o f the measures o f cabinet partisanship and the increase 
in social spending ( r  =  4- .03 for leftist parties, -I- .11 for centrist, and 
- .1 1  for rightist).

Comparing the relationships between the magnitude o f  the increase in 
social spending, on one hand, and the increase in unemployment and 
partisanship o f  government on the other, the increase in social spending— 
which was closely associated with the increase in total government 
spending—does not appear to  be a partisan phenomenon but an attempt 
by governments o f  all partisan hues to  compensate for economic decline. 
Still, when the relationship between the measure o f leftist party control 
o f  government and the increase in total government spending is compared 
to  that between the increase in unemployment and the increase in spending, 
the standardized regression coefficients ( + .41 and + .11 , respectively) 
indicate that even after taking into account the spending that may have 
been generated as a by-product o f  economic stagnation, the national 
differences in partisan control o f  government remain a powerful source 
o f  the discrepancy in the growth o f  total government spending.

Having identified partisanship as an important source o f  the variation 
across nations in extent and rate o f increase in government spending, it 
is possible to  account for the peculiar coexistence in the United States o f 
political hostility to  spending with a relatively modest (compared to  other 
nations) level o f  spending. Lacking a left-of-center political party that has 
organized labor as its core electorate, the United States lacks a political 
proponent for a large public sector. The political-economic agenda is 
narrower in the United States than in many nations and has its center o f 
gravity farther to  the right.35 As table 9-2 suggests, programmatic 
competition and alternation in office in the United States involve an 
ideologically and socially heterogeneous centrist party and a conservative 
party. Obviously, the two parties differ in electoral base in society, as well 
as in macroeconomic priorities, programs, and policy objectives.36 But

3 4 . R a te s  o f  u n e m p lo y m e n t  f o r  fif te en  c o u n tr ie s  a re  re p o r te d  in  OECD Economic Outlook, n o . 31  
(Ju ly  1 9 8 2 ) ,  ta b le  R 1 2 ,  p . 1 5 3 ; to ta l  u n e m p lo y e d  ( n o t  th e  s o m e w h a t sm a lle r  in s u re d  u n e m p lo y e d )  as a 

p r o p o r t io n  o f  th e  to ta l  la b o r  fo rc e  fo r  o th e r  c o u n tr ie s  w a s  c a lc u la te d  f ro m  d a ta  in  O E C D , Labour Force 
Statistics a n d  Labour Force Statistics, Quarterly Supplements.

3 5 . L in d b lo m , Politics and Markets, p p . 2 0 8 - 0 9 .

3 6 . T u f te ,  Political Control of the Economy, p p . 7 1 - 9 0 .

Taxes, Spending, and Deficits 239

 
 
 

 



240 David R. Cameron

Figure 9-5. Inflation in the United States, 1948-81

Percent charge

neither presents itself as the political arm o f  the labor movement and both 
share an aversion to  a dramatically enlarged public economy.

Spending and Inflation

At this point it m ight be suggested that it is not the level but the 
steady increase in government spending that generates inflation. How 
persuasive is this argument? Although the rates o f  change in consumer 
prices and the implicit price deflator o f  gross national product in the 
United States have accelerated in recent years, perhaps the most striking 
aspect o f  change (see figure 9-5) is the time at which it began.37 A long-

37 . T h e  im p lic it  p rice  d e f la to r  is  s u p e r io r  t o  t h e  c o n s u m e r  p r ic e  in d e i  as a n  in d ic a to r  b e c a u se  it 
e n c o m p a s se s  in v e s tm e n t g o o d s  a n d  th e  g o o d s  a n d  se rv ice s  o f  g o v e rn m e n t  as w e ll as c o n s u m p tio n .  T h e

 

 

 



term gradual acceleration in the rate o f change in prices began not in 
1973-74, when the Organization o f Petroleum Exporting Countries 
(OPEC) raised its prices after the Yom Kippur War, or in 1971, when 
President Nixon closed the gold window at the Treasury, effectively 
allowing the dollar to  devalue, but in the mid-1960s.38

T o what extent was acceleration associated with the increase in 
government spending? The trend lines in figure 9-5 bear no significant 
relation to  those in figure 9-2 representing the levels o f  federal and total 
government spending. Occasionally, as in 1950-51 ,1965-70 , and 1973
75, the rate o f  change in prices seems to  have increased simultaneously 
with an increase in government spending. O n other occasions (1955-57 
and 1977-79), however, the rate o f  change in prices appears to  have 
increased while spending was decreasing. More generally, the yearly 
changes in spending were quite small, with the aggregate amount creeping 
upward, while the rate o f change in prices fluctuated over a much wider 
range in the short term and moved, over time, in a pattern largely 
independent o f the gradual upward drift in spending.

When the percent change in the implicit price deflator is regressed on 
the change in federal, and total, government spending relative to  GNP 
over the 1948-81 period, there is no significant association between the 
two (table 9-3). The correlation coefficient o f  + .05 for all government 
indicates that the annual fluctuation in total spending, relative to  GNP, 
explains 0.25 percent o f  the cumulative fluctuation in prices over the 
thirty-four years. The estimated effect o f  federal spending is also quite 
insignificant; the regression coefficient o f  -I- .304 indicates that the deflator 
increased by about 0.30 percent for every additional 1 percent o f  GNP 
spent by the federal government. This figure in combination with an 
estimated 0.19 percent annual increase in federal spending indicates that 
each year’s increase in spending was associated, on average, with an 
invisibly small 0.005 percent increase in the price deflator.
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C P I  m a k e s  so m e  p e c u lia r  a s s u m p tio n s  a b o u t  p e rso n a l  c o n s u m p tio n ,  m o s t  n o ta b ly  h o u s in g . T h e  tw o  

in d e x e s  a rc  n e v e rth e le ss  v e ry  c losely  re la te d  (a  c o r re la t io n  c o e ffic ie n t o f  +  .9 6  fo r  1 9 4 8 - 8 1 )  a n d  p ro v id e  
n e a r ly  id e n tic a l  m e a su re s  o f  t h e  f lu c tu a tio n s  o v e r  t im e  in  in f la tio n . T h e  im p lic i t  d e f la to r  is u se d  h e re  in  
t h e  an a ly sis  o f  A m e ric a n  d a ta ,  b u t  s in c e  i t  is n o t  re p o r te d  fo r  all n a t io n s  in  all y e a rs , c h a n g e s  in  c o n s u m e r  
p r ic e  in d e x e s  a re  u s e d  in  c ro s s -n a tio n a l  an aly ses.

3 8 . I n  fa c t, th e  a c c e le ra tio n  in  in f la t io n  in  th e  la s t h a l f  o f  th e  1 9 6 0 s  c o n tr ib u te d  t o  th e  e v e n ts  o f  

1 9 7 1  a n d  1 9 7 3 - 7 4  th a t  a re  f re q u e n tly  v ie w e d  as t h e  c au ses  o f  A m e ric a n  in f la tio n . F o r  e x am p le , U .S . 
in f la t io n  in  th e  la te  1 9 6 0 s  a n d  e a rly  1 9 7 0 s  re d u c e d  th e  rea l in c o m e  o f  th e  O P E C  n a tio n s  f ro m  all 
c o n s u m e rs  in  th e  w o r ld ,  a n d  th e  r e d u c t io n  w a s  n o t  o ffse t  b y  in c re ases  in  th e  n o m in a l  p r ic e  o f  o i l  u n t i l  
la te  1 9 7 3 .
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Table 9*3. Correlation ç f  Government Spending and Inflation 
in the United States, 1948-81

Percent dsmngt in implied 
pna deflator of GNP

Increate in percent change os  
impUcis price dtfiater of G N P

Variable
CffTT/fffiifW 
coefficient r

A ^ r a n m  
coefficient b

Correlation 
coefficient r

Rjgrtssim 
inefficient h

1948-81
Increase m spending 
tu a percent ef GNP
Ail government
Federal government

+ .05 
+ .14

+ 0.099 
+0.304

- .3 6
- .2 6

-0.611
-0.491

1963-81
Increase in spending 
as a percent ef GNP
All government
Federal government

+ .32
+ .41

+0.751 
+ 1.160

+ .26 
+ .18

+0.331
+0.270

For most o f  the early years o f  this scries (in fact for all years up to  
1963 except 1948 and 1951), the price deflator remained under 4  percent 
and exhibited no secular upward trend, in marked contrast to  the later
years. When the estimates are confined to  the 1963-81 period, spending 
appears to  have exerted a measurable impact on inflation—the correlation 
coefficient is +  .32 for all spending and + .41 for federal spending. 
Likewise the regression coefficients indicate a stronger effect, with an 
increase o f  1 percent o f  GNP in federal spending associated with an 
increase o f  the price deflator o f  1.16 percent. A nd because the average 
annual change in federal spending as a share o f  G N P also increased in 
the 1963-81 period (0.24 percent), the effects o f  spending on  inflation 
became more noticeable. They are still minimal, however—generating an 
increase in the deflator o f  less than 0.3 percent o f  inflation each year.39

The results o f  regressions in table 9*3 based on the acceleration in the 
rate o f  change o f  prices suggest that increases in spending were associated 
with deceleration in prices, rather than an increase in the rate o f  change 
(r =  -  .26 for federal spending). The reasons, o f  course, are obvious. 
Expenditures tend to  increase most dramatically as a percent o f  G N P 
when the economy is in recession (figure 9*2). Prices, on  die other hand,

3 9 . C a lc u la te d  b y  m u lt ip ly in g  d ie  a v e ra g e  a n n u a l  c h a n g e  in  fe d e ra l s p e n d in g  a s  a  p e r c e n t  o f  G N P  
in  1 9 6 3 - 8 1  ( 0 .3 4  p e rc e n t)  a n d  th e  e s t im a te d  e ffe c t  o n  t h e  p r ic e  d e f la to r  o f  a n  in c re a se  in  fe d e ra l s p e n d in g  
o f  1 p e rc e n t  o f  G N P  ( 1 .1 6  p e rc e n t) .
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tend to  increase at a slower rate—to decelerate—during and immediately 
after a recession (figure 9*5). The negative relationships should not be 
interpreted perversely—for example, as suggesting that increasing govern
ment spending represents a means o f  stabilizing prices. They suggest that 
changes in expenditures and in the rate o f  change in prices are only 
spuriously related—both changes being associated, to  some degree at 
least, with cyclical changes in the economy.40 There is some evidence that 
the acceleration in prices beginning in the early 1960s is associated with 
increases in government spending.41 But with an estimated acceleration 
o f  0.27 percent in prices for every 1 percent o f  GNP by which federal 
expenditures increased between 1963 and 1981, and an estimated average 
annual increase in federal expenditures o f  0,24 percent o f  GNP, federal 
spending appears to  have generated an average acceleration in the rate o f 
change in prices o f  0.06 percent per year.42

I f  there is little evidence that increased government spending contrib
uted to  inflation in the United States, is there any in the experience o f 
other nations—particularly those in which government spending increased 
much more rapidly than in the United States? If the argument that high 
levels, and rapid increases, o f  government spending are inflationary is 
correct, then nations with the largest increases and highest levels o f  
spending, relative to  GDP, would have had higher rates o f  change in 
prices o r higher rates o f  acceleration in the rates o f  change than nations 
with small increases and low levels o f  spending.

The data in table 9-4 provide little support for the argument. For 
example, Japan experienced virtually no acceleration in the rate o f  change 
in prices between the mid-1960s and early 1980s in spite o f a very 
dramatic increase in government spending after 1970 (figure 9-3). 
Similarly, in the Netherlands, where spending increased rapidly to  a level 
in excess o f  60 percent o f  GDP, the rate o f  inflation accelerated by less

4 0 .  O v e r  t h e  1 9 4 8 - 8 1  p e r io d  th e r e  w as a n  in v e rse  r e la tio n  b e tw e e n  th e  c h a n g e  in  to ta l  g o v e rn m e n t  

s p e n d in g  as a  p e rc e n t  o f  G N P  a n d  c h a n g e  in  c o n s ta n t-d o l la r  G N P  ( th e  v o lu m e  o f  g o o d s  a n d  se rv ices) 
If -  -  .4 8 ) ,  w h ile ,  in  c o n tr a s t ,  th e  c h a n g e  in  th e  r a te  o f  c h a n g e  in  p r ic e s  c o v a r ie d  w i th  th e  r a te  o f  
e c o n o m ic  g r o w th  ( r  =  +  .1 6 ) .  T h a t  is, s p e n d in g  in c re a s e d  m o s t  in  rece ss io n s  w h ile  p r ic e s  in c re ased  

m o s t  in  p e r io d s  w h e n  s p e n d in g  w as in c re a s in g  least— p e r io d s  o f  h ig h  e c o n o m ic  g ro w th .
4 1 .  T h e r e  w a s  n o  d im in u t io n  a f te r  1 9 6 3  in  th e  p ro p e n s i ty  f o r  s p e n d in g  t o  in crease  d ra m a tic a lly  in  

p e r io d s  o f  s ta g n a tio n . I n d e e d ,  t h e  re la tio n s h ip  b e tw e e n  t h e  c h a n g e  in  s p e n d in g  a n d  in d ic a to rs  o f  th e  
w e ll-b e in g  o f  th e  e c o n o m y  ac tu a lly  b e c a m e  m u c h  s tro n g e r .  F o r  ex am p le , th e  c o r re la t io n  co e ffic ie n t 

r e p re s e n t in g  t h e  c h a n g e  in  to ta l  s p e n d in g  a n d  th e  c h a n g e  in  th e  p e rc e n t  u n e m p lo y e d  w a s  +  .75 l o r  th e  
y e a rs  a f te r  1 9 6 0  c o m p a n d  to  + .4 4  f o r  th e  e n ti r e  p e r io d .  T h e  p o s itiv e  re la t io n s h ip  in  th e  1 9 6 3 - 8 1  

an a ly s is  h a s  m o re  t o  d o  w i th  t h e  in f ta r io n  ra te— in  p a r tic u la r ,  t h e  & c t t h a t  e c o n o m ic  s lu m p s  in  th e  1 9 7 0 s  

p ro d u c e d  sm a lle r  d e c re ases  in  th e  r a te  o f  c h a n g e  o f  p r ic e s  a n d  p ro d u c e d  th e m  less im m e d ia te ly .
4 2 .  C a lc u la te d  b y  m u lt ip ly in g  th e  r e g re s s io n  c o e ff ic ie n t in  t a b le  9 - 3  ( +  .2 7 )  b y  0 .2 4  p e rc e n t.
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Table 9*4. Average A nnual Rates e f  Orange in Consumer Prices
in Twenty-one Countries, 1964-81
Percent

Country

Change in consumer prices

Increase, 1964-66
m S S I  1979SI ta 1979S1

Australia 7.9 9.7 6.6
Austria 5.4 5.6 1.9
Belgium 6.1 6.2 2.0
Canada 6.7 10.6 8.0
Denmark 8.8 11.2 5.6
Finland 9.0 10.4 4.1
France 7.9 12.6 9.7
Greece 10.9 22.8 19.9
Ireland 11.1 17.3 12.4
Italy 10.6 18.5 14.2
Japan 7.7 5.5 0.3
Netherlands 6.3 5.8 0.7
New Zealand 9.9 15.4 12.2
Norway 7.5 9.8 5.4
Portugal 14.0 20.2 15.7
Spain 12.2 15.3 6.5
Sweden 7.8 11.0 6.1
Switzerland 4.5 4.7 1.0
United Kingdom 10.4 14.4 10.4
United States 6.6 11.7 9.7
West Germany 4.3 5.2 2.1

Sources: O ECD Ectmemu pMlmi, v a ran  a m ;  OECD, jHubi Cnuam:h tOu ttn  (Pm : OECD), Turiow a m .

than 1 percentage point after the mid-1960s. And much the same was 
true o f  West Germany, Austria, Switzerland, and Belgium. In contrast, 
the rate o f  price change accelerated by about 10 percentage points between 
1964-66 and 1979-81 in the United States, Canada, France, and Britain, 
in spite o f  the fact that the four were among the nations with the smallest 
increases in government spending.

For the countries in table 9-4 there is no cross-nationally general 
relationship between high levels and large increases o f  government 
spending and high rates o f  change in prices and large accelerations in 
those rates. In fact, if any relation exists at all between spending and 
inflation it is the reverse o f  the conventional wisdom. Nations with the 
highest levels and largest increases in government spending had relatively 
low rates o f  change in prices and relatively small accelerations in rates o f



change. Thus, nations in which government spent a relatively large share 
o f  GDP in 1979-80 had, relative to other nations, low average rates o f 
change in prices in 1979-81 and small increases in average rates o f  price 
change between 1964-66 and 1979-81 (in both cases, r  = - .2 9 ) .  And 
those in which government spending increased most rapidly after the 
mid-1960s had somewhat lower rates o f price change in 1979—81 
(r = -  .18)and$m alleraccelerationsintherateofpricechange(r = - .2 7 ) .  
These negative relationships are certainly not strong enough to  support 
an inference that a high and increasing level o f  government spending is 
deflationary; nevertheless, they do challenge the notion, so central to  the 
fiscal orthodoxy in the United States (and elsewhere), that growth in 
government spending contributed to the acceleration o f  inflation that 
occurred throughout the advanced capitalist world in the late 1960s and 
the 1970s.
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The Politics o f Inflation

One explanation o f  the lack o f any relationship cross-nationally between 
government spending and inflation involves politics.43 Among the ad
vanced capitalist nations, governments dominated by leftist parties tend 
to  spend much more o f  the economic product than do governments 
dominated by nonleftist—and especially rightist—parties. The proponents 
o f  fiscal orthodoxy in the United States, who believe that high levels o f  
spending cause inflation, might logically conclude that leftist control o f 
government over a long period should produce relatively high rates o f  
inflation. Such a conclusion would, o f  course, be consistent with the 
suggestion by Kirschen and associates that the primary economic priority

43. Another explanation involves the veiy strong covariation over time in the fluctuations in the 
rate o f change in prices of nations whose economics are closely linked. Based on the annual first-order 
change in the percent change in consumer pikes (that is, the acceleration or deceleration o f inflation) 
between 1961 and 1981. there is a strong positive relationship in the movements o f prices in Britain 
and Ireland (r = .70), in Sweden and Norway (r = + .57—the only correlation for both nations that 
exceeds + .4), in Belgium and France (r * + .69), in West Germany and Switzerland (r -  + .61), in 
Belgium and the Netherlands (> = +.49), in Australia and Britain (r = + .60), in Canada and the 
United States (r -  + .32), in West Germany and Denmark (r = + .48), and in the United States and 
Japan (r  = +.67). While these represent only covariation and do not necessarily represent any causal 
relationship, they do suggest the considérable importance o f  processes of international transmission and 
diffusion o f  inflation. On these processes, see Robert Keohane’s discussion in chapter 4, above; W. M. 
Cordon. InfUaian, Esctbatÿe Rain, and the World Economy: Lettnrts on International Monetary Economies 
(University o f  Chicago Press, 1977); Fred L. Block, The Origint af International Ettmemk Disorder: A  
Study o f Untied States International Monetary Polity from World War H  to the Present (University o f 
California Press, 1977); Calico, Imperious Economy.
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Table 9*5. Correlation o f Partisan Control o f Government and Inflation 
across Twenty-one Countries, 1965-81

A verse  annual percent change in wnntmer prim

1965-81 1979-81
Increase, 1964—66 

to 1979-til

Variable
Correlation 
coefficient r

Regression 
coefficient b

Correlation 
coefficient r

Regression 
coefficient b

Correlation 
coefficient r

Reffresswtt 
coefficient b

Percent of cabinet 
ponjbliet, 1965-81, 
held b
Leftist parties - .2 4 -0 .0227 - .3 1 -0 .0609 - .3 3 -0 .0668
Centrist parties - .3 6 -0 .0338 -.21 -0 .0416 - .1 8 -  0.0365
Rightist parties 4 .46 40.0336 4 .40 0.0609 4 .3 9 40.0613

o f  conservative governments is price stability, while that o f  leftist-controlled 
governments is full employment, with price stability being much less 
important.44 Using the Kirschcn framework, Douglas Hibbs reached a 
similar conclusion in his analysis o f  macroeconomic policy in some o f  the 
advanced capitalist nations.45

An analysis o f  data on twenty-one countries indicates that the argument 
that leftist parties are more likely to  generate inflation than nonleftist 
parties is simply wrong—or, at the least, time-bound and true only for 
an era when inflation was not a significant macroeconomic problem for 
most nations (table 9-5). For the period 1965-81, those countries whose 
governments were dominated by leftist parties had lower, rather than 
higher, rates o f  change in prices and a smaller acceleration in the rate o f 
change than those dominated either by centrists or rightists. The correlation

44. Eamonat Polity in Our Torn, vol. ], p. 227.
45. Hibbs, “Political Parties and Macroeconomic Policy," p 1473. Accepting the inherent logic o f 

the Phillips curve—that a trade-off exists between inflation and unemployment because a tight labor 
market enhances labor's bargaining power and allows it to drive up wages and thus (after some lag) 
phots, while a high rate o f  unemployment diminishes the bargaining power o f labor and induces it to 
accept modest wage increases—Hibbs found a correlation o f 4 .74 among twelve nations between the 
presence of leftist parties in government during 1945—69 and the average rate of inflation in 1960-69. 
However, if Hibbs had reported the regression coefficient, rather than the correlation coefficient, the 
effect o f a year, or even a decade, of leftist representation in government on inflation would have been 
extremely small. Although Hibbs later reported a more modest association (generally in the range of 
+ .3) after adding several nations and changing the measurement o f  the two variables in response to 

criticism (Hibbs, “Communications,” American Politico! Science Renew, vol, 73 [March 1979], p. 188), 
the sign remained positive and the argument remained intact—namely, that leftist parties were less averse 
to inflation than were nonleftist panics and that they were, when in government, more likely to generate 
or tolerate high rates of inflation.

 

      

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 



between the measure o f  leftist party government and all three measures 
o f  price change in table 9-5 is negative. Centrist governments were similar 
to  those dominated by leftist parties in producing relatively low rates o f 
inflation—in marked contrast to those dominated by rightist parties. 
Clearly, the important political demarcation point in regard to  inflation 
throughout the capitalist world in the 1960s and 1970s was not between 
leftist and nonleftist parties but between rightist and nonrightist parties.

It might be argued that these results are distorted by inclusion o f 
Spain, Greece, and Portugal, countries that experienced protracted au
thoritarian rule during the 1965-81 period. The negative association 
between leftism and inflation and the positive one between rightist control 
and inflation might simply reflect the tendency for prices in these three 
countries to  increase rapidly after the termination o f authoritarianism— 
presumably because o f  the termination o f restrictions on collective 
bargaining and on wage increases. The argument is certainly plausible, 
and there is in fact a strong positive correlation between the number o f 
years a nation was under authoritarian control during 1965-8146 and the 
rate o f change in prices in 1979-81 (r = -I- .57) and the increase in the 
rate o f  change in prices between 1964—66 and 1979-81 (r =  -I-.43). 
However, the inverse relation between leftism and inflation and the 
positive one between rightism and inflation remain when Greece, Spain, 
and Portugal are excluded from the analysis. The relationship between 
the measure o f leftist control and the average change in prices in 1979
81 remains negative (r = - .1 9 )  as does that with the increase in the 
rate o f  change in prices from 1964—66 to 1979-81 (r = -  .28). And the 
relation between the measures o f inflation and rightist control remains 
positive; the correlation coefficients are 4 .2 1  for the average change in 
prices in 1979-81 and -I- .32 for the measure o f acceleration in the rate 
o f change in prices.

The regression coefficients in table 9-5 can be used to  calculate the 
average effect on the inflation rate o f a year (or a decade) o f control by 
leftist, centrist, and rightist parties. Based on the increase in the average 
rate o f  change in prices between 1964—66 and 1979-81—which is superior 
to  the other two measures—one year o f government by a leftist party 
reduced the rate o f  change in prices by about 0.40 percent, relative to  the
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46. Greece had seven years o f  nondemocratk rule after 1964 (from 1967 to 1974), Spain eleven, 
and Portugal nine.
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rate o f  change in nations controlled by nonlcftist parties.47 One year o f 
government by centrist parties (in spite o f  the dramatic inflation in Italy 
under the Christian Democratic party) tended to  reduce inflation on 
average by 0.20 percent. In contrast, every year o f  government by rightist 
parties is estimated to  have increased the rate o f  change in prices by 0.40 
percent.

Enduring control o f  government by leftist parties between 1965 and 
1981 was not associated with inflation, relative to  the performance o f 
prices in other nations. I f  anything, government by the left was associated 
with stabilization (again, relative to  the performance o f  prices in other 
nations). In contrast, enduring control by rightist parties (as well as 
rightist nonparty officials) was associated not with price stabilization but, 
instead, with unusually large accelerations in the rate o f  change o f  prices. 
While it is true that governments dominated by leftist parties have 
increased the scope o f  the public economy and spent a larger proportion 
o f  GDP than those dominated by nonkftist, and especially rightist, parties, 
those increases and high levels o f  spending have n o t generated inflation. 
Some unidentified processes evidently are at work when leftist parties 
govern that dampen inflation, just as other processes that accelerate the 
rate o f  change in prices arc apparently at work when rightist parties 
dominate government.

B udget Deficits and  Infla tion

American government is usually in deficit. The federal government’s 
budget was in the red in twenty-four o f  the thirty-four years between 
1948 and 1981 and in every year but one (1969) after 1965 (figure 9-6). 
Even the combined budgets o f  all levels o f  government in the United 
States show an obvious tendency to  be in deficit—in twenty-one years 
from 1948 to  1981, and in all but three years (1969, 1973, 1979) after 
1965.48 At both the federal and the combined levels o f  government, there 
seems to  have been a secular trend toward large deficits, relative to  die 
size o f  the economy, in recent years.

47. The effect of one year o f  contol by leftist parties is the regression coefficient ( -  0.0668) 
multiplied by the percent of the 1965-81 period represented by a single year (100/17, or 5.882).

48. Intergovernmental transfers such as revenue sharing represent expenditures for the federal 
government and receipts for the states and localities. Since those transfers account for a portion o f  die 
federal defiat and a surplus at other levels o f  government, the most accurate measure o f  the surplus o r 
deficit is one that combines all levels o f  government
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Percent of GNP

Figure 9-6. Budget Défaits o f U.S. Governments as a  Share
ofG N P, 1948-81

According to  the conventional wisdom, American government suffers 
from an acute fiscal hemorrhage. This may well be the case if deficits are 
judged in ternis o f  absolute current dollars. However, if  the deficit is 
viewed in relation to  the size o f  the entire economy and American 
experience is compared to  that o f  other countries, a very different image 
appears (figure 9-7). Far from being a uniquely American problem, the 
tendency for government to  spend more than it receives in current 
revenues—that is, to  incur budget deficits and rely on public borrowings— 
is found throughout the advanced capitalist world. Indeed, the United 
States relies on deficits to  a lesser degree than do most countries, including 
a number that are often envied for their performance in dampening 
inflation. For example, the average budget deficit o f  all government in
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the United States was about 1 percent o f  the gross domestic product 
(GDP) after the recession o f  1975, Japan’s in the late 1970s exceeded 4 
percent, West Germany’s was 3—4 percent, Austria’s about 3 percent, and 
Switzerland’s more than 6 percent. Evidendy, government in the United 
States was much more fiscally prudent than in those four nations. Yet 
they were far more successful than the United States in dampening 
inflation. It is true, o f  course, that some nations—Italy and Ireland, for 
example—experienced large increases in consumer prices (occasionally as 
much as 20 percent in one year) and very large deficits (usually in excess 
o f  8 percent o f  GDP throughout the 1970s), and the former may well 
have been produced by the latter. But the experience o f  Japan, West 
Germany, Austria, and Switzerland, and, at the turn o f  the decade, 
Belgium and the Netherlands, suggests that large budget deficits do not 
inevitably generate double-digit inflation.

M ost governments in the advanced capitalist world (except those in 
Scandinavia) were in deficit in most years between 1965 and 1980, and 
the magnitude o f  their deficits was increasing.49 The data in table 9-6 
confirm the paradoxical image in figure 9-7 o f American government— 
an image o f  fiscal conservatism that is, obviously, quite at odds with the 
domestic rhetoric about excessive government spending, large deficits, 
and the need to  constitutionally prescribe spending limits and balanced 
budgets. Thus, while the United States falls near the middle o f  the pack 
in the average size o f  the budget deficit o f  all government over the period, 
it incurred one o f the smallest average budget deficits in 1979-80— 
smaller than those in seventeen o f  the twenty nations. And the United 
States was the only nation, aside from Norway, in which the magnitude 
o f  the deficit actually decreased between the mid-1960s and the late 
1970s.50 If, as much o f  the American rhetoric suggests, a balanced budget 
is a sign o f  fiscal prudence, it would appear that American government 
manages its fiscal affairs more prudently than almost any other government 
in the advanced capitalist world!
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49. Even in Scandinavia—especially Denmark and Sweden—the surplus or balance in the budget 
gave way to unusually large deficits in the late 1970s. On Sweden’s fiscal crisis, see Andrew Martin’s 
discussion in chapter 13, below; Bengt Ryden and Villy Bergstrom, cds., Sweden: Choices for Economic 
and Social Polity m  the 1980s (London: Allen and Unwin, 1982).

50. Without the very large revenues produced by its oil and gas fields in the North Sea, Norway 
would undoubtedly have experienced deficits in the late 1970s comparable to those in Sweden and 
Denmark.
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Table 9-6. Budget Deficits as a Share o f GDP in Twenty 
Countries, 1965-80*
Percent

Country

Budget deficit of all government os a than of GDP

Avenge,
1965-80

Avenge,
1979-80

Increase, 1964-65 
to 1979-80

Sweden -1.1 8.4 11.2
Denmark 0.0 6.3 7.6
Portugal 2.2 8.0 7.6
Italy 6.6 9.0 6.3
Belgium 3.3 7.3 6.1
Japan 1.2 4.8 5.9
Ireland 6.4 9.0 3.9
Switzerland 4.8 6.9 3.6
West Germany 1.9 3.8 3.5
Austria 1.2 2.9 3.0
Spain 0.7 3.0 2.9
Netherlands 1.9 4.3 2.5
Australia -0.3 0.7 2.4
Canada 1.7 3.4 2.4
Greece 3.7 4.5 2.1
United Kingdom 3.2 4.4 1.8
Finland -2 .2 0.4 1.2
France 0,9 1.2 1.2
Norway -3.0 -2.9 -0.2
United Sûtes 1.5 0.4 -0.8

souitt: OECD, Nithim lAtmam  i f  OECD O w n s ,  1962-80, vet 2 ( P r é  OECD, 1982). 
a. Countries ranked br increase in ddkit as a share of GDP.

Deficits, Tax Burdens, and Politics

Why do nations vary so dramatically in their propensity to  incur budget 
deficits? Since deficits are produced no t simply by spending but by 
spending relative to  revenue, a plausible explanation may involve an 
inability to  extract revenues sufficient to  cover expenditures. Colin Clark 
long ago articulated the idea o f  tax ceilings, suggesting that “25% o f  the 
national income is about the limit for taxation in  any non-totalitarian 
community in times o f  peace.. . .  Once taxation has exceeded 25% o f  the 
national income . . .  influential sections o f  the community become willing 
to  support a depreciation o f  the value o f  money [that is, willing to  tolerate 
inflationary deficits].”51 President Reagan suggested as much in his

51. Colin Clark, "Public Finance and Changes in the Value o f  Money," Economie journal, vol. SS 
(December 1945), p. 380. Clark was referring to the imetwar period in Europe and North America.

 

 

 

 



Figure 9-8. Government Revenues in the United States as a Share 
ofGNP, 1948-81

Percent o f GNP
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inaugural address and again in the 1981 address on the economy when 
he stated that “we’ve reached—indeed surpassed—die limit o f  our people’s 
tolerance or ability to  bear an increase in the tax burden.”52

Was President Reagan correct in suggesting that taxes on personal 
income had risen so much that they had bumped up against a tax ceiling? 
Has the American government (and presumably others as well) extracted 
as much revenue as can be obtained from its citizens? Over time government 
revenues, as a portion o f  GNP, increased from roughly 22 percent in 
1948 to  about 32 percent in 1981 (figure 9-8). In other words, government

52. His address on the economy, February 5, 1981, provided, o f course, a substantial part o f the 
rationale lor the phased reduction in tax rates enacted in 1981 that resulted in a 23 percent reduction in 
marginal tax rates. See William Greidcr, "The Education of David Stockman," .dtfwiriir, December 1981, 
pp, 27-54.
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revenues increased about 45 percent more than the economic product o f  
the nation. However, the revenues o f  the federal government, which is 
most frequently accused o f  excessive taxation, display a much more modest 
upward trend than those o f  all government. Virtually all o f  the increase 
in total revenues, relative to  GNP, is accounted for by the growth o f  the 
aggregate revenues o f  state and local governments.53 Thus, the federal 
government’s revenues remained in the 18-20 percent o f  GNP range 
throughout most o f  the period. They grew more rapidly than the economy 
in 1950-51, when the Truman administration increased personal income 
taxes to  pay the additional costs associated with the Korean War, and in 
1968*69 when the Johnson administration belatedly increased income 
taxes to  cover its commitment to  war in Vietnam. (These were the only 
two instances o f  a legislated increase in personal income taxes; evidently, 
the aversion to  taxation is such that presidents believe they can introduce 
increases only when the nation is at war.) The increases in 1966-67, 
1973-74, and 1977-81 were the product o f  fiscal drag associated with 
inflation rather than deliberate policy to  increase tax rates. But what is 
surprising—especially in light o f  the alarmist rhetoric about fiscal drag 
and the extensive literature describing government’s propensity to  raise 
revenues via the inflation tax54—is the quite insignificant size o f  that tax. 
Thus, during the three periods in which the annual change in prices was 
highest— 1966-70, 1973-75, and 1977-81—the revenues o f  the federal 
government increased by less than 2 percentage points o f  GNP. Moreover, 
those rather small increases were invariably followed by significant and 
frequent reductions o f  personal (and corporate) income taxes—in 1948, 
1954, 1958, 1964, 1969, 1971, 1975, 1978, and 1981.55 As a result, 
while the proportion o f  GNP extracted by all government in the United 
States increased, the proportion represented by the revenues o f  the federal 
government remained virtually unchanged for three decades.

53. The aggregate revenues o f  state and local governments, as a proportion o f  GNP, arc represen ted 
in figure 9 8 by the space between the two trend lines. Those revenues increased from about 6  percent 
□f GNP in 1948 to about 12 percent in 1981, or about 50 percent mote than the economic product o f 
the nation.

54. See, for example, Gordon, “Demand tor and Supply o f Inflation.” Milton and Rose Friedman, 
Free to Choost, p. 269, succinctly describe the inflation tax: "Inflation also yields revenue indirectly by 
automatically raising effective tax rates. As people’! dollar incomes go up with inflation, the income is 
pushed into higher brackets and taxed at a higher rate.”

55. On tax cuts before 1979, see Herbert Stein, The Food Rerelutio* or Ament*  (University o f  
Chicago Press, 1969); on the 1964 cut, see Arthur M, Okun, The PoliticalEtmemf ofPietpcrity (Brookings 
Institution, 1970); James Tobin, The New Fcoruema One Decode Older (Prinoeton Unhexsiiy Press, 
1974).
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Figure 9-9. Personal Taxes and Social Insurance Contributions as a Share 
o f Total Personal Market Income in the United States, 1948-81

Percent ( f  personal market incomer

Source: £ n w  Rjfeft e f tbt PnaUatt, Pthr**, I9S2, tables B22, B-23, B-76,B-77.
Include» tbe income iifttr all government tnnsfoi to persons are added to die income received in the market and 

btfbn  tbe pay mem of taxes and œmri bubons for social insurance.

The total proportion o f  all personal income paid in taxes to  the federal, 
state, and local governments and as contributions for social insurance also 
increased markedly (figure 9-9)—from about 10 percent in 1948 to  nearly 
20 percent in 1981. That rate o f  increase was twice the cumulative rate 
o f  growth in the entire economy. Virtually none o f  that increase, however, 
was produced by federal income taxes. As a proportion o f  total personal 
income, federal income tax payments remained almost constant. Because 
o f  the frequent tax cuts, all individuals together paid in 1981 about the 
same proportion o f  aggregate personal income (10 percent) that individuals 
paid in the early 1950s. The bulk o f  the increase in rota! personal tax 
payments thus reflected the growth in social contributions and in taxes
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paid to  state and local governments, each o f  which grew from about 1 
percent to  4 percent o f  total personal income between 1948 and 1981.

The share o f  GNP represented by the total revenues o f  all government 
increased by about a quarter o f  a percent a year during 1948-81 (the 
regression coefficient is +  .28 when total revenue is regressed on time; 
the coefficient for receipts o f  the federal government is +  .09 and o f  state 
and local governments + .19). Thus, over a typical ten-year period, 
government revenues grew by 2.8 percent o f  GNP with the great bulk 
o f  that increase—about 1.9 percent—accounted for by the states and 
localities. Similarly, total tax payments and social insurance contributions 
by individuals increased by about a quarter o f  a percent o f  total personal 
income per year, or about 2.4 percent o f  total income in a decade (the 
regression coefficients are +  .24 for payments to  all government, +  .05 
for taxes to  the federal government, +  .09 for taxes to  state and local 
governments, and +  .10 for social insurance contributions).56

But is it true, as President Reagan suggested, that the tax burden 
increased so much over three decades that it encountered a ceiling, an 
upper limit o f  tolerable taxation? The data in table 9-7 cast doubt on that 
notion. The United States does not fall at the bottom  o f  a ranking o f  the 
rwenty-one countries on the measures o f  average personal taxation during 
1965-80, but neither is it ranked at the top; instead, it ranks eleventh on 
one measure and thirteenth on the other. And its increases in personal 
taxation were smaller than those in ten other nations. In regard to  all 
government revenues and the increase in those revenues, however, die 
United States appears to  be something o f  an underachiever; with an 
average total government revenue o f  30.6 percent o f  GDP during 1965
80, it ranks fourteenth among twenty nations. And it experienced the 
smallest increase in total government revenues—much less than that in 
Sweden, the Netherlands, Norway, Denmark, and Belgium, where reve
nues increased by more than 10 percent o f  GDP,57 and even less than the 
increase in nations that were ruled by right-wing military juntas or 
authoritarians during much o f  die period. Thus, if  the United States has 
reached a tax ceiling, it is evident that the height o f  the ceiling must vary 
considerably from country to  country. In  fact, it would appear that what 
is a ceiling in one nation may be a floor in another.

56, Calculated from data reported in E m u m k  Rtport the Praùknt, Etbnuuy 1982, table* B-l, B- 
22, B-23, B-73, B-76, B-77. Contributions for social insurance are induded in the calculation* o f  
proportions o f  total personal income

57. For a discussion o f this increase, using a slightly earlier rime span, see Cameron, “Expansion of 
the Public Economy.”
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Table 9-7. Government Revenues and Taxes as a  Share o f GDP
in Twenty-one Countries, 1965-80*
Percent

CnaOry

T'osai receipts o f all 
government as a than o f

GDP

A ll personal taxa and 
social security contributions 

at a than o f GDP*
A il personal taxa at a 

short GDI*

Avtragt,
1965-00

Increase, 
1964-65 

to 1979-00
Average,
1965-SO

Inmate, 
1965-66 

to 1979-00
Average,
1965-00

Inmate, 
1965-66 

to 1979-00

Sweden 49.7 18.8 20.3 2.4 19.8 3.1
Netherlands 47.9 20.2 17.9 4.6 11.3 2.3
Norway 46.7 16.9 16.1 3.0 16.0 3.0
Denmark 42.4 16.5 21.3 7.7 20.5 8.4
Austria 41.7 7.6 13.1 3.7 8.4 2.2
France 40.2 6.4 7.8 3.7 4.4 1.6
West Germany 39.7 7.2 15.4 4.1 10.3 2.2
United Kingdom 38.3 7.1 15.1 0.9 11.2 1.0
Belgium 37.3 12.9 14.4 10.1 11.0 9.2
Finland 36.9 6.3 15.0 3.7 15.0 3.7
Canada 34.7 8.6 14.7 6.0 10.0 4.6
Ireland 34.2 9.1 9.7 5.3 7.3 5.4
Italy 32.2 6.2 6.6 4.2 4.4 4.4
United States 30.6 5.6 13.9 3.9 9.4 3 0
Australia 29,3 6.6 11.5 4.7 10.9 4.7
Switzerland 28.8 9.6 13.8 6.8 9.8 4.3
Greece 27,5 6.7 5.8 2.7 2.5 1.6
Portugal 24.1 8.1 3 9 2.7 1.9 1,6
Spain 23.6 9.4 4.3 3.5 2.7 2.5
Japan 22.5 7.4 7.5 3.6 4.9 2.1
New Zealand n.a. rt.1. 14.8 7.3 14.1 7.2

Sowed: O f CD Eartom k O utfit, no. SI (July 1982), able R.9, p. 150; OECD, U n n w  Sunffw t f  OfCD M ember 
Comtrm 2965-1980 (P ro : OECD, 1981) and earlier editions. 

n,a, Not available.
a. Countries ranked by average receipe as a share of GDP.
b. Personal taxes on income, wealth, and propeny.
c. Social security contributions by employees only.

N ot only docs the height o f  tax ceilings appear to  vary across nations 
but, like the magnitude and extent o f  increase in public spending, the 
height seems to  depend to  a very large degree on politics. Whether 
government extracts a relatively large or relatively small share o f a nation’s 
economic product depends to  a considerable degree on  the ideological 
center o f  gravity o f  government over an extended period. Nations in 
which leftist parties governed for most o f  the time between 1965 and 
1981 had higher levels o f  taxation—especially on personal income—than 
those in which conservatives dominated government. Thus there is a 
positive correlation between the average proportion o f  GDP represented 
by all government revenues and the measure o f  leftist control ( r  = +  .65)
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Figure 9-10. Leftist Control o f Government and Taxes on Personal Income, 
Property, and Wealth in Twenty-one Countries, 1965-80
Taxa as a percent cf GDP 

20

10

0
0 25 50 75 100

Percent of cabinet portfolios held by leftist parties, 1965-81'
Sources: Same as figure 9-4, 
a. Cotiiliikm ( n d f c n t  r « + .64,

and a negative correlation between that average and the measure o f 
rightist control (r — — .64; for centrist control, r  — +  .16). And in  the 
taxes that are most visible and most explicitly redistributive in incidence— 
taxes on personal income—the political basis o f  national tax capacity is 
even more sharply distinguished. The correlation o f  leftist control with 
personal income taxes as a percent o f  G D P in 1965-80 is + .6 8  (for 
centrist control r  =  +  .04, and for rightist -  .57), while the correlation 
with the share o f  both personal income taxes and social insurance 
contributions is + .6 4  (r = + .1 8  for centrist and — .64 for rightist 
governments). As figure 9-10 illustrates, the aggregate tax burden imposed
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on personal incomes and wealth varies systematically with the extent o f  
control by leftist parties. Where the left governed for more than half o f  
the time (or dominated governing coalitions for most o f  the time) in 
1965-81, taxes on personal income represented at least 10 percent, and 
occasionally as much as 20 percent, o f  GDP. Where leftist parties never 
governed, however, those taxes were often equal to less than 5 percent, 
and never more than 10 percent, o f  GDP.

Clearly if  tax ceilings exist at all, they vary dramatically in height from 
one nation to  another, depending to a considerable degree on politics. 
The variations in tax capacity are also closely related to variations in the 
average size o f  government budget deficits over an extended period. There 
is an inverse relationship between the level o f  taxation and the size o f  the 
deficit across the advanced capitalist nations. Thus, the higher the 
proportion o f  total government receipts relative to  GDP, the smaller the 
budget deficit on average between 1965 and 1981 (r =  -  .36). An even 
stronger inverse relationship (r =  - .5 3 )  exists between the level o f 
taxation on personal income and the size o f the deficit. While these 
relationships are not overwhelming, both are much stronger than that 
between the size o f  the deficit and the average level o f  total government 
spending (r = + .04). In other words, the propensity to  incur large 
deficits, relative to other nations, over a long period o f time has much 
more to  do with the level o f  taxation—especially the taxation o f  personal 
incomes—than with the level o f  spending. To generalize from such cross
national relationships is hazardous, o f  course; however, a nation’s pro
pensity to incur deficits does seem more likely to  be eliminated if taxes— 
particularly income taxes—are raised rather than expenditures reduced.

Given the strong relations between partisan control o f  government and 
levels o f  taxation and between levels o f  taxation and size o f  budget deficits, 
it is not surprising that the magnitude o f  deficits over an extended period 
varies with the partisanship o f  government. The nations in which gov
ernment was usually controlled by leftist parties in 1965—81 were less 
likely to incur large budget deficits than those in which government was 
controlled by centrist, Christian Democratic, or conservative parties—in 
spite o f  the fact that leftist-dominated governments were much more 
likely to  increase government spending to  high levels. Thus, while there 
is a correlation o f  leftist control during 1965-81 with the level o f  spending 
in 1979-80 (r =  + .62) and with the increase in spending between 
1964-66 and 1979-80 (r =  + .43 ), there is an inverse relationship 
between leftist control and the magnitude o f  the budget deficit relative 
to  GDP in 1965-80 (r =  — .35; the correlation o f  centrist control with
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the magnitude o f  the deficit is + .2 2  and o f  rightist control + .11). 
Evidendy, enduring control o f  government by leftist parties allows nations 
to enjoy the benefits o f  a large and expanding public economy—for 
example, relatively generous provision o f  social security benefits, social 
assistance, and unemployment compensation—while avoiding whatever 
macroeconomic costs are produced by large deficits. How? By imposing 
relatively high taxes—especially taxes on personal income and wealth. The 
nations in which nonleftist parties usually govern are more likely to  
experience a smaller, more miserly public economy (especially when 
conservatives dominate government) and  a chronic fiscal crisis reflected 
in relatively large deficits (especially when centrist and Christian Demo
cratic parties dominate government), for they are more reluctant to  levy 
high taxes, especially the taxes on income and wealth which fall most 
heavily on their upper-income supporters.

Budget Deficits and Inflation in the United States

Given the frequency o f  budget deficits in the United States as well as 
the growth in recent years in their magnitude, can the inflation o f  the 
1960s and 1970s be attributed to the fiscal irresponsibility o f  government— 
especially the federal government? The time trends in figure 9-6, when 
compared with those for inflation in figure 9-5, should cast suspicion on 
the conventional argument that deficits cause inflation. T o  take but one 
example, the budget deficit actually diminished in each successive year 
between 1975 and 1979, although it was precisely in that period that 
inflation accelerated to  its highest levels. Similarly, while the initial 
acceleration in the inflation o f the two decades o c c u r r e d  in the mid-1960s, 
figure 9-6 suggests that budget deficits in the mid-1960s were, on average, 
considerably smaller than those during much o f  the 1950s and 1970s. In  
short, there seems to  be litde evidence o f  a temporal covariation between 
the magnitude o f  deficits and inflation.

Table 9-8 indicates virtually no relationship between the magnitude o f  
the deficit o f  all government and the rate o f  change o f  prices in the 
economy over the period 1948-81 (r = - .0 2 ) .  There is a positive 
relationship (r =  +  .23) between the rate o f  change in prices and the 
deficit o f  the federal government; however, when inflation is defined in 
terms o f  acceleration—the increase in the rate o f  change o f  prices—it 
appears to be inversely associated with the magnitude o f  the budget deficit 
o f  both the federal government (r = - .1 4 )  and all government (r  =
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Table 9-8. Correlation o f Government Deficits and Inflation
in the United States, 1948-81

Percent change in implicit Increase in percent charge in
price deflator of GNP implicit price deflator cf GNP

Correlation Regression Correlation Regression
Variable coefficient r coefficient b coefficient r coefficient b

1948-81
Budget deficit 
as a percent of GNP
All government - .0 2 -0.032 -.21 -0.348
Federal government 
Increase in budget deficit

+ .23 + 0.385 - .1 4 -0.212

as a percent cf GNP
All government + .03 + 0.044 -.51 -0.642
Federal government + .04 + 0.064 - .5 0 -0.672

1960-81
Budget deficit 
as a percent cf GNP
All government + .27 + 0.600 -.3 8 -0.449
Federal government 
Increase in budget deficit

+ .51 + 1.030 -.3 8 -0.410

as a percent cf GNP
All government + .29 + 0.510 + .23 + 0.215
Federal government + .26 + 0.480 + .09 + 0.094

-  .21). Increases in the size o f the deficit—reflecting increases in spending 
or decreases in revenues—relative to  GNP are no more closely associated 
with inflation than is the magnitude o f  the deficit. For all government 
the magnitude o f  the increase in the deficit is unrelated to  the rate o f  
change in the implicit price deflator (r =  + .0 3 ), and it has a strong 
negative correlation with the increase in the rate o f  change in prices (r = 
- .5 1 ) .  Instead o f accelerating in years in which deficits increase in 
magnitude, the rate o f  change in prices has tended to decelerate.

For the period commencing in 1963, when inflation began to  accelerate 
both as an economic phenomenon and a political issue, more support can 
be mustered for the conventional argument that deficits cause inflation. 
For example, the magnitude o f  the aggregate deficit o f  all government 
has a positive relation to  the rate o f  change o f  prices in the economy 
(r =  +  .27) and an even stronger relation to the magnitude o f  the deficit 
o f  the federal government (r =  + .51). The regression coefficients in 
table 9-8 indicate a one-for-one relationship between the size o f the federal
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government’s deficit and the rate o f  change in prices (a regression coefficient 
o f  +1 .03). Similarly, there are positive—albeit more modest—correlations 
between the magnitude o f  the increase in government deficits and the 
rate o f change in prices. But it is possible that the associations reflect only 
the tendency for both deficits and inflation to  reach higher levels over 
time.58 Examination o f  the relationship between measures o f  change in 
the two variables suggests that the correlations are almost entirely spurious. 
In contrast to  the strong positive relationship between the magnitude o f 
the federal government’s deficit and the rate o f  change in prices, the 
relationship between the increase in the size o f the federal deficit and the 
increase in the rate o f  change in prices is very modest (r = + .09). Thus, 
an annual increase in the federal budget deficit o f  I percent o f  GNP 
would increase prices by less than 0.10 percent.59 Even taking the larger 
impact associated with the combined budget deficit o f  all government, 
the increase in prices would be less than 0.25 percent.60

N o serious economic theory argues that deficits will in every instance 
be inflationary, and most hold that they might be inflationary only when 
the additional demand generated by the deficit fails to induce producers 
to  supply more goods—that is, only if they occur when the economy is 
already operating at or near full capacity.61 However, budget deficits are 
likely to  be largest in precisely the opposite situation—when the economy 
is in recession. The decrease in revenues (because o f  lost production, lost 
sales, lost income) and increase in expenditures (unemployment compen
sation, company bail-outs) that inevitably occur in a recession thus cause 
deficits to  increase (or surpluses to decrease) at precisely the time that 
slack in the demand for goods, services, and labor causes prices to fall (at 
least in theory). It is therefore hardly surprising that budget deficits are 
not associated with inflation, since they are likely to  be largest during 
recessions.

Given this argument, it is necessary to control for the natural counter
cyclical movement o f  both deficits and prices. The comparisons o f the 
budget deficit o f  all government with the Federal Reserve’s index o f 
capacity utilization in manufacturing, and the deficit o f  the federal 
government with the rate o f unemployment, in figure 9-11, demonstrate 
the extent to  which government deficits are associated with cyclical

58. This is called serial correlation.
59. Based on the regression coefficient in table 9-8 o f 0.094.
60. Based on the regression coefficient in table 9-8 o f 0.215.
61. And if imports are unable to fully satisfy the additional demand.



Figure 9-11. Government Deficits, Economic Activity, and Unemployment 
in the United States, 1948-81
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fluctuations in the economy. The largest deficits invariably occur in die 
years o f  recession— 1949, 1954, 1958, 1970-71, 1975, and 1980. Only 
in 1952-53 and 1964-68 did government incur deficits while die economy 
was operating with relatively little slack—that is, when deficits may have 
generated excess demand. While the deficits in those periods were not as 
great in magnitude as the ones incurred in the 1970s, they were 
considerable when measured against the high operating level o f  die 
economy.

It must be more than coincidence that both instances occurred while 
the United States was involved in wars in Asia. That war is an essential 
element in an analysis o f  American macroeconomic performance is hardly 
a surprise. For example, it was not until 1941, the year in which the 
United States entered World War II, that the rate o f  unemployment 
dropped back into single digits after the Great Depression. Similarly, the 
two peaks in economic performance in the decades after W orld War II— 
the only two periods, for example, when the rate o f  unemployment 
dropped below 4  percent—occurred while the United States was involved 
in war in Korea and Vietnam.

During the Korean War, the Truman administration instituted price 
controls to  prevent the war-induced deficits from generating inflation. 
Judging from the reduction in the rate o f  increase in the implicit deflator 
to  less than 2 percent in 1952 and 1953, those controls were successful. 
Moreover, the termination o f  those controls did not produce a marked 
surge in prices—no doubt because termination coincided with the onset 
o f  recession. During the war in Vietnam, on the other hand, price controls 
were avoided—in spite o f  the obvious signs o f  a booming economy, such 
as attainment o f  the highest level o f  capacity utilization and lowest level 
o f  unemployment since W orld War II.63 The deficits in the mid-1960s 
were not large compared to  those o f  the 1950s and 1970$. Nevertheless, 
figure 9-11 suggests that fiscal policy during the Johnson administration 
was badly o u t o f  phase with the performance o f  die economy, that a 
purely neutral fisc would have produced a surplus equal to  perhaps 1-2  
percent o f  GNP rather than deficits, and that the actual policy therefore 
overstimulated the economy. And it was precisely at this time that the 
initial phase o f  the long upward acceleration in prices occurred (figure
9-5). I t may be the case, then, that while deficits in general have little to  
do with inflation, the initial acceleration in the rate o f  change in prices 62

62. Sec Eamomu R tftr t  t f t b t  Provient, Ftbnmry 19S2, cables B-29, B-4S.



in the United States, in 1965-70, was produced by an excessively 
expansionist fiscal policy.

Why did the American government fail to  dampen, through budget 
surpluses, the infiationary tendencies that would inevitably be produced 
by fiscal stimulation in an economy that was at the peak o f  its postwar 
boom? In retrospect, the Johnson administration’s fiscal mismanagement 
can be attributed to  four factors. The president was eager to  enact John 
Kennedy’s much-delayed tax legislation and did so in 1964, in spite o f  
the fact that by then the economy was in a sustained boom. N ot only 
was a federal tax cut no longer needed, it should have been replaced with 
an increase in taxes.63 A significant reduction in income taxes could also 
contribute to  the landslide Johnson hoped to  win in the 1964 presidential 
election and thereby erase the memory o f  his predecessor and establish a 
mandate for his administration. Fiscal policy in the United States was 
excessively expansionary—in the sense o f  increasing the deficit, increasing 
expenditures, or decreasing revenues m ore than would occur if policy 
were fiscally neutral—in only tw o o f  the nine presidential election years 
from 1948 through 1980. In 1948 and 1964, when the incumbent was 
an unelccted Democrat seeking to  hold the office, the primary means o f  
fiscal stimulation was a significant reduction in personal income taxes.64 
The budget was given an additional stimulus by the rapid escalation o f 
the involvement in Vietnam in 1965— certainly not foreseen when 
Kennedy’s advisers proposed a tax cut in the early 1960s and perhaps not 
anticipated even in 1964— that added literally tens o f  billions o f  dollars 
to  government spending.65 Thereafter, the unpopularity o f  the war—the 
expenditures for which accounted for the fiscal overstimulation in 1966- 
68—caused Johnson to  delay the introduction o f  legislation (proposed 
by his economic advisers) to  raise taxes until late in 1967.

The cumulative effect o f  the Johnson administration’s fiscal and foreign 
policies (and the two cannot be separated) can be seen in figure 9-5. 
More than a half-decade o f  very low inflation ended in 1965, with the

63. For a discussion of the fiscal policy of the Johnson administration—a policy that was made as 
much tyainrt as with the advice of the Council o f  Economic Advisers—sec Ofcun, Political Economy of 
Prosperity. Ofcun served as a member of the council between 1964 and 1968 and as chairman in 1968
69. For a discussion of macroeconomic policy in the early 1960s by another former member o f  the 
council, sec Tobin, New Economics One Decade Older. Also see Stein, Fiscal Revolution in America, chaps. 
15-17.

64. For an analytically incisive critique of the implicit arguments in the literature on political business 
cycles, sec chapter 10, below, by Brian Barry.

65. See Ofcun, Political Economy i f  Prosperity, chap. 3; Tobin, New Economia One Decade Older, 
chap. 2.
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rapid acceleration in the rate o f  change o f  prices in 1965-70. The enduring 
inflation o f  the 1970s and early 1980s was initiated by events that preceded 
by at least a half-decade President Nixon’s termination in August 1971 
o f  the convertibility o f  dollars into gold, and OPEC’s raising o f  oil prices 
in 1973-74 in response to  the Yom Kippur War and the erosion o f its 
real dollar income.66

The experience o f  1965-69 demonstrates that deficits may, at particular 
times and in certain circumstances, contribute to  inflation. They did not 
do so throughout the 1970s for, although large, they expanded and 
contracted in neutral countercyclical manner, closely following the fluc
ta t io n s  in the economy. But during the critical mid-1960s, although not 
very large relative to  GNP, deficits were much larger than the performance 
o f  the economy warranted and may well have initiated the acceleration in 
the rate o f  change o f  prices.

Budget Deficits and Inflation in Comparative Perspective

Across the advanced capitalist nations there is a very modest association 
between the magnitudes o f  budget deficits and average rates o f  change in 
prices in 1965-81. For the entire period the average rate o f change in 
prices is slighdy higher in nations in which deficits were large relative to  
GDP (r =  + .16 ); and for 1979 through 1981 the positive association 
is somewhat stronger (r = + .25).67 However, the regression coefficients 
for these years ( + 0.168 for 1965-81 and + 0 .400  for 1978-81) indicate 
that the budget deficits account for a very insignificant portion o f  the 
upward drift o f  prices. Thus, over the entire period 1965-81, an additional 
1 percent o f  GDP in deficit, relative to that in other nations, may have 
added less than 0.2 percent to  the average rate o f  change in prices, and 
even in the more recent period it may have contributed less than 0.5 
percent to the rate o f  change in prices.

The weakness o f the cross-national relationship is especially evident in 
the rates o f  inflation among nations that have incurred relatively large 
deficits—in excess o f 3 percent o f  GDP, for example. While some o f the 
nations in figure 9-12 with large deficits, such as Greece, Portugal, Italy, 
and Ireland, experienced annual increases in prices o f  about 20 percent 
in 1979-81, other nations with relatively large deficits experienced much

66. This argument differs in emphasis from that in Calico, Imperious Economy, which concentrates 
on the policies o f the Nixon administration and events in the world economy in die early 1970s.

67. Refers to all the countries in table 9-7 except New Zealand.
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Figure 9-12. The Size o f Government Deficits and the Rate ofInflation 
in Twenty Countries, 1979-81
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smaller increases. In one group in particular—Austria, West Germany, 
Japan, the Netherlands, Belgium, and Switzerland—prices increased by 
only about 5 percent a year, in spite o f  relatively large deficits in the range 
o f  3 -7  percent o f  GDP. What common attributes allowed those six 
countries to  avoid the macroeconomic penalty conventionally associated 
with budget deficits? Clearly the effective exchange rate is one contributor 
(figure 9-13). There is an unusually strong relationship (r = - .8 9 )  
between the extent o f  appreciation in a nation’s currency in the 1970s 
and the rate o f  inflation. This suggests that the extent to  which a nation 
experienced inflation or stability in prices, relative to  other nations,
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Figure 9-13. Depreciation o f the Currency and the Rate o f Inflation 
in Twenty-one Countries, 1970-81
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depended very much on its performance, relative to  other nations, in the 
world economy over an extended period. The nations in which the 
effective exchange rate appreciated after the dollar devaluation o f  1971, 
and only those nations, experienced single-digit inflation in the late 1970s. 
Whether that appreciation occurred because the nation exported enough 
to  produce surpluses in its current accounts (Japan and West Germany) 
o r because its currency was tied to  that o f  a nation which did (Austria, 
Switzerland, Belgium, and the Netherlands—all o f  which linked their

 

 

 

 

 

 



currencies to the dcutsche mark throughout the late 1970s and early 
1980s), the result was the same—an unusually small increase in prices, 
regardless o f  the magnitude o f  the budget deficit.68

If, finally, there existed a cross-nationally general relationship between 
budget deficits and inflation, the nations with the largest increases in the 
size o f  the budget deficit should be the ones that experienced the largest 
increases (that is, accelerations) in the rate o f  change in prices. The results 
o f  regression analysis suggest that the relationship does not exist; there 
is no statistical association between the size o f  the increase in the deficit 
between 1964-65 and 1979-80 and the extent o f  acceleration in the rate 
o f  change in prices over the same period (r = - .0 2 ) .  In short, a systematic 
investigation across the advanced capitalist nations reveals no more— 
indeed less—support than did the American analysis for the conventional 
view that budget deficits cause inflation. The notion that there is a “deficit- 
inflation nexus”69 must be considered just that and nothing more—a 
notion, and one that lacks an empirical referent.

The Monetization o f Deficits

Monetarists would argue that it is naive to  believe that budget deficits 
are inherently inflationary, and no less naive to  believe that an examination 
o f  the simple bivariate relationship between deficits and inflation would 
shed much light on the subject. Whether deficits contribute to  inflation 
depends, instead, on whether they are monetized. I f  individuals and 
corporations purchase government securities with liquid assets, there 
would be no change in the aggregate cash balances in society. If, however, 
the securities are purchased by the central bank o r are immediately 
redeemed by private purchasers—in both cases because low yields make 
them unattractive to  investors—or if they are purchased with funds 
obtained from sales o f  nonliquid assets (stocks, real estate, savings),

68. The relatively modest increase in prices reflects the relation between a nation’s currency and the 
I'.S . dollar. Since OPEC oil has always been priced in American dollars, the effective increase in oil 
prices in the 1970s for any nation depends on the relation between its currency and die dollar. To the 
extent that a nation’s currency appreciated, or depredated less than the dollar, during the 1970s, the 
effective increase in the price o f  oil would have been less than that in the United States. More generally, 
to the extent that a nation’s currency appreciates more than another country’s, the cost o f  any imports 
priced in a common currency (for example, OPEC oil) is less to the former relative to the latter. Hence, 
if the two nations import and consume an equal volume of a good priced in a common third currency, 
the contribution of those imports to any index o f  inflation will be greater in the latter nation. For a 
discussion o f  the impact of inrerrutionaJ trade on domestic inflation, see Calleo, tm fm m a Eamomy; 
Cordcn, Iitfiarùm, Exehaxge Rasa; Kcohane, chapter 4, above.

69. Buchanan and Wagner, Dtmecraty m  Depot, p. 58.
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aggregate cash balances would increase. M ore liquid funds would exist in 
society and, with more money available, individual and corporate con
sumers m ight bid up the prices o f  goods and services.

According to  the Friedmans,

substantial inflation is always and everywhere a monetary phenomenon___ If the
quantity of goods and services available for purchase—output, for short—were 
to increase as rapidly as the quantity of money, prices word! tend to be stable.
. . .  Inflation occurs when the quantity of money rises appreciably more rapidly 
than output, and the more rapid the rise in the quantity o f money per unit of 
output, the greater the rate o f inflation. There is probably no other proposition 
in economics that is as well established as this one.70

From the monetarist perspective, then, inflation is the product o f  an 
imbalance between the rates o f  growth in money aggregates (M l, M l-B , 
M2) and economic output. In contrast to  the conclusion that American 
budget deficits may have been inflationary only in several years in the 
mid-1960s, the monetarist perspective would keep open the possibility 
that the far larger deficits o f  the 1970s were inflationary as well—in spite 
o f  the fact that the economy was operating at well below capacity during 
most o f  the decade.

T o  evaluate the monetarist argument—which had become, by the early 
1980$, the standard operating norm  o f  most central banks and governments 
in the advanced capitalist world—it is necessary to  estimate the likelihood 
that deficits in a particular period would be monetized. Presumably, if 
the real yields on government securities are high—that is, above the 
existing rate o f  inflation and comparable o r dose to  those on other debt 
instruments—investors would be willing to  buy and hold the Treasury 
securities. If, on the other hand, the interest rates on new, short-term 
issues are low, investors would have little reason to  purchase and hold 
them, and the securities would soon find their way to  the Federal Reserve, 
to  be converted into “printing press money”  or, more precisely, bank 
reserves.

Figures 9-14 and 9-15 indicate that the large deficits o f  the 1970s in 
the United States may have been monetized and, as a result, may have 
increased aggregate liquidity and contributed to  inflation. In  the 1948- 
SI period, financial markets generally demanded that corporate bonds

70. Milton and Ruse Friedman, F tu  ta Çhacat, p. 254. See aho Milton Friedman, "Nobel Lecture: 
Inflation and Unemployment,” ferm a i e f PaUtital Etmemf, voL S5 (Tunc 1977); David Laidkr and 
Michad Parkin, "Inflation: A Survey," Ecoramkferm ai, voL 85 (December 1975); Robert J. Gordon, 
“World Inflation and Monetary Accommodation in Eight Countries," BPEA, 2:1977.
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Figure 9-14. The Size o f the Federal Deficit and the Spread in Interest 
Rates in the United States, 1948-81

Percent spread in interest rates' Fédérai depot as a percent of GUP

Source: E a m m k R d p & t e fth e  Prrsvient, F tèntnry 19S2, tables B-1, B*67* B-75
a. Average race for Aaa tustporatc bonds minus rare for ninety slay Treasury bills (new issues).

offer about 1 percent o f interest more than government securities. 
However, in two periods— 1971-72 and 1975-77—the gap in the interest 
rates was unusually large (figure 9-14). It is plausible that die budget 
deficits in those two periods were monetized, resulting in increases in 
aggregate liquidity in the economy. While the inflationary consequences 
may have been largely neutralized by the recessions that marked the first 
year in both periods, they may have been significant in the later years o f 
each—in 1972 and 1976-77. Thus, the acceleration in the rate o f  change 
in prices that began in 1973 and 1977 may be attributable to  excessive 
increases in the money supply.

The real yield on government debt—the spread between the yield on 
ninety-day Treasury bills and the rate o f  inflation (the shaded area in
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Figure 9-15. The Real Yield on Government Securities 
in the United States, 1948-81

Percent

figure 9-15)—during 1971-72 and 1975-78 was negative. Purchasers o f 
government securities were, in effect, making donations, o r gifts, to  the 
government. I t seems quite probable, then, that a significant portion o f 
the new government debt found its way into the money supply.

What institutions and policies were responsible for the likely moneti
zation o f  deficits in the 1970s? Were the negative real yields the 
responsibility o f  presidents, congressmen, and their fiscal policies? Figure 
9-15 suggests that, as a monetarist might argue, much o f  the blame must 
be attributed not to  fiscal policy and the executive o r legislative branch 
but, instead, to  the Federal Reserve and the Nixon and Ford administra
tions’ policies o f  financing the budget deficit. The yields on 90-day 
Treasury bills (and other government securities) followed very closely the

 



Federal Reserve’s discount and federal funds rates.71 While the Federal 
Reserve followed a responsible interest-rate policy for about a decade 
after the 1958 recession (responsible in the sense o f charging member 
banks a real interest charge o f  1-2  percent for their borrowings from the 
Fed), its policy after the late 1960s appears increasingly erratic and 
irresponsible. In some years—for example, 1971-72 and 1974-78—the 
discount rate was set so low, relative to  the rate o f inflation, that member 
banks paid nothing for borrowings and, in effect, were paid to  borrow 
from the Federal Reserve. N ot surprisingly, with interest rates at an 
abnormally low level, a marked surge in personal and commercial credit 
occurred in these years—a surge that fueled inflation as borrowers bid up 
the prices o f goods and services that relied on debt financing (for example, 
real estate). And because the Federal Reserve kept interest rates too low— 
perhaps because the Board o f Governors and the Open Market Committee 
retained fresh memories o f the recessions o f  1970-71 and 1973-7572— 
yields to  potential purchasers o f  government securities were nonexistent.

In other years after the late 1960s, the Federal Reserve erred in the 
opposite direction. In 1979-81, for example, it raised interest rates to 
the highest levels o f  the postwar era and, more important in terms o f  the 
effect on the economy, established the highest real interest cost to member 
bank borrowers and, ultimately, to commercial and individual borrowers. 
I f  the real interest rate in 1980-81 was not, as Helmut Schmidt o f  West 
Germany claimed, at the highest level since Jesus Christ, nevertheless it 
was much higher than it had been at any other time after World War II. 
While those high real rates undoubtedly made government securities more 
attractive than they had ever been for investors (thereby insuring that the 
federal deficit would not be monetized), they also direedy contributed to 
the recessions o f 1980 and 1981-82 (thereby causing—because o f  the 
effect o f  recessions on revenues and expenditures—larger deficits).

If  it appears likely that the budget deficits o f the 1970s were at least 
occasionally monetized, did the increases in aggregate liquidity generate 
increases in prices? The monetarists’ hallowed quantity theory, when 
transformed into rates o f change, yields the relationship described by the 
Friedmans. Assuming constant velocity, or circulation, o f money,73 in-
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71. For example, over 1948-81 the correlation between the Federal Reserve Bank's discount rate 
and the interest rate on 90-day Treasury bills is -I- .9997.

72. See the discussion o f the Federal Reserve and its policies by John Woolley in chapter 11, below.
73. The assumption is more or less accurate for M2 although it is less valid for M l, which has 

displayed a long-term upward trend in velocity in recent decades.
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Figure 9-16. Changes in Prices and in the Money Supply 
in the United States, 1963-81
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flation is a function o f  the difference between the rats o f  increase in 
the money supply and the rate o f  increase in output. In other words, 
p = r + (m -  q), where p  represents the rate o f  change in prices, v  the 
rate o f  change in the velocity o f  money, m  the rate o f  change in the 
money supply, and q the rate o f  change in the volume o f  output.

Figure 9-16 shows how the annual rates o f  change in prices varied 
with the money supply (M l), relative to  the change in output, in the 
United States in 1963-81. The strong positive relationship between the 
measures (r =  + .85) indicates that, as monetarists claim, inflation increases 
most rapidly when the money supply grows at a rapid rate. O f  course, 
this does not prove that inflation increases because the money supply 
increases. But it docs suggest that the monetarist perspective may be valid, 
particularly since the major accelerations in the rate o f  change in prices—

 

 

 



in 1968-70, 1973-75, and 1977-80— occurred precisely when the 
amount o f  excess money was increasing.

Robert Gordon has argued that “confirmation o f  the connection 
between money and prices is only the first and easiest step in the 
development o f  a full theory o f  the causes o f  inflation, because it leaves 
completely unexplained the sources o f  changes in money.”74 75 Given the 
close relationship between accelerations in the amount o f  excess money 
and in prices, an explanation o f  inflation would seem to require an 
explanation o f  why the amount o f  excess money fluctuates over time and 
why, in particular, die money supply expanded more rapidly than the 
economy in every year but one after 1966. I f  some (unknown) portion 
o f  the budget deficit o f  the federal government was occasionally monetized, 
and if changes in the money supply in excess o f  the growth rate in the 
economy were closely associated with the acceleration o f  inflation, was 
the increase in excess money therefore caused by budget deficits? The 
answer to  this question depends on whether the magnitude o f  the quantity 
m — q  is a function o f  the magnitude o f  the federal deficit. The fluctuations 
in 1963-81 in excess money (m -  q) are only slighdy associated with 
changes in the size o f  the federal deficit (r = + .31). Fluctuation in the 
size o f  the deficit accounts for no more than 9 percent o f  the variation in 
the amount o f  excess money (figure 9-17). In 1968-69 when the amount 
o f  excess money was increasing rapidly, the deficit was actually decreasing, 
the same was true in 1977-79. Only in a few years— 1967, 1970, 1974, 
and 1980—did the two increase simultaneously. It would appear, then, 
that a theory o f  inflation in the United States must be built on something 
other than the fiscal deficits o f  government. The creation o f  excess money 
may be a proximate source o f  inflation, just as excessively low interest 
rates may contribute to  the monetization o f  deficits. But the creation o f 
excess money, like the level o f  interest rates, may depend much less on 
the fiscal policies and budget deficits incurred by the executive and 
legislative branches o f  government than on other policies implemented 
by other actors—for example, the financial policies o f  the Federal Reserve.7*

74. “Demand for and Supply oflnflabon," pp. 807-08.
75. On the Federal Reserve’s monetary policies, sec chapter 11, below; John Woolley, Moratory 

Ptima: The Federal R e a m  System and the Political Economy i f  Monetary Policy {Cambridge University 
Press, 1984); G. L. Bach, Making Monetary and Fiscal Policy {Brookings Institution, 1971); Michael D. 
Reagan, "The Political Structure o f  the Federal Reserve System,” American Political Science Renew, vol. 
SS (March 1961); Nathaniel Beck, “Presidential Influence on the Federal Reserve in the 1970s,”American 
Journal o f Political Science, vol. 16 (August 1982). The definitive discussion o f  monetary policy and the 
constraints under which it operates is found in Ralph C. Bryant, Money and Monetary Policy in 
Interdependent Haeions (Brookings Institution, 1980).

Taxes, Spending, and Deficits 275

 
 
 
 
 
 
 



Figure 9-17. The Size o f  the Deficit and Changes in the Money Supply
in the United States, 1963—81
Perunt
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Source»: Same a» figure 9-16.
a. Hate of change of the money supptr minus rare of change of trend real GNP.
b. Federal deficit n  a dure of CNF.

Analysis o f  the relationship between budget deficits, money supply, 
and inflation in the United States indicates that an increase in the budget 
deficit o f  the federal government equivalent to  1 percent o f  GNP may 
have increased the money supply by 0 .6  percent above and beyond the 
rate o f  change in economic output (the regression coefficient b=  + 0.644). 
An increase in the money supply o f  1 percentage point more than the 
increase in economic output in turn may have contributed an additional 
0.8 percent to  the annual rate o f  increase in prices (b=  +  0.831).76 Thus, 
an increase in the budget deficit o f  1 percent o f GNP may have caused

76. Economic Report of the PreeUtau, February 1982, tables B-l, B-3, B-75; OECD, M am  Economic 
Itutitatm  (Paris: OECD), various issues.
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Tabic 9-9. Correlation o f Budget Deficits, Changes in the Money Supply, 
and Inflation in Seven Countries, 1964-81

Total deficit of all government, 
at a percent of GDP

Ptrunt change in consumer 
prias

Variable
Correlation 
coefficient r

Regression 
coefficient ¥

Correlation 
coefficient r

Regression
coefficient

Percent change in growth 
of excess money supply1 
Canada + .44 + 1.081 + .37 + 0.310
France + .55 + 2.262 + .65 +0.544
Italy + .63 + 1.036 + .33 +0.468
Japan -.31 -0.728 + .36 +0.278
United Kingdom + .60 + 1.779 + .71 +0.650
United States -.09 -0.178 + .81 + 1.108
West Germany + .58 + 1.619 + .25 +0.077

Sources: O ECD Earnmat O otkek, no. 31 (July 1981), tables Kl,  R8-R9; OECD, M a m  E am tm tt h u k M m ,  various 
issue».

a, Represent» the n gim ion of dunge in dees* money upon the ddfcir.
b. Represents the regression of change in prices upon change in excess money,
e, Rate of change of the money supply minus rate of change of constanrcufrency GDP.

prices to  rise about 0.5 percent (0.664 x 0.831 = 0.535). While the 
figure is not negligible, neither is it very large relative to  the overall 
magnitude o f inflation in the United States in 1963-81—particularly, 
given the fact that federal deficits were often less than 1 percent o f  GNP 
and that only twice horn 1948 through 1981 were they larger than 2.5 
percent o f  GNP (suggesting an impact on inflation in excess o f  1 percent). 
T o a large degree, then, the conventional macroeconomic wisdom in the 
United States that attributes primary responsibility for inflation to  the 
fiscal profligacy o f  government is badly flawed. Inflation may, indeed, be 
associated with unusually large increases in money—increases that may 
reflect policy errors by the Federal Reserve. But those increases in money 
cannot be attributed to  budget deficits.

T o  what extent is it true that, as the Friedmans argue, “substantial 
inflation is always and everywhere a monetary phenomenon”?77 Is inflation 
as closely related in other nations as in the United States to  large changes 
in the supply o f  money?

The relationship in the seven largest OECD  nations between changes 
in the magnitude o f  the budget deficit o f  all government, the supply o f 
money relative to  output, and the rate o f  inflation between 1964 and 
1981 indicate that the American pattern is quite anomalous (table 9-9).

77. Milton and Rost Friedman, Free u  Cbootc, p. 254
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In all except the United States and Japan, the relationship between the 
size o f  the deficit and the amount o f  excess money is strong and positive, 
with correlation coefficients falling in the range o f  + .4 4  to  + .6 0  
(compared with the negligible relationship in the United States).78 In 
West Germany, France, die United Kingdom, Italy, and Canada, increases 
in the deficit equivalent to  1 percent o f  G D P were associated with increases 
in excess money o f  more than 1 percent—deficits in those countries do 
appear to  increase the supply o f  money.

Table 9-9 also indicates that the American relationship between changes 
in the money supply, relative to  output, and inflation is somewhat 
anomalous. N o other nation fits the monetarist hypothesis that price 
changes reflect changes in the quantity m -  q better than the United 
States. The only other nations having a strong positive association between 
the two are the United Kingdom (r -  +  .71) and France (r =  +  .65). 
In West Germany, Italy, Canada, and Japan, the monetarists* quantity 
theory seems to  account for no more than a small portion o f  the fluctuation 
in prices. Thus, while most nations display either a strong relation between 
deficits and excess money o r a strong relation between excess money and 
prices, there arc only two nations—Britain and France—where both links 
in the deficits-money-inflation equation are strong.

Table 9-9 suggests that the notion that deficits cause inflation—because 
they cause excessive increases in money which, in turn, cause price 
increases—is not generally true. In some nations, such as the United 
States and Japan, budget deficits do  no t generate dramatic increases in 
money and the explanation o f  inflation must search either for nonfiscal 
sources o f  increases in money (as in the United States) o r for sources o f 
inflation other than increases in money (as in Japan). In  other nations— 
for example, West Germany, where deficits appear to  generate increases 
in money that are not, however, the primary source o f  increases in  prices— 
the explanation o f  inflation must look to  factors other than changes in 
the money supply, even if  deficits are monetized. Thus, while there is 
support for strands o f  the monetarist hypothesis in  several nations, it 
appears highly unlikely that the inflation experienced throughout the 
advanced capitalist world—and particularly in  its three largest economies 
(the United States, Japan, and West Germany)—can be attributed to  the 
budget deficits o f  government.

78. Using data in Economic Refort tbt Présidait, February 1982, rather than that in O E C D E tm m k  
Otitboi, the correlation coefficient for the United Stares is + .16.
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G overnm en t Policy and  Inflation

The evidence reviewed here on government spending and the propensity 
to  incur budget deficits during the 1960s and 1970s refutes the conven
tional wisdom that government causes inflation. There were instances in 
which government contributed to the acceleration o f inflation—for ex
ample, during the mid-1960s in the United States when fiscal, foreign, 
and monetary policies added demand to  an economy that was already 
operating near full capacity. However, the notion that inflation occurred 
either in the United States or in the other advanced capitalist countries 
because o f  excessively high levels o f  government spending and large 
budget deficits receives litde, if any, confirmation. The conventional 
wisdom about inflation is better viewed as a veiled expression o f  the 
political ideology and economic interest o f  some members o f society than 
as an empirically grounded explanation.



Does Democracy Cause Inflation? 
Political Ideas of Some 

Economists

Brian Barry

It is not the popular movement, but the travelling of the minds of men who sit in the 
seat of Adam Smith that is really telling and worthy of all attention.

l o r d  A c t o n

Since inflation has ebbed but democratic institutions have not radically 
changed, some economists may prefer to  forget one o f  their major themes 
o f  the 1970s, namely, the view that inflation is the inevitable outcome o f 
the normal functioning o f  democratic political institutions. But even if 
the economists who maintained this view are bashful, it is worth recalling 
their analysis and, at least retrospectively, analyzing the premises that 
might once again be appealed to  if  economic outcomes seem unfavorable. 
Since none o f  this group have themselves recanted, it seems reasonable 
to  assume their doctrines and prescriptions still stand. These economists 
proposed the simple view that political authorities create or permit inflation 
by their control o f  fiscal and monetary policy. Applying the standard 
methodology o f  economics to  the analysis o f  political phenomena, this 
new school o f  “political economists” (which is represented in this 
discussion principally by the work o f  James Buchanan and the Virginia 
School) went on to  propose that central aspects o f  economic policymaking 
be removed from the control o f  elected representatives, such as govern
ments in parliamentary systems.1

1. See William D. Nordhaus, “The Political Business Cycle,” Renew of Economie Studies, vol. 42 
(April 197S), pp. 169- 90 , C. Duncan MacRac, “A Political Model o f the Business Cycle," Journal o f 
Political Economy, vol. 85 (April 1977), pp. 239-63; Richard E. Wagner, “Economic Manipulation for
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Perhaps the remedy would have been worse than the disease; but to 
establish that, it must first be determined whether the disease—what has 
been termed the “democratic distemper”—was really so serious.

T o decide that, three questions have to  be asked. First, how important 
is it to  ensure that inflation cannot occur? How bad are its economic, 
social, and political consequences? (The alternatives also have conse
quences.* 2 3) Second, is it true that representative institutions have built 
into them an inevitable tendency toward inflation? Third, in the light o f  
the answers to  these questions, how should the proposals for constitutional 
change that have been put forward be assessed? Because constitutional 
changes arc relatively irrevocable, prudence demands that the arguments 
in their favor be subjected to  the strictest scrutiny. '

The methodological techniques that the expounders o f  the new political 
economy bring to  the analysis o f  political phenomena constitute a serious 
encumbrance. Their adherence to  a vulgarized Popperian methodology, 
particularly as represented in Milton Friedman’s paper “The Methodology 
o f  Positive Economics,”3 requires, as a matter o f  faith, that the assumptions 
used in theory-building not be subjected to  direct test. A theory is taken 
to  be true if its implications fit the facts sufficiently, and no effort is made 
to  check the adequacy o f  the story it tells about the phenomena. In 
practice, no serious attempt is ever made to  determine whether or not
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Poli deal Profit,” KyUa, voL 30, F u t. 3 (1977), pp. 395-110; Assar Lindbcck, “ Stabilization Policy in 
Open Economics with Endogenous Politicians,” American Economic Renew, vol. 66 (May 1976, Papers 
aid Proccedu ŝ, 1975), pp. 1-19; Michael Parkin, "The Politics o f  Inflation,” Government and Opposition, 
vol. 10 (Spring 1975), pp. 189-202; Larry A. Sjaastad, “Why Stable Inflations Fait: An Essay in Political 
Economy,” in Michael Parkin and George Zâs, eds., Inflation in the World Economy {Manchester University 
Press, 1976), pp. 73-95; James M. Buchanan and Richard E. Wagner, Democracy in Deficit: The Political 
Legacy of Lord Keynes (Academic Press, 1977); Samuel Brittan, The Economic Consequences of Democracy 
(London: Temple Smith, 1977), pp. 223-89, T h e  Economic Contradictions o f  Democracy,” British 
Journal of Political Science, vol. 5 (April 1975), pp. 129-59, and “Can Democracy Manage an Economy)” 
in Robert skldelsky, ed., The End of the Keynesian Era: Essays on the Disintegration of the Keynesian Political 
Economy (Holmes and Meier, 1977), pp. 41-49.

2. “It may be true that if demand is sufficiently restricted, and unemployment correspondingly 
increased, collective bargaining wilt in time no Longer operate to force up wages and prices, while other 
sources of inflation will prove unimportant. But restrictive policies can have other consequences that 
operate even more powerfully: governments may fall from power and entire societies be tom  apart before 
inflation dies away. It is necessary, therefore, to weigh up the total consequences o f  policies recommended,” 
Alec Caimcross, Inflation, Growth and International Fsnasscc (State University o f New York Press, 1975), 
p. 14.

3. Earns in Pmitive Economics (University o f  Chicago Press, 1953), pp. 3-43 (Friedman does not 
refer to  any philosopher later than John Maynard Keynes’s father). Sec Brian Barry, “On Analogy,” 
Political Studies, vol. 23 (June-September 1975), pp. 208-24; Martin Hollis and Edward J. Nell, 
Rational Economic Mttn: A Philosophical Critique of Neo-Classical Economics (Cambridge University Press, 
1975),

 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 

 
 
 
 



fundamental assumptions should be abandoned.4 Since it is likely that, 
with enough ingenuity, some theory can be found that will incorporate 
them and give rise to  implications that fit the facts sufficiently, the 
assumptions are in effect beyond challenge.

If the orthodox methodology o f  contemporary economics is a cut- 
down version o f  a fifty-year-old development in logical positivist doctrine,5 
the official theory o f  value subscribed to  by most economists is an even 
more antique form o f  logical positivism. Many economists still treat “value 
judgments” (statements, for example, that one form o f  society is better 
than another) as “preferences,” and follow Lionel Robbins in believing 
that the interpersonal comparison o f  utilities is impossible.6 Since Kenneth 
Arrow has shown that the aggregation o f  ordinal preferences into a “social 
welfare function” is impossible,7 the only criterion left is unanimity of 
preferences, that is, roughly, Pareto-optimality.8 The consequences o f 
professing an irrarionalist theory o f value are that economists do not 
engage in open discussion o f  questions o f  value. Rather, they smuggle 
their values into their analyses where they are immune to  rational criticism.
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E conom ists’ E valuation  o f  Inflation

The orthodox approach o f  welfare economics has had great difficulty 
in identifying a welfare loss from inflation at all commensurate with that 
often loosely attributed to  it. In terms o f  static allocadonal inefficiency, 
the only welfare cost that can be identified is that people keep smaller 
cash balances than they would choose to  do in the absence o f  inflation, 
because they are, in effect, losing money by holding cash. Even this is 
not an unmitigated welfare loss, for taxes have to  be raised somehow and 
a tax on cash holdings (which is one way o f  looking at inflation) is as 
good a tax as any other. An economist with impeccably orthodox 
credentials has therefore suggested that an inflation rate of, say, 5 percent

4. Friedman, Essays, pp. 22-23, virtually admits this.
5. Sec Karl Popper, Legik tier Forsthtmg {Vienna: Julius Springer, 1935).
6. An Essay an the Hasan amt Sgnfcance efEconomic Science, 2d ed. (London: Macmillan, 1969).
7. Social Choice and Indituhtal Vaines, Cowles Foundation for Research in Economics at Yale 

University, Monograph 12, 2d. ed. (Wiley, 1963).
8. This, o f  course, brings the economists’ theory o f  value into contact with the venerable tradition 

o f  social contract theory The connection has been made explicit by the Virginia School S a  James M. 
Buchanan and Gordon Tulkxk, The Calculai of Contins logical Foundations of Constitutional Democracy 
(University o f  Michigan Press, 1962); James M. Buchanan, The Limits of Liberty: Between Ananiy and 
Leriathan (University o f  Chicago Press, 1975), For a critique, s a  Brian Barry, “Review,” Theory end 
Decision, vol 12 (March 1980), pp. 95-106.

 

 
 
 
 
 



might be regarded as beneficial, in the “second best” world where taxation 
is a fact o f  life.9

Leaving aside the alleged social and political by-products o f inflation, 
it is hard to  maintain that the consequences o f  inflation are enormously 
serious, especially when that level o f  inflation is arrived at over a number 
o f years so as to  allow for some adjustments o f expectations along the 
way. The difficulties with mortgage repayments, long-term leases, and so 
on, are not negligible, but there are expedients available for dealing with 
them. (There is no reason why people should not be assured a positive 
inflation-discounted return on their savings.) And although these expe
dients deal with the distributive effects o f  inflation only in a rough-and- 
ready way, the residual distributive effects seem relatively small when set 
beside problems like unemployment and the underemployment o f re
sources generally, pollution, depletion o f resources, and so on .10

Hyperinflation is another matter, in that a market economy breaks 
down if money has to  be spent within a few hours before it loses its 
value. But experience suggests that there is no inexorable development o f 
hyperinflation from ordinary inflation. In spite o f quite severe inflation 
in most member countries o f the Organization for Economic Cooperation 
and Development (OECD) in the 1970s, none let it get out o f  control 
and accelerate in the classic pattern o f  hyperinflation.

Even if the monetarists are right and there is no trade-off between 
unemployment and inflation in long-run equilibrium, there is no reason 
for expecting to  get into long-run equilibrium. Meanwhile, the ill effects 
o f  anti-inflationary policies are quite certain. There are clear losers—those 
who would be thrown out o f  employment (or who would lose overtime 
or piecework bonuses).11 The anxieties o f being unemployed may be 
partially allayed by institutional change (high unemployment benefits); 
nevertheless, unemployment has profoundly disrupting social and psy
chological effects that even full replacement o f income would do nothing 
to  obviate. It is not therefore necessary to  depict governments as composed

9. J. S. Flemming, Inflation (Oxford University Press, 1976), p. 112. David Laidler and Michael 
Parkin discuss inflation as a tax on money balances in “Inflation: A Survey,” Economic Journal, vol. 85 
(December 1975), pp. 791-94.

10. Harold T. Shapiro, “Inflation in the United States,” in Lawrence B. Krause and Walter S. 
Salant, eds., Worldwide Inflation: Theory and Recent Experience (Brookings Institution, 1977), p. 290.

11. The studiously noncontroversial Congressional Budget Office suggested that in order to achieve 
a reduction o f 1 percent in the rate o f inflation by 1980 it would be necessary to cut the federal budget 
beginning in 1978 by an amount that would decrease GNP by 3 -4  percent in each year (though die 
loss would decrease after peaking in 1979). U.S. Congressional Budget Office, Recovery with Inflation 
(CBO, 1977), p. 36, and table 2, p. 37.
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o f cynical manipulators to  explain why they tended to  choose economic 
policies that have inflation as one o f  their consequences. A sincere desire 
for the public good and a rational preference for the avoidance o f  certain 
evils in the near future rather than the avoidance o f  speculative evils in 
the distant future would have led in die same direction. The assumption 
underlying much o f  the new political economy—that the economic 
outcomes o f  democratic politics diverge sharply from those that would 
be brought about by a wholly benevolent dictator—is no t self-evident.

Inflation as “Moral Rot”

Is there perhaps some evil o f  inflation so serious that economists might 
be justified in seeking institutional changes (such as the insulation o f  the 
central bank from political pressure) that would ensure a lower inflation 
rate than that produced by the workings o f  a competitive political system, 
responsive in broad terms to  popular preferences? Are the citizens o f  the 
Western democracies so corrupt that their preferences can legitimately be 
disregarded in the higher pursuit o f saving them from themselves?

T o some academic economists, and to  many social critics and journalists, 
inflation is both a reflection o f  and a major contributor to  a general 
collapse o f  values. Buchanan and W agner identified a “Zeitgeist, a ‘spirit 
o f  the rimes’ . . .  at work in the 1960s and 1970s,” that they described 
as “a generalized erosion in public and private manners, increasingly 
liberalized attitudes toward sexual activities, a dedining vitality o f  the 
Puritan work ethic, deterioration in product quality, explosion o f  the 
welfare rolls, widespread corruption in both the private and the govern
mental sector, and, finally, observed increases in the alienation o f  voters 
from the political process.” And they contended that inflation “plays some 
role in reinforcing several o f  the observed behavior patterns. Inflation 
destroys expectations and creates uncertainty; it increases the sense o f  felt 
injustice and causes alienation. It prompts behavioral responses that reflect 
a generalized shortening o f  time horizons. ‘Enjoy, enjoy1—the imperative 
o f  our time —becomes a rational response in a setting where tomorrow 
remains insecure and where the plans made yesterday seem to have been 
made in folly.”12 They cited in support Wilhelm Rdpke*s even more 
apocalyptic view that “inflation, and the spirit which nourishes it and 
accepts it, is merely the monetary aspect o f  the general decay o f  law and

Brian Barry

12. Buchanan and W a g n e r , Demecnuy nt Dtftat, pp. 64—65
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respect for law. . . .  Laxity about property and laxity about money are 
very closely bound up together; in both cases what is firm, durable, 
earned, secured and designed for continuity gives place to  what is fragile, 
fugitive, fleeting, unsure and ephemeral.”13

Similarly, the editor o f  the Times o f  London, William Rees-Mogg, saw 
inflation as part o f  a general twentieth-century decay: ‘T h e  damage that 
Dr. Spock did was that he destroyed confidence in discipline for children; 
the damage that Freud did was that he destroyed belief in the necessity 
o f  discipline in sexual conduct; the damage o f the explosion o f science 
was that it destroyed discipline in man’s dealings with nature.”14 (The 
remedy, according to  Mogg, was God and Gold in equal doses.) H e was 
seconded by another conservative journalist, Robert Moss, who argued 
that “the recent trends that are pulling us towards strato-inflation are 
related both to  an inflation o f  expectations in the post-1945 consumer 
society, and to  a loss o f broader concepts o f patriotism and citizenship.. . .  
The psychology o f inflation is deeply implanted.”15

The fact that academic economists accepted this sort o f  diagnosis so 
readily just reflects the tendency o f the Friedmanite “methodology o f 
positive economics” to  divide the social realm sharply into one area where 
the deductive method can be put to work and another that is subject to 
no canons o f science and is therefore open to  unconstrained speculation.

Fortunately, data as well as assertions exist. A political scientist, Ronald 
Inglehart, has also studied the question o f whether a fundamental shift 
in values is occuring in Western countries.16 His findings support the 
notion o f  a generational shift in values away from hard work, self
discipline, production, public order, patriotism, and the like, toward such 
values as self-expression, self-realization, political participation, and con
cern with the “quality o f  life.” His survey o f postmaterialist attitudes in 
the European Economic Community and the United States in 1973 
produced a close correlation between the first set o f  values and a high 
priority on control o f  inflation. There was a strong relation between the 
proportion in each category o f materialist interests and in ranking by age 
group in the EEC countries.17 In a simpler survey, respondents were

Political Ideas of Some Economists

13. Ibid., p. 65, n. 16, quoting Wilhelm Rôpke, Welfare, Freedom and Inflation (University o f 
Alabama Press, 1964), p. 70.

14. The Reigning Error: The Crisis in World Inflation (London: Hamish Hamilton, 1974), p. 103.
15. The Collapse of Democracy (London: Sphere Books, 1977), pp. 69-70.
16. The Silent Revolution: Charging Voûtes and Political Styles among Western Publics (Princeton 

University Press, 1977).
17. Ibid., p. 54.
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asked to  choose the two most desirable o f  four aims. Two pairs (o f a 
possible six pairs) accounted for half the responses. “Maintaining order 
in the nation” combined with “fighting rising prices,” and “giving the 
people more say in important political decisions” combined with “pro
tecting freedom o f  speech.”18 The first are termed materialist and the 
second postmaterialist; the distribution o f  responses by age cohort is 
shown in table 10-1. In the postmaterialist columns the growth o f  this 
outlook among the younger generation is striking—in West Germany 
and France from a negligible 1 -2  percent among the oldest to  19-20 
percent among the youngest age group.19

Suppose that the generational change is sufficiendy established to  be 
accepted. Those under thirty show a higher incidence o f  a complex o f 
attitudes, including attributing a relatively low priority to  fighting inflation. 
T o that extent, the thesis o f  the emergence o f  a new Zeitgeist is confirmed 
(though even among the most susceptible age group in only a fifth or 
less). But there are no good grounds for accepting the assertion that 
inflation is a significant factor in creating and reinforcing this Zeitgeist. It 
seems to  be the experience o f  affluence rather than the experience o f 
inflation that is responsible for postmaterialist values. For example, France 
since 1948 has been persistently one o f  the most inflationary countries 
and West Germany one o f  the least, but both have undergone economic 
transformation and the two display remarkably similar profiles o f  age- 
related attitudes. It is surely reasonable to  suppose that the quest for more 
control o f  one’s life and for a satisfying rather than merely lucrative job 
will be a result o f  experiencing the diminishing returns o f  affluence and 
not o f  a change in the numeraire. A check in the rate o f  inflation cannot 
be expected to  reverse the process o f change in values— except insofar as 
the measures taken to  reduce the rate o f  inflation produced such a decline 
in production and employment as to raise the priority o f  material goods 
and economic security again.

18. Ibid., p. 21.
19. Inferring a change in values from one generation to another on the basis o f  cross-sectional data 

is, o f  course, always suspect. Inglchart suggests that the difference in distributions o f  materialist and 
postmatcrialtst values between generations should be greater the more contrasting their experiences. 
U lus, intergenerational difference is least in Britain and the United States, neither o f  which has experienced 
defeat or change o f  regime in this century, and both o f  which were relatively wealthy countries in 1945 
and have had a moderate rate o f  economic growth. Conversely, in Germany the older generation can 
remember the hyperinflation o f  the 1920s, the mass unemployment o f  the 1930», and the ruin and chaos 
immediately after the war, while those in the youngest cohort have known only the prosperity o f  the 
post-1948 “economic mincie.” The différences between generations in Germany ate extreme. For other 
countries also the degree o f  difference between generations correlates well with difference in the life 
experience o f the generations.

 
 
 
 
 
 
 
 
 
 



What conservatives decry as a “collapse o f  values” seems to  be more 
accurately depicted as the result o f  two forces—a decline in respect for 
established hierarchies, which has been working itself o u t for several 
centuries in the West, and an extension to  wider sections o f  the population 
o f  aspirations for autonomy and personal fulfillment. There is no reason 
for supposing that these profound modifications in the expectations that 
people hold about the conditions o f  cooperation with others arc affected 
much by the experience o f  inflation.

I t m ight be argued that there is indeed a causal connection that runs 
in the opposite direction to  that so far considered. Existing industrial and 
governmental structures that are no t going to  adapt to  new demands may 
well respond to  abnormal discontent by allowing pay increases, thus 
buying time even at the expense o f  increased inflation further down the 
road. The big (and inflationary) pay raises for French workers that the 
government oversaw following the events o f  May 1968 constitute a dear 
example o f  this. O r inflationary responses may be the answer to  the 
increasing difficulty o f  negotiating deals, as deference to  authority declines, 
among leaders o f  different groups to  be sold to  the members o f  those 
groups. In the Netherlands, for example, the daboratc system o f  parceling 
out state functions among corporate groups has come under increasing 
attack and has in some matters begun to  crumble. The Swiss almost 
carried an initiative to  restrict drastically the number o f  foreign workers, 
in the face o f  opposition from almost every established organization, 
including all the political parties. In Norway, the referendum on joining 
the EEC produced a majority vote against, in spite o f  support for entry 
from most major organizations, inducting the political parties with all but 
a handful o f  scats in the parliament. In economic affairs, high-level 
agreements on rates o f  wage and salary increases have been increasingly 
strained—even in Sweden, normally regarded as the country in which 
comprehensive national bargaining is most highly developed. T o the 
extent that trade union leaders cannot bind their followers to  a program 
o f  mutual restraint, one might expect an increase in the rate o f  inflation, 
as different groups scramble for relative advantage.

I f  there is a causal connection running from sociocultural charge to  
inflation, rather than the other way round, the possibility must be seriously 
entertained that inflation acts as a safety valve, blurring the impact o f  
incompatible demands. Even if  that is going too far, it may be that 
inflation is a by-product o f  other things that are happening and cannot 
be held responsible for them.

288 Brian Barry
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Inflation as a Cause of Regime Collapse

However unreasonable the intense feelings against change may be, they 
can, under certain conditions, give rise to  the overthrow o f a democratic 
system and its replacement by a regime such as that o f Franco, the Greek 
colonels, or the Chilean junta. In this sense, it is true that inflation poses 
risks to  the continuance o f democratic institutions. Those who adhere to 
the idea o f a collapse o f values tend to  conclude that nothing can be 
hoped for from democracy, since democratic institutions result in public 
policies that reflect the majority oudook. Support for some kind o f 
authoritarian regime is a natural (if not often acknowledged) implication 
o f  their views. The tension between economic freedom (as understood 
by the proponents o f the market) and political freedom (the freedom to 
publish, to  organize, and to  vote governments out o f  office) goes back 
over a century. Milton Friedman was not the first enthusiast for the 
market to endorse a collection o f  thugs, with his support for Pinochet. 
(Vilfredo Pareto was a distinguished predecessor.)

Some observers who profess to  favor the continuation o f democratic 
institutions still express fear that inflation will result in the replacement 
o f a democratic regime by one less benign. The lesson to  be drawn, 
however, is not that inflation and other things that arouse the violent 
dislike o f reactionary army officers are political evils; rather, that it is 
important not to  have an officer caste drawn from a narrow sector 
perpetuating an ideology in which the military stand as saviors o f  “the 
nation” from the politicians. Where such a state o f affairs exists it is 
difficult to  change it: for every Cirdenas there are many Allendes. And 
where it cannot be changed, or the risk o f a counterstroke is too great, 
an honorable political leader may judge that it is better to  run a hobbled 
democratic government than to  provoke a coup. I f  so, then the things 
that are liable to  result in a coup—whether they be long hair, rock music, 
strikes, or inflation— become things to be avoided for political reasons.

There is, however, another commonly expressed idea that inflation in 
a democratic system leads to  massive popular discontent and thus to  the 
collapse o f the regime. The distinctive feature o f  the theory is that the 
overthrow apparendy would be met with popular support, or at least 
acquiesence. Supporters o f  this hypothesis tend to  rely heavily on the 
German hyperinflation o f 1922-24 and the success o f the Nazis in 1933 
in securing almost half the popular vote. But the Weimar Republic, 
despite the fact that it was never accepted by the leaders o f most o f  the



powerful institutions and early alienated many o f  its natural supporters 
in the working class, survived the trauma o f the Great Inflation. And the 
Nazis failed miserably in their attempts to  attract support in the early 
1920s. The obvious candidate for an economic explanation for their 
success is surely the very high level o f  unemployment in the early 1930s. 
The lesson to  be drawn would thus seem to  be that massive unemployment 
rather than hyperinflation is the serious threat to  democratic institutions.20

None o f this is to  deny that hyperinflation is normally followed by the 
collapse o f  the regime under which it occurred. In this respect, the Weimar 
case is an exception. But the explanation is that the hyperinflation is one 
o f the most dramatic signs o f  the government’s failure. Hyperinflation 
typically occurs when government, because o f  war, revolution, the 
antagonism o f powerful groups in the society, o r the incapacity o f  its 
own administrative apparatus, is unable to  collect sufficient taxes to finance 
its expenditures and therefore resorts to  the printing press. It thereby 
buys a year or two o f  time, but it would be quite misleading to say that 
the hyperinflation led to its eventual downfall.21

The difficulty is one that bedevils much analysis in social science, 
namely, that o f  impossible counterfactuals. Roughly speaking, to  say that 
A caused B is to  say that, if everything else had been die same except that 
A had not occurred, B would not have happened either.22 In many 
instances it makes perfectly good sense to  pose questions about politics 
in those terms. For example, “Would Nixon have completed his term o f  
office if  the Watergate break-in had not been discovered?” The question 
can properly be posed because the possibility that the “plumbers” might 
have been less sloppy or the guards less vigilant is not inconsistent with 
the way the world works. But questions about the effects o f  large-scale 
social phenomena are liable to  run into trouble.

John Stuart Mill set this point out in the course o f  his argument that 
the methods o f agreement and difference are inapplicable to  social 
phenomena.23 His example—the effect o f  a protective tariff on a country’s
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20. For recognition that the collapse o f Weimar followed on unemployment, but an argument that 
inflation had already eroded its democratic center, sec Brian Griffiths, Inflation: The Price of Prosperity 
(Holmes and Meier, 1976), p. 177.

21. For an analysis on these lines o f the Indonesian hyperinflation of 1965-66 (in which President 
Sukarno lost power), sec Dudley Jackson, H. A. Turner, and Frank Wilkinson, Do Trade Unions Cause 
Inflation? (Cambridge University Press, 1972), pp. 52-54.

22. See J. L. Mackie, The Cement of the Universe: A Study of Causation (Oxford University Press, 
1974), pp. 29-58.

23. A System of Logic: Ratiocmativc and Inductive (University o f Toronto Press, 1974), bk. 6, chap. 
7. Most social scientists whom I have polled informally have the impression that Mill advocated the use

 
 

 
 

 

 



prosperity—is precisely the kind o f association between tw o macro-level 
variables that is involved in the question about the relation between 
inflation and regime collapse. “Tw o nations which agreed in everything 
except their commercial policy would agree also in that. Differences o f 
legislation are . .  . effects o f  pre-existing causes.”24 Similarly, it does not 
in general make sense to  ask what would have happened if everything 
else had been the same in a country except the inflation rate.25

Especially in Latin America, as Albert Hirschman points out in chapter 
3, above, inflation has been widely understood as a way o f  accommodating 
conflict by displacing an explicit zero-sum conflict over the distribution 
o f  the social product into a more loosely structured scramble for com
petitive advantage. O f course, at some point (which has been suggested 
to  lie at an inflation rate o f  about 50 percent per annum) “demands 
develop for drastic government action,”26 and one consequence may well 
be the fall o f  the regime and its replacement by a more repressive one, 
either as a prelude to  stabilization or as a reaction to  the unpopularity o f 
the government’s efforts at stabilization. None o f  this entails the view— 
which members o f  the monetarist school are fond o f  attributing to 
others—that inflation is “caused” by conflict, as if the supply o f  money 
had nothing to  do with it. T o be sure, though, inflation may be a response 
to  conflict —including in this a response by the monetary authorities.

From Interests to Preferences

I t has so far been proposed that there is no objective basis for the 
scarcmongering o f  those who would like to  use inflation as die occasion 
for removing economic policymaking from the province o f  ordinary 
politics. It might be argued, however, that inflation is so unpopular with 
the public that the institutions o f  democracy must therefore have been 
failing in periods o f  high inflation. The notion that democratic institutions
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Of these methods in the social sciences! One eminent political scientist has cited “d u  influence o f  J S 
Milts Lqfic" as one of the main reasons why “the comparative observation o f  unmanipulated cases could 
ever have come to be regarded as any son o f  equivalent o f  experimental method in the physical sciences." 
Harry Eckstein, “Case Study and Theory in Political Science,” in Fred 1. Greenstcin and Nelson W. 
Polsby, eds., Handbook of Political Science, vol. 7: Strategies of Impure (Reading, Mass.: Addison-Weslcy, 
1975), p. 117.

24. Mill, Lt#ic, bk. 6, chap. 7, p. SS2.
25. For a sophisticated contemporary treatment o f counterfactuals, see Ion Elstcr, Lcgtc and Society: 

Caatnuhctmu amt PotaUe Worlds (Wiky, 1978), chap. 6. I have criticized some aspects o f Ebter*s 
treatment in Brian Barry, “Superfoc," Political Stadia, vol. 28 (Match 1980), pp. 136-43.

26. Jackson, Turner, and Wilkinson, Do Trade Umons Conte Irfatwn? p. 35.

 
 
 
 
 

 
 



arc justified because they are the most efficient way o f  ensuring that there 
is some match between the policy preferences o f  the citizens and the 
policy outputs o f  government naturally appeals to  market-oriented econ
omists because it parallels the standard defense o f  a market economy.37 
The concept o f  consumer sovereignty—originally imported from the 
political vocabulary to  suggest that consumers, merely by choosing how 
to spend their money, “control” producers—has been reimported into 
politics, to  suggest that voters “control” elected representatives merely by 
deciding how to dispose their votes. In the process the concept o f  
sovereignty in politics loses its original meaning o f  the power to  give 
authoritative commands.

On the basis o f  the theory that political systems are to  be judged by 
the extent to  which they produce policy outcomes corresponding to  the 
preferences o f  voters (ignoring the question how those preferences are to 
be aggregated), democratic institutions can be condemned if  politicians 
adopt policies that bring about inflation despite its unpopularity. That 
opens the way for proposals to  limit the fiscal and monetary discretion o f 
elected governments so as to  ensure that the citizens get the outcomes 
that they really want. Requirements o f a balanced budget o r o f  a fixed 
(and small) rate o f increase in the money supply can prevent politicians 
from getting between the people and the outcomes they wish to  have 
brought about. “Just as an alcoholic m ight embrace Alcoholics Anony
mous, so might a nation drunk on deficits and gorged with government 
embrace a balanced budget and monetary stability.”3*

But is inflation so unpopular that its existence can be taken as evidence 
for the failure o f  democratic institutions to  work as they should3 Buchanan 
and Wagner wonder how the “ordinary democratic process” can seemingly 
produce “a regime o f  continuous and mounting deficits, with subsequent 
inflation, along with a bloated public sector [that] can scarcely be judged 
beneficial to  anyone.. . .  Where is the institutional breakdown?”39 This 
blithely assumes that the size o f  the deficit, o f  the public sector, and o f  
the rate o f  inflation are too large by “social choice” standards. Is this true? 
It is noteworthy that the bulk o f  the big increase in government 27 28 29

27. Arrow, Seoul Chota amt liuitvtdual Vatua, p. 5, says that ‘Voting and the market mechanism" 
can both be regarded as “special cases o f  the more general category o f collective social choice."

28. Buchanan and Wagner, Dtmxracy m Drfuu, p. 159. This sample o f their rhetoric is by no means 
atypical.

29. Ibid., p. 94. It is a consequence o f  the antique logical positivist faith that Buchanan is committed 
officially to the view that no “value judgment”  can be made about any change unless everyone stands to 
benefit from it, or at any rate some benefit and none lose.

292 Brian Bony

 

 

 
 



expenditures in the 1970s was accounted for by transfer payments rather 
than the government’s spending a larger share o f  the gross national 
product on collective goods like defense, roads, and other public services.30 
Since transfer payments simply place spending money in the hands o f  
different people from those who had it before tax (including social security 
contributions here as a tax), it may be presumed that those who receive 
such payments do not object, nor do those who would otherwise have 
to  care for them or those who regard such transfers as just or as socially 
and politically stabilizing.

Collective expenditures raise more difficult questions. I believe that 
most people would find it very difficult to  estimate the value to  them o f 
collective expenditures, still less o f  alternatives departing widely from the 
status quo.31 It is conceivable (as Buchanan and Wagner apparently 
believe) that, in a fully informed judgment, most people would conclude 
that they are getting more public provision than they would be willing 
to  pay for. But that could hardly be the case for the United States, where 
the lack o f  collective expenditure on the amenities o f  civilized lift is 
painfully apparent. It would certainly be rash to  assert dogmatically that 
the size o f  the U.S. budget constitutes evidence for the failure o f  the 
democratic process to  give people what they want. O f course people 
dislike paying taxes, but they also (as the tax-cutting enthusiasts often 
complain) value the services the government provides.

Some people believe that if  “waste” were eliminated from public 
expenditures, the same services could be provided with less taxation. But 
by the standards according to  which public authorities waste billions, 
private consumers waste hundreds o f  billions. I f  a public authority builds 
a facility costing ten million dollars that turns out to  be unnecessary or 
spends ten million dollars more than the minimum to  do the job, that is 
excoriated as waste; if  a million people spend ten dollars on dud appliances 
or spend ten more dollars than they needed to  spend to  achieve the same
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30- Okt age and other insurance plus public welfare payments in the United States rose from SIS 3 
billion ( ID percent of total governmental expenditures) in 1960 to S70.5 billion (18 percent) in 1973; 
Michd Crozier, Samud P. Huntington, and Joji Watanuki, The Crisà of Democracy (New York University 
Press for the Trilateral Commission, 197S), table 3, p. 69. Huntington, in ibid., pp. 71-73, notes that 
these transfer payments arc popular with the public, which seems to cast direct doubt on the Buchanan 
and Wagner conspiracy theory of public expend:true For the United Kingdom, sec fames Alt and Alec 
Chryital, “Endogenous Government Behaviour; Overture to a Study of Public Expenditure,” Discussion 
Paper 108 (University of Essex, Department of Economics, December 1977).

31. This makes implausible the contention of Albert Breton that political discontent occurs when 
people arc failing to get (in their own estimation) value for money from their taxes; The Economic Theory 
of Rtprescrttatm Government (London: Macmillan, 1974), pp. 71-73.

 
 
 
 
 
 
 

 
 



end equally effectively, that is regarded as a normal incident o f  a market 
society. O f course, it may be possible for cither governments o r individual 
consumers to  do  better, but campaigning against “waste in government” 
should be recognized for what it is—campaigning against government.

The assertion that inflation “can hardly be judged beneficial to  anyone” 
is extraordinarily implausible. T o the extent that inflation is purely 
redistributive, there arc (by definition) net gainers as well as net losers. 
T o the extent that it has effects that do not cancel ou t in this way, the 
news is still not all bad. Against the “welfare loss” arising from people 
keeping smaller cash balances than they would like and the “cost” 
attributable to  uncertainty about the future price level must be set the 
losses o f  real income and employment created by attempts to  reduce 
inflation by the use o f  monetary o r fiscal policy.

It may nevertheless be said that, beneficial o r harmful, inflation is 
provably unpopular and that this is enough to  condemn democratic 
institutions for failing to  deliver the outcomes that are desired by citizens. 
But how exactly are the preferences o f  ordinary citizens for economic 
outcomes established? When answers to  public opinion poll questions arc 
accepted as evidence that inflation is the country’s number one problem, 
what does that actually mean? It ought to  mean that people dislike 
increases in the price level. But do most people have such a dear grasp 
o f  economic concepts as this requires? Such studies o f  popular under
standing o f  economic terms as have been made suggest that it would be 
rash to  assume so. People often have a hazy idea that, in the absence o f  
inflation, they would have been able to  have their latest pay increase and 
keep its purchasing power through the whole o f  the subsequent year. 
Thus, a 10 percent inflation is looked on as equivalent to  a 10 percent 
loss o f  real income. In endorsing the absence (or reduction) o f  inflation, 
they are opting for a state o f  affairs in which nominal incomes would 
have gone up but prices would not have risen at all o r at any rate as fast 
as they actually had done.

The deliberate confusion o f  inflation with a corresponding loss o f  real 
income is pervasive. For instance, Michael Blumenthal, less than a week 
before his dismissal as treasury secretary, was reported to  have said that 
inflation had “cut sharply into workers’ real incomes” and to  have warned 
that “workers should not try to  make up for their loss in income because 
that would only result in higher prices and worse inflation.”32 Obviously,
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if inflation were a gratuitous deduction from an otherwise attainable level 
o f  real income, it would be perfectly reasonable to  respond by restoring 
the level o f  real income. But why should it be assumed that increases in 
nominal incomes would be wiped out in real terms by price increases if 
it makes sense to  imagine that workers could have had their present 
money incomes without inflation?

Blumenthal’s successor, G. William Miller (while he was chairman o f 
the Federal Reserve Board) had similarly beclouded the relation between 
inflation and real income. H ‘W hat is the social benefit for programs that 
are well meaning but wreck the wealth and incomes o f  all Americans,’ 
Miller asked. ‘An 8 percent inflation is a $160 billion tax.’ ”33

Another, more indirect way o f  estimating public opinion about inflation 
is to  correlate changes in voting intentions o r in support for incumbents 
with changes in economic indicators, as Douglas Hibbs does in chapter 
7. The rates o f  inflation, unemployment, and change in real income (the 
usual aggregate indicators used in regression equations) are not, however, 
brute facts o f  experience but are mediated by newspaper and television 
reporting. Even inflation is an abstraction from the movements o f  all 
prices. In the absence o f standard indexes, people might be aware over 
time o f  a trend in prices, but they could no more say whether the inflation 
rate was 5 percent o r 10 percent than most people could say whether the 
outside temperature is 85 o r 90 degrees without looking at a thermometer. 
Until Stanley Jevons constructed the first index,34 nobody had apparently 
noticed that the rises in some prices and falls in others between 1845 and 
1862 in England had not balanced out but amounted to  an inflationary 
trend. Aggregate unemployment rates and changes in real income in a 
society are, obviously, even less plausibly regarded as immediate data o f 
experience.

Scholars who analyze public opinion are well aware that die popularity 
o f  incumbents depends on more than die state o f the economy. They 
attempt to  remove disturbing factors by introducing dummy variables 
such as “Watergate.” But when all the major changes in public opinion 
over a period are “explained” by political events involving the actions o f 
incumbents or their opponents, one may wonder how much faith to  have

33. Patrick R. Ostcr, Chiayo Sun-Tomes, November 21, 1978. The notion of the whole loss of 
purchasing power of a given nominal income as an inflationary "rax” is, of course, to be distinguished 
from the mote sophisticated idea of inflation as a tax on cash balances.

34. W. Stanley Jevons, A Serious Full m the Value of Gold Astertamei, and Its Social Effects Set Forth 
(London: Edward Stanford, 1863), died in The Collected Writttys of fohst Maynard Keynes, vot. 10: 
Essays in Biografby (London: Macmillan, 1972), pp. 119-22.
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in assurances that the residual changes should be laid to  the account o f 
the economy. And precise claims about the way in which, say, 1 percent 
more inflation changes government support, other things being equal, 
should be viewed cautiously. They never are equal, and that is just what 
creates the measurement problem in the first place.

Furthermore, there is no reason for expecting that the state o f the 
aggregate economic variables will have a fixed relation to  the popularity 
o f incumbents. Even if there is no change in the pleasantness or 
unpleasantness o f a particular mix o f those variables in people’s minds, 
there may be a change in the degree to which they hold the government 
responsible for that mix. A government may improve its standing in the 
polls either by improving the'state o f the economy or by convincing 
people that it is doing as well as can be expected. Hence, for example, 
the (not wholly unreasonable) efforts o f  successive administrations to 
attribute much o f the responsibility for the stagflations o f 1973-74 and 
1979-80 to the Organization o f Petroleum Exporting Countries (OPEC). 
People may (as seems to have happened in Britain) continue to give a 
fair degree o f support to governments that have presided over varying 
combinations o f high inflation, high unemployment, and declining real 
income that would earlier have been a guarantee o f political suicide, not 
because they like it but because most o f the time they despair o f  any other 
government doing any better.35

This again, however, raises the question why politicians persist in 
making inflation more o f a bogey than it deserves to be. I f  the alternative 
to  doing better is to  make people feel that what you are doing already 
isn’t so bad, why pile on the agony in this gratuitous way? My answer is, 
admittedly, speculative.

There are three ways in which governments can seek to  control inflation 
in an economy where the key economic decisions remain in private hands. 
The first is to  deflate the economy enough that economic activity will 
decline to a point at which people will be glad to take jobs at any rate o f 
pay, and prices will begin to  fall. A second route, explored by Colin 
Crouch in chapter 5, is through neocorporatism or, more prosaically, 
tripartite agreement between business, labor, and government. In the 
United States particularly there is an obvious problem o f ideological 
incompatibility between this kind o f high-level fix and the ethos o f 
antitrust, business unionism, and limited government. But there is also a 
simple problem o f feasibility. The institutions do not exist; no organization
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35. See Alt and Chrystal, “Endogenous Government Behaviour.”
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can speak for all workers or all employers and deliver on any deal that is 
struck. The roots o f societal collaboration in countries such as Austria 
and the Netherlands go back centuries; such understandings and practices 
cannot be wished into existence. Moreover, it may not be an accident 
that the examples o f successful neocorporatism are all countries with only 
a few million inhabitants. Perhaps the sheer size and diversity o f the 
United States (or even Britain) rule out corporatist solutions.

The only remaining path is exhortation, and it is not therefore surprising 
that this is the chosen instrument o f governments whose concern for 
popularity (or even govemability) leads them to eschew the first course 
and whose ideological commitments or practical necessities rule out the 
second. But exhortation requires that the evils o f inflation be painted so 
dramatically that people will voluntarily take less than the market will 
bear out o f  deference to the anti-inflation guidelines. Since inflation is 
not really evil enough to lead a rational person to  pass up the chance o f 
making a buck, creative confusion steps in to  fill the gap.

To summarize, I do not believe it is realistic to hope for very exact 
guidance about public attitudes to inflation. But even if there were 
agreement that inflation is unpopular, does it really follow that the 
institutions o f democracy have been failing to work as they should? I do 
not believe so. There has, o f  course, been inflation (at widely differing 
rates) in all the economically advanced democracies. And governments 
have taken harsh contractionist measures in the hopes o f reducing the 
rate o f inflation in their societies, measures that inevitably have adverse 
effects on employment and real income. Assuming that people care about 
unemployment and loss o f real income as well as inflation, have govern
ments, in general, been too lax about fighting inflation, taking as a 
criterion the preferences o f the public? I can see no reason for thinking 
that, given the choices, politicians opt for more inflation than their 
constituents, if they understood the choices, would opt for. My own 
suspicion is the reverse. I cannot prove it. But I maintain that the whole 
presumption that underlay the economists’ criticism that democracy 
produces more inflation than the citizens want has rested on extremely 
shaky foundations.

The “New Political Economy55

Economists have attempted to shore up these foundations with models 
o f electoral behavior. But their premises, too, deserve careful scrutiny. In 
fact, there is not just a single theory o f the effects o f  electoral competition
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on the rate o f  inflation, but a family o f  models that share certain basic 
features. At the core o f  their economic component is the idea, whose 
essentials can be traced back to  David Hum e’s essay "O f Money,” that 
an increase in the quantity o f  money has an initial effect o f  raising the 
level o f  economic activity and only later dissipates itself in a general rise 
in prices. At first the extra money will be used to  buy and sell m ote at 
the old prices, and only later will the shortfall o f  supply drive prices up. 
" It is easy to  trace the money in its progress through the whole 
commonwealth; where we shall find, that it must first quicken the diligence 
o f  every individual, before it increases the price o f  labour.”36 In  modem  
terms, people act on expectations about future prices that are doomed to  
be disappointed, and it is the mismatch that makes for the increase in 
activity.37 It follows, then, that the more sluggish die response o f  
inflationary expectations to  the actual experience o f  inflation, the more a 
government can stimulate the economy in a certain period (for example, 
in the run-up to  an election) without the bulk o f  the inflationary effects 
showing until a later period.

The same analysis can be expressed using the device o f  the Phillips 
curve, a curve relating the inflation rate (on the vertical axis) and the level 
o f  unemployment (on the horizontal axis). The original Phillips curve 
was plotted from the observed levels o f  change in money wage rates 
against unemployment in the United Kingdom from 1861 through 1957.“  
Since the points fell on a single curve, the implication was that to  every 
level o f  unemployment corresponded a unique level o f  increase in money 
wage rates, and it was hypothesized that this relationship might be 
accounted for by labor market conditions—the tighter the labor market, 
the more wages go up.39 O n the view underlying die theory o f  the 
politicocconomic cycle, however, this idea o f  a single curve must be 
abandoned for a pair o f short-run and long-run Phillips curves. In the 
short run, a given increase in employment is associated with a smaller 
increase in wages (or prices) than in the long run, so the short-run Phillips 
curve has a flatter slope than the long-term one. Thus, in figure 10-1, if

36. David Hume, Earn: Mont, PtütiaU and Literary (London: Oxford University Pros, 1963), 
p. 29*.

37. Sec the strikingly Humean formulation of the "new macroeconomics" in D. E. W. Laidler, 
Esseyi M l Money and Inflation (University of Chicago Press, 1975), pp. 9-10.

38. A. W. Phillips, T h e  Relation between Unemployment and die Rate of Change o f Money Wage 
Rates in the United Kingom, 1861-1957," Eemonka, vol. 25 (November 1958), pp. 283-99.

39. Richard G. Lipsey, "11» Relation between Unemployment and the Rate of Change of Money 
Wage Rates in the United Kingdom, 1862-1957: A Further Analysis,” Etmemiea, voL 27 (February 
1960), pp 1-31.

 

 

 

 
 



Figure 10-1. Short-run and Long-run Phillips Curves Relating 
Inflation to Unemployment
Rate of inflation
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the economy is at the point where the two curves intersect, the shape o f 
the curves implies that the government could reduce unemployment in 
the short run (by moving the economy leftward along the curve SS) at a 
lower cost in inflation than could be sustained in the long run. Any point 
below and to  the left o f  the long-run curve LL  designates a combination 
o f inflation and unemployment that is better than can be achieved in 
long-run equilibrium, when expectations have had a chance to  adjust fully 
and behavior is in accord with those expectations.

Conversely, o f  course, the shapes o f the curves also imply that a 
government wishing to  reduce inflation must accept a move to  the right 
along the short-run curve SS until expectations have adjusted to  the new 
conditions. Since this means moving to  a point above and to  the right o f  
the long-run curve, the analysis implies that the economy will in the short

 



term have a worse combination o f  inflation and unemployment than 
could be maintained indefinitely once the economy had settled down. 
Short-run behavior, in short, favors reduction o f  unemployment.

Since the long-run curve is a theoretical entity, its shape is subject to  
theoretical arguments. M odem  monetarists suggest that it must be vertical, 
because at any level o f unemployment except one (the “natural rate” for 
that economy) the rate o f inflation will (in the long run) tend to  go up 
or down. Any stable inflation rate is compatible with the same unem
ployment rate. The actual rate o f  inflation itself will be a function o f  the 
rate at which the money supply increases in relation to  the real national 
income. While the deduction is logically impeccable, it says nothing about 
the world. Maybe this “long run” is never reached; that would mean, for 
instance, that it is never true that all contracts could be negotiated in such 
a way as to cancel out the rate o f  inflation. Even if  the long run does 
exist, it may be measured in decades or even centuries. I therefore follow 
the convention o f making the long-run curve steep but not vertical.

Economists who venture into formal analysis o f  the political system 
tend to  assume that politicians are conscienceless seekers o f  power, those 
in office being prepared to  inflict any amount o f  damage on their countries 
in order to  increase, however fractionally, their share o f the vote. At the 
same time, politicians are assumed (for the purpose o f  model-building) 
to be consummately skillful at manipulating the levers o f economic policy 
in pursuit o f  the end o f reelection. Voters, by contrast, are assumed to  
have barely any cognitive or radocinadve capacities. They are hardly able 
to  remember the economic record o f the current government when 
election time comes round and have no ability to  anticipate the future 
(or if they do then somehow this anticipation does not affect their actions). 
These zombies react (within the limits set by their defective memories) 
to  past experience o f  inflation and unemployment rates with approval or 
disapproval, and also perhaps to  the direction in which those rates are 
changing, but they do not attempt to  make any estimates o f their future 
course and respond to  these.

If  these are the premises, it is hardly surprising that the conclusion 
turns out to  be that democracy is a flawed form o f government. W hat 
could anyone hope for from a system characterized by a collection o f 
rogues competing for the favors o f a larger collection o f dupes? Charac
teristically, the premises o f  politicoeconomic models developed by econ
omists are baldly stated, with little discussion o f their plausibility.40 And

40. “Once it is recognized that macroeconomic policy is made by self-interested, not disinterested 
or other-interested politicians, a new perspective on macroeconomic policy appears, particularly if
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only anecdotal evidence at best is normally adduced in support o f  the 
conclusions. Yet for no democratic country do the economists’ assumptions 
appear to  approximate the truth. Studies o f  national-level politicians in 
democratic countries suggest that they are motivated either by policy 
concerns or service o f  a personal kind to  their constituents.* 41 These 
“satisfactions o f  office” are derived from doing something with the office 
that is thought to  be worthwhile. Moreover, political leaders are very 
often highly motivated by the thought o f  their reputations in history and 
may well be unwilling to  pay a price o f  ignominy for doing something 
with predictably bad consequences in order to  secure some short-run 
electoral gain. Even Richard Nixon, by risking further obloquy in his 
subsequent attempts to  justify himself, illustrates the importance o f 
reputation to  politicians.

Voting studies suggest that voters try to  decide which candidates would 
do better on the issues that they care most about and tend to  vote 
according to  the answers they come up with.42 They also try to  form 
estimates o f  the competence o f  alternative candidates, something way 
beyond the picture o f voters merely responding to  the “goodness or 
badness o f  the times” by voting for the ins o r the outs.43 If voters 
sometimes find it hard to  make clear judgments about policy differences 
between candidates, this may reflect the reluctance o f  politicians to  go 
beyond generalities. When politicians differentiate themselves clearly on 
an issue, the evidence suggests that voters are usually aware o f  it.44

There is no lack o f  evidence that voters give more weight to  the more 
recent performance o f  the economy, but if they are trying to  decide 
whether to  entrust the government with another term o f  office, that does 
not seem an unreasonable thing to  do. After all, for a year or even two, 
a government can with some legitimacy blame troubles on its predecessor, 
but the longer it has been in office, the better the case for judging its 
priorities and capabilities on the current state o f  the economy. Pessimistic

Political Ideas of Some Economists

politicians believe that economic conditions can affect theit survival prospects," Wagner, “Economic 
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analyses o f  democratic political economy imply that a government might 
find it advantageous to  stage a massive deflation in its first two years i f  it 
could get the unemployment rate down again and combine it with a 
lower rate o f  inflation by election day. But I think that kind o f  gratuitous 
deflation would be remembered because it would be important information 
about the way the government worked. The Republicans, to  give the 
most obvious example, were distrusted by many people for a whole 
generation because o f  what 1929-32 was taken to  have told about their 
complacency in the face o f  mass unemployment.

The Political Business Cycle

The basic idea o f  the political business cycle can be explained using 
the apparatus o f  short-run and long-run Phillips curves. Figure 10-2 
illustrates the characteristic clockwise loop that the theory seeks to  explain. 
Starting at A , the government brings about a preelection boom, moving 
the economy along the short-run curve SjSi to  B. As expectations adapt, 
this favorable combination o f  unemployment and inflation cannot be 
maintained and both deteriorate (presumably after the election) to  C. But 
suppose that C  is too high in inflation to  be popular clecto rally, The 
government therefore wishes to  bring dow n the rate o f  inflation, which 
it can do only by moving the economy along the short-run curve SjSj  to  
D. This brings the economy back onto  the long-run curve at A , but o f  
course if there is time before the next election to  stage a boom, it will be 
possible to  get to  B for it (assuming the intervening experience has no t 
changed the shape o f  the short-run curve—an important proviso), and so 
the cycle is set off again.45

In principle the political business cycle thus generated could occur even 
if  the voters based their decisions at election time on  the experience o f 
the whole period since the previous election, equally weighted. The driving 
mechanism is the possibility o f  producing an advantageous combination 
o f  inflation and unemployment before the election and the assumption 
that the long-run rate o f  inflation arising after the election is unpopular. 
However, it is dear that the motivation for government to  engage in the 
kind o f behavior depicted is enhanced if the voters discount the early 
years in office when judging die government’s economic performance.
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Figure 10-2. Short-run and Long-run Phillips Curves and the Clockwise 
Loop o f the Political Business Cycle
Rate of inflation
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a. Solid arrows represent moves along die short-run Phillips curve brought about by government policy decisions; 
dashed arrows represent subsequent adjustments in the economy that shift it fiom one shoei-run Phillips curve to another.

For then the high unemployment o f  stage D , an “investment” in getting 
lower on the long-tun curve, carries a reduced electoral penalty.

The simplest test o f the notion that a political business cycle is endemic 
in democracies is to  see whether the rates o f inflation and unemployment 
correspond with the predictions o f  the model. The unemployment rate 
would be expected to  increase as soon after an election as the government 
could get its policy instruments to  work, and then to  decline as the next 
election approached. Inflation is more difficult to  predict; because the 
new government inherits inflationary pressures, the rate o f  inflation would 
increase to  begin with, then decline, tapering o ff o r even reversing itself 
as the election approaches.

 

 



Actual tests are a good deal cruder than this. One method compares a 
period before the election (one m onth, one year, two years, o r half the 
interelection period, for example) with the rest o f  the time since the 
preceding election to  learn whether the trend was rising o r filling. Bruno 
Frey has checked out the hypothesis that unemployment rates are lower 
on the average in the two years preceding general elections in Britain and 
presidential elections in the United States than the rest o f  the dmc. 
Assuming, as Frey and Nordhaus do, that unemployment can be increased 
quickly after an election and will then decline steadily, the path o f  
unemployment should be saw-toothed, and the average level in the first 
half o f  an interelection period higher than in the second.1*6 Frey concludes 
that for Britain the reverse tended to  be true if  anything from the mid- 
1950s to  the mid-1970s, while for the U nited States the evidence points 
in no particular direction. Frey also tested the hypothesis that inflation 
will be higher in the two years preceding an election than in the rest o f  
the interelectoral period and found it disconfumed.46 47 48 However, because 
o f  the lagged relationship between unemployment and inflation that 
underlies the theory (and that Frey posits), it is doubtful that one should 
expect otherwise.

Edward Tufte claims better success with trends rather than averages o f  
U.S. unemployment from 1948 to  1976, except in the period o f  the 
Eisenhower presidency. H e claims that, excluding the 1956 and 1960 
elections, unemployment was lower in November o f  each election year 
than for most o f  the preceding twenty-four months—results he describes 
as “phenomenal.”4* But during the whole o f  the eight years o f  die 
Democratic administrations o f  Kennedy and Johnson, there is no sign o f 
any cycle—unemployment fell almost continuously month by month. The 
Nixon-Ford record Tufte himself describes as “mixed,” which leaves only 
the Truman administration o f  1948-52 and the Nixon “game plan” o f 
1968-72, both o f  which do show the rise and then fall in unemployment. 
Looking at the unemployment chart armed only with the theory o f  the 
political business cycle, it would be very hard to  guess where the elections 
came.

William Nordhaus has tested the proposition that unemployment has 
a rising trend for the first half o f  the interclcction period and a falling 
trend for the second half against postwar data for nine countries in which

46. Sec Frey, Modem Potaiai Economy, p, 131; Nordhaus, “Political Businas Cycle,” p. 185.
47. Frey, Modem Polàùal Economy, pp. 133, 134, 135, 136.
48. Ectwird K. Tufte, Political Control eftbt Economy (Princeton University Pres», 1978), p. 21.
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“a cursory examination o f macro-economic policies pointed to the pos
sibility that the three conditions for the political business cycle would be 
met.” His conditions were “that the government be chosen in periodic 
competitive elections,” that it “have sufficient economic control and 
sophistication to  move the economy in the desired direction,” and that 
voters should evaluate governments purely on the basis o f  the performance 
o f the economy since the previous election. But Nordhaus was able to 
claim only three countries in which “the coincidence o f business and 
political cycles is very marked,” namely, the Federal Republic o f Germany, 
New Zealand, and the United States.49 (The other countries tested were 
Australia, Canada, France, Japan, Sweden, and the United Kingdom.)

Even then, his conclusions have to be treated with caution, for he 
misleadingly excludes results that do not negate his theory even if they 
do not confirm it. Nordhaus gives for each country the numbers o f times 
the trend was downward in the second half o f  the interelection period 
(confirming the theory) and upward (disconfirming the theory) and the 
numbers o f times in the first half the overall trend was upward (confirming 
the theory) and downward (disconfirming the theory). But the numbers 
fall far short o f  the number o f postwar elections for some countries. The 
missing cases are presumably those where the unemployment rate was 
the same throughout or where it went both up and down in the period. 
But if the theory o f the political business cycle predicts a rising unem
ployment rate and the unemployment rate does not rise, that is a negative 
result for the theory.

To see that this makes a difference, take the two countries where 
Nordhaus claims to  have found “some modest indications o f a political 
cycle,” France and Sweden.50 For France, Nordhaus claims six hits and 
three misses. But the nine periods add up at most to  eighteen o f the 
twenty-six years covered by his study. Thus the confirmatory experiences 
total at best only twelve o f the twenty-six years—hardly a robust dem
onstration. In the case o f Sweden, Nordhaus counts seven hits and five 
misses, and even this slender margin o f success would disappear if the 
omitted periods were added and counted as failures for the theory.

A deeper problem is the role o f caprice in deciding whether to  count 
a set o f twenty-four monthly unemployment figures as an upward trend 
or a downward trend or neither. Thus, in the 1946-72 period in the
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United States, Nordhaus counts 1954-56 as a success for the theory 
whereas Tufte does not, while Tufte counts 1960-62 and 1966-68 as 
successes but Nordhaus does not. Both count 1948-52 as a success, but 
the two-year period following the 1948 election shows a fairly symmetrical 
rise and fall back to  the election-day level, so it hardly represents a rising 
trend. At any rate, it does n o t fit Nordhaus’s hypothesis o f  a trend over 
the two years. Tufte gives unemployment as “rising” in the two years 
after the 1960 election, on the basis o f  an infinitesimal increase in the 
few months after the election followed by a substantial drop sustained 
through the whole o f  the second year, whereas in 1972 a fall in 
unemployment extending over almost a year after the election followed 
by a substantial rise is also described as “rising.”

In another study Tufte purports to  show that in twenty-seven democ
racies (some with rather dubious credentials), there were nineteen in 
which “short-run accelerations in real disposable income per capita were 
more likely to  occur in election years than in years without elections”51 
between 1961 and 1972. However, a number o f  the differences appear 
trivial. For example, in Belgium and also in Ireland real disposable income 
is shown as having increased in 67  percent o f  election years and 63 
percent o f  nonelection years—in both countries, two out o f  three election 
years and five out o f  eight nonelection years. Five-eighths represents the 
closest it is possible to  come to  two-thirds.

I t does look as if  there is a political-economic cycle for about half the 
countries. However, this is a cycle in real disposable income and not 
necessarily in the overall level o f  economic activity. I t could be consistent 
with a uniform level o f  unemployment and economic growth if  govern
ments tended to  raise taxes early in their term, start building roads, 
schools, and so forth, in time to  have something to  show by the next 
election, and tried to  reduce taxes o r give out increased cash benefits in 
their final year. The cycle would then be one o f  public as against private 
consumption.

That the two phenomena arc different is suggested by the fact that 
Nordhaus concluded that “for the entire period a political cycle scans to  
be implausible as a description for Australia, Canada, Japan and the U .K .,” 
whereas these four countries are among the most striking examples o f  the 
disposable real income cycle, the ratio o f  percentage increases in election 
years to  those in nonclcction years being, respectively, 75:29, 100:57,
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100:29, and 67:38. Conversely, West Germany, one o f Nordhaus’s three 
cases o f  a “marked” cycle, does not have a disposable real income cycle; 
disposable real income is shown as increasing in a slighdy smaller 
proportion o f election years than o f  nonelection years.52 Similarly, Tufte 
cites a study o f  the Philippines describing the economy as moving in a 
“biennial lurch,” with real income rising and falling within the electoral 
cycle;53 yet the Philippines are shown in his table as not having increases 
o f real disposable income more frequently in election years.

The Tufte data on changes in real disposable income are, therefore, 
suggestive in their own right but do not do anything to  add to  the limited 
support that the Nordhaus evidence provides for the theory o f the political 
business cycle.

Politicoeconomic Models of Inflation

The theory o f the political business cycle leads to  the conclusion that 
inflation and unemployment should both rise immediately after an election, 
to  be followed by a period o f high unemployment accompanied by a 
falling inflation rate, and then a period o f  falling unemployment extending 
to  the next election accompanied by a rate o f inflation that, whether 
continuing to  fall o r starting to  rise again at the end, is lower than could 
be combined with that rate o f unemployment in the long run. No country 
shows this complex sequence more than occasionally, which is hardly 
surprising in view o f  the exogenous shocks to  which an economy is 
subject. Apparently only a few show even disjointed bits o f  it.

Even if the theory were better supported than it is, however, it would 
do nothing to  suggest that democracy has any built-in tendency to  produce 
inflation. The rate o f  inflation, according to  the theory, will fluctuate 
within the electoral cycle, but that is no t to  say either that it will fluctuate 
around a rising trend or, if around some constant level, whether that level 
will be high rather than low. The most natural expectation, assuming that 
vote-maximizing governments manipulate the economy for their own 
purposes, might seem to be that the rate will fluctuate around the level 
corresponding to  the point on the long-run Phillips curve that is most 
popular with the electorate. And the clockwise loop described by the 
economy would cycle around that point.
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Figure 10-3. Vote-Gathering Configurations o f  Inflation 
and Unemployment Rates on the Long-run Phillips Curve 

Ratt of inflation

Brian Barry

The combinations o f  inflation and unemployment that might gain, 
respectively, 50, 51, and 52 percent o f  voces are depicted in figure 10-3. 
On the assumption that inflation and unemployment are both disliked, 
these isopsephtc curves slope down to  the right;54 the further they are 
from the origin, the smaller the share o f  the popular vote the government 
will gam er if it comes up to  an election with the economy in that state. 
The best point on the long-run Phillips curve for the government to  pick 
is that tangent to  the highest attainable isopsephic curve—in figure 10-3 
the point T, which gives the government 51 percent o f  the vote. Thus

54. I call these wpscptnc curves rather than using the customary but bufcarous term, tsmtt curve*.

 



the rate o f inflation will depend on the shapes o f  the Phillips and the 
isopsephic curves. O ther things being equal, the steeper the Phillips curve 
the lower the inflation rate that will be chosen by a vote-maximizing 
government. (If the long-run Phillips curve is vertical, as monetarists 
claim, the most popular position attainable will be one with stable prices, 
assuming that isopsephic curves bend back at zero inflation—that is, if 
voters ask that unemployment falls if prices fall as well as rise). And, other 
things being equal, the steeper the slope o f the isopsephic curves the 
higher the rate o f inflation that will maximize votes. For a steep slope 
would mean that the voters were relatively tolerant o f  inflation as compared 
with unemployment.

The conclusion to be drawn is that voters get the rate o f inflation that 
has the most support and that it is not necessarily high or low. And 
though they might prefer to  do without the occasional clockwise loops 
o f  the electoral cycle, there is no evidence that the welfare losses from the 
part o f  the cycle that lies above and to  the right o f  the long-run Phillips 
curve outweigh the gains from the part that lies below and to  the left o f 
it.55 In any case, adding the political business cycle would not raise the 
average level o f  inflation or cause it to  increase over time without limit. 
Yet economists and journalists and other commentators on current events 
frequently suggest that the level o f inflation produced by electoral 
competition tends to  be higher than most people want or indeed that 
there is some inexorable process tending to make the rate o f inflation go 
up over time.

The Nordhaus Model

Critics, it is apparent, are often expressing disapproval for what voters 
allegedly want (supposedly, higher inflation) rather than solicitude for 
their failing to get what they want. Nonetheless, William Nordhaus has 
sought to make a narrower case—namely, that vote-maximizing among a 
myopic electorate brings about an inflation rate higher than the amount 
that would get the biggest majority out o f  all points on the long-run 
Phillips curve. He has tried, unsuccessfully, I believe, to  formalize the 
idea that vote-maximizing by governments produces a level o f  inflation
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Figure 10*4. Nordbaus Model o f Vote-Maximizing Governments’ Effect 
on Inflation

Rail cf inflation
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Source: William D Nordhaus, ‘The Political Business Cycle," IUvkw tfEonom u Stttdia, vol. 42 (April 1975), fig. 4, 
p 179.

that is higher than the most popular rate.56 His model supposes that, if 
the economy is on the short-run Phillips curve S,S| after an election, the 
government picks the point £ ( on the curve that is at a tangent with the 
53 percent isopsephic curve (figure 10-4). However, it cannot in fact 
keep the economy at any point that lies off the long-run Phillips curve, 
which is by definition the series o f  points at which any particular mix o f

56. “Poljdcil Business Cycle "
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unemployment and inflation can remain constant. By the time o f the next 
election, therefore, the position will have deteriorated so that the short- 
run Phillips curve S2S2 applies. The new government will do the best it 
can electorally, again on the assumption that it cannot shift the short-run 
curve before the next election, so it will pick the point £ 2. Since this too 
is off the long-run Phillips curve, it cannot be maintained for an extended 
period either, so the economy will slip to the short-run Phillips curve 
S3S3 by the next election. The point o f  tangency with the highest attainable 
isopsephic curve, £3, now lies on the long-run Phillips curve. And the 
story stops there, for no government can do better than pick £ 3—provided 
the relations between the macroeconomic variables remain the same. A 
government, however, can be too pessimistic as well as oversanguine. If  
an election is held at a time when the short-run curve S5S5 applies, the 
government will pick £ 5, and be pleasantly surprised by the move to S4 S4  

and move to  £4 and thence to the improved curve S3S3 and point £ 3.
Nordhaus also views the long-run equilibrium point £ 3  as the solution 

to  a problem in collective choice, the purely myopic point UM (figure
10-5). It is the point that would be chosen by the biggest majority if the 
future were wholly discounted. If  the future were not discounted at all, 
the point that would gain the biggest majority on the average over an 
indefinitely long period would be t /G, where the isopsephic curve V2V2 
is at a tangent to  the long-run Phillips curve. For, over a long enough 
period, the cost o f  getting to that point becomes relatively insignificant. 
Somewhere between UM and UG lies Uw, the point that would win by 
the biggest majority, given the “appropriate” rate o f time discount. This 
point is taken by Nordhaus to  be the “general welfare optimum . ” 5 7  Its 
exact location obviously depends on what is taken to be the appropriate 
discount rate, and Nordhaus does not discuss that question. I am doubtful 
o f  the propriety o f discounting future welfare—as Sidgwick said, “the 
time at which a man exists cannot affect the value o f his happiness from 
a universal point o f  view . ” 5 8  Economists often appear to  move without 
adequate justification from the point that $ 1 0 0  now is worth more than 
$ 1 0 0  in ten years’ time (which is true if  only because the $ 1 0 0  could be 
invested now so as to  come to  more in ten years’ time) to the quite 
different notion that the same amount o f welfare has more value now 
than in ten years’ time.

57. Ibid., p. 177.
58. Henry Sidgwick, The Methods of Ethics, 7th ed. (Indianapolis: Hackett, 1981), p. 414.
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Figure 10-5. Nordhaus Model o f the Relation o f an Economy 
in Equilibrium to Various Rate o f Time Discounts '

Rate of inflation

Source: Nordhaus, “Political Businen Cycle,” 6g. S, p. lfM.

O f course, for an individual it makes seme to  discount his own future 
welfare because the further ahead it lies the mote doubtful it must become 
that he will be around to  enjoy it. But in spite o f  the menace o f  nuclear 
holocaust and the possibility that a chance asteroid may destroy the earth, 
it seems to  me that the only morally acceptable course is to  attach equal 
weight to  the interests o f all generations . 5 9

Still, there is a more general difficulty. Nordhaus raises the question, 
“In the absence o f  political constraints what arc the optimal levels o f  
unemployment and inflation?” W hat is the “appropriate criterion, or social 
welfare function” to  use in order to  evaluate the alternative possible states 
o f  the economy that m ight confront “a planning agency constructing a

59. Uncertainty may, however, enter into a soda! welfare calculation in a different and more 
acceptable way, namely, as uncertainty about die future course o f  events. If  a government creates 
unemployment now in the hope o f moderating inflation in the future, the unemployment is certain 
whereas the moderation o f inflation is hypothetical. There is therefore some reason for discounting the 
future benefits, not because they arc future but because they arc uncertain.

 

 
 
 
 



medium-term plan for a mixed economy ? ” 6 0  Nordhaus suggests using the 
aggregate voting function, represented graphically by the system o f 
isopsephic curves. This means in effect that the ideal planner is to  try to 
maximize the votes for economic outcomes expressed by the aggregate 
voting function, discounted over time by whatever is the appropriate 
factor. But in general it is surely clear that vote-maximizing outcomes 
have no necessary connection with welfare, in any sense o f welfare 
satisfying the condition that more o f it is better than less. In a divided 
society, the overall vote-maximizing policy may be one that oppresses the 
minority in the interests o f  the majority, for example.

W hat can, however, be more plausibly claimed is that vote-maximization 
is an appropriate criterion for assessing the operation o f a democratic 
political system. It can, o f course, be questioned whether “giving people 
what they want” is something that should be asked o f political leaders; 
and it may also be questioned whether, when some want one thing and 
others something else, the best form o f aggregating those conflicting 
wants is to see what policy would get the biggest majority. Whatever the 
answers to  these questions, it is important to know whether the forces o f 
electoral competition can be expected to  operate in some systematic way 
to  give people what they do not want, or more specifically to give them 
something that would be defeated by some alternative in a straight vote. 
For this would suggest that there is some kind o f internal flaw in 
democracy, that it turns out not even able to do the one thing that might 
be claimed for it as against other forms o f regime, to give people what 
they want (in the majoritarian sense specified).

I f  a vote-maximizing welfare criterion is used in this way, then it is 
apparent that the future should be discounted at whatever rate the voters 
actually discount it. The policy Uw will thus be the one that would get 
the biggest majority if the voters were (contrary to Nordhaus’s assumption) 
knowledgeable about the macroeconomic structure o f the economy and 
thus able to compare all possible alternative policies over an indefinitely 
long future. Provided the rate o f time discount used by most voters is 
neither zero nor infinity, the result arrived at by Nordhaus can be 
reaffirmed: Uw will lie between UM and UG on the long-run Phillips 
curve.

If  the rest o f  his analysis is correct, then, it will have been proved that
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the tendency o f electoral competition is to produce more inflation and 
less unemployment than the voters want. But is it correct?

The model put forward by Nordhaus to  show the inflationary tendencies 
o f  democracy is independent o f his model o f the political business cycle. 
It is, indeed, incompatible with his or any other model o f  the political 
business cycle. It is also internally inconsistent. The key result reached by 
Nordhaus requires the assumption that, over its term o f office, a govern
ment is restricted to choosing a point on the short-run Phillips curve . 6 1  

Yet the notion o f the political business cycle makes no sense unless a 
government can, within its term o f office, shift the position o f the short- 
run Phillips curve. Moreover, the model purporting to  show the infla
tionary tendency o f democracy incorporates a shift in the short-run Phillips 
curve from one election to  the next, so long as the economy is off the 
long-run Phillips curve. Thus, the model actually requires that the position 
o f  the short-run Phillips curve shift between elections but at the same 
time has the government acting as if it did not.

The conclusion on which Nordhaus sets great store is that in equilibrium 
the “democratic outcome” is a rate o f inflation that is “purely myopic . . .  
where the implicit rate o f time preference is infinite . ” 6 2  This conclusion 
will obviously hold true if a government is seeking to maximize votes at 
the next election and can choose only points on the short-run Phillips 
curve. For the vote-maximizing point (by analogy with the analysis) is 
the point at which the short-run Phillips curve is at a tangent with the 
isopsephic curve. But this conclusion is completely dependent on the 
assumption that the government operates over its whole term o f office as 
if it had a time horizon o f zero. This is obviously not consistent with 
vote-maximizing behavior on the part o f  the government, which requires 
(if it does not look beyond the next election) that its time horizon begin 
with the number o f years to the next election and decline steadily to zero 
on the next election day.

The model o f the political business cycle depends precisely on the idea 
that government has foresight. It “predicts that the government will 
usually cut back aggregate demand after the election in order to  bring 
down the rate o f  inflation, to squeeze out inflationary expectations and 
hence to shift down the short-term Phillips curve, as well as to reduce

314 Brian Barry

61. “In a two-party system the incumbent party chooses economic policies consistent with the 
current short-run trade-off, but it cannot move the short-run trade-off substantially in its incumbency.*1 
Ibid., p. 178.

62. Ibid., p. 179.

 
 



the deficits in the current account, well in time before the next election, 
so that new expansionary actions can be undertaken again before that 
election without immediately running into high inflation and a large 
current account deficit. ” 6 3  Clearly, the government would not take 
unpopular actions after the election unless it was following a strategy for 
the whole interelection period.

Nordhaus has, in effect, produced a theory o f the rate o f inflation 
where a vote-maximizing government always expeas the next election to 
take place tomorrow. That the economic outcome will be “completely 
myopic” in such conditions is a trivial consequence. Perhaps its only 
relevance is to  cast doubt on the wisdom o f Lindbeck’s tentative suggestion 
(“a theoretical possibility”) to “let the exaa time o f elections be determined 
by a random process . ” 6 4  The idea underlying this is obviously that if the 
government does not know when the next election is going to  come, it 
has no incentive to  run a political business cycle, because it cannot plan 
ahead for a noninflationary boom timed for just before the next election. 
But if the government reacts to this inability to plan ahead by acting all 
the time so as to  be in the best possible position to fight an election, the 
result would be like that produced by Nordhaus, at any rate for govern
ments unconstrained by any considerations except vote-maximization. 
More generally, the greater the time between elections the bigger the 
cycles would be (especially if voters discount heavily the path o f the 
economy to its election-day position), but the shorter the period between 
elections the higher the average rate o f inflation. Thus even on its own 
terms, Nordhaus’s model fails because it is incoherent. It presupposes 
both that positions on the short-run Phillips curves (except where they 
intersea the long-run curve) cannot be maintained over an interelection 
period6 5  and that governments nevertheless behave as if they could.
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Infla tion  and  D em ocracy

There is no reason to attribute to inflation o f the kind experienced in 
the advanced industrial societies in recent decades any ill effects over and 
above the patent ones—the inconvenience o f constant price adjustments,

63. Lindbcck, “Stabilization Policy,” p. 13.
64. Ibid., p. 18, n. 8.
65. In feet, the slopes o f the short-run curves in fig. 10-5 are if anything flatter than the slope 
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quarter or impact” short-run Phillips curve. Nordhaus, “Political Business Cycle,” pp. 170, 171.

 
 



the uncertainty about future changes in the price level, and, to the extent 
that the inflation is not anticipated or compensated for by deliberate 
policy, a certain degree o f redistribution along lines that have no particular 
ethical attraction. However, to the extent that the distribution o f wealth 
and income in these societies is ethically unattractive in the absence o f 
inflation anyway, it seems unreasonable to worry very much about a 
crosscutting and relatively minor form o f unjust enrichment.

There is a common argument to the effect that inflation in the United 
States in the 1970s was particularly hard on the poor, because the highest 
price rises were in things whose purchase constituted a large proportion 
o f their expenditure and that could not easily be done without. This rests 
on confusion between inflation and changes in relative prices. I f  the things 
thç poor buy more of, like heating oil, become more expensive in relation 
to  other things, the poor will inevitably become worse off, whatever 
happens to  the general price level. Suppose that the overall price level 
had remained unchanged over a year, with a few prices going up a lot 
and the rest going down a litde to  keep the consumer price index level. 
The poor would be poorer to exacdy the same extent as in an inflationary 
period. The only way o f compensating for changes in relative prices is to 
give the poor more money. Inflation is (as so often) a red herring.

On objective grounds, there is no basis for saying that democratic 
institutions, by permitting inflation, can be shown to have failed and 
should be superseded. As for the argument that democratic institutions 
can be seen to have failed in terms o f their own justification, because they 
produce outcomes that are in conflict with citizens’ preferences, there is 
no factual evidence for the assumption, and the kind o f model from which 
it is to be deduced rests on highly dubious premises and even then does 
not entail any such conclusion. Once again, therefore, the case against 
democracy must be dismissed.

I shall close by suggesting that for most o f the economist constitution- 
mongers discussed in this chapter, inflation was never really the main 
issue anyway. The economists who make proposals to require balanced 
budgets, to fix the money supply automatically according to  some formula, 
to go back to the gold standard, to  make central banks more autonomous, 
and so on, are, for the most part, economic liberals in the nineteenth- 
century sense. That is, they believe that collective action carried out 
through the state should be kept to a minimum and that the market 
should determine what gets produced and who receives what income. 
There is, as both defenders and critics o f  the market have been forced to
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recognize over the last hundred years o r so, a built-in tension between 
liberalism (in the nineteenth-century sense) and democracy . 6 6  Monetarism, 
and, more generally, market liberalism, is, as Ernest Gellner has written, 
inevitably betrayed by democratic governments . 6 7  For the workings o f 
the market are not in fact conducive to  the well-being o f  the majority o f 
the population, and any government concerned with réélection finds itself 
intervening, whatever its official doctrine, to  cushion people from the 
effects o f  unconstrained market forces. The demand management, guide
lines, statutory controls over wages and prices, and other devices that 
governments use in order to  try to  moderate inflation are simply an aspect 
o f  this general phenomenon.

Anyone whose primary commitment is to  the market must, therefore, 
look on the democratic state, with its inevitable tendency to  regulate, 
make collective provision, and redistribute, with antipathy. The political 
problem facing that person is how to  get democratic approval for tying 
the hands o f  elected governments in perpetuity. Such problems do  not 
o f  course arise in nondemocratic regimes, and it is not therefore surprising 
that it is territories with authoritarian regimes such as H ong Kong, 
Taiwan, and South Korea that are often the apple o f  the market economist’s 
eye.

The beauty o f  inflation is that it can be used as a rallying cry to  sweep 
up people who might otherwise be chary o f  plans to cripple the ability 
o f  governments to  make economic policy. A perfect example is James 
Buchanan’s decade-long call for a “constitutional counterrevolution” to 
undo the work o f  the New Deal and the Warren Court . 6 8  Anti-inflationary 
hysteria is an opportunity to mobilize behind proposals that would, in 
calmer times, be widely recognized as reactionary twaddle. That is in the 
end the only reason why inflation is important.

Political Ideas of Some Economists

66. Sir Henry Sumner Maine, Papular Government (London: John Murray, 1SS5; Liberty Classics, 
1976) made die point a century ago. The quotation from Lord Acton at the opening of this chapter is 
from his letter o f  November 11, 1885, to Mary Gladstone commenting on Popular Government. He 
continued: -Maine tells me that his book, A Manual o f  Unacknowledged Conservatism, is selling well. 
It is no doubt meant to help the enemy’s cause, and more hostile to us [liberals] than the author cares 
to appear. For he requested me not to review it.” Quoted in George Feaver, From Statut te Centrait: A  
Biography of Sir Henry Monte, 1822-1888 (London: Longmans, Green, 1969), p 237. William Edward 
Hartpolc Lecfcy, Democracy and Liberty (London: Longmans, Green, 1396; Liberty Classics, 1981), 
carried the argument further and injected a greater note of stridency. The same ideas inform the views 
o f  their descendants, the socalkd Mont Pckrin group including von Mises, Hayek, and de Jouvenel.

67. “ A Social Contract in Search o f  an Idiom: The Demise o f die Danegeld Sate?" Political Quarterly, 
vol. 46 (April-func 1975), pp. 127—52.

68. Buchanan, Limits of Liberty; James M. Buchanan, Freedom in Constitutional Contract: Perspectives 
of a Political Economist (Texas A & M University Press, 1977); Barry, “Review."

 
 
 
 
 
 
 
 
 

 

 



11
Central Banks and Inflation

John T, Woolky

One need not read far in the economic literature on inflation to  learn 
that inflation is ultimately a monetary phenomenon. That is, it is no t easy 
to  conceive o f  the conditions under which inflation could continue at a 
high level o r could accelerate for sustained periods unless the money 
supply also grew o r accelerated. The m ost vigorous statement o f  this 
position has come from monetarist economists. Some have seemed to  
believe that the solution to the problem o f inflation is rather simple— 
instruct the monetary authority to  control the money supply. From that 
point o f  view, monetary authorities appear to  be perverse o r ignorant— 
else why haven’t  they done the right thing already? A more sophisticated 
approach recognizes that the reasons for the behavior o f  the monetary 
authority are not obvious. Thus, for example, Karl Brunner has suggested 
that “one chapter on the political economy o f  inflation” should deal with 
central banks—with how they conceive o f  their task, and how their 
behavior relates to  the government budget . 1

Rather than castigating central banks for permitting inflation, students 
o f  inflation need to  understand why it is that central banks do  what they 
do. W hat is the role o f  the central bank in economic policymaking? W hat 
kinds o f  political constraints are there on the choices o f  central banks? 
H ow  plausible is the widely held notion that central hanks have some 
meaningful form o f  independence from politics—and, thus, behave in 
ways not fundamentally shaped by politics?

This chapter argues that there is a small but meaningful degree o f  
independence that can be attained by central banks under certain condi
tions. However, the dominant political and economic coalition that rules

1. “Comment,” Jnumsl of Lmw and Eanumia, vol. 18 (December 197S), p. 851.

3 1 8



Central Banks and Inflation 319

fiscal policy also rules in the realm o f monetary policy. But inflationary 
monetary policy is not simply the result o f monetizing budget deficits. 
The notion that lack o f political independence o f central banks leads to 
inflation because budget deficits are accommodated is not sufficient to 
account for the observed inflation o f the 1970s. Accommodation o f 
pressures for inflation need not be so narrowly conceived. Officials have 
many incentives to  provide broad access to  bank credit and to monetize 
wage demands, and these incentives combine in complex ways in different 
settings.

It is not dear that monetary policy in the United States in the 1970s 
was too accommodative. Though its inflation rates were lower than those 
o f  many other industrialized countries, the United States also had slower 
real growth. It is not at all obvious that the choices made in the United 
States were preferable to  those made in other countries.

Monetary policy is typically executed by a central bank. Central banks 
were not created for the purpose o f macroeconomic stabilization. On the 
contrary, in every Western setting central banks emerged as a response to 
needs for a central institution to serve other banks. Central banks have a 
long and conservative heritage. Commonly, they have been closely linked 
to  the major financial institutions o f the day, and their organizational 
ethos has been one stressing stability. In the context o f  understanding the 
inflation o f the 1970s it is o f pressing interest to know more about why 
monetary policy was conducted as it was.

D o  C entral Banks Possess A ny Independence?

If  central banks are fundamentally free from political constraints, then 
it is clear that their behavior must be considered separately from that o f  
other political actors. However, if the policy choices o f central banks are 
substantially constrained by other political actors, then monetary policy 
must be treated as a product o f  larger political and economic coalitions. 
Thus, studying monetary policy and central banks in isolation can lead to 
a vast overestimation o f the degree to  which monetary policy reflects the 
separate, independent preferences o f a set o f  autonomous actors.

Many writers who are concerned about the independence o f central 
banks would prefer that no monetary policy choices be made because o f 
political pressure. They hope that the monetary authority will have 
sufficient political power to resist pressure. Commonly, this view is held 
by those who fear inflation and who see the central bank as being disposed



to  fight inflation. They welcome central bank independence—“dépoliti- 
cization” o f  monetary policy—because they hope it will lead to  realization 
o f  their preferred macroeconomic outcomes. Under such conditions, 
presumably, there would be no effective way o f  pressuring a central bank 
to  accommodate government deficits, for example. O n the other side are 
those who regard central bank independence as undesirable if  it thwarts 
democratic control o f  policy even if that entails a policy considered to  be 
suboptimal by standards o f  economic efficiency. Still others argue that 
the functional interdependence o f  monetary and fiscal policy requires that 
there be full coordination o f  macroeconomic policy instruments and, thus, 
no independence for monetary policy. This position could be consistent 
with the view that all economic policy choices should be relatively 
dépoli ticizcd.

Since the effects o f  monetary and fiscal policy cannot be known 
separately from each other , 1  one may reasonably expect monetary and 
fiscal authorities to  be in close contact in order to  learn what their 
counterparts are doing. One may further anticipate that they will at least 
occasionally be in conflict. They may disagree about how to carry ou t 
policy o r about what objectives should be sought. Moreover, since both 
authorities control political resources, each may attempt to  force the other 
to  behave in the way he prefers. The problem confronting any outsider 
who attempts to  understand this relationship is the limited opportunity 
to  observe the actual bargaining relationship that exists o r to  know with 
great confidence what resources each participant uses to  attempt to 
influence the other’s behavior. Behavior that is very interesting and very 
important is also very inaccessible to  observers.

As an initial response to  this problem one can distinguish between 
centra] banks that demonstrate some minimal level o f  “behavioral inde
pendence” and those that do  not. At a minimal level, a central bank can 
be considered to  be independent if it can set policy instruments without 
approval from outside authorities, and if, for some minimal period o f 
time, the instrument settings clearly differ from those preferred by the 
fiscal authority . 2 3  This is an explicitly political definition o f  independence

2. See Alan S. BUnder and Robert M. Solcnv, “Analytical Foundation» o f  Fiscal FoBcy," in The 
Economics i f  Puhtic pounce (Brookings Institution, 1974); lames Tobin and Willem Buiier, “Long-Run 
Effects o f  Fiscal and Monetary Policy on Aggregate Demand,” in Jerome L. Stein, ed., M enttmvm, 
Studies in Monetary Economics (North-Holland, 1976).

3. See John T. Woolley, “Monetary Policy Instrumentation and the Relationship o f Central Banks 
and Governments,” Amtuls of the Amm a n Academy ef Patinent and Soaal Science, vol. 434 (November 
1977), pp, 170-72 ( Brookings Reprint 337); Ralph C. Bryant, Monty and Monetary Petit? m Imterdefendat 
Nations (Brookings Institution, 1980), chap. 18.
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o f  the monetary authority from the fiscal. It does not rule out the 
possibility that in periods o f  nonconflict one actor forces the other to 
comply. This definition means simply that for some short but meaningful 
period o f time the resources o f  the fiscal authority do not guarantee that 
its preferences dominate in monetary policy. From such observed conflict, 
one infers that the monetary authority has determined its own preferred 
policy. O ther aspects o f  independence can be examined as pan o f such 
an analysis, too—for example, evidence o f  public disagreement about 
fiscal policy.

Institutional Structure and Central Bank Depoliticization

Both Lindbcck and Nordhaus have suggested that depoliticizing 
monetary policy may be a solution to  the problems o f  economic instability 
they see resulting from democratic control o f economic policy . 4  While it 
is possible that organizational devices hold the key to  depoliticizing such 
agencies, the evidence indicates overwhelmingly that they are only “nec
essary” features for central bank independence. Independence in a formal, 
legal sense may be better conceived o f  as revealing the existence o f  strong 
political support by actors other than the central bank for fighting inflation. 
Behavioral independence reflects the fact that the central bank controls 
important political resources—such as the support o f  a sympathetic 
constituency.

It is common to suppose that the degree o f  control o f  one agency or 
office over another depends on specific organizational form—some mech
anisms increase accountability, some increase discretion. One control 
device commonly considered to  be o f  crucial importance is budget approval 
and audit. Budget review, power o f  appointment and removal, definition 
o f  hierarchical responsibility, review o f  decisions by outside authority, 
limits on the scope for secrecy, and other organizational options have 
been widely used to  try to  increase efficiency, responsiveness, and coor
dination in government organizations . 5  Such mechanisms are important

4. Assar Lindbcck, “Stabilization Policy in Open Economies with Endogenous Potiticans," Amrriam 
Economic RfPteiv, vol. 66 {May 1976* Papers and Proceedings, 197$) y p. 18; William D. Nordhaus, “The 
Political Business Cycled Review o f Economic Studies, vol. 42 (April 1975), p. 188

5- Michael Parkin and Robin Bade, “Central Bank Laws and Monetary Policies: A Preliminary 
Investigation," Research Report 7804 (Department o f  Economics, University of Western Ontario, March 
1978), propose that such formal criteria as control o f  appointments and formal independence of 
governments produce lower average inflation rates. By their criterion o f  “diffusion o f  power concerning 
appointment o f  Bank directors’* the Federal Reserve should be expected to be in the “most independent’* 
category o f central banks because the Federal Open Market Committee, the most important Federal 
Reserve decisionmaking body, includes both district bank presidents and members of the Board o f

 
 

 
 
 
 
 
 



because they can be manipulated easily by policymakers. If changing such 
relationships predictably changes behavior, then desired central bank 
behavior might be reinforced or decreased through these kinds o f  devices.

Arthur Bums, chairman o f  the Federal Reserve Board, attributed 
Federal Reserve independence to  two such factors in particular:
First, the seven members of the Federal Reserve Board serve long and staggered 
terms and can only be removed for “cause.” This arrangement severely limits 
possibilities for any “packing” of the Board and enables members of the Board 
to act without special concern about falling out of grace politically. Second, the 
Federal Reserve System finances its activities with internally generated funds and 
therefore is not subject to the customary appropriations process. This arrangement 
is intended to assure that the Congressional “power of the purse” will not be 
used in an effort to induce System officials to pursue policies that they otherwise 
might consider poorly suited to the nation’s needs. * 6

Bums, o f  course, referred to  two areas long popular with reformers 
seeking to  reduce Federal Reserve autonomy.

But comparison o f  the Federal Reserve with other central banks on 
the organizational features Bums mentioned does not reveal striking 
differences (see table 11-1). For example, the official length o f  term in 
office o f  members o f  central bank governing bodies varies from a high o f 
fourteen years in the United States to  a low o f  three years in Sweden. 
Two o f  the three central banks widely regarded as having some significant 
degree o f  independence—those in the United States, West Germany, and 
Switzerland7—are at the upper end o f  the range. However, while the 
governor o f  the nonindependent Bank o f  France has an indefinite term, 
the chairman o f  the independent Federal Reserve Board serves only a 
four-year term as chairman. All the members o f  the Swiss National B an ts  
directorate (the Bank Committee) serve for only four years, and district 
bank presidents in the Federal Reserve System, who constitute five- 
twelfths o f  the voting membership o f  the Federal Open Market Committee, 
are appointed only for five-year terms. I t  is not dear that the length o f
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Governors If that were acknowledged, their already weak results would be weakened even further. For 
political scientists' views on the importance of organizational forms, see Harold Sekknan, Felicia, Petition, 
and Power: Tht Dynamics of testerai OrgsmoMum, 3d cd. (Oxford University Press, 1980); Herbert 
Kaufman, “ Reflections on Administrative Reorganization," in Joseph A. Perhntan, ed., Settisy National 
Priorities: Tht 1978 Budget (Brookings Institution, 1977).

6. Arthur F. Bums, RefUcOems o f an Economic Polity Maker: Sfctcbos and Congressional Statements, 
1969-1978 (Washington: American Enterprise Institute for Public Policy Research, 1978), pp. 419-20, 
Subsequently, Bums advanced a mote modest view o f the independent role o f  central banks, in T h e  
Anguish o f  Central Banking” (Washington.: Per Jacobsson Foundation, 1979).

7. Bums, Rtfltctiow, p. 420; Woolley, “Monetary Policy.*
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Tabic 11-1. Organisational Characteristics of Six Central Banks

Centrât boni Term of office
Conditions of 

removed
External budget 

controls
External audit 

controls

Bank o f  England 5 years, governor, 
deputy governor;
4 years, executive 
directors

For cause None None

Bank o f  France 
(Banque de
France)

Indefinite, governor, 
deputy governors;
4 years, Central 
Bank Council

Not specified None Banking Control 
Commission

Federal Reserve 
(United States)

14 years, Board; 4 
years, chairman; 5 
years, presidents

For cause None Limited audit. 
General 
Accounting
Office

German Federal
Bank (Deutsche

2 -8  years, Central 
Bank Council

For cause None None

Bundesbank)
Swedish National 3 yean. Board of Parliamentary Parliament Parliamentary

Bank {Svcriges Directors discretion Audit Committee
Riksbank)

Swiss National Bank 
(Schwcizensche 
National Bank)

4 years, Bank 
Committee

For cause None Audit Committee, 
Shareholder 
General Meeting

Sources: Bank (or Imcnubonal Settlement*, E&bt European Central Buttât {Praeger, 1963); Hans Aufridw, Central 
Bem kny L ^ à ù tn m :  A  Çottetiifw i f  Centrai Bani, Monetary and Lam, vol. 2: Europe (ImcvTufkxuî Monetary
Fund, 1967); Co^grtaiouat Quarterly Ahuamac, 1978* vûl. $4 (Washington: CQ, 1979), p. 300.

term o f  service can be expected to be o f  much significance in behavioral 
independence.

Only at the Swedish National Bank is it explicitly understood that the 
top officials may be removed at the discretion o f the appointing authority. 
However, there has apparently been great reluctance to  use this power 
even following apparently serious policy errors . 8  It appears to  be the case 
that governors o f  the Bank o f  France cannot expect to  retain their office 
if  they publicly disagree with the policy o f  the government . 9  By one 
account, Leslie O ’Brien was fired from the governorship o f  the Bank o f 
England in 1973 after only two years o f  a five-year term . 1 0  As for the 
Federal Reserve System, there was speculation that Chairman Thomas B. 
McCabe resigned in 1951 because o f outside pressure . 1 1  Again, it is not

8. Personal communication from Gtista Rehn.
9. The case o f CHivicr Wormier is a case in point.
10. Cecil Harmswottfi King, The Cedi K ttg  Diary, 1970-1974 {London: Jonathan Cape, 1975), p, 

279. Elsewhere (p, 101) King suggests that O ’Brien’s reappointment had been understood to be for 
only part o f  a five-year term.

11. A. Jerome Clifford, The Independence of the Federal Reserve System (University o f  Pennsylvania 
Press, 1965), pp. 266-72.

 

   

 

 

  

 

 

  
 

 
 

 

 
 

  
 

 
 

 
 

 



clear exactly how important these formal components might be in 
behavioral independence.

As for outside budgetary control, in a 1952 study—a time that few 
would regard as a golden age o f independent central banking—it was 
observed that the fifty-two central banks examined had a free hand in 
budgetary matters . 1 2  N ot until parliamentary hearings in 1969 were the 
annual salaries paid the governor, deputy governor, and executive directors 
o f  the Bank o f England publicly known. The same hearings made it clear 
that the bank was not subject to  budgetary control by other government 
agencies, nor to  control audits . 1 3  Four central banks are now subject to 
audit by official groups. The Swedish National Bank and the Federal 
Reserve are audited by legislative offices. Audits o f  the Bank o f France 
and the Swiss National Bank are performed by bodies that are formally 
superior to the central bank but are still part o f  the general central bank 
organization. In short, the Federal Reserve does not appear to  be 
particularly sheltered institutionally among central banks.

In recent history, major changes in the working relationships between 
central banks and fiscal authorities have followed not from changes in 
formal institutional relationships but from periods o f national crisis or 
from a reconceptualization o f  the role o f monetary policy. In the United 
States, the banking acts o f  1933 and 1935 consolidated power in the 
Federal Reserve Board and defined a relationship for the Federal Reserve 
to  the rest o f  the national government that was both more “governmental” 
and more removed from short-term influence by other national-level 
actors than had formerly been the case. An annual report to Congress 
was required; the secretary o f the treasury and the comptroller o f  the 
currency were removed as members o f the Board o f Governors; funds 
assessed member banks were defined not to  be government funds and 
were therefore no longer subject to  Treasury audit; the Board was given 
new policy instruments (for example, variable reserve requirements); 
members’ terms o f office were lengthened. All o f  these should have 
increased the independence o f the Federal Reserve System. Such was not 
the result. System policy was very passive during the period. The Federal

12. David L. Grove, “Central Bank Independence and the Government-Central Bank Relationship” 
(International Monetary Fund, Joint Bank-Fund Library, April 2, 1952), p. 40.

13. First Report, Parliamentary Papers, Select Committee on Nationalised Industries, House of 
Commons, Session o f October 28, 1969-May 29, 1970, vol. 6 (London: Her Majesty’s Stationery 
Office, 1970), pp. 14-15, 24-28, 30-31, 54-55.

324 John T. Woolley

 

 
 



Centrai Banks and Inflation 325

Reserve helped maintain an “orderly market” for government securities— 
as the Treasury desired. This continued through W orld War II and was 
not a source o f  controversy.M

After the war, according to  the conventional account, the Federal 
Reserve did not establish any scope for reasonably independent action 
until the early 1950s. Then, independence resulted from a negotiated 
agreement—the famous accord between the Treasury and the Federal 
Reserve—not from organizational changes. The process o f  achieving 
flexibility in monetary policy followed a long period o f  discussion and 
dispute, facilitated by congressional hearings. The clear exercise o f  Federal 
Reserve independence in 1953 was actually marked by cautious probings 
within a region o f  discretion acceptable to  the Treasury . 1 5  Only subse- 
quendy did independence as defined here become evident.

It is the consensus o f various observers o f  the Bank o f England, 
including former Governor O ’Brien, that the nadonalizadon o f  the bank 
was not, in fact, the decisive change that it might have appeared to  be. 
Rather, the Bank o f  England Act “in no way legislated for a revolution 
in relations between the Bank and the Treasury . ” 1 6  The most important 
change was perhaps the symbolic one o f  removing the Bank from “banker 
control” by making members o f  the Court o f  Directors crown appoint
ments. Possibly with this in mind, one chancellor o f  the exchequer 
concluded that the act “contributed” to  the evolution o f  the Treasury- 
Bank relationship . 1 7  More characteristic is the opinion o f  a permanent 
secretary o f  the treasury that “the relationships between the Bank and the 
official Treasury and the Bank and Ministers do not depend on anything 
in the Act . ” 1 8

The case o f  the Bank o f  France is apparently similar. One observer 
concluded that “the changes [following nationalization] have tended to 
be de jure  rather than i t  facto.”19 Another states that “nationalization did

14. Milton Friedman and Anna Jacobson Schwara, A  Monetary History c f the United Stotts, 1967- 
i960  (Princeton University Press, 1963), p. S20, chap. 10; Clifford, Independence, pp. 152-59, 167, 
chap. 6.

15. Friedman and Schwartz, Monetary Hatley, p. 613. See also James Tobin, “Discussion 3,” Federal 
Reserve Bank o f  Boston, Proceedings of a 50th Anmverstoy Symposium, Annual Report 1964, pp. 30-33.

16. First Report, Parliamentary Papers, pp. 18, 20; Michael J. Artis, Foundations o f British Monetary 
Polity (Oxford: Basil Blackwell, 1965), p. 31. Also see Richard A. Chapman, Decision Making: A Case 
Stndy o f the Decision to Raise the Bank Raie in September 1957 (London: Routledge and Regan Paul, 
1968), p. 85; R. S. Sayers, Centrai Banking After Bagthot (Oxford University Press, 1957), p. 35.

17. The chancellor was Roy Jenkins. First Report, Parliamentary Papers, p. 314.
18. (bid, p. 1.
19. J. S. G. Wilson, French Banking Structure and Credit Polity (London: G. Bell, 1957), p. 286.

 
 

 

 
 
 



not bring about fundamental changes as far as the relations o f  the Bank 
and the state are concerned . * 3 0

The German central bank, the Bundesbank, may be suggested as an 
exception since it was in fact created as an independent agency after World 
War II. O n the other hand, following W orld War I, the Reichsbank itself 
had been reorganized as an “independent* bank. In the event, that 
independence was no greater than that o f  the Federal Reserve during a 
period o f  war and crisis. Thus, twice repeating the gesture in formally 
establishing independence, first for the Bank deutscher Lander and then 
for the Deutsche Bundesbank, would hardly seem to have been decisive. 3 1

Compared to  the demands for cooperation during periods o f  crisis, 
the cooperation entailed by policy interdependencies, and the political 
resources that government controls, specific organizational features can 
make only a marginal contribution to  central bank independence. Nec
essary, perhaps; certainly not sufficient.

Earlier Studies o f Independence

Many economists who study macroeconomic policy have commented 
on the degree o f  coordination or independence they have perceived 
between monetary and fiscal policy. Several analyses using the observed 
movements o f  monetary and fiscal policy instruments to  measure the 
degree o f  monetary and fiscal coordination assume that both policy 
instruments should move in the same direction . 3 3  Thus, an casing o f 
monetary policy while fiscal policy tightens implies lack o f  coordination 
and central bank independence. O ther tim e scries analyses o f  monetary 
and fiscal policy have concluded that the overwhelming characteristic o f  
policy in tire 1960s and 1970s was the parallel movement o f  monetary 
and fiscal policy. Such evidence has been taken to  support the conclusion 20 21 22
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20. Patrice Brunet, L'eiyaxôattm i t  I» Bantptt i t  F nm a  {Paris: Presses Universitaires de Franoe, 
1973), p. 98.

21. M. H. de Kock, Central Banking, 4th ed  (London: Crosby, Lockwood, Staples, 1974), pp. 
48-51.

22. George L. Perry, ‘ Stabilization Policy and Inflation,” in Henry Owen and Charles L. Schultze, 
cds., Sitting National Priorities: Tht N a t  Ten Tears (Brookings Institution, 1976), pp. 294-95; Alan S. 
Blinder and Stephen M. Goktfckl, “New Measures o f  Fiscal and Monetary Policy, 1958-73,” Amtriean 
Eamamk Review, voi. 66 (December 1976), p 792. Perry is careful to note that hn measure docs not 
demonstrate coordination, but that there was a history o f  informal working relations between Federal 
Reserve and president. Blinder and Goldfcld study impacts, not instruments, but the logic o f  their 
interpretation is analogous Few o f the studies referred to here focus extensively on questions o f 
independence; typically they ate treated in relatively brief passages.

 

 

 
 
 
 
 
 
 



that central bank independence is relatively small—or not exercised. 2 3  Still 
other analyses have proposed testing for independence by examining the 
shift points in policy. I f  those points coincide with presidential transitions, 
then it is inferred that policy is not independent . 2 4  25 Finally, it has been 
argued that independence can be judged from results—from different 
economic outcomes.

These studies are inadequate because, quite simply, they rely on 
assumptions about what monetary policy should have been doing without 
examining the actual preferences o f other policymakers. In retrospect, 
policy may indeed have been incorrect in terms o f  normative economic 
theory. However, this does not reveal anything about the political 
relationships between monetary and fiscal authorities. The degree o f 
central hank independence cannot be ascertained by examining policy 
instruments alone—even if both monetary and fiscal policy instruments 
arc included. While it may be awkward for rigorous research, analysts 
cannot avoid the task o f  contrasting the preferences o f  one actor and the 
actions o f  the other. ■

T o understand behavioral independence requires an understanding o f  
the process producing movements in instruments. Policy instruments 
could move often in opposite directions bu t still be produced by a highly 
coordinated process. Even if policy were made by the same person it 
might not be possible to  observe a high correlation o f  monetary and fiscal 
policy instruments. For example, W alter Heller has suggested using a 
tight fiscal policy with easier monetary policy as a means o f  tilting 
expansion in the direction o f  greater capital investment. 2 3  One cannot 
read Arthur Okun’s account o f  economic policymaking in the period 
1966-68, when monetary and fiscal policy instruments diverged some
what, and conclude that this was a period especially marked by lack o f
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23. Testimony o f  James L. Pierce in The Impact of the Federal R om e's Monty PoEdes on the Economy, 
Hearings before die Subcommittee on Domestic Monetary Policy o f  the House Committee on Banking. 
Currency, and Housing. 94 Cong. 2 seu. (U S Government Printing Office, 1976), p. 154; James M. 
Buchanan and Richard E. Wagner, Democracy m  Deficit: The Political Legacy o f Lord Keynes (Academic 
Press, 1977), pp. 115, 116. These scholars’ arguments are unconvincing even if  their definitions o f 
independence are adopted. That is, there is no strong statistical evidence for the dose relationship they 
posit.

24. Robert E. Wcintraub, “Congressional Supervision o f  Monetary Policy." Journal of Monetary 
Economics, vol. 4 (April 1978), pp. 341-62. Weintraub uses supplementary information about goals o f 
fiscal policymakers to support his argument, making his analysis closer to the kind I advocate than any 
o f the others. He relics considerably on the observed changes in monetary policy “thrust” over time in 
reaching his conclusion that the Federal Reserve is not independent.

25. Walter W. Heller, The Economy: Old M yth  and Mev Realities (Norton, 1976), p. 163.
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cooperation . 2 6  Indeed, in the eyes o f  some observers, policy during that 
period should have been headed in opposite directions . 2 7  28

Conversely, one should not infer that a central bank had no indepen
dence just because fiscal and monetary policy instruments “tended” to  
move together. At the least, one would want to  be assured that any o f 
the divergences were not regarded by the participants as being very 
important. An observed high correlation between instruments is consistent 
with a monetary policy that was never quite satisfactory to  fiscal authorities 
despite the fact that monetary and fiscal policy tended to  move in parallel.

The search for shift points in the movement o f  an indicator o f  policy 
impact o r o f  some intermediate policy target is much more defensible, 
but still it is a hazardous undertaking. The examination o f  shifts in policy 
impacts involves making the unwarranted assumption that impacts arc 
intended and fully determined by one particular actor. Such an approach 
tends to  ignore policy interdependencies at the very outset, which, o f  
course, seems to  be inconsistent with trying to  test for the existence o f  
independence. Searching for shift points in the movement o f  a possible 
intermediate policy target (for example some kind o f  monetary aggregates) 
also is a defective process. This approach assumes that policymakers are 
in fact trying to  hit the chosen intermediate target—and this should be 
carefully justified. M ote damaging, this approach assumes that some sort 
o f  simple, constant decision rule is being followed by policymakers. Failure 
to  follow that rule, as measured by deviations o f  die hypothesized 
intermediate target from the postulated ideal level, are interpreted as 
evidence that some other actor has exerted pressure on die central bank. 
This inference depends on the assumption that central bank decision 
making procedures are stable and rigid. This assumption is probably 
unwarranted. Many problems with this general approach are remediable, 
and the approach can provide useful information about monetary policy . 2 6  

Still, it fails to  show what is required—whether or not monetary policy 
is consistent with the preferences o f  fiscal authorities.

Finally, some observers have proposed that differences in central bank 
independence can be revealed by differences in the economic performance 
o f  different countries. They usually argue that the higher the degree o f

26. Arthur M. Okun, The Political Economy efProtferity (Brookings Institution, 1970), p. 85.
27. G. L. Bids, Making Monetary and Focal Polity (Brooking; Institution, 1971), pp. 1+4, 

1+5, 161
28. James E Ak and John T. Woolley, “Reaction Functions, Optimization, and Politics: Modelling 

the Political Economy o f Macroeconomic Policy,” Ammzwo Journal o f Political Science, vol. 26 (November 
1982), pp. 709-40,
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Table 11-2. Average Rates o f Change in Inflation, Output, and Money 
Supply in Eight Countries, 1958-80
Percent

Country

Rate of change, 1958-67*

Real
CPI GNP* M l

Rate of change, 1968-77*

Real
CPI GNP* M l

Rate c f change, 1978-80*

Real
CPI GNP* M l

Canada 2.0 5.0 5.2 6.7 4.5 10.0 9.9 2.2 8.2
France 3.7 5.8 11.5 8.4 4.5 9.5 11.9 2.4 10.2
Italy 3.6 5.7 13.7 10.8 3.4 18.1 17.6 3.7 19.7
Japan 4.9 10.5 18.5 9.7 6.7 17.1 5.6 4.6 4.9
Switzerland 2.8 4.7 7.9 5.2 2.1 6.8 3.6 n.a. 3.6
United Kingdom 2.9 3.3 3.7 12.1 2.1 10.8 14.2 0.0 8.6
United States 1.6 4.5 3.1 6.4 2.7 5.9 11.8 2.1 7.6
West Germany 2.4 4.7 8.3 4.9 3.5 9.3 4.5 2.7 6.2

Sources: Federal Reserve Bank of St. Louis, Rates o f Change in Economic D ata for Ten Industrial Countries, October 
1977, June 1978, July 1980; Federal Reserve Bank of St. Louis, International Economic Conditions, October 21, 1981. 

n.a. Not available.
a. Annual compound growth rate.
b. For France, Italy, and United Kingdom, gross domestic product.

formal central bank independence, the better able and more likely the 
central bank is to  resist inflation. As a consequence, inflation rates should 
be lower in countries with independent central banks than elsewhere. 
Arthur Bums, in defending the independence o f the Federal Reserve, 
judged it “no accident that West Germany and Switzerland, which in 
recent years also have managed their economy better than most others, 
happen to  have strong and independent monetary authorities like ours . ” 2 9  

Bums’s criterion, “economic management,” is sufficiendy vague that his 
claim is virtually impossible to  evaluate. Statistics averaged over various 
time periods do tend to confirm that until recently the countries identified 
as having independent central banks have experienced somewhat lower 
inflation rates than have others (see table 11-2). However, statistics also 
show lower rates o f growth in real gross national product in those 
countries. It is not clear if Arthur Bums meant that lower rates o f growth 
in real GNP characterize better economic management.

This approach tells more about how observers evaluate aggregate 
economic performance than about central banks and their role in monetary 
policy. It does not tell whether or not the central bank ever acted 
independently. It does not reveal whether the contribution o f monetary 
policy to “good performance” was different than it would have been were 
the bank not independent.

29. Bums, Reflections, p. 420.

 
 



Taken as a whole, these studies are contradictory and confusing. At 
best they provide some useful description o f  policy behavior, but they are 
inconclusive about the relationships o f  interest. They do not remove the 
need to  examine the actual agreements or disagreements between fiscal 
and monetary authorities. Such an analysis is, unfortunately, very difficult 
to  reduce to  a summary quantitative form.
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Evidence of Central Bank Independence

There appear to  be relatively unambiguous instances o f  independent 
action by central banks in only two countries in recent years, the United 
States and the Federal Republic o f  Germany. Given the secrecy that 
surrounds central bank activities, it is possible that in other countries 
there have been examples o f  independent action. In other countries there 
have been instances in which central bankers have been publicly critical 
o f  fiscal policy. But whatever independence exists does not translate into 
policies the fiscal authorities clearly find objectionable.

By adopting widely held views about the policy preferences o f  monetary 
and fiscal authorities, one can with acceptable accuracy identify periods 
in which independent action by monetary policymakers is likely. In  
contrast to  fiscal authorities, central bankers are widely assumed to  be 
somewhat more concerned about the risk o f  inflation than the risks o f  
having underemployed economic resources. However, both authorities’ 
conceptions o f  acceptable performance should overlap substantially. Thus, 
at moderate levels o f  unemployment and inflation, preferences may diverge 
slighdy, but both actors would find current economic performance to  be 
acceptable. Under more extreme conditions, conceptions o f  acceptable 
performance would be expected not to  overlap, and overt conflict should 
be more likely. As a result, one would expect that conflicts would be 
evident around the peaks and troughs in business cycles. As a period o f 
expansion lengthens and evidence accumulates that full employment is 
being reached o r that inflation is accelerating, central bankers, who place 
greater stress on  evidence o f  growing inflationary pressure, would be 
ready to  tighten more quickly and more firmly than would fiscal authorities. 
Similarly, after a downturn o r in a recession, fiscal policymakers would 
be ready to  reverse course and to  begin stimulating the economy sooner 
than the central bankers who would prefer to  continue to  wring the 
inflationary pressures out.
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Table 11-3. Businas Cycle Turning Points and Periods o f Conflict
between Monetary and Fiscal Authorities in the United States, 
Calendar Quarters, 1953-80

Peak

Business cycle

Quarters of 
conflict Trottfh

1953:1 1953:4
1955:3 1 9 53 :2 -4 ; 1957:4 1957:4
1959:2 1960:4
1966:1 1965:4 1966:4
1969:1 1970:4 1970:3
1973:2 1975:1
1979:2 1980:4 1980:2

Sources: G- L. Bach, M aking M vnetmy and Fatal PoEty (Brookings Instimbon, 1971); Arthur M, Okun, T b t Poimeal 
Eetnamy o f Prosperity (Brooking* JiwtiWtK», 1970); Walter W, Heller, New Dimensions o f Polttunl Economy (Harvard 
University Press, 1966); Sherman J. MaiscL, M antgity} tê t  DoOor (Norton, 1973); documentary evidence in the Lyndon 
B Johnson Library, Austin, Texas; interviews with participants in policy making during the years 1966- ?&, Cyclical peaks 
and troughs based on index o f  leading indicators (see text).

The U.S. Cose

For the United States, the Commerce Department’s composite index 
o f  leading indicators provides a sensitive—if somewhat unreliable— 
measure o f upward and downward movements in the economy (see table
11-3).30 Turning points in this measure should provide an accurate 
indication o f  the timing o f  potential conflicts. The peaks and troughs in 
this series are more frequent than the recession periods defined by the 
standards o f  the National Bureau o f  Economic Research. These “inaccu
racies” more accurately identify periods o f  ambiguity confronting poli
cymakers. Periods o f  conflict between the Federal Reserve and the 
administration in the United States are also noted in table 11-3. Instances 
are counted as conflicts only when it is dear that both fiscal and monetary 
policymakers were aware that the policy instrument setting was not as 
the fiscal authority desired and when the instrument setting was not 
reversed within a very short period. Periods o f high tension or public 
debate in anticipation o f  a possible policy shift are excluded if there were 
no clear signals o f  presidential displeasure, or if  apparent disputes lasted 
only a few days and were later discounted by both sides (for example, 
October-Novem ber 1977). It is quite possible that when multiple

30. For data on the composite index o f  twelve leading indicators, sec Business Conditions Digest, vol, 
21 (January 1981), p. 10.

 

 

 
 
 
 

 



instruments were used, policymakers were undoing with one hand what 
they did with the other. This might be true for the dispute over the 
discount rate change in December 1965.

As table 11-3 indicates, there have been very few occasions o f marked 
disagreement even given an expectation that disagreement would be 
infrequent. In interviews, members o f the Council o f  Economic Advisers 
under Presidents Nixon, Ford, and Carter were unable or unwilling to 
cite specific instances o f any significant disagreements with the Federal 
Reserve during their tenure.31 Periods o f conflict generally occurred very 
close to observed turning points. In the 1955 case, Federal Reserve policy 
was easier, not tighter, than the administration desired.32 The apparent 
parallel between that case and reports that the Carter administration was, 
in m id-1979, urging the Federal Reserve to tighten further is quite 
interesting. One might suspect that when a turning point appears to  be 
likely near a presidential election year, top elected officials “reverse roles” 
because o f their desire to avoid a downturn close to the date o f an election. 
Thus the dispute reflects a desire for recession now rather than later.

West Germany

Identifying cyclical reference points precisely is difficult in the case o f 
West Germany, and the measures used refer to actual, rather than leading, 
cyclical movements in output and GNP. The pattern described in table 
11-4 is only approximate. As expected, business cycle turning points 
generally coincided with times o f reported disagreements between the 
bank and government. Conflict tended to occur during the downswing 
o f the cycle. The freedom o f action perceived by the monetary authorities 
may have been conditioned by international factors as well. Thus, the 
1966 conflict occurred when the current account payments balance was 
in or close to deficit. According to  Emminger, this permitted a restrictive 
monetary policy for domestic (inflation) reasons without risking offsetting 
flows o f international capital.33 Another account explains that a restrictive

31. Arthur Okun, in an interview, February 7, 1978, indicated his awareness o f White House- 
Federal Reserve friction in late 1974 and early 1975, but Ford CEA member William Fcllncr, in an 
interview July 12, 1978, insisted that he was not aware o f any such friction. The analysis presented here 
would have predicted conflict at exactly that time. Carter CEA member Lyle Gramley indicated in an 
interview June 16,1978, that there was some disagreement on targets at the outset of 1978 and attributed 
that to the “cyclical phase.”

32. Bach, Making Monetary and Fiscal Policy, p. 94.
33. Otmar Emminger, The D-Mark in the Conflict Between Internal and External Equilibrium 1948

75, Essays in International Finance, 122 (Princeton University, 1977), p. 20.
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Table 11-4. Balance o f Payments Fluctuations and Periods o f Conflict
over Monetary Policy in West Germany, Calendar Quarters, 1958-78

Balaou e f payments

Peak
Quarters t f  

conflict Trough

1961:1 1961:1 1963:1
1965:2 1966:2-3 1967:2
1970:1 1971:1 1971:4
1974:1 1975:2
1977:2 1978:1

Sources; O o n r Emmingei, T ie  D-MaHt m  the Conflux Between Internal and External E fttdik n ttm  1948-75, Essays in 
International Finance, 122 {Princeton University, 1977), p. 35 ; Organization for Economic Cooperation and Development, 
Monetary Pehey m  Germany (Paris; OECD, 1973), p. 12; comments of Norbert Klotcn, Kart-Heinz Klcttcrur, and Rainer 
Votbner in chap, 12, below; Herbert Giersch, Growth, Cyda, and Exchange Rates— The Experience of' West Germany, 
WicbcU Lectures 1970 (Stockholm; Abnqvist and WikselL 1970}; William poOard Wadbrook, West German Balance o f  
Payments Pdteyi The Prelude to  European Monetary Intqfratitm  (Praeger, 1972}; Hugo M. Kaufman, ‘The European 
Monetary System and National Policy Control" (Department of Economics, Queens CoDcge, City University of New 
York, 1981). Some observers say that conflict between the Bundesbank and the government occurred between the third 
quarter of 1968 and the fourth quarter of 1969.

policy was used to  offset preelection stimulus favored by the government.34 
In 1974 the Bundesbank was subject to  considerable criticism for its strict 
policy, but as chapter 12 argues, this policy was strongly supported by 
the government. More reccndy, there have been further reports o f  criticism 
o f  Bundesbank policy, but there seem to have been no actions taken that 
were opposed by the government.

In both the United States and West Germany, open disagreement 
about policy instrument settings has been quite rare. There are few 
independent central banks; even independent central banks rarely use their 
independence to  follow dramatically different policy from what the fiscal 
policymakers want. Observable behavior supports these conclusions and 
the notion that disagreements reflea relatively narrow differences in the 
ddinidon o f  preferred economic performance. When policymakers disagree 
marginally over objectives, their differences should be expeaed to  result 
in divergent courses o f  aaions as the economy approaches full employment 
o r is in recession—and not at other rimes. Central banks are least likely 
to  demonstrate independence in periods o f  national crisis. Independent 
actions by central banks with respea to  central governments are relatively 
infrequent—albeit often very salient to  close observers. One important 
implication o f this is that sustained periods o f  tight—or easy—money

34. Herbert Giersch, Growth, Cycles, and Exchange Rates—The Experience o f West Germany, WicfcseU 
Lectures 1970 (Stockholm: Àlmqvùt and Wikscll, 1970), p. 25-

 

 

 
 
 
 
 

 
 
 

 



should be understood as government policy rather than central bank 
policy.

Central Bank Independence: Tw o Interpretations

Can these findings be reconciled with reports and documents revealing 
relationships that are often tense, marked by mistrust and by attempts by 
one actor to  pressure the other? Although clear-cut conflict observable 
from the outside is rare, it is not necessarily the case that policymaking 
is primarily harmonious. I f  there really is no disagreement between fiscal 
and monetary policy authorities, why is central bank independence so 
carefully preserved? I f  there is disagreement, why, again, is central bank 
independence so carefully preserved? Two partially competing interpre
tations can be given for the findings presented above.

Underlying Consensus

One interpretation emphasizes the existence o f a consensus among 
major policy participants that monetary policy must be protected from 
the pressures o f  “pluralistic” political processes—especially the demands 
o f  interest groups for pork-barrel benefits and protection from the costs 
o f  stabilization policy. The relationship between central bank and gov- 
emment is characterized as largely one o f agreement—that is, it is a tacit 
conspiracy to  keep other political actors, especially legislators, out o f  the 
monetary policy game. Formal independence—and occasional independent 
action—are welcomed by governments because all major actors recognize 
the desirability o f  having one macroeconomic policy instrument that can, 
more or less, respond solely to the technical requirements o f the economy; 
the political costs o f  unpopular policy choices can to  some degree be 
deflected onto an independent central bank and away from elected officials; 
and the government and the central bank agree on the undesirability o f 
much legislative influence on monetary policy. The last factor flows 
naturally from the first due to  the shared perception that the legislature 
is most likely to reflect narrow, particularistic pressures. The relationship 
this interpretation posits is actually a rather fragile one and contains 
pressures that can simultaneously undermine both the political and 
economic rationales that support it. However, considerable evidence can 
be marshalled to  support this interpretation, at least for the U.S. case.35

35. For a particularly dear statement o f this position, see Edward J. Kane, “External Pressure and 
the Operations o f the Fed,” in Raymond E. Lombra and Willard E. Witte, Political Economy of International 
and Domestic Monetary Relations (Iowa State University Press, 1982), pp. 211-36.
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Historically, government in the United States has intervened in the 
economy to a significandy lesser degree than has been true in most 
Western nations.36 In monetary policy, this is evidenced by a preference 
for global policy rather than selective controls. This preference was clear 
in the direction taken by monetary policy in the United States after World 
War II, and therein lie the roots o f  contemporary Federal Reserve 
independence. In sharp contrast to  France and Italy and, to  a lesser degree, 
W est Germany and the United Kingdom, there was an unambiguous 
preference in the United States for no direct control over credit. This 
enhanced central bank independence because policy did not deliberately 
create new short-run distributive impacts. Legislative interest and involve
ment in policy have typically been high when distributive impacts are 
involved. Further, successfully pursuing a free market policy required 
sufficient autonomy from Congress to  insulate against intermittent pres
sures for “easy money” that could be expected from the unavoidable 
differential burdens o f  interest rate variation.

Although the Federal Reserve is, technically speaking, a “creature o f 
Congress,” Congress unlike the president and the Treasury has never 
devised an effective means o f  closely influencing monetary policy. In part, 
to  be sure, this has been due to  a lack o f  interest and self-confidence on 
the part o f  key members o f  Congress. Nonetheless, by tolerating occasional 
public disagreements with the Federal Reserve, the president and the 
Treasury have been able to  keep monetary policy relatively flexible, and 
not subject to  congressional delay in changing policy direction.37

The specific facts o f  the reestablishment o f  the Federal Reserve’s 
independence in the early 1950s may seem not to  fit with this interpre
tation. The standard version is o f  a bitter struggle between Treasury and 
Federal Reserve which was settled by treaty in the accord o f  1951. The 
settlement was encouraged by Congress, particularly by Senator Paul 
Douglas, rather than being resisted by Congress as this interpretation

36. DavidVogd, “Why Businessmen Distrust Their State: The Political Consciousness of American 
Corporate Executives,” British Journal o f Pohtual Saetue. vot. 8 {J-muiry 1978). pp. 4S-78.

37. Evidence o f  this is available in commentaries on economic policymaking processes in general 
and the Federal Reserve in particular. Economists o f  various stripes mistrust and are impatient with 
congressional politics in economic policymaking. Okun, Political Eamrmr, pp. 71, 79, SI, wrote, for 
example, o f  die case in 1966 when the Federal Reserve was there to shoulder “the thankless burden" 
when fiscal policy adjustment was not possible. Congressional refusal to provide flexible tax instruments 
for the president is another source o f  criticism. The problem is outlined in Joseph A. Pechman, Federal 
Tax Polity, 3d ed. (Brookings Institution, 1977), pp, 49-50. Criticism o f Congress along these Unes is 
not the special preserve o f economists; various indictments are outlined in James L. Sundquist, “Congress 
and the J’rcsidcnt: Enemies or Partners,” in Owen and Schultze, S ttttty  National Priorities, pp. 
583-618
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might suggest. An alternative view holds that the drama o f  intcrorgani- 
zadonal battle has blinded observers to  more fundamental factors—that 
the actual increase in the flexibility o f  monetary policy coincided with the 
change from Truman to  Eisenhower administrations. W ith a new Re
publican majority in Congress, Eisenhower moved to  adopt a scries o f 
strong anti-inflationary policies.38 A more active monetary policy fitted 
comfortably with this general policy direction.

Congressional support for Federal Reserve independence has for the 
most part been a symbolic exercise, defending the congressional prerog
ative. Members o f  Congress have seemed to  believe that Federal Reserve 
independence from the Treasury enhances its responsiveness to  Congress; 
the converse may well be true. Federal Reserve independence from the 
Treasury may remove a potentially effective way o f  defining policy 
responsibility more clearly.

In any case, there is much to  indicate that there is more meaning to 
the notion o f  Federal Reserve independence from Congress than from 
the Treasury and the president. A  high level o f  agreement between the 
Federal Reserve and executive branch economic policy officials has been 
enhanced by exchanges o f  personnel and by similarities in outlook which 
arc supported by a careful process o f  recruitment to  top positions.*9 Top 
policy officials in most administrations have included at least some 
prominent figures who have been close to  the Federal Reserve.40 Support 
o f  the Treasury for Federal Reserve independence from congressional 
domination has been expressed repeatedly.41

S3. The most political account U in Clifford, Independence, pp. 300-03, although he accepta m o t  
o f  the standard account at other points. Also see Weintraub, “Congressional Supervision,” p. 354; 
Friedman and Schwartz, Monetary H om y, pp. 613-27.

39. O f many examples, three stand out. The first post-accord chairman o f the Federal Reserve, 
William McChcsncy Martin, had negotiated the agreement fat the Treasury. Truman’s last appointee id 
the Federal Reserve, fames Lou» Robertson, was previously a high career official with the Office o f  the 
Comptroller of the Currency, a division o f  the Treasury. The second post-accord Federal Reserve 
chairman, Arthur Bums, had served as chairman o f the Council o f Economic Advisers to E iscn h o m  
and as an adviser to Nixon.

40. This has been Due in both Democratic and Republican administrations. For example, under 
Kennedy, Dillon and Roosa (formerly vice president o f the New Y ak  Federal Reserve Bank) at the 
Treasury were quite close in outlook to Martin at the Federal Reserve. This closeness continued under 
Johnson with Fowler and Dcming (formerly president o f  the Minneapolis Federal Reserve Bank). Carter’s 
administration included two former top Federal Reserve staffers; Lyle C ranky  at die Council o f 
Economic Advisers, Daniel Brill at the Treasury. Others who have served in both the Federal Reserve 
and the Treasury are Dewey Daane, Henry Wallkh, Bruce MacLaury, Stephen Gardner, Frank Morris, 
Robert Mayo, Paul Voldter, Emmett Rice, Sidney Jones, Samuel Chase, and Peter SttmUght.

41. Sec statement by Treasury Secretary Douglas Dillon, in 72» Federal Reserve System After F fty  
Tsars, Hearings before the Subcommittee on Domestic Finance o f  the House Committee on Ranking 
and Currency, 88 Cong. 2 sess. (U.S. GPO, 1964), pp. 1231-32; statement o f  Deputy Treasury Secretary
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I t is dear that if  this “facade o f  independence” interpretation is accurate, 
then the relationship it describes is a delicate one. In order to  perform 
the political function o f  diverting criticism for unpopular policy, the 
central bank must be perceived to  have some genuine degree o f  inde
pendence. I t can, however, never be seen to  be so independent and its 
policies so harsh that it provokes an attack that would destroy the illusion 
by formally subordinating the central bank to  the executive branch. On 
the other hand, the more the central bank cooperates openly with the 
government, the less plausible it is for others to  point the finger when 
policy tightens. Thus, the ideal relationship would be one o f  studied 
distance and intermittent squabbling. Such a process would be expected 
to  produce policy in the long run very similar to  the policy that would 
result from a fully subordinate central bank, subject, like the fiscal authority 
itself, to  political pressures from various groups in society. The primary 
difference would be that considerable energy and inventiveness would be 
invested in protecting a facade o f  independence that primarily serves a 
political function.

Persistent Tension

Rather than assuming an underlying consensus between central bank 
and government, the second interpretation o f  the finding assumes a 
persistent tension and disagreement. One might not expect to  perceive 
overt conflict between the two actors most o f  the time because differences 
would be negotiated quietly o r a solution would be imposed by one o f 
the actors. I f  relevant political resources were overwhelmingly controlled 
by government, no observed conflict then might be interpreted as 
indicating compromise on the governments terms. I f  this were true, of 
course, one would be surprised by the instances o f  genuinely independent 
action found in the United States and West Germany. Neither would one 
expect to  sec central bankers unleashing vigorous, and apparendy suc
cessful, public attacks on fiscal policy proposals. N or to  find attentive 
elites attributing high levels o f  influence to  central bankers.*2 These * * * * 42

Stephen Gardner, in Fhumani Iiutitunam and the Nanon'i Economy (FINE): "Diiaanon Prinapltt,"
Hearings before the Subcommittee on Financial Institutions Supervision, Regulation and Insurance o f
the House Committee on Banking, Currency, and Housing, 94 Cong. 1 and 2 sess. (U.S. GPO, 1975),
pt. I, p. 604.

42. Federal Reserve Chairman Burns’s criticism o f President Carter’s proposed fifty dollar tat rebate 
early in 1977 is an «ample o f  apparently successful criticism o f fiscal policy. The chairman o f  die Federal 
Reserve is regularly included in the U.S. Nem  and World Ripert annual survey identifying “the most 
influential individuals’* in the United States generally and in particular fields.
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observations, which seem to be anomalies in terms o f the first interpre
tation, can be explained by noting that the central bank has its own 
political resources which may be used to  support its preferred policy. 
W hat are those resources? Are those resources sufficient to account for 
some meaningful independence?

Central bankers possess two very valuable political resources. The first 
resource is expertise and a reputation for expertise. Central banks that 
have the capability to analyze complex economic events quickly and 
accurately and to  maneuver adroitly in executing their policies have 
formidable resources. These resources are not alone sufficient to insulate 
a central bank from political pressure, but they may give the bank a degree 
o f flexibility that can substantially affect policy in the short term.

The second resource is the relationship o f central bankers with their 
natural constituency, the financial community. This relationship is one o f 
long standing, and the resources the financial community possesses have 
often been effective in ordinary political commerce. There is fairly 
convincing evidence that central bankers work in a milieu that is signifi
cantly shaped by the interests and concerns o f  commercial bankers. And 
there is evidence that in some settings the links are strong enough that 
bankers can be mobilized to  support central banks actively when that 
might be appropriate. However, it is not clear that the bankers are the 
first line o f political support for central banks in specific controversies. 
Indeed, the political resources the central bank draws from this relationship 
exist because o f the importance o f the financial community in economic 
affairs—that is, this is an example o f structural power. A central bank’s 
capacity to  push or pull macroeconomic policy in a conservative direction 
stems from the economic influence, not the political influence, o f  the 
interests the central bank represents. The interests o f  this constituency— 
representing a “sound finance” position43—comprise several, possibly 
contradictory, concerns: protecting “the value o f the dollar” both from 
inflation and from international decline; sustaining moderate, stable 
economic growth; damping sharp market fluctuations that might arbitrarily 
inflict losses or gains on asset holders or, more importantly, undercut 
investor confidence; promoting the development o f financial institutions 
that are both profitable and capable o f  withstanding short-term stresses
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43. A provocative analysis o f structural power in which business confidence figures prominently is 
Fred Block, “The Ruling Class Does Not Rule: Notes on the Marxist Theory o f the State,” Socialist 
Revolution, no. 33 (May-June 1977), pp. 6-28 ; this is also central to the analysis of Charles E. Lindblom, 
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and strains; protecting the financial system from rippling panic in the 
event a major institution does fail; and doing all these with minimal state 
interference in financial markets. These concerns typically ate institution
alized in central banks. The perception among the major participants in 
the economic system that stability is currently threatened varies from time 
to  time, and so should support for the central bank. But there is always 
some sound finance sentiment that the central bank can rely on.

This support is not randomly distributed in the population o f  the 
United States. Wall Street, the financial establishment writ large, strongly 
supports Federal Reserve right money as a means o f  combating inflation 
even though tight money may be against the immediate interests o f  parts 
o f  the financial community.44 45 46 Positive evaluations o f  the Federal Reserve 
Board chairman among the general public increase sharply with income 
level, are three rimes as likely among Republicans as Democrats, and are 
twice as likely among people living in households owning stock as in 
nonstockholding households.4* At various critical points, particularly 
involving appointments to  die Federal Reserve, the question o f  confidence 
has repeatedly surfaced in the writing o f  financial journalists.4* Presidents 
and their economic advisers are continually sensitive to  the need to 
maintain that confidence and to  avoid appearing to  challenge the “principles 
o f  sound finance.”47 The Federal Reserve stands for something desirable 
to  the groups with the greatest stake in this country’s financial stability. 
These groups are as well identified by the label sound finance as any other. 
It is die representation o f  the values and preferences supported by this 
very important constituency that constitutes the central bank’s greatest 
resource in negotiation with the fiscal authority.

I f  the central bank can claim sound finance as its constituency, and if 
the fiscal authority recognizes that in part it too is dependent on that 
constituency, then the fiscal authority has a strong incentive to  be attentive

44. Sidney Weimraub, “Will Street’s Mindless Affair with Tight Money,” Chatterie, vol. 20 
(January-February 1978), pp. 34-39.

45. Opinion data repotted in ‘T h e  Statistical Romance C o m in g  F in t 14 Weeks o f  Fod Chairman 
Millet’s Honeym oon”  (Media, Pa.: Sindlingcr and Co., 1978).

46. Concerning the appointment o f  Dewey Daane, see New Ter# Tima, October 30 and 31, and 
November 9,1963; o f  William Sherrill, New Tori Tima  Apnl 23, 1967; o f  Wilbam McChcsncy Martin, 
New Turk Tima, March 26 and 30,1967, The appointment ofWilbam Miller was preceded by considerable 
Sap in the financial press about Arthur Bums’s value as a generator o f  confidence; Charles Walker, 
Washington Pat, November 10,1977; Ira R. Allen, Washington Pest, November 5,1977; William Safirc, 
New Tork Tima, December I, 1977; “Alter Bums the Fed Will Lean to the Left,” Batmen Week 
(November 21,1977), pp. 108-16.

47. John T. Woolley, Monetary Potato: T ie Ferlerai R e a n t and the Polities o f Monetary Polity 
(Cambridge University Press, 1984), chaps 4, 6.
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to  the policies recommended by the central bank. Disputes may be resolved 
on terms favoring the position o f the central bank because the fiscal 
authority recognizes the need to  adopt policies that engender confidence, 
and one expects the central bank to  be strongly supportive o f such policies. 
Periodic public disputes with the fiscal authority may reassure the sound 
finance constituency that the central bank retains the freedom to represent 
its desires and may reinforce the identity o f the central bank with the 
sound finance constituency. Additionally, central bank independence may 
reinforce a credibility with sound finance that permits the bank to explain 
and defend all economic policies to  this critical constituency more 
effectively than could the fiscal authority alone.

From this perspective too, the relationship o f  the government and 
central bank is fragile. Almost by definition, the sound finance community 
cannot mobilize swiftly and cohesively for competition in pluralist political 
arenas—although specific parts may well be potentially so situated— 
despite its continuing potential for damage in financial matters. Thus, too 
much obvious central bank independence again threatens to provoke a 
potentially damaging attack in pluralist arenas, while too litde evidence 
o f  independence threatens a loss o f  support that would, in turn, make 
independent action even more hazardous. Loss o f support would be 
particularly likely if substantial sections o f the sound finance community 
came to  share a definition o f appropriate policy that the central bank 
believed to be in conflict with its broader “stability” mandate.
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M onetary Problems as Political Problems

The most accurate view o f the government-central bank relationship 
is a synthesis o f  these interpretations. If  nothing else, central banks can 
achieve some autonomy based on expertise, and this can be exercised in 
negotiations over policy. However, the central bank is sufficiendy vul
nerable to  threats from other political actors that its actions are only 
somewhat different from those preferred by the fiscal authority. Thus, in 
the short run it is possible to observe disagreements, but in the long run, 
policies move in the same direction—if, perhaps, on separate and parallel 
tracks. Monetary policy, just as much as fiscal policy, reflects the judgment 
o f dominant political coalition members about their preferred political 
outcomes. I f  the inflation o f the 1970s is “the problem,” then the answer 
is not to be found by examining the central bank in isolation. Rather, the 
central bank must be viewed in its larger political and economic context.



W hat this means, o f  course, is that monetary policy choices have to  be 
explicitly conceptualized as political choices. There are several kinds o f 
political choices faced in monetary policy, and each kind o f  choice includes 
options tending toward more inflation. First, monetary policy plays an 
important role in achieving the aggregate economic performance desired 
by elected officials and their core constituencies. These officials and their 
constituencies may prefer some combination o f outcomes that involve 
more rather than less inflation. Second, the use o f monetary policy to 
achieve macroeconomic objectives as conventionally conceived may be 
constrained by a desire to avoid harming politically important but 
economically vulnerable groups. Protecting those groups may require 
tolerating inflation. These problems may be exacerbated in more open 
economies. Finally, policy choices in related but apparendy separate arenas 
can constrain monetary policy or make monetary control more difficult. 
Thus, innovations in the financial sector that have been tolerated or 
promoted by policymakers for reasons apparently unrelated to economic 
management may have made precise economic management more difficult. 
To advance a social and political explanation o f inflation, it is necessary 
to  understand how policymakers might see inflation as a solution to  their 
monetary problems o r how inflation might be an undesired consequence 
o f their policy choices.

Monetary Politics a t an Aggregate Level

As conventionally viewed, monetary problems involve aggregate bal
ances—that is, keeping interest rates, exchange rates, bank credit, and so 
on in some appropriate relationship to inflation, employment, economic 
growth, and international payments flows. There are, to be sure, important 
political consequences associated with these macroeconomic quantities. 
There is a large literature demonstrating the relationship between these 
quantities and government popularity and electoral success—Douglas 
Hibbs demonstrates in chapter 7 that this link exists. Many studies now 
convincingly show that citizens’ evaluations o f governments and their 
voting decisions are influenced by macroeconomic performance. However, 
it is far from certain that macroeconomic policy decisions are in fact 
guided by some narrow attempt to  maximize government popularity in 
the short run.48 Differences in the preferences o f different electoral

48. See the review and citations in Martin Paldam, “A Preliminary Survey of the Theories and 
Findings on Vote and Popularity Functions,” European Journal o f Political Research, vol. 9 (1981), pp. 
181-99. Also sec chapter 10, above.
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coalitions may partly explain differences between the policy behavior o f 
different countries. Similarly, simultaneous decisions to  adopt stimulative 
policies in several countries in the early 1970s may account for part o f  
the worldwide inflationary increase observed then. Certainly, increased 
economic interdependence may have made it more difficult for countries 
to  avoid importing some inflation from their neighbors. But it is n o t at 
all clear that these highly aggregate political-economic relationships are 
sufficient to  account for most o f  the problems o f  inflation and stagnation 
experienced in advanced industrial countries.

Monetary Polity and Accommodation o f Distributive Conflict

Political problems and political conflict typically involve distributive 
questions, and these are more likely to  be obscured than clarified by the 
terminology o f  economic aggregates economists use to  discuss monetary 
issues. The importance o f  distributive issues in political conflict immensely 
complicates any effort to  make simple, straightforward generalizations 
about monetary politics in many countries because the differences in 
economic structures lead to  different distributive consequences. Nonethe
less, one can readily understand that inflation could be regarded by many 
policymakers as an attractive second-best choice if  the alternative involves 
damaging some economically important o r politically powerful sector. 
Moreover, inflation-tolerating choices may be m ote likely i f  policymakers 
believe that they are confronting temporary “shocks” o r disequilibriums 
that will subside in the future. Such a belief on the part o f  policymakers 
seems to  have been widespread in the 1970s.

In a few settings—for example, in  France and Japan—states have 
sufficient power and a sufficiently broad array o f  policy instruments that 
the distributive consequence o f  monetary policy can be selected explicitly 
and with considerable precision. In such settings, credit can be directed 
to  privileged o r sheltered sectors with a high degree o f  success. In other 
countries, guaranteeing that credit is available to  politically sensitive 
sectors is more difficult. Policy that accepts inflation in order to  avoid 
undesired distributive consequences can be characterized as “accommo
dative policy.”49

49. Robert ]. Gordon, T h e  Demand for and Supply o f Inflation,* Jm nm l t f  Lmw to%d Etmtmin, 
vof. 18 (December 1975), pp. 807-36, and “World Inflation and Monetary Accommodation in Eight 
Countries,” Btvoktys Paftrs m  Economie Aotpin, 2:1977, pp. 409-77  (hereafter BPEA).

 
 

 



A quite common argument along this line focuses on government 
demand for credit. I f  government demands for loans in credit markets 
are increasing (for example, because o f  deficits), then some private 
borrowers may be unable to borrow at prevailing interest rates because 
governments, which are relatively insensitive to  interest costs o f  borrowing, 
will receive available funds at the margin. When such conflicts occur, 
monetary authorities may wish to provide sufficient funds to accommodate 
some substantial portion o f the demands o f borrowers who would 
otherwise be excluded. When the economy is near full employment the 
result will predictably be inflation, and neither government nor the private 
sector will get the real value o f the nominal quantity borrowed.

This is the most commonly offered interpretation o f how politics affects 
central bank behavior and, thus, inflation. As is discussed by R udolf Klein 
and David Cameron in chapters 8  and 9, there is a striking lack o f 
confirmation for the notion that the primary source o f  inflation in the 
1970s was in monetary accommodation o f deficits. However, for at least 
some periods in some countries, it is clear that this kind o f  accommodation 
was significant. The most obvious and perhaps the most important 
example is the case o f  the United States and the financing o f the Vietnam 
War in the late 1960s. The fact that this may have contributed to  an 
increase in world liquidity makes it particularly important. N o one argues, 
o f  course, that one such episode is sufficient to  produce a prolonged 
period o f continuing inflation in several countries.

A second and important kind o f accommodation is a response to 
shocks, both real and monetary. Thus, a sudden restriction in supply o f 
some important commodity or some rapid movement in exchange rates 
may have distributive consequences that policymakers wish to diminish. 
A sudden or sustained exchange rate increase, for example, may disadvan
tage or threaten the existence o f a favored export industry. Returning the 
rate to a low level may involve tolerating a level o f  domestic price inflation 
higher than would otherwise seem desirable. In the case o f  a sudden 
supply shock, there may be a temporary burst o f  inflation independent o f 
monetary policy . 5 0  However, policymakers may choose to  respond to  the 
shock by an accommodative monetary policy in order to  shift the burden 
o f  adjustment. An accommodative monetary policy would reduce the 
degree to  which real resources were transferred from one sector to  another

50. Alan S. Blinder, Economic Policy and the Great Stagflation (Academic Press, 1979).
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or from the domestic economy to  a foreign economy. Something like this 
probably occurred in several Western European countries in response to  
the oil price shocks, but this seems dearly not to  have happened in the 
United States . 5 1

A third kind o f  distributive problem arises from die attempts by societal 
groups to  regain lost ground following inflationary shocks o r other 
unanticipated monetary accommodation. It is to  be expected that groups 
within the economy will attempt to  recoup their past losses. They may 
also attempt to  avoid future losses if  they expect such inflation to  occur 
again. Under such conditions, fighting inflation through monetary policy 
alone—which has in several countries proven to  be the only means 
available—requires a willingness to  accept whatever pattern o f  distributive 
consequences flow from existing patterns o f  economic vulnerability. 
Sustained pressure on the most vulnerable sectors—housing, consumer 
durables—may be very unpopular, even more unpopular than inflation 
itself. In this case, political problems arise because only one effective, but 
rather blunt, instrument is used to  fight inflation—aggregate monetary 
policy. W ith such an approach, there is no  assurance that the burdens o f 
fighting inflation are borne equitably. Indeed, in such circumstances, 
considerations o f  equity can scarcely be entertained at all, o r only with 
considerable difficulty. A t the same time, there is the certain assurance 
that individuals, groups, and organizations will do  all they can to  reduoe 
their own vulnerability and to  shift the burden o f  adjustment on to  
somebody else.

Financial Innovation and Monetary Control

One consequence o f  inflation, o f  previous financial regulation, and o f  
previous monetary policy decisions has been financial innovation. Novel 
means have been developed for managing money for individuals, for 
corporations, and for financial institutions. This innovation has itself made 
anti-inflationary monetary control more difficult. In the United States, it 
is precisely in the eta o f  increased inflation that a variety o f  financial 
innovations have occurred. All serve to  decrease the precision o f  control 
that can be exercised by monetary authorities and thus have increased the 
probability that inflation-accommodating errors will occur. Indeed, recent 
studies suggest that this outcome may be even more likely when monetary
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authorities are concentrating their attention on achieving monetary 
aggregate targets—as was true in almost every major Western country in 
the 1970s.52
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There can be no mistaking the fact that monetary policy choices are in 
fact political choices. This means that while it may be possible to 
depoliticize central banks by distancing them from partisan conflict, it is 
impossible to  depoliticize the issues with which they must deal. Consider 
again the one interpretation o f the relationship between central bank and 
government that proposed that central bank independence is primarily a 
facade and the other that such independence has some substance and is 
supported by important political resources. The fact that the two inter
pretations can largely be reconciled helps to clarify the role central banks 
play in fighting inflation.

There can both be substantial agreement between the central bank and 
the fiscal authority on most economic questions and be negotiation over 
policy stemming from the real political resources the central bank controls. 
The central bank not only has the resource o f its identification with the 
sound finance constitutency, but it derives some advantage from the fact 
that other actors want it to act as a political “lightning rod.” There is a 
price associated with trying to  assure that difficult distributive issues are 
not forced on elected officials. Still, when distributive consequences arouse 
politically important groups or threaten economically important sectors, 
central banks will find it impossible not to take an accommodative stance 
when that is clearly sought by the government no matter how strongly 
the central bankers themselves feel about inflation.

Consider again the case o f the United States. In the world o f the 
1960s, the functions the Federal Reserve was called on to  perform 
politically and economically were generally reinforcing. That is, it could 
reassure its own sound finance constitutency, take the heat for tight policy, 
and yet not confront the political boundaries that would have threatened 
its independence. Since most seriously contending policy options were 
within fairly close range o f each other, independent action rarely implied 
a profound division o f opinion or forced the choice between the sound 
finance constituency and the good will o f  elected officials.

52. Donald D. Hester, “Innovations and Monetary Control,” BPEA, 2:1981, pp. 141-89.

 



In the course o f  the 1970s, the dynamics o f  the relationship changed. 
Reassuring the sound finance community became more difficult—in part 
because o f  the prevalence o f  monetarism , 5 3  and in part because one o f 
the tasks most dear to  the hearts o f  the sound finance constituency, 
fighting inflation, was not possible within the constraints o f  the other 
soundness objectives o f  the Federal Reserve. As stabilization policy came 
more and more to  mean monetary policy, the illusion o f  an independent 
central bank became less and less plausible to  attentive observers. The 
reservoir o f  support o f  the sound finance community was, no doubt, still 
there to  be tapped. But the attachment to  balancing die various stability 
goals, firmly engrained in the bureaucratic culture o f  the central bank, 
did not foster a forceful, single-minded assault on inflation, and this 
restraint was reinforced by an apparently growing threat from the 
legislature—that is, precisely in the pluralistic arena where the Federal 
Reserve found itself somewhat vulnerable. In addition, innovation in 
financial institutions, which the Federal Reserve was unwilling o r unable 
to  prevent, complicated die stabilization task. Altogether, these changes 
created a situation in which no policymaker, least o f  all a central banker, 
could pursue a precisely defined long-range anti-infladon strategy w ithout 
imposing substantial costs on large and well-organized segments o f  society. 
In the classic pattern o f  “satisficing” actors, central bankers appear to  have 
been shifting from goal to  goal, trying to  keep key variables within slowly 
widening acceptable ranges. Periodically one problem, perhaps inflation, 
dominated all others. Then it was that central bank independence could 
most dearly influence policy response.
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C ondusion

Though infrequendy acting independendy in die terms set o u t in this 
chapter, central banks obviously can still be separately important actors. 
For several reasons they are probably less important, because less politically 
useful, in countries where they ate not formally independent as well. The 
greater the role o f  the legislature in policymaking, the greater is the value 
o f  flexible and efficient policy instruments that are not subject to  legislative 
control. And, ironically, the greater the role o f  die legislature in policy
making, the easier it appears to  be to  sustain an independent central bank

S 3 . J o h n  T .  W o o lle y , “ M o n e ta r is ts  a n d  th e  P o t i tk s  o f  M o n e ta ry  P o lic y ,”  Aum tb t f  A t  Am t riau  
AaUUmy efPeiitiatt mtd Saoul Selena, v o L  4 5 9  ( J a n u a ry  1 9 8 2 ) ,  p p .  1 4 8 - 4 0 .

 

 



capable o f  absorbing political criticism. This reflects the advantage given 
to  defenders o f  the status quo in legislative processes that require repeated 
approval o f  any given proposal, such as reducing central bank indepen
dence. The liberal values underlying such separation o f  powers systems, 
especially a fear o f  concentrated power, provide a ready rationale for 
insulating major state powers from nominal control o f  elected oflicials.

At a different level, the willingness o f  governments to compromise 
with the central bank should vary inversely with the extent o f  nationalized 
industry and the ability o f  the state to control flows o f  investment capital. 
The greater the dependence o f  the state sector on private decisions 
regarding production and investment, the greater the usefulness o f  an 
institution like an independent central bank both to  represent and to 
reassure the private sector.

The German case most clearly approximates these conditions favoring 
a prominent role for die central bank in postwar Europe. A strong 
bicameral legislature capable o f  substantial policy input was designed to 
fragment political power at the national level. There were, likewise, 
conscious efforts in the postwar years to  reduce the role o f  the state in 
the economy—yet a complex system linking industry and finance persisted, 
with considerable influence over investment and production decisions . * 4  

Frequent direct contacts and a strong similarity in outlook between 
finance, big business, and the Bundesbank have been noted by several 
observers . 54 5 5

Even in other cases such as the United Kingdom and France, the 
impact o f  central banks in policy negotiation may be substantial. In those 
cases, the role o f  the central bank should be largely determined by the 
nature o f  the consensus about the effectiveness o f  monetary policy in 
economic stabilization and by the degree to  which the central bank is 
perceived to  possess a special expertise not available elsewhere. 5 6  At the

54 Andrew Shonfield, Modem Capitalism: ThcChangtng Balance ofPuttie andPrnuee Poorer (Oxford 
University Press, 1965), pp. 239 40, 146-55.

55. Fred H ind i, Monty International (Harmondsworth, U.K.: Penguin, 1969), pp. 319-20; William 
Pollard Wadbrook, Wat (Sermon Balance -of- Payment! Policy: The Prelude to European Monetary Integration 
(Praeger, 1972), pp. 80- 89, Michael Kreik, "West Germany: The Dynamics o f Expansion,” in Peter ). 
Katzcnstein, ed., Between Power and Plenty: Foregn Economie Policies of Advanced Induttrial States (University 
o f  Wisconsin Press, 1978), pp. 20S-16.

56. The role o f  the Bank o f  England has apparently been affected by exactly these two factors 
Changing conceptions of the efficacy o f  monetary policy can be delineated relative to the Raddiffe 
Inquiry o f  1959. See H. G. Johnson and others, Readings in British Monetary Economist (Oxford University 
Press, 1972), pt, 7; Samuel Brittan, Steering the Economy: The Rob of the Treasury (London: Seeker and 
Warburg, 1969), pp. 47 ,81; R. S. Sayers, 'T he  British Monetary Scene since Raddiffe,” in International 

Banking Summer School, Monetary and Credit Policy and the Banking Community (Oslo: Norwegian
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same time, governments in these countries may have found it more 
difficult than in countries with nominally independent central banks 
simultaneously to  satisfy their electoral constituencies and the sound 
finance constituency. Politicians may have been less able to  shift respon
sibility for taking harsh actions. W ith increasing openness o f  economies 
to  international disruption should come a greater likelihood that govern
ments would welcome the economic constraints imposed by independent 
international actors (like the International Monetary Fund) that also stand 
for sound finance. This would provide both the political lightning rod 
and the symbol o f  soundness otherwise absent.

Formally independent central banks may, in fact, contribute to  the 
capability o f  a country to  respond to  inflation. However, this result does 
not flow directly from organizational factors that insulate central banks 
from politics. Neither a central bank’s organization nor its contribution 
to  fighting inflation can be abstracted from the larger political and 
economic structure. Insulating a central bank politically does not mean 
undertaking organizational reforms so much as modifying dominant 
political coalitions.

Banters Association, I960), pp. 105-16; Lester C  Thurow and others, Activities by Varient Central 
Banb to Promote Economic and Social Welfare Program, prepared for the House Committee on Banking 
and Currency, 91 Cong. 2 scss. (U S. GPO, 1971), p. 16. Recently, the technical proficiency o f  the 
Bank has been sharply questioned. See Hugh Stephenson, Timet (London), April 4, 1977; ‘T he Bank 
o f England’s Fall from Grace," Butinai Week (March 14, 1977), p. 61; Brittan, Steering thcEanumty, p. 
28; T h e  Next Five Years," Banker (London), voL 128 (March 1978), pp. 17-19; Stephen Blank, 
"Britain: The Politics o f  Foreign Economic Policy, the Domestic Economy, and the Problem o f Pluralistic 
Stagnation," in Kaitzenstcin, Between Power and Plenty; Frank Longstreth, T h e  City, Indusuy, and the 
State," in Colin Crouch, ed.. State and Economy in Contemporary Capitalism (St. Martin’s Press, 1979), 
pp. 157-90. '
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PART FOUR

Political Economies in Conflict

The four major case studies included in this part are designed to present 
histories o f economic policymaking in their full complexity. They serve 
as laboratories in which to  test the influence o f labor unions and employers, 
the impact o f  democratic electorates and organized parties, the structure 
o f  the state and financial authorities, the challenges o f a changing 
international economic environment. Each o f these case studies, moreover, 
stresses the contradictions that the 1970s imposed on policymakers. They 
are intended to serve as studies in the difficulties o f that decade, not the 
successes (although there were successes).

The Italian case, presented in chapter 15, is that o f  an inflation-prone 
economy highly vulnerable to its own interest groups and the impact o f 
external events. Along with Britain, Italy suffered from the highest 
inflationary rates in Europe during the 1970s. (And much o f the equivalent 
British institutional material can be gleaned from Colin Crouch’s discussion 
o f  trade unions in chapter 5.) Italy is also instructive in that the relative 
weakness o f the state must be set against the context o f  rapid social and 
economic modernization; a creaky structure based on patronage and 
power sharing has had to  cope with the eruption o f mass movements. 
Michele Salvad thus adopts the procedure o f  analyzing first the forces in 
the economic arena, then the contributory pressures emanating from the 
political sphere, finally synthesizing both in an analytical narrative.

While Italy represented a case study o f a weak economy and political 
system—at least from the criterion o f resisting inflation and ensuring
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stable growth—the West German example until the mid-1980s provided 
the opposite. In chapter 1 2  the authors explain what institutional and 
public-opinion factors helped assure that economy’s continuing growth, 
remarkable balance-of-payments strength, and low inflation during a 
period when other industrial economics faltered. Outsiders often empha
sized the role o f  the “concerted action” in which labor and business 
spokesmen allegedly agreed on growth priorities and allowable wage 
increases. Norbert KJoten and his coauthors stress less the formal structures 
o f  negotiation in the 1970s than the tacit respect on each side for what 
the other party could concede. Their bargain allowed growth, and 
continued growth facilitated further implicit bargains—a virtuous circle 
few other countries could achieve, especially after the levy exacted by the 
Organization o f  Petroleum Exporting Countries.

From the perspective o f  the mid-1980s it becomes dear that resisting 
inflation was not the only measure o f  economic success. Despite its 
persistent inflation and bureaucratic inefficiency, the Italian economy 
retained a robustness that maroeconomic statistics did not always reveal. 
Small producers remained vital and inventive. In contrast, the West 
German economy, even as it steamed powerfully ahead through the 1970$, 
appeared vulnerable to technological obsolescence in the new decade. 
Many observers worried about Germany’s capadty to  supplement its 
traditional heavy-industry strength with innovative capacity in the micro
chip age. The analyses o f  these economics were focused on inflation, but 
inflation alone formed only a part o f  overall economic performance.

So too the chapters on Japan and Sweden concentrate on die political 
and economic trade-offs that were so stark in the 1970s. Kozo Yamamura 
in chapter 14 on Japan explains the potent instruments for control o f  the 
economy possessed by state agencies, but highlights the inflationary 
pressures that could be posed by the diverse interests within the perma
nently ruling Liberal Democratic party. Sweden, also, is a country where 
the analyst must account for contradictory trends. In the mid-1970s 
squeezes on profitability, competition from third world industrializes, an 
adverse balance o f  trade seemed to dim the luster o f  Sweden’s welfare 
capitalism. Andrew Martin in chapter 13 stresses the conflict o f  priorities 
between Social Democratic ideals o f  equality and o f  solidarity and the 
need to  encourage profitable investment. This conflict was reflected in 
the loss o f  Social Democratic political control between the mid-1970s 
and the 1982 elections and in  the impatient chafing for wider income 
differentiation within the Social Democratic constituency. T o be sure,
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Sweden has recovered from the most serious setbacks o f the late 1970s, 
but at the cost o f  some compromise with the egalitarian and solidaristic 
ideals o f  earlier decades. M artin’s chapter discusses how the new balance 
between investment and solidarity has had to be negotiated.

Obviously other case studies would have been instructive, but aspects 
o f  other countries’ performance emerge in different chapters. John Zysman 
shows how the French were willing to  go for economic growth at the 
cost o f  inflationary pressure, but his chapter does not concern the partic
ular difficulties that the Mitterrand government faced when they sought 
Keynesian expansion at a time most economies were imposing retrench
ment. Some o f the reasons for British difficulties are implicit in the 
considerations adduced by Zysman, Martin in chapter 13, and Colin 
Crouch in chapter 5 on the unions. Illustrative material on the U.S. 
economy is present in every chapter, especially in Leon Lindberg’s chap
ter 2 .

Each o f the case studies offers valuable lessons; but it is not clear that 
they can always be applied outside the home environment. Even if, 
entering the 1980s, Americans envied Japanese growth or German price 
stability, how much o f those countries’ social organization could they, or 
should they, import? Institutional forms can perhaps be borrowed; habits 
o f  cooperation or conflict may rest on a more refractory social base. N or— 
as the Swedish case suggests—do the formulas o f one generation work 
for the next. In the nineteenth century British industry and productiveness 
seemed irresistible; throughout the 1950s France seemed the sick man o f 
Europe. Both characterizations proved only temporarily valid. Whether 
the extraordinary work ethic o f Germans and Japanese can persist 
indefinitely is an open question. These historical reflections are meant as 
a reminder that even good policymaking can have unforeseen perverse 
outcomes, and that the cultural and political context o f  economic progress 
is highly complex.
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West Germany’s 

Stabilization Performance

Norbert Kloten, Karl-Heinz Ketterer, 
and Rainer Vollmer

Any analyst o f  Germany’s performance in a world o f inflation faces the 
question why the decline in the value o f money in the Federal Republic 
o f Germany was less severe than in most other countries. This question, 
however, is only one aspect o f  the inquiry into the great variation in the 
capacities o f individual economies to  maintain price stability. The wider 
problem requires examining those structural features o f a society that may 
be conducive to inflation and the social processes that feed into price 
rises. T o do this means assuming that price stability is attainable in 
principle in Western-type market systems, and that failure to  achieve this 
objective is due to the maladjustment o f  one or more parameters o f 
economic policy and the socioeconomic system. The question then 
becomes what motives—perhaps what illusions—are at work, and what 
obstacles preclude adjusting the parameters in accord with the objective.

The fundamental cause o f inflation in a socioeconomic context is the 
fact that overall nominal income expectations rise higher than productive 
power because o f the rivalries and illusions o f social groups. It is significant 
in this connection that for individuals or groups, price stability can be 
considered a “collective good,” which everyone benefits from whether he 
has made sacrifices or not . 1 Everybody is in favor o f  price stability, but 
each individual would like to  avoid paying for it. Where there are public 
goods, there are also “free riders . ” 2  While this observation involves some

1. Gottfried Bombach, “Ncuc Polidsche Okonomic,” List-Forum, vol. 9 (June 1977), pp. 65 flf.
2. Ibid.
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oversimplification, it gets to  the heart o f  the problem. The rate o f  decline 
in the value o f  money ultimately depends on the claims society makes on 
the national product. This observation may be hard to  incorporate in a 
model that is intent on grinding out high coefficients o f  determination 
(A2); but it does bring together a range o f  social factors even if they do 
not always aggregate perfeedy.
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Inflation in Germany

In the three decades following the currency reform o f  June 20, 1948, 
which eliminated the monetary overhang o f  pent-up inflation that had 
accumulated in Germany during the war years, the deutsche mark lost 
less o f  its domestic purchasing power than the currencies o f  other industrial 
countries. At times during the 1960s the United States did better in die 
field o f  consumer prices, 3  4 and from 1975 to 1980 the Swiss inflation rate 
stayed below that o f  Germany.

Even in the initial phase, however, the D mark was not spared severe 
tests. The most serious arose from the Korean War. Panic buying and 
the hoarding o f  raw materials caused prices to  shoot up and an already 
vulnerable balance o f  payments to  deteriorate enormously. (At this time 
West Germany became the first major deficit case in the newly created 
European Payments Union.) In  the fourth quarter o f  1951, the year-on- 
year rise in the cost-of-living index reached 1 1  percent, a figure not even 
approached again after the oil crisis. This surge o f  infladon, however, was 
only brief; between 1952 and 1960 consumer prices rose by an average 
o f  only 1  percent per year (table 1 2 - 1 ), much more slowly than in the 
other industrial countries, particularly the European ones. The differences 
from year to  year correspond to  the movements o f  the trade cycle as 
reflected in the deviation o f  industrial production from trend (figure
12-1), which was rising steeply (table 12-2).* The rapid growth was 
accompanied by a swift reduction in unemployment, which had been very 
high inidally (table 12-3). A t the same time, the Federal Republic

3. N ot, however, in unit values o f a p o th .
4. The Council o f  Economic Experts, the Bundesbank, and other German authorities view economic 

cycles as fluctuations in the utilization o f  potential output. Because only annual figures on utilization arc 
available, cyclical movements in the manufacturing sector—deviations o f output from trend—arc used 
to mark the cycles.
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Table 12-1. A nnual Rate o f Change in P ria  Indexes,
West Germany, 1950-84
Percent

Tear

Cost of living

4-person
households
with em- All

ployed head households

Producer
prices,

industrial
products

Export
prias*

GNP
d$ator

1950 -6.4
1951 7.9 10.8
1952 2.0 2.4 4.8
1953 -1.7 -0.4
1954 0.1 -1.8 -0.5 0.0
1955 1.6 1.8 0.6 2.2
1956 2.5 1.6 3.9 3.0
1957 2.2 1.6 2.6 3.1
1958 2.0 -0.3 -1.8 3.4
1959 1.1 -0.8 0.7 1.4
1960 1.4 1.2 1.8 2.4
1961 2.3 1.5 0.3 4.3
1962 2.9 1.0 0.8 4.2
1963 3.1 2.9 0.4 1.2 2.9
1964 2.4 2.3 1.1 0.9 3.0
1965 3.4 3.3 2.4 2.2 3.5
1966 3.5 3.6 1.7 1.8 3.7
1967 1.5 1.6 -0.8 -0.4 1.4
1968 1.3 1.6 -0.7 -0.4 1.8
1969 2.1 1.9 2.0 3.1 3.5
1970 3.2 3.3 4.9 -3.5 7.3
1971 5.2 5.2 4.4 3.8 7,7
1972 5.3 5.6 2.6 3.0 5.6
1973 6.8 7.0 6.7 4.7 6.0
1974 6.7 7.0 13.3 16.0 6.9
1975 6.1 6.0 4.7 8.6 6.7
1976 4.4 4.3 3.7 4.1 3.3
1977 3.5 3.7 2.7 1.1 3.8
1978 2.5 2.7 1.2 0.0 3.8
1979 3.9 4.1 4.8 3.1 3.7
1980 5.3 5.5 7.5 7.0 4.8
1981 6.3 6.3 7.8 5.8 4.2
1982 5.4 5.3 5.8 4.3 4,7
1983 3.2 3.3 1.5 1.7 3.2
1984 2.4 2.4 2.9 3.5 1.9

Source: FcdcnJ Republic of Germany* federal Statistical Office- 
1, Based on unW values of exports.

 

 

 



Figure 12-1. Production and Employment Trends in West Germany, 
1950-58

Production index (1950 =  100) Employment index (1950 = 100)
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Source: Helmut Sddoinger, “Geldpolitik in dcr Phase d o  Wiederaulbaus {1950-1958)" in Deutsche Bundesbank, 
WlUmays tmd Wrrtxbmft in Dnttjchi**4 1876-197$ (Frankfort: Fritz Etnapp, 1976), p. 561. 

a. Excludes construction and public energy supply
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Table 12-2. Annual Growth Rates, West Germany, 1951-84
Percent

Year
Gross national 

products
Production
potential'

Utilization of 
production 
potential

1951 10.4
1952 8.9
1953 8.2
1954 7.4
1955 12.0

1956 7.3
1957 5.7
1958 3.7
1959 7.3
1960 9.0

1951-60 8.0

1961 4 .9 5.7 98.6
1962 4.4 5.6 97.5
1963 3.0 4.9 95.7
1964 6.6 4.9 97.3
1965 5.5 5.1 97.8

1966 2.5 4.5 95.9
1967 - 0 .1 3,6 92.4
1968 6.5 3.3 95.1
1969 7.9 3.8 98.8
1970 5.9 4,7 100.0

1961-70 4.7 4.6

1971 3.3 4.7 98.3
1972 3.6 4.9 97.8
1973 4.9 4.4 98.4
1974 0.4 3.5 96.0
1975 - 1 ,8 2.9 92.1

1976 5.3 2.5 95.2
1977 2.8 2.1 96.1
1978 3.6 2.1 97.1
1979 4.0 2.1 99.1
1980 1.9 2.3 98.7

1971-80 2.8 3.1

1981 - 0 ,2 2.1 96.7
1982 -1 .1 1.4 94.4
1983 1.3 1.5 93.9
1984 2.6

Sources: Federal Statistical Office; German Council o f  Economic Experts, 
a. At constant prices.
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Table 12*3. A nnual Rates o f  Unemployment, Wage Increase, Productivity
Increase, and Income Distribution, West Germany, 1950-84
Percent

Tear
Unemploy

ment

Wagts and salaries'

Monthly Per
bate employee

Produc
tivity^

Wage
share

adjusted

Real net 
tamings 

per
employee

I960 11.0 65.6
1951 10.4 16.3 7.7 64.4 6.3
1952 9.5 7.9 6.9 62.5 4 .8
1953 8.4 5.9 5.7 63.1 8.3
1954 7.6 5.2 4.9 63.3 5.3

1955 5.6 7.9 8.0 61.7 6.0
1956 4.4 8.0 4.4 61.6 4.8
1957 3.7 5.2 3.4 61.3 3.6
1958 3.7 5.5 6 .7 3.2 62.0 3.3
1959 2.6 3.0 5.5 6.4 60.9 4.8

1960 1.3 6.8 9.4 7.1 60.4 6 .4
1961 0.8 8.6 10.2 3.7 62.0 6.8
1962 0.7 7.6 9 2 4.0 62.8 5.4
1963 0.8 5.2 6.2 2.7 6 3 2 2 .7
1964 0.8 4.9 9.0 6 .6 62.3 5.7

1965 0,7 7.0 9.1 5.0 62.5 6.5
1966 0.7 6.3 7.2 2.8 63.3 2 2
1967 2.1 2,9 2.8 3.2 63.2 1.5
1968 1.5 3.9 7.6 6.2 61.3 3.4
1969 0.9 6.5 9.6 6.2 61.8 5.4

1970 0.7 13.0 14.7 4.7 62.7 9.5
1971 0.8 13.3 11.8 3.0 63.6 4 .0
1972 1.1 9.1 9.0 3.9 63.8 3.9
1973 1.2 10.3 12.0 4.6 64.6 0.8
1974 2.6 12.5 11.4 2.4 66.3 2.5

1975 4 .7 8.5 7.2 1.6 66.1 0.5
1976 4.6 5.9 7.0 6.1 64.9 0 .0
1977 4.5 6.9 6.9 3.2 64.7 2.1
1978 4.3 5.6 5.2 2.5 64.0 3.8
1979 3.8 4.8 5.5 3.1 63.5 2.2

1980 3.8 6 .7 6.5 0.8 64.7 - 0 .3
1981 5.5 5.5 4.9 0.8 65.4 - 1 .4
1982 7.5 4.0 4.2 0.9 64.9 - 2 .2
1983 9.1 3.3 3.4 2.8 63.4 -1 .0=
1984 9.1 2.8 3.0 3.0 62.9 - 0 .5 '

Sources: Deutsche Bundesbank; Federal Statistical Office.
a. Total economy.,
b. Gross domestic product per economkaly active person,
c. Estimated.
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developed into a balance-of-payments surplus country, which it remained 
through the 1970s. It became clear fairly soon that Germany’s stability 
in comparison with other industrial countries and its surplus position 
entailed their own danger for price stability. The first international 
speculation involving the D mark occurred as early as 1957,5 and the risk 
o f  importing inflation was to  become a constant problem from then on . 6

The 1960s marked a turning point in German economic development. 
In 1961, unemployment fell below 1 percent for the first time. Full em 
ployment had been achieved, and growth rates diminished. The danger 
to  monetary stability also increased, partly because new pressures for 
redistribution had emerged with the labor shortage. For the moment, 
adjustment through inflation was avoided by revaluing the D mark. But 
the value o f  money slipped from cycle to  cycle. 7  Between 1961 and 1966 
the average annual fluctuation, at 2 .9 percent, remained appreciably higher 
than in the preceding decade.

Despite this definite tendency to  accelerate, prices followed an unmis
takable cyclical pattern, lagging some three to  six quarters behind the 
general trend. Cyclical variations o f  overall demand explained the move
ments o f  the price level, as was demonstrated in the first economic setback 
in 1966-67. In 1967, for the first time since the war, the real gross 
national product (GNP) did not rise, but rather fell (albeit by only 0.1 
percent). Prices and costs responded flexibly. While the growth rate o f 
consumer prices stood at 3.5 percent at the beginning o f  the downswing 
in 1966, it decreased to  1.6 percent in 1967 and 1968, then rose to  1.8 
percent in 1969. But this last price spurt could likewise at first be seen as 
a consequence o f  the sharp business cycle. After all, the situation was not 
one just o f  full employment but o f  overemployment, as the influx o f 
foreign workers was increasing sharply.

N or did a fall in foreign demand help to  brake inflation. Since the 
D mark was undervalued, German goods failed to  become less attractive 
to  foreigners as German capacities increasingly became overtaxed. This 
situation was not altered much by the fiscal “substitute revaluation” of 
autumn 1968, o r by the revaluation o f  the D  mark just under a year later.

5. After speculation on the revaluation of the Dmark took place in 1957, selecting between adjusting 
through inflation or revaluation remained a permanent dilemma, though it was obscured for a time by 
worldwide recession. The S pciccnt revaluation did not take place until Match 1961.

6. “The very term 'imported inflation' originated in monetary discussions in Germany in about 
1954-SS.” Otmar Emmingcr, “Deutsche Geld- und Wïhrungspolifrik inn Spannungsfcld zwischen innerem 
und aussetem Gkkhgcwrcht, 1948-1975," in Deutsche Bundesbank, Wtiming un i Wtrtuhaft in 
DeutscMsuui, 1876-1975 (Frankfurt: Fritz Knapp, 1976), p. 485.

7. Norbert KJoten and Rainer Vollmer, “Stability, Growth and Economic Policy,” German Eamtmic 
Review (Sruttgart), vol. 13, no. 3 (1975), p. 105.
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Figure 12*2. Price Movements and Economie Activity: Indexes o f Cyclical 
Activity in West Germany, 1960-73 ■

Index'

Source: German Council of Economic Expert*, 1973-74 Attnttsl Rdport, p, 183, and fbf methodological cephnackm, 
1971-72 A»»**i Rtpet, pp. 154-63.

a. Each index aggregate* nine components du t are assigned value» between 0 and 10, Components o f the real activity 
index include output, orders, running down of inventories, employment, etc. Components of the oott and price index 
include money supply, wage», wholesale and ictail price* by sector, shoa-tenn credits, etc. An index lower than
5 indicate» performance below a normal trend; one above 6 mggeat» intensity greater than the norm.

But as the overtaxing o f  productive capacity eased, it became clear that 
the pattern o f  inflation and thus also o f  the stabilization performance o f 
the German economy had changed at the turn o f  the 1970s. The 
deterioration in the value o f  money had become a trend phenomenon— 
as the German Council o f  Economic Experts described it, “a process 
which takes place independently o f  the ups and downs o f  the trade cycle. ” 8  

Superimposed, it emerges that the movement o f  the council’s price and 
cost indicator, which had followed real developments with a relatively 
stable lag in the 1960s, stuck at a high level between 1970 and 1973, 
even though a complete business cycle occurred (figure 12*2). During 
that period consumer prices rose at an average rate o f  about 5.5 percent

8. German Council o f  Economtc Ex pens, Special Report o f  May 4, 1973, see. 3.

 

 

 
 
 



a year. The momentum o f the inflationary process is particularly evident 
in the current rates—an annual rate o f  9.5 percent in the fourth quarter 
o f  1973, for example.

As early as the spring o f 1973 Germany fell out o f  step with international 
economic developments; a downswing, the steepest in the history o f the 
Federal Republic, began. Initially it did not appear as a downswing, partly 
because foreign demand increased enormously. The downturn did not 
become severe until the recessionary tendencies had become mutually 
reinforcing at the international level. West Germany experienced unem
ployment again, for the first time since the 1950s. Immigration o f  foreign 
workers was prohibited in the autumn o f  1973, when about 2.5 million 
foreigners were working in West Germany. While the customary unem
ployment rate had been around 1  percent, it rose steeply from the end o f 
1973. In the winter o f  1974—75 the number o f  unemployed persons 
exceeded the 1  million mark—corresponding to an unemployment rate 
o f  about 5 percent.

These developments were accompanied by a slowing o f  inflation. As 
an annual average the inflation rate was highest in 1974, at 7 percent, 
but this figure concealed an incipient slowdown in the pace o f current 
price rises. This slowdown continued until autumn 1978. In October 
1978 consumer prices were only 2.1 percent higher than a year before. 
This overstated West Germany's true stabilization performance, since 
there was hardly any scope for passing on higher costs in prices owing 
to  the appreciation o f  the D mark. Furthermore, business was slow, so 
that the price level was also under cyclical pressure.

In m id-1975 a surprisingly strong economic recovery began, but good 
phases were soon alternating with poor ones in rapid succession. The 
traditional cyclical pattern o f  the 1950s and 1960s no longer applied, and 
many people spoke o f a “washboard” pattern o f activity (figure 12-3).

N ot until the summer o f 1978 did a marked improvement begin. This 
improvement was already discernible when at the Bonn economic summit 
in midyear the federal government was persuaded to launch another
economic stimulation program. Capital spending picked up distinedy and 
employment rose. But the unemployment figure, which did not fall below 
810,000 (seasonally adjusted), remained high by German standards. Even 
so, there was a general shortage o f  skilled labor. The structural discrepancies 
between the nature o f  the work on offer and the qualifications o f  the 
unemployed could hardly be overcome, at least in the short run.

The second oil price explosion—which at first tended to  enhance the
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Figure 12-3. Deviation from Trend in Economic Activity, Employment, 
and Wages in West Germany, 1961-80

Percent

Wages and solaria per production unit

1961 1965 1970 1975
Source: Dcuodw Bundesbank, Stdtiffmbt  Bt tktfk  m  Robe 4, Sataonbcremigce

1980

propensity to  invest since it made a large number o f  energy-saving capital 
projects economical—created some entirely new problems for the Federal 
Republic o f  Germany, o r brought some latent problems to  the surface. 
That persistently surplus country, always suspected o f  pursuing an export 
strategy in its economic policy, suddenly showed the highest current 
account deficits recorded by an industrial country since the explosion 
(table 12-4). Moreover, West Germany had to  cope w ith this new external 
challenge, as the accumulated appreciations o f  the D  mark in 1973,1977, 
and 1978 finally impaired the competitive position o f  German producers. 
The inroads that imports made into domestic markets during the 1970s 
provided the dearest evidence o f  this. This situation became more serious 
since government economic policy was no t used to  offset the new economic 
conditions.

The large current account deficits and the apparent helplessness o f  the 
policymakers had an adverse effect on  the international standing o f  the 
D mark. As a result the German currency at times came under massive 
pressure, which was reinforced by a renaissance o f  the dollar. The exchange 
rate slippage o f  the D mark showed dear signs o f  overshooting. This 
added momentum to price rises, which were accelerating strongly anyway
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Tabic 12-4. Annual Change in Volume and Value o f West Germany’s 
Foreign Trade, 1951-84

Tear

Volume of goods 
(percent)

Net exports of goods and 
sendees

Current
account
(billions

ofD
maris)

Net foreign 
assets o f 

Bundesbank 
(billions of 
D marks)l

l Billions o f
D m arkExports Imports

1951 1.8 2.12 2.3 2.0
1952 2.3 3.13 2.5 2.9
1953 3.5 5.20 3.9 3.6
1954 19.7 25.7 3.1 4.98 3.7 3.0
1955 16.0 24.6 2.2 3.93 2.2 1.9

1956 15.8 10.8 3.2 6.46 4.5 5.0
1957 13.6 11.4 3.9 8.54 5.9 5.1
1958 4 .6 8.7 3.7 8.65 6 .0 3.4
1959 10.6 18.2 3.6 9,13 4.2 - 1 .7
1960 14.4 16.6 2.6 7.93 4.8 8.0

1961 5.8 6.9 2.2 7,13 3.2 - 2 .3
1962 3.3 13.1 1.2 4.30 - 1 .6 - 0 .9
1963 8.7 6.1 1.5 5.61 1.0 2.7
1964 10.4 12.1 1.4 5.90 0.5 0.4
1965 8,0 15.9 0.1 0.33 - 6 .2 - 1 .3

1966 10.5 0.6 1.5 7.42 0.5 2.0
1967 8.5 - 2 .9 3.5 17.34 10.0 - 0.1
1968 14.9 16.7 3.7 19.75 11.9 7,0
1969 10.8 17.0 2.9 17.59 7.5 - 1 4 .4
1970 14.4 19.2 2.1 14.25 3.2 22.7

1971 4.5 8.1 2.1 15.53 2.8 11.0
1972 6.5 7.4 2.2 18.48 2.7 15.2
1973 14.0 5.5 3.2 29.08 12.4 16.1
1974 10.9 - 3 .9 4.4 43.44 26.6 - 9 .1
1975 -1 1 .2 - 0 .3 2.8 28.95 9.9 3.3

1976 18.6 17.8 2.5 28.63 9.9 1.3
1977 4.0 2.3 2.5 29.50 9.5 2.6
1978 3.2 6.8 2.9 37.25 18.1 12.2
1979 4.8 7.6 0.8 11.13 -1 1 .1 - 7 .3
1980 2.0 0.0 - 0 .2 -3 .1 0 - 2 8 .6 - 2 5 .7

1981 6.6 - 5 .0 1.0 14.74 -1 3 .1 1.3
1982 3.3 1.3 2.4 38.13 8.7 2.7
1983 - 0 .3 4.0 2.3 38.77 10.3 - 1 .6
1984 2.6 45.87 17.9 - 1 .0

Sources: Federal Stamtkal Office; Deutsche Bunkbaitk.

 

 

 
  

 
 
 



owing to the oil price hike. In the process, stabilization gains were lost 
again although inflation did not climb above 6 percent between February 
1981 and February 1982.

In 1981 the pace o f price rises began slackening, primarily because o f 
a distinct improvement in the external situation. The current account 
moved back into surplus in the fourth quarter and the exchange rate 
stabilized. But domestic business activity had peaked in the spring o f 
1980 and unemployment was increasing steeply.

This chapter discusses the sociological and social conditions or dilemmas 
under which monetary stability prevailed or faltered in West Germany 
from 1948 to  1981.

It is helpful to consider three phases. The period from 1948 to  1969 
was generally characterized by a high degree o f price stability. The 
particular social features o f the postwar period and the institutional 
arrangements arrived at were partly responsible for foreigners’ picture o f  
West Germany as a model o f stability. But some o f  the distinctive social 
factors gradually lost their formative power in the course o f  reconstruction. 
In the second phase, during the rapid acceleration o f  inflation from 1969 
to  1973, the claims on the national product were unmistakable; there was 
a general struggle over shares o f the GNP, with the government an active 
participant. Purely economic factors such as the undermining o f  monetary 
policy by external influences added to  inflationary pressures.

The German authorities succeeded in reversing inflationary expectations 
earlier and more effectively than authorities in most o f  the industrial 
countries after the first oil price increases o f  1974.9 Analysis o f  this third 
phase, however, is more difficult because o f  the second oil shock, so some 
uncertainty must remain whether the period from 1974 through 1981 
was a political tour de force or a real improvement in the socioeconomic 
conditions for monetary stability.
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T he P eriod  o f  R econstruc tion , 1 9 4 8 -6 9

West Germany’s relatively good record o f monetary stability is often 
viewed as the outcome o f  a mysterious but typically German form o f  
coordinated action, and foreigners are apt to inquire who is responsible 
for this astonishing degree o f “harmonized behavior.” For outsiders it is 
very hard to grasp that after World War II the potential unresolved

9. In terms of approximating a rate tolerable for West Germany. Other countries may have been 
able to curb the erosion of the value o f money to a relatively greater extent than West Germany.

 



conflicts o f  interest and aim which in the last analysis form the breeding 
ground o f inflation were much less numerous in West Germany, at least 
for two decades, than in most countries. This owed a great deal to  the 
German collapse in the spring o f  1945 and to  the associated destruction 
o f  traditional structures.

The Reorganization o f Government, the Economy, and Society

For the Germans, World War II ended quite literally in total collapse. 
Dramatic experience had heightened awareness o f  the undesirable devel
opments o f  the preceding decades, o f  the causes o f the collapse o f  the 
Weimar Republic, o f  the impotence o f  the democratic parties in the face 
o f  Hitler’s seizure o f  power, and o f  the enforced conformity o f  German 
workers in the National Socialist organizations that replaced the trade 
unions. Germans were determined not to  let such things happen again. 
Political sentiment was against the unstable solutions o f  the Weimar 
Republic, economic sentiment against inflation and government control.

The public still had vivid memories o f the hyperinflation o f the early 
1920s and the later misery caused by the Great Depression. Experience 
o f  the wartime economy and postwar dislocations left an even greater 
impact. The government sought to counter new inflationary trends by 
instituting price controls and a coupon system that failed to work even 
during the war, let alone in the period after it. U p to the currency reform 
in 1948, with its drastic writing down o f  monetary assets, cigarettes and 
other articles increasingly replaced the official currency as a unit o f  account 
and often also as a medium o f exchange. Aversion to bad money and 
official rationing determined the attitude o f a generation still active in the 
1970s and affected the outlook o f their children.

Common experiences and common sufferings engendered a feeling 
now hardly comprehensible o f “being in the same boat.” The range o f 
postwar tasks that had to  be tackled regardless o f politics was overwhelming 
in view o f  the destroyed factories, the reparations policy pursued by the 
Allies, and the millions o f refugees. Reconstruction o f factories and 
housing was an imperative that could not be disregarded. The acute 
hardship suffered by individuals and the need to build up a state practically 
from nothing gave rise to a yearning for “normality,”10 and a marked
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10. Theodor Eschenburg, “Dcr bürokratische Riickhalt,” in Richard Lowenthal and Hans-Pctcr 
Schwarz, Die zweiteRepublik: 25 JahreBundesrepublik Deutschland—cine Bilanz (Stuttgart: SccwaJd Vcrlag, 
1974), p. 89.

 
 



dislike o f  experiments.11 The relatively low level o f  potential conflicts 
made West Germany an abnormally peaceful society well into the 1960s.12 
I t also formed the basis o f  a solidarity that was almost taken for granted 
and that was the sole reason why a minimum o f  social security could be 
created quickly. The equalization o f  war losses and refugee aid (just as in 
the field o f  social security) and the target o f  overcoming the misery caused 
by the war militated against formation o f  a poor underclass.13 Concern 
with reconstruction also inhibited political conflict. Tenbruck may exag
gerate a little in his description o f  West German attitudes but he does hit 
upon a key factor: “Lifo during the fifties was virtually unaffected by 
public and political m atters.. . .  I t was precisely the circumstances o f  
reconstruction that linked the political achievements direedy with the 
interests o f  all citizens, and enabled them to  find common ground again 
in politics. Political matters therefore tended to  be more o r less taken for 
granted.”14

There was relatively litde dispute over policy among the major parties 
responsible for reconstruction. Thus the new constitution—the Basic Law 
o f  the Federal Republic o f  Germany—was adopted with litde disagree
m ent.15 Germany’s political and economic stability also made possible a 
modified system o f proportional representation; and the consdtution 
included a requirement that a party obtain at least 5 percent o f  the votes 
before it could enter parliament, which prevented the kind o f  fragmentation 
o f  political parties that had occurred during the Weimar Republic.

The general lack o f  animosity between parties was no doubt a result 
o f  the years o f  persecution and enforced absence from politics that all o f  
the founding fathers had endured.16 The retrospective condemnation o f 
National Socialist rule on the one hand, and the rejection o f  communism, 
which had established itself in the other part o f  Germany, on the other, 
narrowed the political spectrum. The anticommunist consensus owed 
most to  the Social Democratic party (Sozialdemokratische Partei Deutsch- 
lands, o r SPD) between 1945 and 1949 and to  the cold war.17 The views
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11. Dktrich Hüger, “Die mobiliriertc Gesellschaft ,” in ibid., p. 113,
12. Hans.Peter Schwarz, “Ausblick: Wie wird es weitergehen,” in ibid., p. 927.
13. Richard Lowcnthal, “Prolog: Dauer und Verwandlung,” in ibid., pp 9-24.
14. Friedrich H. Tenbruck, “Alltagsnormen und Lebensgefiihk in der Bundesrepublik," in ibid., 

p. 298.
15. The Baric Law came into force on September 23, 1949. It was the work o f  a parliamentary 

council composed o f  sixty-five representatives of eleven state parliaments.
16. Wilhelm Hennis, “Die Rolle des Pariamcms und die Parteiendemokraric,” in Ldwenthal and 

Schwarz, DU iw tin  R tfM tk , pp. 209-10.
17. I lam Peter Schwarz, “Die aussenpolitischen Grundlagen des west deutseben Siaatev" in ibid.,

p.47.
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o f the Western Allies in this matter conformed to those o f broad sections 
o f the population.

A similar consensus also prevailed concerning the regulatory ideas o f 
economic policy in West Germany. Following the initial successes o f an 
economy largely freed from state control, liberal concepts o f economic 
policy were increasingly well received. The Christian Democratic Union 
(CDU) became the party o f the future, if only because it recognized the 
m ood o f  the majority o f voters and understood how to mold it in 
accordance with the C D U ’s own objectives—for example, through the 
highly evocative picture o f  the social market economy.18 The SPD, which 
was still opposed to the market economy, had to go into opposition; 
however, following the incontrovertible success o f the “German economic 
miracle” under Ludwig Erhard, the SPD abandoned Marxist residues and 
the concept o f  nationalization in its Godesberg Program o f 1959. With 
this program the SPD completed its transition to a national party.19 
Economic policy, including its social aspects, was thereafter hardly in 
dispute between the parties. This explains why Professor Schiller, the 
Social Democratic economics minister, rather than Kurt Schmücker 
(CDU), is viewed as the true successor o f  Professor Erhard. Thus West 
Germany has been spared the political alternation o f nationalization and 
denationalization that has taken place in the United Kingdom.

The relatively strong political consensus was due in no small measure 
to  the decision to  adopt a clear-cut federal solution when reconstructing 
the government. In the states (the Lander) and municipalities the SPD 
had retained a governing role. After the bad experience o f  a strong 
centralized government, the architects o f  the constitution gave more 
weight to  the idea o f  the separation and independence o f the various 
levels o f government.20 While the federal government was given litde 
scope for influencing the actions o f the state governments, the states were 
given considerable leverage in the federal government through the 
Bundesrat, the parliamentary body that is composed o f  representatives o f 
the state governments. The constitution also assigns to state governments 
the responsibility for any public duty not explicidy assigned to  the federal 
government. And municipalities are constitutionally guaranteed control 
o f  local affairs.21 One result is that the federal budget does not predominate;

18. Ibid., p. 59.
19. Susannc Miller, “Die SPD vor und nach Godesberg,” in ibid., p. 391.
20. Heinz Kock, Stabilitatspolitik im Jbderalistiscben System der Bundesrepublik Deutschland (Cologne: 

Bund-Vcrlag, 1975), p. 40.
21. As far as budgeting is concerned, this autonomy is essentially one o f spending.
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in keeping with the fairly uniform division o f  duties among the various 
levels o f  government, their shares o f public expenditure do not differ 
gready.22 Federalism also encourages balanced regional growth because 
the states and cities have a stake in the establishment o f  industry. Regional 
tensions, which elsewhere tend to  encourage conflict management by 
infladon, accordingly failed to arise and tradidonal conflicts decreased in 
intensity.23 O n the other hand, coordination problems under the federative 
system eventually turned out to be detrimental to stabilization policy.

Employee and employer groups likewise had no wish to return to the 
old structures after the war. Instead o f  a large number o f  ideologically 
oriented unions as in the Weimar Republic, which the National Socialists 
had no difficulty in abolishing because o f their mutual hostility, sixteen 
trade unions, classified by sectors o f  industry, were founded and were 
united in the German Trade Union Federation (Deutscher Gewerkschafts- 
bund, or DGB) in 1949 (the federation does not include the rival salaried 
staff union Deutsche Angestellten-Gewerkschaft, or DAG, or two public 
service staff associations whose wage-negotiating powers are severely 
limited). The Christian Trade Union split off in the mid-1950s but it is 
not politically significant. Officially the DGB is not politically oriented 
and not linked with any political party (in contrast to  the situation in the 
United Kingdom). However, a large proportion o f the SPD members o f 
the Bundestag and o f SPD ministers and political officials are members 
o f  a trade union, and quite a number are former union officials. But there 
are also some trade unionists among the Christian Democrats and in the 
Free Democratic party (FDP).24

These links are not at variance with the trade unions’ conception o f 
themselves. Given the postwar attitudes, it was logical that the reemerging 
trade unions would seek to become comprehensive representatives o f 
employee interests, with a full role in economic and political decision
making.25 The DGB, the DAG, and to a lesser extent the Civil Servants 
Association, all consider themselves to be under an obligation to society 
in general, and for that reason expect to have a say. Such an attitude,

22. The federal and state governments each account for less than two-fifths o f public spending and 
local authorities for about one-quarter. The bulk o f capital spending is carried out by the local authorities.

23. M. Rainer Lcpsius, “Sozialstruktur und soziaie Schichtung in der Bundesrepublik Deutschland,” 
in Lowcnthal and Schwarz, Die zweite RepubUk, p. 266.

24. For example, all but 2 of die 224 SPD members of the Bundestag in 1977 were members of 
trade unions, while only 8.7 percent o f CDU-CSU members were. Emil Peter Müller, “Die soziooko- 
nomischcn und verbandliehen Strukturen des 8. Deutschcn Bundcstagcs,” Beitrage zur Gesellschafts-und 
Bildungspolitik des Instituts der Deutschcn Wirtschaft, no. 19, 1977.

25. Sec Lcpsius, “Sozialstruktur,” p. 267.

 

 

 
 
 



although it docs involve drawbacks, is by and large conducive to  stability, 
as Michele Salvad makes clear in chapter 15. The trade union movement, 
rather like the SPD, has consistendy dissociated itself from the German 
Democratic Republic. It aims at improving the system and not at any 
fundamental rejection—let alone a revolutionary overthrow—o f the po
litical and economic order in West Germany. The DGB has never left any 
doubt that extreme left-wing positions are incompatible with membership 
in a trade union. The German trade union system thus quite definitely 
operates within the parliamentary political spectrum.

O n the employers5 side, too, reorganization was necessary. In 1949 
the Federation o f German Employers5 Associations was founded, with 
eleven associations covering employer functions and a profusion o f 
subsidiary organizations.26 At the lower level there are close links with 
subsidiary bodies o f employers5 organizations that are not mainly oriented 
to  the employer function, such as the Federal Association o f German 
Industry. Just as among the trade unions, there are no party ties, although 
an affinity to the Christian Democrats and also the Free Democrats (albeit 
to a progressively smaller degree) is unmistakable.

From the beginning, wage negotiations were left solely to  the two 
sides o f industry, to  employees and employers. The right to  collective 
bargaining derives from the constitutional right to  form trade unions 
(article 9 o f  the Basic Law). In the 1949 Collective Bargaining Act and 
other legislation, trade unions and employers5 associations are explicitly 
recognized as collective bargaining institutions. The 1949 act not only 
guards their autonomy but also limits and shapes the actions o f  the 
negotiating parties by codifying the areas o f  conflict, competences, and 
means o f settling labor disputes. O f particular significance is the legislation 
that reserves the right to  strike to the recognized parties and bans labor 
disputes initiated by relatively small groups o f workers, such as are 
frequently observed in other countries.

Economic Policy

The key event in German postwar development was the currency 
reform o f  June 20, 1948; in the three Western zones o f  occupation o f 
postwar Germany it ended a period o f  total price control and a compre
hensive system o f rationing. After a decade and a half o f  government

26. Walthcr Herrmann, “Arbeitgcbcrvcrbandc,” in Handvtôrtcrbuch dcr Sozialwissenschaftcn, vol. 1 
(Gottingen: Vandenhocck & Ruprecht, 1956), p. 288.
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intervention, economic activity was again subjected to the laws o f a market 
economy. Overnight, the economic situation o f the individual changed. 
The radical difference and the overwhelming success o f  the currency 
reform were for many people conclusive proof o f the correctness o f  liberal 
ideas. From the start, the free market system functioned just as had been 
predicted. Shops filled up with goods, money had real purchasing power 
again, and everywhere the signs o f  new economic activity multiplied. 
M ost o f  the credit was given to Ludwig Erhard, the minister o f  economics 
who, acting against Allied instructions, had decontrolled the markets on 
the day o f  the currency reform. The reform and the decontrol o f  markets 
were hazardous experiments, but they were a success. The new system 
also triumphantly withstood its first serious tests. When West Germany 
became the first major deficit case in the new European Payments Union 
during the Korean crisis, it was offered special credit dependent on a 
stabilization scheme “proposed by the international monetary experts Per 
Jacobsson and Alec Caimcross, much o f which had been prepared in 
November 1950 by a group o f  German experts.. . .  This program, 
emphasising restrictive measures in the fields o f monetary, budgetary, and 
fiscal policy, laid the foundations both for internal stabilization and for 
the subsequent balance o f  payments surpluses o f the Federal Republic.”27 
Thus, the authorities relied on the efficiency o f demand management and 
not on state control.

In economic policy terms the currency reform was a major act o f  
regulatory policy. Its success strengthened the conviction that economic 
policy should primarily be regulatory, not interventionist. The neoliberal 
concept evolved from rejection o f the uncoordinated and often mutually 
contradictory government interventions between the two world wars. It 
shared with classical liberalism a confidence that the price mechanism can 
control economic activity optimally and smoothly, which explains its 
strong aversion to  interventionist action.28 The conditions under which 
the price mechanism works effectively do not, however, come about 
automatically. Government must create appropriate basic conditions. In 
particular, it must prevent the cornerstone o f the system, namely, com
petition, from being eliminated by private economic agents. The influence
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27. Emminger, “Deutsche Geld* und Wahrungspolitik,” p. 489.
28. The most complete theoretical approach within the neoliberal school was that o f the Freiburg 

School led by Walter Eucken and Franz Bohm. The ideas o f Alfred MtiUcr-Armack (who coined the 
phrase “social market economy”), Alexander Riistow, Wilhelm Ropkc, Friedrich von Hayck, and Gottfried 
Habcrler were closely related to the Freiburg School’s way of thinking. Similar ideas were developed in 
the United States, under Henry C. Simons, and in other countries. The organizational center o f the 
liberal school was the Monte Pellerin Society.

 
 
 
 
 



that the regulatory approach to economic policy acquired owes much to 
the broad consensus prevailing in academic circles, which shaped gener
ations o f students and molded the ideas o f the Advisory Council o f  the 
Ministry o f Economics.

As a matter o f  fact, interventionist action was regularly taken as well, 
with the authorities relying mainly on monetary policy and pursuing (at 
least in the 1950s) a rather conservative fiscal policy. But the main 
characteristic o f  economic policy until well into the 1960s was its reliance 
on regulatory principles and thereafter increasingly on Keynesian doctrines 
(at first gradually) which the authorities attempted to  reconcile with 
classical ideas.

d e c i s i o n s  b a s e d  o n  r e g u l a t o r y  p r i n c i p l e s . The first o f  several 
decisions reflecting regulatory principles taken during the 1950s was the 
establishment o f a central bank completely independent o f the government, 
both in its staff and in its policies. When the Bank deutscher Lander was 
set up in 1948,29 it was assumed that a government right to influence its 
actions would eventually undermine the monetary system. That bank was 
a two-tiered organization, including a network o f  independent state central 
banks.30 In 1957 the dispute over a one-tier or two-tier central bank 
system was settled in favor o f the single-tier arrangement. The Bank 
deutscher Lander was succeeded by the Deutsche Bundesbank.31 Attempts 
to  question the autonomy o f the Bundesbank (half-hearted as they have 
been) have met with energetic resistance from all political groupings. This 
may be due in part to  the absence o f any serious disagreements between 
the bank and the federal government—which is not to  say that monetary 
and fiscal policy have been perfeedy coordinated. The only true test o f 
the central bank’s independence would be in a conflict o f  principle, when 
everything depends on the staying power o f the parties concerned.

The remains o f the two-tier system act as a built-in obstacle to a one
sided personnel policy32—an obstacle that also enhances autonomy in the
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29. On March 1, 1948, by a law o f the occupying powers.
30. The capital was owned by the state banks; their presidents were appointed by the prime ministers 

o f the states.
31. But the main offices o f the Bundesbank continued to be called state central banks.
32. The policymaking body o f  the Bundesbank, the Central Bank Council, is made up of the eleven 

presidents o f the state central banks and the eight members o f the Bundesbank directorate (including 
the president and vice-president). The president o f the Republic appoints all members, those on the 
Bundesbank directorate being proposed by the federal government after consultation with the Central 
Bank Council, and die presidents o f the state banks being proposed by the Bundesrat in accordance with 
each state’s legislative instructions and after consultation with the Central Bank Council. The independence 
o f the state central bank presidents is an important aspect o f the independence o f the Bundesbank.
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general policy field.*3 Bur what has this autonomy to do  with West 
Germany's stabilization performance? I f  it is legitimate for the government 
o f  a democratically organized country to  feel wholly responsible for 
economic activity, the advantages o f protecting the central bank, in its 
monetary decisions, from the influence o f  pressure groups can hardly be 
doubted. As Michael Parkin concluded in an analysis o f  twelve industrial 
countries, “there is strong evidence that foil independence is associated 
with a low rate o f  inflation.*33 34

Regulatory principles were next expressed in the Act Prohibiting 
Constraints on Competition o f  July 27, 1957. True to  the neoliberal 
concept o f  competition as a government responsibility, this act ended a 
decades-long tradition o f  cartels in Germany.35 The act came to  be 
regarded as a basic law o f  competition, comparable in importance to  the 
constitution. The German concept o f  economic policy saw competition 
as one o f  the prerequisites o f  smooth development in the private sector, 
which enabled inflationary tensions to  be avoided.

Also in 1957, retirement pensions were linked to  wages, so that they 
follow (with a lag) the movement o f  the gross earnings o f  the working 
population. This key part o f  the federal government's social security 
system has helped to  keep conflicts in German society within limits. 
Nevertheless, the pension formula contained the seed o f  undesirable 
developments, for a wage-linked pension if wrongly handled can cause 
serious stabilization problems (as it did in the early 1970s).

The “economic miracle” o f  the 1950s was certainly fostered by West 
Germany's “opening to  the outside world.” This, too, was a decision 
based on regulatory principles. Germany's role in the European integration 
process after W orld War II (like that o f  several other European countries) 
was initially passive.

From the beginning West Germany was involved in economic inte-

33. The main duty o f  the Bundesbank, specified in section 3 o f  the Bundesbank A n  o f  July 26, 
1957, is to “safeguard the currency71 and to “make banking arrangements for domestic and intemationaJ 
payments "T he Bundesbank is required to support the general economic pobey o f  the federal government 
insofar as is consistent with the discharge o f  its dunes; moreover, it is independent o f  the federal 
government (section 12 of the act). The federal government is entitled to attend m eeting o f  the Central 
Bank Council (but not to vote there); and it mutt invite the president o f  the Bundesbank to attend 
discussions on matters affecting monetary policy. It also is entitled to postpone decisions o f  the council.

34. Mkhacl Parkin, “In Search o f  a New Monetary Constitution fee the European Communities" 
(1977).

35. Between the wars there were well over a thousand organized cartels in Germany. Section 1 o f  
the act lays down the principle o f prohibition. A 1973 amendment prohibit! coordinated actions ("section 
25). In 1973, reporting requirements were replaced by the monitoring o f  mergers Together with the 
prohibition o f  resale price maintenance, these measures act as constraints on competition.

 
 
 
 
 
 

 

 
 
 



gradon in the heart o f  Europe, though not o f  a kind altogether in keeping 
with German regulatory ideas. A functional type o f integration—incor
poration o f the participating economies in a common automatic market 
system through the mere return to  free trade—would have conformed to 
German liberal thinking. But the form o f integration that was chosen 
relied on supranational institutions with wide powers and envisaged the 
harmonization o f national economic policies. Doubts about this approach 
were suppressed since the idea o f political integration appeared at least 
as important as purely economic integration.36

The starting point was the Schuman Plan, under which a European 
Coal and Steel Community (ECSC) was established and a common market 
for coal, ore, scrap, and steel created, primarily by abolishing tariffs, 
quotas, and subsidies. When the six ECSC nations set up the European 
Economic Community (EEC) in 1957 the objectives were more ambitious. 
The treaty signed in Rome on March 25,1957, included the free movement 
not only o f goods and services but also o f capital and labor in the countries 
o f the community.37 Coordination o f the economic, monetary, and cyclical 
policies o f  member states was also envisaged—economic policy would be 
used to create conditions resembling those o f a domestic market within 
the Community.

However, difficulties o f the integration process soon emerged; one was 
the permanent problem o f imported inflation, another a series o f  con
frontations over stabilization concepts. West Germany’s partners in the 
EEC (and in the Organization for Economic Cooperation and Develop
ment) showed little understanding o f Germany’s guiding principles. A 
particularly striking example was the confrontation over planning within 
the EEC in the early 1960s. While Minister o f  Economics Erhard strongly 
opposed the Brussels conception o f medium-range forecasts and medium- 
term programming, which represented the Keynesianism that he so firmly 
rejected, a compromise agreement established that the EEC would draw 
up medium-term action programs in future. From then on the discussion 
o f  cyclical policy, and particularly o f the role o f fiscal policy, intensified 
in West Germany, in part because o f economic developments in the 
1960s. The first outcome o f this discussion was the 1963 establishment 
o f the German Council o f Economic Experts. While Erhard had thought 
o f  the new council as a seconder o f government policy, it in fact emerged

36. See Andreas Predohl, Ausstnwtrtscbaft, 2d cd. (Gottingen: Vandcnhoeck and Ruprccht, 1971), 
p. 129.

37. The treaty came into effect on January 1, 1958.
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with a for more independent role, submitting its annual report to the 
parliament and the public, with the government required to  comment on 
the report to  the Bundestag within a specified period. However, the 
council is (for good reason) not allowed to recommend particular measures 
o f  economic policy.38

The establishment o f  the Council o f  Economic Experts was not the 
only fruit o f  the debate over cyclical policy. A Stability and Growth Act 
passed on June 8 ,1967 , created the preconditions thought to  be necessary 
for efficient control o f  the economic process; it was hailed as the 
stabilization “basic law” o f  the free market system. Expectations were 
optimistic for this supposedly optimum amalgam o f  liberal and Keynesian 
ideas. The act and a catalog o f  measures concentrate on financial policy. 
The monetary aspect is neglected, presumably because the Deutsche 
Bundesbank Act takes care o f  monetary policy and the instruments to  be 
used in it. The Stability and Growth Act is very reticent in its provisions 
concerning incomes policy; it merely provides for guidelines to  be drawn 
up by the federal government for “concerted action” should any o f  the 
overall economic objectives be in jeopardy.39 It envisions early coordination 
o f  economic activity, and enactment o f  a Stabilization Policy Committee 
consisting o f  representatives o f  federal, state, and local authorities and a 
Financial Planning Council responsible for coordinating the medium- 
term financial planning o f  regional bodies. Both o f  these committees, 
however, are limited to  issuing recommendations; they cannot mandate 
particular measures or interfere with independent budgeting at any level.

T H E  F IR S T  IN FLA T IO N A R Y  SIG N A LS. Following the economic success, 
the first signs o f  excessive claims being asserted on the national product
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38. The council's conceptual achievements arc reflected in the measurement concepts it evolved for 
particular political areas such as the “cyclically neutral budget” (a sort o f  foil-employment budget) or the 
“cost-neutral wages policy.” Monetary policy's orientation toward quantitative control also owes a great 
deal to the council.

39. Outside Germany, concerted action has often been looked on as the secret weapon in Germany’s 
successful stabilization record. But concerted action was intended to be a (brum for discussion o f how 
well the criteria o f  incomes policy conformed with the overall economic situation—that is. for providing 
“orientation” data. Reliance was to be placed on the persuasive power o f  information, better arguments, 
and the willingness of those concerned to let their actions be guided by logical reasoning. In fact, 
however, concerted action consisted o f  conferences in which the federal government discussed its program 
and its appraisal o f  the economic situation with representatives o f  the most important economic groups 
(representatives of the Bundesbank and o f  the Council o f Economic Experts were also present). The task 
of this body, therefore, was exclusively that o f  exchanging information; it had no authority to recommend, 
let alone to decide on, a particular policy. In the early stages questions o f  wage policy were included in 
hs agenda, but from the early 1970s the trade unions refused to discuss them.

 

   

 
 
 

 
 
 
 
 
 
 
 
 
 



began to emerge in West Germany by the mid-1960s. Hardly anyone 
allowed for the possibility o f a sustained setback. H igh rates o f growth 
and substantial increases in income were regarded as a matter o f  course. 
Although full employment had strengthened labor’s position, the unions’ 
wage policy was not particularly aggressive. The trade unions had shed 
their revolutionary programs for good, and by and large people were 
satisfied to  see that scarcity had caused factor prices to  shift in favor o f 
wages. Despite the shift, however, the factor-weighted wage share o f 
national income remained relatively stable (see table 12-3).

The first wave o f wage increases that significandy raised costs took 
place in autumn 1964 and spring 1965. Although vigorous business 
activity may have contributed significantly to this wave, it was already 
possible to  detect changes in behavior that reflected inflationary expec
tations. Government mistakes also contributed to the onset o f  inflationary 
expectations. There was reluctance to insulate the monetary system from 
international inflationary impulses. A  further revaluation, after that o f 
1961, was awarded. Life in a permanent export boom was so pleasant 
that undesirable consequences—the structural distortions arising in the 
West German economy—were overlooked. N or was that all; in 1964 and 
1965 the financial policymakers shirked their responsibility for stabilization 
by taking almost incomprehensible expansionary measures aimed at 
attracting votes. Though they claimed that their balanced budget did 
justice to  the principles o f  sound financial policy, they ignored the fact 
that disbursement o f  the taxes that flowed in so plentifully for cyclical 
reasons, and also because o f the higher inflation rate, was bound to 
increase inflationary tensions. This fiscal stance no doubt owed a great 
deal to the loss o f Konrad Adenauer, who retired from the office o f 
federal chancellor. The CDU suffered a leadership crisis, especially since 
Adenauer’s successor Ludwig Erhard, the architect o f  the economic 
miracle, was not a commanding figure in his new role. The temptation 
was therefore great to  keep voters loyal by means o f election promises.

t h e  c o n s e q u e n c e s  o f  s t a g n a t i o n . The first slump since the war, 
in 1966-67, was largely caused by lack o f coordination among authorities. 
Monetary leaders, their attention focused on the government’s expansion
ary fiscal measures, persevered with a restrictive policy much too long. 
“As late as May 1966 the Bundesbank felt obliged to  raise the discount 
rate from 4 to 5 percent although private capital spending was already
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stagnating. It did so because government expenditure was still too  high.
. . . The bodies responsible for the public budgets did not sec reason until 
the capital market, and later also the money market, failed them . ” 4 0

The downturn in economic activity came as a profound shock to  the 
general public. Hardly anyone had reckoned with the possibility o f  a 
recession o r even o f  stagnation. But the shock did at least curb inflationary 
claims that were beginning to  be asserted on the national product. The 
trade unions responded to  the changed economic situation with appreciable 
restraint, extending a large proportion o f  the wage agreements that were 
due for renegotiation {“wage pause”) and concluding new agreements for 
longer than usual even though wage increase rates were low . 4 1

Their intention was to  provide employers with a stable basis for pricing. 
And prices did begin to  respond to  cyclical changes again. Still, the shock 
at the recession led to  expansionary programs being discussed long after 
the trough o f  the cycle in spring 1967.42 Even after the revival o f  foreign 
demand had caused a very strong upswing, private and public behavior 
was mainly directed toward nursing a supposedly ailing economy. A third 
stabilization program was still being discussed as late as 1968, when it 
was really high rime to  take corrective action against incipient inflation 
in line with the provisions o f  the Stability and Growth Act. The authorities 
let themselves be lulled by the low price increases, although they should 
have known that prices aie a lagging indicator o f  undesirable trends. The 
inability to  exercise control in the field o f  stabilization policy was reflected 
most clearly in the government's resistance to  a revaluation, which was 
long overdue. Foreigners' sharply increasing claims on German productive 
potential were competing more and more with steeply rising domestic 
demand. Some overtaxing o f  the German economy seemed foreordained, 
and the government could not bring itself to  carry out more than a fiscal 
“substitute revaluation” 4 3  in the autumn o f  1968. This sufficed neither to

40. Karl Biasing, address on the occasion o f  die awarding of die KarlBriuer-Prize, Deutsche 
Bundesbank press release 25, 1967. Blessing was president o f the Deutsche Bundesbank at the time.

41. In 1967, when agreements covering about 15 million wage and salary earners could have been 
terminated, the trade unions rencgishared agreanents for only ane-third o f  these cmpkiyca. In 1968, 
agreements covering only one-fifth o f employees were renegotiated; termination d a ta  were on average 
postponed more than seven months and for eighteen months or mote in the coal mining, steel, and 
metalworking industries. See A. Müller, “Die Tarifbewegungen 1968,” WWI-MmtilwigtH, no. 5 ( 1969), 
p. 1940.

42. The general public ascribed the rapid overcoming o f the crisis to the two stabilization programs 
with which the Stability and Growth Act was bunched. But die success o f  die programs was mainly 
based on the b e t that they strengthened an upswing already in progress.

43. A 4 percent special tax on « ports and corresponding tax relief o r  imports of nonagricuhural 
goods.

 

 
 
 
 
 

 
 

 



close the steadily widening price gap between West Germany and other 
countries nor to contain speculation on a proper revaluation o f  the 
D mark. As the waves o f  speculation became more violent, monetary 
policy was in effect condemned to  impotence. Instead o f  acting, Chancellor 
Kurt Georg Kiesinger displayed misplaced strength . 4 4

Under the impact o f  the crisis the trade unions continued their extreme 
wage restraint in the spring o f  1969. But government failed to  curb the 
expansion o f  demand, with the result that profits rose far faster than 
employees’ incomes as output increased while prices remained largely 
stable. In the course o f 1969 workers became more and more convinced 
that they had to  be compensated. The trade unions were unaware o f  the 
impending explosiveness, and the employers ignored it; no effort was 
made to  adjust the distribution o f  incomes until the exasperation found 
vent in wildcat strikes in autumn 1969. For the first time since the 1950s 
the German trade unions were in danger o f  losing their basis o f  legitimacy, 
which had a highly adverse effect on the climate o f  negotiations from 
then on. A wave o f  price rises was also set in motion. The government’s 
belated efforts, including the so-called countercyclical reserve o f  mid- 
1969,45 made no significant impact. Economic policy appeared to  be 
“sitting on the fence.” Thus, confidence that the Stability and Growth 
Act really provided control o f  the economy soon turned out to  be an 
illusion. The opportunities for stabilization policy presented by the 
downswing had been wasted. Indeed, compared with the period before 
1966, the prospects for successful stabilization performance had deterio
rated distinctly.

West Germany’s Stabilization Performance “i l l

The Period of Accelerating Inflation, 1969-73

The unfortunate results o f  the crisis cannot explain the continuing 
rapid deterioration in stabilization performance after 1969. N or does the 
inexorable decay o f  the Bretton Woods system, with its destabilizing and 
inflationary effects, nor—later—the oil crisis that shook the world economy

44. The views o f (he two partners in the governing coalition on the question o f  revaluation were 
irreconcilable. The SPD, led by Professor Schiller, the minister of economics, recommended a revaluation, 
but Franzjosef Strauss (CSU), minister o f  finance, had Chancellor Kiesinger and the cabinet on his side. 
The consequence was that revaluation became an election issue. Otmar Emmingcr called this “a unique 
case o f  a debate on a change in the exchange rate o f a major currency continuing for many months ‘in 
the market place.’ "

45. Sections 5, 7, and IS o f  the Stability and Growth Act provide that, in the event o f  an expansion 
o f  demand in excess o f  economic capabilities, fonds are to be immobilized at the Deutsche Bundesbank.
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to the core. Social circumstances at home had also become less propitious 
for price stability.

The change in socioeconomic conditions was far from abrupt; there 
were signs o f it in many industrialized countries during the 1960s.46 
Transformations in values in the second half o f  the decade found their 
most obvious expression in the unrest at universities. In other reaches o f 
society too a feeling o f disquiet (often subconscious) was fairly widespread. 
Everywhere the importance o f  economic growth was questioned. The 
quality o f growth, it was argued, had been neglected in favor o f its purely 
quantitative aspect. As emphasis shifted to  environmental protection and 
limits on growth, the growing criticism o f the results o f  events in the 
markets was concealed. Talk o f “private riches and public poverty” was 
rife; the alleged incongruity between the needs and the actual supply o f 
public goods, not least in the education sector, led critics o f  the status 
quo to assign more and more tasks to government. Claims on government 
began to proliferate far beyond the bounds o f what had hitherto charac
terized the modem welfare state. But how can this underlying transfor
mation be explained?

Perhaps society, after the season o f investment, considered a season o f 
harvest appropriate. The 1960s witnessed in a specific sense the end o f  
the postwar period. As prosperity increased, reconstruction with its 
pronounced preference for the future lost value as a reason for solidarity. 
And as the immediate threat o f  cold war gave way to  more relaxed 
relations between East and West, a further reason for solidarity lost 
ground. The political spectrum began to  widen, and the potential for 
social conflict increased. Because these changes were assimilated by existing 
parties and associations, the impression continued to  be given to  the 
outside world that a fairly far-reaching social consensus was being 
maintained in West Germany. Paying heed to  divergence at the grass
roots level, however, curbed the freedom o f action o f some o f these 
organizations considerably.

The Change in Political Power

The combined Christian Democratic and Christian Social Unions 
(CDU-CSU), which had been in power continuously since 1948— albeit

46. Tenbruck, “Alltagsnormen,” p. 300, suggests that identical technical developments brought 
about similar results and problems in the social sectors o f many countries. His explanation does not do 
full justice to the problem.

 
 



in the finaJ phase only in the Grand Coalition with the SPD—apparently 
lacked any intuitive feeling for these social processes o f  reorientation. 
Thus their campaign slogan o f  1969, “N o experiments,” relied on an 
attitude more appropriate to  the 1950s and early 1960s. The conviction 
gained ground well into the ranks o f  their supporters as well as the 
population at large that the CDU-CSU was unable to  do justice to  the 
wishes for modernization . ' 4 7  The SPD program, on the other hand, 
envisaged reform in all aspects o f  daily life, and the FDP promised to 
“pan radically with old traditions.” Thus all was set for a political about- 
face, even if  the SPD and FDP gained only a small majority in the 1969 
election , 4 8  Willy Brandt’s policy statement on October 28 ,1969 , included 
an ambitious—indeed, too  ambitious—program o f  reforms that under 
the slogan “We want to  risk more democracy” took account o f  the 
widespread demand for broader access to economic and political advances 
without overlooking its counterpart, joint responsibility. His statement, 
however, emphasized the need for stability4 9  50 and a sound financial policy. 
The first act o f  the new government was to  carry out the long overdue 
revaluation o f  the D  mark . 8 0  It would therefore be an oversimplification 
to  interpret the political changing o f the guard as a decision in favor o f 
a coalition less mindful o f  stability.

Nevertheless, stability did finally fall victim o f  a “free rider” attitude— 
the notion that someone will act to  bring about the stability that everyone 
favors but none is willing to  make sacrifices o f  his own for. Such a mood 
could prevail because there was little fear o f  economic consequences. 
Though faith in the corrective power o f  the Stability and Growth Act 
had evaporated, confidence that the government was capable o f  ensuring 
full employment, and under SPD leadership was willing to  do so, remained 
unshaken. The new government’s stress on full employment was inter
preted as a guarantee. And price rises were accepted as the unavoidable
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47. Rudolf Wildenmann, “CDU/CSU: Regierungspartei von moigen—Oder w a s  sonst?” in I-o- 
wcnthal 2nd Schwarz, Dit a tt i t t  RtfubUk, p. 350.

48. Fear of inflation mobilized voters against the CDU-CSU owing to their firm rejection o f a 
revaluation o f  the D mark. The election results o f  autumn 1969 were at any rate considered a victory o f 
the Schiller voters. Sec Kari-Dictrich B radier, “Die Kanzlerdemokrade." in ibid., p. 199.

49. Press and Information Office o f  the FRG Government, Bulletin 123, October 29,1969. Brandt 
stated: “Steady economic development is the best base for social progress. It creates the dimate in which 
private ire native, the readiness to take risks and efficiency can unfold. It ensures security o f  employment, 
and safeguards growing incomes and increasing savings against erosion by rising prices.”

50. On October 27, 1969, the D  mark was revalued by 8.5 percent. The format revaluation was 
preceded by a shore period o f  floating so that when the revaluation rate was determined, contact with 
the market forces could be maintained.

 

 
 

 
 
 

 
 



result o f  external influences. 5 1  (Little wonder, therefore, that the trade 
unions, still impressed by what had happened in the autumn o f  1969, 
endeavored to  meet the next crisis o f  legitimacy among the rank-and-file 
with more aggressive tactics.)

Projects for improving social security were also thrust on the govern
ment from all sides with little regard for the financial burdens they might 
impose. O n the contrary, the heavier burden was often the basis for 
advancing larger wage claims . 5 2  Numerous groups made claims on the 
government in hopes o f  receiving more in redistribution than they had 
to  contribute. A growing “payee mentality” tended to  characterize the 
period and, as Ellwein noted, discussion was often dominated by those 
who assumed no responsibility, but led their constituencies to  demand 
more o f  the state even while criticizing the state for failure to  live up to  
the new, heightened expectations . 5 3

Local authorities also had to  deal with the rising expectations for public 
goods such as schools, kindergartens, swimming pools, parks, and the 
like . 5 4  Many local governments faced considerable pressure when they 
sought to  adjust their charges to  meet the trend o f  rising costs. “Red 
Point campaigns” often paralyzed local public transport when fare increases 
were imminent. Such campaigns were often accompanied by demands for 
free public transport, to  be paid for by the local government or by the 
so-called perpetrators o f  “consumer terrorism”—namely, the retailers and 
department stores. In this extreme case, local authorities generally resisted, 
but in others they often felt compelled to  give in.

Federal and state governments were also unlikely to  reject the new 
social demands. I f  the new team in Bonn, moreover, was not to  disavow 
its plans for reform so soon as to  make diem seem mere electioneering 
promises, it had to  deliver some results within the parliamentary session, 
whether economic conditions were favorable o r not. In fact the state itself 
had to  become a participant in the struggle over the national income, 
which only exacerbated some o f  the economic difficulties themselves. The
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51. A position i t  the rear o f  the international “inflation convoy” seemed to many West Germans to 
be a sufficient success.

52. In West Germany, moreover, the employee and the employer share equally the cost o f  social 
security contributions. Employees are not fully aware o f  rapidly rising costs or o f  the fact that employers’ 
contributions would otherwise be available for distribution in the form o f wages.

53. Thomas Ellwein, “Die grossen InteressenverMndc und ihr Einfluas,” in Ldwcnthal and Schwarz, 
DU tw tttt Rtpublik, p. 486.

54. Even though considerable amounts o f state and federal funds go into such protects.

 

 
 

 



inflationary process could be halted only when the connections between 
sanctions and erroneous policy became clear once again.
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The Behavior o f Government

Government behavior in this period undoubtedly contributed to the 
progress o f inflation. Despite the high degree o f utilization o f production 
capacity, public authorities exerted an expansionary influence; the growth 
rates o f government expenditure were all double-digit. Proposed reforms 
implied a larger government share in the national product. To achieve 
this without endangering the aim o f stability, it would have been necessary 
to  reduce private claims accordingly. Instead the state attempted to mask 
the cost o f  additional services. But the more government gave in to  the 
claims o f  society, the more the payee mentality proliferated. N o attempt 
was made to  explain that any increase in public goods also demands more 
o f the individual citizen; on the contrary, tax cuts were announced. The 
Work Promotion Act, for example (which came into force on June 25, 
1969, before the change o f government), virtually invited abuse through 
liberal interpretation o f its conditions for benefits. In the inflationary 
environment, income from pensions fell behind in relative terms, which 
from a sociopolitical point o f  view was regarded as unacceptable—and 
probably was, to some extent . 5 5  Forecasts o f  the movement o f pension 
insurance funds were extremely favorable , 5 6  and parliament responded by 
advancing the rise in pensions by six months and introducing a flexible 
retirement-age scheme. Thus transfer expenditure reinforced the inflation
ary exaggerations. The tendency o f all levels o f  government to  assert more 
claims interfered with coordination between the various levels at the very 
time when it was particularly necessary—and this in spite o f all the 
provisions o f  the Stability and Growth Act.

In view o f ample tax receipts (not least as a result o f  the inflation) the 
lower levels o f  government—local authorities even more so than state— 
could scarcely be persuaded to defer projects that appeared urgent or that 
constituents were demanding. Suddenly many projects were declared 
imperative that proved not to be when the tax flow became less favorable. 
Attempts to  evade making a contribution toward stability—to adopt a

55. Pensions follow the movement o f employees’ earnings with a lag o f three years.
56. In its annual Pension Adjustment Report the federal government forecasts trends in the receipts, 

expenditure, and assets o f the pension insurance funds over the next fifteen years.
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“free rider” attitude—are particularly understandable among local au
thorities because the electorate is likely to  judge local politicians by what 
they have done for the local community, and less by what they have done 
toward achieving overall economic aims . 5 7  Local politicians will not 
willingly expose themselves to  the reproach that they have done less to 
improve the quality o f  life than politicians in other communities.

Because the number o f  states is small, any attempt on their pan  to  
become a free rider is easily recognizable. Nevertheless, the states too 
found it hard to  submit to  the aim o f  price stabilization as long as, for 
example, plentiful tax revenues gave them  an opportunity to  contribute 
to  the betterment o f  living conditions. Thus it is differences in the order 
o f  priorities that lead to  problems o f  coordination, not—as m ight be 
assumed—differences in party or political orientation o f  the federal and 
state governments . 5 8  It would indeed be too risky politically for a state 
government to  rely on its failure to  act in a manner conducive to  stability 
having a more damaging effect on the coalition in Bonn than a n  itself. 
But precisely because o f  the differences in priorities, those who bear a 
special responsibility for stabilization policy have a particular obligation 
in the conduct o f  public finance. The federal government failed to  meet 
its responsibility for the difficult task o f  coordination under a federal 
financial system . 5 9  And it had largely dosed the door to  stabilization 
efforts o f  its own. Thus maladroitness and halfheartedness deprived any 
actions in the field o f  stabilization policy o f  success.

Measures were adopted too late and their impact was too weak. This 
fault, evident in financial policy in the 1960s, had not done much damage 
thanks to  the more favorable stability conditions then prevailing. In 1970, 
predous months were wasted. N ot until midyear, when the rise in prices 
continued undiminished, was any action taken. But the authorities shrank 
from applying the provisions o f  the Stability and Growth Act; the 
measures were to be tailored to  the specific situation—to the detriment

57. Paul-Hclmut Huppertz, Gevaitenttilung tout MUBoUittht FÔMtttfMk: £ta air Tbcorit
institutieneller Redmgttiyat drr StabiUsiervr^spolitià in dir BttndtsrcpitMik DnffnUml (Baden-Baden: 
Nomas VerbgsgeseUschaft, 1977), p. 154.

58. Kock proves this empirically; “Stabilibtepolitik,” pp. 87-89.
59. The Council o f  Economic Experts caused a sensation when it suggested in a Special Report o f 

May 4, 1973, that the federal government was “possibly making things too easy for itself by giving die 
state and local authorities only a growth rate for budgetary policy without at the same tune publicly 
advocating the postponement o f a number o f protects in which i t . . .  has a considerable say. In this case 
stabilization policy is also a matter o f public referions. It is understandable that the states do not want 
to be made responsible if die execution o f  the major reform projects, which arc increasingly under the 
direction o f  die federal government, has to be delayed because die fonds available ate inadequate—not 
least owing to the ensuing burdens, which the federal government usually docs not share.”

 
 

 
 
 
 
 
 
 



o f stability, as it turned out. In addition to the temporary suspension o f 
depreciation allowances, the authorities confined themselves to  introducing 
a refundable countercyclical surcharge on income and corporation taxes, 
from which—for social reasons—the lower-income groups were exempted, 
although they were in fact the most likely to show a demand response. 
As a refundable supplementary tax acts like compulsory saving, the effects 
on consumption were only small. But as if that were not enough, the 
authorities felt obliged to refund the tax (by March 1973, as promised) 
at a particularly unfavorable time. Worse still, to preclude the impression 
o f a confidence trick, they were unable to raise taxes—as would have been 
appropriate to  the situation—at the time when the refund fell due.

A stabilization program in May 1971 was also unable to curb the 
expansionary stimuli caused partly by the expectation o f  a pronounced 
deterioration in the economic climate . 6 0  Central, state, and local authorities 
expanded their overall expenditures by more than 15 percent in 1971, 
compared with 12.6 percent in 1970. This contributed to  the unexpectedly 
early termination o f the downswing, but it also fostered the acceleration 
o f inflation. In 1972 the public budgets remained expansionary, though 
slighdy less so than in the preceding years—nonetheless, still out o f  line 
with cyclical requirements. Even though economic developments pro
gressed at a breakneck pace, there was no change at first in government 
policy in 1973. In February agreement was reached on a stabilization 
program, but it was ineffectual.

Government policy had taken its revenge; the authorities had kindled 
the inflation that reduced the value o f the increase in expenditure. Thus 
it was not possible to raise the government’s share in the national product, 
as had been planned, and not all promises could be kept. In the face o f 
the rising unrest, however, it was possible to  maintain the progressive 
wage and income tax scales that were helping financial policy . 6 1  In May 
1973 the government introduced a second stabilization program. The 
financial policy measures were again more or less in line with cyclical 
requirements, although the Stability and Growth Act was again not 
brought into play. A surcharge on income and corporation taxes was 
imposed only on those in the higher income brackets. An investment tax
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60. The program undertook to cut expenditure and reduce borrowing correspondingly (by DM1.8 
billion) and also to deposit the countercyclical reserves at the Bundesbank.

61. Under a progressive tax scale, the expansion o f incomes due to inflation leads to the public 
authorities receiving more additional revenue than consistent with the increase in taxpayers* capacity to 
pay.

 

 

 
 



was also introduced. At the time this was regarded as a courageous step; 
in retrospect it can be seen as having been too strongly directed at curbing 
capital investment—and this in a phase when a weakness o f  investment 
was beginning to  be apparent.

But the crucial factor in a turnabout was less this stabilization program 
than the parallel transition to  floating exchange rates. This gave monetary 
policy room for maneuver and opened up the possibility o f  easing the 
stability burden on financial policy.
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The Collective Bargaining Process

The wildcat strikes o f  1969 had a lasting effect on trade union behavior. 
The ambitious aims o f  income redistribution that the unions pursued 
from then on proved to  their members that better results could be achieved 
through an organized wage policy than through individual negotiations 
and took the wind out o f  the sails o f  radical forces. A tight labor market 
facilitated the change in attitude. The trade unions’ strategy now included 
new social claims for the less advantaged. Rises in wages were dispro
portionately steep in the lower-income brackets because o f  the introduction 
o f  so-called basic sums and the elimination o f so-called low-wage cate
gories . 6 2

As early as the autumn o f  1969 the metalworkers’ union was able to  
win an 11 percent increase for the iron and steel industry. In 1970, 
negotiated wage rates rose by an average o f  12.9 percent (in some cases 
by over 20 percent) and in 1971 by as much as 14 percent. Meanwhile 
the business cycle had passed its peak, so that progress in productivity 
was no longer as great and unit labor costs soared. In the economy as a 
whole they went up by 9.9 percent in 1970 and 9.7 percent in 1971. 
The trade unions’ strategy o f  attack met with litde opposition from 
businesses. Firms assumed that since they were working at full capacity, 
wage concessions could be passed on in prices. Furthermore, in view o f 
very large backlogs o f  orders in 1970, businessmen felt that losses sustained 
through work stoppages would be more expensive than cost increases. 
As unions grew more confident, businessmen felt they could no longer 
resist claims even when it became dear that tabor had made a breakthrough 
on the income distribution front (see table 12-3 ) . 6 3

62. A portion o f  the wage increase was e t pressed as a fried amount for all beneficiaries, or a 
percentage rate was agreed on with the proviso "bur not less than” a fixed amount.

63. Wage ratios o f the early 1970s are often compared unfavorably with those at the beginning of

 



Floating the exchange rate o f the D mark on May 9, 1971,64 could 
have been used to stabilize real income shifts, but wage negotiations had 
been completed earlier in the year, and so it had little effect. Fear o f 
recession led to a temporary period o f moderation at the beginning o f 
1972. Comparatively small wage increases were accepted, especially in 
sectors sensitive to economic fluctuation. In fields where demand was 
steadily expanding—such as the building sector—or where experience had 
shown that price sensitivity was less acute, the wage increases were larger. 
Since, moreover, a new upswing was already under way, fear o f  a recession 
rapidly faded. The period o f floating had been too short to have any 
really far-reaching effects. Inflation was not slowed; in fact wage increases 
continued to accelerate. Although this owed something to the cost pressure 
deriving from earlier wage rounds, the struggle over the distribution o f 
income also entered a more acute phase under the influence o f inflation. 
In the summer o f 1973 some o f the negotiated wage increases reached 
15 percent. And still business put up litde opposition to the demands o f 
the unions.

Even when government economic policy changed course sharply in 
the spring o f 1973, the risk o f not being able to pass on wage concessions 
in higher prices apparendy still seemed insignificant. When a new “profits 
explosion” was shifted into the realm o f possibility—somewhat recklessly, 
as it later turned out—businesses agreed to “subsequent improvements” 
in the summer o f 1973, so as to  avoid a debacle like that o f  1969. As an 
employer the state, too, easily conceded additional increases in pay; indeed, 
during this entire period its behavior was no more in accordance with 
the requirements o f stability than that o f  employers in the private sector, 
which evoked the Council o f  Economic Experts’ sarcastic comment that 
“the adequate payment o f government employees [appears] to have been 
among the most important reform projects o f  recent years . ” 6 5  Inclusive 
o f the so-called structural improvements—upgradings, bonuses, and the 
like—the public service was among the leaders in the expansion o f incomes 
in the early 1970s. This made it quite manifest that the proliferating 
“inflation mentality” was already setting its stamp on attitudes. Wage and

West Germany’s Stabilization Performance 385

the 1950s. But in 1950 in devastated postwar Germany comparatively much labor and little capital were 
involved in the production process. As the input o f capital increased, the share o f income accounted for 
by capital necessarily rose as well and the (adjusted) wage ratio fell. Sec German Council o f Economic 
Experts, 1975-76 Annual Report, par. 131.

64. The period o f floating ended with the worldwide realignment in December 1971 (Smithsonian 
Agreement).

65. German Council o f Economic Experts, 1972-73 Annual Report, par. 338.

 

 
 
 

 



price rises leapfrogged upward. M ore than any other phenomenon, 
spiraling inflation was an excuse to  pass the blame for undesirable 
developments from one side to  the o ther in political discussions. After 
the shock o f  the quadrupling o f  oil prices at the end o f  1973, the wish 
to  safeguard oneself against threatening monetary erosion was almost 
bound to  drive the struggle over the distribution o f  income to a new 
climax.
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T h e Fresh S tart

The inflation rate in West Germany reached its highest level in 1974. 
That was also the year in which capital and labor drifted farthest apart, 
and in which social consensus was smallest. In part this followed from 
the government’s loss o f  authority, symbolized by the resignation o f  
Chancellor Willy Brandt, after the discovery o f  a communist spy in the 
federal chancellery. The chancellor considered his authority undermined 
earlier, however, and by the end o f  1973, it was evident that the program 
o f  domestic reforms that the SPD-FDP coalition had promised could not 
be realized. Disillusionment was reflected in the notion that only reforms 
that “cost nothing” would be undertaken, which tended to  engender the 
conviction that each group must get for itself what the government had 
promised but was unable to  deliver.

The conflict and the tack o f  leadership were evident at the time o f  the 
wage negotiations in early 1974, with the confrontation between the 
trade unions on the one hand and the federal government and the 
Bundesbank on the other. The dispute revolved mainly around the 
predicted inflation rate for 1974 and the proper economic policies to 
follow as a result.

At the same time the oil-producing countries’ price rise meant a levy 
on real incomes in West Germany and other oil-consuming states. Unions 
resisted the new costs imposed on  the domestic economy . 6 6  The burden, 
they indicated, should be shouldered by others (that is, the recipients o f  
entrepreneurial and property income o r the public sector).

Hence there was a potential conflict between employees and employers 
over the burden o f  the oil price increase, and an actual conflict between 
the unions and monetary authorities over the inflation rate to  be tolerated 
in 1974 (and thus to  be anticipated in the wage settlements). The question

66. Sec Council o f  Economic Expert!, 1974-75 A tn w i  Report, par. 131 ff.



was whether the government was willing and able to  reassert its authority 
so that inflation did not get out o f  hand. At the beginning o f 1974 there 
was great uncertainty as to  whether inflation in West Germany could be 
brought under control at all. The federal government’s annual economic 
report for 1974 contained a single-digit projection o f the rate o f price 
rises (8 -9  percent). But experience had shown that the authorities were 
not always able to  take all the measures necessary to  make their projections 
come true. Besides, even experts differed in their forecasts—the EEC 
Commission, for instance, predicted that the rate o f inflation would be 
unlikely to  be below 10 percent in any country in 1974.67

Representatives o f  the Bundesbank in particular spoke out against 
pessimistic forecasts o f  inflation. Karl Klasen, president o f  the bank, 
predicted on January 22 that the inflation rate in 1974 would amount to 
7 -8  percent. The bank reaffirmed on several occasions that it would do 
all in its power to  keep the inflation rate down to single figures, which 
meant a continuation o f the restrictive monetary policy pursued since the 
spring o f  1973. The vice-president o f  the bank, Otmar Emminger, had 
remarked on November 30, 1973, that “additional money cannot make 
up for missing o il . . . .  As regards demand management, we must therefore 
keep our foot on the brake.” Only a litde later (December 20) Dr. Klasen 
had declared “we shall not give up our firm standpoint o f  monetary 
stability,” and soon afterwards had announced that the Bundesbank and 
the federal government were in agreement that the restrictive monetary 
policy should not be relaxed. 6 8

The trade unions were aware that periods o f  monetary restriction 
hamper wage negotiations and force a trade-off between pressing for 
wage increases and preserving employment. The trade unions demanded 
that economic policy should switch to  expansion and call off the fight 
against inflation. O n November 23 ,1973 , Heinz Oskar Vetter, chairman 
o f the German Trade Union Federation, called for an immediate relaxation 
o f  high interest rates, and on January 1, 1974, repeating this demand, he 
expressed the view that the inflation rate to  be caught up with in the 
1974 wage negotiations was higher than that o f  1973. Shortly before 
that, the influential metalworkers’ union had also declared that a general 
change in the course o f economic policy was overdue . 6 9

Collective bargaining began in January 1974; the wage round was

67. Deutsche Bundesbank, press release 12, 1974, p. 10.
68. Ibid., 6, 1974, p. 2; 91, 1973, p. 2; 96, 1973, p. 1; 3,1974, p. 1.
69. Ibid., 89, 1973, p. 2; 1, 1974, p. 6; 96, 1973, p. 12.
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started by the public service union, and it was obvious that die wage 
settlement there would set the pace for the other trade unions. The conflict 
escalated dramatically. The unions began die wage round with demands 
o f  IS to  20 percent, while the Bundesbank and the federal government 
did their utmost to  exercise a moderating influence. Helm ut Schmidt, 
minister o f  finance, declared “15 percent more wages will put jobs at 
risk”; the minister o f  economics also warned emphatically against rises o f 
10 percent o r more; and Karl Klasen called for a campaign o f  reason . 7 0  

Chancellor Brandt appealed to  management and labor in a television 
broadcast, saying that wage claims o f  15 percent were not attainable by 
reasonable means. The force o f  his warning was, however, slightly 
weakened by the fact that he several times stated that he was not prepared 
to  accept greater risks to  employment.

Appeals for moderation were o f  no avail. The public service union 
(Gewerkschaft Offentliche Dienste, Transport und Verkchr, or ÔTV) 
negotiated inflexibly and without regard to  the changed economic cli
mate—no doubt fortified by the knowledge that the jobs o f  the employees 
it represented were not in jeopardy. In the a id  it even resorted to  strikes 
hitting the state where it was most vulnerable (public transport, garbage 
collection). The upshot was wage increases averaging 12—15 percent and 
a blow to  government credibility.

These negotiations showed that the trade unions were counting either 
on the failure o f  stabilization policy o r on an early switch o f  economic 
policy to  an expansionary course. The Süddeutsche Zeitung, an influential 
German daily, spoke o f  a victory o f the trade unions over the federal 
government, and the president o f  the Bundesbank declared that “on the 
wage front a battle has been lost. ” 7 1  Economic policymakers now faced a 
very difficult choice—namely, the short-term trade-off between inflation 
and unemployment. Should the inflation rate anticipated in the wage 
settlements be allowed to  become the actual inflation rate, so as not to  
endanger employment? O r was the stabilization policy to  be continued, 
thus making it clear to  the trade unions that a wrong approach necessarily 
has consequences in the form o f  rising unemployment?

It soon became obvious which course government economic policy 
was going to  take. O n March 11,1974 (shortly after the wage agreement 
for civil servants was concluded), Finance Minister Schmidt and Bundes

70. Ibid., 8 ,1974 , p. S; 6 ,1 .
71. Ibid., 12,1974, p. 9; 14, 1974, p. 3.



bank President Klasen jointly stated that it was intended to  keep the rate 
o f inflation below 1 0  percent and that this would necessitate the contin
uation o f the restrictive monetary policy. Dr. Klasen added that after the 
surge o f inflation caused by the latest wage increases, the restrictive 
monetary policy would have to be maintained longer and applied more 
stringendy than had originally been planned. This approach was backed 
by outside experts. In their 1974 spring report, the major independent 
German economic research institutes called for a fresh start in the field o f 
stabilization policy; indeed, two institutes expressly demanded sanctions 
to prevent the parties to wage agreements from disregarding the govern
ment’s objectives on yet another occasion . 7 2  The German Trade Union 
Federation thereupon accused the institutes o f exhibiting a “lack o f social 
responsibility . ” 7 3  Whether the unions acted defensively in the belief that 
the government could not hold inflation down, or whether they sought 
a redistributive gain is unclear. In any case, however, thanks to the highly 
restrictive stance o f the Bundesbank, the actual inflation rate in 1974 was 
only 7 percent . 7 4

As a result, the increases in real wages were larger than either the 
unions or employers’ associations had anticipated. The consequence was 
a rise in unemployment (though not among the group o f employees that 
had set the pace). Many businesses found that they could meet the strong 
wage cost pressure only by dismissing labor, since the price increases they 
could achieve proved an inadequate safety valve. At the end o f 1974 the 
number o f unemployed was approaching one million, an unusually high 
figure by German standards in the 1960s and 1970s. Toward the end o f 
that year, admittedly, the growth o f unemployment was fed by the 
incipient worldwide recession.

The events o f 1974 started a controversy in West Germany. The unions 
blamed the Bundesbank for overdoing its restrictive policy. The Bundes
bank, on the other hand, had publicly declared its unwillingness to  finance 
any rate o f inflation arbitrarily programmed by wage agreements. One 
thing is certain, and has been widely appreciated: unemployment in 1974 
would have gone up less if the difference between the inflation rate 
anticipated in the wage agreements and the actual rate o f inflation had

72. Ibid., 17, 1974, p. 1, 2; 21, 1974, p. 2.
73. Ibid., 21, 1974, p. 3.
74. The stringency o f the monetary restriction is illustrated by the movement o f  the monetary base. 

In the spring o f 1973 it was expanding at a rate o f 11-12 percent, but the rate in 1974 ranged between 
5 percent and 7 percent owing to the monetary restriction. Relative to preceding years, these growth 
rates were exceptionally low.

West Germany’s Stabilization Performance 389

 
 
 

 



been narrower—in other words, if  the demands for nominal income had 
been more moderate o r if  monetary policy had been less restrictive.

390 Norbert Kloten, Kari-Heim Ketten r, Ramer Votlmer

Return to Old Values or M m  Tour de Forte?

Events from 1969 to  1973 in West Germany revealed how social and 
economic forces could combine to  abet inflation. “Distintegrative processes 
in the social field,” as Trappe and Hettlage express it, are “conducive to 
inflation ” 7 5  And if energetic action by economic policymakers reverses 
part o f  the inflationary thrust, group claims can lead to  increased 
unemployment (in economic terms, via an unplanned unintended or 
unforeseen rise in real wages). T o  reverse die trend requires a change in 
standards, and a new assessment o f  values by the responsible social groups.

T o what extent did the lessons o f  the 1974 dispute work to  bring 
about change? The authorities did succeed in reversing the trend o f 
inflation rates after 1974, but the sharp appreciation o f  the D mark in 
the foreign exchange market also helped. In other words, die stabilization 
process was aided by the confidence that other countries placed in the D 
mark and thus ultimately in the social forces and political groupings in 
West Germany that were backing stability. After 1978, however, the 
situation changed again. Inflation rates again rose significantly at a time 
the D mark no longer enjoyed an international “confidence premium.” 
At times, indeed the foreign exchange market seemed to  show a distinct 
lack o f  confidence.

The continuing uncertainty over monetary erosion in West Germany 
hampers any attempt to  fit the slowdown in inflation between 1975 and 
1978 into a socioeconomic context. Tw o contradictory positions arc 
conceivable. I f  the 1974 dispute is seen as having led to  a return to  the 
values o f  the 1950s and 1960s, then conditions for monetary stability 
should have lastingly improved. According to  this view, the poor per
formance in 1979 and later was very largely due to  external pressures that 
had to  be accepted. Inflation came from economic force majeure. If, 
however, socioeconomic conditions are assumed not to  have changed for 
the better after 1974, the temporary decline in inflation rates must be 
viewed as simply the outcome o f  an economic tour dc force, o f  a policy 
stance that enabled the government to  reassert its authority, o f  a latent

7S. See Paul Trappe and Ruben Hettlage, “A m ine zu einet mziologuchcn Théorie der Inflation,” 
in NeUo Cdio, «L, InjUuimjbtM mf f wig  im ttr  tvi enitrttn  wtruchuftticben m i  m tM 'n  Bt& y m g m  (Beta: 
Paul Haupt, 1976), p. 80.

 
  



fear that government might reimpose a sanction like that o f  1974. Such 
a tour de force could not possibly have a lasting effect. According to this 
view, the stimulus imparted to inflation by the depreciation o f the D 
mark was not to  be deemed a stroke o f fate, but was itself attributable to  
a prior loss o f confidence in the D mark caused by economic policy76— 
in the last analysis to  the fact that the major interest groups had not 
learned any lessons.

The correct assessment probably lies somewhere between these two 
poles. Certainly, the connection between self-regarding behavior and 
sanctions was restored in 1974. It was, after all, a major socioeconomic 
feature o f the inflationary process between 1969 and 1973 that the 
growing demands o f individuals and social groups gave rise to  fewer and 
fewer direct consequences—time and again the direct sanction o f taking 
action was postponed. It was possible to evade responsibility since inflation 
could be regarded as the outcome o f the actions o f others. After 1974, 
the idea that the government could guarantee full employment if only it 
wanted to  had to  be given up. Responsibility rested with the social groups 
again.

This should not, however, be construed to mean that in 1974 the 
economic policymakers had reckoned deliberately and from the start with 
the sanction o f rising unemployment. It followed in part from a particular 
confluence o f market forces, wage settlements, monetary policy, and 
external influences (the global recession began in 1974). Still, the 
combination did seem to establish a sanction for inflationary demands 
and reactivated socioethical standards—“basic processes,” as Trappe and Hett- 
lage call them. While no doubt far from popular, the economic policy 
stance was convincingly presented and displayed the courage needed to 
combat social and economic disintegration . 7 7  The fact that the stimulus 
came from a government led by Social Democrats, who could not easily 
be accused o f hostility to employees or punitive measures, was certainly 
a help. In Chancellor Helmut Schmidt’s cabinet all the Social Democratic 
ministers came from the trade union movement. They participated in the 
formulation o f economic policy and in defending it before the unions’ 
rank-and-file—proof that participation o f major social groups in the 
government may have an integrative effect and can help implement 
economic restraint, provided that a substantial measure o f agreement 
obtains on conceptual questions. Such broad-based participation, com-

7 6 . S ee  C o u n c il  o f  E c o n o m ic  E x p e r ts ,  1981-82 Annual Report, p a rs . 1 8 2 , 4 0 0 .
7 7 . T ra p p e  a n d  H e t t la g e ,  “A n s a tz e ,”  p . 8 3 .
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bined with responsibility and providing in return political influence, had 
been a significant element in the stabilization performance o f the 1950s 
and 1960s. Its value was not disproved even when conceptual disagree
ments emerged that noticeably weakened confidence in the government.

The improvement in popular understanding o f the relevant relationships 
was also reflected in a general willingness to  seek new rules for regulating 
the interaction between the public and private sectors. The aim was to 
draw the rules o f  economic activity in such a way that they would be 
acceptable to the participants—in particular to the social groups whose 
actions depended on official economic policy. A fresh start was to be 
made to  restore social integration and to  preserve the consensus, where 
it was attainable. This led to  what academic circles and ministerial officials 
referred to as the “new assignment.”

In principle, the new assignment comprised the notion that monetary 
policy should take the lead in macroeconomic demand management; fiscal 
policy should be relieved o f (countercyclical) stabilization functions; and 
autonomous groups should recognize that price and wage decisions have 
direct and assignable effects on production and employment—that, for 
example, a more flexible response o f wages is an essential prerequisite o f  
a return to  full employment. Insofar as it can be classified theoretically, 
this assignment was based on the neoclassical theory o f the economic 
process. In the sociopolitical sphere it was consistent with a tendency 
toward a new conservatism that was common to all the political parties. 
The new assignment was at no time a “doctrine o f salvation,” such as, 
say, Reaganomics promised to be. Moreover, it was never realized in a 
pure form. But at least the leading role o f monetary policy was more or 
less accepted. In addition, the collective bargaining system became more 
responsive after 1974; the trade unions implicidy conceded the mistakes 
made in 1974. Management and labor thereafter tried, in their wage 
setdements, to  take account o f the risks to employment and not to follow 
the Keynesian tradidon o f making government solely responsible for the 
employment situadon. The mistakes o f 1974 were not repeated, nor did 
the loyalty o f the trade unions turn out to be linked to an early reduction 
in unemployment. The drastic deterioration in labor market conditions 
in 1981 did not result in serious conflicts (in part, o f  course, because o f 
a finely meshed network o f social security measures).

Even if the new assignment was never fully carried out, monetary 
policy assumed a new leading role after 1974. The major indication was 
the money-growth targets that the Bundesbank now set for each year to
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come. After the labor negotiations o f early 1974 had foundered over the 
differing assumptions concerning monetary policy and expected inflation 
rates, the Council o f  Economic Experts proposed in the following 
November that the Bundesbank should henceforth announce its monetary 
stance so that unions and employers could adjust their bargaining 
accordingly . 7 8  The Bundesbank accepted the idea. While the unions do 
not concede a formal status to  the bank’s money-growth targets in wage 
parleys, the annual announcement unmistakably conditions negotiations. 
Between 1975 and 1982 inflationary expectations never got out o f  hand 
to  the degree they did in 1974, although conflicts over the distribution 
o f  real income remained. When inflationary pressures grew after the 
second oil price increase in 1978, economic actors generally counted on 
the Bundesbank’s capacity to  limit the rise in inflation rates. By and large, 
the targets were accepted as a proposal that the anticipated rate o f  inflation 
should not itself figure as an issue in collective bargaining. This in turn 
fed back on the actual inflation rate.

So does success come from simply setting out the facts? This would 
be too simple an explanation. In 1974 the Bundesbank demonstrated 
dramatically that it can influence the inflation rate when it wants to ; thus 
its appeals to  base price and wage decisions on the inflation rate it expects 
are perfeedy credible. The private sector can gear its behavior to  the 
success o f  government economic policy and need not orient its actions to 
probable economic policy failures, as has happened on several occasions 
in Italy and the United Kingdom, for example.

The impact o f the monetary targets was, however, mainly attributable 
to  the fret that the Bundesbank chose an extremely favorable moment to  
start its quantitative monetary policy, whether fortuitously or not. Inflation 
had become intolerable to  major sections o f  the German population; 
moreover, it was felt that the bank was acting striedy according to  its 
statutory duty and was also fully supported by the federal government . 7 9

7 8 .  C o u n c il  o f  E c o n o m ic  E x p e r ts ,  1974-75 Arnaud Repart, p a r .  3 1 6 .
7 9 . G o v c m n tc n t 's  c o n c u r re n c e  im p lie s  th a t  th e  h ig h e r  p r io r i ty  g iv e n  t o  m o n e ta ry  p o lic y  w as n o t  th e  

o u tc o m e  o f  n e w  p o litica l p r e te n s io n s  o n  th e  p a r t  o f  th e  B u n d e sb a n k , a n d  th u s  o f  a  p o w e r  s tru g g le  

b e tw e e n  F ra n k fu r t  a n d  B o n n , b u t  t h a t  i t  c o n fo rm e d  t o  a  c o n c e p tio n  th a t  u n d e r  th e  c o n d it io n s  o f  f lo a t in g  

w as n o  lo n g e r  c a lle d  in  q u e s t io n .  R e le a s in g  fiscal p o lic y  f ro m  i ts  m a rk e d ly  c o u n te rc y c lic a l ro le — w h ic h  

w as re p e a te d ly  b e y o n d  th e  c ap a b ilitie s  o f  c e n tra l ,  s ta te ,  a n d  lo ca l a u th o r i t ie s — d o c s  n o t  a m o u n t  t o  art 
a b d ic a t io n  o f  p o litic a l p o w e r .  G o v ern m e n t  a u th o r i t ie s  re lied  o n  a  p o lic y  o f  c o n s is te n c y , o n  a  m e d iu m - 

te rm  o r ie n ta t io n ,  w h ic h  d id  n o t  p re c lu d e  d if fe re n ces  in  sp ec ific  c ases , n o r  p re v e n t  fiscal p o lic y  f ro m  b e in g  
fo rc e d  t o  p u r s u e  a  c o u n te rc y c lic a l c o u rse  fo r  a  n u m b e r  o f  y e a rs . A s  s h o w n  b y  th e  to le r a t io n  o f  th e  
o v e r s h o o t in g  o f  i ts  ta rg e t ,  d ie  B u n d e sb a n k ’s m o n e ta ry  p o lic y  w a s  m o te  c o u n te rc y c lic a l in  o r ie n ta t io n  
th a n  w as r e g a rd e d  as so u n d  a n d  a cc e p ta b le  b y  th e  a d v o c a te s  o f  a  s ta b il iz a tio n  p o lic y  d ire c te d  to w a rd  

g re a te r  c o n sis ten c y .

 
 
 
 
 
 
 
 
 
 

 



Table 12-5. Monetary Targets o f the Bundesbank, 1975-84 
Percent
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Year Target base

Growth of money 
supply

Target Actual

1975 Current rate 8.0 10.1
1976 Ycar-on-year rate o f  change 8.0 9.2
1977 Year-on-year rate o f  change 8.0 9.0
1978 Year-on-year rate o f  change 8.0 11.4
1979 Range o f  rates, 4th quarter to  4 th  quarter 6 0 - 9 ,0 6.3
1980 Range o f  rates, 4th quarter to  4 th  quartet1’ 5 .0 -8 .0 5.0
1981 Range o f  rates, 4th quarter to  4 th  quarter1’ 4 .0 -7 .0 4.0
1982 Range o f  rates, 4th quarter to  4 th  quarter1’ 4 .0 -7 .0 6.1
1983 Range o f  rates, 4th quarter to  4 th  quarter1. 4 .0 -7 .0 7.0
1984 Range o f  rates, 4th quarter to  4 th  quarter1’ 4 .0 -6 .0 4.6

Sourer: Dmtsdic Bundesbank.
a, Currency in dm ihnoo phis minimum réserva ai constant reserve ratios,
b, The Bundesbank announced at midyear that it aimed at the lower limit.

At times, admittedly, the leading role o f the Bundesbank seemed cast 
in doubt, especially in 1978 when money growth distinctly overshot its 
target (see table 12-5).®° That signal failure was widely interpreted as 
implying that the Bundesbank no longer set any store by monetary 
targeting. However, the bank recovered credibility when, in 1979 and 
after, it set its targets in terms o f a growth range, which it then at midyear 
sought to  narrow toward the lower end. Its accuracy turned out to  be 
high (see table 12-5), which meant that over the course o f  a year the 
supply o f  money in the hands o f nonbanks was to  be progressively 
reduced. There was little to  criticize in the basic policy, for aligning 
changes in the money supply with the growth rates o f  potential production 
was recognized as an essential element o f  an effective anti-inflation policy. 
In 1981, however, the policy was carried out with such determination 
that the money supply was actually brought down below the level required 
according to  the criterion o f  production potential. In line with the marked 
shortage o f  funds, the Bundesbank also kept interest rates high, and in 
1981 they reached a historical peak for the Federal Republic.

The Bundesbank strategy in 1981 was dictated in large part, though 
not entirely, by external considerations. In addition to  running up a large

BO. T he targets had b e e n  o v e r s h o t  in p re v io u s  y e a rs , but the am ount in v o lv e d  h o d  g e n e ra lly  b e e n  

re g a rd e d  as to le rab le .

 

 

 

 



deficit on current account, the private sector exported capital from the 
beginning o f 1980 until well into 1981. H igh domestic interest rates 
seemed necessary in light o f  the higher rates abroad, especially in the 
United States, and the pressure on the exchange rate. Domestic require
ments were given a secondary priority to the interest o f  safeguarding the 
value o f the D mark and o f long-run employment. At the theoretical level, 
the Bundesbank used the arguments o f a vertical Phillips curve to claim 
there was no long-run trade-off between inflation and unemployment.

The fact that the Bundesbank’s arguments were broadly accepted by 
the general public, and in particular were endorsed by a Social Democratic 
government, illustrates how durable was the consensus reached. Even 
those most direcdy affected by the sharp rise in unemployment from the 
spring o f 1980 onward—employees and their trade unions—confined 
themselves to criticism that fell short o f  outright confrontation. In an 
open letter to the president o f  the Bundesbank on February 28, 1980, 
Alois Pfeiffer, the member o f the executive o f the German Trade Union 
Federation (DGB) responsible for economic policy, asked for “more 
weight to  be given in the policies o f  the Deutsche Bundesbank to the 
goal o f  full employment and economic growth.” And in October 1981 
he appealed to the Bundesbank “not to miss the opportunity for lowering 
interest rates presented by the improvement in the current account and 
the appreciation o f the D mark . ” 8 1  This turn o f phrase suggests that, at 
least outwardly, the DGB did not want to  ignore the Bundesbank’s 
arguments. N or did a government considered to be friendly to labor 
criticize the bank. There were no public disagreements over the high 
interest rate policy—a situation conspicuously different from that in the 
United States.
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Fiscal Policy and Employment

A logical consequence o f  the experience gained between 1970 and 
1974 was a new division o f labor among the elements o f  economic policy. 
Once the main thrust o f  combating inflation had been shifted to monetary 
policy, the Council o f  Economic Experts recommended in 1974-75 that 
fiscal policy should aim primarily at continuity . 8 2  This did not mean a

8 1 . D e u ts c h e  B u n d e sb a n k , p re ss  re lease  2 4 ,  1 9 8 0 , p . 3 ;  8 9 ,  1 9 8 1 , p . 5 .
8 2 . C o u n c il  o f  E c o n o m ic  E x p e r ts ,  1974-75 Annual Report, p a rs . 4 1 6  ff. T h e  g o v e rn m e n t  la rg e ly  

a d o p te d  th e  re c o m m e n d a tio n s  in  its  a n n u a l  e c o n o m ic  r e p o r t  fo r  1 9 7 5 .
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complete departure from the principles o f  countercyclical budgetary policy; 
fiscal policy might still be called on to  promote expansion in rimes o f  
weak economic activity and growing unemployment. Still, these were to  
involve exceptional and limited programs, and if  fiscal policy were no t to  
be used to  quell inflation, neither would it be allowed to  become routinely 
expansionary.

Such was the intention, but precisely the opposite took place. The 
programs implemented were designed in such a way that they were 
procyclical in some cases and fueled inflation, particularly in the construc
tion industry; their impact on the real economy was correspondingly 
undermined. Moreover, there were some increases in government ex
penditure that the beneficiaries immediately took to  be permanent, so 
that the possibility o f  reversing them gave rise to  massive protests. Since 
taxes (particularly the income tax) were reduced cm several occasions, the 
government found it more and more difficult to  bring the expenditure 
side o f  its budget even roughly into line with its receipts. The upshot 
was a steep rise in government debt, which grew to  proportions undreamed 
o f  since the war.

But the level o f  debt in itself was not the major problem. W hat 
provoked widespread disquiet among the general public and in the 
business community was the fact that the growth o f  indebtedness had 
obviously got out o f  control. Every year from 1977 to  1981 the 
government ran up a higher deficit. N ot even in the boom years o f  1979 
and 1980 did the pace o f  its borrowing slacken.

Fiscal policymakers consequently fell into a dilemma. In 1981 the 
combined deficit o f  federal, stare, and local authorities amounted to  some 
DM 80 billion, the highest level o f net government borrowing in the 
history o f  the Federal Republic. A highly expansionary stimulus to  business 
activity (far greater than in previous years) was inherent in this deficit. 8 3  

Yet the German economy slid into a profound recession. The conditions 
under which government deficit spending boosts employment had appar
ently ceased to  exist. The social and psychological repercussions o f  the 
rapid increase o f  public debt—the expectation o f  future tax increases and 
painful stabilization measures—detracted from the expansionary stimuli 
and may have more than offset them. The government’s scope for further 
deficit spending was exhausted at a time when it was more necessary than 
ever before.

8 3 .  T h e  C o u n c il  o f  E c o n o m ic  E x p e r ts  in  its  2981-82 Annual p e r . 3 7 0 ,  e stim a te d  th e
e x p a n s io n a ry  s t im u lu s  a t  a lm o s t  D M 5 0  b illio n .

 



Developments were strongly affected by programs “to foster economic 
activity and growth,” five o f which were adopted between 1977 and 
1980. One, an investment program, adopted March 23, 1977, allocated 
DM 16 billion mainly for government construction projects. A Tax 
Amendment Act o f June 16,1977, and an Act to  Cut Taxes and Encourage 
Investment o f October 27,1977, provided relief for households, including 
the raising o f children’s benefits, amounting to  DM 8 . 8  billion and tax 
relief for businesses amounting to DM 2.7 billion. On November 17, 
1978, a package o f measures was adopted that included cuts in direct 
taxes, increases in indirect taxes, promotion o f innovation and investment, 
measures o f family policy, and additional government expenditure; they 
increased the total burden on the public budgets by just under DM 17 
billion. Finally, the Tax Relief Act o f July 4, 1980, extended benefits to 
households amounting to DM 14.5 billion and to  businesses amounting 
to  DM 1.9 billion for the period from 1980 to  1982.

O n the receipts side o f the budgets, these measures did litde harm, 
though some o f  the tax cuts were self-contradictory and introduced more 
incongruities into the tax system. This followed not least because o f  the 
great importance attached to social factors. From the standpoint o f 
stabilization policy, it would have been desirable to  modify the tax system 
to encourage more growth. The various tax cuts did reverse some inflation- 
induced increases in tax revenue and thus contributed to  a better climate 
for wage negotiations. A steeper rise in the tax burden would probably 
have led to  larger pay claims by wage and salary earners and prevented 
any moderation in the struggle over income shares. Moreover, the 
programs responded to  trade union concepts, though at first the unions 
became more critical as success in reducing unemployment failed to 
materialize. Nonetheless, the unions were prepared to  admit that the 
recent crisis was rooted in structural dislocations that could not be 
eliminated by deficit spending alone.

On the expenditure side, budgetary management had less benign 
effects. If  intended to reduce the government share in the national product 
and to  increase incentives for private enterprise, the state should likewise 
have lowered its claims on production potential and kept the growth rates 
o f public expenditure below those o f GNP, at least during periods o f 
favorable economic activity . 8 4  This did not happen. Because the fiscal

8 4 . T h e  a u th o r i t ie s  w e re  n o t  c o u n t in g  o n ,  say , a  L a ffe r  e ffec t. A l th o u g h  th e  r a t io  o f  o v e ra ll  tax  
re v e n u e  t o  th e  g ro ss  n a tio n a l  p ro d u c t  fell f ro m  2 4 .9  p e rc e n t  in  1 9 7 7  to  2 4 .1  p e rc e n t  in  1 9 8 1 , i t  w a s  
s till h ig h e r  in  1 9 8 1  th a n  i t  h a d  b e e n  a t  th e  b e g in n in g  o f  th e  1 9 7 0 s .
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policy measures served rather heterogeneous purposes, no uniform concept 
emerged. Each program represented the outcome o f  political compromise. 
All involved a mixture o f  economic stimulation, provision for growth, 
reform projects, and social and family policy measures. The guiding 
principle was always that programs should benefit the broadest possible 
sections o f  the population. Thus they departed from the Keynesian concept 
o f  gearing expenditures to  bolster investment activity. And beneficiaries 
fought the cancellation o f  programs when the need to  stimulate economic 
activity ceased to  exist.

This problem was particularly clear in connection with spending cuts 
undertaken in the autumn o f  1981 after it became evident that die federal 
government’s deficit in 1982 might reach DM 50 billion and the overall 
public sector deficit around DM 80 billion. The package o f  measures finally 
agreed on eased the burden on the overall government budget by about 
DM 19 billion in 1982. But debate c h i  these economy measures almost 
caused the government coalition to  break up while even the opposition 
was deeply divided before the economies it proposed had reached a total 
o f  DM 10 billion. Despite the seemingly painful cuts, the federal deficit 
in 1982 was brought below the previous year’s only by showing DM 10.5 
billion in Bundesbank profits as revenue.

Society obviously had no great inclination to  scale down its demands 
on government. Yet complaints about die abuse o f  government benefits 
were increasing, and there was no lack o f  suggestions as to  possible cuts 
in the major subsidy areas—but always in fields other than the advocate’s. 
In surveying potential expenditure cuts, the government was faint-hearted 
and seemed disposed to  put off today’s conflicts till tom orrow o r the day 
after by means o f  borrowing. No clear-cut fiscal policy stance was apparent.
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The Response o f Social Groups

Both management and labor conceded die mistakes made in the highly 
inflexible wage round o f  1974 and were prepared to  learn from diem and 
bear a share o f  the responsibility for employment .® 5  The trade unions did 
not resist adverse changes in die distribution o f  income between 1975

$ 5 .  W h ile  th e  tra d e  u n io n s  s h o w e d  b y  th e i r  b e h a v io r  d u t  th e y  w e re  p re p a re d  t o  a c k n o w le d g e  a  lin k  
b e tw e e n  th e  m o v e m e n t  o f  te a l w a g e s  a n d  e m p lo y m e n t,  th e  E c o n o m ic  a n d  S o d a )  R e se a rc h  I n s t i tu te  o f  
th e  D G B  e v o lv e d  a  b a s ic  a p p ro a c h  a c c o rd in g  t o  w h ic h  h ig h  u n e m p lo y m e n t  w a s  n o t  c o n n e c te d  w i th  h ig h  

te a l  w a g e s ; “ U m v c rtc ih in g s p fO g ra m in  s ta te  B e sc h iU tig u n g sp tq g ra m m — z u m  J a h r t s g u ta c h t tn  d e s  S ach - 
v e r s t in d ig e n ia te s ”  in  W S I M i t te i lu n g e n ,  n o .  1 ( 1 9 7 7 ) ,  p p . 1 ff.

 

 
 
 
 



and 1979 that caused wages to  rise 5 percent less than they would have 
without the adjustments .® 6  The (job-structure-adjusted) wage share de
clined from 66.3 percent o f  national income in 1974 to  63.5 percent in 
1979. The changes in income distribution in 1975 and 1977 were greater 
than had been envisaged in the wage settlements—in 1975 because the 
strength o f  the downswing was much underrated (and not only by 
management and labor), in 1977 because a continuation o f  the upswing 
was expected, whereas economic activity actually slowed down.

The unions had viewed the moderate pay increases from 1975 to  1977 
as advance concessions to  secure fuller employment, which they saw were 
not paying off when the labor market failed to  improve. As a more 
promising approach, they turned to  seek steep wage increases and more 
government spending, even at the cost o f  larger deficits. In 1978 the 
unions were noticeably more willing to  risk a conflict than at any time 
since 1974—probably in part because o f  comments by the Council o f  
Economic Experts that led the unions to  believe their efforts had been 
misunderstood . 8 7  When an effort was made to  revive concerted action, 
die unions were unwilling to  accept the continual participation o f  
representatives o f  the Council o f  Economic Experts in the meetings. The 
unions claimed that the council’s advice was not neutral and objective, if 
only because o f  its neoclassical stance . 8 8  Concerted action foundered in 
June o f  1978 when the employers’ associations instituted Constitutional 
Court proceedings against the Codetermination Act. The trade unions 
seized the opportunity to  express their dissatisfaction with concerted 
action and walked out o f  the talks. Nevertheless, they remained willing 
to  take part in other talks.

The new wage round at the turn o f  1978 began with negotiations in 
the iron and steel and the “metalworking” (often high-technology) 
industries. Business conditions for iron and steel were depressed and were 
far more favorable in metalworking. The unions concentrated on wresting 
a comparatively steep rise in wages from such firms as Daimler-Benz, 
Bosch, and IBM, all o f  which enjoyed a healthy market condition. But

86. C o u n c il  o f  E c o n o m ic  E x p e r ts ,  1981-82 Annual Refort.
8 7 .  C o u n c il  o f  E c o n o m ic  E x p e r ts , 1977-78Annuel Report, p ars. 3 8 7  ff. C o m m e n t in g  o n  th e  A n n u a l 

R e p o r t ,  a  D G B  p re ss  re lease  o f  N o v e m b e r  2 2 ,  1 9 7 7 ,  s ta le d :  ‘T h e  D G B  re g a rd s  i t a s i  v io la t io n  o f  th e  

s ta tu to r y  m a n d a te  o f  th e  C o u n c il  o f  E c o n o m ic  E x p e r ts  i f  a  m a jo r i ty  o f  th e  C o u n c il ’s  m e m b e rs  p u b lis h , 
u n d e r  th e  g u is e  o f  sc ien tific  a rg u m e n t,  a s se r t io n s  a b o u t  a lle g ed  re la tio n s h ip s  b e tw e e n  n e g o tia te d  w a g e  
in c re ases  a n d  e c o n o m ic  g r o w th  ra te s ,  ev en  th o u g h  th e s e  a rc  n o th in g  b u t  s p e c u la tio n s  a n d  u n p ro v e n  

c o n je c tu re s . . . .  T h e  r e p e a te d  a n d  g ro s s  fo re c a s t in g  e r ro r s  o f  th e  C o u n c il  o f  E c o n o m ic  E x p e r ts  in  th e  
p a s t  a te  d u e  t o  i ts  b e in g  so  o u t  o f  to u c h  w i th  re a lity ."

88. D G B , W ir ts c h a fb p o li tis c h e  In f b n n a t io n e n ,  8 , 1 9 7 7 , D e c e m b e r  2 , 1 9 7 7 .
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labor also sought pay safeguards for workers shifted by reason o f  
technological advances to  lower-ranking jobs. Negotiations began in 
January 1978 and the unions quickly declared that they had broken down. 
The employers’ association then appealed to  the Arbitration Board, and 
both sides jockeyed for favorable negotiating positions .® 9  The regional 
managers on both union and employer sides sought to  keep the issue 
from becoming a mere political stake o f  the national union executive 
and the national employers* federation. As was expected, both sides 
rejected the mediation proposals, thus leading to  six weeks o f  strikes and 
further negotiations, and finally to  the conclusion o f  a new agreement 
providing for a 5 percent wage hike, promotion o f  the lowest-paid workers 
up one wage grade, and safeguards for individual earnings.90The setdement 
served as a guideline for the other regional negotiations and for parleys 
in other industries. The process illustrated the mixture o f  conflict, 
alignment for strategic position, and sensitivity to  what adversaries might 
finally concede that characterizes industries where negotiators have known 
each other for years and have a good sense o f  what the respective 
bargaining agents can enforce among their own constituencies. Wage 
determination thus relies on a highly developed awareness o f  institutional 
and personal tolerance as well as on purely economic guidelines; indeed, 
without the social matrix the vaunted guidelines would be far less effective.

Hardly any o f  the tensions apparent in 1978 were detectable in 1979, 
no doubt because an upswing had resumed at long last. Unions for the 
iron and steel industry led o ff the wage negotiations in that year, calling 
for introduction o f  the thirty-five-hour week. After a sharp public debate 
and a rather protracted labor dispute (not least because o f  die threat o f  
layoffs), pay settlements were reached without difficulty. Wage rises were 
moderate, though still too  high from the point o f  view o f  stabilization 
policy. The thirty-five-hour week remained to  be contested again bitterly 
in 1984, though many agreements lengthened paid vacations to  thirty 
working days.

The second wave o f  oil price increases severely tested the social groups. 
The trade unions indicated at die beginning o f  1979 that—in contrast to

8 9 .  P a r t ic ip a n ts  in  n e g o tia tio n s  b e fo re  th e  A rb i t r a t io n  B o a rd  a re  a  n e g o t ia to r  a n d  t w o  o r  th r e e  

a ss is ta n t n e g o tia to r s  fo r  e a c h  p a rry , as w e ll a s  tw o  c h a irm e n . T h e  c h a irm e n , a p p o in te d  fo r  fo u r -y e a r  
te rm s , h o ld  a lte rn a te ly  th e  a u th o r i ty  t o  c a s t a  v o te  o n  b o a r d  d e c is io n s  a n d  d ra f t  a  s e td e m e n t  o f  a rb itra t io n s . 

T h e  v o t in g  c h a irm a n  a u to m a tic a lly  c h a n g e s  w i th  e ac h  n e w  d is p u te .

9 0 .  T h e  w a g e  a g re e m e n t f o r  th e  m e ta lw o rk in g  in d u s t ry  n e g o tia te d  in  A p r i l  w a s  re tro a c tiv e  t o  

Ja n u a ry ;  a  n o n r e c u r r in g  w a g e  b o n u s  fo r  J a n u a ry  t o  M a rc h  m e a n t  th a t  th e  a c tu a l in crease  in  1 9 7 8  w a s  
a ro u n d  5 .5  p e rc e n t.  W a g e s  a n d  sa la ries  in  th e  e c o n o m y  as a  w h o le  a v e ra g e d  a b o u t  5 . 5 - 6  p e rc e n t  h ig h e r  

th a n  a  y e a r  b e fo re .
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1974—they were prepared to  shoulder some o f the transfer o f  real income 
to  other countries caused by the oil price hike. Moreover, when the prices 
o f  heating oil and gasoline shot up further toward midyear and many 
households began to  feel the pinch, the unions quickly put a stop to  talk 
o f  a wage supplement. In 1980, too, they did not endeavor to  recoup 
from business the income that had been lost to foreign countries. The 
fact that wages rose faster than in the two preceding years was due, rather, 
to  West Germany’s comparatively satisfactory economic performance and 
favorable prospects. As it turned out, real wages did not fall in proportion 
to the declining terms o f trade. Employees’ relative income position 
improved noticeably and business profits came under pressure.

Much the same thing happened in 1981. The trade unions aimed only 
at compensation for inflation. In fact, wage increases fell distinctly short 
o f  price rises. But as the upward movement o f prices was mainly attributable 
to  the soaring cost o f  imports caused by the depreciation o f the D mark, 
the relative income position o f employees continued to  improve.

Wage policy responded to  the new challenge from abroad much more 
flexibly than it had done in 1974. H ad the response been even more 
flexible, adjustment to  external changes might well have taken place more 
smoothly. But this would have imposed on wage policy the task o f  
rectifying errors and omissions in other policy areas (energy policy and 
fiscal policy), whereas its primary function is to  determine the appropriate 
level o f  real wages in a radically changed labor market.
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Conclusion

West Germany may have represented a relative success story among 
Western economies, the more so as in 1984 price stability was by and 
large achieved, and prospects for the near future appeared to  be favorable. 
In addition, fiscal policy returned to  previous standards; the so-called 
structural deficit, which according to  the Council o f  Economic Experts 
had amounted to  DM 40 billion in 1981, was eliminated almost entirely 
in the subsequent years. Indeed, the question has arisen whether the new 
government went too far in its corrective action. In any case, scope for 
fiscal policy has been recovered, albeit at the cost o f  political and social 
consensus. Critics have reproached the two ruling parties, the CDU and 
the FDP, for a regressive policy that has redistributed income upward. 
But this argument seems to lack validity, and it cannot conceal the fact
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that the political change o f 1982 expressed the voters’ dwindling confidence 
in the capability o f the Social-Liberal coalition to  meet present and future 
challenges. But the new government too has found it difficult to present 
convincing policies. The achievement in terms o f price stability has not 
always been matched in other areas o f policy. In spite o f a considerable 
economic upswing, not all the challenges to  continuing growth have been 
sufficiendy mastered. In some fields o f high technology, West Germany 
must still catch up with the leading countries. Debates over this course 
reflect in some way the society’s indecision about how best to prepare for 
the future. It is precisely this irresolution that forms a major contrast to 
the 1950s.



13
Wages, Profits, and 

Investment in Sweden

Andrew Martin

Sweden’s political economy combines a set o f  characteristics that makes 
the management o f distributive conflict between capital and labor vital to 
its economic welfare. It has a small, open economy, highly dependent on 
foreign transactions for the levels o f  employment and consumption it can 
enjoy. With a relatively small public enterprise sector, it must rely very 
heavily on capitalist firms to  carry ou t those transactions. At the same 
time, Sweden’s labor movement has an exceptionally strong position in 
the state as well as market arenas. This juxtaposition o f  a capitalist economy 
and a powerful labor movement renders the country especially vulnerable 
to distributive conflict between capital and labor. It places a high premium 
on managing that conflict so that foreign demand is not jeopardized. This 
has in fact been possible for much o f the period since World War II, 
contributing significandy to  exceptionally high levels o f  employment and 
consumption, collective as well as private.

To the extent such management has been possible, it has apparendy 
depended on the way in which relationships between capital and labor 
have been structured in Sweden. While the overwhelming proportion o f 
production for the market is conducted by capitalist firms, trade unions 
covering three-quarters o f  the labor force organize a very large proportion 
o f  those who work in those firms. The largest o f  the three confederations 
to which the unions belong, the Swedish Confederation o f Labor 
(Landsorganisationen i Sverige, or LO), itself accounts for about half o f 
the labor force. The strength this gives it in the market arena is also the 
source o f power in the state arena. The LO and its affiliates provide the 
principal organizational and financial resources and also the core electoral 
constituency o f the Social Democratic party (Socialdemokratiska Arbe-
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tareparti, o r SAP). This support was die crucial factor enabling the party 
to  control the state virtually without interruption for nearly four and a 
half decades from 1932 until 1976. Sustained Social Democratic rule has, 
in turn, decisively conditioned the LG ’s strategy in the market arena.

During the long era o f  Social Democratic rule, the LO  and the 
dominant private sector employer organization, the Swedish Employers 
Confederation (Svenska Arbetsgivareforeningen, o r SAF), built up a 
highly centralized system for the private government o f  industrial relations. 
A Basic Agreement was reached by the two peak associations in 1938, 
primarily in order to  maintain industrial peace by establishing procedures 
for settling disputes without strikes and lockouts.1 In the 1950$, te was 
developed into a system o f  centralized wage negotiations. The other 
unions and employer organizations have been assimilated into the system, 
which has shaped the pattern o f wage setdements throughout the 
economy.2 Apart from the state's negotiations with its own employees, 
its direct intervention in the system is ruled out in the name o f  free 
collective bargaining. Thus, the system does not serve as a vehicle for an 
official incomes policy o r tripartite social contract. However, the union 
and employer organizations acknowledge an obligation to  take the 
economic consequences o f  wage growth into account, understood pri
marily in terms o f  the requirements o f  external equilibrium. T o the extent 
that this happens, the system performs the function o f  an  incomes polity 
that matters most for an open economy.

While the state is not a party to  negotiations with tire union and 
employer peak associations, all involved recognize that its policies signif
icantly affect the conditions under which the negotiations take place. 
Thus, the willingness o f  unions, in Sweden as elsewhere, to  exercise some 
measure o f  restraint presupposes that the stare pursues policies providing 
some assurance that the restraint will yield benefits, acceptably distributed, 
to  the unions’ members. While unions may have sufficient power to  
squeeze profits so hard that there is insufficient investment to  maintain 
employment and rising income, they have no power to  assure that the 
investment needed to  achieve the desired economic effects will actually 
result if the unions squeeze profits less than they would if they folly

1. Between the end o f World War [ and the mid-1950s, Sweden had one o f  the highest strike rata. 
Sec Doughs A. Hibbs, Jr , “O n (he Political Economy o f Long-Run Trends in Strike Activity," British 
Journal of Political Science, vol. 8 (April 1978), pp. 15B-60; Walter Korpi, The W orthy Clou in Welfare 
Capitalism: Wort, Unions and Politics in Sweden (London: Roudcdgc and Regan Paul. 1978), pp. 94-96.

2. Centralized negotiations between the LO and the SAF were abandoned partially in 1983 and 
completely in 1984, large ty at (he employer,1 initiative.

 
 
 

 



exerted their power in the market arena. This lack o f leverage over the 
transformation o f profits into investment is, o f  course, inherent in capitalist 
organization o f investment on the basis o f the private appropriation and 
disposition o f profits.3 If, on the other hand, the state pursues policies 
capable o f maintaining full employment and an acceptable distribution o f 
income, this may be regarded as providing the needed assurance. Under 
these conditions, unions may view wage restraint, and the risks o f rank- 
and-file disaffection it entails, as justified. As suggested in much o f the 
literature on neocorporatism or consensual wage regulation, such policies 
are more likely to  be pursued when a party based on a labor movement 
is in office, as it was for so long in Sweden. Thus, union restraint is likely 
to  be contingent on recurrent if not continuous control o f  the state by 
such a party.4

The other side to this is that the continued willingness to invest on 
the part o f  capitalist firms presupposes that the private appropriation and 
disposition o f profits remains undisturbed, as it was throughout the years 
o f continuous Social Democratic rule that ended in 1976. Sweden thus 
presented an outstanding case o f what has been referred to  as a social 
democratic class compromise. Such a compromise entails the acceptance 
by workers o f “private profit [as] the necessary condition for the improve
ment o f the material conditions o f any group in society,” while “capitalists 
accept institutions through which workers can make effective claims for 
an improvement o f their material conditions.” In short, “workers consent 
to  capitalism; capitalists consent to  democracy.”5 The consent to democracy 
includes its consequences, which in Sweden meant sustained control o f 
the state by a labor movement party. But this was acceptable to Swedish 
capitalists as long as the party observed the terms o f the implicit “historical 
compromise” struck in the 1930s which left capitalist organization o f 
production intact.6

During the 1970s, however, the terms o f  that compromise were called 
into question by the LO. It began to press for new, collective institutions 
designed to give the state and unions a measure of control over the

3. Kelvin Lancaster, “The Dynamic Inefficiency o f Capitalism,” Journal o f Political Economy, vol. 81 
(Scptcmbcr-Octobcr 1973), pp. 1092-1109; Adam Przeworski and Michael Wallcrstcin, “The Structure 
of Class Conflict in Advanced Capitalist Societies,” paper presented at the 1980 annual meeting o f the 
American Political Science Association.

4. Sec chapter 5, above, by Colin Crouch; Peter Lange and Geoffrey Garrett, “Organizational and 
Political Determinants of Economic Performance, 1974-1980,” paper presented at the Fourth Conference 
o f Europeanists, Washington, 1983.

5. Przeworski and Wallcrstcin, “Structure o f Class Conflict,” pp. 1, 5.
6. Korpi, The Working Class, pp. 80-86.
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transformation o f profits into investment from which they were excluded 
by the existing institutions for the private appropriation and disposition 
o f profits. The new institutions, which would be set up by the state and 
in which union representatives would have a controlling voice, were 
referred to as wage-earner funds. Firms would be required to transfer to 
the funds a portion o f profits in the form o f directed issues o f shares, and 
the funds would purchase additional shares with their income from 
dividends. While the funds would be introduced alongside o f  the existing 
institutions for transforming profits into investment, they would slowly 
but inexorably turn into the dominant mechanism for organizing that 
process as their accumulation o f shares grew. W ith evident reluctance, 
the Social Democratic party eventually went along with the LO proposal, 
but only after getting the LO to accept a considerably watered-down 
version.7 This did not diminish Swedish capital’s intense opposition to 
the funds, however. Thus, the consensus over basic institutional arrange
ments on which the management o f distributive conflict between labor 
and capital in Sweden had rested was breached.

Why did this happen? The answer suggested in this chapter is that the 
LO saw the proposed change in the institutional mechanism for trans
forming profits into investment as a means o f coping with the increasing 
tension it experienced between its role in moderating wage growth for 
the sake o f  external equilibrium and its need to  keep cohesion among and 
within its affiliated unions. The literature on consensual wage recognition 
has long recognized how much strain is placed on unions’ internal cohesion 
when they participate in centralized negotiations designed to limit wage 
increases.8 The LO’s persistent concern with minimizing those strains led 
it to  pursue a strategy relying on a subtle mix o f government policies 
intended to limit both the need for wage restraint and the organizational 
stress posed by the restraint that it did accept.

To an increasing degree, however, LO strategy recurrently failed to 
guarantee the organizational cohesion the LO felt was needed. At these 
points the LO felt compelled to press for wage increases that threatened 
Sweden’s foreign demand. At the same time, it became even more difficult 
to sustain foreign demand as the international structure o f production

7. A close approximation to this version was enacted under the Social Democratic government in 
December 1983.

8. Lange and Garrett, “Organizational and Political Determinants”; Charles F. Sabcl, “The Internal 
Politics of Trade Unions,” in Suzanne Berger, cd., Organizing Interests in Western Europe: Pluralism, 
Corporatismy and the Transformation of Politics (Cambridge University Press, 1981), pp. 209-44.
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changed, depriving a significant part o f  Swedish industry o f the favorable 
competitive position it had earlier enjoyed, and as increasing instability 
in the world economy made macroeconomic policy more difficult.

As a result o f  the growing difficulty the LO experienced in reconciling 
the requirements o f external equilibrium with those o f organizational 
cohesion, the effectiveness o f the central negotiating system in performing 
an incomes policy function was impaired. This was most sharply dem
onstrated by a wage explosion in 1975-76. But evidence o f it in terms 
o f declining profits, investment, and Sweden’s current accounts position 
is observable since at least a decade earlier. Responding to  this evidence 
by the beginning o f the 1970s, the LO sought a way to  resolve its wage 
policy dilemma. The result was the proposal for changes in the mechanism 
for transforming profits into investment that drew the LO into conflict 
with Swedish capital over fundamental institutional issues. This chapter 
attempts to show how that proposal emerged from the LO’s earlier 
strategy and the dilemma its operation left unresolved.

Wages, Profits, and Investment in Sweden

The W age D eterm ination System

The regulation o f wage growth by central negotiations among peak 
organizations is facilitated by some features o f the organizational structure 
in Sweden but limited by others. Virtually all employees are covered by 
unions and employer associations. There is a substantial degree o f 
centralization within these organizations, and they in turn belong to 
national peak organizations that are also centralized to a varying but 
significant extent. O n the other hand, there are several peak organizations 
on both the employee and employer sides o f the labor market. Divided 
along sectoral, occupational, and political lines, organizations on the same 
side have partially conflicting interests. Moreover, neither the peak 
organizations nor their affiliates are so centralized that they can gear wage 
growth to the requirements o f external equilibrium without regard to 
market forces.

Employer Organization

The employer side o f the labor market is divided between the private 
and public sectors. The former is dominated by the SAF, consisting o f 
thirty-eight industry associations whose member firms are also “part 
owners” o f the peak association. These firms employ slighdy over half o f
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all employees in the private sector. A little over three-quarters o f  all firms 
with five hundred employees o r more belong to  the SAF; they account 
for 14 percent o f  its member firms but 51 percent o f  the employees 
covered. O f the industrial associations, the engineering industry federation 
is the largest, covering over a quarter o f  SAF members’ employees . 9  In 
addition to  the SAF, there arc several smaller employer associations in 
the private sector, in such branches as banking, the press, and consumer 
cooperatives . 1 0

There are separate negotiating bodies on the employer side o f  different 
parts o f the public sector, which employed just over 30 percent o f  the 
civilian labor force in 1975. A state negotiating agency (Statens avtalsverk, 
or SAV) covers roughly two-fifths o f public sector employees, including 
those in the school system even though they are employed at the local 
government level. Those in state enterprises grouped in a state holding 
company, less than 4  percent o f  the sector total, are covered by a State 
Companies Negotiation Organization (Statsforetagens forhandlingsor- 
ganisation, o r SFO). The remainder arc covered by negotiating bodies o f 
organizations o f  the two levels o f  local government, the Association o f 
Local Authorities (Kommunforbundet) and Federation o f  County Coun
cils (Landstingsfbrbundet) . 1 1  Public sector employers have increasingly 
coordinated their negotiations through a joint body, the OASEN . 1 2

Aside from the SAV, the most centralized o f the major labor market 
organizations is the SAF. From its inception in 1902, it has had a great 
deal o f  authority over its component organizations and their member 
firms. According to its rules, all members must submit collective bargaining 
agreements to  it for approval before they can go into effect. Offensive 
action against unions is subject to  the SAF’s control as well. Its executive 
council can order a general or partial lockout, while no member can 
engage in a lockout without the council’s approval. Firms that are struck 
or engaged in approved lockouts are entitled to  assistance from a fund, 
exclusively at the SAF’s disposal, that is based on dues and assessments, 
if needed, equal to  2 percent o f  member firms’ wage bills. Firms that 
violate the SAF’s rules can be deprived o f  assistance, fined, or even

9. Svenska Atbetsgivarefoteningens (SAF), VcHaamhtt 1975 (Stockholm: SAF, 1976), pp. 5-6 .
10. Lennart Forscback, Induitnal Relations and Etnpbjtment in Sweden ( Stockholm: Swedish Institute, 

1976), p. 22,
11. Ibid., pp. 22-23. Sec also Slatsjbrclaa 1975 (Stockholm: Statsforcrag, 1976), p. 1 ; Siv Gustafsson, 

“Lonesystem, lonestatisttk och forhandlingar” (Stockholm: SAF, n.d.), pp. 60-63.
12. OUc Bolang, Ualegnt’den svenska mvdeUen (fier 1980 i n  sserkmfiikt (Stockholm: Studieforbundet 

Naitngshv och SamhaJlc [SN&S], 1980), pp. 94-96.
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Tabic 13-1. Union Membership in Sweden, 1975

Category
Thousands 
o f  workers

Percent o f  
labor forte

Labor force* 4,065 100

Confederations and largest unions
LO 1,918 47

Metalworkers union 454 11
Local government workers union 340 8

TCO 881 22
Clerical and technical workers union 255 6
Local government employees union 104 3

SACO-SR 165 4

Total union membership 3,033 75
Sources: SwedishEtemmy, 1977:3, statistical appendix, p. 39; LandsocganisatkKKn i Sverige (LQ), Vtrkumbea  berittteis* 

1975 {Stockholm: LO, 1976), p. 3; Tjïiistemlnnens cencralorganûarxxi (TCO), FfireUdkntng firertmbud, uchtr,jfMtUr, 
Ktugrptm  76 (Stockholm: TOO, 1976), P- 10; Lennart Fonebdck, Industrial R d a t m  and Employmen t m Sweden 
(Stockholm: Swedish Institute, 1976), p  29. 

a. Total labor Jbroc, excluding conscripts.

expelled. 1 3  Though the actual centralization o f  power may fall somewhat 
short o f  this formal centralization o f  authority, the SAF clearly has a high 
degree o f  control over wage bargaining on the employers’ side.

Union Organization

The employee side o f  the labor market is organized by unions affiliated 
with the LO, which consists almost entirely o f  blue collar workers, and 
two white collar confederations, Tjanstcmannens centralorganisation, or 
TCO, and Sveriges akademikers ccntralorganisation-Statstjanstemannens 
riksforbund, or SACO-SR. In 1975 the three covered about 75 percent 
o f  the labor force (table 13-1), a density o f  union coverage greater than 
in any other country in the Organization for Economic Cooperation and 
Development (OECD).

The LO, founded in 1898, is the largest o f  the confederations, covering 
47  percent o f the labor force and an estimated 95 percent o f  blue collar 
workers . 1 4  Its total membership was growing at an annual rate o f  about

13, StaJgar f i r  Svemka sctbtagiranfirtnuigtn (Stockholm: SAF, 1969); T. L. Johnston, CoUtttivt 
Bargaamg m  Sweden (Harvard University Pros, 1962), pp. 68-84; Peter Jackson and Keith Sisson, 
“Employers’ Confederations in Sweden and die U.K. and the Significance o f  Industrial Infrastructure,” 
British Journal fIndustria l Relations, vol. 14 (November 1976), pp. 306-23.

14. Fotsebïck, Industrial Relations, p. 30.
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3 percent during the 1970s, somewhat fester than in the preceding decade. 
The twenty-five individual unions in the LO  are organized almost entirety 
on an industrial basis. The metalworkers union, with a quarter o f  the 
LO’s membership, was the largest until 1978 when the local government 
workers union overtook it.

There was relatively litde white collar unionization until after World 
War II. Most o f  what there had been was brought together with the 
establishment o f  the TCO in 1944. I t grew rapidly, accounting for 22 
percent o f  the labor force, with its members distributed among twenty- 
two unions, by the mid-1970s. A little over half o f  the T C O  membership 
was in the private sector, mostly in three unions. O f these, a union o f  
clerical and technical workers in industry, with a quarter o f  the T C O ’s 
membership, is the largest. O f  the TC O  unions in the public sector, the 
local government employees union, with a little over a tenth o f  the 
membership, is die largest. The SACO-SR is a merger o f  two small 
organizations o f  upper-level white collar workers, predominantly in the 
public sector, whose combined membership was just over 4  percent o f  
the total labor force in 1975.

Formally, the LO  is not as centralized as the SAF. N othing in the 
LO’s rules entitles it to  conduct the central negotiations w ith the SAF 
that have characterized each wage bargaining round since 1956. In  each 
instance, negotiations have been authorized by die LO’s representative 
council, made up o f  officials from all o f  the unions. Representatives o f 
the LO do have the right to  sit in on negotiations by its affiliated unions, 
and to  bring issues specified in the agreements that arise at industry level 
up to  negotiation between it and a counterpart employers association. 
O n the other hand, individual unions are not required to  submit collective 
agreements to  the L O  for prior approval, and the LO cannot levy fines 
o r impose sanctions short o f  expulsion for violations o f  its organizational 
rules o r policies. T o all intents and purposes, affiliated unions cannot 
resort to  a strike without approval o f  the LO’s executive body, for the 
LO can deny the financial support it is otherwise obliged to  give. However, 
about three-quarters o f  strike benefits members are entitled to  are at the 
disposal o f  the individual national unions rather than the LO.

Underpinning the LO’s authority over its affiliates is the centralization 
o f  authority within them. According to  the standard set o f  rules prescribed 
by the LO, the right to  decide on strike action and approve wage 
agreements is vested in the national union leadership. While the leadership 
is elected, the process is often indirect, and decisions on whether to  strike
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or accept a contract are not subject to binding referendum—most unions 
have even abandoned the practice o f the advisory referendum in favor o f 
meetings o f elected councils before and after negotiations.

The LO’s centralization is reinforced by the fact that the SAFs control 
over its affiliates makes it hard for an individual union to  get an employer 
counterpart to  deviate from a central agreement. Moreover, strikes over 
issues covered in collective agreements are illegal as long as the agreements 
remain in force, and the duration and conditions for termination are 
specified in the agreements themselves. I f  not setded by negotiation, 
disputes over such issues go to a special labor court, consisting o f union 
and employer nominees plus neutral jurists, set up for the purpose. This 
tends to make strikes a weapon that only confederation and national 
union leaders have at their disposal in bargaining over new agreements, 
providing old agreements are terminated instead o f prolonged in order 
to  preserve the “peace obligation,” a restriction that again applies to local 
negotiations once new national agreements are concluded . 1 5

In contrast with the SAF, it has been suggested, the actual centralization 
o f power is probably greater than the formal centralization o f authority 
in the L O . 1 6  However, the LO is perhaps most accurately viewed as an 
institutional arrangement through which member unions can arrive at 
and carry out a common policy. It has a great deal o f  moral and considerable 
formal authority to enforce such a policy in the face o f  resistance by one 
or two unions, but it cannot impose on its affiliates generally a policy 
that most do not support. This may well be true o f the SAF as well. In 
both peak organizations, policy formation probably is dominated by the 
few largest component organizations, tempered by the need to  draw 
others into consensus. O n that basis, as much as the rules, the SAF and 
the LO have effectively acquired the power to negotiate agreements with 
each other and to  go a long way toward securing compliance to  them 
among their affiliates, with each increment o f centralization in one 
providing an incentive or leverage for a parallel development in the other.

Among the white collar unions, the picture is quite different. Unlike 
the LO, the TCO is not a negotiating body—it was a party to  the 1956
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15. Johnston, Collective Batgainirg, pp. 23-67, 115-65; Axel Hadcnius, FackUg organisationsutveck- 
Ung: en studie av landsorganisationen i Sverige [Union Organizational Development: A  Study of the Swedish 
Confederation o f Labor] (Stockholm: Rabén och Sjogren, 1976); Forscback, Industrial Relations, pp. 
42-56.

16. Nils Elvander, Intresseorganisationema i dagens Sverige (Lund: Gleerup Bokforlag, 1969), pp. 
57-70; Anders Victorin, “Loncbildningsprocessen,” in Lennart Brantgarde and others, Konfliktlâsning 
p& arbetsmarknaden (Lund: Gleerup Bokforlag, 1974), p. 173.
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central agreement but to  none since—and it has no  comparable authority 
over its affiliates' action in the market arena. It serves primarily to  articulate 
and press the white collar unions’ positions concerning various public 
policy issues. For some time, individual T C O  unions negotiated wage 
agreements with employer organizations. Successive moves toward joint 
negotiations among T C O  unions in the private sector lo i to  the estab
lishment o f  a body for that purpose in 1973, a private sector salaried 
employees “cartel” (the Privattjanstcmannakartellcn, o r PTK), which also 
includes several SACO-SR unions. Similar joint negotiating bodies, the 
TCO-S and the TCO-K, have been set up in the central and the local 
government sectors, but w ithout any SACO-SR participation.

The LO had long sought to  bring about the coordination o f  wage 
bargaining across confederal lines, while the white collar unions resisted 
in an effort to  preserve differentials. In response to  this interunion wage 
rivalry, the SAF shifted to  a position in favor o f  joint negotiations. This 
pressure contributed to  the formation o f  the PTK. After negotiating tw o 
separate agreements with the SAF, the PTK joined with the LO  to  
negotiate the 1977 and 1978-79 agreements (though the PTK w ent on 
strike in 1977 without LO support). However, the PTK negotiated 
separately again in 1980 and 1981-82, going out on strike in the face o f  
open LO opposition in the latter case. Coordination across confederal 
lines in the public sector was established for the first time during 
negotiations for the 1980 agreement, when the TCO-S and the TCO-K 
joined forces with the LO central and local government unions. However, 
the “gang o f  four,” as they were dubbed, pursued an autonomous course 
rather than coordinating their bargaining with the private sector unions . 1 7

The Wage Bargaining System

The results o f  the private sector central negotiations are embodied in 
“frame agreements” that lay down the contours o f  wage changes in the 
forthcoming contract period, varying from one to  three years. Formally, 
these are only recommendations which the parties to  the agreements are 
committed to  urge on their affiliates. T he latter, individual unions and 
industry associations—or companies in the case o f  the largest—negotiate

17. Forsebïck, Industrial Relations, pp. 20, 25-29; ChrWDpber W beekr, Wbite-CoUur Power: 
Changiez Patterns of Interest Group Bebtteior m Swedtn (Univetsjty of life™  Pre», 1975). On 
PnvitqitnstcmaruukûteUcn (PTK), ta P T K strà fS œ a  ttr^iraperieder{Stockholm: PTK, 1979); Boling, 
Utsbgen, pp. 14-15, 24-25.
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the agreements that have the status o f binding contracts under Swedish 
labor law. In practice, these contracts follow the general provisions o f  the 
frame agreements, translating them into detailed terms for their respective 
negotiating jurisdictions. Local negotiations apply the terms to  individual 
establishments o r to  specific groups o f workers within them. The local 
negotiations do not simply follow up on national agreements, however. 
Especially in plants where earnings depend on piecework or other 
performance-based payment systems, wage bargaining tends to  go on 
continuously, informally as well as formally . 1 8

The scope for interpretation and local negotiations in this multilevel 
bargaining system means that the increases provided for in the central 
frame agreements cannot completely determine the actual growth o f 
earnings. In fact, those increases accounted for a little over half o f  the 
actual growth o f  earnings over the period 1956-81. The rest took the 
form o f  “wage drift”—the difference between the actual increase in 
earnings and the “calculated effects o f  the central wage agreements on 
average earnings . ” 1 9  Drift tends to  vary with the tightness o f labor markets 
and to  some extent with profits—in other words, with the degree to 
which employers compete for labor . 2 0  This, in turn, is obviously bound 
to  affect the bargaining power o f  local union officials and even individual 
workers.

Thus, the central negotiations provide a mechanism through which 
the confederations can try to  resolve the conflicting claims o f  labor and 
capita] in aggregate terms consistent with the long-run viability o f  Sweden’s 
position in the international economy. Yet, they are limited in the extent 
that they can do so by the considerable degree o f  decentralization remaining 
in the wage determination system. T o the extent that increases negotiated
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by the peak organizations fall short o f  pressures for more rapid growth 
generated by market forces at the level o f  the work place, wage drift tends 
to  close the gap. Some wage drift is regarded as unavoidable, reflecting 
necessary elements o f flexibility and affording a kind o f safety valve. But 
the more drift there is, the more likely that central organizations will be 
subjected to internal strains.

This is probably more true o f union than o f employer organizations, 
reflecting a basic asymmetry between employer and union organizations. 
Individual employers often have an interest in exceeding negotiated wage 
increases—as a means o f recruiting needed labor, for example. This puts 
employers into competition with each other and into conflict with the 
organization acting for all o f  them, but all obviously have a common 
interest in keeping wage growth as low as possible. Union members, on 
the other hand, have a common interest in increasing wages as much as 
possible, and the unions’ effectiveness in doing so is their principal claim 
to their members’ support. The risk o f losing support that unions incur 
insofar as they fail to press for the largest increases that can be won would 
therefore seem much greater than the risk o f losing support that employer 
organizations incur insofar as they try to  keep individual employers from 
exceeding increases specified in central agreements. Hence, it is primarily 
within union organizations participating in central negotiations that the 
tension between the requirements o f  external equilibrium and organiza
tional cohesion arise.

'Hie fact that there are plural organizations on each side o f  the labor 
market also limits the effectiveness o f central negotiations in performing 
an incomes policy function. The organization o f blue and white collar 
workers within separate confederations has tended to  perpetuate status 
differences between them even as the actual differences in their work 
become blurred, at least at the edges o f the occupational categories. There 
is also an important political difference between the blue and white collar 
unions. From their origins in the late nineteenth century, the LO unions 
have been closely linked to the Social Democratic party, together forming 
the Social Democratic labor movement. The TCO and SACO-SR unions 
are not linked to the Social Democratic or any other party. While LO 
members vote overwhelmingly for the Social Democrats, only a minority 
o f white collar union members do so, while the rest spread their votes 
among the other four parties all the way across the political spectrum. 
These political differences reinforce the obstacles posed by occupational 
differences. On the employer side, differences in the fundamental economic



position and political stakes o f private and public sector employers present 
obstacles to  common strategies, regardless o f which parties are in office 
at national and local levels.

O n the one hand, then, inclusion o f almost the entire labor force in 
organizations characterized by a high degree o f centralization provides 
highly favorable conditions for central negotiations capable o f  gearing 
wage growth to  the requirements o f external equilibrium. O n the other 
hand, the plurality o f organizations on both sides o f the labor market and 
the elements o f decentralization in wage bargaining that remain impose 
significant limits on the extent to which central negotiations can perform 
that function. Rivalry among organizations on the same side o f the labor 
market, particularly between blue and white collar unions, reinforces the 
internal tensions between peak associations and their component orga
nizations and between the latter and their members. The requirements o f 
organizational cohesion consequently impose strong limits on the com
promises the peak associations can strike between the particular perceived 
interests o f  their constituencies and the common avowed interest in 
sustaining the economy’s international viability.

Although wage rivalry between LO and TCO unions has been 
increasingly important as the latter have grown, attention here is concen
trated on the constraints imposed by the requirements o f organizational 
cohesion within the LO, both because these constraints are particularly 
evident in that organization and because o f  the pivotal role it has played 
in the evolution o f the political system as well as the wage determination 
system. Since it is mainly among the LG’s industrial, blue collar members 
that wage drift takes place, the LO and its affiliates are especially vulnerable 
to  the strains to  which it can lead. At the same time, the massive weight 
o f  the LO in the labor market makes it impossible for it to  neglect the 
consequences o f its wage policy for the economy. Thus, the tension 
between the requirements o f  organizational cohesion and external equi
librium is likely to be most acute within that organization. The extent to  
which the central negotiation system can perform an incomes policy 
function would therefore seem to depend heavily on the extent to  which 
the LO can resolve that tension.

The Functions o f  LO  W age Policy

Insofar as the LO’s wage policy is capable o f  meeting the requirements 
o f  external equilibrium, it can be said to perform an incomes policy
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function, and insofar as its wage policy retains the support o f  its affiliates, 
it can be said to  perform an organizational cohesion function. To the 
extent that each function is performed, the LO’s wage policy provides 
the Social Democratic party with important forms o f political support, 
so that the policy can be said to perform political functions as well.

External Equilibrium

M ost o f the participants in the system o f centralized negotiations as 
weU as most observers long shared a common view o f  how to decide 
what rate o f growth o f wages was necessary for long-run external 
equilibrium. In 1969 the rough rules o f  thumb accepted by both sides 
were given more systematic formulation in the EFO model, designed by 
economists o f  the two main union confederations and the employers 
confederation . 2 1  Their formulation was not adopted as official policy but 
served as a generally accepted framework within which to  estimate the 
scope for wage increases.

The EFO model—a version o f the Scandinavian model o f inflation in 
a small, open economy developed in Norway by Odd Aukrust22—divides 
the economy into two sectors: a competitive, or C, sector produces 
tradable goods and services that are exported or compete with imports, 
and a sheltered, or S, sector, those that are not tradable. Since Sweden’s 
standard o f living depends on participation in the international economy, 
the requirements for the continued competitiveness o f the C sector are 
taken as the basis for specifying the scope o f increases. The essential 
requirement is conceived as a sufficient level o f investment to  keep the 
value o f the sector product at a level consistent with external equilibrium. 
If  the initial position is one o f equilibrium, it is assumed that there will 
be sufficient investment in the sector to  maintain its competitiveness if 
the relative shares o f wages and profits in the sector remain unchanged. 
Constant shares will, in turn, be maintained if wage increases in the sector 
do not exceed the sum o f price increases and productivity increases—in 
other words, that sum defines the scope for increases.

The model specifies several additional conditions or assumptions. First, 
the C sector is a price taker, on the assumption that prices in that sector

21. Edgren, Faxén, and Odhner. The model is summarized in their Wage Formation, pp. 11-27.
22. Published in 1966. Sec Odd Aukrust, “Inflation in the Open Economy: A Norwegian Model,” 

and Lars Calmfors, “Inflation in Sweden,” in Lawrence B. Krause and Walter S. Salant, eds., Worldwide 
Inflation: Theory and Recent Experience (Brookings Institution, 1977), pp. 107-53, 493-537.
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are set on the international market. Second, international price movements 
are imported into the economy, since exchange rates were essentially fixed 
for most o f  the postwar period up to the time the model was formulated. 
Third, productivity growth is not significandy affected by wage changes, 
on the assumption that it follows a trend set by exogenous factors such 
as scientific and technological development.

The scope for increases in the C sector in turn defines the permissible 
rate o f wage growth in the S sector. Thus, it is deemed essential for the 
C sector to  act as the wage leader for the economy as a whole. Wage 
changes in the S sector are expected to be the same as in the C sector 
because standard rates are supposedly applied throughout the economy 
by the central negotiations and reinforced by market forces. Assuming 
lower productivity and standard mark-up pricing in the S sector, prices 
in it will rise faster than in the C sector, making the domestic inflation 
rate somewhat higher than the rise in international prices. This is regarded 
as consistent with external equilibrium as long as wage changes in the C 
sector remain within the scope for them defined by the model, thereby 
preserving competitiveness. Thus, the EFO model’s target is not price 
stability, regarded as futile in an open economy under a fixed exchange 
rate regime. In addition, the C sector scope is not conceived as a norm 
to be satisfied in each wage round. Rather, it is understood as the main 
course around which the size o f increases may fluctuate, as long as the 
long-run trend follows it.

Although the EFO model provided the framework within which wage 
policy was discussed for some time, attention eventually focused on 
inadequacies in the model, particularly as it was originally formulated. 
Some assumptions like that concerning the relationship between wages 
and productivity growth were probably wrong all along, while others no 
longer held. Some actors sought to discard the model while others, 
including the LO, called for its reformulation . 2 3  At this point, the EFO 
model’s importance is that it testifies to  the concern for external equilibrium 
shared by the LO with other actors.
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Organizational Cohesion

Although the LO’s affiliates have to authorize it to enter negotiations 
anew at the start o f  each round, it is hard to conceive o f their not doing

23. Bengt Rydén, cd., Stabiliscringspolitikfir 80 talet: Konjunkturrâdets rapport, 1980-81 (Stockholm: 
SN&S, 1980), pp. 8-27.
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so as long as the SAP coordinates bargaining on the employers’ side . 2 4  

Yet, there have been occasions when one o r more unions have decided 
to  go it alone. In any case, agreement among the unions concerning the 
level and distribution o f  the wage increases the LO should press for— 
that is, die concrete formulation o f an agreed wage policy—is an essential 
condition for the LO’s coordination o f  their wage bargaining through 
central negotiations.

The general conception on which the terms o f such agreements have 
been legitimated is “solidaristic wage policy.” Its central principle is equal 
pay for equal work, regardless o f  employers’ ability to  pay . 2 5  According 
to  this traditional labor movement norm o f  fairness, workers should not 
get different pay for the same work because o f  differences in firms’ 
profitability o r in demand for labor in local markets. N o way o f  determining 
which jobs are equivalent, such as an economywide job evaluation scheme 
on which there is general agreement, has been developed, however. In 
the absence o f  that, the LO’s wage policy has in practice concentrated on 
improving the relative position o f  lower-paid workers through increases 
that are proportionally greater the lower the wage. This low-wage bias 
tends to  iron out differences in pay for work that is evidently similar, 
including differences resulting from sex discrimination as well as from 
variations in profitability and labor market tightness. It also tends to 
reduce differentials generally. Thus, solidaristic wage policy has an 
imprecise but egalitarian meaning, which commands wide support within 
the LO . 2 6

The LO claims to  have substantially achieved its solidaristic wage policy 
goals in agreements negotiated during the 1970s. Typically they provided 
for a general increase, in absolute cash rather than percentage terms, to

24. Kari-Olof Faién, “Arbetsgivarorganisatiofier, lonepolink och inflation,” in Erfattnbeter av 
Hasrdekcmomin (Stockholm: Almqvist and VVikscLI, 1977), pp. 116-21. The SAF is in a powerful position 
to determine whether centralized negotiations will take place or not. It forced the LO unions into central 
negotiations in 1957 after they decided against it. and it was the SAF that blocked central negotiations 
in 1984.

25. This discussion is based on various LO documents, especially Ldncpolitik: Rapport till LO- 
korgrtam, 1971 (Stockholm: Prisma, 1971), pp. 93-127, and LSner, Priser, Stoner: Rapport till LO- 
kotym un, 1976 (Stockholm: Prisma, 1976), pp, 77-86,160-227. See also Rudolf Meidner, “Samordning 
och solkUrisk KSnepolitik under ue decennier," in LO, TrOrsnin: sju fonknitytsntpporter usgima till LO:i 
75-Atjalriltttm, 1973 (Stockholm: Prisma, 1973), pp. 7 -69 ; Hadenius, FatWj» oryyanisatiensutvtciling, 
pp. 36-122; Derek Robinson, Solûùtràtic W tq t Polity in Suvrfra (Paris: Organization for Economic 
Cooperation and Development, 1974).

26. In a sample survey o f  LO members Leif Lewin found that 93 percent agreed that unions should 
strive for “equal pay for equal work regardless of die firms' ability to pay,” while only 19 percent agreed 
that the unions should strive for a “takeover o f  the means o f  production by the people.” H nr styn jacket? 
Om dtmokratw titom JackjÈmur^srmiscn (Stockholm: Rabén och Sjogren, 1977), p. 158.
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all workers; additional increases, in cash terms, that are higher the more 
that individual workers5 wages fall short o f  the industry average, or some 
norm above the average (the special low-wage increase or supplement); 
and a further increase designed to make up the difference between the 
amount by which any worker’s earnings exceed the increases provided for 
by the first two components—that is, wage drift—and an increase, again 
in cash terms, corresponding to some percentage o f average wage drift 
(this is referred to  as the earnings guarantee ) . 2 7

Quite apart from such moral force as the solidaristic norm has, the 
relative improvement provided by the first two components o f  the 
agreements can embrace at least a majority o f LO union members. Interest 
in such a low-wage bias would be common to all unions to the extent 
that levels and dispersion o f wages are roughly similar in all o f  them. It 
can be acceptable to  higher-paid workers also, for all get some increase. 
In addition, those whose skills are in demand or who are in an advantageous 
position for other reasons are likely to  benefit from wage drift, getting 
considerably more than the specified amount. But the more that wage 
drift counteracts the avowed intentions o f the low-wage bias in the central 
agreements, the greater the risk that the credibility o f  solidaristic wage 
policy will be undermined, and with it the legitimacy o f the LO’s role. 
Accordingly, a substantial portion o f  the relative improvement in lower- 
paid workers’ earnings must be protected against erosion by wage drift. 
This is precisely what the earnings guarantee is designed to  do.

Groups likely to  fall behind have a stake in coordinated bargaining 
because it builds into the wage determination system a mechanism that 
enables them to at least partly catch up. This makes it worth it to  them 
to give up the right to  go it alone in exchange for the earnings guarantee. 
Groups in the best position to  gain from favorable market conditions also 
give up the right to  go it alone in contract negotiations, but not the 
opportunity to  make those gains through wage drift. Thus, the cost to 
them is not very great in terms o f  absolute increases in earnings, while 
coordinated bargaining may strengthen their position in the face o f highly 
organized employers.

As a set o f  relationships among rates o f  increase o f  earnings o f  workers 
at different points in the pay scale, with different payment systems, and 
to  some extent different unions, that individual unions are willing to
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2 7 . T e x ts  o f  th e  a g re e m e n ts  a re  c o m p ile d  in  L O ,  De ccntrala ôvermskommdsema LO-SAF (S to c k h o lm : 

L O ,  1 9 7 9 ) . P r ic e  in d e x  c lau ses  in  v a r io u s  fo rm s  b e g a n  t o  b e  in c lu d e d  d u r in g  th e  la te r  1 9 7 0 s .
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support, solidaristic wage policy provides a formula for managing distrib
utive conflict within, and among, LO unions that allows the LO to 
coordinate their wage bargaining. For this agreement to be sustainable, 
there has to be enough slack in the system to permit some wage drift— 
it cannot be too centralized. Otherwise, coordinated bargaining would 
require workers in the best position to make gains to give up too much.

However, there can be too much wage drift, not only because it can 
never be fully compensated. The higher the rates o f  drift experienced by 
workers, the more evident it must be that employers are able to pay more 
than the LO succeeded in getting through collective bargaining. Thus, 
the greater the gap between the actual earnings increase and that provided 
in the central agreements, the lower the credibility o f the LO ’s claim to 
represent the workers5 economic interests.

To meet the requirements o f  organizational cohesion, then, the LO’s 
wage policy has to strike a balance between specified increases and scope 
for wage drift that minimizes tensions within and among its affiliated 
unions, so as to  maximize their support for its continued negotiation o f 
central agreements . 2 8  A wage policy capable o f solving this problem is a 
prerequisite for the central negotiations relied on to  keep wage growth 
in line with the requirements o f  external equilibrium, as defined by the 
EFO model. However, the requirements o f organizational cohesion can 
set limits on the extent to  which the external equilibrium requirements 
can be met. The greater the tension between the two requirements, the 
more severe the dilemma with which the LO is consequendy confronted.

Political Functions

The support that the LO provides to the Social Democratic party has 
been crucial to the SAP’s power in the state arena. For the LO, that 
power has been essential to achieve goals beyond the reach o f union 
power in the market arena, especially full employment. It has also supplied 
a “political alternative55 to collective bargaining as a means o f attaining

2 8 . S ee  L O  r e p o r ts  fo r  1 9 5 1 , Trade Unions and Full Employment (S to c k h o lm : S w e d ish  C o n fe d e ra t io n  
o f  T r a d e  U n io n s ,  1 9 5 3 ) ,  p p . 8 6 - 8 7 , 9 2 - 9 9 ;  1 9 7 1 ,  Lônepotitik; a n d  1 9 7 6 , LMert Priser. I n  a n  L O  su rv e y  
o f  m e m b e rs , “ m o s t  fa v o re d  a  c o n tin u e d  c o m b in a tio n  o f  g e n e ra l  in creases  a n d  lo w  w a g e  s u p p le m e n ts ”  
a n d  “ a  la rg e  m a jo r i ty  a lso  w a n t  th e  g e n e ra l  in c re ase  t o  b e  th e  sa m e  f o r  all sp e c if ied  in  c ro w n s  a n d  o re  
a n d  n o t  in  p e rc e n t” ; L O ,  Verksamhets berdttelse 1974 (S to c k h o lm : L O , 1 9 7 5 ) ,  p . 9 7 .  T h e  fe e lin g  a m o n g  

h ig h ly  sk ille d  ( a n d  sca rce ) w o rk e rs  in  th e  m e ta lw o rk e rs  u n io n  th a t  e q u a liz a tio n  h a d  g o n e  t o o  fa r  w a s  

s t r o n g  e n o u g h  b y  1 9 8 3  fo r  t h a t  u n io n  t o  a g re e  w i th  its  e m p lo y e r  c o u n te rp a r t  in  th e  e n g in e e r in g  in d u s try  

t o  e n g a g e  in  se p a ra te  n e g o tia t io n s ,  f o r  w h ic h  th e  e m p lo y e rs  h a d  b e e n  p u s h in g  fo r  so m e  tim e .
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goals such as income maintenance—through legislated transfer payments 
instead o f negotiated fringe benefits—and the strengthening o f union 
rights—through legislation expanding the scope o f  collective bargaining. 
Thus, the party’s power in the state arena reinforces and supplements the 
union power in the market arena on which it largely rests, while securing 
the conditions under which the unions are able and willing to  temper the 
use o f their power in the interest o f macroeconomic policy. This, in turn, 
provides the party with an important form o f political support. To the 
extent that the LO’s coordination o f wage bargaining contributes to  the 
effectiveness o f economic policy when the party is in office, it helps to 
confirm the party’s principal claim for electoral support. And to  the extent 
that the LO’s wage bargaining role contributes to the unions’ organiza
tional cohesion, it enhances their effectiveness in mobilizing electoral 
support among their own members, who are the party’s core constituency.

The SAP is one o f five parties that compete for Swedish citizens’ 
votes . 2 9  It and a small communist party, the Left-party communists 
(Vànsterpartiet kommunistema, or VPK), are generally viewed as a 
socialist bloc. The other three, referred to as the bourgeois parties, make 
up a nonsocialist bloc. Two o f the three, a liberal People’s party and the 
Center party (formerly the Farmers party), refer to themselves as the 
“middle parties,” to distinguish themselves from the conservatives, the 
Moderate Unity party (formerly the Right party).

Alone or as the dominant partner in a coalition, the SAP controlled 
the government virtually without interruption from 1932 until 1976, a 
record unmatched by any other party subject to  the repeated test o f  free 
elections. That this should be the case in the country in which unions 
organize a larger portion o f the labor force than in any other is hardly 
surprising. On the other hand, the high level o f unionization has not 
given the Social Democrats a corresponding degree o f political strength, 
principally because o f political differences among the three union confed
erations.

The ties between the SAP and the blue collar unions are rooted in the 
latters’ origins . 3 0  Founded in 1889, the party concentrated on organizing
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2 9 . S ee  M . D o n a ld  H a n c o c k , Sweden: The Politics of Postindustrial Change (H in s d a le ,  111.: D ry  d e n  
P ress , 1 9 7 2 ) ,  p p . 1 0 8 - 4 5 .

3 0 . See D a n k w a r t  A . R u s to w , The Politics of Compromise: A  Study of Parties and Cabinet Government 
in Sweden (P r in c e to n  U n iv e rs ity  P re ss , 1 9 5 5 ) ;  D o n a ld  J . B lake , “ S w e d ish  T ra d e  U n io n s  a n d  th e  S o c ia l 

D e m o c ra tic  P a r ty : T h e  F o rm a tiv e  Y ears ,”  Scandinavian Economic History Review, vo l. 8 ,  n o . 1 (1 9 6 0 ) ,  
p p . 1 9 - 4 4 .
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unions as the key to  mobilizing the working class being created by the 
rapid beginnings o f  Sweden’s industrialization. Unionization thus received 
a major impetus, but not among some nonsocialist workers; hence the 
differentiation o f  market and state arena organizations with die establish* 
ment o f  the LO as a separate central body in 1898. Nevertheless, die 
SAP and the LO continued to  be identified as interdependent parts o f a 
single Social Democratic labor movement, linked to  each other in various 
ways at all levels.

Although they have no constitutional role analogous to  that o f  unions 
in the British Labour party, LO union branches affiliated with the SAP 
are the core o f  its local organizations. Collectively, affiliated union members 
account for the bulk o f  the party’s membership and much o f  its funds. 
There is considerable overlapping membership between party and union 
bodies . 3 1  A very large proportion o f  union activists are party activists or 
dearly identify themselves as Social Democrats . 3 2

The electoral significance o f  this interpenetration is suggested by the 
close association between the distribution o f  LO member votes and total 
votes for the Social Democrats (table 13-2). The proportion o f LO 
members voting for the SAP reached a peak in 1968, the year in which 
the party got the second o f  the only two majorities it ever won. Support 
among LO voters fell to  a low in 1976, when the party lost office for the 
first time in forty-four years. The falling trend in LO member support 
was reversed in 1979, contributing to an increase in the Social Democrats’ 
total which foil just short o f  bringing them back into office, and rose 
further to help them regain power in 1982.

While the LO unions’ capacity to  mobilize support for the SAP is 
dearly crurial to  the party’s electoral fortunes, it is not enough to  assure 
victory. Six percent o f  LO unions voted for the communist VPK in 1973 
(a more typical year than 1976), bringing the socialist majority among 
LO voters to  over three-quarters. Sixteen percent voted for the Center 
party, primarily in the party’s traditional rural strongholds, 4 percent for

3 1 . S v e rig es  S o c ia ld e m o k ra o sk a  A rb e ta re p a r t i ,  Utvtdduig a t  orgamnatm a th vtrksmihct { S to c k h o lm : 
T id c n ,  1 9 7 5 ) ,  p p  2 8 - 2 9 ;  Fackkfl pciuisk prrksambtt: Inventcra-pismtra-gentmifira (S to c k h o lm : S o ria l-  

d e m o k ra te m a ,  1 9 7 8 ) . D a ta  o n  p a r ty  fin an c es  a te  c u r io u s ly  hard t o  c o m e  b y  in  S w e d e n , th e  p a ru e s ’ 

o p p o n e n ts  b e in g  th e  c h ie f  s o u rc e s  o f  e s t im a te s , o r  a c c u sa tio n s , o f  h o w  m u c h  m o n e y  th e y  g e t  fro m  
v a r io u s  in te re s te d  s u p p o r te r s .  A c c o rd in g  t o  o n e  su c h  e s t im a te , u n io n s  p ro v id e d  ju s t  u n d e r  a  th i r d  a n d  
th e  g o v e rn m e n t  ro u g h ly  h a lf  o f  th e  fu n d s  th e  S o c ia l D e m o c ra ts  had a t  t h e i r  d isp o sa l  in  th e  1 9 7 3  e le c tio n  

c a m p a ig n . T h is  « d u d e s  s u p p o r t  in  k in d . D qftn t nybtter (S to c k h o lm ) ,  A u g u s t  1 6 , 1 9 7 3 . G o v e rn m e n t 
su b s id ie s , fo rm a lly  to  p a r ty  n e w sp a p e rs ,  a rc  a llo c a te d  in  p r o p o r t io n  to  v o te s . H a n c o c k ,  SwuUn, p p . 

110- 11.
3 2 .  L e w in ,  H u t ntyrr ftuket? p p , 9 0 - 9 1 ,
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Table 13-2. Distribution o f Union Members* Support among Parties 
in Swedish Parliamentary Elections, 1968-79
Percent

Union confed
eration and 

year

Party

Social
Démocratie VPK Center People’s

Moderate
Unity Other

LO
1968 81 2 8 5 2 2
1970 75 6 11 3 1 4
1973 71 6 16 4 1 2
1976 66 5 17 7 3 2
1979 68 6 10 7 7 2
TCO
1968 46 1 14 21 13 5
1970 38 3 21 24 10 4
1973 35 3 33 12 14 3
1976 41 3 21 17 17 1
1979 37 6 14 14 27 2
SACO-SR
1968 17 4 14 25 40 0
1970 15 3 12 30 37 3
1973 22 3 18 10 42 5
1976 12 6 27 22 29 4
1979 13 10 9 17 49 2
At! voters
1968 50.1 3.0 16.1 15.0 13.9 1.8
1970 45.3 4.8 19.9 16.2 11.5 2.2
1973 43.6 5.3 25.1 9.4 14.3 2.4
1976 42.7 4.8 24.1 11.1 15.6 1.8
1979 43.2 5.6 18.1 10.6 20.3 1.9
1982* 45.6 5.6 15.5 5.9 23.6 4.7

Soured: Bo SiHvik, *$wtdcn: The Social Bases of the Parties in a Developmental Perspective,” in Richard Rose, ed., 
EUoortS M r  A Cmpmutive Hatdiuk (Free Press, 1974), p. 407; Bo Sirivik, “Valet 1970," Aiim&twt vaien, 1970, 
vol. 3 (Stockholm: Statistiska oemralbyrln, 1973), p. 100; Olof Petersson and Bo Sürtvik, “Valet 1973,” ASmittm Mint. 
1973, voL 3 (Stockholm: Statistiaka centratbyrin, I97S), p. 84; Olof Petersson, Vdun4entbmgar, report 2; V*Ijmm* oth 
m Ut 3976 (Stockholm: Statistiaka ccntralbyTJifc, 1977), p. 43; Sôren Holmberg, Srtwta vàijart (Stockholm: Liber Fdriag, 
1981). pp- 27, 339; StaM tk 1979 (Stockholm: Statiniaki «mralbyrin, 1978), p 424. 

t  Breakdown by union confederation not available

the liberals, and 1  percent for the conservatives, adding up to  a substantial 
nonsocialist minority.

Even if the LO were 100 percent effective in mobilizing member 
support, the SAP would still need support beyond its core constituency. 
The bulk o f  this additional electoral support has, o f  course, come from 
white collar employees. The political allegiances o f  officials and members 
o f  both white collar confederations are widely dispersed among all the
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parties and both are compelled to  stay formally nonpartisan to  avoid 
internal strains, although the political center o f  gravity is clearly to  the 
left in the TCO and to  the right in the SACO-SR. Nonetheless, in all 
categories o f  employees, union members are twice as likely to  vote Social 
Democratic as nonmembers. More TCO voters, roughly two-fifths, have 
supported the SAP than any other party in recent elections . 5 3

Clearly, the very high degree o f  unionization in Sweden contributes 
to  the SAP's strength. But the contribution does not correspond to  the 
degree o f  unionization—if it did, the party would enjoy perpetual 
majorities. In fact, except in 1940 and 1968, the party has had to  have 
parliamentary support from some other party to  control the government. 
Support from the Farmers party, informal o r as a coalition partner, enabled 
it to  govern for much o f  the time between 1932 and 1957. From then 
until 1976, except from 1968 to  1970, the SAP depended largely on the 
unwillingness o f  the small communist party to  be responsible for the fall 
o f  a government supported by most o f  die working class.

Despite their unparalleled continuity in office, then, the Social Dem
ocrats persistently faced the need to  simultaneously mobilize their core 
constituency and attract additional support in the electorate o r parliament. 
Rather than try to  do so by becoming a “catch-all” party , 33 3 4  it continued 
to  claim the working class as its distinct constituency, trying to  redefine 
its scope so as to  include white collar workers. Both the LO and the party 
have accordingly sought to  frame issues and policy positions so as to  
identify interests common to LO and TC O  members . 3 5

In the context o f  this electoral strategy, the support o f  LO union 
members for the SAP is crucial, and the unions themselves are clearly a 
vital resource for mobilizing that support. I t is precisely in helping the 
party to  make the most o f  this resource that the LO’s wage bargaining 
role can perform an important political function. The LO’s negotiation 
o f central agreements on the basis o f  claims agreed on in advance by its 
component unions provides a mechanism for avoiding wage rivalry among 
them, or at least preventing it from breaking out in open, competitive

3 3 .  T h e  T C O ’s p o s i t io n  in  th e  p o litic a l m a n  is  a n a ly z e d  in  W h e e le r ,  White-Collar Power
3 4 .  T h e  a rg u m e n t  t h a t  th is  w o u ld  ty p ica lly  h a p p e n  t o  la b o r  m o v e m e n t  p a r tie s  w a s  m a d e  b y  O t t o  

K irc h h e im e r , ‘T h e  T r a n s fo rm a tio n  o f  th e  W e s te rn  E u r o p e a n  P a tty  S y s te m s ,”  in  J o s e p h  L a P a lo m b a ra  
a n d  M y ro n  W e in e r ,  c d s .. Political Portia and Political Dtrelepment (P r in c e tjo n ,U n iv e ts ity  P re s s ,  1 9 6 6 ) ,  

p p , 1 7 7 - 2 0 0 .

3 5 .  S e e  A n d re w  M a r t in ,  ‘T r a d e  U n io n s  in  S w e d e n : S t ra te g ie  R e sp o n se s  t o  C h a n g e  a n d  C r is is ,”  in  
P e te r  A- G o u r r v i tc h ,  A n d re w  M a r t in ,  a n d  G e o rg e  R o s s , c d s .,  U ltim o , Change and Crists; Britain, W ot 
Germany and Sweden ( L o n d o n .  A llen  a n d  U n w in ,  1 9 8 4 )

 
 
 

 
 



bargaining. In this way, the identification o f LO members with the 
particular unions, occupations, sectors, or even work places to  which they 
belong, and which bargaining confined to such subconfederal units tends 
to  encourage, can be inhibited. Instead, identification o f LO members 
with a single, unified labor movement, o f  which the SAP is the political 
vehicle, can be fostered. Cohesion in wage bargaining can thus be expected 
to  reinforce political cohesion, enhancing the SAP’s capacity to  tap union 
activists’ energies and increasing rank-and-file receptivity to its claim, 
transmitted by the activists, to be the exclusive political instrument for 
advancing their interests . 3 6

Thus, the organizational cohesion on which the LO’s wage bargaining 
role depends can itself provide a form o f political support that may be as 
important to the SAP as any incomes policy function which that role may 
perform. If  so, the party as well as the LO confronts a dilemma that is 
indeed serious insofar as the LO is unable to  carry out a wage policy 
capable o f simultaneously meeting the requirements o f  organizational 
cohesion and external equilibrium. That the LO has in fact found it 
difficult to  do so is suggested below.
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T h e L O ’s W age Policy D ilem m a

The difficulty o f  reconciling the two requirements is strikingly illustrated 
by two successive central agreements negotiated in the mid-1970s. 
Moderate wage increases provided for in a one-year agreement for 1974 
were certainly consistent with the requirements o f external equilibrium, 
but at considerable cost to  organizational cohesion. Much higher increases 
provided for in the subsequent two-year agreement for 1975—76 certainly 
met the organizational cohesion requirements more fully but fell far short 
o f  the external equilibrium requirements. Both agreements were affected 
by the exceptional instability o f the international economy. But they 
display a pattern o f  satisfying first one and then the other set o f 
requirements, each at the expense o f the other, also observable in 
agreements since the early 1960s.

Thus, the difficulty o f  reconciling the two requirements has evidendy

3 6 . T h e  im p o r ta n c e  o f  L O  c e n tra l iz a t io n  fo r  S o c ia l D e m o c ra tic  p o litic a l s t r e n g th ,  e sp ec ia lly  in  
c o m p a r is o n  w i th  th e  B ritish  case , is s tre sse d  in  J o h n  D . S te p h e n s , The Transition from Capitalism to 
Socialism (M a c m illa n , 1 9 7 9 ) , e sp . p p . 1 2 0 - 2 8 ,  1 4 0 - 4 4 .  S ec  a lso  R ic h a rd  S casc , Social Democracy in 
Capitalist Society: Working-Class Politics in Britain and Sweden (L o n d o n :  C r o o m  H e lm , 1 9 7 7 ) ;  W a lte r  
K o rp i ,  The Working Class in Welfare Capitalism (L o n d o n :  R o u t le d g e  a n d  K c g a n  P a u l ,  1 9 7 8 ) .
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been persistent. While the need to  resolve the resulting dilemma is now 
recognized as more urgent than ever, the strategy for doing so to which 
the LO is now committed is an extension o f an approach it began to 
develop when it first confronted the dilemma in the early postwar period.

The 1974 Central Agreement and Profit Explosion

The tension between the two requirements is clearly articulated in a 
wage policy report to  the LO’s 1976 congress. While reaffirming that 
“redistribution and equalization between wages and capital income” is 
the long-run goal, the report reiterates the need to pursue that goal within 
limits imposed by Sweden’s dependence on participation in the interna
tional economy. To keep these limits from being breached, the redistri
bution “must be the result o f  an overall negotiated setdement and not o f  
an economic power struggle within particular sectors or individual 
markets.” Otherwise, intergroup rivalry—between the LO and others as 
well as within the LO—was likely to  generate inflation that would nullify 
all gains and “could injure our competitiveness abroad.” On the other 
hand, the “economic consequences” o f wage increases “must not be 
allowed to take precedence over solidaristic wage policy.” For if wage 
drift is allowed to fill the gap between negotiated increases and those for 
which there is “real scope,” the resulting “tensions within as well as 
between different organizations5 member groups” will undermine the 
support on which overall settlements depend . 3 7

That evidendy happened in 1974 (table 13-3). As it turned out, the 
agreed 5.1 percent increase in average hourly earnings was much lower 
than the increase for which there was scope. Wage drift exceeded the 
contractual increase by 3 percentage points, a greater difference than that 
during the life o f any preceding agreement (although it was less than in 
the second year o f the 1969-70 agreement). The high level o f  drift 
resulted from the surging demand and exceptionally high profits being 
enjoyed by Swedish industry during the international inflationary boom 
preceding—and contributing to—the initial raising o f oil prices by the 
Organization o f Petroleum Exporting Countries (OPEC). But there was 
considerable dispersion in profits, which were highest in sectors benefiting 
from the commodity price boom. Consequendy, “the substantial drift

3 7 . L O ,  Limer, Priser, p p . 8 1 ,  8 4 , 2 0 6 - 0 7 .  T h e  re la tio n s h ip  b e tw e e n  p ro f its  a n d  d r i f t  is d isc u sse d  

in  S c h a g e r , “ D u ra t io n  o f  V a ca n c ie s” ; L a rs  C a lm fo rs  a n d  E r ik  L u n d b e rg ,  Inflation och arbetsloshet 
(S to c k h o lm : S N & S , 1 9 7 4 ) ,  p p . 9 5 - 9 6 .

 
 



Table 13-3. A nnual Rate of Change in Prices and in Wages and Real 
Earnings o f Workers and Labor Costs in M ining and Manufacturing 
in Sweden, 1970-81 
Percent
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Tear

Con
sumer
pricer

Hourly wages of industrial workers

Contrat- Total
tual Drift earnings

Real
earning?'

Labor
cost?

1970 7.0 3.4 7.2 10.6 3.6 12.4
1971 7.5 6.5 4.2 10.7 3.2 11.8
1972 5.7 7,4 3.3 10.7 5.0 12.3
1973 7.6 4.3 4.2 8.5 0.9 11.5
1974 10.5 5.1 8.1 13.2 2.7 17.5
1975 10.1 11.0 8.6 19.6 9.5 22.4
1976 9.4 7.8 3.6 11.4 2.0 16.8
1977 12.8 5.4 3.3 8.7 -4.1 10.8
1978 7.5 2.7 3.0 5,7 -1.8 10.7
1979 9.7 3.9 3.5 7.4 -2.3 8.7
1980 13.7 6.0 3.5 9.5 -4.2 10.2
1981 9.4 4.3 3.5 7.8 -1.6 10.7

Sources: The Swedish CoJwuhij, mostkaj «ppendit* various issues; Ingvar Ohlsson, LO Research Department.
a, Loflg'ECfm index from December ro December; 1949 = 100.
b, Change in total earnings minus change in consumer prices.
c, Index of hourly costs» including earnings» payroll taxes, other Soda] charges* and adjustments for reductions in hours.

arising from the good profitability” was “unevenly distributed,” and “much 
o f  the equalization achieved by the emphasis on low wages in the year’s 
[agreement] . .  . lost . ” 3 8  In other words, solidaristic wage policy was 
frustrated by the high and uneven drift.

The moderation o f  the 1974 agreement can undoubtedly be attributed 
in part to  a general concern, shared by the LO, to  avoid exacerbating the 
impact o f  the oil crisis. O n the other hand, the contractual increases for 
1974 were not lower than might have been expected. Under the 1971
73 agreement, contractual increases had exceeded drift (table 13-3), profits 
had been lower than throughout the preceding postwar period, and 
unemployment had been higher than at any time since the late 1950s. If  
anything, the EFO model’s scope for increases might have been exceeded. 
In addition, there had been a considerable equalization o f  wages since 
1970, at least within the LO . 3 9  Finally, earnings had exceeded consumer 
price increases enough to yield pretax growth in real wages o f  between 2  

and 3 percent annually.

3 8 .  LO , Vtriaamhtts berüttebc 1974 (S to c k h o lm : LO , 1 9 7 S ) , p p .  8 0 - 8 1 ,
39. LO , Limer, Priser, pp. 209-11.
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Thus, there was little pressure for higher increases in the 1974 
agreement. Soon after it went into effect, however, it became obvious to 
both unions and employers that the wage settlement was untenabty low, 
and higher increases were provided for in subsequent industry-level 
negotiations. Nevertheless, there was a wave o f  wildcat strikes equivalent 
in magnitude to those in the winter o f  1969-70, when drift exceeded 
contractual increases even more than in 1974.*° The strikes were the 
dearest demonstration that the organizational cohesion o f  the LO  and its 
affiliates had been subjected to  serious strains by their conduct o f  wage 
bargaining. They therefore believed it essential to  repair the damage by 
winning a settlement so high that it left little scope for drift. Accordingly, 
the next round o f  bargaining opened with the dedaration that “wage 
earners as a group must take ou t their share o f  productivity growth and 
win back some o f  the [lost] share o f  wages in  the value o f  output,” and 
that “the emphasis on low wages must be intensified . ” 40 4 1

These aims were largely fulfilled in the 1975-76 agreement, although 
the absolute level o f  drift was even higher in 1975 than in 1974. The 
result was that over the two years o f  the agreement, the contractual 
increases plus drift and payroll taxes increased hourly labor costs in 
Swedish industry 39 percent, the largest two-year increase since the 
Korean War . 4 2  The effect o f  die earlier wage explosion was easily absorbed, 
for it occurred at the beginning o f  an unprecedented period o f  international 
economic growth, in which Swedish industry started ou t in a very 
favorable position. By 1975, that growth had been disrupted and Swedish 
industry had lost many o f  its advantages, so that the later explosion had 
much mote serious consequences.

The Impact o f the 1975-76 Central Agreement

The 1975—76 wage explosion evidently contributed to  a substantial 
deterioration in Sweden’s position in the international economy. The cost 
gap between Sweden and its trading partners is estimated to  have been 
as high as 27 percent, about half o f  it accounted for by the rise in hourly 
labor costs, a third by relatively lower productivity growth, and another

40. In the engineering industry, the number of worker days lost in wildcat strikes was half again as 
large in 1974 as in 1970, according to an SAP tabulation o f  August 22, 197S. The strikes following the 
1974 agreement are analyzed in Bo OhhtrOm, VtUUt strtjker dam  LO -m ridct 1974 ah  197S (Stockholm: 
LO, 1977).

4L  LO, Vtrksambtts bmtllehe 1974, pp. 80-81.
42. Swedish Economy, 1982: 2, p. 108.
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fifth by the appreciation o f  the Swedish crown relative to  currencies 
outside the European monetary snake (in which the crown was tied to  
the rising deutsche mark ) . 4 3

This rise in costs was bound to  have a big impact on the sales and 
profits o f  Sweden’s highly export-dependent industry. However, its 
magnitude is uncertain because o f  serious inadequacies in Sweden’s foreign 
trade data. While revised balance o f  payments estimates covering the 
1970s are available, new data on market shares and relative prices are at 
hand only for the second half o f  the decade. The old data indicated that 
during the three years 1975-77, Sweden lost an estimated 19 percent o f 
its OECD area market shares, mainly because o f  a nearly 15 percent rise 
in the relative price o f  Swedish exports in 1975-76.44 45 Revised data for 
1976 and beyond indicate that in that year at least, export performance 
was significandy better than previously indicated. Yet, while exports o f 
manufactured goods, other than ships, to  the major OECD  countries 
grew by 4.5 percent in 1976, total im port growth in Sweden’s OECD 
market was more than three times as high, reflecting the sharp recovery 
there in 1976. Thus, there was a loss o f  shares in that market, now 
estimated at 7.5 percent . 4 6

The decline in Swedish industry’s competitiveness was also reflected in 
a loss o f  domestic market shares. The loss o f  shares and successive declines 
in foreign and then domestic demand resulted in a deeper and much 
longer fall o f  industrial production in Sweden than in the OECD  area 
generally (figure 13-1). The index o f industrial production declined for 
four years in a row beginning in 1975, its only previous postwar decline 
having been for one year in 1952. The recovery o f  industrial production 
in 1979 and 1980 still did not bring the index back to  its 1974 peak 
(table 13-4).

While the loss o f  market shares indicates that some o f the cost increase 
was passed on in prices, taking its toll in sales, some o f  it was clearly 
translated into a fall in profits (table 13-5). From a long-time high o f

43. Lars Calmfors, “Lbnebildning, imenrabonell konkurrenskraft och efconomisk politik," in Vigor 
till tiluut pilfitrd, Ds Ju 1979:1, fiilaga 3, pp. 130-31. A TCO economist contested the cost crisis thesis 
when relative unit labor costs ate viewed over a longer period; Hans Engrnan, “Svenska loner stiger intc 
snabbast i vïrlden," TCO-Tittningm, 20, 1977, pp. 10-11. At an earlier point, the LO's position was 
also skeptical; LO, LOntr, Prior, pp. 80-81. Later LO statements reflect acceptance of the view that 
Sweden’s relative cost position was worsened in the late 1970s and that the rapid rise in hourly wages 
in 1975-76 was a contributing factor; Cunnar Nilsson, chairman o f  the LO, in parliament, January 31, 
1979. Rjksdagen 1978/79. SnobbpntdaU, no. 77, pp. 11-12.

44. Swatish Economy, 1978:3, p. 38.
45. Ibid., 1982:1, p. 56.
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Figure 13-1. Industrial Production in Sweden and Selected OECD
Countries, 1970-79

Industrial production index (1975 = 100)

Source: Sweden, Ekononudepartemcntet, LhyrtvisutTedt*i7i$m 1980, SOU 1980: 52, p 268,
». A u s t r i a .  B e lg iu m , F in la n d ,  G r e e c e ,  I c e la n d ,  I r e la n d ,  L u x e m b o u r g .  N e th e r la n d s ,  N o r w a y , P o r tu g a l ,  S p a in ,

Switzerland, Turkey.
b. Canada, France, Italy, Japan, United Kingdom, United Stares, West Germany.

nearly 34 percent in 1974, the capital share fell to  a low o f  a little under 
16 percent in 1977, after averaging about 27 percent between 1956 and 
1973. Pretax returns on equity in large firms became negative in 1977 
after peaking at almost 15 percent in 1974 and averaging a little under
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Table 13-5. Profits in Swedish Industry, 1970-81
Percent

Year

Capital share,
C sector 
produce

Pretax returns 
on etjuity, 

large firms*
1970 25.5 11.0
1971 24.0 7.7
1972 20.7 7.7
1973 26.1 13.3
1974 33.7 14.9
1975 26.9 8.4
1976 19.3 4.5
1977 15.6 -0 .5
1978 17.5 2.0
1979 26.1 8.3
1980 28.0 8.7
1981 27.5 5.0

Sources: LO, L&upçlkikf&r SQ-tala: Rjtpfwt riff LO-Koxfirœtrt, 1981 {Stockholm: LO, 19$I ), p, 19; Srtdoh Eamomr, 
1983:2, p. 127; Tiido LFumti, Bcnil HÜbtoi» and Kjcfl fiengtsson, "Company Reports Ibr 19-81—A Comparison with 
Earlier Years," Skandaufrok* Ewksidm Jtanjfani Quarterly Rerier, no. 1 (1982), pL 96.

а. Includes all allocations of income other than wages, salaries, and social charges, including depreciation and owner 
income. The C sector of the EFO model corresponds approximately to mining and manufacturing. The C sea or capita] 
share for years before 1970 was estimated on the basis of ratios declining from chat between the revised and old national 
accounts data for 1970 to zero in 1951. Front 1951 to 1969 the average share was 27.6 percent, the peak was 3$ percent 
in 1951, and the low was 21.5 percent in 1967.

б . L a rg e  n o n f in a n c ia l  c o m p a n ie s  l is te d  o n  th e  S w e d is h  s to c k  e x c h a n g e ,  to ta l i n g  7 8  in  1 9 8 1 ,

10 percent over the preceding seven years. Thus, Swedish industry 
experienced the sharpest drop in profitability “at least since the 1930s.”46 
The declines in production and profits were accompanied by a deep 
investment slump. The growth o f  industrial investment went down from 
nearly 11 percent in 1974, the highest level since 1961, to  negligible 
levels in the next two years, and then fell 17 percent in 1977, the biggest 
drop in the postwar period, only to  fall another 22 percent in 1978 (table
13-4).

Swedish industry certainly seems to  have been caught in a cost crisis 
after the 1975-76 wage explosion. The impact was much greater in some 
sectors than others, however, bringing to  a head a structural crisis that 
had been in the making for some time. Many Swedish product lines, 
firms, and even whole sectors had been deprived o f  comparative advantages 
they once enjoyed. In part, this was the consequence o f  technological 
changes in production, transportation, and communication, and their 
diffusion around the world, particularly by transnational enterprise. Efforts

46. G untur Eliasson and others, Art fUlja 80-tol: IV l.s lUngndsbtdimtning, 1979 {Stockholm: 
Industries Utredningsinstitut (IUIJ, 1979), p 208.
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to exploit these changes in the older industrial countries and especially in 
some o f  the developing countries, with much lower labor costs, brought 
new, more competitive producers into the international market . 4 7

The vulnerability o f  such industries as forestry and iron mining, and 
industries built on this raw material base such as steel and shipbuilding, 
had been obscured by the early 1970s boom, but when the boom collapsed 
the cost gap hit them very hard. Although industries like steel and 
shipbuilding were in trouble throughout the OECD area, in Sweden 
these industries suffered the additional penalties o f  heavy concentration 
on the tanker market that was destroyed by the rise in oil prices. Large 
portions o f  these vulnerable sectors could not survive the lower costs o f  
their competitors abroad. The cost gap between Sweden and the older 
industrial countries suffering similar structural problems meant that 
expansion in the other sectors needed to  take up the slack was inhibited. 
Thus, the cost crisis exacerbated and rendered more intractable the 
structural crisis. 4 8

The macroeconomic manifestations o f  this dual crisis and o f  the policies 
pursued in response to it are apparent in the slow growth o f Sweden’s 
gross domestic product relative to the OECD average beginning in the 
second half o f  the 1960s. While GDP growth in Sweden turned down 
later and fell less precipitously than in the OECD area during the post
oil crisis recession, its recovery was slower. Despite a spurt that put 
Swedish GDP growth ahead o f the OECD average in 1979, it averaged 
only 1 . 1  percent over the second half o f  the decade compared with the 
OECD average o f 3.1 percent over the same period (table 13-4).

Inflation persisted along with stagnation. The annual rate o f increase 
in consumer prices, which averaged 5.1 percent from 1963 to 1973, 
jumped to roughly double that level during the next four years, fell again, 
and then climbed to  nearly 14 percent in 1980 (table 13-3). Stagnation 
was not accompanied by any significant increase in open unemployment, 
however. This is one respect in which Swedish performance was notably 
better than that of most of the other OECD countries. Unemployment 
averaged around 1.8 percent over the four recession years 1975-78 in 
Sweden (table 13-6) while the recession was allowed to take a much

Wages, Profits, and Investment in Sweden

47. Ibid., pp. 28-34, 318-68.
48. Villy Bergstrom and others, Politik mot stagflation: KonjunkturrAdets rapport, 1977-78 (Stockholm: 

SN&S, 1977), pp. 71-74. They conclude (p. 57), from interviews with seventeen large industrial firms, 
that “losses in market shares that occurred in many cases probably would have taken place even with a 
‘normal’ Swedish cost and price development.”
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Table 13-6. Labor Market Conditions in Sweden, 1970-82
Percent

Y  tar

Employment, annual 
rate of change

Public
tu tor Indtutrf Total

Unemployment, at short of total 
labor fine

Open?

Man
power

pregnant* TotaP

1970 8.4 1.6 2.0 1.5 1.8 3.3
1971 6.7 -3 .4 -0 .2 2.S 2.1 4.6
1972 5.2 -1 .6 0.3 2.7 2.6 5.3
1973 3.6 1.5 0.4 2.5 2.8 5.3
1974 6.1 2.1 2.0 2.0 2.5 4.5
1975 5.1 1.0 2.0 1.6 2.2 3.8
1976 4.8 -0 ,5 3.7 1.6 2.6 4.2
1977 4.1 -3 .4 1.9 1.8 2.9 4.7
1978 5.1 -4 .4 0.4 2.2 3.4 5.6
1979 5.1 0.0 1.5 2.1 3.6 5.7
1980 3.3 1.5f 1.1 1.9 2.9 4.8
1981 2.5 -2.9* -0 .2 2.5 2.7 5.2
1982 1.7 -3 .2 f -0.1 3.1 3.3 6.4

Soukh: SBtisùki ttmnlbyrln, S a m n t*  m aU iU m tin, N 19*0:4.4,1pp. S, pp. 2*—29, 34-35, 1980-82, S w u U i  
C io n m j, various issue»,

a, Central add Loot gpvcmmou attployces.
b , M in in g  a n d  im k u ir iL ti i r in g ,
c, Based on tabor fence nivtyi,
d, Alt persons participating in framing, relief work, sheltered anployment, and other program* adnintaterod b y the 

Labor Marker Board; d û  before 1975 are not soriedy comparable with data for later yeao.
e, Sum of open unemployment and perams in manpower programs.
f Industrial employment data adjusted by linking to sene* for earlier yean at 1979.

greater social toll in the OECD generally, with unemployment averaging 
5.2 percent over the same period in twelve countries for which roughly 
comparable statistics are reported . 4 9

Still, to  accomplish this took massive public expenditures on manpower 
policies, employment subsidies, and rescue operations on failing compa
nies, ranging from loans and grants to  outright nationalization. The effort 
to  cushion employment from the effects o f  the international economic 
crisis and its domestic reverberations, begun under the Social Democratic 
government, was vastly expanded by the successive bourgeois govern
ments. While this kept open unemployment remarkably tow, the actual 
employment effect can be seen as much greater if  workers supported by 
these expenditures are viewed as having forms o f  hidden unemployment. 
Depending on which workers are counted, their addition to  open

49. OECD Ennemie O u tlay  no 21 (July 1977), p. 29, and no. 25 (July 1979), p. 28.

 
 

 

 



unemployment could bring total real unemployment in 1977 to  between 
7 and 10 percent, or even higher if those kept from unemployment by 
the steel and shipbuilding rescue operations are included . * 0

Estimates o f  the expenditures involved vary correspondingly . 5 1  None
theless, die effort to  hold down open unemployment while economic 
growth stagnated dearly contributed to  an accelerated increase in the 
public expenditure share o f  GDP, from 45 percent in 1970 to  63 percent 
in 1980, the highest in the OECD  area. Coupled with a reversal in the 
growth o f  revenues, this resulted in central government budget defiats 
reaching 9.6 and 10.4 percent o f  GDP in 1979 and 1980, respectively . 5 1  

Beginning in 1978, these deficits exceeded the surpluses in the social 
security system which had previously made the public sector as a whole 
a net saver, leading to  growing deficits in die consolidated public sector 
budget . 5 5

Finally, the decline in Swedish industry's competitiveness, combined 
with the maintenance o f  consumption and employment, was reflected in 
a balance o f  payments deficit estimated at 2 .6 percent o f  GDP in 1977.54 
Although this is not especially high relative to  levels in some O EC D  
countries, it was higher than any recorded in Sweden since 1950. A 
fundamental disequilibrium in Sweden's external position that first emerged 
in the second half o f  the 1960s was confirmed by subsequent developments. 
While a combination o f  devaluations and highly restrictive macroeconomic 
policy eliminated the payments deficit in 1978, a rapid expansion o f 
activity in 1979 was accompanied by a new payments deficit almost as 
large as in 1977 (table 13-4).

50. Posons in die various manpower programs raise die open unemployment totals in table 13-4 
to 3.8 percent in 1975 and S.6 percent in 1978. Other forms o f  hidden unemployment, including 
workers kept employed by the rescue operations and those who drop out o f  the tabor force because they 
ate discouraged or are granted early retirement because o f  difficulties in finding jobs, ate mote difficult 
to establish. BetgstrSm and others, Potash met stqgflarum, p. 31, estimate total real unemployment as 
dose to 10 percent in 1977.

51. Funding o f  manpower programs plus production for inventories rose to 2.7 percent of GDP in 
1977-78, compared with the previous peak of 2 percent in 1972 and an average o f  around 1.3 percent 
in the second half o f  the 1960s; Jan Johannesson, " O n  the Composition of Swedish Labor Market 
Policy,” in Eliasson, Hobnlund, and Stafford, Studio nr Labor Market Btbaner, p. 89. Transfers, loans, 
and share purchases to firms increased from around 0.5 percent o f  GDP in 1975 to a peak o f  2.3 percent 
in 1979; Svtdish Fccmcmj, 1082:2, p. 160. A more inclusive estimate o f state support lot firms puts it at 
3.3 percent o f  GDP in 1979; Bo Carlsson, Fredcrik Bergholm, and Thomas Lind berg, Industriaàds- 
petaiken ecb das in terim  p i  sanshdltsehmemm (Stockholm: IUI, 1981), p. 23. At their height, then, total 
manpower and industrial policy expenditures contributing to the limitation o f open unemployment 
probably came to between 5 and 6  percent o f  GDP.

52. Swedish F.amcmy, 1982:2, pp. 170, 154.
53. Ibid., p. 170, tables 9-4, 9-6, and similar tables in earlier issues.
54. Ibid., statistical appendix, pp. 8, 19.
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As the structural problems o f  Swedish industry persisted, then, the 
economy was evidendy becoming progressively less able to reach high 
levels o f  activity without running into balance o f  payments difficulties. 
Some deterioration in the Swedish economy's performance was already 
discernible before the 1975-76 wage explosion, but it subsequendy 
accelerated. Sweden’s economic problems are hardly unique. In some 
respects, however, the serious disruption o f  the international economy in 
the mid-1970s had more o f an impact on Sweden than many o f  the other 
OECD countries. This was probably due in part to the particular structure 
o f  Sweden’s industry, but also in part to the cost gap that opened up 
between Sweden and its trading partners.

Insofar as Sweden’s subsequent economic problems can be attributed 
to the 1975-76 wage explosion, they reflect a failure o f  the central 
negotiation system to perform an incomes policy function. W hat drove 
the increase in the 1975—76 agreement up so much was the LO’s 
determination to win an increase high enough to exceed drift and thereby 
ease the internal strains produced by drift that exceeded the contractual 
increases following the 1974 agreement. The emphasis in LO wage policy 
evidently shifted from the requirements o f  external equilibrium in the 
1974 agreement to  those o f organizational cohesion, or, in its words, 
from “economic consequences” to  solidaristic wage policy in the 1975
76 agreement. Such a shift was apparently not confined to the mid-1970s 
pair o f  agreements, however, for similar shifts are discernible in the 
pattern o f  agreements at least as far back as the early 1960s.

Wage Fluctuations: Pattern and Trends

Several dimensions o f  wage change in the continuous series o f central 
agreements since 1956 are displayed in figure 13-2. In the top panel the 
space between the two curves represents wage drift. In the middle panel 
the curve representing that drift is above zero when the annual percentage 
change in contractual wages exceeds drift and below zero when it is less 
than drift; the horizontal lines within each agreement period indicate the 
average difference between contractual increases and drift. In the bottom 
panel the horizontal lines indicate the average share o f capital in C sector 
value added during each agreement period.

From the 1962-63 agreement through the one for 1975-76, there is 
a consistent pattern o f  alternation between periods in which contractual 
increases are high relative to  drift and those in which they are low relative
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Figure 13-2. Changes in Wages o f A du lt Industrial Workers and in Share

Atfrtemtnt period
Sources: litgvar OJibson, Research Department, Landsorganisarioncn i Sverige (LQ); Jan Herin, Institute for 

butmabotul Economic Studies» Stockholm University; LO. Lântpoitttk j®r SO-tmln R t f  f i n  t$ÿ LO-Ktt&rmm, 1981 
(Stockholm: LO, 1981), p. 39; Urnttob Eamumj, 1933: 2, p. 127, Data for 1980 estimated by adjusting measure in 
Swcditb Economy to measure in Lùtupcimk. Data for yean before 1970 adjusted by ratios declining from the differente 
between 1970 data in revised and old national account» to aero in 1931. '

a . H o r iz o n ta l  l in e  w i th in  c a d i  p e r io d  o f  c a M n J  a g r e e m e n t  in d ic a te s  a v e ra g e  f o r  t h e  p e r io d .

to  drift. There is a corresponding inverse alternation between periods in 
which profit shares rise and fall. The pattern seems to  reflect the difficulty 
o f  reconciling the wage policy requirements o f  external equilibrium and 
organizational cohesion—the LO apparently tried to  cope with its dilemma 
by switching the order o f  priority for the two sets o f  requirements from 
one agreement to  the next.
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O f course, what happened during each agreement period was affected 
by everything going on in the economy, including government policy. In 
the case o f  agreements that turned out to  be low, government policy 
contributed to  the failure to  keep profits sufficiently squeezed to  avert 
excessive drift. Typically, fiscal policy became restrictive too late in the 
course o f  an upswing. This permitted labor markets to  become so tight 
and profits so high that drift reached levels threatening cohesion. Similarly, 
in each agreement that turned out to  be high, government policy reinforced 
the agreement’s effect in squeezing profits sufficiently to  keep wage drift 
low. Typically, the government resorted to  a sharp tightening o f  monetary 
policy to  cope with the problem created o r at least aggravated by fiscal 
policy lags, particularly when the problems materialized in the form o f 
accelerating inflation and balance o f  payments deficits.55

Government policy was especially important in connection with the 
1975-76 wage explosion. First, the pressure for large increases was 
reinforced by a highly expansionary macroeconomic policy. Sweden’s 
Social Democratic government was one o f  the few in the OECD area 
that tried to  offset the contractive effects o f the sudden redistribution o f 
income to the Organization o f  Petroleum Exporting Countries (OPEC). 
M ost OECD governments pursued restrictive policies, apparendy to  keep 
the oil price increases from arresting the decline o f  inflation from its high 
levels in the earlier 1970s. In contrast, Sweden’s government sought to 
bridge over the resulting recession in the O E C D  area, stimulating domestic 
demand to  offset the fall in external demand. The effort was predicated 
on expectations about the magnitude and duration o f  the recession that 
proved much too optimistic, but these expectations were generally shared 
by all actors in the Swedish economic policy arena. By the time it was 
recognized that the recession was deeper and longer than anticipated, it 
was too late to  keep Sweden’s costs from being thrust way ahead o f  the 
much slower growing costs o f  its trading partners.56

Conceivably, the bridging policy might have worked, o r at least done 
less damage, if  the government had not pursued an exchange rate policy

55, Lars Matthicsseru “Finanspolmken sont stabiliseringspolitiski instrument," in Ehk Lundberg 
and others, ftnanspolttik i teori och pntktik (Stockholm; Aldus-Sonniers, 1971), pp. 164-226.

56. Swedish Economy, 1975:1r pp. 7 -8 ; 1975: 2, pp. 8, 40-43, The deflationary effect of the oil price 
was conceived in terms of a basically Keynesian analysis applied to the international economy. The 
massive redistribution o f income to the OPEC countries entailed in the oil price increase was understood 
as an excess of savings in the system as a whole, which had to be offset by an expansion o f  demand. To 
make that possible, a large balance of payments deficit in the OECD sector o f  the system had to be 
accepted, relying on borrowing from the OPEC sector to finance the deficit. Erik Lundberg and others, 
Kris etUr ken}unktitrKpp$âng? Konptnktvrràdets rapport 1974-75 (Stockholm; SNficS„ 1974}, pp, 13-18.
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that magnified the impact o f  sharply rising international prices. To blunt 
that impact, economists o f  various political persuasions urged that the 
crown be revalued. This would have reduced the profits o f  exporting 
firms, particularly in the raw-materials-based sectors in which drift was 
especially high and disruptive. A 1979 LO report characterized the failure 
to  revalue in the first half o f  1973 as the “biggest single mistake . . .  in 
Swedish economic policy in the last 10 years.” Given the breakdown o f 
the postwar international monetary system, modification o f  the fixed 
exchange rate policy adhered to in the past, and assumed in EFO model 
calculations, was evidently in order. However, such modifications as did 
occur, apparendy without attention to their macroeconomic effects, were 
perverse—a slight devaluation in connection with the international realign
ments in early 1973, followed shortly by entry into the snake, in which 
the crown was pulled up by the deutsche mark after Swedish costs had 
already been pushed up by the wage explosion . 5 7

In addition, the government aggravated the effect o f  the 1975 agreement 
by settling for a two-year agreement for its own employees, setting the 
pattern for the rest o f  the public sector and the private sector , 5 8  and 
violating the EFO model norm that the private sector acts as the wage 
leader. H ad the private sector been able to hold out for a one-year 
agreement, it would have been possible to  correct for the misjudgments 
o f  international prospects a whole year earlier, instead o f  locking the 
Swedish economy into large wage increases for two successive years.

Especially in the mid-1970s but in the preceding years as well, 
international economic instability and the impact o f  government policy 
on the operation o f the wage determination system had a great deal to 
do with the observable fluctuations in the relationship between wages 
and profits, and hence the degree to which the respective requirements 
o f  organizational cohesion and external equilibrium could be met in each 
agreement period. But these factors primarily affected the magnitude o f 
fluctuations. The pattern itself m ight still have been generated by an 
alternation in the relative weight given by the LO to each set o f 
requirements in successive wage rounds. While it may reflect the LO’s 
difficulty in reconciling the two sets o f  requirements, however, the 
alternation would not necessarily prevent the central negotiation system 
from performing an incomes policy function over the longer run.

57. Bergstrom and others, Politik mot stagflation, pp. 18-19; Ekonomiska utsikttr (LO) (Spring 
1979), pp. 28-29.

58. See SAF, Verksamhct 1974, pp. 14-23, and 1975, pp. 17-29; LO, Verksamhets berattclse 1974, 
pp. 79-83, and 1975, pp. 48-68.
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Fluctuations in wages, and in their relation to  profits, are entirely to 
be expected, as recognized in the ËFO model. W hat matters is the trend 
around which they occur. Thus, the successive agreements could offset 
each other, so that the long-run trend around which the relative shares 
o f  labor and capital fluctuate is constant, in conformity with the EFO 
model’s main course. Given the analysis in that model, and the assumption 
that C sector output is sufficient to  begin with, the investment needed to  
maintain external equilibrium would be assured.

This is not what happened, however. O n the contrary, as can be seen 
in the lower panel o f  figure 13-2, there was clearly a downward trend in 
capital’s share o f  C  sector value added from the first o f  the central 
agreements. When the fluctuations became more pronounced in the early 
1960s, a pattern emerged in which each new pair o f  low and high 
agreements was associated with lower profit shares than in the correspond
ing agreements o f  the preceding pair. The trend was interrupted in the 
1971-73 and 1974 agreements, with the sharp rise in profits in 1973 
and 1974, but was restored by even stronger movements in die opposite 
direction over the next two periods. O n the basis o f  the EFO analysis, 
this should have led to  insufficient investment in the C sector. This is 
essentially what was perceived to  be occurring already in the second half 
o f  the 1960s.

Wages, Profits, and Investment

The 1970 Long-Term Survey, the government’s normally quinquennial 
projection o f  economic trends and their implications for policy, pointed 
to  current payments deficits in the boom years o f  1965 and 1969-70 
considerably larger than in the preceding postwar period as symptoms o f  
a basic deterioration in Sweden’s external position. Concluding that 
restoration o f  external equilibrium was the central problem o f  economic 
policy, the Survey estimated that industrial investment would have to  
grow at a rate o f  6.5 percent annually over the next five years, more than 
twice as fast as in the preceding five years and faster than at any time 
since the investment boom o f  1958-62.59

The principal obstacle to  acceleration was said to  be a decline in profit 
margins (averaging 1.2 percent per year during the 1960s) that had

59. Sweden, Ministry o f  Finance, The Srnuhsb Economy 1971-1975 and the G a u n t Outlook u f  to 
1990: Tht 1970 Long term Economic Su m y  (Stockholm: AUmlniu FOrtagct, 1971); ace pp. 98-101, 
123-25.
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reduced business savings to such an extent that a declining portion o f 
investment was self-financed even though the rate o f investment itself had 
gone down. As external financing had taken the form o f borrowing, debt- 
equity ratios had increased, and they would continue to do so if the 
required investment took place without any increase in profits, making it 
unlikely to occur. To encourage firms to  undertake as much new investment 
as was needed, the Survey concluded that “economic policy would be 
faced with the task o f  promoting the supply o f risk-bearing capital, besides 
taking various measures to stimulate investment propensity in private 
business . ” 6 0

The Survey's diagnosis suggests that the central negotiation system had 
indeed been failing to perform an incomes policy function, at least as 
understood in terms o f the EFO model, for some time before the 1975
76 wage explosion. The cumulative decline in the share o f profits in the 
C sector product had apparendy had the consequences for investment 
and external equilibrium that could be expected.

But the EFO model’s norm o f constant shares could be misleading. A 
similar decline in the profit share is observable in many countries with 
differing wage determination systems. I f  wage pressure had much to do 
with it, it may have been more by way o f  the close approximation to full 
employment common to those countries over most o f  the postwar quarter- 
century. O n the other hand, the very growth that underpinned full 
employment may have built up confidence that the growth would last, 
thereby reducing risk premiums and increasing the optimum debt-equity 
ratio. Required rates o f  return for investment in real capital could thus 
have declined with reinforcement from increasingly favorable tax treatment 
o f  profits and from the combined effects o f  inflation and interest deductions 
on the real rate o f interest on loan capital . 6 1

Management’s willingness to bid up wages to attract labor might have 
increased correspondingly. I f  so, the profit share corresponding to a given 
rate o f  wage drift would have gone down along with the declining profit 
share. In such a situation the LO would have to get larger contractual 
increases to reduce drift by the same amount as in the past. Since declining

60. Ibid., pp. 153-57,163.
61. Eliasson and others, A tt  vdlja 80-tal, p. 195; T. P. Hill, Profits and Rates c f Return (Paris: 

OECD, 1979); Jeffrey D. Sachs, “Wages, Profits, and Macroeconomic Adjustment: A Comparative 
Study,” and William D. Nordhaus, “The Falling Share o f Profits,” Brookings Papers on Economic Activity, 
2:1979, pp. 275-78; and 1:1974, pp. 198-204. The tax treatment o f company profits in Sweden is 
analyzed in Jan Soderstcn, “Bolagsbeskattningens verkninger,” in Beskattnmgen avfihrtq#, Slutbetankande 
av fôretagsskatteberedningen, bilagor, SOU 1977:87, pp. 107-93.
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shares o f profits would lead to higher contractual increases, the EFO 
norm o f  constant shares would understate the scope for increases, and 
declining profit shares would not necessarily have the consequences 
anticipated. In fact, it has been argued that, at least until 1976, there was 
“no long-term trend for profitability . . .  neither rising nor falling,” as 
opposed to the profit share, and that the relationship between equity 
capital and total capital had not been weakened as much as alleged . 6 2

The central negotiation system in that case should not be seen as 
having failed to  perform the incomes policy function expected o f  it, at 
least until the mid-1970s crisis. The eruption o f the crisis clearly created 
a new situation, however. Confidence in sustained growth could hardly 
have survived “the wave o f instability that swept over the market economies 
during 1973-76,” as Bergstrom and Sodersten point out. They conclude 
that in the 1980s “either an upward shift in the average level o f  profitability 
over the business cycle, or institutional intervention in the economic 
system in order to  achieve central goals concerning the balance o f foreign 
trade will presumably be required . ” 6 3

Even if their claim that profitability was maintained under the earlier 
conditions is correct, however, it still does not necessarily follow that the 
central negotiation system was performing the incomes policy function 
expected o f it in the period before the “wave o f instability.” Sweden’s 
position in the international economy might still have been eroding in 
that period, and the operation o f  the wage determination system might 
have been contributing to that erosion. This might even have been the 
case if  the EFO model’s norm o f  constant shares had been satisfied, for 
the model could be misleading in the opposite direction, understating 
rather than overstating the requirements for external equilibrium.

Generally, changes in productivity are believed to be the result o f  
rationalization and structural change aimed at maintaining profitability in 
the face o f  increasing wage pressures—the reverse o f  what the EFO model 
postulates. Instead o f  being autonomous, technological development is 
assumed to respond to the demand for labor-saving technology, and 
investment to be concentrated on such technology instead o f  capacity 
expansion. As product lines and firms with the least productivity and 
profitability are abandoned, productivity in the C sector as a whole would 
increase. But if the surviving product lines and firms do not expand

62. Viliy Bergstrom and Jan Sûdersten, “Nominal and Real Profit in Swedish Industry,” Skandinaviska 
Enskdda Banker* Quarterly Review, nos. 1-2 (1979), p. 54.

63. Ibid., p. 58.

 



sufficiently to  offset the abandonment o f  others, the net result might be 
insufficient growth in the value o f  C sector output to  maintain external 
equilibrium. This, according to  some analyses, including the 1980 Long
Term Survey, is exactly what happened in Sweden, especially after the 
profit squeeze intensified in 1967-68 (figure 13-2).64

One frequently cited measure o f  the decline in the size o f  the C sector 
is the sharp drop in labor input in industry. After remaining roughly 
constant from 1950 to  1966, total hours worked fell by nearly a quarter 
between 1966 and 1978. The effects o f  this reduction on employment 
were offset largely by a rapid expansion o f  the public sector . 6 5  While this 
expansion certainly reflected the explicit political priority placed on 
increasing the provision o f  collective services, some analysts attribute it 
to  an “ultra-Keynesian” policy o f  maintaining full employment regardless 
o f  how wages affect employment in the private sector .6 6  Although the 
resulting increase in the service component o f  consumption could con
tribute to  external equilibrium because its import content is low, the 
accompanying growth o f total consumption could still mean greater 
demand for tradable goods than could be met consistently with balance 
o f  payments equilibrium by the declining C  sector, giving rise to  a 
structural disequilibrium in the payments balance.

Thus, there are arguments pointing toward contrasting conclusions 
about the effectiveness with which the central negotiation system met the 
requirements o f  external equilibrium before the 1975-76wage explosion . 6 7  

The most plausible view seems to  be that it had fallen significantly short 
o f  doing so since at least the mid- 1960s. On this view, the system’s failure 
to  perform the function o f incomes policy in the mid-1970s reflected 
inherent limits in its capacity to  do so, so that only the magnitude o f  the 
1975-76 wage explosion is to  be explained by the exceptional conditions 
under which the system operated at the time. The requirements o f 
organizational cohesion that the LO has to  meet seem to be among the
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64. Sweden, EkonotnJdcpartcmem tt, ldnpivi>HtTcdn,nflcn 1980, SO U  >980:52, pp. 42, 265-66. 
Rydén, StabüiseringspUttik, p. 67.

6$. Lingtidsutrednir^en 19S0, p. 266.
66. Haro Tson 56dcrstr6m and Staffan Vktcn, “Money Wage Disturbances and the Endogeneity of 

die Public Sector in an Open Economy,” in Assar Lindbeck, cd., Inflation and Employment in Open 
Eamama, Studies in International Economics, vol. 5 (North-Holland, 1979), pp. 71-98.

67. See the critique o f  Bergstrdm and Sbdemen by Lars Bcranar, “Profit Measurement: A Chaotic 
Picture,” and their reply, “Have Profits in Industry Really Declined)” Sltandinamlta EnsUlda Banken 
Quarterly Review, nos. 3 -4  (1979), pp. 105-17, 118-21. See also Bengt-Christer Ysander, “Vagcn till 
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most important o f  these limits. While the LO  apparently shifted the 
emphasis in its wage policy from organizational cohesion to  external 
equilibrium requirements in successive bargaining rounds, the successive 
agreements do  not seem to have offset each other. Low agreements permit 
profits and investment in the C  sector to  recover, but the succeeding high 
agreements prevent profits from reaching and remaining at levels at which 
there is sufficient investment in the sector to  maintain external equilibrium 
over the long run. The cumulative squeeze on profits results in declining 
industrial investment and a growing structural disequilibrium in Sweden’s 
external position. ■

Although the central negotiation system was probably kept from 
performing the function o f  an incomes policy by the LO’s recurrent 
response to  the imperative o f  organizational cohesion, the latter was 
nevertheless subjected to  strain as a result o f  the LO’s recurrent response 
to  the requirements o f  external equilibrium. Solidarisric wage policy was 
apparendy being implemented with increasing effectiveness in high agree
ments, but its vulnerability in the low agreements may also have been 
increasing. One symptom was the wave o f  wildcat strikes that began at 
state-owned iron mines and spread through a large pan o f  Swedish 
industry during the winter o f  1969-70. While discontent over nonwage 
issues was an important precipitant, the gap between contractual increases 
and what employers could pay, reflected in wage drift m ote than twice 
as high as contractual increases during the second year o f  the 1969-70 
wage agreement, was dearly decisive . 6 8  Thus the LO’s wage policy dilemma 
was apparendy becoming more acute. The issues posed by the 1970 Long
Term Survey and the wildcat strikes dominated its 1971 congress. The 
LO responded in two distinct ways—by pressing for forms o f  institutional 
intervention in the savings-investment process aimed at making it easier 
to  reconcile an increased supply o f  equity capital with solidarisric wage 
policy, and for changes in the industrial relations system aimed at enlarging 
the unions’ role in dealing with workplace issues.

The LO  Response

Swedish employers had long been successful in enforcing their claim 
that most work-place issues are managerial prerogatives, hence not su b jo t

68. Svante Nycander, Kurt f t  kollisum: m ita i i  om altrltthtn, 1970-71 (Stockholm: AikiU od t 
Kimdnill, 1972), pp. 25-27; Edmund Dahfatrôtn and others, LKAB ecb inuekntm : ruffon em a t strip  
<xh tt t  fhrsknoigsfrgj t i t  (Stockholm: Wahbtftim odt Widwrand, 1971), pp. 203-09.
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to  collective bargaining. The famous paragraph 32 in the SAFs rules even 
required that member associations and firms include in all collective 
agreements with unions a clause “stipulating the right o f  the employer to 
engage and dismiss workers at his own discretion; to direct and allot 
work; and to avail himself o f  workers belonging to any organization 
whatsoever, or to  none.” Though in many plants the union voice, 
particularly concerning dismissals, became substantial, the SAF insisted 
on preserving the principle o f managerial prerogative.

The unions had not pressed the issue, rationalizing their exclusion 
from participation in production decisionmaking as a safeguard against 
the danger o f  “double loyalty.” This position, reaffirmed at the LO’s 1966 
congress, was abrupdy reversed in 1971 after the wildcat strikes convinced 
union leaders that collective bargaining had to  be extended to work-place 
issues to stem the erosion o f union authority. Adoption o f a policy 
statement on Industrial Democracy at the 1971 congress marked the 
opening o f  an offensive to achieve this goal. Given the SAFs resistance, 
the LO fell back on the legislative alternative. The TCO took a similar 
position, providing the Social Democratic government with an oppor
tunity to  claim white collar as well as blue collar workers as its constituency 
by championing interests defined as common to both. A stream o f 
legislation on employment security, the work environment, and trade 
union rights followed, culminating in a 1976 law on “joint determination” 
that endded unions to engage in collective bargaining on the whole range 
o f work-place and enterprise decisions that the employers had ruled out 
o f  bounds . 6 9

The changes that the LO sought in the institutions for organizing the 
savings-investment process were less a departure from its earlier position 
than an extension o f  an approach it had already adopted in the early 
postwar period. The approach is akin to what Keynes described as the 
“socialisation o f investment.” Speculating about the problems o f main
taining full employment after it had been restored by the expansionist 
policy he prescribed to overcome mass unemployment in the 1930s, he 
anticipated that over the long run a “comprehensive socialisation o f 
investment will prove the only means o f  securing an approximation to 
full employment. ” 7 0  The LO had taken a first step in that direction in 
response to the wage policy dilemma with which it was first confronted

69. See Martin, “Trade Unions in Sweden.”
70. John Maynard Keynes, The General Theory o f Employment Interest and Money (Harcourt, Brace, 

1936), pp. 375, 378-79.
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at the beginning o f  the full employment era that had evidently been 
established after W orld War II.

When mass unemployment did not return as expected and inflation 
proved instead to  be the most salient economic policy problem, Sweden’s 
Social Democratic government won the LO’s agreement to  fieeze wages 
at existing levels in 1949 and 1950 in exchange for the reinstatement o f  
wartime price controls and food subsidies. This was the only instance o f 
anything like an official incomes policy in Sweden. After the 1951 wage 
explosion, triggered by the worldwide Korean W ar inflation, the govern
ment called for renewed wage restraint. This time, however, the LO 
refused, setting forth its reasons and elaborating an alternative policy for 
maintaining noninflationary full employment in a policy statement, “T rade 
Unions and Full Employment,” adopted by its 1951 congress . 7 1

The 1951 statement acknowledged that noninfladonary full employ
ment could not be maintained by demand management alone. However, 
it rejected reliance primarily on wage restraint because this would threaten 
the unions’ organizational cohesion. Union restraint in negotiating wage 
contracts would still not prevent wage drift—the local wage increases that 
employers would concede in a tight labor market. And the more drift, 
the more tension between workers who stood to  benefit and those less 
advantaged, and the more ““discord between the different unions” that 
“will inevitably prove disastrous . . .  to  trade-union solidarity.” This 
argument has underlain all subsequent LO  wage-policy positions.

As an alternative the 1951 statement proposed what became known as 
the Rehn model, after one o f  the economists who formulated it. The 
Rehn model envisaged the differentiation o f  an overall labor market into 
partially separated sectors. G enual fiscal policy must be more restrictive 
than it had been previously, keeping demand high enough to  maintain 
employment in most o f  the economy but not in  the least profitable 
activities. The threat o f  unemployment in these lagging sectors would be 
met not by general fiscal stimulus that would intensify inflationary pressures 
in the most profitable activities but by selective manpower measures—for 
example, retraining, information, financial support.

Provided that the government pursued the prescribed combination o f 
fiscal and manpower policies, the LO undertook to  coordinate the unions’ 
wage bargaining on the basis o f  solidaristic, o r standard rate, wage policy.

71. LO, FacÿSrmitysrtretstn oth i t*  JuU* lyodsemuiytM (Stockholm: LO, 1951). This account 
draws on Martin, “Trade Unions in Sweden.”
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Wage levels would be sought that would place weaker firms under a profit 
squeeze, forcing them either to enhance efficiency or to  shut down, while 
the more profitable firms would have enough leeway to  expand. Wage 
policy would thus reinforce the process o f structural change in the 
economy. To be sure, this strategy implied some wage restraint for the 
unions in the more profitable sectors. But standard rates were expected 
to  squeeze profits enough to  restrict the scope for drift. This was essential 
for the LO to  coordinate wage bargaining and thereby avert the interunion 
wage rivalry that could be an autonomous source o f inflation.

However, standard rates high enough to inhibit wage drift might in 
fact squeeze profits so hard that expanding firms could not grow sufficiently 
to  offset the contraction o f  declining firms. The LO policy statement o f 
1951 did not address this crucial issue explicidy, but its principal author, 
Gosta Rehn, repeatedly did so. Expecting the profit squeeze to reduce 
business saving, he proposed to offset it by increasing public-sector saving, 
preferably by building a surplus into the pending national pension reform. 
This was in fact done when the supplementary, or AP, pension system 
was established in I960.72 This institutional change in the savings- 
investment mechanism can be understood as a limited step toward the 
socialization o f investment.

As long as sufficient aggregate savings were thereby assured, the Rehn 
model evidendy assumed that investment would take care o f  itself, its 
composition guided by the differential profitability that solidaristic wage 
policy would preserve. But it could not be taken for granted that private 
firms would continue to invest at the required rate despite the curtailed 
profits collective savings were designed to offset. Although the question 
was posed when the Rehn model was originally formulated , 7 3  the issue 
remained academic for almost two decades. Economic policy began to 
approximate the Rehn model only by the early 1960s when an investment 
boom was still strong. Only by the end o f  the 1960s did industrial 
investment again appear as problematic.

As the 1970 Lory-Term  Survey pointed out, collective savings did 
increase more than enough to offset the decline o f  business savings during 
the 1960s, primarily by virtue o f the large surplus in the AP pension

72. Sec Hugh Hedo, Modem Social Politics in Britain and Sweden: From Relief to Income Maintenance 
(Yak University Press, 1974), pp. 227-53; Kapitalmarknaden i svensk ckonomi: betdnkande av kapital- 
marknadsutredningen, SOU 1978:11 (Stockholm: Ekonomidepartemcntet, 1978), pp. 441-88.

73. Erik Lundberg, “A Critique o f Rchn’s Approach,*1 in Ralph Turvey, ed. and trans., Wages Policy 
under Full Employment (London: William Hodge, 1952), csp. p. 67.
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fund . 7 4  But what was channeled to industry was in the form o f loan 
capital, while the need, argued the Survey, was for equity capital. The LO 
faced the issue at its 1971 congress when a metalworkers5 resolution asked 
whow increased resources can be provided for investment without having 
negative effects on the distribution o f wealth . 55 The metalworkers5 motion 
conceded the need for more equity capital but rejected any solution that 
relied on private profits and therefore contributed to  the concentration 
o f wealth and power among the few “who dominate ownership in banks 
and industry . 55 O ther motions and a wage-policy report also called for 
alternative mechanisms for capital formation, again on the ground that 
the existing mechanism tended to undermine solidaristic wage policy . 7 5

The LO sought such alternatives along two main lines. The first 
eventually led to legislation establishing a new unit in the AP system, the 
so-called Fourth Fund, which went into operation in January 1974 and 
was authorized to  purchase industrial shares. Although limited to  about 
5 percent o f  the pension fees during the year, the amount was still almost 
as large as the average annual equity capital raised during the 1960s in 
the small Swedish stock market, which excluded international transactions. 
The limit was doubled in 1976, by which time the Fourth Fund had 
shares in twenty-six firms and representation on the boards o f six o f them, 
including Volvo. In 1979 the fund was voted an even higher limit, 
although its holdings in any one company were restricted to 1 0  percent . 7 6

The second line along which the LO proceeded was to design new 
institutions for organizing collective savings at the level o f  the firm by 
turning a portion o f retained profits into collectively held shares. This so- 
called Meidner plan, named after Rudolf Meidner, the economist who 
headed the LO committee which prepared the proposal and a coauthor 
o f  the 1951 statement embodying the Rehn plan, was adopted by the 
1976 LO congress. It called for transferring a portion o f pretax profits, 
say, 2 0  percent, earned by large firms into shares directed to  wage-earner 
funds that would be administered by the unions. The new shares would 
constitute new equity capital, available to the firm for investment, and

74. Aleksander Markowski and Edward E. Palmer, “Social Insurance and Saving in Sweden,” in 
George M. von Furstcnberg, cd., Social Security Versus Private Savin# (Ballinger, 1979); Kapitalmarknaden, 
SOU 1978:11, pp. 441-88.

75. LO, KongressprotokoU 1971 (Stockholm: LO, 1971), pp. 815-18, 859-97; LO, Lonepolitik: 
Rapport till LO-Kon#ressen 1971, pp. 100-02.

76. Sec Ndringslivets forsorjninq med riskkapital fran allmannapensionsfimden, SOU 1972:63, pp. 15
24; Kapitalmarknaden, SOU 1978:11, pp. 452-54; Bila#a 4, Industrins tillvaxt och langsiktigafinansierin#, 
SOU 1978:13, p. 116; Rcgcringens proposition 1978/79:165, pp. 124—30.
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would be exempt from corporate taxation in the same way as profits 
allocated to  the so-called investment reserve system. But instead o f accruing 
to  private shareholders, returns on the new shares would accrue to the 
union-run funds. These profits were not to be distributed to individual 
workers but used to purchase additional shares and to support a variety 
o f educational services and the staff needed to underpin the workers’ 
rights to work-place participation and enterprise decisions. Voting rights 
o f  the shares would also go to the funds, which would eventually, 
according to the plan, gain controlling shares in the firms. 7 7

These two initiatives addressed the dilemma left by the original Rehn 
model in significantly different ways. In principle, the Fourth Fund does 
not alter any effect the AP system may have had on the squeeze on profits, 
depending on how much o f the payroll tax that finances it is shifted back 
onto wages. Instead, the Fourth Fund was designed to get the AP’s 
collective savings back to industry as equity rather than loans, which firms 
would presumably find more attractive for financing investment. But 
investment might still fall short if standard rates high enough to  minimize 
wage drift continued to squeeze profits as much as before.

The wage-earner funds, however, would offer the possibility o f relaxing 
the profit squeeze. The funds would weaken the link between company 
profits and shareholders’ income in the same way that solidaristic wage 
policy was designed to weaken the link between profits and wage earners’ 
income. O ther things being equal, profits plowed back into investment 
would increase private shareholders’ wealth less with the funds than 
without. To the extent that wage setdements permitting increased profits 
consequendy did not imply a corresponding transfer o f wealth to private 
shareholders, the setdements would not have the ‘‘negative effects on the 
distribution o f wealth” to which the 1971 metalworkers’ motion objected. 
Moreover, preempting some company profits for the wage-earner funds 
would also diminish the scope for wage drift.

The changes called for by the LO in the early 1970s went further 
toward the socialization o f investment than the confederation policies o f 
the early 1950s. They portended a more far-reaching transformation than 
the establishment o f  collective saving through the introduction o f the AP 
system, which had already aroused business opposition as an alleged effort
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to take over the capital market. 7 8  The Meidner plan implied that private 
ownership would ultimately be replaced by something like “social enter
prise without owners,” the alternative to  both capitalist and nationalized 
enterprise foreseen by Ernst Wigforss, the Swedish Social Democrats5 

principal theorist and architect o f  Keynesian budgetary policy at the 
beginning o f Social Democratic governance in 1932.

Organized business and the bourgeois parties mounted a sustained 
offensive against the Meidner plan, reminiscent o f  the battle over the 
pension plan. They charged that the new plan would create a “trade- 
union state,” which they incongruously sought to  identify with the Soviet- 
style dictatorships o f Eastern Europe.

The strident opposition to the wage-earner funds could perhaps have 
turned them into the kind o f politically polarizing issue with which the 
pension reform provided the Social Democrats, helping them to  reverse 
their postwar electoral decline and strengthen their parliamentary position 
in the early 1960s. However, the party’s leadership avoided taking a 
position on the Meidner plan. The fact that the LO had taken a clear 
stand in favor o f it made it impossible for the party to  reject it, but the 
leadership’s misgivings about its economic as well as electoral implications 
made it unwilling to  embrace it either. Its equivocation on the issue may 
have done it as much or more electoral damage as outright endorsement 
might have. In any case, the small margin by which the party lost office 
in the 1976 election, following a decline over the preceding two elections, 
could as well be attributed to  any o f  several other issues, including the 
party’s pro-nuclear-energy position which was dramatically attacked by 
the Center party leader, Thorbjom  Fàlldin . 7 9

After 1976, the Social Democratic leadership evidently concluded that 
there could be no solution to  the problem o f  investment without some 
form o f wage-earner funds. Joint LO-party committees eventually ham
mered out a mutually acceptable form o f the funds that might be technically 
feasible and politically viable. The version adopted by the 1981 LO and 
party congresses was considerably watered down compared with the 
original Meidner plan. It did preserve the principle o f collective rather 
than individual share ownership, with trade union participation in ad
ministering the new shareholding institutions. The profit-sharing element

78. Akc Ortmark, Maktspclet i Sverige (Stockholm: Wahlstrom och Widstrand, 1967), pp. 123-30, 
200-08.

79. Martin, “Trade Unions in Sweden.”

 



was curtailed, however, and the whole scheme was tied to the AP system . 8 0  

Rather than acquiring shares primarily in the form o f directed issues 
corresponding to a share o f profits, the funds would now purchase shares 
on the market or from firms with money supplied them by the AP fund 
from two sources. The main one would be a 1 percent increase in the AP 
payroll tax. The other would be an excess profits levy taking 20 percent 
o f  “surplus profits”—those exceeding some specified “normal” rate o f 
return. Insofar as the payroll tax was shifted to wages, a portion o f  the 
labor share would be shifted to capital, but the associated increment to 
wealth would accrue to the funds, through purchased equities, rather than 
to  private shareholders. Such a shift would occur to the extent that unions 
accepted the reduction in the labor share rather than compensating for it 
by increased wages—that is, to the extent that the scheme made a 
corresponding degree o f  wage restraint possible. The excess profits levy 
would supposedly make such restraint less vulnerable to disruption by 
high profits and associated drift.

The funds would, in turn, be required to make payments to  the AP 
system equivalent to some rate o f return on the capital supplied to  them 
by the system. This requirement resembled one that the minority Liberal 
government imposed on the Fourth Fund in 1979 requiring it to pay 
back 80 percent o f  its earnings to the rest o f  the AP system . 8 1  Indeed the 
1981 version o f the wage-earner funds scheme might well be viewed as 
a larger and more elaborate Fourth Fund, preserving the AP system’s 
capacity for collective savings and identifying pension payments as the 
primary stake individuals have in the scheme. The most recent version 
thus represented an ingenious extension o f the Rehn model, which goes 
further than the original toward the socialization o f investment, but not 
so far as the 1976 version.

This retreat did not diminish controversy over it, however. Organized 
business and the bourgeois parties stepped up their offensive on the issue 
in an effort to  make the 1982 election turn on it. Because the balance 
could readily be tipped either way by the positions taken by TCO unions, 
they were subjected to  particularly intense pressures. The divisions within 
and among them, with different TCO unions coming down on opposite 
sides o f  the issue, made it impossible for the confederation to  commit
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itself one way or the other, even though its reports on the subject reflected 
the logic o f the LO position . 8 2

Incumbency in office provided the bourgeois parties with an important 
resource in their campaign against wage-earner funds. Thus, they were 
able to  introduce tax breaks expected to enlarge the constituency for 
individual forms o f share ownership and erode support for collective 
forms, especially among employees. This was part o f  a broader pattern o f 
policy that operated to  reinforce the reprivatization o f savings, marking 
a reversal o f  the evolution toward the socialization o f investment under 
the preceding Social Democratic governments. The new pattern o f policy 
implied an alternative strategy for solving the problem o f investment. If  
the analysis here o f the dynamics o f the wage determination system is 
substantially correct, the prospects for success o f such a strategy were not 
very promising. In fact, the governments in office between 1976 and 
1982 were not able to  cope effectively with the problem o f investment.

Econom ic Policy, 1976-82

Any government coming into office after the 1976 election would have 
soon been confronted by the dual crisis into which the economy was 
slipping, even though its full dimensions still took some time to  emerge. 
One o f  the central tasks o f economic policy would be to reduce the cost 
gap and keep it from opening up again. This was a necessary if not 
sufficient condition for overcoming the structural problem. Only to the 
extent that Sweden’s overall relative cost position was restored could there 
be enough expansion o f internationally competitive production to replace 
the production that could no longer be competitive. This was bound to 
be a difficult condition to meet, given the dynamics o f the wage 
determination system.

Short-run Strategy and the Long-run Problem

Although the new bourgeois government defined the cost gap as the 
central economic problem as soon as it came into office, its response took 
shape slowly. N ot only did the government take some time to recognize

82. Lars Nabscth, director o f the Federation o f Swedish Industries, declared that the funds threatened 
“the very vitals o f Swedish industry” and “would completely revolutionize our economic system”; 
Viewpoint, vol. 4 (September 1982). This was mild by comparison with some of the attacks on the 
proposal. For additional discussion, see Martin, ‘Trade Unions in Sweden.”
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the full extent o f  the problem, but its options were narrow. Many o f the 
government’s supporters looked to it to restore the “effectiveness o f 
markets” which the Social Democrats had allegedly impaired—by credit 
market regulations since the early postwar period, by industrial policy 
measures since the late 1960s, and by labor legislation most recendy . 8 3  

But the political constraints against the kind o f drastic turn toward the 
market taken by the Thatcher and Reagan governments in Britain and 
the United States were compelling. Sweden’s first bourgeois government 
in nearly half a century had to reckon with a cohesive opposition that 
still provided a credible alternative government. Hence the new govern
ment could not afford the political risks o f appearing less concerned about 
full employment o r the economic security o f those outside the labor 
market than the Social Democrats. Moreover, there was division within 
as well as among the three bourgeois parties over how much o f a shift 
away from previous policies was desirable. At the same time, the bourgeois 
parties could hardly be expected to  pick up where the Social Democrats 
left off and take further steps toward the socialization o f investment. 
However, the recovery o f profits and investment had a long way to go 
before they posed the issue to  which those steps were a response.

Given the political conditions limiting the Fàlldin government’s options 
and the increasing severity o f the economic crisis, the main thrust o f  the 
government’s effort was to improve Sweden’s relative cost position without 
allowing open unemployment to  increase. This was attempted by com
bining devaluation and austerity with large expenditures to maintain 
employment.

Devaluation would work only if its export price effects were not offset 
by firms trying to restore margins by raising prices and by unions trying 
to preserve real wages by increases compensating its domestic inflationary 
effects. The government assumed that only the latter was a problem. It 
rejected the idea o f a “social contract” approach that some urged on it, 
but which had in any case been ruled out by both sides o f the labor 
market. Instead, the government counted on a combination of economic 
policies to  diminish both the capacity and the desire o f the unions to 
press for compensatory increases, and on stiffened employer resistance to 
such increases.
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The devaluation was carried o u t in  three installments. A small initial 
devaluation in October 1976 was not combined with any major policy 
changes, and even the January 1977 budget was essentially expansionary. 
However, devaluations in April and August, accompanied by withdrawal 
from the snake, were parts o f  packages marking a major shift in economic 
policy. The brakes were put on domestic consumption and prices were 
temporarily frozen, then subjected to  advance notification before increases. 
The scope for lower export prices created by devaluation combined with 
reduced domestic demand was expected to  improve export performance, 
while the price restrictions limited the devaluation’s inflationary effects at 
home and hence the pressure for compensatory wage increases. In  addition, 
the government sought to  reduce labor cost pressures on export and 
domestic prices directly by eliminating the general payroll tax (not the 
AP contributions and other social charges). Since this would have been 
expansionary in the absence o f  offsetting budget measures for which there 
was little room, it was delayed and spread over two installments at the 
beginning and middle o f  1978.84

At the same rime, to  blunt the employment effects o f  its restrictive 
policy, the government continued, expanded, and added to  the array o f  
programs that had been introduced by its predecessors. This included the 
long-established retraining and temporary employment activities run by 
the manpower policy agency, as well as the investment reserve system, 
through which companies gained the tax-free use o f  profits they had 
earlier set aside in blocked accounts. Also included were more recent 
measures encouraging “labor hoarding,” such as wage subsidies for firms 
that kept on workers w ho would otherwise be laid o ff to  produce for 
inventories and undergo “training,” and employment security legislation 
that made layoffs and dismissals difficult. O n top o f  this, the new 
government vastly increased expenditures to  keep companies in trouble 
from going out o f  business. In addition to  providing loans, loan guarantees, 
and grants, it bought up a number o f  the companies, especially in  Steel

84. The rationale for the devaluations and contractive measures is set forth by Lais Wohlin, under 
secretary o f state for economic affairs, in “Ffcsta iiets ekonomiaka poUrik," Eiaiumùi Matt, 6 (1977), 
pp. 334-45; “AtsttamninppoUtiken—ett steg p i vigen till balans,” and “Shatter och ekonomisk tillviit,” 
Ekmomisk Matt, 7 (1978), pp. 507-18, and 7 (1979), pp. 442-52. The most relevant policy statements 
are "Regeruigens ebonotniska itstiimningspakct,” press release, April 4, 1977, and “Regcringcns 
stabiliscringspfogram, hasten 1977,’  press release, August 29,1977. Swafcfr Etuiwmj  indudes accounts 
o f  economic policy measures; descriptions and analyses o f  policy are included in the SNScS Konjunk- 
nirrldets rapport.

 
 
 
 
 
 
 



and shipbuilding, introducing a degree o f  “ashcan55 or “lemon” socialism 
without precedent in the decades o f Social Democratic rule.

This short-run strategy for dealing with the cost crisis seemed to 
accomplish its intended effects to  a considerable degree. The unions5 

militancy and bargaining power may not have been dampened as much 
as they might have been by a marked rise in open unemployment. 
Nevertheless, the redistribution o f income from labor to  capital implied 
by an effective devaluation was accommodated by the wage determination 
system. This was accomplished to a limited extent by a central agreement 
for 1977 and to  a much greater extent by one for 1978 and ten months 
o f  1979. Contractual increases in industrial workers5 hourly earnings rose 
by about 1 2  percent, to which drift added under 1 0  percent, bringing 
the total to around 22 percent from 1977 through 1979. Since the 
cumulative rise in consumer prices was 30 percent, industrial workers 
took a cut in real, pretax income o f  over 8  percent. About 70 percent o f  
the jump in real wages during 1975-76 was thereby offset, reducing the 
average annual growth rate o f real wages for 1975-79 to around 0.7 
percent. By keeping nominal wage increases significantly lower than they 
would have had to  be to  compensate for the devaluation’s domestic price 
effects, the wage determination system evidently permitted much o f those 
effects to be absorbed by a cut in real wages, preventing a price-wage 
spiral that could easily have dissipated the devaluation's intended external 
price effects.

Thus, with the help o f what the budget minister called “the responsible 
agreement reached in the private labor market in 1978,5585 the government 
had apparently managed to bring off one o f the few effective devaluations 
among the many that have been attempted. Much o f  the increase in 
Sweden’s unit labor costs relative to  trade-weighted OECD averages since 
1973 had been eliminated by 1979.85 86 Some o f the improvement in costs 
was used to  reduce relative export prices and some to restore margins . 8 7

85. Regcringcns proposition 1978/79:150, app. 1, April 23, 1979, p. 6.
86. LO, Limepolitik fir 80 talet: Rapport till LO-Kongressen, 1981 (Stockholm: LO, 1981), p. 45. 

Estimates vary with differences in weighting systems.
87. Bergstrom and others, Politik mot stagflation, pp. 55-58; Swedish Economy, 1982:2, p. 146. 

Revised data for the period before the wage explosion are not available to estimate how much of the 
rise in Sweden’s relative export prices and subsequent loss o f market shares was reversed. The new data 
show some recapture o f shares, especially in 1978, and a new small loss when Sweden’s relative export 
prices increased by 3.5 percent in 1979 after declining by 6 and 5.5 percent, respectively, in the preceding 
two years.
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The rise in exports that did occur contributed to  some recovery o f 
production. Manufacturing profits turned up in 1978 and continued to 
rise, more slowly, in 1979. By 1979, capital's share in C  sector value 
added was back up to  26.1 percent from its 1977 low o f  15.6 percent. 
None o f  this was enough to  keep the decline o f  industrial investment 
from accelerating to  22 percent in 1978, while a rise o f  3 percent in 1979 
is ascribed entirely to  public sector firms (table 13-4). Private industrial 
investment did turn up during 1979, so that in 1980 it registered its first 
year-on-year increase since 1974.ss

Thus the government seemed to  make some headway in coping with 
the cost dimension o f  Sweden’s crisis. H ow  well it came to  grips with 
the structural dimension is a matter o f  controversy. It has been argued 
that the government relied on excessively restrictive macroeconomic policy 
to  make devaluation work, resulting in extremely low capacity utilization, 
deepening the collapse o f  investment, and thereby retarding the adaptation 
o f  Sweden’s industrial structure to  apparently irreversible changes in die 
basic pattern o f  comparative advantage. In addition, because the govern
ment relied more on massive subsidies to  failing companies than on 
manpower policy programs, open unemployment was limited in a way 
that tended to  lock labor into noncompetitive production rather than 
facilitating its transfer into competitive production when demand for 
labor there increased, as it did in 1979.®9 Moreover, the pattern o f  policy 
with which the cost gap was reduced in the short run left unsolved the 
problem o f  preventing a new deterioration in Sweden’s relative costs, 
which would choke o ff the process o f  structural change.

There was widespread apprehension during 1979 that wage pressures 
would increase as capacity utilization and profits rose. T o be sure, there 
seemed little likelihood that the sequence o f  inflationary boom and deep 
recession in the international economy that left Sweden’s economy stranded 
in the mid-1970s would soon be repeated . 9 0  O n the other hand, the 
apparent tendency o f  the wage determination system to squeeze profits

S8. Swedish Eatrwmy, t981:t, p. 119.
89. Bcngt Rydén, ed , Met nya jMertuU dr? Kmjunirttrrddets rapport, 1979-80 (Stockholm SN&S, 

1979), pp. 8-20, Carlsson, Berg holm, and Inuibcrg, Industnstodipeiitikm, pp, 90-95; Sven Gtassman, 
“Perspektiv p i devaivenngama" and “Skimi och alivar i den ekonomiskpobtiska debatten," Ekmemisk 
debatt, S (1978), pp. 302-14, and 8 (1978), pp. 607-11.

90. See Nils Lundgren, “À itts fin ans plan," Ektmemisk debatt, 1 {1979), p. 72; Grassman, “Perspektiv," 
p. 310; Bengt Pettetsson and Cl is  Enk Odhnet, VctkaHs aff&rtr, May 23, 1979; Bergstrom and others, 
Paltttk met ttagfiatvm, pp. 78-79; Per-OJof Edin, LO-Ttdmt^en, 27 (1978), p. 7; Gunn at Nilsson, 
speech in parliament, January 31, 1979.

 

 
 
 

 
 
 



in the alternation between low and high agreements was cause for 
apprehension. The pattern o f  alternation was interrupted after the 1975
76 agreements, with the 1977 and 1978-79 agreements each successively 
lower. Though the 1977 agreement provided for much lower contractual 
increases than the preceding one, the relationship o f those increases to 
drift was more characteristic o f  a high agreement. Perhaps the wage 
explosion agreement had been so high that it could not be fully offset in 
the next. Only the 1978-79 agreement could be said to be a low one, 
though even during the life o f the latter, wage drift did not exceed 
contractual increases (table 13-3). The level o f  drift was evidendy held 
down despite low contractual increases by the persistence o f high hidden 
unemployment and low profits, together with intensified efforts by the 
SAF to keep its members from exceeding contractual increases. In effect, 
the pattern was simply stretched out over the two agreements following 
the one for 1975-76.

H ad the stretchout been continued by another low agreement for 1980, 
the recovery o f  industrial investment might have reached a level at which 
it could make a dent in the structural problem. Moreover, it might have 
been sufficient to replace the vicious cycle o f declining utilization leading 
to  declining capacity by a virtuous cycle in the opposite direction, easing 
the cost problem by increasing productivity and pushing back the 
inflationary frontier o f  full capacity utilization. Before the 1980 round o f 
wage negotiations, however, there was another election.

The 1979 election returned the bourgeois parties to power, but just 
barely. Their electoral margin over the socialist bloc dropped from nearly 
4  percentage points to a mere 0.2 percent and their parliamentary majority 
fell from eleven to just one seat. They had been damaged by division over 
nuclear energy, which precipitated the break-up o f  the three-party coalition 
government headed by Fâlldin and its replacement by a minority Liberal 
party government. But this issue had been taken out o f  the election 
campaign when the Three Mile Island incident in the United States led 
to  a decision to hold a referendum on nuclear energy in the spring o f 
1980.91 The wage-earner funds issue had also been blunted by its relegation 
to  an official commission o f inquiry. Unemployment was the one issue 
on which the bourgeois parties would have been most vulnerable but 
they made sure that their opponents would be deprived o f that issue. In 
fact, government policy reinforced the effect o f  the international recovery,

91. O lof Petcrsson, Regcringsbildningen 1978 (Stockholm: Rabén och Sjogren, 1979).
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fueling a pre-election boom that brought open unemployment down to 
1 . 8  percent in the last quarter o f  the year. 9 2

Thin as their margin was, then, the bourgeois parties retained control 
o f parliament and, with the nuclear issue shelved, formed a new coalition 
government, headed again by Fàlldin. Taking up the task o f  rectifying 
die structural disequilibrium in Sweden’s external position begun by the 
two preceding governments, the second Fàlldin government faced the 
test o f  creating the conditions under which the wage determination system 
would permit the recovery o f  industrial investment to  continue. It did 
not meet the test.

A  Missed Opportunity?

The 1980 wage agreement turned o u t to  be a high one. W hat was 
different about it was that it was reached only after the largest work 
stoppage in Sweden since a 1909 general strike. Strikes and lockouts 
involving a quarter o f  the labor force brought the economy to a standstill 
for ten days in May 1980.93 The agreement that brought the stoppage to  
a close resulted in contractual increases o f  6 .1 percent. With wage drift 
o f  3.5 percent, the total increase in adult industrial workers’ average 
hourly earnings in 1980 was 9.5 percent (table 13-3).94 The direct loss 
o f industrial production attributed to  the general work stoppage, together 
with a subsequent strike by a breakaway dockworkers union, is estimated 
at between 1.5 and 2.0 percent on an annual basis. "The total loss o f 
exports . . .  is estimated at around 2  percent, while the loss in the case o f 
raw materials seems to  have been somewhat higher . ” 9 3  Unit labor costs 
rose, but more o f the increase was accounted for by a drop in productivity 
growth than by the increase in hourly labor costs . 9 6

Because the increase in unit labor costs was apparently not greater than 
in Sweden’s trading partners, it did not reopen the cost gap . 9 7  But some

92. Svtdtib Ecmemy, 1981:1, statistical appendix, p. 40.
93. See Martin, “Trade Unions in Sweden.”
94. The amounts involved arc mote than usually unccitain because the available data on drift arc 

tentative and also subject to different interpretations, depending on bow increases negotiated in December 
1979, in accordance with a price clause in the 1978-79 agreement, ate estimated and allocated between 
1979 and 1980. Adding a 2 percent increase resulting from the December 1979 agreement to a 4 percent 
increase resulting from the May 1980 agreement comes to a 6 percent total increase in contractual 
earnings between 1979 and 1980. This estimate seems the one most consistent with data for preceding 
years.

95. Swtdtsb Economy, 1981:2, p. 5A.
96. Ibid., pp. 138—40.
97. TCO, Lmepotmiens samhAllsikenomtska JSns#ttni7ig*r (Stockholm: TCO, 1982), p. 57.
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argued that Sweden’s relative costs had to be reduced further in order to 
permit sufficient investment in internationally competitive production to 
solve the underlying structural problem . 9 8  Total industrial investment, 
public and private, is estimated to  have fallen 8.5 percent in 1981, after 
having risen 19 percent in 1980.99 The recovery o f industrial investment 
could hardly have been sustained in the face o f the serious new downturn 
in the OECD area generally, no matter what happened to  Sweden’s 
relative cost position, but it might have been reversed less quickly and 
less sharply had it not been for the massive work stoppage and the size 
o f the wage increase.

Could the government have averted the damage done in the 1980 
wage round by acting differendy? Given its composition, it could hardly 
have been expected to  make institutional changes that would have 
weakened the link between profits and both shareholders’ and wage 
earners’ income along the lines urged by the LO. Besides, the problem 
such changes were designed to address had not yet reappeared with any 
intensity. But the government might have been able to create the conditions 
for something approximating a low agreement in 1980 if it had kept 
inflation from accelerating as fast as it did, and if it had been more 
effective in limiting the impact o f  inflation on workers’ real disposable 
income. Inflation probably exerted more upward pressure on wage 
demands than drift did in the 1980 wage round, for the price threshold 
for reopening negotiations was crossed but drift did not exceed contractual 
wages. This suggests that the increases in nominal wages could have been 
lower than they were.

One thing the government would have had to do was pursue a more 
restrictive macroeconomic policy than it did in the course o f 1979. 
W hether the government was attempting to engineer a political business 
cycle or not, it apparently lost control o f the upswing to  which it 
contributed during the year. This is suggested by the rapid acceleration 
o f inflation by the end o f the year, when it reached the highest monthly 
rate since the Korean War. Although the new jump in oil prices in 1979 
received much attention, it accounted for less than a fifth o f the increase 
in the consumer price index . 1 0 0  Gross domestic product grew by 4.3 
percent in 1979, the fastest growth since 1970, and unemployment 
declined from 2.4 percent in the first quarter to 1.8 percent in the last.

98. Rydén, Mot ttya forlorade dr? p. 83.
99. Swedish Economy, 1981:1, p. 119; 1982:2, p. 126.
100. Ibid., 1980:3, pp. 94-95.
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The stimulative effect o f  fiscal policy during the year is estimated at 3.8 
percent o f  GDP, higher than in any o f  die preceding five years. The other 
side o f  this fiscal stimulus was a central budget deficit that rose from 8.5 
percent o f  GDP in 1978 to  10.5 percent in 1979. Insofar as excessively 
expansive fiscal policy contributed to  overheating the economy, it presum
ably played a pan in the sharp deterioration in the balance o f  payments 
from virtual equilibrium in 1978 to  a deficit o f  2.2 percent o f  GDP in
1 9 7 9  tot T h i s  w i p e d  out any possibility for using revaluation as a 
stabilization policy instrument, as the LO urged in 1979.101 102 103 The possibility 
may not have been very great, and business opposed the policy, but 
Sweden’s inflation rate lagged behind the OECD  average at the time and 
might have allowed some revaluation.

Another thing the government would have had to  do was limit the 
impact o f  inflation on teal disposable income by making the distributive 
effects o f  tax measures more egalitarian than they were. Marginal tax rates 
were reduced directly and a system o f  indexation introduced as o f  1979. 
These measures, LO economists complained, and others confirmed, were 
so constructed as to  yield higher real income gains, not only in absolute 
but also in percentage terms, the higher the taxpayer’s nominal income. 
H igh nominal wage increases were necessary simply to  prevent lower- 
paid workers from falling further behind higher-income recipients.10* The 
LO’s demands and the increases won might have been lower i f  the 
distributive bias o f  the tax measures had been corrected. But then the 
measures would not have met the expectations o f  the bourgeois govern
ment’s supporters, particularly in the conservative party.

There were other things the government could have done to  keep the
1980 wage bargaining round from taking the course it did. Preoccupied 
with the coming nuclear referendum and hampered by the difficulties o f 
policymaking in a coalition, the government failed to  make its economic 
policy intentions clear in advance o f  the wage negotiations, depriving die 
negotiating parties o f  an important element in their calculations. After 
the negotiations were under way, lack o f  coordination within the govern
ment led to  further confusion. Thus private sector employers may have 
had the mistaken impression that the government would support them

101. Tabic 13-4; Swtdish Eamerm, 1980:2, pp. 148, 162, and statistical appendix, p. 40.
102. Ekonomùka utsikltr (LO) (Spring 1979), p. 28.
103. Axel Hadenitis, Sftkt am skattm: nttùmaliaùk analys n> peHtisit bcüussfanandt (Stockholm: 

Norstedt, 1981); LO, VtHaumheu berimht 1979, pp. 56-57; Duetts m/batr (Stockholm), October 28, 
1980.
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in taking a very hard line against union wage demands. The bourgeois 
parties5 return to office had apparently encouraged them to do so already, 
and once open conflict broke out, the SAFs chairman declared its general 
lockout to  be an “investment in the future . 5 5 1 0 4  It did not pay off, however. 
Like the Social Democratic government in 1975, the second Fàlldin 
government violated the principle o f letting the tradable-goods-producing 
private sector be the wage leader. It made a setdement in the public sector 
that was larger than any either the public or the private sector unions had 
expected to  win and then pressured the SAF to accept the terms in the 
private sector. Having failed to avert the breakdown o f industrial peace, 
the government was then unwilling to risk the blame for prolonging the 
dispute and leaving the country without essential supplies and services. 104 1 0 5

It is difficult to avoid the conclusion that in a number o f ways the 
government might have been able to  create the conditions for a more 
favorable outcome o f the 1980 wage round, and that it missed a genuine 
opportunity to  extend the recovery o f Sweden’s economy. As a result o f  
its failure to  do so, economic policy was essentially back to square one— 
in some respects better than in 1977 but in others worse.

Even if it was not enough to  restore relative costs to  what they were 
before the 1975-76 agreement, the 1980 agreement did not create a cost 
problem on anything like the scale o f that following the mid-1970s wage 
explosion. O n the other hand, for several years investment in internationally 
competitive production had been low. Reflecting the persistence o f the 
underlying structural problem, the balance o f payments and central 
government budget deficits were far larger in 1980 than in 1977. Moreover, 
the international economic environment was more unfavorable. Although 
the OECD recovery had slowed down in 1977, area GDP growth that 
year was more than twice as high as in 1980, 3.7 percent compared with 
1.3 percent. In both years the government turned toward a highly 
restrictive macroeconomic policy . 1 0 6  Since this occurred in 1980 just as 
activity in the OECD area was turning down, the setback to industrial 
investment and threat o f  increased open unemployment was bound to be 
aggravated.

U p to that point, then, the bourgeois governments had not brought

104. Anders Brostrom, cd., Storkonflikten pâ dm svenska arbetsmarknaden 1980 (Stockholm: Arbcts* 
livseentrum, 1981), p. 37.

105. Bolang, Utslagm, pp. 50-54.
106. Regeringens proposition 1980 U: 1; “The Economic Policy Statement,” in The Swedish Budget, 

1980/81, 1981/82, and 1982/83; Swedish Economy, 1982:2, pp. 206-12.
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the basic problems o f the Swedish economy much closer to solution. In 
particular, they had not found a way to make the dynamics o f  the wage 
determination system more consistent with the sustained investment on 
which the necessary structural adaptation depended. A low agreement for 
1981-82 was very rapidly and quiedy reached by the LO and the SAF 
in early 1981.107 This was to be expected from the normal operation o f 
the wage determination system quite apart from the strong desire to avoid 
a repetition o f the 1980 experience. By the time that two-year agreement 
ran out, however, economic policy would very likely be confronted once 
more with the problem o f making the wage determination system operate 
in Such a way as to  permit a recovery o f industrial investment to  continue. 
H ow  the problem would be met would be decisively conditioned by the 
outcome o f the election that was to take place before the next round o f 
central negotiations.

N o matter what happened in the election, the structure o f personal 
income taxation was not likely to  be as much o f an obstacle to  moderate 
nominal wage increases as it was in 1980. An agreement on changes in 
the tax structure was made between two o f  the parties in the second 
Falldin government, the Center and Liberal parties, and the opposition 
Social Democrats. It was bitterly opposed by the conservatives, leading 
to  their withdrawal from the coalition and its replacement by a third 
Falldin government, a middle party coalition. The agreed tax package was 
turned into legislation which the LO and the TCO regarded as reasonably 
satisfactory . 1 0 8  Even if the bourgeois parties returned to  office after the 
next election, the legislation was unlikely to be repealed, despite the 
conservatives5 objections to it.

But the problem to which wage-earner funds were addressed was likely 
to  be crucial to  the next wage round. And in this connection, the election 
outcome would undoubtedly make a difference. A Social Democratic 
victory would presumably open the way to further steps toward the 
socialization o f investment along the lines o f the party-LO design for 
wage-earner funds. A return to office by the bourgeois parties, on the 
other hand, would certainly bring further movement in the direction o f 
the reprivatization o f investment, or, more precisely, o f  savings, since it

107. LO, Verksamhets beriittelse 1981; SAF, Verksamhet 1981. A strike by the PTK, aimed at preserving 
differentials relative to LO members, threatened another major stoppage. But intense pressure, not least 
from the LO, brought it to an end consistent with the LO-SAF agreement.

108. Hadenius, Spcltt om skattm.
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was only at the savings end o f the savings-investment process that Social 
Democratic policy had brought about any significant socialization by 
1976. There were essentially two lines along which the bourgeois 
governments subsequendy fostered the reprivatization o f  savings—by 
doing very litde to  arrest the decline o f the AP system as a mechanism 
for collective savings, and by enacting measures making private share 
ownership more attractive.

Reduction in the growth in the AP system’s surplus was built into it 
from its inception. Revenues were supposed to substantially exceed 
payments during the long transition to  a fully operating pension system. 
Then growth in the surplus would slow down and the surplus could even 
decline, depending on whether the payroll tax continued to  be raised.

The rapid growth o f the AP fund in its initial years made it the single 
largest source o f  lending in the organized credit market, accounting for 
over 40 percent o f  net lending at its peak in 1970 and 1971.109 While 
the government made some changes in the AP’s funding and increased 
the Fourth Fund’s capacity in the face o f  opposition by organized business, 
its main thrust was to  directly stimulate the flow o f private savings into 
equity capital by various tax breaks, including credit on income invested 
in mutual funds and tax exemption on all income from such investments. 
Companies were authorized to  set up funds for purchasing their own 
shares on behalf o f  employees. 1 1 0  Several large companies already had 
employee share ownership schemes, and many others set up such schemes, 
some o f them even offering their employees interest-free short-term loans 
to  enroll in the schemes. Largely on the basis o f  such loans, there was a 
rapid growth in participation during the first half o f  1981. The response 
to  the new measure contributed to a marked rise in prices on the Swedish 
stock exchange . 1 1 1  The resulting increase in household share purchases 
came close to  what the 1980 Long-Term Survey said would be necessary 
for industry to raise sufficient equity capital for the required rate o f 
investment.

Prospects for the schemes’ economic success were evidently not their 
only attraction for the companies. When the conservative economics 
minister had broached the idea in 1977, it was understood to be an

109. See Markowski and Palmer, “Social Insurance”; Kapital marknaden, SOU 1978:11, pp. 441-88.
110. Regeringens proposition 1980/81:45.
111. Sweden Now, 3 (1981), p. 11. Nineteen eighty-one turned out to be the Stockholm stock 

exchange’s “best year since the 1930s.” Sweden Business Report, February 2, 1982, pp. 2-3 .
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alternative to  the LO’s proposal for collective share ownership and had 
even been referred to  as a “bourgeois Meidner fund . ” 1 1 2  And as the 
measure went through parliament, the Social Democrats and the LO 
attacked it as simply a political tactic designed to  undercut support for 
wage-earner funds while leaving the fundamental inequality in the distri
bution o f wealth and power essentially unchanged. Although such tactical 
aims were disavowed in public, they were acknowledged in private, and 
it was obvious that the companies involved had joined the government 
in an effort to  erode support for wage-earner funds.

There was thus a clear divergence in the directions in which the Social 
Democrats and the bourgeois parties were moving in dealing with the 
savings-investment process. During the 1982 election campaign, however, 
neither the attacks on wage-earner funds nor the measures calculated to 
build support for the private savings alternative succeeded in turning 
wage-earner funds into a winning issue for the bourgeois parties. That 
issue ranked low among voters’ concerns. Instead, the economy’s contin
uing troubles were the dominant issue. The Social Democrats concentrated 
on them, citing them as prime evidence o f  the bourgeois parties’ incapacity 
to  govern. The outcome was a solid victory for the Social Democrats, 
who returned to office with three seats more than the bourgeois parties’ 
combined total, and an overall socialist majority o f twenty-three. If  the 
necessary condition for making the wage determination system’s operation 
consistent with a sustainable recovery o f industrial investment is further 
movement toward the socialization o f investment, that condition now 
seemed likely to  be met.

Conclusion

The requirements o f organizational cohesion within the LO limit the 
extent to which it can pursue a wage policy consistent with the requirements 
o f external equilibrium, which thereby limits the capacity o f the central 
negotiation system to perform the function o f an incomes policy. To 
preserve its ability to engage in central negotiations on behalf o f its 
affiliates, the LO has to pursue a wage policy capable o f  retaining their 
support. In effect, it has to be a policy through which distributive conflict 
among the affiliates and their rank-and-file members can be effectively

112. Dozens nyheter (Stockholm), September 28, 1977.



managed. This, in practice, is what defines the specific content o f 
“solidaristic wage policy.”

For the credibility o f this wage policy to  be preserved, the actual 
distribution o f earnings must recognizably approximate the distribution 
agreed to  by the LO’s affiliates. No matter how successful the LO may 
be in embodying the policy in the central agreements that are translated 
into industry contracts, however, the contracts do not fully determine the 
actual distribution o f earnings. It is also shaped by local bargaining which, 
in the context o f  varying payment systems and market forces, results in 
various amounts o f wage drift. The more drift there is, the greater the 
discrepancy between the intended and the actual distribution, intensifying 
strains within and among the LO unions, and diminishing the effectiveness 
o f  the confederation’s wage policy as a basis o f support for its wage 
bargaining role. Accordingly, the LO is driven to  press for contractual 
wage increases that squeeze profits sufficiendy to  limit the scope for drift, 
reducing employers’ willingness to  offer or concede various kinds o f 
increases that enter into drift. Managing distributive conflict within labor, 
in other words, depends on maintaining the intensity o f distributive 
conflict between labor and capital.

Yet, a persistent squeeze on profits threatens to result in insufficient 
investment to  maintain the viability o f Sweden’s international economic 
position, and with it the levels o f  employment and consumption, public 
as well as private, in which the union membership’s interests ultimately 
lie. Since the early postwar period, then, the LO has felt compelled not 
only to  squeeze profits but also to seek ways o f averting the consequent 
threat to  investment. Initially the LO concentrated its attention on the 
role o f profits as a mechanism for accumulating a financial surplus to 
divert resources from consumption to  investment—that is, at the savings 
end o f the savings-investment process—but it eventually became concerned 
also with the role o f profits in making decisions at the investment end o f 
the process. This has led the LO to seek changes in the institutions by 
which a surplus is accumulated and channeled into investment.

These changes transfer some o f  the claims to control as well as to the 
wealth associated with increments to  capital from private shareholders to 
collective institutions o f various forms, in which there is union participation 
in varying degrees. Such changes are designed to increase government 
and union control over income not captured for workers through 
negotiated wage increases and thereby maximize the utilization o f that 
income for the needed industrial investment while minimizing its avail
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ability for nonindustrial investment or personal consumption, either by 
shareholders or, through drift, by workers.

This response to  the problem o f reconciling the requirements o f external 
equilibrium and organizational cohesion points to very exacting conditions 
for managing distributive conflict between labor and capital. Labor 
movements must have some assurance that wages forgone through 
negotiated agreement to  limit wage growth will actually be translated 
into the investment needed to  maintain full employment. If  that assurance 
could be provided by government policies to  maintain full employment 
by conventional aggregate demand management, supplemented perhaps 
by manpower policies, then this condition might be met without disturbing 
the consensus over basic institutional arrangements that management o f 
distributive conflict between labor and capital by agreement seems to  
presuppose. Although such policies have been pursued vigorously in 
Sweden, they have apparendy not provided sufficient assurance.

In the absence o f sufficient assurance that wages forgone through 
negotiations will not be diverted from industrial investment to  consump
tion by either shareholders or workers, the LO seems to  have been unable 
to  limit wage growth through its participation in central negotiations 
without jeopardizing its own and its affiliates5 internal cohesion. To meet 
this second condition for managing distributive conflict, then, the LO 
has been driven to press for policies it believes can bring it closer to 
meeting the first condition. Those policies encroach on the capitalist 
institutions through which the savings-investment process has been 
organized, however. Thus, the effort to  manage conflict over distributive 
issues has drawn the LO into conflict with Swedish capital over more 
fundamental institutional issues.
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The Cost o f Rapid Growth 
and Capitalist Democracy 

in Japan

Kozo Tamamura

From 1981 through 1983, Japan’s price levels were largely stable. The 
wholesale price index remained virtually unchanged and the consumer 
price index rose only 10 points. The Japanese must continue, however, 
to  be concerned, as they were in the 1970s, with persistent inflation or 
with the threat o f  rapid inflation in their economy.

In assessing the future risks o f  inflation what is crucial is not the short
term price stability resulting from the sluggishness o f  economic perform
ance in the early 1980s and the net annual capital export o f  almost $20 
billion, part o f  which was induced by high interest rates in the United 
States. Instead what is crucial is the politicoeconomic vulnerability o f  the 
Japanese capitalist democracy, which as this chapter seeks to  demonstrate, 
continues to  face serious long-term risks o f  rapid inflation that for political 
reasons will be extremely difficult to  avoid . 1 These risks are not o f  recent 
origin but were inherent in the very process o f  rapid growth.

1. Serious political analysis o f  the Japanese economy is a very recent undertaking. Thus. Takafusa 
Nakamura and others, “Nihon keizai wa antei kido ni norcruka?" Etanamiiuui, August IS, 197S, p 6S, 
observed that “economists not only acknowledge they ate ignorant o f politics but arc almost proud of 
that ignorance.” In Niton kmm lhimbun, September 19, 1978, Moto’o  Kaji, an economist, strongly 
advocated the necessity o f  political economic studies which “yet remain untouched" in Japan. And 
Komiya, whose able analysis o f postwar inflation in Japan focused on the “economic causes," had only 
the following to say on strong political pressure exerted for deftàt spending in the 1970s : “The government 
was then under strong pressure fe rn  various political groups demanding increased expenditures as well 
as the tax reduction. Investment in social overhead capital and bousing, expansion o f  public welfare 
programs, improvement o f  the national social security system, and reduction in the personal income tax 
were considered as urgent tasks for die government. The fear that the yen revaluation would cause a 
prolonged recession helped to loosen the government’s purse strings." Ryurarn Komiya and Yoshio
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T h e E ra o f  R ap id  G row th

Between 1955 and the mid-1960s, Japan’s politkoeconomic machinery 
worked like a marriage made in heaven far conservative politicians, 
business leaders, bureaucrats, and most Japanese. The machinery’s product 
is well known—the political dominance o f  the Liberal Democratic party 
(LDP) and rapid economic growth, the rewards o f  which were shared by 
all. Growth was accompanied by only a modest, by Japanese standards, 
inflation in the consumer price index, and the wholesale price index 
showed a downward trend chiefly as a result o f  the rapid increase in 
productivity (see table 14-1).

The machinery worked well because o f  the fundamental consensus on 
the need for and desirability o f  rapid economic growth; because the elite 
structure o f  conservative politicians, leaders o f  the business community, 
and bureaucrats provided effective leadership for growth; because an 
educated populace was willing to  work diligently and to  save; and because 
international political and economic conditions were favorable.1 O f course, 2

Suzuki, “Inflation in Japan," in Lawrence B. Krause and Walter S. Salant, cds., Worldwide Inflation: 
Theory and Ruent Experience (Brookings Institution, 1977), p. 322. For discussion o f  the to k  o f  potties 
in postwar Japanese economic growth, see John Creighton Campbell, Cantempareery Japattete Budget 
Politics (University o f  California Press, 1977); Haruhiro Fukui, “Economic Planning in Postwar Japan: 
A Case Study in Policymaking," Asian Sterrey, voL 12 (April 1972), pp. 327-48; Chalmers Johnaon, 
“Japan: Who Governs? An Essay on Official Bureaucracy," Journal o f Japanese Studies, voL 2 (Autumn 
1975), pp. 1-28; Chalmers Johnson, “M m  and Japanese International Economie Policy,” in Robert 
A. Scalapino, ed.. The Foreÿn Polity t f  Modem Japan (University of California Press, 1977), pp. 227
79; T. J. Pempel, “Japanese Foreign Economic Policy: The Domestic Bases for International Behavior,* 
International Orpantsanon, vol. 31 (Autumn 1977), pp. 723-74; T. J. Pan pet, “The Bureaucratization 
o f  Policymaking in Postwar Japan," American Journal o f Ptditical Science, voL 18 (November 1974), pp. 
647-64; T, J. Pempel, ed., PolicymaUty m  Contemporary Japan (Cornell University Press, 1977),

2. See Hugh Patrick and Henry Rosovsky, cds., Amo’s New Gtout: Horn the Jafemtse Economy Worts 
(Brookings Institution, 1976); Kazushi Ohkawa and Henry Rosovsky,/qMflev Econom ie Growth: Trend 
Acceleration in the Twentieth Ctntnty (Stanford University Press, 1973); Hugh Patrick, ctL, Japanm  
Industrial nation and Its Social Consequences (University o f  California Press, 1976); Koao Yamamura, ed., 
Policy csndTrade Issues ofthe Japanese Economy: American and Japanese Penpectires ( Univers rtyofWashingtoo 
Press, 1982);Takafosa Nakamura, The Postwar Japanese Economy: Its Derdepment and Structure (University 
o f  Tokyo Press, 1981); Michael K. Blakcr, cd. Japan at thePdit: The House cfCounsellors Election o f 1974 
(Washington: American Enterprise Institute for Public Policy Research, 1976); Hans H. Baerwaid, 
Japan’s Parliament: A n  Introduction (Cambridge University Press, 1974); Ezra F. Vogd, ed., Modem 
Japanese Otgankation and Detuum-Mahny (University of California Press, 197S); Haruhiro Fukui, Party 
in Power: The Japanese Liberal-Democrats and Pahey-audnSff (Australian National University Press, 1970); 
J. A. A- Stockwin, Japan: Derided Pditia m a Growth Economy (London: Weidcnfcld and Nicobon, 
1975); Nathaniel B Thayer, Him the ConservatmsRsck Japan (Princeton University Press, 1969); Robert 
E. Ward. Japan’s Political System, 2d ed. (Prentice-Hall, 1978).
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Table 14-1. Annual Changes in Prices, Wages, Rate o f Growth,
and the Balance o f Payments, Japan, 1953-83

Tear

Wholesale 
price index 

(percent)

Consumer 
price index 

(percent)

R ate o f  
growth, in 

1965 
prices 

(percent)

Balance o f  
payments, 

current
account 
(millions 

o f  dollars)

1953 0.7 6.7 5.7 - 2 0 5
1954 - 0 .7 6,5 6.4 - 5 1
1955 - 1 .8 - 1 .1 8.6 227
1956 4.4 0.4 8.3 - 3 4
1957 3.0 3.1 8.2 - 6 2 0

1958 - 6 .5 - 0 .4 5.3 264
1959 1.0 1.1 9.3 361
1960 1.1 3.5 14.0 143
1961 1.0 5.4 15.6 - 9 8 2
1962 - 1 .6 6.8 6.6 - 4 9

1963 1.8 7,5 10.2 - 7 7 9
1964 0.2 3.8 14.0 - 4 8 0
1965 0.8 7,7 4.6 932
1966 2.4 5.0 10.1 1,254
1967 1.8 4.0 13.5 -  190

1968 0.9 5.3 14.2 1,048
1969 2.1 5.4 12.1 2,119
1970 3.7 7.9 10.6 1,970
1971 - 0 .8 6.2 6.8 5,797
1972 0.8 4,6 8.7 6,624

1973 15.9 11.7 10.2 - 1 3 6
1974 31.3 24.5 - 1 .8 -4 ,6 9 3
1975 2.1 10.4 3.4 134
1976 5.3 9,4 5.7 4,682
1977 2.9 8.6 5.1 -1 1 ,0 5 0

1978 - 2 .6 3.8 5.1 16,536
1979 7.3 3.6 5.3 -8 ,7 5 4
1980 17.8 8.0 4.6 -  10,746
1981 1.4 4 9 3.5 4,776
1982 1.8 2.7 3.3 6,850

1983 - 2 .2 2.0 21,024

Sources: Bank o f  Japan. Eanomic $tatvtia A ttm ui, various issues; |apan% Economic Planning Agency, Annual Report 
m  National Inarm, various issues.
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this success, with the fruits o f  rapid growth which were shared and 
distributed, kept the machinery purring for further success.3

After the Korean War boom  had convinced the Japanese o f  the 
possibility o f  growth, they began, with characteristic zeal, and lin k  
disagreement, to  devote all o f  their abilities and resources to  achieving 
rapid economic growth. “There were no politics in the sense o f  the 
competitive advocacy o f  the fundamental goal o f  society,”4 5 and rapid 
economic growth became “a war to  be won, the first total war in Japanese 
history for which all o f  the nation's resources were mobilized voluntarily.”*

Three groups assumed the leadership in formulating economic policies. 
One was the Liberal Democratic party (LDP), whose long-standing 
probusiness policies were an important asset in the minds o f  a majority 
o f  voters who saw them also as pro—economic growth policies.6 The 
opposition parties were occupied with ideological concern for the distri
bution o f  a still small pic, but most o f  the voters were beginning to  enjoy 
a larger share o f  a pie that was growing in size.

The second leadership group was the zttikai, “the group o f  major 
industrial and financial leaders who spend a significant portion o f  their 
time in activities that relate to  the economy in general and the society at 
large, generally through active participation in one o r more o f  the four 
major economic organizations.”7 The zatkai the major source o f  LD P 
finances and die direct beneficiary o f the LDP policies for rapid economic 
growth—is by no means a monolithic structure, but on matters relating 
to  obtaining growth-promoting (probusiness) policies, it had little diffi
culty in achieving a consensus and presenting a united front to  the LDP. 
And in these matters its views were representative o f  a much more widely 
based interest group, the owners o f  small and medium-sized firms, formers,

3. See Hugh Patrick and Henry Rosovsky, “Japan’s Economic Performance: An Overview," in 
Patrick and Rosovsky, Artak New Gimu, pp. 1-61.

4. Seizaburo Sato, Shumpd Kumon, and Yasusukc Murakami, “Datsu-bokaku jidai no coni," Chw 
korm (February 1977), p. 82.

5. Eisuke Sakakibaia and Yukio Noguchi, “Okurasho-Nichigan ocho no bunseki," CJmt fan* 
(August 1977), p. 110.

6. Chitoshi Yinaga, 2%  Bmttica m jafantst Potitia (Yale University Press, 1968); Fukui, Parity m 
Fncrr, pp. 58-61.

7. Gerald L. Curtis, "Big Business and Political Influence,” in Vogel, Modem Jtfumnt OijyatssiairsMi, 
p. 39. Prime Minister Eisaku Sato’s famous sbp of die tongue in 196S to the effect that he owed his 
newly acquired leadership o f  die LDP (thus, the premiership) to the support o f  the Tartar surprised no 
one. Yanaga, Big Bumua, p. 33, remarked that the "zaikai’s power o f  life and death over governments 
has been dramatically demonstrated rime and again. Candidacy for the premiership is unthinkable w id u u  
its tacit approval, and the Prime Minister’s days arc numbered if his policies or methods no longer meet 
with its approval.”

 

 

 

 

 
 
 
 
 
 



and others who made their wishes known to the LDP through their 
financial contributions and, more important, through their votes.

The last o f  the three groups was the rigorously selected, competent 
bureaucrats in die government ministries. Those o f  the Ministry o f  Finance 
(M OF) and the Ministry o f  International Trade and Industry (M ITI)— 
regarded as the cream o f  Japan’s bureaucracy because o f  the exceptionally 
keen competition the graduates o f  the elite universities must face when 
entering these ministries—  were most responsible for making and carrying 
out the highly growth-oriented policies o f  postwar Japan. While other 
ministries had been weakened by the purges and reorganizations o f  the 
1945—48 period, the M OF and M ITI had remained basically intact . 8  

Assessments differ as to  the degree o f  initiative assumed by these 
bureaucrats in Japan’s pursuit o f  rapid economic growth, but there has 
been fundamental agreement that the bureaucrats have a great deal of 
power . 9

In pursuit o f  this growth, the overriding goal o f  Japan’s monetary 
policies was to  provide financial resources to  firms and industries that 
were adopting capital-intensive new technologies, in order to  increase 
and enhance their competitive abilities in the international market o r to 
provide, at a lower cost, the rapidly increasing amount o f  capital goods 
required by rapid economic growth. T o achieve this goal, a generally 
smoothly functioning money market was created on the strength o f  a few 
key laws passed by the LDP-dominated Diet, and then administered 
effectively by the officials o f  the M OF and the Bank o f  Japan . 1 0  The legal 
linchpin o f  the policy was the Temporary Interest Rate Adjustment Act 
o f  1947, which exempted the collusive fixing o f  short-term loan and 
deposit rates among banks from antimonopoly prosecution. This law, 
which proved not to  be temporary (though it grew to be less rigidly
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8. Sakakibara and Noguchi, “Okurasho-Nidtigan," p. 102. When over 2,000high-ranking bureaucrats 
were purged by rive Supreme Command o f Allied Powers, the MOF and MITI lost the fewest o f  their 
senior officers.

9. For discussion o f  their power, sec Eugene J. Kaplan, Japan: The GertmmetttBusous RtOunmhtp 
(U.S. Department o f Commerce, 1972); Ezra F. Vogel, Japan os Number One: Learns Jbr America 
(Harvard Univers tty Press, 1979); Johnson, “Japan: Who Governs?"; Camp belt Cmtemporsoy Japanese 
Budget Petitso; PempeL, Pelicymaksng in Centempm sry Japan; Pempd, “Bureaucratization o f Policymaking 
in Postwar Japan"; Phillip H. Trezise with Yukio Suzuki, “Politics, Government, and Economic Growth 
in Japan," in Patrick and Rosovsky, Asiai New Gums, pp. 753-811.

10. See Henry C. Wallich and Mabel I. Wallkh, “Banking and Finance," in Patrick and Rosovsky, 
Ada’s New Giant, pp. 249-315; Hideo Kanematsu, “Sekai ketzai no hendo to Nihon no taigai keizai 
seisaku,” and Eiaukc Sakakibara, “Hcnbo sum Nihon no kinyu shisutemu,” Gendai kedat, voL 29 (Winter 
1977), pp. 120-43, 64-68; Sakakibara and Noguchi, “Okurasho-Nichigan.”
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enforced), provided M OF officials with the power to  determine the rate 
structure in the money market.

Before 1965, when the trade deficit turned into a surplus and deficit 
spending first occurred, increases in the money supply required for meeting 
the needs o f  the expanding economy came primarily in the form o f  
increases in credit advanced by the Bank o f  Japan. This meant that, rather 
than through deficit spending and a trade surplus which were the principal 
means o f  increasing liquidity in the U.S. and West German economies, 
the Bank o f  Japan was in a position to  determine the quantity and terms 
o f  liquidity in the economy by regulating the amount o f  loans it made to 
the banks and by adjusting discount rates and reserve requirements.

As a legacy o f  the policies adopted during the 1930s and as the result 
o f  the decision o f  the Supreme Command o f  Allied Powers not to 
subdivide the giant zaibatsu banks, Japan had a rwo-ticrcd banking system, 
made up o f  thirteen large city banks in the urban centers and a network 
o f  local and rural banks and credit and savings institutions elsewhere. A 
1950 law, which imposed stringent requirements on the sale o f  bonds, 
made borrowing from banks more attractive than the issuance o f  bonds. 
The issuance o f  bonds, therefore, became limited to  several government- 
controlled financial institutions, and the government-owned Industry 
Promotion Bank accounted for the bulk o f  the bonds sold. Moreover, 
Japan’s capital market was insulated by the Foreign Exchange and Trade 
Control Law o f  1949. Though the law was enacted as a temporary 
measure to  cope with problems o f a “dollar shortage,” it remained 
unchanged until 1962, when minor revisions were made under foreign 
pressure to  liberalize Japanese international trade restrictions.

Given these highly favorable institutional characteristics o f  the capital 
market and the eagerness o f  the officials o f  the M OF and the Bank o f 
Japan to  use their legal and extralegal powers o f  persuasion, backed by 
their power to  allocate loans, the money market was effectively adminis
tered for the purpose o f  achieving rapid economic growth. Demand for 
capital by industry was high, stimulated by the below-equilibrium loan 
rate set by the MOF. The large city banks, faced with this demand, sought 
to  borrow all the Bank o f  Japan was willing to  lend them. Since raising 
equity capital was difficult and relatively unattractive (because the capital 
market was thin, costs o f  loans at the administered rates were lower than 
the cost o f  paying out competitive dividends, tax laws favored loan capital, 
and issuing bonds was difficult and unattractive), firms chose to  rely on 
bank loans, and banks in turn had to  rely on the Bank o f  Japan. Under



such circumstances, the Bank, and thus the M OF, could readily exercise 
its power to  guide—meaning to  determine which industries and, in some 
instances, even which firms were to  be the recipients o f bank loans.

An important fact o f  this “guided disequilibrium” policy was that the 
system strongly favored the largest banks and the largest firms. Small and 
medium-sized firms that would have been willing and able to  pay the 
prevailing high rate o f  interest despite the policy (because o f  the high 
profitability o f  capital) were often denied access to  loanable funds in the 
hands o f small and medium-sized banks, their traditional source o f  capital. 
Because loans to  smaller businesses were not looked on with favor at the 
Bank o f Japan and were riskier and more costly to  administer than loans 
to  large firms, 1 1  the loanable funds (deposits) in the small and medium
sized banks flowed through the call market to  the city banks, which tent 
them to  the major firms in rapidly expanding industries . 1 2  The difference 
between a theoretical equilibrium loan rate and the government-controlled 
rate these large firms paid, multiplied by the total amount o f  the loans to 
these rapidly growing firms, constituted a massive subsidy provided by 
savers. 1 3  W ith an insulated capital market, Japan's policymakers could 
pursue their own independent policy goals regardless o f  changing con
ditions in the world money market, and the prevailing high rate o f  interest 
eliminated the risk that capital would leave Japan in search o f  higher 
returns abroad.

During the period o f  rapid economic growth, the budget typically 
offered no problems. It was “superbalanced,” often generating a surplus, 
because o f  M OF officials’ inclination to  underestimate revenues that kept 
on  rising more rapidly than did the gross national product (the elasticity 
o f  revenue to  changes in the GNP was around 1.3 ) . 1 4  As revenues rose, 
the LDP government was in a position to  enjoy a larger budget year after 
year, thus enabling it to  cut taxes almost every year. It was able to  increase 
expenditures in a variety o f  growth-promoting programs yet keep total 
government expenditures (excluding local government) at about 14-15 
percent o f  GNP, the lowest among the industrial economies.

11. These general statements and there are exceptions. Also the de facto rate ceiling could be 
evaded by illegal means or by evading die MOF guidance (such as requiring a compensatory balance 
from a borrower), but these entail obvious costs.

12. Gardner Ackley with Hiromitsu lshi, “Fiscal, Monetary, and Related Policies,” in Patrick and 
Roaovsky, Atut’s Ntw Giant, pp. 201-02.

13. Kokhi Hamada, Makoto Sakutai, and Yukitada Ishiyama, T n iin r i  scisaku to shotoku bunpai,” 
Gtndai kmai, vol. 26 (Spring 1977), pp. 28-43

14. Joseph A. Pedunan and Keiraei Kaizuka, "Taxation,” in Patrick and Rosovsky, Asia’s Ntw  Giant, 
pp. 346-49; Ackley with lshi, “Fiscal, Monetary, and Related Policies,” pp. 210-29.
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Two basic principles appear to  have guided Japanese budgetary policy. 
First, the principle that tax schedules (including rates, brackets, exemptions, 
and deductions) should be adjusted annually (predominandy downward) 
in order to  keep total tax revenues (national and local) at o r near 2 0  

percent o f  national income. Second, arising from recommendations o f  
the Dodge Mission o f  1949 and the memory o f  inflation caused by the 
deficit spending o f  the 1930s, the principle o f  a balanced budget, which 
“came to  mean that the central government should n o t borrow (other 
than temporarily) from the Bank o f  Japan nor issue marketable bonds . ” 1 5

The character o f  the budget, in comparison with that o f  the United 
States, changed little during the 1960s (as shown in table 14-2). While 
there were sizable percentage changes in the disposition o f  external affairs, 
national debt, and pensions categories, die rise merely reflected extremely 
small expenditures in the base year o f  1961. The most significant change 
in absolute amount and percentages was in the agriculture, commerce, 
and industry category, which is readily understandable given the policy 
emphasis o f  the LDP. The contrast with the pattern o f  change in the 
U.S. budget allocation for the same period—the years including the War 
on Poverty and the Great Society—is striking.

In deciding the total budget size and expenditures for each category, 
the opposition parties, outnumbered by die LDP in the budget committees 
and on  the floor o f  both houses o f  the Diet, were no  more than vocal 
critics to  be tolerated by the confident majority. As late as 1971, the 
minister o f  justice observed in an unguarded moment that “in die budget 
committee meetings, opposition party members dozed with their feet on  
a heater, and passing budget bills was no more difficult than pushing jeUo 
through a sieve.” Though the remark cost him  his cabinet position, it 
nevertheless reflected the LDP view o f  the budgetmaking process; the 
anger o f  the opposition committee members was “aroused because it was 
so true . ” 1 6

In such circumstances, the M OF bureaucrats, who virtually m onopo
lized the data and expertise necessary in drafting the budget, exercised 
extensive control over the making o f  the budget. As long as the M OF 
observed the basic policy goals o f  the LDP and paid heed to  the pet 
projects o f  the powerful members o f  the LDP Party Affairs Research 
Council, die officers o f  the Budget Bureau o f  the M OF could remain in

15. Ackley with bh i, “Fiscal, Monetary, and Related Policies,* p. 212,
16. Kazuyoshi KJtaoka, “Itcho en genzri kobosen no nchimaku,” O m  h m t  (May 1977), p. 191.
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Table 14-2. Distribution o f Funds in the Budgets o f Japan 
and the United States, 1961 and 1969
Percent

Category 1961

Share i f  budget

1969
Change,
1961-69

Japan
National administration 7.9 6.7 -15
Local government 18.9 21.4 13
National defense 8.6 7.2 -16
Disposition of attenta! affairs 1.2 0.3 -75
Preservation and development of

natural resources 18.7 16.3 -13
Agriculture, commerce, and

industry 8.7 11.7 25
Education and culture 12.4 11.4 -8
Social security 14.5 15.8 9
Pensions 5.4 3.7 -32
National debt 2.3 3.8 65
Reserves 0.9 1.1 22
Other 0.5 0.5 0
United States
National defense 47.0 41.2 -12
International affairs and

finance 3.7 1.9 -49
Space research and technology 0.9 2.0 122
Agriculture and rural development 3.6 3.2 -11
Natural resources 1.6 1.2 -25
Commerce and transportation 5.0 4.4 -12
Community development and

housing 0.4 1.2 242
Education and manpower 1.3 3.5 169
Health 1.0 6.3 530
Income security 20.4 20.7 2
Veterans’ benefits and services 5.2 4.2 -22
Interest 7.9 8.7 10
General government I.S 1.6 7

Source John Creighton Campbell, C m ttm p crvy  J t f m e t  B u fg tt  P ttitia  (University o f  Cabfbmia Proa, 1977). pp.

the driver’s seat in budgetmaking. As two Japanese authors—one a former 
officer o f  the M OF—observed, “until the m id-1960’s, the decision-making 
power was almost totally in the hands o f  the bureaucrats. . .  . And politics 
could intrude into the decision-making system only partially and in limited 
ways. Politicians played the role o f  cheerleaders for various ministries and 
were no more than go-betweens between pressure groups o f  local interest
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groups and the Budget Bureau . ” 1 7  Such a perception o f  the power o f  the 
M OF officials resulted primarily because “high growth tends to  minimize 
disagreement between the party and Finance Ministry over the total size 
o f  the budget, and creates enough ‘stack’—revenue surpluses—so that 
party demands can be granted w ithout depriving programs which others 
might see as more vital.”1* “Budget priority” is not fighting language 
when most can get what they want.

The rapid economic growth provided wage earners with a steadily 
rising income, taxpayers with frequent tax cuts, and consumers with more 
durable goods. The LDP campaigners and the government in its white 
papers had no difficulty in presenting massive amounts o f  data demon
strating the success o f  their policies. Such data were hardly necessary, 
however, to  show both white and blue collar workers that a rapidly 
growing firm employed more people, promoted its employees taster, and 
provided more employee benefits in housing, health care, and recreational 
facilities. For the Japanese, whose memories o f  the deprivation suffered 
during the 1940s were still fresh, the worth o f  the total economic war 
being waged was more than amply proved by the department stores 
bulging with consumer goods, the children in college, the Tokyo Olympics, 
and the ownership o f  color television.

Even die small minority who, for a variety o f  reasons, tailed to  share 
in the material and psychic rewards believed that their children oould, 
through hard work and a little luck, pass the entrance examinations to  
better schools and join the ranks o f  the more affluent and respected in 
society. W hat Hirschman called the tunnel effect1 9  was working with 
great efficacy in Japan during these rapid growth years because o f  the 
homogeneity o f  society and o f  the open competition to  enter prestigious 
universities and the largest firms. As the Japanese saying goes, “those who 
persevere receive their just dues.” Just as long as the tunnel effect worked 
and most shared in what rapid growth was providing, the political leaders 
o f  the total war could count on popular support for their war efforts 
where it mattered most, at the polls.

To be sure, there were a few important exceptions to  this rosy picture— 
coal mining, cotton textiles, and agriculture. Each demanded various types 
o f  assistance and subsidies, but the most important among them for the

17. Sakakibara and Noguchi, “Okurasbo-Nkhigan," p. 129.
IS. Campbell, Qmttmpow y  Jafnnae Budget Poktia, p. 142.
19. Albert O. Hircdunan, “The Changing Tolerance for Income Inequality in the Coune of 

Economic Development,71 Qnmtrrfy Journal ofEcoamùa, vol. 87 (November 1973), pp. 844—46.
 



LDP was the nation’s farmers, the most dependable and faithful supporters 
o f  the party. Their products were receiving a decreasing share o f consumers’ 
income, and they required a special, politically provided subsidy. This 
subsidy was readily provided to  rice growers—over 90 percent o f  the 
farmers—in the form o f government purchase o f rice at politically 
determined, above-market prices, and to  others in the form o f import 
quotas on butter, meat, citrus fruits, and many other agricultural products. 
The cost o f  subsidizing the rice growers was not small, but with rapid 
economic growth providing steadily increasing revenues, there was litde 
difficulty in finding the funds needed . 2 0  And, most consumers, whose real 
wages were steadily rising, did not oppose the subsidies and the high 
prices o f the products protected by import quotas.

Finally, international political and economic conditions were extremely 
favorable for Japan’s pursuit o f  rapid growth policies. The cold war, the 
Korean War, and the increasing political instability in Southeast Asia 
continued to  assure that Japan would remain, in the eyes o f the United 
States, a member o f the Free World to  be protected and favored. And 
the political favors had cash value. With the United States providing 
initiative and persuading sometimes reluctant European allies, Japan was 
admitted to  membership in the General Agreement on Tariffs and Trade 
in 1955, and discrimination against Japan under articles 14 and 35 o f the 
GATT soon ceased; Japan’s admittance to  membership in the International 
Monetary Fund (IMF) and the Organization for Economic Cooperation 
and Development (OECD) followed. Japan’s sins o f  the 1930s were 
rcluctandy forgiven and the barriers to  Japanese exports were rapidly 
reduced. In pursuit o f  its policy in Asia and with its economy still strong, 
the United States was most generous to  Japan and opened its market to 
Japanese goods with virtually no restrictions. Problems concerning what 
the United States believed to  be the excess o f imports o f  Japanese textile 
products in the late 1950s were still no more than minor irritants for that 
prospering economy, with its strong dollar.

There were many things pointing to  minor discord within the elite 
structure in Japan—the increasing trend toward electoral victories by 
opposition parties in the major cities, occasional signs o f difficulties in 
the monetary mechanism and in budgetmaking, and increasing European 
irritation with rapidly proliferating Japanese exports. Nevertheless, Japan’s
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20. Michael W. Donnelly, “Setting the Price o f Rice: A Study in Political Decisionmaking,” in 
Pempel, Policymaking in Contemporary  Japan, pp. 143-200.
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politicoeconomic machinery remained basically sound and continued to  
work well, with die LDP controlling both the lower and upper houses. 
The economy was growing at a real rate in excess o f  10 percent, and 
inflation during the 1960s averaged only 5.4 percent.

Fortunately, growth was rapid enough to  eliminate unemployment o f 
any magnitude, and industries could draw on a labor reserve to  keep the 
pace o f  growth without raising real wages above the level justified by the 
increase in productivity.
Unlike the situation in most other countries, inflation showed no tendency to 
accelerate in the late 1950s and in the 1960s. Possible reasons were that, because 
unemployment was not a significant problem in Japan (given its institutional 
structure), political pressures to “risk a little more inflation” in order to  minimize 
the human and social costs o f unemployment were negligible; moreover, through
out most o f the period the existence of large labor reserves in agriculture and 
other traditional sectors helped to protect fiom excessive demand-pull pressures 
die average unit labor cost, which, in modem economics, serves essentially as the 
basic standard o f value.11

Another reason contributing to  the price stability was the labor unions’ 
commitment, in essence, to  the total war. While the Marxist leaders were 
dissipating their energy in political grandstanding and ideological conflict 
(in part because they had not been able to  overcome the ideological splits 
o f  the prewar years), unions with no powerful national federation acted 
singly as enterprise unions on matters o f  substance pertaining to  wages 
and work conditions . 1 2  Those in the most organized sector o f  the economy, 
large industrial firms, traded the guns o f  labor disputes for the butter o f  
higher wages, and more butter was forthcoming as long as these firms 
could grow without work stoppages. Japan’s permanent employment 
system and the seniority-based wage system provided additional assurance 
that the unions would prosper, rarely reaching for their guns . 21 22 2 3

Contributing also to  price stability, o f  course, were both the steady 
increase in productivity and the absence o f  imported inflation. Productivity 
increases (which were achieved through the adoption o f  new technology), 
a fixed exchange rate, stable prices abroad , 2 4  and Japan’s efforts to  achieve 
equilibrium in its international balance o f  payments kept the Japanese

21. Addey with lshi, “Fiscal, Monetary, and Related Policies," p, 243.
22. Walter Galeruon with Konosuke Odaka, “The Japanese Labor Market,” in Patrick and Rosovsky, 

Ana’s New Giant, pp 627-55,
23. Nathan Glazer, “Social and Cultural Factors in Economic Growth," in Patrick and Rosovsky, 

Asia's New Giant, pp. 876-86.
24. For example, wholesale price indexes as proxies o f prices o f  traded goods in the United States, 

Japan’s largest trading partner, remained relatively stable during the 1960-65 period.

 

 

 



wholesale price index o f  1965 at 104, in comparison to  100 in 1958.2S 
This in turn helped to  keep the rate o f inflation down during these years, 
despite the aggressive growth policy to  expand effective domestic demand 
by Premiers Ikeda and Sato. The government preferred to  help the 
economy run by means o f  reduced interest rates or tax cuts and was 
persuaded only with some difficulty to make die economy tro t by adopting 
a right money policy only when international payment conditions forced 
it to  reverse gears (die overhearing o f the economy often sharply increased 
imports, especially o f  raw materials). Maintaining a moderate level o f 
inflation in this fashion was a potentially risky balancing act depending 
on continuing productivity increases and favorable international factors. 
But as long as it succeeded, the politicoeconomic machinery thrived on 
its success.
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The Problems o f a Large Industrial Power

By the mid-1960s, several parts o f  that machinery were beginning to 
foreshadow major problems to  come. The recession o f  1965, described 
by M ITI officials and by journalists as a structural recession , 2 6  was an 
important signal. A sharp drop in the real growth rate, from 14.0 percent 
in 1964 to  4 .6 percent in 1965, was felt more deeply than the 1958 
recession during which the rate had fallen to  5.3 percent from 8.2 percent 
in 1957. The Ministry o f  International Trade and Industry and many 
economists ascribed the difficulties o f  1965 to  a “too rapid pace o f  
investment activities” or “overheating” in such major industries as spe
cialized steel products, cement, ammonium sulphate, electrical machinery, 
and several others . 2 7  The ministry was confident that a momentary 
slowdown in the rate o f  investment in these industries, which were 
suffering from structural difficulties (that is, temporary excess capacity), 
could be solved in a short time since demand, both domestic and 
international, was expected to  continue to  increase. Sharing the MITT 
view, the Ministry o f  Finance chose to cope with the recession by reducing

25. Japan, Economic Planning Agency, K tttm jotan, 1982 (Ministry o f  Finance Printing Office).
26. For a M m  perception o f the structural problem, see Seiji Hoshida, “Kyoku ryoku kajoron o 

haisu,” Tcyo ktttm  (July 2,1965), pp. 8-12.
27. See Martin Btonfenbtenner, “Economic Miracles and Japan’s Income Doubling Plan," in William 

W. Lockwood, ed.. Tbc State and Economic Entcrprue in Japan: Estoyt in the Political Economy o f Growth 
(Princeton University Press, 1965), pp. 523-53. K o t o  Yamamura, Economic Policy in Postwar Japan: 
Growth Versus Economic Democracy (University o f  California Press, 1967), pp. 70-109, analyzes the 
tendency o f  die rapid growth policies o f this period to promote excess capacity.
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interest rates and significantly increasing the government budget in order 
to  stimulate the economy. Because o f  the sharp fall in government revenues 
resulting from the recession, increasing the budget meant that the 
government had to  resort to  deficit spending for the first time in the 
postwar period. The easy money policy and this deficit spending caused 
the CPI to  rise by 7.7 percent in 1965, the largest increase in fifteen years.

Though they were put through at the cost o f  inflation, these policies 
appeared effective. Excess capacities were soon eliminated, aided by the 
boost these policies gave to  domestic demand and, with productivity 
continuing to increase and the value o f the yen fixed at a level that more 
and more economists believed undervalued the yen, international demand 
began to  climb again. The economy was back on the rapid growth track.

However, 1965 should have warned the policymakers that the Japanese 
economy like the cyclist being made to  carry an increasingly heavy burden 
would have to  pedal harder and harder in order to  avoid falling. Few had 
asked whether the continuing progrowth policy would further increase 
total capacity and thus the risk o f  another round o f structural recession. 
Japan seemed able to  pedal on with ever-increasing vigor. Domestic 
demand was again strong and the increasing productivity continued to  
capture a larger share o f the world market, which was rapidly expanding 
due to the prosperity o f the world economy and especially that o f  the 
U.S. economy o f  the Great Society and the Vietnam War.

The average growth rates for the next four years (1966-69) were 
normal—above 10 percent. Capital investment resumed its former pace 
and exports climbed steadily, led by electronic products, steel, heavy 
machinery, and automobiles. W ith the growth rate and tax revenues rising 
again, the LDP-M OF pledge to reduce dependency on government bonds 
could still be honored. Though the dependency rate—the proportion o f  
government expenditures financed by the deficit—rose to  14.9 percent 
and 13.8 percent for 1966 and 1967, it was steadily reduced to  4.2 
percent by 1970. And the CPI for the 1966-69 period rose only about 
5 percent per year. Takeo Fukuda, a fiscal conservative and former chief 
o f  the Budget Bureau o f the M OF, remained finance minister. During 
the second half o f  the 1960s, Ekonomisuto and Toyo kcizai, the leading 
economic weeklies, carried only a small number o f  articles on the dangers 
o f inflation, most o f  them discussing the relative merits o f  the demand- 
pull and cost-push theories. Statistics on growth, investment, exports, 
and prices appeared to  indicate that battles, planned and led by the LDP,



the able bureaucracy, and the major firms, were still being won in the 
total war for rapid growth with tolerable, mild inflation.

It was becoming evident, however, that the ground on which the 
complex politicoeconomic machinery had functioned so well was undergo
ing a major shift because the costs o f  rapid growth were becoming 
increasingly apparent and were more readily felt. One o f these costs was 
the pollution o f both air and water, which increased rapidly throughout 
the 1960s. It caused a wide variety o f debilitating and sometimes fatal 
illnesses, and the destruction o f nature was evidenced by destroyed fishing 
grounds, polluted streams, and dying forests. Another cost was the real 
and perceived sacrifice imposed direcdy on consumers as the result o f 
LDP policies. Consumer movements led by housewives accused the 
oligopolistic television-set producers o f exporting their products at a 
significandy lower price than they charged in the domestic market for 
identical products. These consumers then went on to challenge the high 
prices o f  rice, beef, butter, and many other commodities that were in 
effect set politically, either direcdy (as in the case o f rice) or indirecdy, 
by import quotas imposed on cheaper imports . 2 8  Price fixing by numerous 
legal and MITI-administered extralegal cartels and by extensive legal retail 
price-maintenance practices also came under heavy attack; the elite 
structure ffequendy found itself challenged . 2 9

There were other signs o f a ground shift. A sizable minority o f Japanese 
began to  feel that even with continued economic growth, their relative 
income and social status was not changing as they had hoped. The wage 
levels o f  employees o f small and medium-sized firms, though rising, 
continued to  remain below those o f  their counterparts in the largest firms; 
temporary employees o f large firms worked on a semipermanent basis 
without the benefits and protection o f company unions; more and more 
blue and white collar employees failed to  climb the ladder o f success 
because they had attended the wrong schools; even the seemingly successful 
salaried men o f large firms found themselves commuting to  work for two 
o r  m ore hours a day on  crow ded trains, between their high-pressure 
offices and their small, cramped houses. This undoubtedly was one o f the
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28. Kozo Yamamura, “Structure Is Behavior: An Appraisal o f Japanese Economic Policy, 1960 to 
1972,” in Isaiah Frank, cd., The Japanese Economy in International Perspective (Johns Hopkins University 
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Table 14-3. The Decline o f the Liberal Democratic PartyIf Dominance 
o f the Japanese Diet, 1960-83

Tear

LDP representation m  lower house

Number
dieted

Percent <f 
total

membership
Thousands o f 
votes received

Percent o f 
total vote 
received

1960 296 63.4 22,740 57.56
1963 283 60.6 22,424 54.67
1967 277 57.0 22,448 48.80
1969 288 59.2 22,382 47.63
1972 271 55.2 24,563 46.85
1976 249 48.7 23,653 41.32
1979 248 48.5 24,084 44.17
1980 284 55.6 28,262 47.88
1983 250 48.9 25,982 45.76

LDP representation m  upper home
(percent of total vote received)

National Local
ctmstitMtntùs MMtitucncm

1962 46.4 47.1
1965 47.2 44.2
1968 46.7 44.9
1971 44.4 43.9
1974 44.3 39.5
1977 35.9 39.5
1980 42.5 43.3

Sourest: Michael K- Blakcr, ed, Jmfmm at tk* Petit: The Hate* tfC m m U m  Elatv* of 1974 {Waohii^ton; AnKrkaa 
Entctpree Imotuit for Public Policy Raeardi. 1976), p, 146; Philip H, Trente with YuUo Suzuki, ̂ Politic*, Government, 
and Economic Growth in Japan,” in Hugh Patrick arid Hcny Rorovjfcy, eds., AimiNem Gmm: Haw tkt Jwpmm Economy 
IVwh (Broofcuigi Institution, 1976), p. 776; Aimbi shimtiM, December 7,1976, and December 20, 1903-

major reasons why a rapidly increasing number o f  the salaried men were 
now deserting the LDP.

The desertion was reflected in the declining share o f  seats held by the 
LDP in both legislative chambers. In  the elections for the lower house, 
votes for the LDP fell from 57.56 percent o f  the total cast in I960  to  
47.63 in 1969. Similarly, shares o f  LDP votes in the local constituencies 
o f  the upper house dwindled. Only in the national upper house constit
uencies did the LD P manage to  hold its own (see table 14-3). However, 
thanks to  the nonproportional electoral system which favored the LDP’s 
candidates from agricultural electoral districts and penalized the opposition 
candidates in the larger electoral districts in urban centers, this decline in 
the LDP votes did not immediately threaten LD P control o f  the legislature.

 

 
 

 
 

  
 
 

  



In 1969, for example, the LDP still held 288 out o f  473 seats (59.2 
percent) in the lower house. Also aiding the LDP was the fact that the 
opposition was fragmented and the major contender, the Japan Socialist 
party, was in a virtually constant state o f internal disunity because o f 
frequent leadership and ideological struggles and received only about 30 
percent o f  the votes in 1969.

The decline in support for the LDP was not caused by a relative 
deterioration in the economic position o f the dissatisfied. In fact, their 
relative position was improving—income distribution became more equal 
across various income classes throughout the 1960s, and the progressivity 
in the burden o f tax incidence remained virtually unchanged during the 
second half o f  the decade . 3 0  Also, surveys administered by the prime 
minister’s office showed that around 85 percent o f  Japanese believed, 
during the second half o f  the 1960s, that their living standard was either 
rising or remaining at least the same as in the previous year. 3 1

The cause for the increasing defection o f those who had once voted 
LDP was a perceived deviation between the promise inherent in the rapid 
growth and the reality o f pollution, inadequate social welfare and housing, 
increased traffic accidents, success in entrance examinations that seemed 
to  depend on parents’ ability to  pay the high costs o f  private tutoring, 
and the numerous obvious favors that continued to  be granted to  industry, 
in the name o f  economic growth, by the LDP government. For the LDP 
to  remain in power, it had to  cling to  the votes o f as many people as 
possible, especially the blue and white collar workers, whose rising 
expectations were remaining unfulfilled. The political dominance o f  the 
LDP could continue only as long as it retained a sufficient number o f 
supporters in its political camp and could continue to rely on the support 
o f  die farmers, big business, and the owners o f small and medium-sized 
firms plus the successful self-employed and the professionals.

It was against this background that the LDP-controlled Diet rapidly 
increased social welfare expenditures during the 1965-69 period. With 
this heavy addidonal burden on a budget strained by an equally pressing 
need to  stimulate the economy, the result was deficit spending. Total 
social security expenditures in the budget—covering public assistance,

30. H irom itsu Ishi, “Wagakuni shotoku kaisobctsu zeifutan-ritsu no jittai,” Gendai keizai, vol. 29 
(W inter 1977), pp. 106-19; H irom itsu Ishi, “Sozci kozo no antci koka,” Keizai kenkyu, vol. 26 (January 
1975), pp. 2 2 -2 3 ; Akira O no and Tsunehiko Watanabc, “Changes in Income Inequality in the Japanese 
Economy,” in Patrick, Japanese Industrialization, pp. 363-89.

31. Japan, Prime Minister’s Office, Kokumtn seikatsu ni kansuru seron chasa, annual issues.
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social security payments to  the retired and the aged, social welfare 
programs, public health services, and various payments to  the unem
ployed—nearly doubled, increasing from ¥ 5 4 5 .8  billion in 1965 to 
¥ 9 9 4 .3  billion in 1969. The largest increase, from ¥155 .1  billion to  
¥  343.7 billion for national health programs, reflected the government’s 
decision to  pay a larger proportion o f  the total medical costs o f  persons 
in the program. The share o f  soda! security expenditures within the 
budget remained relatively stable, at the 14-15 percent range, because 
the budget itself was increasing sharply in absolute magnitude.

As the increasing political importance o f  the farmers to  the LDP was 
demonstrated in each election, the LDP became ever more active in 
providing them with higher prices for their rice and with other measures 
designed to  increase their income. The fiscal burden o f  these politically 
necessary measures rose steadily, as consumption o f  rice declined while 
productivity and total output increased , 3 2  and the base on which parity 
was calculated—the real income o f wage earners—rose. In short, the 
government had to  make up an increasingly large gap between the 
supported price and die market price, which the LDP was reluctant to 
raise for fear o f  incurring further wrath from the consumers, on a steadily 
increasing total output o f  rice. And the market price was in fact the p ik e  
that resulted from the policy o f  limiting imports o f  cheaper rice from 
abroad . 3 3

The price o f  rice paid by the government to  producers per 150 
kilograms rose from ¥  16,375 in 1965 to  ¥2 0 ,6 4 0  in 1969. The price 
hike for the 1967 harvest was the largest o f  these years, raising the 1966 
price o f  ¥1 7 ,8 5 0  to  ¥  19,493 (or by 9.2 percent), principally because 
the general election o f  the lower house in 1966 took place as the price 
was being determined . 3 4  Over the five-year period die total outlay for this 
subsidy rose from ¥  120.5 billion to  ¥ 2 9 5 .0  billion. The subsidy went 
from 32.56 percent o f  the total budget o f  the Ministry o f  Agriculture in 
1965 to  38.63 percent in 1969 and was the major reason that die ministry’s 
annual expenditures increased from ¥ 3 ,7 0 0  billion to  ¥ 7 ,6 8 8  billion 
over that period . 3 5  By 1969 the subsidy accounted for nearly 5 percent 
o f  the total national budget.

32. The total ou tpu t o f  rice rose from 12.7 million to re  in 1965 to  14.0 m illion to re  in 1969.
33. Donnelly, “Setting the Price o f  R ice ,' pp. 167—80.
34. Japan, Ministry o f  Agriculture and Forestry, Potato norm notait m bs (Government Printing 

Office), annual issues.
35. Association fix  Publication o f  Agricultural Statistics, Nibm nqgyo nattan ( le  n o  Hifcari Kyofcai),

 

 



Industry continued to receive its accustomed share o f LDP concern. 
During the second half o f  the 1960s, the LDP and M ITI, both anxious 
to  keep the economy growing, had litde trouble finding reasons for 
adopting probusiness policies. Mergers among the largest firms increased, 
with litde or no opposition from the Fair Trade Commission (FTC), and 
both the recession and rationalization cartels increased in number, as did 
extralegal cartels created through the “administrative guidance” o f M ITI . 3 6

Typifying the LDP policy was its sanction o f the merger between Fuji 
and Yawata, Japan’s largest and third largest steel manufacturers. When 
the request for the merger was presented to the FTC, strong objections 
were raised by academic economists, the opposition parties, consumer 
groups, and journalists. However, the LDP and M ITI argued that the 
firms would realize economies o f scale in research and development efforts, 
in the distribution o f  products, and in the adoption o f  a larger and more 
efficient productive capacity. Given the political pressure from M ITI, 
various industries, and key members o f  the LDP, the FTC had little 
choice but to  grant permission to  merge . 3 7

Most o f the government provisions for economic assistance to business 
that had been in effect during the 1953-65 period were continued and, 
in most instances, applied even more generously in the late 1960s, and 
by 1969 the debt-to-equity ratio had risen to 80.4 from 76.2 in 1965. 
The largest firms had little difficulty in obtaining their capital at a relatively 
low disequilibrium rate in the money market . 3 8  In addition, a growing 
number o f measures aided small and medium-sized firms; government 
expenditures to  aid technological development approached ¥  1 0 0  billion 
per year by the end o f the 1960s,39 and movement toward liberalization 
o f barriers against imports and foreign investment was slow . 4 0

As the LDP pursued measures intended to  reduce the defection o f 
wage earners to opposition parties and to  protect its traditional political 
base, those very policies were causing troublesome structural problems in 
some industries; reinforcing trends o f price rigidity for some manufactured 
products; intensifying international difficulties (trade balance and trade
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36. Yamamura, “Structure Is Behavior,” pp. 67-100.
37. Ibid., pp. 81-83.
38. Ibid., p. 71.
39. Calculated from Japan, Science and Technology Agency, Kagaku gijutsu hakusho (Government 

Printing Office), annual issues. See M erton J. Peck with Shuji Tam ura, “Technology,” in Patrick and 
Rosovsky, Asia's New Giant, pp. 532-34.

40. Kanematsu, “Sckai keizai,” pp. 131-34; Lawrence B. Krause and Suco Sekiguchi, “Japan and 
die W orld Economy,” in Patrick and Rosovsky, Asia's New Giant, pp. 417-28 .
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conflicts, exposure o f  the capital market, risks o f  imported inflation); and 
tightening the labor market. The structural problems were becoming 
increasingly difficult to  avoid in several industries where growth depended 
on ever-increasing investments in export-oriented and capital goods . 4 1  42 

Rapid growth, which was increasing industrial capacity at an annual rate 
o f  15 percent, depended on near-capacity production o f  capital goods 
and uninterrupted sale o f  capital and consumer goods both in Japan and 
abroad. And, an important reason contributing to  the near-capacity 
operation o f  industries had been Japanese exports, which continued to 
increase by 14 percent each year, twice the rate o f  the increase in world 
trade . 4 1  Japan had somehow to overcome the arithmetic fact that a 10 
percent increase in the late 1960s was, in absolute terms, much larger 
than a 10 percent increase on the much smaller base o f  the late 1950s.

In shipbuilding, electronics, machinery, iron and steel, and several 
other major industries, new technology had enabled the Japanese to  match 
o r surpass the productivity o f  Western competitors by the end o f  the 
1960$, but fewer and fewer industries could count on this means o f 
shortening the life o f  the capital goods they were rapidly accumulating. 
Yet under the terms o f  the M ITI guidance, firms were in many cases 
advised to  invest in new capacity to  maintain their market shares. The 
result was a consistent tendency toward excess capacity . 4 3

T o blunt the burden o f  collective excess capacity, more industries asked 
for, and were granted, permission to form cartels to  agree on prices and 
rates o f  capacity utilization. The inevitable result was a further concentra
tion o f  the market structure and downward rigidity in the price o f  many 
manufactured products. The cartel prices o f  capital goods produced by 
large firms in several major, highly concentrated industries tended to  raise 
the price o f  domestic consumer goods both directly and indirectly. And 
price rigidity in consumer products and services also began to  become

41. Edward F. Denison and William K. Chung, “Economic G rowth and Its Sources," in Patrick 
and Rosovsky, Asia’s New Giant, pp. 67-125.

42. Krause and Sekrgudu, “Japan and the World Economy," pp. 398-402 . “In a Japan heavily 
dependent on  imported taw materials, economic growth could n o t proceed w ithout increases in imports, 
and exports are needed to  pay for them. Furtherm ore, export competitiveness became a goal o f  government 
policy and private investment behavior. Since the  industries that arc able to  export are also the ones with 
the highest rates o f  productivity increase, economic growth has been generated in practice through 
structural shifts tow ard industries that export a sizable portion o f  their ou tput. In addition, although 
foreign demand at times o f  cyclical recoveries has been o f  great importance in encouraging o u tput, most 
o f  the rime Japanese grow th has been stimulated by domestic dem and." Ibid., p. 398.

43 . Richard E. O w es w ith Masu Uckusa, “Industrial Organization,” in Patrick and Rosovsky, Alta’s 
New Gtant, pp. 4 8 6 -8 9 ; Kotzo Yamamura, “Success T hat Soured; Administrative Guidance and Cartels 
in Japan," in Yamamura, Pehsy and Trade Joues, pp. 77-112.

 

 
 
 
 
 
 
 

 
 



increasingly apparent as a growing number o f  cartels was authorized 
among small and medium-sized firms and among retail stores . 4 4

In the second half o f  the 1960s, Japan’s position in the international 
economy entered a new phase. No longer a small economy struggling to 
balance its trade, Japan had become a large industrial power with a 
consistent trade surplus. This was a new experience and a source o f 
mounting problems for policymakers. The trade surplus tended to  exert 
pressure on aggregate demand while the monetary authority was less than 
fully effective in sterilizing the increments in the surplus. As a result, the 
rate o f  increase in the supply o f  high-powered money continued to  climb . 4 5  

Part o f  the difficulty arose from liberalization measures that Japan had 
been forced to accept since the early 1960s. Japan’s effort to  carry out a 
tight money policy proved less effective as its short-term rate went higher, 
attracting short-term capital from abroad, and other policies to  force the 
economy to tro t caused imports to  decline, thus aggravating the trade 
surplus. In addition, a clear trend toward inflation became unmistakable 
during the mid-1960s in Japan’s largest trade partner, the United States, 
making the task o f the Japanese monetary authority even more difficult.

An obvious solution to  these developments that were threatening price 
stability in Japan would have been a revaluation o f the yen. But this 
option, strongly advocated by academic economists, had few supporters. 
Export industries and the industries competing against imports—whose 
political muscle was considerable—opposed revaluation. The Bank o f 
Japan, which might have been expected to  push for revaluation because 
o f  the declining value o f  the foreign currency reserves it held, officially 
continued to  stand against revaluation . 4 6  An important reason for this 
was that the M OF compensated for any losses suffered by the Bank due 
to  depreciation o f the foreign currency reserve and the Bank, which in 
effect was controlled by the M OF, continued to  follow the M OF’s wishes, 
which in turn reflected the wishes o f  the LDP and its industrial supporters.

Neither the wage earners nor the opposition parties supported reval
uation either. Real wages had risen by 10 percent per year in 1968 and 
1969 after a few years o f  lagging increases, and wage earners were fearful 
that revaluation would bring about a stagnant economy and a slower rate
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o f  increase in wages. Reflecting this sentiment, the opposition parties 
spoke ou t against revaluation. The only dear losers from the continuing 
inflation were the savers, but their voices, unarticulated and unorganized, 
remained muffled. A t any rare, a large portion o f  the savers w o e  wage 
earners whose gains from the growing economy often more than com
pensated for their losses in savings. Thus, as late as the summer o f  1969 
when rite wholesale price index was rising at an annual rare o f  2 . 1  percent 
(as against a 0.9 percent rate a year before) and reserves were increasing 
at an accelerating rare, the outcries o f  economists to  stop the welfare 
losses occurring from the undervalued yen failed to  sway the nation's 
decisionmakers. Japan’s trade surplus continued to  increase, causing the 
governments o f  the very recipients o f  the welfare gains—the United States 
and other trading partners o f  Japan—to  complain bitterly. In the United 
States, protectionist sentiments were rising, and Japan’s steel producers 
were forced to  adopt voluntary quotas. But Japan hoped somehow to  
weather the difficulties and cling to  the strategy that so for had served so 
well. 4 7

Another fundamental change that became obvious during the second 
half o f  the 1960s was the increasing tightness o f  the labor market. Japan 
had been meeting the need for growing amounts o f  labor by shifting 
labor from less productive to  more productive sectors and had benefited 
from the baby boom  o f  the immediate postwar years, but her labor 
reserves were exhausted. The ratio o f placements to  new openings—often 
used by Japanese labor economists instead o f  unemployment figures— 
had declined steadily from 73.7 percent in 1956 to  31.8 percent in 1966, 
and in 1969 it stood at 19.3 percent . 4 8  The wage differential between the 
large- and small-firm sectors was significantly narrowed, and at the entrance 
level for middle school and high school graduates, mote and more small 
and medium-sized firms were being forced to  pay wages even higher than 
those paid by the largest firms. The tightening labor market was “pulling 
up earnings o f  underprivileged workers such as those in small firms, the 
unskilled and females. ” 4 9  More and more wage settlements were stated in 
absolute amounts rather than percentages, further contributing to  the 
wage equalization. As the number o f  bankruptcies among small and

47. Kancmatsu, “Sekai keizai,” pp. 129-34.
48. Japan, Ministry o f  Labor, Ratio babaho (Government Printing Office), annual issues.
49. G aknson and Odaka, “Japanese Labor Market," in Patrick and Rosovsky, Ajurt Ntw Gtimt,

p. 606.



medium-sized firms rose, the increased burden o f wage costs was cited as 
the primary cause.

After nearly two decades o f rapid growth, the politicoeconomic 
machinery was showing signs o f  faltering. The war was no longer total. 
Even the continuing good news o f productivity increases and rapid growth 
with moderate inflation could no longer summon unquestioned enthusiasm 
for the war effort.
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The Dem and Gap in the 1970s

In the latter 1970s the prolonged recession triggered by the oil crisis 
did not transmit the increasing deficit spending into rapid inflation. But 
policymakers, who had just undergone the experience o f galloping inflation 
during 1973-74 (including a 24.5 percent increase in the consumer price 
index ) , 5 0  were understandably concerned with the risks to  price stability 
that the deficit presented. However, there was little they could do to 
reduce the accumulating red ink. The problems faced by the LDP and 
the bureaucracy were multiplying because o f worldwide recession and 
because, in a fundamental sense, Japanese leaders were forced to  face the 
consequences o f policies that had been adopted to wage the total economic 
war o f the preceding two decades. Japan was discovering that it was 
extremely difficult to  sustain rapid growth. Though Japan continued to 
do well relative to  other industrial nations, her growth rate declined and 
the optimism that it would somehow continue to grow rapidly could no 
longer be maintained.

Just as the LDP’s economic hand lacked strong cards, so did its political 
hand. In both houses o f the Diet the percentage o f the total votes it 
garnered fell. And in the 1976 election some LDP candidates had to 
compete against the New Liberal Club, a splinter party created by six 
former LDP members o f the Diet. As a result, Takeo Fukuda was elected 
prime minister by a margin o f only one vote in the Diet. All this meant 
that, for the LDP to remain in power, the party had to redouble its efforts 
to  stem the desertion o f votes . 5 1

These economic and political trends were the direct cause o f steadily 
rising deficit spending during the decade. The prolonged recession after

50. Given the central goal o f  this chapter and the intent o f  this section, the causes o f  the galloping 
inflation o f  1974 are no t analyzed here.

51. Asabi shimbun, December 7, 1976, and July 15 and 27, 1977.
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1973 provided a potent economic rationale for it and the declining 
political strength o f  the LDP worked to  accelerate die pace. A shortfall 
in demand equal to  around 2 0  percent o f  total capacity (or about 1 0  

percent o f  GNP) and amounting, for example, to  about ¥ 2 0  trillion in 
1978 (as against the GNP o f  ¥ 2 1 0  trillion) reduced investment and 
increased unemployment and the trade surplus (by reducing imports). To 
reduce that demand gap, Japan could have increased exports, consumption, 
private capital investment (mostly housing), current government expen
diture, and investment. Increases in exports could not have been adopted 
as a measure to  stimulate the economy, however, because o f  the existing 
large trade surplus and a high risk o f  further antagonizing Japan’s trade 
partners . 5 2  During the early 1970s, tax cuts were relied on, but the high 
propensity o f  the Japanese to  save (22.8 percent o f  disposable income in 
1978) made them an ineffective means o f  dosing the demand gap. The 
government therefore chose to  increase deficit spending. Even at ¥  10 
trillion, deficit spending was considerably less than the personal savings 
o f  well over ¥  22 trillion in 1977-78; with corporate borrowing at less 
than ¥ 0 .5  trillion and capital exports not exceeding ¥ 4  trillion , 5 3  deficit 
spending was a politically easy prescription to  adopt and readily justifiable 
on economic grounds. And few could fault the economic logic o f  the 
prescription within the perspective o f  the 1974-78 period.

Vocal demand for deficit spending came from the leaders o f  the zaikai, 
whose pressure on the LDP to stimulate the economy grew increasingly 
more intense in the 1970s, especially after the oil crisis o f  1973. The 
voices o f  the troubled iron and steel, shipbuilding, chemical, and other 
industries grew louder, demanding large deficit spending to  close the 
demand gap. The zaikai and industrial interests have a powerful influence 
because their contributions to  any one o f  several faction leaders within 
the LDP help to  determine the outcome o f  the election o f  the party’s 
leader. It was no accident that Premier Tanaka, who adopted a vigorous 
stimulation policy, was well funded and had little difficulty in maintaining 
a large coalition within the party. And Mr. Fukuda was certainly fully 
aware that the tenure o f  Premier Miki (his predecessor) was only slightly 
more than a year partly because o f  what the zaikai believed to  be Miki’s 
excessive caution in stimulating the economy.

The demand gap had to  be reduced o r closed if  the LDP was to  prevent

52. H isjo Kanamori, “Nihon kdzai c  no  shohoien,” Vtut (Tokyo) (November 1978), pp. 4 0 -4 9 .
53. Ibid., pp. 43—46.

 



further desertion o f the wage-earning urban voters. The party, having 
dominated postwar politics, could hardly deflect the blame for the 
mounting economic problems. Wage earners who criticized the costs o f 
rapid growth during the 1960s disliked the slow-growing economy even 
more because it meant slower increases in real wages, slower promotions, 
less desirable employment, and, above all, a potential threat to  their jobs. 
The rapid inflation o f the early 1970s added fuel to  their discontent. That 
there was virtually no increase in real wages in 1974 was a rude shock to 
Japan’s wage earners, who in the preceding decade had become accustomed 
to  annual increases o f  almost 1 0  percent.

Neither could the LDP afford not to stimulate the economy, since 
unemployment, especially threatening to  older workers (more o f whom 
voted for the LDP than did their sons), grew in magnitude and became 
a major political issue by 1976. However large the costs o f  subsidizing 
“home leave,” a form o f short-term layoff practiced by many large industrial 
firms, and o f aiding the “reorganization” ofm ajor bankrupt firms (especially 
when these firms, usually in such industries as shipbuilding and iron and 
steel, are geographically concentrated in the electoral districts o f  LDP 
members), the LDP could ill afford not to  be generous. Just as a recession 
is detrimental to  a party’s chances o f staying in power in the United 
States, the effects o f  slow growth in Japan, if prolonged, could be fatal 
to  the LDP’s majority party status.

A changing public perception o f the quality o f life was unmistakable. 
The pattern o f answers to the question “Do you think the general quality 
o f your life [considering income, environment and other factors] is about 
the same as the past year, has improved, or has worsened?” changed 
visibly after 1973, the year in which rapid inflation began and economic 
growth decelerated. The proportion viewing the quality o f their life as 
having improved declined from about 30 percent in the second half o f  
the 1960s to  about 10 percent, while the proportion o f  the respondents 
who felt the quality o f their life had deteriorated nearly doubled from the 
10-13 percent range in 1976 to the 21—24 percent range in 1977.54

Farmers continued to  press their demands, and the LDP had no choice 
but to  cater to  the wishes o f this group in exchange for their votes. That 
the farm votes were as crucial to  the LDP as the zaikafs financial 
contributions can readily be seen in the results o f  the 1976 Diet election 
(table 14-4). The LDP was able to  obtain only low percentages o f  the
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total votes cast in metropolitan and urban constituencies, as opposed to 
well over 40 percent in semirural and rural constituencies. O ut o f the 
total o f  249 LDP members o f  the Diet (including 9 who were elected as 
independents), 120 came from the latter constituencies. Nearly 60 percent 
o f  the Diet seats were allocated to  these constituencies, and the! LDP 
candidates were elected on less than 50 percent o f  the votes cast in both 
semirural and rural constituencies.

These “agricultural” LDP members owed their seats to  the voters o f 
rural electoral districts whose votes constituted at most 1 2  percent o f  the 
total votes cast. Each farm vote, in short, was worth more than two 
nonfarm votes. All this is even more dramatically shown in the fact that 
while one LDP candidate from semirural Niigata prefecture was elected 
with 37,107 votes, a Communist party candidate from urban Osaka who 
received 114,662 votes failed to  be elected . 5 5  This is the key to  the farmers’ 
seemingly disproportionate ability to  demand and get subsidies. It is also 
the key to  the reluctance o f the Japanese to  permit increased imports o f  
American agricultural products.

Pressures continued in 1977 and 1978 from rice farmers who every 
year came to  Tokyo en masse during the summer and early fall to  petition 
the Diet members they had elected and to demonstrate in the city streets. 
Their slogan for 1977 was to  the point: “Let’s cash in on the support we 
gave them in the upper house election [of 1977].” A large number o f 
farmers came from distant prefectures because they were aware that the 
Rice Price Deliberation Council, a government-appointed body, had not 
been able to agree on the price to be paid to  farmers because o f the 
opposition to  higher rice prices voiced both by council members who 
represented consumers and by members who were neutral (“men o f 
learning and experience on agricultural matters” ) . 5 6  Farmers were well 
aware that political pressure is a deciding factor in determining the price 
o f rice.

The necessity o f  continued stimulation was not exclusively a domestic 
matter. By late 1977, a growth rate o f 7 percent was an international 
promise made by Prime Minister Fukuda to the Americans who were, 
more than in preceding years, insistent on a growing Japanese economy 
that could buy more American goods. Because o f the importance o f the 
American market in Japan’s continued growth and in maintaining the
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55. Asahi shimbun, December 7, 1976.
56. ibid., July 15 and 27, 1977.
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LDP’s (and especially Premier Fukuda’s) political power, all efforts had 
to  be made to  keep this international promise.

The cost o f  the LDP efforts to prevent an acceleration o f  the mounting 
discontent o f  the wage earners and to  retain the support o f  the zaikai and 
the rural voters can be best seen in the national budget o f  these years 
(table 14-5). The total budget rose sharply during the 1971-77 period, 
the annual increase averaging 20.15 percent in contrast to an annual 
average growth rate o f 15.31 percent in nominal GNP. Contributing to 
the growth o f the budget were steady increases in all expenditure categories 
except disposition o f external affairs. The most visible increase was for 
social security. Its share o f the budget rose from less than 16 percent in 
1971 to  nearly 20 percent in 1977. In absolute amounts it became the 
largest item in the 1977 budget, while it was third largest in the former. 
As seen in table 14-6, this expenditure grew most rapidly among the 
seven largest categories o f expenditures. The jump o f 42 percent seen 
between 1973 and 1974 resulted because the LDP government sharply 
boosted its social welfare programs in 1973, in what it termed “the first 
year o f the Welfare State.” The government raised the monthly payment 
to  the aged and the retired; substantially increased the coverage o f  social 
welfare programs to include more o f  the aged, the retired, and the sick 
than previously; and boosted the share o f the payments made by the 
government under the provisions o f the national health programs.57 The 
steady increases in pensions in tables 14-5 and 14-6 also reflect the LDP 
policy goal o f  preventing further erosion o f  its political base.

Much o f  the increase in the local government, preservation and 
development o f natural resources, and agriculture, commerce, and industry 
categories was due to  the LDP intent to  stimulate the economy. More 
than half o f  the expenditures in the first two categories were made in 
order to  help boost the economy rather than to  meet the administrative 
needs o f  local governments or merely to  preserve natural resources. The 
growth o f  defense expenditures, too, reflected at least in part the LDP 
desire to  stimulate the industries that were most directly affected by 
increasing the military procurements. As table 14-6 shows, the average 
annual growth rate o f all o f  these expenditure categories exceeded 15 
percent. Approximately one-third o f the rapid increase in the agriculture, 
commerce, and industry category was due to  the steady increase in the

57. Akira Fujita, “Wagakuni zaisci-kozo no henka,” Gendai ktizai, vol. 29 (Winter 1977), pp. 26
41; Japan, Economic Planning Agency, Keizai hakusho (Ministry o f Finance Printing Office, 1973), pp. 
195-202.
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rice price and other subsidies. The total subsidy to  rice producers alone 
rose from ¥  292 billion in 1971 to ¥  909 billion in 1977, as the supported 
producers’ price went from ¥21 ,305  per 150 kilograms to  ¥41 ,100 , an 
annual average increase o f 15.5 percent as against an average rate o f 
increase in the CPI o f 12.6 percent.

But the 1970s were unlike the golden 1960s when tax receipts were 
rising rapidly. The slowed pace o f economic growth meant smaller increases 
in revenues. For both economic and political reasons, taxes needed to  be 
cut and were in fact reduced in 1970-71, 1972, and 1976. The LDP, 
faced with rising expenditures, had only one course left to follow—deficit 
spending. Aided by the ease with which justification could be provided 
for deficit spending—to rescue Japan from economic stagnation—and by 
the fact that the opposition parties, too, were eager to see increases in 
social security expenditures and the recovery o f  the economy, the de
pendency ratio, which had been reduced to  4.2 percent in 1970, rose 
again rapidly to  the 11-16 percent range during the 1971-74 period and 
then to a fraction short o f  30 percent in both 1976 and 1977 (table
14-7). As minister o f  finance, Fukuda had vowed in 1966 that the 
unhealthy, high bond dependency ratio o f  over 10 percent would be 
looked on as a temporary evil,58 but in 1977 as prime minister he had 
litde choice but to promote a deficit three times the unhealthy level o f  
10 percent. The pain o f promoting such policies was eased considerably, 
however, by Western leaders who in 1976 and 1977 impressed on him 
the crucial imperative that the Japanese economy perform the role o f 
locomotive in pulling the world out o f  stagflation.

Pressure to increase spending continued into fiscal 1978, and in late 
1977 the Fukuda cabinet had no recourse but to  increase the total budget 
by more than 20.3 percent, even though it meant that Fukuda’s already 
once-revised promise to  limit the bond dependency ratio to  30 percent 
had to  be exceeded by 7 points. The major cause for this jump, o f course, 
was the sharply increased stimulation expenditures. Expenditures in local 
government and in the preservation and development o f natural re
sources—two categories o f budget items that contributed both directly 
and indirecdy to  stimulation o f economic activities—rose by 34.5 percent, 
to  ¥  5.45 trillion, over the same expenditures in the 1977 budget.59

Another major factor contributing to  the size o f  the 1978 budget was 
the social security item, which seemed almost to  have a life o f  its own.

58. Campbell, Contemporary Japanese Budget Politics, p. 239.
59. Asahi shimbun, September 12, 1977; Japan Times Weekly, December 31, 1977.
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Tabic 14-7. A nnual Issues o f Bomb to Finance Japan’s Government, 
1965-83

Tear

Total bomb 
issued 

(billions of 
yen)

Dependency
ratio

(percent)*

Long-term
bonds

outstanding 
(billions <f 

yen)b
1965 197.2 5.3 745.7
1966 665.6 14,9 1,476.1
1967 709.4 13.8 2,213.5
1968 462.1 7,7 2,732.8
1969 412.6 5.9 3,135,5
1970 347.2 4.2 3,652.0
1971 1,187.1 12.4 4,773,1
1972 1,950.0 16.3 6,552.1
1973 1,766.2 12.0 8,306.9
1974 2,160.0 11.0 10,515.8
1975 5,280.5 25.3 15,809.6
1976 7,375.0 29.9 22,955.3
1977 8,480.0 29.7 30,355.3
1978 10,985.0 37.0 43,617.1
1979 13,471.9 33.9 52,284.4
1980 14,170.2 32.2 71,906.9
1981 12,899.8 27.2 83,629.8
1982 14,345.0 30.2 97,851.2
1983 13,345.0 26.5 111,196.2

Somes: MOF. 2mm Km^rm Ttktt G t/ft, no, M i {May 1977); Prime Minister's Office, Statistics Bureau, M&m 7M* 
Gtpp, annual issues; Bank of Japan, £rtw—tir Smtatki Amu*! (March I9$4>; juptm Tm a WuMy, January 7, 197$. 
F ÿ j o  are for fiscal year, April 1-March 51.

a. Percentage of government revenue financed by issuing bonds,
b. Induties bonds issued to capitalize government■controPed tending agencies.

H ie  principal causes for its growth were the escalator clauses in the 
allowances provided under the old age and retirement programs and the 
national health plans. Also, the number o f  people covered under these 
programs was increasing rapidly with the aging o f  the Japanese population. 
The M OF, o f  course, was aware o f this demographic fact but was ill 
prepared for the politically motivated relaxation o f  some o f  the procedures 
used in calculating allowances and pensions.60 In the 1978 budget, social 
security amounted to  ¥6 ,781  billion, an increase o f  well over ¥  1 billion 
from 1977.

The rapid increase in the once strongly resisted deficit spending was 
significant because it was accelerating the trend o f  change in the workings

60. Fujio, “Wigifcuni," pp. 34-37.

 

 
 

 
 
 

  
    



o f  Japan’s money market, distinctively increasing the continued risk o f  
high inflation. By the end o f  1978, increased deficit spending left nearly 
¥ 4 4  trillion ($220 billion when calculated at the rate o f 200 yen to  the 
dollar) o f  government bonds outstanding in the money market, and one 
consequence o f this was to  threaten the ability o f the M OF and the Bank 
o f  Japan to  control the money supply effectively.61 The suddenly increased 
supply o f  bonds had created conditions in which a strong political will— 
perhaps a much stronger will than the LDP, intent on political survival, 
could muster—would be required to control the amount o f liquidity 
within the economy. Japan’s unique methods o f selling government bonds, 
adopted as an integral part o f  the disequilibrium policy, made the risk o f  
rapid inflation extremely high. During the 1974-77 period, the Bank o f  
Japan allocated nearly 90 percent o f  the government bonds to  the major 
city banks, just as it had done since the early 1970s. Though some o f  the 
banks were less than enthusiastic, they bought the allocated bonds partly 
because they had a sufficient amount o f  idle funds (due to  economic 
conditions) and partly because they could depend on the Bank o f  Japan 
for additional funds when corporate demand for loans increased (as 
economic conditions improved).

Until 1976, this method o f  digesting bonds encountered no major 
difficulty, aided as it was by the frequent consultation between Bank o f 
Japan officials and the officers o f  the city banks. Contributing to  this 
seemingly smooth digestion o f the bonds was the fact that the Bank was 
able to  buy back a sufficiendy large proportion o f  the bonds within a 
year, reducing the burden o f holding the bonds on these banks. (By law, 
the Bank o f Japan cannot buy back government bonds from private 
holders unless they have been held for at least one year.) That is, while 
the total amount o f  bonds outstanding was ¥  10 billion o r less and the 
price o f bonds was unlikely to  fall below the face value, there was no 
problem in this buy-back arrangement since the Bank o f  Japan could buy 
back bonds from holders by using a part o f  the normal increase in the 
m oney supply o r by reallocating funds tha t could otherwise have been 
made available to  banks.

As the total amount o f bonds rose rapidly after 1975, however, the 
M OF and the Bank o f Japan had to  be increasingly more persuasive in

61. See Fumimasa Hamada, “Akaji kokusai jidai no kinyu seisaku,” Ekonomisuto (October 28,1975), 
pp. 18-23; Akira Fujita, “Kodo seicho shuen go no fisukaru porishii,” Toyo ketzat (February 17, 1977), 
pp. 106-26; Sakakibara, “Henbo suru,” pp. 54-68; Masaru Yoshitomi, Takamaru kajo ryudosci infurc 
no kiken,” Ekonomisuto (March 23, 1976), pp. 29-34.
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allocating them to the large city banks and also had to  be much more 
active in selling bonds to  small and medium-sized banks, securities firms, 
and private holders. By the end o f  1977, the major banks were dearly 
unhappy (as some openly stated) because o f  the relatively low interest 
rate o f  the bonds (an increasing risk o f  capital loss which could result 
from the decline in the bond price) and because the Bank o f  Japan, no t 
wanting to  sharply increase the banks’ cash on hand, was now buying 
back a rapidly decreasing proportion o f  the bonds outstanding.

But the bonds were still being digested during 1977 and into the first 
half o f  1978, thanks mostly to  die sluggish economy that was suffering 
from structural problems. There were as yet no visible signs o f  crowding 
out, and the increasingly uneasy bankers could still be persuaded to  hold 
more bonds. Many economists, the zaikai, and even opposition parties 
continued to  argue for stimulation throughout 1978, assuming that if 
the economy recovered and the demand gap were reduced, the bond 
issues could be reduced o r even ended.

The picture, however, began to  change perceptibly as a large amount 
o f  government bonds began to  appear in the market as a result o f  the 
large deficit spending o f  fiscal 1978. Despite the super-easy money policy 
in effect during 1978, the banks became distinctively more reluctant to  
buy even the reduced allocation o f  long-term (ten-year) bonds yielding 
below-cquilibrium returns. They no longer doubted that the amount o f  
bonds they held had become too large, reducing their ability to  make 
more lucrative loans in the near future to  large firms, b u t they became 
extremely fearful o f  both a fall in the prices o f  the bonds they held and 
an increasing possibility that the Bank o f  Japan would not be able to  buy 
back a sufficient amount o f  bonds o r advance funds to  die banks to  
provide them with the desired liquidity as the economy began to  recover.

The banks, however, could not demand immediate liberalization o f  the 
money market. Liberalization, which would force the government to  sell 
the bonds in the market at competitive rates o f  interest (thus eliminating 
the allocation to  the banks), would also mean a huge capital loss on the 
large amount o f  bonds they already held. O f course, the M OF was no t 
anxious to  liberalize the money market because to  do so would increase 
the costs o f  bonds and force the MOF-controlled long-term credit banks 
to  compete in the bond market against the government bonds. The most 
the M OF could do, under the circumstances, was to  adopt the temporary 
solution o f  issuing more bonds o f  shorter maturity (three and five years)



at slightly improved terms—bonds that the banks would be more willing 
to  buy and hold. Fortunately for the government, the economy in 1978 
was still in the very early stages o f recovery, and the shorter maturity and 
improved terms seemed sufficient to  cause banks and other financial 
institutions to  absorb these bonds. Moreover, an active public campaign 
to  sell the bonds to  private individuals was also waged with moderate 
success.62

However, this meant that the bonds were still being placed at below- 
equilibrium rates, making it even more difficult to  liberalize the rate 
structure in the future. For if the LDP wished to  protect the interests o f  
the major bond holders (the politically powerful large city banks) and to 
continue to minimize the costs o f  the increasing amount o f bonds to  the 
government, it had an increased incentive to retain the disequilibrium 
policy. The super-easy money policy o f 1978 may not have been totally 
unrelated to  the problems facing the bond market and to  the continued 
issuance o f an increasingly large amount o f  bonds.

So long as the amount o f bonds was limited and the economy remained 
sluggish, this unique modus operandi allowed the M OF to continue to 
preserve the disequilibrium policy, minimizing the cost o f  the government 
bonds. But the total amount o f  bonds was sharply increasing and economic 
conditions in 1978 were showing signs o f improvement. Finally, in 
August, the price o f ten-year bonds fell below the face value, clearly 
indicating that some change must be made in the habit o f  allocating a 
large portion o f  new issues to major banks at the administered rate. By 
fall, it was evident that the outstanding bonds had grown much too large 
to  be conveniendy retired without entailing significant inflationary pres
sure. The amount o f bonds reaching maturity would begin to  increase 
steadily beginning in 1981 and would reach a peak in 1987 (assuming 
that no more short-term bonds were issued during the ensuing years) o f  
¥ 8 .4  trillion, or an equivalent o f  more than $40 billion.63 The M OF 
officials, most familiar with the increasing rigidity o f  the budget, began 
to  vigorously advocate an increased tax, a form o f value added tax, and 
many began to  advocate liberalization—decontrol o f  the money market 
to  dismantle the disequilibrium policy—on grounds that the risk o f
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62. The observations in the preceding paragraphs are based on extensive discussions with Japanese 
bankers, economists, and officials during January and February of 1979.

63. Japan, Ministry of Finance, Koshasai tokeigeppo (MOF Printing Office), various issues; Masataka 
Nakajima, “Gcnkaku na kinri taikei ga konpon genri,” Nihon keizai shimbun, September 19, 1978.

 

 



502 Kozo Tamamura

inflationary pressure would be minimized if  the government bond races 
were subjected to  free market forces and the holders o f  the bonds were 
free to  buy and sell at market-determined rates o f  interest Im portant
reasons advanced for die need for liberalization were that it would enable 
the Bank o f  Japan to  adapt its open-market operation to  the conditions 
o f  the money market; widen the market for government bonds (if interest 
rates and prices were determined by market forces, more would be willing 
to  buy and hold more bonds); and eliminate the risk o f  inflation by not 
forcing the government to  increase the money supply in order to  maintain 
the bond prices.64

Liberalization was not likely to  be carried out, however, because o f 
the M OF’s reluctance to  increase the costs o f  bonds and to  be placed in 
the position o f  forcing the long-term credit banks to  compete in the bond 
market against the government bonds. And liberalization would be 
detrimental to  the interests o f  the largest banks and other financial 
institutions with considerable political power. Furthermore, the sharply 
differing reactions o f  targe and small banks, securities companies, long
term credit banks, and other segments o f  the financial community indicated 
that any attempt to  dismantle the long-practiced policy would not be an 
easy task even for the most determined o f  political leaders.

The M OF’s reluctance to  liberalize is the more entrenched because 
there is no Federal Reserve in Japan with an independent mind o f  its 
own, and a Japanese “Accord o f  1951” is unlikely to  occur. The M OF is 
sensitive to  the wishes o f  the LDP, and the Bank o f  Japan is widely 
regarded as no more than a bureau o f  the MOF.

Even with liberalization, the risk o f  inflation remains extremely high 
if  bonds continue to  be issued. I f  the amount o f  bonds issued continued 
at the 1978 level and the economy continued to  recover, the rare o f 
interest on the bonds in a liberalized market would be pushed upward as 
the demand for funds increased. Newly issued bonds would yield a higher 
interest rare than earlier bonds in order to  be competitive in the money 
market. The major financial institutions holding large amounts o f  older 
bonds would attempt to  monetize them, but buyers would demand lower 
prices for the older bonds. The larger the amount o f  older bonds 
outstanding, the larger would be die rise in the rare o f  interest and the 
fall in the price o f  bonds. This would hold true because most o f  the 
outstanding bonds would be long-term ones held by the relatively small

64. Shaken Torihiki Shingikai Kihon Mondai linfcai, Nvzamtnha kabosi-sbtjo no oriiata m  kamxnt 
hchakasbo, memorandum, October 18, 1977, pp. 21-22.

 



number o f city banks, which in the liberalized money market would no 
longer be in a locked-in position.

The Bank o f Japan would be forced to  buy back the bonds in order 
to  prevent further declines in the price o f older bonds and further increases 
in the interest rate o f  the bonds. The larger the amount o f bonds the 
Bank o f Japan had to  buy back, the higher the risk o f inflation would be.

Policymakers and especially the M OF chose not to  face these trouble
some problems in 1978. The M OF continued to  issue a rapidly increasing 
number o f three- and five-year bonds so that banks would be coaxed into 
buying and holding them. Though this meant readjusting the whole range 
o f  the rate structure, the M OF raised the interest rate for bonds slighdy 
in order to  cope with the decline in the price o f the outstanding bonds.

As debate on the budget for fiscal 1979 began, the new premier 
advocated an inexpensive government, citing the increasing threat o f  
inflation and a need to  curtail the growth o f the government; the M OF 
called for immediate adoption o f a value added tax; and the zaikai, the 
opposition parties, and high-level American visitors demanded, each for 
reasons o f their own, a budget that could stimulate the Japanese economy. 
Many government officials and economists had become more cautious o f 
the continuing deficit spending because o f  the inflationary effects that the 
outstanding bonds were having and because o f  clear indications that the 
economy was recovering. However, the budget that passed the Diet by 
249 to  235 votes was almost 13 percent larger than that o f  the preceding 
year and the dependency ratio—the proportion o f the total expenditures 
to  be financed by deficit—reached 39.6 percent. The social security 
category o f  the budget rose by 12.5 percent, and the various stimulation 
expenditures by 2 0  percent, but the cost o f  the government debt jumped 
by 26.6 percent. The national debt accounted for 10.6 percent o f  the 
total fiscal 1979 budget and was only slighdy smaller than the expenditures 
for education and culture (table 14-5). In 1971, the share o f  debt financing 
in the budget was only 3.35 percent, as against 11.5 percent for education 
and culture . 6 5  A major daily newspaper, questioning the wisdom o f  the 
M OF’s intention to allocate ¥ 1 1 .7 0  trillion o f ten-year and five-year 
bonds to  the major city banks, observed with alarm that “converting at 
200 yen to  the dollar, the U.S. deficit for 1979 is about 12 trillion yen 
and West Germany’s for 1978 was about 3 trillion y en . . . .  Japan’s 15.27 
trillion yen makes her the largest deficit nation in the world . ” 6 6

65. Toyo keizM (January 27, 1979), p. 46.
66. Asabi sbimbun, January 29, 1979.
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T h e  T h rea t o f  Inflation

The pattern o f  deficit financing that was established in the 1970$ 
changed little in its fundamental characteristics even into the 1980s. To 
be sure, the political leaders became seriously concerned with the steadily 
accumulating national debt. I t was this concern that led Prime Minister 
Ohira to  advocate just before the 1980 election an increase in excise taxes 
on consumer goods and impelled Prime Minister Suzuki to  promise in 
1981 that he would propose a budget plan to  end deficit spending within 
four years. But both o f  these expressions o f  good intentions proved not 
only unsuccessful but also politically costly. The voters reacted to  Ohira’s 
prescription for reduction o f  the deficit in no uncertain terms (table 14-3). 
And Suzuki had to  yield the premiership to  Nakasonc principally for 
failing to  be able to  prepare a budget that m ight make at least a “down 
payment” (to  borrow an American president’s expression) toward a 
balanced budget in four years. Learning from these politically costly 
errors, Nakasonc was only willing to  assert that he would attempt, but 
not promise, to  end deficit spending by the end o f  the 1980s.

Nakasone’s promise, more empty than cautious, reflects the political ' 
and economic reality in a Japan that is unlikely to  be able to  reduce deficit 
spending significantly in the near future. While economic performance 
and thus tax revenues arc not likely to  improve appreciably in the coming 
years, the aged and wage earners—tw o o f  the largest voting blocs—can 
hardly be neglected. This means that social security expenditures should 
continue to  rise despite the efforts o f  the LOP and the M OF to  slow the 
rate o f  increase. A principal reason for a steady escalation o f  this expenditure 
has been and will continue to  be a rapid increase in the number o f  persons 
covered by old-age pensions and by two types o f  social security programs 
for the retired. The number that stood at only 2.7 million in 1965 rose 
to  9.5 million in 1977 and will climb to  12.5 million by the end o f  the 
century. Wage earners, as do  their counterparts in other industrialized 
economies, will continue to  demand a larger transfer income in the forms 
o f  higher medical benefits, more generous unemployment compensation, 
and the like, in addition to  reniem ent pensions. They should also 
demonstrate as a group more tolerance for deficit spending and inflation 
in the belief that it would still increase their share o f  income. Also they 
could continue to  call for economic stimulation, even at the cost o f



inflation and its likely regressive effect on income distribution . 6 7  Increas
ingly more concerned about job security, they would be more willing to 
pay the price o f inflation to remain employed.

Neither can the loyal supporters o f  the LDP—farmers and the zaikai— 
be slighted by the budgetmakers. This means that expenditures for 
agriculture could continue to contribute significandy to the deficit. Even 
more important, this means that the zaikafs demands must also be met. 
In both cases, the LDP will be compelled to  proceed cautiously because 
o f  the political cost that could result from appearing too generous to  its 
core supporters. But for the LDP to retain power, it must continue to 
test the limits o f  political tolerance o f the opposition parties to  secure the 
authorizations needed to  benefit farmers and zaikai either direedy or 
indireedy.

The LDP must also continue to  cope with increases in several other 
budget items that will be, for political reasons, no easier to trim. Revenue
sharing programs with local government are virtually impossible to reduce 
because the expenditures for these programs are legally mandated and 
will increase with tax revenues . 6 8  The cost o f  debt will be even more 
burdensome as the deficit accumulates and because liberalization o f the 
capital market continues to reduce the M O F s ability to  control the 
interest rates that must be paid to  bondholders.

All o f  the trends cited above and other demands—including the 
American pressure to boost Japan’s military spending—that have contrib
uted to  the deficit hitherto should continue to  produce significant deficit 
spending. There is no appreciable indication that the trend o f deficit 
spending o f the 1970s is being reversed. Instead one observes that despite 
the best efforts o f  the LDP, the dependency ratio—the proportion o f 
deficit spending to  the total budget—remained around 25 percent during 
the 1980-84 period (table 14-7). As a result, Japan accumulated a total 
national debt o f  ¥ 1 2 2  trillion (approximately $530 billion) or the 
equivalent o f  three times the total government revenues o f 1984. I f  
measured in comparison to  GNP, Japan’s national debt is not much 
smaller than that o f  the United States.

Furthermore, in assessing the risk o f  rapid inflation in coming years,

67. Hiroshi Niida, “Infureishon no saibunpai koka,” Gendai keizai, vol. 26 (Spring 1977), pp. 
6-27.

68. Shigeto Tsuru, ed., Gendai Nihon keizai (Asahi Shimbunsha, 1977), p. 91.
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one must also be mindful o f  recent political developments. In the Diet 
elections o f  December 1983 the LDP lost thirty-six scats and its own 
majority. It was compelled to  form for the first time since 1955 a coalition 
with the New Liberal Club that won eight scats. N o one can be certain 
whether o r not LDP strength will continue to  slip in future elections. 
But political prospects for the LDP will no t encourage it to  reduce the 
deficit measurably, let alone achieve a balanced budget. And in discussing 
the future risks o f  inflation, one must finally note that a resource-poor 
Japan is at constant risk o f  “importing” inflation and that, for a variety 
o f  reasons, Japan is unlikely to  sec in the near future a sharp increase in 
die value o f  the yen—as occurred in  1977 and 1978—such as might 
contribute to  price stability.

In the early 1980s, the LDP government pardy succeeded in slowing 
the growth o f  annual deficit. The rate? o f  increase in social welfare 
expenditures were somewhat moderated. However, because the govern
ment was unable to  enact any significant measures to  increase revenues 
(including a widely discussed but politically costly increase in excise taxes), 
the deficit continued to  mount. At the end o f  1984, die total deficit bonds 
outstanding reached ¥  133 trillion and the proposed 1985 budget included 
debt costs (interest payments for the bonds) in excess o f  ¥  1 0  trillion, a 
sum for the first time exceeding the total proposed expenditures for all 
social welfare programs. The dependency ratio o f  the proposed budget— 
the proportion o f  the total expenditures to  be financed by deficit—stood 
at 22.25 percent, further reducing the likelihood o f  erasing the deficit in 
the 1980s.

Should die economy begin to grow rapidly—say, at a rate over 5 
percent per year—would the risk o f rapid inflation be reduced? M ost who 
are familiar with the political and economic realities o f  Japan, o r for that 
matter o f  the United States and other industrial democracies, feel confident 
in answering this question in the negative. Such a growth rate, especially 
if  sustained, would sharply increase the likelihood o f  “crowding ou t” in 
the capital market. The LDP, o r even a more left-leaning coalition 
government, would be unlikely to possess sufficient political courage to  
resist the demand, likely to  arise from both industry and labor, to  monetize 
the debt—that is, to  adopt an easy-money policy. Recall that in Japan, 
the central bank is far less immune to  political pressure than, for example, 
the Federal Reserve can be. Note also that in a buoyant economy the 
unions will cease to  be docile and wage levels would rise more rapidly. 
And finally one can predict with some confidence that the LD P o r a 
coalition that enjoyed increasing tax revenues would be unsuccessful in



resisting political temptation to  spend even more. In short, whether in a 
sluggish or a vigorous economy, accumulating deficit is like accumulating 
arms. Deficit spending is often declared to  be undertaken for the benefit 
o f  all and to preserve the existing politicoeconomic system. But as more 
deficit is accumulated, cost mounts for all and all must live under an 
increasing threat o f  rapid inflation; it becomes an armament against 
oneself.
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The Tolerance for Inflation

The risk o f  rapid inflation in Japan is neither evidence o f the failure or 
incompetence o f the LDP nor a result o f  inherent weaknesses in Japan’s 
capitalist democracy. The policies adopted by the LDP and the ministries 
which it commanded were policies supported, in the final analysis, by a 
majority o f the voters. The LDP adopted various progrowth policies, 
including the disequilibrium rate structure, to  wage the total war. And 
the rapidly increasing deficit, too, was a result o f  LDP efforts to  respond 
to  political pressures.

The policies that increased and continue to increase the threat o f  rapid 
inflation must be seen as the outcome o f political decisions made by a 
political party whose primary goal is the retention o f  political power. 
That does not absolve the LDP and its ministries o f  policy errors (which 
can, for example, aggravate inflation). But what is a policy error to  an 
economist, having no political constituency to  please, can very well be an 
action that a political party in power chooses as a viable alternative given 
the political and economic pressures it faces.

The problems and malfunctions attributed to the politicoeconomic 
machinery o f  Japan are readily observable, if in different forms and with 
varying consequences, in all other capitalist democracies. In evaluating 
die Japanese machinery, it is therefore useful to  ask whether it worked 
better or worse than that o f  other capitalist democracies. And whether it 
will work better or worse in die future.

I f  better means achieving rapid growth with stable prices relative to 
the performance attained in other capitalist democracies, then Japan’s 
record compares exceedingly well with those o f other industrialized 
economies. For the economic growth Japan has achieved, her inflation 
has been mild. W hether Japan’s politicoeconomic machinery will continue 
to  work better than that o f  other capitalist democracies is a much more 
difficult question. There is litde doubt that the growth rate o f  the Japanese
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economy will remain slow, but it could continue to  be high compared to  
that o f  other industrial nations. Whatever the precise rate o f  inflation may 
be in the coming decades, the factors that contribute most to  the risks o f 
rapid inflation are the weakened political power o f the LDP, various 
legacies o f  the earlier progrowth policies, and the changed realities o f  die 
international polidcal economy.

Japan must cope in the coming decades with an increasing amount o f 
government bonds outstanding; with the intensification o f the politico- 
economic reactions o f trade partners, in the event that the trade surplus 
remains large; with wage pressures on the costs o f  production, which are 
likely to  rise as the economy begins to  grow; with a slowed rate o f 
increase in productivity; with the structural changes required by rising 
resource costs; and with changing patterns o f  domestic and international 
demand. In the political arena the LDP seems likely to retain power, 
either as a weakened majority party as it was until 1982 or as senior 
partner in a coalition as it subsequently became. This will mean increased 
pressure for deficit spending and less ability to  cope with the pressure.

W hether or not Japan performs better than others hinges not on the 
growth rate but on how much higher Japanese inflation is above die 
moderate range, and at what level other nations are able to  control their 
inflation. Japan could be rated as performing better even if her inflation 
rate should reach that o f  most other industrial nations, as long as her 
economy continues to  achieve a higher growth rate than others.

Just as the record o f inflation was an outcome o f the workings o f the 
Japanese political and economic machinery, the risk o f inflation and the 
likelihood o f rapid inflation are products o f Japan’s polity, democractic 
and capitalist. I f  rapid inflation is aa historical situation,” as Goldthorpe 
suggests , 6 9  in Japan it is the result o f  politicoeconomic desires and 
pressures that acted on each other under the rules adopted in the rapid- 
growth decades. The majority continue to  prefer inflation to  changing 
the rules governing the political and economic costs. For the Japanese, 
after a century o f  rapid growth with moderate inflation, tolerance for 
more than moderate inflation is higher than that, for example, o f 
Americans. In Japan, as in other industrial societies, the inflation to  come 
is a price that must continue to  be paid for preserving the politicoeconomic 
system preferred by most.

69. John H. Goldthorpe, “The Current Inflation: Towards a Sociological Account,” in Fred Hirsch 
and John H. Goldthorpe, eds., The Political Economy of Inflation (Harvard University Press, 1978),
p. 216.

 



15
The Italian Inflation

Michele Salvati

Among industrialized market economies Italy had one o f the highest rates 
o f inflation in the 1970s. Until the discipline o f  fixed exchange rates 
ended, its inflation was roughly comparable with that o f  France, West 
Germany, and the United Kingdom, countries that are similar to Italy in 
terms o f  size, trade relations, and social and institutional arrangements. 
The inflationary experiences o f these highly interconnected economies 
from 1967 through 1979 are contrasted in table 15-1. Roughly speaking 
the 1967—72 period was one o f uniformly increasing inflation; 1972-76 
witnessed an inflationary explosion in Italy and the United Kingdom; 
and in 1976-79 the four countries had varying degrees o f success in their 
stabilization policies.

The first period is not the most revealing time span for singling out 
the uniqueness o f  the Italian wage and cost spurt around the turn o f  the 
decade . 1 After 1969, labor costs rose exceptionally quickly, thus placing 
profit margins under a pressure that exploded once the ceiling o f  the fixed 
exchange rate was removed early in 1973. Nevertheless, the different 
national inflationary experiences remained largely uniform until the 1973 
world boom. Thereafter divergence became a major characteristic. It was 
only after 1972 that the Italian (and British) rates o f  inflation shot up 
well above the European average. But this was a novel experience, for 
throughout the 1950s and 1960s the Italian economy demonstrated a 
fairly good record o f  price stability.

Omitting the wage and price boom o f  the early 1960s with which the 
“Italian miracle” ended, the only noticeable inflation between 1956 and

1. For the 1969-74 period, the annual growth o f labor costs per unit o f output for Italy was 12.5 
percent; the United Kingdom, 11.9 percent; West Germany, 8.4 percent; France, 7.4 percent.

509

 



510 Michele Salveai

Table 15-1. Average A nnual Changes in Price and Cast Indicators 
for Four Countries, 1967-79
Percent

Indicator and yean* France Italy
United

Kingdom
West

Germany

Wholesale industrial prices
1967-72 4.5

Average annual change

3.8 6.1 2.5
1972-76 10.3 21.7 18.7 6.7
1976-79 7.7 13.3 14.5 2.8
Consumer prices
1967-72 5.6 3.9 6.5 3.7
1972-76 10.6 15.8 15.9 6.1
1976-79 9.6 15.3 12.6 3.5
Export unit values
1967-72 4.7 3.4 5.9 1.2
1972-76 12.5 22.8 20.5 8.2
1976-79 8.1 14.2 12.7 2.8
Labor costs per unit of output
1967-72 4.0 7.1 7.4 4.7
1972-76 11.9 19,4 17.6 5.5
1976-79 7.8 12.8 11.9 3.3

Exchange rate with reference to U.S. dollar 
1967-72 -4.4

Change over period

6.6 2.4 19.8
1972-76 3.0 -50.3 -27.5 26.3
1976-79 19.1 8.1 30.7 26.7

Sources: Organization for Economic Cooperation and Development» M * m  Ecmomti I tu tkm vn , H vnhem l Sstuirtia, 
1964-73  (Pah»: OECD, 1984); Imanatforal Monetary Fund, iM ttm r im a l  FulmhcimI  StMtvtia, 1983., Italy, National 
Irvtitutc o f Economic and Social Research, R o w ; Bank of Italy, R rftw tr *nntt*if, vahou» issues, 

a. In order to link the average annual change», die final year of each time period B used a» the base year for the neat

1967 (table 15-2) was that o f  consumer prices, due to  both the wage- 
and income-transmission mechanism that Scandinavian economists have 
highlighted and, perhaps, to  special inefficiency in the service and state 
sectors (beyond any lower rate o f  labor productivity owing to  technological 
reasons). Wholesale industrial prices rose very slowly, as did labor costs, 
while the unit value o f  exports—admittedly only a rough indicator o f 
export prices—actually decreased. Between the mid and late 1960s Italy 
ran a sizable surplus on current account coupled with falling export prices. 
Thus, throughout most o f  die 1950s and 1960s, Italy played the same 
role o f  world price moderator commonly attributed to West Germany.

W hat went wrong in the 1970s? A major component o f  the explanation 
lies in international factors—the Johnson boom in the United States, the

 

 

 
  

  
 



Table 15-2. Average Annual Changes in Price and Cost Indicators 
for Four Countries, 1956-67
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Percent

Indicator and years' France Italy
United

Kingdom
West

Germany
Wholesale industrial prices
19S6-61 5.0 -0.3 2.0 0.1
1961-64 2.1 3.6 1.3 1.4
1964-67 1.0 0.7 2.0 1.7
1956—67 3.1 1.1 1.8 1.3
Consumer prices
1956-61 6.1 1.6 2.3 1.8
1961-64 4.3 6.0 3.2 2.7
1964-67 2.6 3.3 3.7 2.8
1956-67 4.6 3.2 2.9 2.3
Export unit values
1956-61 5.8 -1.7 1.5 0.6
1961-64 2.0 1.7 2.0 0.0
1964-67 1.0 -1.3 3.2 0.7
1956-67 3.4 -0.7 2.1 0.4
Labor costs per unit of output 
1956-61 2.8 0.7 2.6 3.4
1961-64 2.8 5.4 0.3 2.5
1964-67 0.7 -2.3 2.9 2.0
1956-67 2.2 1.1 2.0 2.7

S our» : Same u  u b k  IS’ I
l. In order to link the average annual change», the final year in each time period is used as the base year for the n o t 

period.

expansion o f  official and private international liquidity at the turn o f  the 
decade and after, the collapse o f  the Bretton Woods system, die primary- 
products boom o f  1972-73, the fourfold increase in the price o f  oil at 
the end o f  1973. Another part o f  die story can be accounted for only by 
internal factors, and it is on these that this chapter concentrates. Some 
analysts claim that to  focus on domestic determinants is to  deny the role 
o f  the more general and international determinants. “Is it no t stretching 
the imagination too much . . .  to  regard the upsurge o f  inflation after 
1968 as being the outcome o f  some vaguely specified struggle for higher 
shares in national income in such widely differing economics as Britain, 
Japan, New Zealand, Italy, etc . ? ” 2  O n the contrary, it does not require 
much imagination to  exdude social and political factors—“the vaguely

2. lam »  A. Trevithick, Inflation: A  G tuii to the Crisis in Economics (Penguin, 1977), pp. 
102-0Ï.

 

 

 

 

 

 



512 Michele Salvati

specified struggle”—from the causes o f inflation and thus reduce it to  a 
few easily detected ingredients. Indeed, such a view usually reduces the 
inflationary mixture to  a single ingredient, the supply o f money. As a 
reaction against a one-sided cost-push analysis this popular opinion is 
understandable. But there is nothing that makes full recognition o f the 
common international factors theoretically inconsistent with acceptance 
o f the view that social and political forces, varying from country to 
country, are also crucial to  the inflationary process. The variety o f  responses, 
even among industrialized and highly interconnected economies, is just 
as striking as the general intensification o f  the inflationary trend in die 
1970s.

This chapter is almost exclusively concerned with those explanatory 
factors that economic models usually bury in the exogenous variables or 
in the very forms o f the equations. Still, it is not possible to  locate the 
social and political links o f the causal chain without a theory about the 
economic ones, so a rather traditional version o f die Keynesian inflationary 
process is assumed. The flexibility and openness that it allows with respect 
to the “demand for inflation” 3  make it especially suitable as a basis for 
sociological explanation. In particular, it both recognizes the relevance o f 
a wage push and says nothing about it, leaving large scope for specific 
historical analysis. 4

Obviously such a general and powerful paradigm as the monetarist 
one can always be adapted to  account for the demand side o f the 
inflationary process. But the idea that the working o f the labor market 
may lead to a demand for inflation—independent o f  economic policy 
mismanagement or changes in the structure o f the market itself—is 
extraneous to  the monetarist philosophy. I f  this idea were accepted, it 
would imply that an important sector o f  the economy cannot be properly 
understood through a market model. That is precisely what appears to 
be true o f  the Italian wage and conflict explosion after 1970. N o convincing 
explanation can be found if the complex world o f industrial relations must 
rest on the Procrustean bed o f a market model.

3. Robert J. Gordon, “The Demand for and Supply o f Inflation,” Journal o f Law and Economics, vol. 
18 (December 1975), pp. 807-36.

4. Social scientists would object that this statement leaves their disciplines only a residual, noneconomic 
explanatory role. See John H. Goldthorpe, “The Current Inflation: Towards a Sociological Account,” in 
Fred Hirsch and John H. Goldthorpe, cds., The Political Economy of Inflation (Harvard University Press, 
1978)* pp. 186-216.
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The Legacy o f  the Past

The Italian inflation, insofar as it arose from internal conditions, was 
just one o f the consequences o f  a deep-seated social and political crisis 
that had been maturing for a long time and was well advanced in the 
middle o f  the 1960s. Social analysts generally hold that in a democratic 
capitalist polity the state has to balance the two broad imperatives o f a 
political and social consensus (achieved in part through social transfers 
and welfare) and o f  growth (requiring investments and maintaining profits 
and competitiveness) . 5  But periods o f social and economic transformation 
seem also to  require a third imperative, a capacity for adaptation or 
rationalization so that under changing conditions the imperatives o f 
consensus and growth can be progressively reconciled.

The Italian political system did not satisfy this third imperative. That 
is, it failed to  create and sustain a social, economic, and political 
environment that might accommodate changes in the balance o f forces 
between social groups so that consensus and growth could continue to 
be fostered simultaneously.

The Strategy o f the 1950s

From the viewpoint o f  both growth and consensus the strategy o f the 
1950s and early 1960s was a political masterpiece. In a country in which 
peasants and traditional middle classes had exerted major influence and 
in which a Catholic culture still played a large role even in urban, industrial 
areas, a conservative and confessional Christian Democratic party was 
able to  confine working-class political forces to  a role o f hopeless 
opposition. Unions were still weak and split along political lines. Their 
feebleness, along with residual unemployment, effectively moderated wage 
demands and gave management a dominant role in every aspect o f  
industrial relations. To the ideological conservatism and the heavy reliance 
on the Catholic hierarchy o f the late 1940s and early 1950s new instruments 
o f  control were added as die state machine extended its scope. Instead o f 
being dismanded, the nationalized industrial sector grouped under the 
Istituto per la Ricostruzione Industriale, or IR I—largely a legacy o f

5. James O'Connor, The Fiscal Crisis c f the State (St. Martin's, 1973); Ian Gough, “State Expenditure 
in Advanced Capitalism," New Left Review, no. 92 (July-August 1975), pp. 53-92.
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Mussolini's salvage operations in the 1930s—was slowly but continuously 
extended. T o manage special programs for land reform, for combating 
unemployment, for attempting, above all, to  ameliorate the southern 
problem, new state agencies were created that were endowed with relatively 
ample resources and thus offered extensive networks o f  patronage. State 
intervention in the South was a flirty efficient means o f  winning political 
consensus. But it d id  not succeed in stimulating autonomous economic 
development. And when die pools o f unemployed in the N orth began to 
dry up, a large influx o f  young migrant workers from the South postponed 
any labor shortage well into the 1960s.

Italy’s political masterpiece effectively excluded workingdass and left
wing parties from participation in government and unions from partici
pation in industrial relations. A buyer’s labor market meant that the very 
legitimacy o f  the trade unions could be contested in the daily management 
o f  shop-floor relationships. But this extreme conflict between a predom
inantly communist and socialist labor movement and the rest o f  society— 
a “dash between civilizations”—could not last long beyond the early 
1960s.

Just as the cold war heavily influenced the ideological balance o f  Italian 
politics in the 1950s, so did the new détente o f  the 1960s. A t the same 
time, a tight labor market was beginning to  develop in Italy and the 
electoral axis was slowly drifting to  the left. After the victory o f  die 
conservative forces in the 1948 elections, the ideological mobilization and 
electoral support for Christian Democracy and its minor allies slowly 
eroded. Sometime in the late 1950s or early 1960s a choice had to  be 
faced—in which direction to  extend parliamentary support o f  die govern
ment. Moving to  the right was precluded by the extremism o f  the 
Monarchists and Neofascists. The abortive attempts to  build a coalition 
with these forces in 1960 met strong resistance within the Christian 
Democratic party itself, not to  mention its Republican and Social 
Democratic allies, and obviously among the Socialists and Communists 
who protested in the streets. This opposition permitted only extension 
toward the left, which meant splitting the “unnatural” alliance between 
Socialists and Communists, regaining Ncnni’s Socialist party for the 
“democratic camp,” and forming the first Center-Left government under 
Aldo M oro in 1963.

W ith the relaxation o f  ideological tension, the strengthening o f  the 
working class in the labor markets, and the shift to  the left o f  the political 
equilibrium, a crucial element o f  the strategy o f  the 1950$ was crumbling.



Control o f  wage demands and o f  work effort remained a prerequisite for 
achieving growth. But if control by means o f  excluding the Left from 
influence could no longer serve, other sources for seeking wage restraint 
and work discipline had to  be found. Seeking this new legitimation should 
have been the main purpose o f  the Center-Left strategy, if the socioeco
nomic imperatives and especially the rationalization imperative were to 
be met. Such an attempt, however, ran counter to  the basic features o f 
the previous political masterpiece.

During the period in which the organized labor movement had been 
effectively excluded, a fairly simple relationship between private industrial 
interests and the Christian Democratic leadership had grown up. The 
government provided economic assistance to  various sectors when needed 
and assured political stability, favorable labor-market conditions, and 
unrestrained market freedom, while private industry furnished financial 
and electoral support and accepted a substantial public incursion into the 
manufacturing sector. There was no conscious model o f  economic planning 
and growth behind this extension o f  public ownership. The public firms 
fully accepted the choices o f  the market. But one o f  the driving forces 
was that o f  providing the party in office with a source o f  financial power 
and patronage that was independent o f  large industry and private capital. 6  

Extension o f  the state sector aimed less at creating a favorable framework 
for growth than at defending threatened economic activities, even to  die 
point o f  shoring up the state’s corporate organizations. This was also the 
case in the interventions on behalf o f  the two most important segments 
o f  the traditional middle classes—peasants and shopkeepers . 7  Such state 
encouragement, o f  course, could work counter to  economic moderniza
tion, as often did the aid fostered in the South, where public contractors, 
state-subsidized firms, and even welfare recipients proved a burden for 
public finance and economic development . 8

In Italy the priority o f  assuring growth was often overlooked in the 
process o f  preserving consensus. I f  interest-group participation in the
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6. This is oik  o f die most controversial issues in postwar Italy; set Eugenio Scalfari and Giuseppe 
Tunni,Rattapadnm a: stariadeUabotgbaiadistatt) (Milan: FeltrincUi, 1974); GiorgioGalli and Alessandra 
Narnia, / /  capitalitmo assmetoialt (Milan: Sugar Co Edizioni, 1976); Piero Burned, Ritattmoaiu, 
ptamfitMiwtu, m au/parm : U  pelttua teahomos m Italia dal 19*3 at 1955 (Bologna: Il Mulino, 1978); 
Pasquale Sanceno, In t tm tu  n lla  riastnaem , 1943-1953 (Bari: Latcrza, 1977).

7. See Giovanni Mottura and Enrico Puglkse, A ^ n a d tm , auaxqgionu t  mtrtaa del lareet (Bologna: 
It Mulino, 1975).

S. Sec Amaldo Bagnasco, Trt Italie: la preUeatatica Ur finaude della trilupp* italuma (Bologna: II 
Mulino, 1977).
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shaping o f  public policy is not kept within bounds, sooner o r later there 
may be negative repercussions for economic growth. The peasant problem, 
for example, could probably have been solved in a way that would no t 
have produced in the early 1970s a deficit o f  $4 billion in the trade 
balance for agricultural products—not to  speak o f  the massive direct and 
indirect subsidies annually pouted into the agricultural sector. And in 
general the network o f  influence between interest groups and state 
policymakers often just led to  a simple allocation o f  public funds according 
to  short-run pressures, without reference to  long-term planning or 
objectives. As state intervention and state regulation o f  the economy 
grew, the political leadership became less able to  control the large patronage 
network that had emerged. Increasingly the patron-client relationship 
between the political leadership and interest groups resembled a feudal 
exchange among vassals that allowed little service for the sovereign. 
Identification o f  state intervention with rational planning is particularly 
misleading for the Italian case.

The inability o f  Italy’s leaders to establish a hierarchy o f  priorities 
according to  a long-run program that simultaneously seeks to  maximize 
social consensus and industrial growth has deep historic roots. The
country’s industrial interests have never succeeded in rallying a  large 
enough base o f  support to  establish ideological hegemony over the 
conservative side o f  the political spectrum . 9  The state, therefore, has 
always been crucial in mediating industry’s conflict with die nonindustrial 
conservative elites (landowners, die church hierarchy) and providing a 
source o f  legitimacy during die transition to  an industrial society. State 
support for industry and the persistent influence o f  nonindustrial inrerests 
within the political elite are characteristics that Italy shares with other 
latecomers among the industrial nations. W hat distinguishes Italy, though, 
has been the reladve weakness o f  industrial interests in the balance o f 
forces within the conservative camp itself. Thus while conservative lead
ership continued to  prevail, it did not guarantee any priority to  industry.

In the postwar period Christian Democracy thus cannot be considered 
die political arm o f  business interests in the same way that the Japanese 
Liberal Democratic party was. 1 0  Even when the Christian Democratic

9. Gnmpicro Catocri, Sun* datait* iaU’m it i  ad tggi (Milan: FetoineUi, 1975); Giuliano Amato, 
fcMMMM, fditic* t ottMBMM tfl Italia (Bologna: II Mulino. 1976).

10. See Giotgio Galli, U  fo ortuumw m ftrftn r . tw am m ûti r dnmücriitùmi »  /toits (Bologna; H 
M ulino, 1966); Giancarlo Pnwari, ed., Bogboia ouhamalt t  dtsaarnmii a orisoa (Bari: De Donato, 
1976).

 

 

 
 



leadership provided a favorable milieu for private enterprise, as during 
the 1950s, it maintained a distance from industry and a connection with 
other, potentially conflicting interests such as commerce and agriculture, 
which were more influential than in the Japanese case. N or did the 
Christian Democratic regime ever try to  develop a competent bureaucracy 
conversant with the problems o f a complex economy and able to  work 
together with its managerial counterpart in industry . 1 1  Two o f  the legs 
o f  the Japanese tripod therefore were rather shaky in the Italian case.

The Center-Left

The Italian government thus had to  face a balance o f  forces within the 
political elite that other conservative coalitions (for example, in France 
and Japan) managed to  avoid. In Italy it was necessary to  incorporate at 
least part o f  the opposition within the parliamentary majority. The 
ideological distance between government and opposition, the limited 
political concessions and economic resources that conservative forces were 
willing and able to  devote to the reformist incorporation o f  workingclass 
interests, and the objective difficulty o f  some o f the issues to  be tackled, 
especially the southern problem, made these projects especially arduous 
and subject to delay.

Radical political memories take a long time to  decay even when the 
elites o f opposed political parties have opted for reconciliation. Ideology 
is hard to  dismantle, certainly for the Communists, but also for conserva
tives. The political history o f Italy since the beginning o f the Center-Left 
coalition has been full o f  obscure maneuvers on the part o f  the Far Right, 
some even verging on attempted coups d’état. Moreover, any wooing o f 
the political representatives o f the working class requires substantial 
concessions in terms o f social welfare policy o r wage increases. The main 
feature, however, o f  the political masterpiece o f the 1950s, die density o f 
the interests encrusted around the Christian Democrats with the patronage 
system it had developed, did not permit such concessions, even when 
macroeconomic conditions might have allowed, as in the mid-1960s. 
W ithin the political elite there were few men in the early 1960s who 
clearly understood what the stakes o f the Center-Left involved, and what 
might be the consequences o f its failure. Even within industry, recognition 
o f  the need for a social contract had to  wait until Gianni Agnelli o f  Fiat
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11. Sec Sabino Cassese, Questione amministrativa e questione méridionale (Milan: Giuffrè, 1977).
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became president o f  Confindustria—the employers’ peak association— 
long after labor relations had exploded in the early 1970s.12

Late to  recognize the need for a strategy o f consensus toward labor, 
business interests were hardly more successful in dealing with the gov
ernment. The relative distance between private industry and the political 
elite widened during the 1960s. Private capital’s opposition to  the 
emergence o f  the Center-Left was certainly one o f the factors that 
contributed to  the failure o f  a strong version o f that experiment (that is, 
one that really tackled fundamental reform), but this hostility simultane
ously cost industry influence over economic policymaking.

As a program for basic social and economic reform the Center-Left 
remained limited; patronage, interest groups, and bureaucracy handi
capped structural change. Still, as a political solution, this narrow coalition 
worked out quite well during the 1960s. The inclusion o f the Socialist 
party in the government alliance solved the problem arising from the 
leftward shift o f  the electorate. It provided the short-term advantage— 
later a heavy liability—of introducing an element o f  division within the 
labor movement. The wage boom o f  the early 1960s was suffocated by a 
sharp monetary restriction in the winter o f  1963-64. The weakness o f 
the unions, the rise o f productivity and o f unemployment, served to  
moderate wage demands quite effectively until the end o f the decade in 
spite o f  the first impact o f  quasi-full employment. Investment did fall in 
1964 and 1965 and failed to  rally gready afterward; but exports provided 
a sufficient stimulus for growth, although restrictive monetary and fiscal 
policies prevented full recovery o f  employment and capacity utilization 
until the end o f  the 1960s. Since exports led growth and internal demand 
remained under control, no problems arose for the balance o f  payments. 
Large surpluses were earned on current account and only net capital 
outflows equilibrated the total balance o f  payments and impeded reval
uation o f  the lira.

In the long term, this success meant trouble. The enthusiasm for 
economic planning o f the first Center-Left years was rapidly dampened 
by the interests who felt threatened by reformist policies . 1 3  The only 
major reform implemented was the nationalization o f  the electricity- 
producing sector. A stronghold o f  private capital was thus dismantled,

12. See Guido Carti, cd., Sviluppo eamomko e structure finandarie in Italia (Bologna: II Mulino, 
1977).

13. See Giorgio Ruffok), Rapporto sulla programmazione (Bari: Laterza, 1973); Manin Carabba, Un 
ventennio di pngrammazione, 1954-1974 (Bari: Laterza, 1977).

 

 



which meant in fact that the Socialists lent their support for ideological 
reasons to  a policy that ended up giving the Christian Democrats another 
powerful source o f  influence. However, the real reforms needed were not 
carried out. These would have required first and foremost a more balanced 
geographical distribution o f industry in order better to  utilize existing 
fixed social capital (housing, schools) and to  reduce the strains arising 
from internal migration. Insofar as migration was to continue, reforms 
should have included regional planning, urban development, and public 
services (housing, transport, and social services) to  increase the welfare 
o f immigrants and low-income citizens. Finally reform would have entailed 
a strategy o f  attention toward the unions and industrial relations in 
general. Instead, political leaders tended to  content themselves with the 
fact that management had regained the upper hand in labor markets and 
that tranquility had returned to  industrial relations after the disturbances 
o f the early 1960s. But the latter were just a premonition in fact o f  what 
could happen later.

Toward the end o f  the 1960s a few signs began to  reveal that the 
narrow or limited version o f  the Center-Left strategy was not working 
well. Seller’s market conditions were once again established in the industrial 
markets o f  the North. A wave o f high pay setdements at the local level— 
following national wage agreements that were far lower—contributed a 
significant wage drift. The Socialists, dissatisfied with the meager results 
o f  the narrow version o f the Center-Left, continued to press for a more 
active policy o f reform and greater public expenditure. Their participation 
as a junior partner in the political spoils system, moreover, was not 
yielding them significant electoral dividends. The party felt squeezed 
between the Christian Democrats and the Communists, who continued 
to  control the dominant sector o f the labor movement and effectively 
capitalized on the social tensions created by the absence o f an effective 
reformist policy . 1 4

W ith widespread dissatisfaction among the rank-and-file, the political 
divisions among the three large union confederations—Communist, 
Socialist, and Catholic—became less important. The parliamentary debate 
over pension reform in 1968 provoked mobilization o f  all the unions on 
a common platform. And by its very nature the unrest at the plant level,
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14. The Communists’ platform in the 1970s was at least as moderate as the Center-Left program 
that they criticized in the 1960s. The Center-Left success in the 1960s, however, appeared divisive, and 
only its failure and inability to secure wage restraint allowed a possible future governmental role for the 
Communists.
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which had started in 1967 and climaxed in 1969-70, could not be 
channeled and divided along political lines. The local officials o f  the three 
union confederations moved toward a common front and pressed their 
national organizations toward unified policies.

The stage was thus set for much greater trade union influence over the 
formation o f  economic policy. Nevertheless, public policy remained 
predicated on moderate wage demands and on the efficacy o f monetary 
policy in preserving restraint. The political framework, the policy instru
ments, the ideology, and the institutional maturity that would have been 
necessary for any more direct participation o f  the unions in shaping a 
noninflationary incomes policy simply did not exist. After the initial, 
highly ideological discussions o f the early 1960s, the whole issue o f union 
participation in an incomes policy had simply been abandoned (together 
with most discussion o f planning and reforms) since the slack labor market 
itself served to  moderate wage demands. All that existed instead by the 

end o f  the decade was, on one side, the grievances and the radical attitudes 
o f  a segment o f  society long excluded from participation and, on the 
other, a political leadership inadequate to  impose policies for growth that 
might resolve conflicting demands.

T h e M arket A rena at the  H e ig h t o f  Inflation , 1 9 6 9 -7 9

The arena in which firms confront their employees is the central one 
for understanding the exceptional intensity and the timing o f Italian 
inflation. Around the turn o f the 1970s, labor markets and industrial 
relations became the focus for a sharp change, and economic policy— 
indeed government policy as a whole—was unable to deal with the new 
conditions without resorting to inflation.

The “H ot A u tum n” and Its Consequences

The decade from 1969 to 1979 was one o f industrial turbulence. But 
while the labor unrest contributed to  inflation, it did so only through 
certain channels. Wage-wage or Scandinavian inflationary reasons were 
relatively insignificant. The central influence is to  be seen in the general 
wage push, its effects on productivity, and the consequences for profits.

w a g e s : r e l a t i v i t i e s . In an an industrial relations system with cen
tralized, nationwide bargaining, where union federations cover whole

 



economic sectors in industry and in other branches o f  the economy and, 
in turn, are linked to  a powerful central confederation, a solidaristic policy 
is built into the very structure o f  national bargaining. Diffusion o f  inflation 
is easy since all unions try to  extend to  their own activity what has been 
won in other economic sectors.

W ithin industry, unions vigorously pursued such a solidaristic policy 
in the 1970s. Wage and salary increases, and nonwage clauses too, were 
very similar in all collective agreements. Wage differentials between 
industrial sectors, between plants o f  different size, between geographic 
regions, between men and women—all those differentials that seemed to  
violate the “equal pay for equal work” principle o f  solidaristic policy— 
diminished significantly. The trade unions’ conscious emphasis on soli
daristic policy in the two wage rounds o f  1969 and 1973 brought about 
a major narrowing o f  pay differentials even before the onset o f  double
digit inflation . 1 5  After 1973 inflation added its overall leveling effect to  
the whole structure, particularly following the 1975 agreement on wage 
indexation (the scalet mobile) between the employers’ and the unions* 
confederations . 1 6

The reduction o f  intersectoral wage differentials within industry, due 
to  a policy that consciously ignored differences in productivity among 
sectors, probably increased inflation along the lines o f  the Scandinavian 
model. But even the most productive segments o f  the tradable goods 
sector were hit by a wage push that far exceeded productivity increases. 
Whatever the diffusion process within industry might have added to

15. The coefficient o f  variation for wage differentials by sectors fell from 23.6 percent in 1969 to 
19.7 percent in 1973, and for regional differentials fell from 11.8 percent to 105 percent (regional 
“wage cages”—which set minimum wages in seven different regional values—were abolished in a general 
agreement between unions’ and employers’ peak associations early in 1969). The ratio between average 
compensations of women and men went up, in the same period, horn 70.2 percent to 74.3 percent. 
Carlo DclI’Annga, Egntditariano r  nntLuale: Rtvoluziont dti difftrtrainli tttributm ntU'mdustna ttaluuut 
(Milan: Vita c Pens m o, 1976), pp. 51-94.

16. After a transitional period, from January 197S to February 1977, each percentage-point increase 
in the cost-of-living index was to be met by an increase in monthly compensation by a filed sum, equal 
for all wage and salary earners. Lower salaries would increase more than the cost-of-living index and 
higher salaries less, tending to equalize incomes. Among industrially advanced countries, the Italian 
agreement provides an unusually high degree o f  indexation: also its fully automatic nature is rather 
uncommon. See A. Romanis Braun, “Indexation o f Wages and Salaries in Developed Economics,” IMF 
StaffPapers, vol. 23 (March 1976); Isidore Franco Mariant, “Gli aspelti recnici della riforma dell’indermiti 
di contigenza," Rzntgna di itahsticht dd Inrorv, vol. 27 (1975), supplement; Luigi Spaventi, “Salario 
protetto dal mcccanismo di scala mobile a “punto picno,’ ” Gino Faustini, “lndicizzazione dti salari c 
inflazione in Italia,” R. Füosa and I. Visco, “L’unificazione del valoir del punto di contingenta c il grado 
di indicizzazione ddlc retribuzioni,” Franco Modigliani and T. Padoa-Schioppa, “La politica cconomica 
in una economia con salari tndicizzati al 100 o più,” and A. Roncaglia and others, “Commcnti a un 
récente studio di Modigliani c Padoa-Schioppa,” M o n tâ t  t  e ttd ito , vol. 29 (December 1976), vol. 29 
(September 1976), vol. 30 (March 1977), and vol. 31 (March 1978).
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inflation, the common wage push was the principal factor. Industry, 
moreover, was the epicenter o f  the inflationary push and actually produced 
more inflation in relative terms than the sheltered and less productive 
branches o f  the economy. The process o f  diffusion, if anything, slowed 
inflation down in the economy as a whole. In the 1969-76 period, per 
capita monetary income from wages and salaries increased 3.5 times in 
industry as a whole (5.6 million employees in 1976), 3.1 times in the 
private tertiary sector (3.7 million workers), and 1.9 times in the public 
sector (2 . 8  million workers ) . 1 7

The absence o f  independent craft o r local unions removes a major 
institutional impetus for the wage-wage spiral. T o yield a positive response, 
rank-and-file grievances about relativities must either produce a change 
in national union policy on minimum rates o r be satisfied through local 
bargaining. But neither seemed to  serve as a relevant channel for wage- 
wage inflation in Italy. Because o f  its very nature the grievance mechanism 
acts too  ponderously to  intensify wage-wage inflation. National industrial 
unions do not quickly change their minimum rate policy because o f  local 
grievances about relativities unless rank-and-file dissatisfaction threatens 
to  lead to  serious revolt. But this process takes time and cannot spark a 
real mechanism o f  wage-wage inflation. Moreover, Italian unions in the 
1970s, in addition to  solidaristic goals, pursued an explicit egalitarian 
policy by seeking flat pay increases for all workers. And inflation and 
wage indexation strongly reinforced the union policy, producing an 
unprecedented squeeze in the wage differentials established according to  
skills and professional qualifications . 1 8

There is no evidence to  suggest any reaction against such a policy. 
Local bargaining m ight in theory have accommodated an effort to 
reestablish differentials. But although officers and lay workers’ represen
tatives at the local level are more sensitive to  rank-and-file grievances than

17. National accounts data; Italy, Mimstcro d d  Bilan n o  e della Programmazione Economica, 
Rtlazimt g m tr tit  n lU  ritviuànt ta tum k»  del pane, 1971; 1976. Wages and salaries in agriculture (11  
million workers in 1976) were an exception, having increased more than four times. But there was a 
deep structural change, from pan-time to fulltime work, in agriculture, so that it cannot be compared 
with the other sectors, where full-time work is the rule. Likewise, in a few nonindustrial sectors, per 
capita tabor income increased mote than for industry as a whole, the most commonly discussed being 
hanking, where salaries arc abnormally high (in comparison with other sectors and relative to bank 
employees’ salaries in other industrial countries), and the number o f  employees is relatively large (roughly 
300,000).

18. Between 1969 and 1973 the coefficient of variation o f  wage differentials by professional 
qualification (traditionally divided into seven classes by the Ministry o f  Labor) fell from 19.0 percent to 
15.0 percent (13.9 percent in 1974), and the ratio between the average compensation o f  workers and 
employers in industry increased from 53.2 percent to 63.7 percent (69.0 percent in 1974). See DcU’Aringa, 
Egmlituriame, pp. 51-94.

 
 
 
 
 
 
 
 

 
 
 
 



the national leadership, they are also part o f a centralized wage-setting 
mechanism. Thus the pressure to  conform to national guidelines is stronger 
than in more decentralized systems o f  industrial relations, such as the 
British one. At least during the early 1970s, the egalitarian policy o f  the 
unions enjoyed strong rank-and-file support; nor was it resisted by better 
paid workers until large gains had been secured for all. 1 9  Finally, there 
seems to  have been an inverse relationship between the intensity o f  wage 
push at the nationwide bargaining level and the amount o f  wage drift at 
the local level. Certainly between 1969 and 1976 when there was a major 
increase in nationally contracted minimum rates, there was the least margin 
for improvement, and thus scope for regionally induced spirals, at the 
local level. 2 0

The distortion o f  pay and income structures created by the explosion 
o f  wages in industry cannot therefore itself be considered an autonomous 
source o f  the 1970s inflation. But the upheaval o f  relativities contained a 
strong potential for future inflation. In the spring o f  1979 state employees’ 
unions obtained both substantial salary increases and an indexation 
mechanism close to  that for industrial wages. W ithin industry itself, skilled 
workers and employees sought high local bargains, well above the 
relativities set at the national level. Self-employed farmers and retailers 
were relative losers in the inflationary wave, since the slack o f  consumer 
demand prevented greater increases in agricultural prices and retail margins. 
The causal role o f  wage and income relativities, within industry and 
between industry and other branches, seemed to  be changing by the end 
o f  the decade.

w a g e s : t h e  b i g  p u s h . The rates o f  change o f  wages in manufacturing 
(both nationally contracted minimum rates and observed average earnings), 
o f  consumer prices, and o f  the values o f  seasonally adjusted unemployment 
rates in figure 15-1 portray the main ingredients o f a naive Phillips curve. 
The wage profile is dominated by the three large wage rounds o f  1969
70, 1973, and 1976.21 National industrial agreements, if  not postponed

19. See Alessandro Pizjwno, “Political Exchange and Collective Identity in Industrial Conflict,” in 
Colin Crouch and Alessandro Pizzomo, eds., Tbt Resurgence o f Clan Confia in Western Europe since 
1968, vol 2: Comparative Analysts (Holmes & Meier, 197$), pp. 277-98; Ida Regalia, Marino Regina, 
and Emilio Rcyneri, “Labour Conflicts and Industrial Relations in Italy," in ibid., vol. 1 : Notional Studies* 
pp. 101-58. The post-1971 union policy of mqwubmrteniv ttnko (a common pay hierarchy from unskilled 
worker to lower-level management) skillfully mediated between the most egalitarian demands and the 
differentials sought by skilled workers and employees.

20. See Michele Salvati, “Slittamento salariale e sindatato con particoLare riferimento alPindustria 
metalmeccanka, 1954—69," Rasstgn* économie*, vol. 34 (November-December 1970), pp. 1397-1442.

21. The same profile can be detected in strike statistics; hours lost for strikes usually reached a peak 
immediately before the signing o f  die agreement.
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Figure 15-1. Change in Wages, Employment, and Consumer Prices 
in Italy, 1968-78
Percent

Source: Italy» Ministry of Labor» lsdtino Centrale di SttaiOca,

or anticipated, last three years . 1 2  Normally the whole or the largest portion 
o f  the agreed wage increase takes place when the contract is signed. 
Agreements for a large part o f  the industrial work force usually fall due 
around the same time, coinciding with the date o f  contract renewal for 
the larger, stronger, and more militant section o f  the industrial working 
class, the metal and engineering workers. The really large wage gains, 
averaging 17-18 percent, were earned in the first round, between 1970 22

22. F. Modigliani and E. Tatantdli, “F o n t  di n o c n o ,  azione sindacale c la curva di Phillips in 
Italia," M m tta  e ertdito, vol. 29 (June 1976), pp. 165-98, use anticipation or retardation in the renewal 
o f the contract as a measure o f union strength Their reformulation o f  die Phillips curve to fit Italian 
experience takes account o f both institutional aspects o f  the Italian industrial relations system and the 
segmented nature o f Italian labor markets.

 

 
 
 
 



and 1972, when consumer prices were rising at a fairly constant rate o f 
5 percent. Increases were still substantial in the second wage round, but 
they became rather modest thereafter . 2 3

The first wage round is also the one that remains most difficult to  
explain along traditional lines (as a function o f  unemployment and o f 
consumer prices). After the January 1975 agreement between unions* and 
employers’ confederations on full wage indexation, the link between wages 
and prices became institutionally determined. But even before that date 
the influence o f  consumer prices on wages was dearly visible and was 
operating both through the partial indexation system then prevailing and 
through union action.

The difference between the rate o f  change o f  actual and nationally 
contracted wages is a possible measure o f  wage drift. Drift is relevant 
both before and after the 1969-70 wage round and after the 1973 one. 
Before the earlier round, drift was due to  the outburst o f  local bargaining 
which, in a tighter labor market, was extending the modest gains o f  the 
national agreements o f  the mid-1960s. After the 1969-70 round, drift 
arose out o f  the process o f  entrenching the unions at the shop-floor level. 
The favorable economic situation also permitted a significant outburst o f  
local agreements after the 1973 round. From 1975 on, the high wage 
increases at the national level—due to  the 1975 indexation agreement 
and the 1976 wage round—as well as the deteriorating economic situation 
did not leave much room for further drift.

None o f  the variables normally adopted in wage equations can explain 
the movements in Italy. Naive or sophisticated Phillips curves simply do 
not fit die first wage round; equations that introduce some indicator o f 
conflict o r union strength, o r quite simply a dummy, serve better . 2 4  But 
using a dummy amounts to  giving up the task o f  explanation, while 
indicators o f  conflict o r o f  union activity—however sophisticated25—
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23. The yearly rate of growth of real wages (nationally contracted rates deflated by the CPI) was 
10.8 percent between 1969 and 1972, 7.6 percent between 1972 and 1975, and S.2 percent between 
1975 and 1978. In comparison with other countries, die growth o f  real wages in Italy is even more 
striking than the inflation o f  money wages, far exceeding what productivity and terms-of-trade development 
might have sanctioned.

24. See George L. Percy, “Determinants o f  Wage Inflation Around the Workt,” Bnckuyp Papen an 
SianamU Activity, 2:1975, pp. 403-35. (Hereafter BPEA,}

25. See Modigliani and Tanntdli, “Force di mercato”; Paolo Sytas-Labini, “Forme dj metcato, 
sindacati e inflarione," in Rjasegna utmomka, vol 34 (November-December 1970), pp. 1339-94, who 
regresses hours lost for strikes against unemployment; Douglas A. Hibbs, Jr., “Trade Union Power, 
Labor Militancy and Wage Inflation: A Comparative Analysis” (MIT, Center for International Studies, 
April 1977), who telles on indicators of strike frequency and strike volume (workers out multiplied by 
days lost).
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Table 15-3. A nnual Rate o f Change in Labor Costs in Italian Industry, 
1971-79*
Percent

Tear
Value Employ

ment
Produc

tivity
Labor cost 

per employée
Labor cost per 
unit of output

1971 0.7 0.0 0.7 10.9 10.1
1972 4.3 -1.0 5.5 11.3 5.4
1973 10.4 1.5 8.2 21.8 12.1
1974 5.1 2.3 2.7 22.5 19.3
1975 -9.2 0.0 -9,1 22.3 34.6
1976 10.0 -0.1 10.2 23.3 11.9
1977 1.5 -0.1 1.6 21.0 19.1
1978 2.0 -0.3 2.4 13.6 11.0
1979 4.9 0.6 4.3 20.8 15.8

Source; Bank of Italy, R d m b m t mmmtU, 1978, 
t, Excludes construction.

simply suggest that they have something to  do with the increase o f  money 
wages but do not explain why workers suddenly get more militant or 
unions more powerful.

p r o d u c t i v i t y  a n d  u n i t  c o s t s . During the 1970s the Italian econ
omy revealed one o f  the extreme instances o f  the labor productivity cycle 
that came to  prevail in all industrialized countries. Employment remained 
practically constant during recessions and thus labor productivity oscillated 
with output (see table 15-3). Hourly productivity showed the same profile 
although with lesser intensity. Since wages followed a course hardly 
influenced by output and employment, labor costs per unit o f  output 
were also subject to  wild oscillations, opposite in sign to  those o f 
productivity.

Now the way in which labor statistics are collected tends to  exaggerate 
the stickiness o f  employment and hours and, as a consequence, the cyclical 
swings o f  productivity and unit costs. 1 6  Still, there can be little doubt 
that a significant change occurred between the 1960s and the 1970s. 
During the 1964-65 downturn, not only were average hours massively 
reduced, but employment followed suit almost immediately. Although 
hours worked started to  recover at the lower turning point o f  the output 
cycle, employment continued to  decrease for another year. The net 26

26. Employment data art fairly biased toward the large productive units, in which inflexibility is 
strongest. When dualism is a relevant feature o f the industrial structure as in Italy, the swings o f 
employment and hours during the cycle in the small firms sector may be heavily underestimated.

 

  

 

   

 
 



consequence o f  this behavior was that no significant productivity cycle 
appeared.

It is difficult to  explain the difference between the two decades unless 
the changing balance o f  forces in the work place is taken into account. 
Firing became more difficult, and even the extended role o f  the cassa 
mtegrazùme?7 did no t allow firms to adjust hours to  ou tput as much as 
they used to. Further, the greater strength o f  die workers and the unions 
at the work place, besides compelling firms to  stabilize employment during 
the cycle, influenced the average relationship between hours and output, 
tending to  shift productivity downward after 1970. Overtime, internal 
mobility, rates for piecework, die pace and rhythm o f  assembly-line labor, 
and work effort in general became the stakes o f  bargaining in the factory 
and were no longer unilaterally determined. Firms complained bitterly 
over the ensuing loss o f  productivity, and, in fact, the stagnadon o f 
productivity between the end o f  1969 and the second half o f  1971 seems 
difficult to  account for simply in terms o f  short-run economic influences.

T o summarize, labor’s power influences not only wages but productivity. 
In its turn productivity reacts on employment and employment on labor- 
market conditions and, in this way, on one o f  the major prerequisites for 
labor strength. In other words, if short-run productivity is not independent 
o f  the balance o f forces between labor and employers, a strong labor force 
may prevent the weakening o f  the labor market, at least if  the depression 
engineered by macroeconomic policy remains moderate.

p r o f i t s . Profits in industry were squeezed in the 1970s by the inability 
o f  firms fully to  index prices to  unit costs, the low rate o f  capacity 
utilization, and the growing debt burden. The last factor became significant 
after 1973, whereas the importance o f  the first greatly diminished after 
that date, when the lira was allowed to  float . 2 8  17

17. Roughly “wage stabilization fund," partly financed by employers (by levying a small proportion 
o f  the total wage bill) and increasingly by the state. The to m , which roughly pays 90 percent o f  the 
hourly rate o f  wage to workers on short rime, originated as a wartime institution used to stabilize wages 
in factories forced to interrupt production because o f  destruction or raw material shortages. It has been 
extended to apply to employees o f  factories whose production has been interrupted that are unlikely to 
reemploy the same number o f  workers again Practically, the com tn ttgnzim t is a coverall form of 
unemployment subsidy for workers who arc not formally fired because the formal unemployment 
subsidies arc ridiculously k>w.

28. Floating exchange rates, however, arc not a sufficient condition for complete profit margin 
indexation in the short run. If  a deflationary policy is adopted and levels o f  activity are low, the rate o f 
exchange Is usually stabilized or even improves, thus making it difficult to increase prices when the 
manufacturing sector is very sensitive to foreign competition. The rate of exchange does not react 
immediately to comparative unit costs, but to balance-ofpaymcnt deficits and surpluses, and the current 
balance usually improves when the economy is depressed.
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Although it is easy to  distinguish logically between those forces that 
act on the profit margin and those that affect the overall level o f  economic 
activity (with total profits being the product o f  the two), activity and 
margins are hardly independent. The connection is established by the 
behavior o f  short-run labor productivity and by die inability o r unwill
ingness o f  firms to  adjust prices to  short-run variations o f  unit costs . 2 9  

U nit costs rise quickly in a recession, and since firms do not increase 
prices proportionally, they compound the losses o f  reduced margins and 
lower volume. The contrary is true, obviously, when activity increases. 
This means that the amplitude o f  profit swings during the course o f  the 
business cycle is greater than the swings in output o r employment.

Between 1970 and 1972 profits were squeezed both because prices 
could not be raised in proportion to  costs (demand was low and the 
exchange rate was still fixed) and because volume was low. Late in 1972 
the economy recovered sharply and so did productivity. Together with 
the devaluation o f  the lira, the surge in demand allowed a rapid increase 
in prices, and only the very high wage concessions in 1973 prevented the 
profit share from rising more than it did.

The cyclical pattern o f  profit shares is a far more reliable measure than 
is their long-run behavior. The graph o f  total value added in manufacturing 
less labor costs in figure 15-2 indicates that a sharp profit squeeze took 
place with the advent o f  the 1970s, as does the graph o f  the utilization 
o f  productive capacity. N o further fall seems to  have occurred after 1972, 
at least if  factor-cost data are taken into account . 3 0  Given the dependence 
o f  gross profit on overall sales and the size o f  a firm’s labor force, it is no 
surprise that industry has been insistent in its concern about the overall 
level o f  economic activity and the need for labor mobility—the latter a 
euphemism for layoffs and firing. Nor is it surprising that it has demanded 
reduction o f  the interest burden, which in the mid-1970s climbed to 
unusually high proportions o f  gross profits.

As in many continental countries, the dependence on borrowed funds 
is higher in Italy than in economies with a highly developed capital 
market, such as Britain or the United States . 3 1  Indeed dependence on

29. See Kenneth Courts, Wynne Godlcy, and William Nordhaus, Industrial P ncnÿ hi A t  United 
Kingdom (Cambridge University Press, 1978); Italian data arc provided in Paolo Sytos Labini, "Review 
Article: Industrial Poring in the United Kingdom," Cambridge Journal o f Economies, voL 3 (June 1979), 
pp. 1S3-63.

30. When value added Is reckoned at market prices, a further increase in the labor share appears 
after 1973. But this increase has been roughly compensated by the decrease o f  indirect taxes.

31. For a brilliant account of the logic o f  the continental financial system, see Alexandre Lamfalussy, 
Let marctrér financiers en Europe: estai d’tnterprtustum economigtte (Paris: Presses Universitaires dc France, 
1968).
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Figure 15-2. Profit Margins in Italian Industry, 1969-78
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Source: Baflk o f  Italy.
4- TottJ vdur added in manufacturing less labor costs.

credit is greater in Italy than in other European countries and it increased 
in the mid-1960s and the 1970s despite the relatively low investment 
rate . 3 2  When the whole interest-rate structure was pushed up by inflation 
and restrictive monetary policy, firms with very high debt-equity ratios 
and those that had been pursuing ambitious investment targets in the 
boom years 1975-74 found themselves in a critical situation . 3 3  Financial

32. See L  Izzo, "Cause dcU’cvoluzaonc della structura tinan/.iana ddTcconoinia italiana,” in Franco 
Bemabè, ed., Strutturajinanziona r poOtica economics in Italia (Milan: Franco Angeli, 1976); Francesco 
Cesarini, Struttura finanziaria, rtstnna ertetitnio e aBotatimt délit worse in Italia (Bologna: II Mulino, 
1977); Marcello dc Cecco, “Banca tfltalia e 'conquista polioca’ del sistema del ctcdJto," in Giancarlo 
Mazzocchi and others, I I  gmtnto dtmocratito detl’tamomia (Bah: De Donato, 1976).

33. Short term races jumped from S.3 percent in 1973 to 14.4 percent in 1974, teaching 17.25 
percent in 1976. Long term rates and the average actual burden o f  debt (ratio o f  interest payments to 
financial debt) followed the same profile, though with lower intensity: S.7, 11.7, 14.5 percent, and 7.3, 
10.5, and 14.5 percent, respectively; based on data on roughly 800 large firms; AREL, “Secondo 
rappotto sulb ristnitturazione finanziaria” (Rome, June 1978), p. 3. Subsidized long.ferm credit, an 
increasingly important financial source for industry in the late 1960s and early 1970s, has always been 
very cheap (6.5 percent in 1975 and 1976) but was also veiy scarce during the financial crisis of 1974— 
76. Special credit agencies finance themselves by issuing bonds placed on the public sector and, 
increasingly, on commercial banks. When a restrictive monetary policy is in force, the residual willingness 
of the public to hold bonds directly is further reduced, and the ability o f banks to absorb new issues is 
limited by the constraints that ate set on overall credit expansion; a sharper tradeoff is then present 
between the various uses o f  bank credit, leading industry to complain that its demands, both through 
special credit agencies and directly to the commercial banks, are crowded out because o f  the priority 
given to the public sector.
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leverage worked in reverse as the interest rate on borrowed capital 
exceeded the rate o f  profit on total capital. 3 4  I t is easy to  understand why 
profit margins, net o f  interest payment, were generally so low in 1975. 
The sudden increase in the average debt burden had to  be met out o f  
total gross profits which had already been squeezed by the fall in demand 
and the rise o f  direct costs accompanying it . 3 5

The Changing Balance among Unions, Government, and Employers

The Italian wage explosion at the turn  o f  the 1970s was a national 
instance o f  a wider inflationary pattern common to most industrialized 
countries. It was, however, an extreme instance in terms o f  the intensity 
and duration o f  the wage push. Even more, it was distinctive in the way 
it transformed the system o f  industrial relations and some o f  its most 
critical economic outputs, such as productivity and wage differentials. In 
Italy, as in the Federal Republic o f  Germany, France, and other Western 
European countries, the end o f  the 1960s was characterized by full 
employment and a diffuse resentment on the part o f  workers and unions 
who wanted a share o f  the benefits o f  the boom . 3 6  But how did it happen 
that in West Germany and France the wage explosion could be somehow 
kept under control, whereas in Italy it was allowed to  persist and to  
develop much more intensively?

A good part o f  the explanation must be sought in the different economic 
policy, indeed just plain policy, pursued by Italian authorities. Admittedly 
the problem they had to  tackle was different in kind and in intensity from 
the one confronting their foreign counterparts, and it was more difficult 
to  solve in a noninflationary way. In no other industrially advanced

34. See B. Ingrao, “Un’indagine sulla strumira finamiaria dette grandi imprest italiane,” document 
4  (Rome: Centro di Torre Argentina, 1978); M. O oado,“I l  ùstema finamiario e le impreae* (U nntn iU  
di Modena, Istrtuto Economko Azicndalc, 197S); Giorgio Ragazzi, ~ContabiKti ddUnflazicK e 
reddirivitl 'reale' dette imprest italiane,” and Onorato Castellino, “Ancoca sulla reddidviU ‘rcalc’ d d c  
imprest italiane,” Rtttst* M petitia eamtmk a, voi. 66 (December 1976) and vol. 67 (July 1977).

35. This is the final assessment o f  the official JUacwnr m lh  stats drfftiidaitp fa ffafiana (Mintttero 
Industria, Commcrdo e Ardgianato, 1977); it implies that firms follow the kind o f long-run pricing 
policy that ignores increases in costs due to abnormally low levels o f demand.

36. Both monetarists and Keynesians seem to agree that the Johnson boom o f the late 1960s and 
the U.S. balance o f payments deficit are the chief vilains in the inflationary outburst among industriaiy 
advanced countries at the turn of the decade. For a discussion o f  differences in international experience, 
sec Robert J. Gordon, “World Inflation and Monetary Accommodation in Eight Countries,* BPEA, 
2:1977, pp. 409-68; David Soskice, “Strike Waves and Wage Explosions, 1968-1970: An Economic 
Interpretation,” in Crouch and Puzomo, C tm fxm tifi Anafytts, pp. 221-46.

 
 
 
 

 
 

 
 
 
 
 



European country were unions so organizationally weak, nor participation 
limited to  so restricted a stratum o f  politicized and professionally qualified 
workers. Nowhere else was shop-floor bargaining over wage and working 
conditions so removed from actual union practice. Paradoxically these 
relative weaknesses—the limited union coverage o f the labor force and 
the restricted scope o f  local bargaining—were to  become powerful causes 
o f  disequilibrium. And in few other countries were conditions so favorable 
for a radical change. Effective full employment was regained—after the 
deflationary policies o f  the mid-1960s—in the industrial labor markets o f 
northern Italy around the end o f  the decade. This was a common situation 
in Europe. W hat was less common was that full employment was obtained 
through massive internal migration. The harshness o f  working and living 
conditions, the unfamiliarity with industrial discipline that immigrants 
faced, in comparison to  the local labor force, was no greater in northern 
Italy than in other countries that utilized immigrant labor. However, 
citizenship allowed the Italian migrants far greater possibility to  voice the 
resentment arising out o f these conditions . 3 7

A second important difference from other countries arose from the 
distinctive relationship between the unions and the political system. The 
obvious contradiction that had been developing in Italy in the 1960s 
between the practical conduct o f  industrial relations, which relied on 
deflationary discipline and the exclusion o f  unions, and the political role 
that the unions had acquired in the Center-Left coalition did not exist in 
France, where the unions had no direct political sponsor in the dominant 
Gaullist coalition. Neither did it exist in West Germany, where worker 
interests were not only fully represented by the Social Democratic party 
at the governmental level but, by virtue o f  codetermination, enjoyed 
institutional recognition in die system o f  industrial relations.

l a b o r  m a r k e t s . Also, an important structural feature o f  Italian labor 
markets—namely, dualism—contributed to  the tensions in the labor market 
that developed in die late 1960s.38 Regional dualism lay at the origin o f

37. Bruno Trentin, leader o f  the powerful socialist and communist union of metal and engineering 
workers (FIOM), rightly insists on this point in Da ifruttah a prednttm: lone operate e m i uppo capitalisme 
dd m kaoh  eeenemtka alla crin' (Bari; De Donato, 1977), Sec also Alessandro Ptzzomo, “Le due logiche 
ddTazione di riatiie," in Alessandro Pizzomo, ed., Lent opérait e nodaeaeo in Italia: 1968-1972, vol. 6  
(Bologna; II Mulino, 197S).

38. See Michele Salvati, Srilxppo eemomtee, demande di latere t  stn ttun t deU’occupatiemt (Bologna: 
II Mulino, 1976); Massimo Pari, M enme dd  letrem e dam teciali in Italia: Rictrcht suttet cempadziant del 
proletariate (Bologna; II Mulino, 1973); Paolo Leon and Marco Marocchi, eds., SvUnfpe ecememke italiane 
tfitzadapore (Padua: Manilio, 1973).
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the large flows o f  internal migration, which took place in the absence o f  
effective regional development policies, especially under conditions o f  
high activity in the industrial areas. Even when total employment in 
industry was not increasing much, in the mid and late 1960s, firms solved 
many o f  their mobility problems by using migrant workers . 3 9  Throughout 
the 1960s the immigrant work force generally substituted for local labor, 
men replacing women, young workers replacing older ones. Immigrants 
were particularly numerous in the centers o f  rapid employment growth, 
and many new large factories were almost completely staffed with 
immigrant labor. W hether the final net replacement o f  local labor by 
immigrant labor occurred mainly because o f  demand factors o r supply 
factors, 4 0  the fact remains that the restrictions set on eligibility for work 
in the large factories—young, but not too  young, male—made immigration 
an essential source o f  supply. Indeed by the end o f  the 1960s the available 
pool was beginning to  create serious supply problems.

Industrial and organizational dualism is another characteristic o f  Italian 
labor markets. In part it overlaps with regional dualism since small, 
traditional firms and cottage industry arc more widespread in the poorer 
regions. In part, though, what is involved is a Japanese type o f  industrial 
organization that flourishes in the very regions where large firms are 
concentrated, with the small firms linked to  them through subcontracting. 
And partly it is due to  the intensive growth o f  relatively autonomous 
small firms in labor-intensive sectors in a few regions o f  northeastern and 
central Italy . 4 1  These small firms absorb local pools o f  labor, dispropor- 
tionally recruiting very young and old men and women, sometimes linked 
to  their company by time-honored organizational devices such as the 
putting-out system. Labor’s resistance to  geographic mobility, a large 
proportion o f  traditionally weak components o f  the work force, the «m il 
scale o f  plants, and the traditional nature o f  labor organization have always 
kept unionization less developed, wages lower, work conditions poorer, 
and cyclical elasticity o f  employment larger than in bigger firms. The 
labor-cost advantages, coupled with the limited incentive o f  economies 
o f  scale in the small-firm sector, have always guaranteed a surprising 
vitality in such a markedly dualist industrial organization. Indeed, the

39. Employment in industry averaged 5,988,000 in 1963 and about 6  million at die peak o f  the 
boom, and was only slightly higher in 1969 (6,005,000).

40. See Salvati, Svüuffe tamemia.
41. See Bagnasco, TrtlttiU .

 



small-firm sector was actually expanding as unions succeeded in improving 
the conditions for workers in the large firms.42

The attraction for migrant labor o f better wages in northern Europe, 
the extension o f  the old-age pension system, the increase in family income 
in the South due to  various transfer programs, and the rapid increase in 
school participation for the younger age groups, along with the traditional 
dualism, created a tight market for unskilled or semiskilled labor in the 
late 1960s and early 1970s even as pools o f unemployment and under
employment persisted and the labor force participation rate apparendy 
declined.43

By the end o f  the 1960s a young, increasingly nonlocal, unskilled or 
semiskilled labor force had become a central feature o f  employment in 
the large factories o f  the North. The hardship o f their living conditions 
and the unfamiliarity with industrial work hit immigrants with particular 
intensity; however, all workers felt the absence o f  social services and o f  a 
long-range housing policy, and the unchecked managerial control o f 
working conditions. These conditions were perceived as contradicting the 
permissive political climate o f the Center-Left governments. Unions still 
were rather restricted in scope, for the tight labor market o f  the early 
1960s had been too brief, the organizational weakness and the political 
divisions too great, to  effectively extend union participation to  the rapidly 
growing sectors o f unskilled and semiskilled labor.

This meant that a rapidly growing segment o f the labor force, only 
recently formed and with origins largely different from the traditional 
working class, remained largely outside the union movement. This was 
no longer the case in industrially more mature countries where recruitment 
o f  labor for industry was largely completed, where the national work 
force had long since adjusted to  the conditions o f  industrial labor and 
was increasingly moving toward the tertiary sector, and where unions 
had already forged links with all segments o f  the working class. W hat the 
absence o f a traditional union role, coupled with a new, militant work

42. This probably happened both after the wage boom of 1962-64 and after 1969. The problems 
of decentramento produttivo and ristrutturazionc have caused great concern in the unions. See Kassegna 
sindacaU (January-April 1977); Augusto Graziani, cd., Crist e ristrutturazione ndl’camomia italiana 
(Turin: Giulio Einaudi, 1975).

43. The president o f the Central Statistical Office attributed the fall in the participation rate to the 
improvement o f family income. That interpretation provoked an outburst o f research on labor markets 
that revealed the inability o f statistical sources to catch various forms o f employment in the secondary 
labor market in an urban-industrial context.
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force and a seller’s labor market produced was not merely the normal 
pressure for higher wages, but a struggle for a new collective identity.44 
It was this very mobilization that helps explain the qualitative difference 
between the Italian “hot autumn” o f  1969 and similar episodes o f  labor 
unrest and wage explosion around the turn o f  the decade.

t h e  r e s h a p i n g  o f  It a l i a n  u n i o n i s m . The slow growth o f pro
ductivity in the years from 1969 to  1972 was a function both o f the 
intensity o f the labor struggle and o f  the new forms it was assuming, 
especially as control o f  the work process became a central stake for the 
unions. Firms bitterly complained about the heavy losses due to  the cheap 
fortns o f  struggle invented by the workers—sudden, brief, but disruptive 
stoppages in sensitive factory sectors, checkerboard strikes, and the like. 
Nonetheless, the more lasting effects on productivity derived from the 
loss o f management’s unilateral power over the work process. Conflict 
took on an expressive dimension not normally present in the instrumental 
strategy o f  a fully recognized actor in the industrial relations system, and 
control o f  the labor process remained a long-sought demand o f  the 
common workers who were the major participants.

Both features—the militance and the search for control—encouraged 
development o f shop-floor participation. The persistence and strength o f  
local bargaining was a major result. Thousands o f local units sprang up 
during the conflict, which the unions were ready to  see recognized in 
national contracts and which they uneasily but on the whole successfully 
linked to  their federal organizational structure. The continuous shop-floor 
mobilization meant the persistence o f  substantial wage drift, even on top 
o f high national agreements and at a time when firms faced reduced profit 
margins.

Egalitarian demands were another result o f  the conflict. The sharp 
contraction o f wage differentials and the initial absence o f  reaction from 
the relatively advantaged workers were striking, but not surprising in 
light o f  the collective enthusiasm that sparked the search for a new social 
identity. Skilled workers and even white collar employees were deeply 
involved in a social process that was transforming the role o f  labor, and 
in the initial phase they largely endorsed egalitarian wage demands. W ith 
the ebbing o f collective élan, o f  course, more self-interested demands 
began to  move to the forefront.

“Riding the tiger”—the phrase current at the turn o f the 1960s—

44. Pizzomo, “Political Exchange” and “Le due logichc.”

   



catches the imperative o f  control that every organization sought to  impose 
on its members; on the other hand, it obscures the promotional role that 
the unions played both in the early stages and later in extending and 
consolidating the labor protests. After the disappointing wage negotiations 
o f 1966, unions were caught between the dissatisfaction o f  their members 
on one side and the absence o f any political rewards for their moderation 
on the other. This was a period in which the Center-Left government 
lost any reformist initiative, the economy was following its usual export- 
led path o f  growth, large surpluses were being earned on current account, 
and employment in industry still remained much lower than at the end 
o f  1963.

Weak unions normally seek to  strengthen their organization as a major 
objective. At the end o f  the 1960s the disappointing results o f  the Center- 
Left strategy and worker dissatisfaction made the organizational objective 
particularly urgent. In 1968—a crucial year—parliamentary elections 
revealed that the Socialists were the major losers in the stalemate o f  
reform; as a condition for rejoining a Center-Left coalition, they demanded 
the resumption o f reformist initiatives. Economic conditions were good, 
employment increasing, and there were diffuse feelings o f  social dissatis
faction that exploded with the student movement.

For the unions this was a movement o f intense activity, both at the 
national level and on the factory floor. Nationally they were involved in 
two large struggles—one against employers for the abolition o f  regional 
wage cages (stipulating wages according to  cost-of-living differentials), 
and the second on behalf o f  legislation to  increase minimum pensions 
and to  reform welfare. At the local level they were also eager to  exploit 
booming business conditions and massively exercise for the first real 
occasion their rights to  bargain. When the new wage round came at the 
end o f  1969, their internal cohesiveness had improved and new activists 
had been encouraged. The unions also carried the conflict outside their 
traditional strongholds and implanted their organization in factories and 
regions where they had earlier been weak.

This organizational offensive proved to  be incompatible with strong 
control and moderation o f  wage demands. Both in 1969 and in 1973, 
wage demands and, in general, all demands entailing costs for industry 
were set at a very high level when reckoned in real terms (albeit more so 
in 1969 than in 1973, when inflation was already a problem). And both 
in 1969 and in 1973 the margin for maneuver that unions left for 
bargaining at the political level was minimal. The main problem for the
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unions was to  satisfy the demands o f the rank-and-file and local militants. 
They were prepared to  expend all their bargaining force vis-à-vis the 
employers rather than engage in the sort o f  unproductive negotiations in 
the political arena that had frustrated them during 1966-68 and again 
during 1970-72 when they had sought housing, health, education, and 
other reforms without real success. In 1973, moreover, the unions faced 
a ministry—in the centrist Andreotti government—that was hostile and 
weak; they thus had no reasons for moderating demands.

o s c i l l a t i o n s  i n  u n i o n  s t r a t e g y . During their advance after 1968 
the unions engaged increasingly in negotiations with the government over 
issues such as reform o f  the health system, housing, pensions, and social 
services. But the attempt to  bypass the political system through direct 
negotiations between interest groups—albeit major interests who claimed 
a historical right to  represent general constituencies and public concerns— 
encountered reluctance from the very political parties that spoke for the 
labor movement, and finally it broke against the same obstacles that had 
already frustrated these parties . 4 5

The failure o f  a centralized reformist policy, the inability to  replace 
parties as political brokers, and the increasing difficulty after 1973 o f 
winning further advances on wages and working conditions led to  the 
move toward investment control that characterized many industrial 
agreements and local contracts between 1973 and 1976. The unions 
returned to  their traditional field o f negotiations vis-à-vis employers and 
peak associations, but seeking new objectives—recognition o f  the union 
right to  be consulted about investment projects and company policy in 
general. Union power, it was hoped, could be used to  obtain goals, such 
as a territorially more balanced distribution o f  investment, that seemed 
difficult to  achieve through economic policy and centralized negotiations . 4 6

But the nature and scale o f the problems increasingly favored centralized 
bargaining. Little except a rather bland right to  information could be 
obtained in terms o f  investment policy at the local and sectoral level if

45. This was especially true for the 1969 wage round when tension was high not only because of 
industrial strife and the student movement, but also because o f  the extreme Right’s bombing of a Milan 
bank at the Piazza Fontana on December 12, which killed twelve people and aroused strong national 
reaction. The contract was signed on December 21. On Labor Ministry mediation, see Gino Giugni, It 
sindacate fra arnerattt i  r\forme, 1969-1973 (Bari: De Donato, 1973), pp. 19-21, 166—67, Gino Giugni 
and others, Gli arms della eonfimuahsa permanent! (Milan: Franco Angeli, 1976), chap. 5.

46, Beyond die permissive attitude o f  the Ministry o f  Labor during December 1969, the unions 
won a favorable “workers’ statute” the following May that enlarged union rights and allowed judges 
mote power to curb management resistance to labor. See Emanuele Stolli, Da ana parte seta: steria politisa 
delta ttatuto det tarerateri (Milan: Longanesi, 1976).

   

 
 
 
 
 

 
 
 



the firm or sector were plagued by a low degree o f capacity utilization. 
Rather the effort to  preserve employment became the major item on the 
union agenda. And for the general issue o f  employment and the level o f  
the real wage, government policy became the major stake. Thus peak 
associations became the protagonists o f  union policy. N o ambitious effort 
to  replace parliamentary parties as political mediators for general reform 
efforts remained feasible. The major issue had become the basic trade-off 
between the defense o f  jobs on one side, the level o f  the real wage and 
labor mobility on the other.

Political developments were driving in the same direction. The political 
situation was evolving so as to favor involvement o f union leaders in an 
effort at wage restraint. The early 1970s were not yet ripe for a political 
bargain in which long-term advantages for the labor movement, political 
and institutional as well as economic, could be exchanged for wage 
restraint. And the unions, still trying to  consolidate their organization 
among the rank-and-file, were reluctant to  call for moderation. In addition 
the continuing exclusion o f the Communist party—by far the dominant 
political force in the working class and the unions—impeded the process. 
But conditions were changing; the reorganization o f  the unions was near 
completion, the economic situation was deteriorating enough to  render 
dramatically urgent the need to revive the economy under noninfladonary 
conditions, and the Communists were coming closer to  government than 
they had ever been since 1947.

The Socialist party's objections to governing together with the Christian 
Democrats made it impossible to return to the relatively stable formula 
o f  the Center-Left. The Center-Left collapsed in 1972, and a new effort 
in 1974 foundered on the same obstacles that had destroyed the earlier 
one. Under such conditions, especially after the parliamentary elections 
o f 1976, the Communist party demand for participation, voiced since 
1973, came to  be heard with greater receptivity. A byzantine formula 
allowed the party to  become a part o f  the governing majority w ithout 
participating in the cabinet itself. This halfway participation had important 
influences on the behavior o f  the union leadership in 1977-78.

The presence o f  the parties in the government that have the strongest 
ties with the unions is not usually a necessary or a sufficient condition 
for winning union efforts at wage restraint. But certainly it favors such 
efforts. In particular the prize that seemed available for the Communist 
party—its definitive political legitimation—was significant enough to  
justify the costly and unpopular effort o f  an open commitment to  wage
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restraint. W ith the two working-class parties aligned on a similar call for 
moderation, faced with a grave threat o f  unemployment, it is easy to 
understand how the head o f  the major trade union confederation pledged 
a concrete political bargain—wage restraint in return for protecting 
employment and for other institutional and normative advantages. It is 
harder to  determine to  what degree the notable slowdown o f  local 
negotiations after 1976 should be attributed to  this union political design 
or to  the deterioration o f  business conditions. What is certain is that die 
leaders o f  the CGIL (the socialist and communist union confederation) 
did nothing to  exploit favorable conditions at the local level o r in particular 
industrial sectors to  press wage claims more defiantly—and this at the 
cost o f  considerable tension both from their own rank-and-file activists 
and those o f  other unions.

GOVERNMENT and EMPLOYERS. As the unions grew more forceful 
both in the labor market and as allies o f  the Left parties, the employers' 
front grew weaker and the government less capable o f  holding a balance. 
The ultimate reason lay in the discrepancy between the parliamentary 
participation that was conceded the workingclass constituency and the 
wider involvement o f  labor interests that would have been required to 
give the unions a stake in wage restraint.

Government had always played an important mediating role in the 
wage rounds. Major agreements were signed often after tiring sessions 
between union and employer representatives at the Ministry o f  Labor 
with the minister participating. The Budget Ministry, the Bank o f  Italy, 
and other government agencies stood ready to  furnish calculations on the 
inflationary consequences o f  high wage settlements. Still, in contrast with 
the practice in other countries where the authorities pressed for noninfla
tionary settlements, the Italian Ministry o f  Labor in 1969 and 1973 never 
weighed in as an independent third partner. The ministry limited itself 
to  moving the two parties closer toward agreement—playing the role 
more o f  mediator than o f  arbitrator—as if  concerned less with the terms 
o f  agreement than the social tensions present in the absence o f  a pact. 4 7

47. Since the economy was booming and devaluation of die lira was allowing profit margins to rise, 
the resistance o f  private industry to high wage increases was low. The first agreement signed in the cycle 
of negotiations was in the public sector, and public industry was given specific concessions (credits and 
capinl allowances) by the government. The 1973 wage round is typical o f  the additive way o f  solving 
conflicts, through concessions to all the parties involved, without reference to available resources. In the 
1969 wage round, no concession or compensation was given to private industry as a whole. The year 
fofiowing was characterized by restrictive monetary and fiscal policy and by a stable exchange rate; wage 
concessions brought a net loss for industry, attributable to the stronger presence o f  union interests in

  

 
 
 
 
 
 
 



The left-wing pressure within the 1969 government, which led to 
endorsement o f union demands, was an important element in determining 
the state’s role . 4 8  In the 1973 wage round the very weakness o f  the centrist 
Andreotti cabinet produced a similar result, since the government, which 
had previously let the lira float downward and prices rise, could not 
tolerate further social and political conflict. 4 9

The intensity o f the stagflationary crisis that set in after 1973 forced 
the government to move toward the more substantive intervention 
common in other industrial societies. The change, however, was slow and 
hesitant, for the underlying weaknesses remained, indeed were made more 
acute by the Communist party’s demand for government participation. 
The agreement on wage indexation o f  January 1975 represented an issue 
resolved largely between private partners, the employers’ and workers’ 
peak associations. The government did litde to  influence a solution that 
might have massive inflationary consequences. The episode, though, that 
was most revealing o f both the government’s persisting weakness and its 
effort to shape a new interventionist role was the January 26, 1977, 
agreement between unions and Confindustria on the reduction o f  labor 
costs. The government and the political parties pressed these negotiations, 
which the unions felt compelled to accept, to  determine labor’s share o f 
sacrifices that crisis conditions were imposing on all economic classes. 
Labor’s major objective was to preserve the indexation system, then under 
heavy attack. In exchange the unions made concessions on overtime, 
internal mobility, the increase in working days, and other issues. Govern
ment spokesmen felt that these direcdy negotiated concessions were too 
meager and proposed to  transfer some o f  the firms’ social security burden 
to indirect taxes whose resultant increase was not to be included in the 
cost-of-living index used for calculating indexation. N or were firms that 
gave in to  higher wage demands to be allowed the reduction in social 
security contributions. Unions and left-wing parties reacted strongly 
against these latter provisions and managed to  have their provisional 
enactment repealed by parliament. 5 0

O n the part o f  the employers, the 1970s saw a transition by Confin
dustria—belated if repentant—from an attitude o f  hostility and weakness
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the government coalition and the different economic situation. A profit squeeze o f that intensity, however, 
can be obtained only once and could not be repeated in the 1973 wage round.

48. See Bank o f  Italy, ReUtzwne annuaU, 1976, pp. 121-23; C. P. Celia, “L’azionc sindacale nella 
crisi italiana,” Atmali (L. Einaudi Foundation, Turin).

49. Regaglia, Regini, and Reyneri, “Labour Conflicts,” p. 142.
50. See Rassegna smdacaU, nos. 62-63 (September-December 1976), Contrattazione, January 1977.
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vis-à-vis the unions to  an effort to stabilize a new and cosdy code o f 
industrial relations . 5 1  Both attitudes represented a relatively slight resis
tance to  union demands, the first because it was feeble, the second because 
o f the price that finally had to  be paid to  negotiate new rules o f  the game. 
The combined hostility and weakness o f  the employers5 association that 
extended throughout most o f  the 1970s originated in the basic charac
teristics o f Italian capitalism, though in the later years they derived from 
the post-Center-Left relationship between the government, especially its 
Christian Democratic component, and the representatives o f industrial 
capital. Even before the Center-Left, the development o f the public sector 
meant a continuous source o f friction with the government, a friction 
that is absent in other national situations where (as in West Germany or 
Sweden) public intervention in industry is slight, or where (as in Japan 
and France) it is massive but carried on with a greater degree o f  sympathy 
with the objectives o f  private capital. The Center-Left increased the tension 
with its nationalization o f electricity firms, new taxes on dividends, as 
well as the new role that the Socialists played in formulating economic 
policy. Even after the resignation o f  Antonio Giolotti, the Budget Ministry 
and the Planning Office remained in Socialist hands. This had litde effect 
on macroeconomic outcomes but made it difficult for big business to 
exert the influence on government policy that equivalent agencies elsewhere 
facilitate (for instance, the French Commissariat du Plan).

The stance o f  private capitalists toward the Center-Left had ambivalent 
results. Big business constituted one o f the major forces that inhibited 
the reformist thrust, but the employers5 association became so isolated 
from the political trends that it was seldom able to  stand up to the unions. 
The Center-Left was an inevitable transition for Christian Democracy and 
for the democratic development o f the Italian political system. Confin- 
dustria’s opposition, therefore, resulted in a relative loss o f  contact with 
the political world and in growing difficulty in sustaining the network o f 
relationships between big business and government leaders that constituted 
the most effective instrument for promoting an economic policy favorable 
to  industry. Instead, elements o f the governing parties strengthened 
privileged relationships with the state enterprises or established perverse 
relationships with a narrow segment o f big “go-go 55 firms—economically

SI. See Alberto Martinelli, “Borghcsia industriale c potere politico,” in Alberto Martinelli and 
Gianfranco Pasquino, eds., La politica nellltalia che cambia (Milan: Fcltrinelli, 1978); Donato Speroni, 
II romanzo della Confindustria (Milan: Sugar Co, 1975); Scalfari and Turani, Razza padrona.

 
 



important but managerially reckless—that ended in the collapse o f  spec
ulative enterprises in Sardinia and elsewhere . 5 2

The employers5 association and the major private capitalists were slow 
to  understand the error they committed in distancing themselves from 
the political developments o f the Center-Left, and slow to reverse course 
once they did understand. And as often occurs in cases o f  delayed reaction, 
overshooting was hard to  avoid. Few industrial associations among the 
advanced capitalist governments would have conceded such a favorable 
agreement for the unions as the scala mobile o f  January 1975 and few 
governments would have ratified it.
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The State A rena

Insofar as government accommodates inflation, it is illuminating to 
analyze the state in ways parallel to those used in examining the market. 
As the levier o f  taxes and the agency responsible for the major goals o f  
social cohesion and harmony, the state faces different groups o f citizens, 
who try to  resist its authority, shift tax burdens among themselves, and 
win more public resources than their rivals. During the 1970s the state 
arena, where public resources are collected and distributed, grew enor
mously; the rules according to  which collection and distribution take 
place became less transparent and less accepted; and the intensity and 
results o f  the conflict over public resources became vital for the manage
ment o f  the economy. Moreover, the same interest groups and classes 
contesting in the market arena were present in the state arena where they 
continued their confrontation with the weapons and procedures appro
priate to  politics.

In the state arena, as in the market and for many o f the same reasons, 
the 1970s were characterized by a break in the old rules and by a collapse 
o f  authority. In the market, however, the confrontation is more direct 
and the trade-offs clearer; the product is more measurable in terms o f 
physical output, and inflation sets in almost direcdy if  m onetary dem ands 
are too strong—indeed inflation is the expression o f  those demands. In 
the state arena no well-defined limit can be set on the expansion o f output, 
and no general, immediately visible connections can be established between 
growth o f  state expenditure and inflation. O n the other hand, state 
resources are placed direcdy in the hands o f  the political elite, and

52. See Scalfari and Turani, Razza padrona; Galli and Nannei, Il capitalisme assisUnziale.
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distribution is sensitive to  changes in the political balance o f  forces. W hen 
inflationary pressure derives not only from the shift from a buyer's to  a 
seller’s market, but is accompanied by a shift in the political equilibrium 
that tends to  work in the same direction, the political elite cannot use 
state power for compensating and stabilizing the thrust deriving from the 
market. Instead it becomes one o f  the protagonists in the development 
o f  inflation.

N o attempt is made here to  assess whether and how much the growth 
and structure o f  state expenditure and receipts and the amount and 
financing o f  public sector deficits contributed to  the Italian inflation o f 
the 1970s. The purpose o f  this section is rather to  provide some evidence 
that in this period the state arena was in a condition o f  turbulence that 
paralleled that o f  the market and to  show how the government lost its 
grip on the main magnitudes o f  die budget.

The Failures o f Taxation

Public expenditure as a proportion o f  gross domestic product had 
remained fairly stable around 35 percent during the late 1960s. But in 
three years, betw een 1970 and 1973, it jumped 4  points (table 15-4), or 
6  points in die more relevant, enlarged accounts . 5 3  This was an exceptional 
occurrence among market economies; in the Federal Republic o f  Germany, 
one o f  the countries in which public expenditure increased most during 
the early 1970s, the share o f  public expenditure grew in the same period 
only 2.8 percent. Italian growth from 1974 through 1976 was again very 
rapid, though not exceptional. In 1975, the severest recession year since 
the war, public expenditure grew rapidly everywhere because o f  the fall 
in national income and the deliberate public policies called upon to  reflate.

A second exceptional feature o f  the Italian experience was the slow 
growth o f  government income. Receipts remained practically stable until 
1973 as a share o f  GDP and started to  grow only afterward, especially 
after 1974. Almost everywhere else (save the United Kingdom) receipts

53. The corrected—actually always enlarged—version o f  public expenditure (and o f  public borrowing) 
includes the accounts of agencies for which the state bean a final financial responsibility that u e  excluded 
in the usual accounting conventions—for example, hospitals and public utilities. Insofar as receipts b u n  
these activities do not cover costs and deficits are finally financed by the state, them is a politically 
determined transfer o f  resources to the users o f  the services they provide. See Franco Reviglio, Spa* 
pubbüca t  aagnaùoHt itW u tmemta M im a  (Bologna: H Mulino, 1977), and “Spcsa pubblka c sviluppo 
negli anni ’80," Nate tamamkbt, special issue {November-December 1982). The corrected figuiea for 
1970,1973, and 1975, respectively, ate 37.9, 43.6, and 50.3 percent for expenditure and -4 .9 , -9 ,2 , 
and -  16.7 percent for net borrowing.
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Table 15-4. Annual Expenditure, Receipts, and N et Lending o f National 
Government in Four Countries, 1970-79 
Percent of GDP

Country and 
category 1970 1973 Î97S 1979

Franc*
Expenditure* 38.6 38.2 43.1 45.2
Receipts 40.0 38.6 40.3 43.7
Net saving 4.3 3.8 1.1 1.4
Net lending 0.9 0.9 -2.2 -0.6
Italy
Expenditure* 33.3 37.2 41.9 44.2
Receipts 30.4 30.5 31.6 35.7
Net saving 0.2 -3.9 -7.1 -5.3
Net lending -3.5 -7.0 -11.7 -9,4
United Kingdom 
Expenditure* 38.0 39.6 45.8 42.7
Receipts 40.7 36.4 40.6 39.0
Net saving 7.5 1.8 -0.4 -1.1
Net lending 2.5 -3.5 -4.9 -3.2
West Germany 
Expenditure* 36.1 38.9 45.5 44.6
Receipts 37. S 41.2 40.8 42.9
Net saving 5,9 61 -0,8 20
Net lending 0.3 1.2 -S.8 -2.9

Source: OECD, N m im n i A u o tm a  o f  OECD  Cshwto, I963-S0, voj. I  (Paru: OECD, 1982).
». Current disbursements plus gross capital fonnabon and other disbursements on capital account.-

grew in proportion with expenditure, at least with current expenditure, 
save in the slump year o f  1975. Under normal economic conditions, even 
without a boom, current receipts cover current disbursement and leave a 
margin for public savings. Italian state deficits, chi the other hand, did 
not arise merely from cyclical vagaries; instead, there was a deeper 
imbalance that emerged at the beginning o f  the 1970s.

The result was disproportionate public dissaving. Current disburse
ments exceeded current receipts; negative savings appeared as early as 
1971 and grew without interruption thereafter—a development that 
occurred in no other OECD  country. This meant further an unusually 
high Italian level o f  current borrowing. The proportion o f  net borrowing 
for the enlarged public sector had reached 16.7 percent o f  GDP in 1975 
(representing a deficit o f  about 35 percent o f  the state budget), a figure 
that Italy had not even reached during wartime, and commentators 
suggested that the country had lost the third world war. Financial needs
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this massive can be met only by creating money o r crowding out private 
borrowing. There is no need, therefore, to  seek ideological motives to  
understand private industry’s campaign against state expenditure and state 
deficits.

Along with Ireland, Italy had the lowest yield o f taxes plus social 
insurance contributions as a share o f GDP in the European Community. 
That was certainly too low with respect to  state expenditure, which was 
roughly in line with the European average. Along with France, Italy also 
had the lowest yield o f  direct taxes in the Community (although by the 
late 1970s and early 1980s fiscal drag would alter the situation dramati
cally). Indirect taxes and social insurance contributions accounted for a 
disproportionate share o f  tax revenue. Since the former was not grossly 
out o f  line with the European average, it was the share o f  the latter that 
was excessive. 5 4  Furthermore, administrative inefficiency and a more 
fragmented productive structure seem to  have produced greater tax evasion 
in Italy than elsewhere in the Community.

There were changing political reasons, too, for national tax difficulties. 
The difficult and unstable political conditions o f  the early 1970s further 
impaired the already meager fiscal authority o f  the state. In those years 
in particular, the growing influence o f  the Left and elaboration o f  the tax 
reform bill made fiscal maneuvering an especially delicate issue. Revising 
the Italian tax structure required a direct confrontation with powerful 
and highly organized interest groups (with the unions in the case o f 
indirect taxes on consumer goods, and with the business association in 
the case o f  social security contributions). But precisely in that period the 
authority o f  government was declining vis-à-vis the interest groups.

W hat is more, a tax yield that is disproportionately dependent on 
indirect excises and social insurance contributions cannot be increased 
without provoking higher inflationary pressures than would a structure 
in which direct taxes have a greater weight, for indirect taxes are more

54. See Antonio redone, Evajori e tartassati (Bologna: 11 Mulino, 1979); F. Cavazzuri, It modo della 
finania pubbtka (Milan: FettnncUi, 1978), from which the following data arc drawn. In 1975, indirect 
tales plus social security contributions due from employers were 69.0 percent o f  total fiscal revenue in 
Italy, whereas they were 51.0 percent in West Germany, 45.9 percent in the United Kingdom, and 44.0 
percent in the United States (in 1974). Direct taxes in 1975 amounted to only 23.9 percent o f  revenue 
in Italy, by far the lowest share among industrially advanced countries. As a percent o f  total tax receipts, 
the yield o f  indirect taxes (31.7 percent) was roughly in line with the European average in 1975 (35.8 
percent in the United Kingdom, 32.5 percent in West Germany, 28.6 percent in Sweden, 29.5 percent 
in Belgium). It was the yield o f  social security contributions (44.4 percent) in 1975 that was completely 
out of line (35.7 percent in West Germany, which was already exceptionally high in comparison with 
the European average). A detailed comparative analysis extending to 1983 is contained in P. A. Vagliasindi 
“LiveIk) ed evoluzkme délie entrait e spesc lorrcno della P. A.," in Isrituro di Economia e Finania, 
University o f  Rome, Studi di finataa pubbhea, vol. 7 (Rome: lacclli, 1984).

 
 
 
 
 
 
 
 
 
 
 
 



readily displaced into price increases. Although fiscal reform was near 
completion at the beginning o f the 1970s, the fear o f  adding a further 
inflationary push in already inflationary conditions helped to inhibit 
increases in social insurance levies, indirect excises, and public utility rates.

The change from one tax structure to  another came at a moment when 
the bureaucracy was already in disarray owing to  a particularly disruptive 
strike and an ill-conceived law that encouraged early retirement o f  the 
most experienced officials. Continuing changes in fiscal laws and regula
tions, even after the initial years o f reform in 1973 and 1974, kept yields 
below their potential level. 5 5  Nevertheless, tax yields started to rise 
vigorously in 1975, especially because o f the heavy increase in direct taxes. 
Whether returns would continue to  increase remained questionable, 
however. Because o f tax evasion among small firms and independent 
entrepreneurs, the burden o f direct taxation fell disproportionately on 
wage and salary earners, while inflation had moved taxpayers out o f  rather 
mild rates into more burdensome ones. Italy thus entered prematurely 
the political situation familiar in Britain and the Nordic countries (where 
direct tax receipts, however, had reached far higher levels). Workers and 
salaried employees were beginning to react against direct taxation and the 
unions were starting to  bargain for wage increases and reduction o f  taxes. 
In short the postreform fiscal structure generated its own inflationary 
pressures.

The Nature o f Public Expenditures

Spending on the traditional functions o f the state, the last five categories 
in table 15-5, hardly kept pace with the nominal growth o f GDP. The 
increase in the share o f public expenditure in GDP is almost completely 
explained by the first four categories, and since the fourth (interest charges) 
is a consequence o f the past debt, o f  the increase in interest rates, and o f 
the new net borrowing, most o f  the increase arises from three items: 
pensions, health, and transfers to  firms. The first two are straightforward, 
functional categories, the third a catchall for almost every new state 
objective—from regional policy to  employment policy, from industrial 
policy to  subvention o f  publicly provided services.

P E N S IO N S  A N D  H E A L T H : E X PA N S IO N  W IT H O U T  R E F O R M . Over 60 
percent o f  the rise in the share o f  the public sector’s expenditure occurred 
in the pensions and health categories, two areas o f  public expenditure

55. See Pedone, Evasori, chap. 4; “È failita la riforma tributaria?” proceedings o f a conference held 
in Pavia, October 27-28, 1978.
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Table 15-5. Distribution o f Publie Expenditure in Italy, by Category, 1970 
and 1975
Percent

Expenditure category

Shore o f toted puhiic 
expenditure Omtriimtim to inertost in 

expenditure m  o short of 
GDP, 1970-7S1970 1975

Pensions and family allowances 24.1 26.3 3.3
Health 12.6 15.5 2.6
Transfers to  firms 12.6 13.9 1.8
Interest on  public debt 4.9 7.0 1.5

Subtotal 54.2 62.7 9.2
Education and culture 14.0 11.9 0.3
Defense 6.3 4.2 * 0 .4
Public security 2.7 2.0 0.0
Justice 0.8 0.8 0.0
Unclassified1 22.0 18.4 0.4

Total 100.0 100.0 9.5

Sower: Fr»co Revigbo, Sftsm fmbUitm t rtqpmn imr drfPra mâmim cs/inm (Bologna: II Mulino, 1977), tabk 39,
p. 118.

». Mainly central and beat government adminimatkn.

that differ profoundly in institutional character and in the structure o f  
interests and o f  groups involved in them. Beyond the common resistance 
o f  both the pension and health bureaucracies to  change, pensions involve 
a pure distributive problem. Pensions are given in money, and the question 
is simply who pays (and how much) and who receives (and how much). 
The health system provides services and involves the question o f  the 
interests and attitudes o f  the doctors who provide those services. Both 
areas, however, were inflation-prone. Demands for higher and more 
equitable pensions and for better health services became very strong in 
the late 1960s. Projects o f  reform had long been discussed in both fields, 
and failure to  implement them was responsible for a good share o f  the 
Socialists’ dissatisfaction with the meager results o f  their participation in 
the first phase o f  the Center-Left experiment. The rapid increase in public 
expenditure in the early 1970s can be explained in large part by the Left’s 
pressure for a more activist government attitude . 5 6

Simultaneously, public health care systems faced a cost explosion all 
around the world, for many o f  the same, deep-rooted reasons—the limited 
scope for cost-reducing technical progress, the difficulty o f  distinguishing 
between essential and nonessential services, and the problem o f  the doctors

56. Alberto Predieri, cd., / /  portamento m i mtema politico ita idm  (Milan: Comunkà, 1975).

 

 
 
 



with their ambiguous intermediary position, since they both help to  create 
demand and satisfy it . 5 7  The number o f  doctors per capita, the frequency 
o f  visits and prescriptions, die consumption o f  drugs in Italy were all 
among the highest in the world; yet according to  indexes o f  public 
satisfaction and to  more objective indicators, Italy’s health care was among 
die poorest in the industrialized countries. There was agreement among 
most parties on the corrective measures needed, including a nationalized 
public health system to  replace the fragmented system o f  private insurance, 
with the final financial responsibility lying with the state; much stronger 
control over doctors’ prescriptions and visits (and incomes); and limitation 
o f  public funding to  the "really useful” core needs. Doctors, with the best 
o f  both worlds, strongly resisted a reform o f  this kind. They were free to 
exploit the private segment o f  the market (which is always vital because 
o f  the poor quality o f  the public one) and they could increase die public 
segment as they liked, since, at zero price, consumer demand is practically 
inexhaustible. Compensation per visit was low, but the time and effort 
devoted to  patient visits were also minor, and a high revenue resulted 
from multiplying their number . 5 8

The activist attitude o f  the late 1960s did not tackle these basic 
problems. The hospital reform law, or Mariotti law as it was known for 
the Socialist minister o f  health, simply tackled a partial problem, and in 
such a way as to  unleash a very fast increase in costs . 5 9  Undoubtedly, the 
hospital administrative structure had to  be changed. As o f  1968, hospitals 
were still mainly organized as charities; doctors’ compensation, except for 
department heads, was ridiculously low, and nonmcdical personnel were 
insufficient and badly paid. The M ariotti law made hospitals public bodies,

57. See David Alan Ehrlich, The Health Care Corf Expiation: Wbidj Way Now? (Bern Elam Huber. 
1975).

58. The relatively favorable economic situation o f  Italian doctorc (both in international comparison 
and in relation to other professions at home) led to an overcrowded profession. And their number was 
increasing rapidly since there were no admission examinations and no nttmtnu daunts in the facutbes o f 
medicine.

59. The Mariotti law was not only an additive response to interest-group demands, but it was an 
example o f  the Italian tendency to decentralise decisions without assigning financial responsibility. Hence 
die financial crisis o f local administrations (in comparison with Naples o r Rome. New Yotfc is an example 
o f  sound finance). See Piero H in d , *U finanzumento della spesa degli end locali,’  in Emilio GereHi and 
Franco Reviglio, Per am* petitiea M l* tptt* putUita m  Italia (Milan: Franco Angdi, 1978), pp. 131
52; lor later developments, see F. Cavazzub and S. Giannini, La rifiumu maltta (Bologna; H Mulino, 
1983). But hospitals accounted only for roughly two-fifths o f  the increase in public expenditure for 
health between 1970 and 1975; even more important was the increase in expenditure due to  private 
visits and prescriptions. After 1975 the growth o f  expenditure for hospitals was rather brutally choked 
(see Antonio Brenna, IJ tale—2 1 an  (Milan), October 15, 1978), whereas the expenditure for visits and 
prescriptions continued to increase. See Antonio Brenna, “La spesa per la sanità,” in GcreOi and Reviglio, 
Per tout peUtito, pp. 85-107.
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with their administrative councils elected by local public administrations. 
Staff increased very fast and, because o f  union pressure, wages also rose. 
No limit, however, was put on  expenses; hospital administrative councils 
determined day rates each year simply by estimating total costs and 
dividing by the estimated total number o f  patient-days, then passed the 
costs on to  insurance funds and finally to  the state.

In this way everybody ended up happy. The government and its political 
parties could show just before the elections that they had completed a 
long-awaited reform. The unions won more jobs and higher wages for 
nonmedical personnel. Local political elites o f  every party gained another 
large source o f  patronage and power. And doctors—especially young 
doctors—were given well-paid and interesting work (private practice is 
rather discredited in Italy). The only minor drawback o f  die reform was 
that hospital costs trebled in five years.

Pension reform worked in much the same way. Extensive plans for 
reorganization had long been available. 6 0  The most important change in 
the 1970$ was extension o f  the public pension system to  peasants, retailers, 
and artisans, which was typical o f  the political orientation o f  the dominant 
elite. Moreover, for all self-employed workers, in contrast to  wage earners, 
contributions were set at a nominal level, so that the state really paid 
these pensions. Furthermore, the very costly and peculiar Italian disability 
insurance allowed pensions out o f  all proportion to  prior contributions 
and imposed only very loose medical controls on the loss o f  working 
capacity. By the 1960s, disability pensions had become a form o f  
generalized family income support, which was particularly widespread in 
the southern regions and often had little to  do with any real loss o f  
working capacity. On the whole, the pension system o f  the 1950s and 
1960s worked as a mechanism o f  transfer o f  payments from the general 
taxpayer to  die “traditional” lower middle class and from N orth to  South . 6 1

The activist phase o f  government and the deep involvement o f  the 
unions led to  introduction o f  a minimal social pension for all old people,

60. A  reform prefect, Rijbnm* M U  prendenzM jn a fr , presented b y  a parliamentary commission 
(chaired b y  M. A. Coppini) and accepted by die National Council oo Economy and Labor (CNEL), 
proposed a tax-financed, common pension system plus a few large, contributions-bascd, m ii[ilim m m y 
systems; Oaerwaiam rprvpcsu ndU p trU a a t tootle (1962).

61. See Onoraco CasteMino, n  Ulriritu MU pensant (Bofogna; B Mufino, 1976); G. Morcaldo, 
“Analisi della struttura d b  trartameoti penaionishd e della sua evohmone," in CmrsilM* s i b  r ia n t  
eanamiet, no. 7 (Rome: Bank o f  Italy, 1977); Onorato CasteJhnn, “La spesa per le penztom,’’ in Gerelli 
and Reviglio, Per m a  peUtica, pp. 183-201. The difference between benefits and conctibunons (hence, 
the transfer from general funds) was L447 billion in 1976 in the case o f dependent workers, whereas h  
was L2.26 trillion (roughly l.S percent o f  GDP) for die traditional lower middle classes (peasants, 
artisans, retailers).

 
 
 

 
 
 
 
 
 



an increase in the level o f  pensions for salary and wage earners,62 and 
indexation o f  pensions in general.*3 The outcome was an increase in the 
total number o f  pension recipients from roughly 11.5 million in 1969 to 
15.5 million in 1976, a growth o f  2.5 times o f  the average amount paid, 
and a price elasticity due to  indexation that was close to  one for most 
pensions and greater than one for a fraction o f  them. M ost pensions 
continued to  be inadequate, but the increase in public expenditure for 
this purpose and the deficits o f  the pension funds were impressive. The 
striking thing in international comparisons is Italy’s inability to  increase 
contributions o r other taxes in proportion to  its expenditures on pensions, 
and the favorable treatment given the self-employed. Both the Socialists 
within the government and die unions outside failed to  face the need for 
a reform in the structure o f  the system64 and in the distribution o f  the 
new pension burdens. The urgency o f  winning quick and tangible results 
for their constituencies produced at the end a typical bargain in which 
left-wing forces defended the interests o f wage earners and the Christian 
Democrats the interests o f  the traditional lower middle class. Since nobody 
wanted to  antagonize anybody, significant concessions were made to  all 
the interest groups concerned, and few legislators gave thought to  the 
long-run financial consequences o f  the legislation.

TRANSFERS TO FIRMS OR SUBSIDIES TO CONSUMPTION? I t might 
appear that a policy o f  major state investment lay behind the increase o f  
state transfers to  firms from roughly L2 trillion in 1970 to  over L7.5 
trillion in 1975.65 But such a conclusion would be misleading. The pursuit 
o f  growth in a proper sense justifies only a fraction o f  this expenditure. 
In fact, the difficulties o f  resisting interest-group demands were compelling 
the political elite to  shorten its horizons. Direct state investments, for 
instance, already low on an international scale in 1970, remained roughly 
constant as a percentage o f  GDP through 1975.

62. Pensions were linked to the pay o f the last years o f  work, which is normally greater than the 
average pay a worker receives in his lifetime. Such a rule tends to favor nonmanual workers, whose 
incomes continue to grow during their working lives.

63. Social pensions and pensions of independent workers w o e  fully indexed to the cost of living. 
The indexing system applied to the lower range of workers in the firm sector implied a price elasbdty 
roughly equal to unity; the system for those in the upper range, linked to the progression o f  minimum 
wages, implied a price elasodry greater than one in the immediate future. Indexation o f  public employment 
pensions also moved to reach unity at the end o f 1978. Sec Morcaldo, “Analisi

64. Sec Amato, Ecmomia, p. 168.
65. Antonio di M ap and Francesco M. Frasca, “Spcsa pubblica c produzione per il mercato,” in 

Carti, Snluppe camotma, pp. 345-92, esp. p. 385. The figures are obtained by lumping together all sums 
passed to private, profitmaking firms, from loans to capital subscription. See Giorgio Bros», “I 
trasfèrimcnn allé impresc," in GereDi and Revigbo, Per taw politic#, pp. 153-82.
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Payments to  local public utilities and to  nationalized services accounted 
for roughly half o f  state transfers to  firms in 1975, whereas they were 
slightly more than one-fifth o f  a much lower total in 1970.66 The real 
explosion in state transfers to  firms was in covering the deficits o f  focal 
utilities and nationalized public services such as state railways, public 
motorways, and the National Electricity Board. Local utilities and the 
nationalized services roughly split the funds from this half o f  the transfers 
budget. Subsidies to  the public utilities overwhelmingly serve a con
sumption purpose. I f  half o f  the advantages o f  subsidization o f  nationalized 
services are assumed to  have accrued to  firms, then approximately two- 
fifths o f  what appears to  have been transfers to  firms really entailed public 
consumption.

The roughly three-fifths o f  the ratal that represents a proper transfer 
to  firms comprises a very mixed bundle. From a functional point o f  view 
it includes all kinds o f  disbursements made to  firms for long-run policy 
objectives—basically, for industrial and agricultural policy and for regional 
policy. From the perspective o f  the recipient, the major share w ent to  
state firms and to  a group o f  large private companies—especially in the 
chemical sector—that were disproportionately involved in the state’s 
regional policy and that had developed those feudal bonds o f  give-and- 
take with the political elite.67 Indeed the dominant cause for the increase 
in transfers was the financial crisis into which the traditional group o f  
state and state-assisted firms, and a few new sectors, had plunged. As 
usual, stockholders, managers, and the unions all pleaded fix  state 
assistance, the former to  retain their investments o r  positions, the latter 
to  defend employment; and, as the figures suggest, their demands were 
met. Whether this time-honored intervention o f  the Italian state in the 
private sector (IR I thus originated during the crisis o f  the 1930s) should 
be considered a growth objective is questionable. In  a formal sense, 
perhaps; in this case, however, there was no conscious planning, farsight
edness, o r independent assessment on the part o f  the political elite o f  the 
long-run needs for survival and growth.68

66. See Bros», “I tnsferimenti allé imptese,” p. 159.
67. There is increasing speculation that stare-owned and state-assisted firms did not really aid

industrialization o f  the South but primarily served the interests o f  the political and managerial dite. See 
Scatfari and Tiirani, Rjuxm A. Graziani, “Il mezzogion» ndPcoonomia itahana oggi,* ImMtum
(Septembcr-Ociober 1977).

68. Procurement policy and tax policy in Italy are much less important than in the United Stares. 
The teal industrial complex in Italy is state owned, and company taxation is lower and profits lower than 
in the United States, or in West Germany. Sec P. Bosi, “T he Political Economy o f Profit Taxation in
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Inflation and Short-Run Economic Policy

I f  the conflicts in the market and state arenas are accepted as the source 
o f  the wage and productivity movements, o f  the magnitude and structure 
o f  state expenditures, receipts, and deficits, it is difficult to envisage a 
different pattern o f short-run demand management and monetary policies 
that might have consistendy reduced the rate o f  inflation without also 
handicapping the attainment o f  other economic and noneconomic objec
tives, such as investment, employment, output, and redistribution. The path 
that macroeconomic policy had to tread was a narrow one and unavoidably 
entailed a high dose o f inflation, even had no mistakes been made.

Suppressed Inflation: 1969-72

Nineteen seventy-three marked the watershed o f  the Italian inflationary 
process. Although an acceleration in the relevant price series could be 
detected between 1969 and 1972, it remained moderate and in line with 
what was happening abroad. Certain imbalances had emerged in both the 
state and market arenas, but until 1973 it was the difficulties o f the market 
arena that were really preoccupying.

h o w  t h e  h o t  a u t u m n  w a s  t a c k l e d . Faced with the labor upheaval 
and the crisis o f  industrial relations at the turn o f  the 1970s, the treasury 
and the Bank o f Italy reacted with the nonaccommodating medicine that 
had proved so successful in 1963-64. A restrictive monetary policy 
(though not so sharp as that o f  the winter o f  1963-64) was enacted in 
the second half o f  1969 and lasted through most o f  1970. Just as in 
1964, a deflationary fiscal package was implemented in August 1970. But 
from a strictly economic point o f  view, the underlying situation was 
different. While investments had been growing vigorously in the late 
1960s, no real excess demand was present in 1969-70. The balance o f
payments on current account was largely positive, and the deterioration 
o f the overall balance was due to  differential interest rates and political 
concerns that were provoking massive capital outflows.69 From the

Italy,1* paper prepared for a conference on the Comparative Politics o f Capital Formation, Center for 
European Studies, Cambridge, Massachusetts, February 3 -5 , 1978.

69. Effective measures against capital flight were not taken until 1972; they were reinforced in 1973 
and 1974. The reluctance o f policy authorities to enact regulations stemmed from their doubts about
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viewpoint o f  social and political conditions, the differences between 1970 
and 1964 were even greater. This time a restrictive policy—certainly not 
a rather gentle one—could n o t do the job.

The fear o f  inflation was one o f  the driving forces behind the 
nonaccommodating policies o f  1969-70; documents o f  the time are full 
o f  explicit statements o f  the objective o f  price stability. Price stability was 
not deemed to  be in contradiction with objectives o f  investment and 
employment.* 70 I f  the restrictive measures were successful in moderating 
wage demands and labor turmoil, a vigorous export surge m ight be 
expected as a consequence o f  lower domestic demand. This would have 
produced the usual virtuous circles on which previous booms had been 
based and would have facilitated a long period o f  growing output and 
productivity and thus o f  profit margins (even w ithout price increases).

I f  this was the policymakers’ design, they badly miscalculated the depth 
o f  the changes occurring in the system o f  industrial relations. Moreover, 
timing was unfortunate if  they were banking on an export boom, since 
the policy coincided with the slowdown o f  world trade due to  the cooling 
o ff o f  the American and West German economies.71 The exhaustion o f 
the investment boom in late 1969, the moderate growth o f  exports, the 
countercyclical fiscal package o f  August 1970 confined the economy to a 
low growth path even before the slackening o f  world trade in 1971. 
Industrial production virtually stagnated between the second quarter o f  
1970 and mid*1972—an almost unprecedented experience since postwar

efficacy (admittedly longnm  effectiveness in an open economy may be low, but short-term impact can 
be substantial). But abo the authorities believed that capital mobility is a corollary o f  free trade, and tbe 
way to avoid capital Sight is to preserve the conditions in which capitalists sec no need for it.

70. For the continuing investment objective, see Governor o f  the Bankofltaly, “Final Considerations,* 
R tlaum i awraafr, 1970 and 1971. Governor Guido Carli’s stress on investment was rather exceptional; 
sec G- Nardozzi, “AccumuUziooe di capitale c polities tnonctaria: U punto di vista ddla Banca dTtafia," 
paper presented at the conference Ecmamai t  paülià, 19+5-1978, University o f  Pavia, September 28
30, 1978.

71. This was not the only cause for the relatively modest development o f  Italian exports between 
1969 and 1972 (and up to 1974). Between 1963 and 1966—the first years o f the pcevious expoct-led 
cycle—world trade in manufactured goods increased by 36 percent, and the Italian share grew from 5.9 
percent to 6.9 percent; between 1969 and 1972 world trade increased by 26 percent, and the Italian 
share remained roughly stationary (National Institute o f  Economic and Social Research, Rerifw). One 
explanation for this worse performance focuses on industrial relations, price increases, and supply 
constraints o f  a short-run nature; another suggests a long-run weakening o f  the non-price competitiveness 
o f  Italian exports due to the changing structure o f world trade or relative lade o f  investments at home. 
The second line o f  reasoning seems rather difficult to conform. The factors it stresses seem empirically 
founded, yet Italian exports showed a rather spectacular recovery, in real terms, in 1975 and afterwards. 
See F. Onida, “La collocazionc ddlltalia n d  eonunercio mtcmazionalc,'1 Gwrnafe dçyfi mamoHum , vol. 
36 (Novembcr-Dcccmber 1977); Massimo Roctas, “Ptoblemi rdatiwi alia impostazkme di una politka 
commerciale a medio termine per ITtalia,” in Carli, Svihtppo eaiumiat, pp. 407-63.

 
 

 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 



reconstruction.72 N or did this stagnation help much to moderate wage 
demands and restore a balance o f power more favorable to  employers, 
whose profits were hit both by the sharp increase in unit costs and by 
slackening demand. (Indeed, despite a continuous exodus o f capital and 
the disturbed international monetary conditions o f the early 1970s, the 
domestic slack and the favorable current account balance alleviated the 
pressures against the lira that had begun to  appear in 1970, and the 
ceiling set by foreign competition prevented firms from raising prices in 
proportion to  costs. This was the major force that held inflation in check 
until 1973; but it did so only at the cost o f  protracting a serious imbalance 
for the firms5 sector.)

The governor o f the Bank o f Italy in his “Final Considerations” in 
May 1971 observed with pride that a speculative attack against the lira 
had been successfully repulsed and the speculators had been inflicted a 
heavy loss. By then, however, he could no longer ignore that the 
speculators’ defeat o f 1970 was just a preliminary skirmish. I f  developments 
did not change, the speculators might lose a few more battles but would 
eventually win the war. Only the depressed state o f the economy and the 
resulting current account surplus gave the Bank its ammunition against 
the speculators. These conditions could not last forever. I f  costs continued 
to  rise faster at home than abroad and if  ultimately reflation had to  be 
pursued, no admissible policy would prevent a major fall o f  the lira and 
a rapid increase o f inflation.

Were there alternatives to  the self-defeating strategy that was pursued 
between 1969 and 1972? W hat seems feasible when economic factors 
alone are taken into consideration often becomes historically implausible 
when social and political factors are taken into account. W hat finally 
occurred seems far more inevitable. Certainly a harsher set o f  monetary 
and credit curbs that really “taught a lesson” would have stiffened the 
resistance o f employers against wage concessions and would probably 
have choked the élan o f the collective movement. But if restrictive measures 
were to  be chosen, then the conditions o f the turn o f the decade really 
required an overdose. Yet these very conditions precluded a stabilization 
maneuver o f the intensity o f  1963-64. N o technical justification could 
be advanced for a massively restrictive policy, and its naked political

72. From the third quarter o f  1970 onward, money supply increased rapidly. The budget had a 
more expansive effect in 1971 and especially in 1972, though not sufficient to counteract the fall o f 
investment and the modest development o f exports. As was commonly observed, liquidity was there but 
the horse did not drink. See Michele Salvad, II ststema economico italiano: analisi di una crisi (Bologna: II 
Mulino, 1975), pp. 66-69.
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purpose would have been sharply at odds with the political balance o f  
forces then prevailing.

a  c o m p a r i s o n  w i t h  f r a n c b . A more plausible technical strategy, 
however, and one that did no t fly in the face o f  the political balance o f 
the late 1960s, was to  be seen just across the frontier. Faced with a similar 
situation—the beginning o f  an economic boom and a violent explosion 
on the part o f  labor—French authorities took two immediate steps to 
restore the confidence o f  employers. The first was to  call a general election, 
which resulted in a plébiscitai!an victory for de Gaulle. The second was 
to  keep the economic boom going, m aintaining an abundant credit supply 
for industry. Despite the massive wage concessions embodied in the 
Grenelle agreements after the 1968 explosion, the confidence o f  capital 
was restored; and because credit was available and high demand continued, 
output and investment remained high. Partially as a consequence o f  price 
increases, but even more as a result o f  compensatory productivity gains, 
the wage increases were absorbed and profits proved satisfactory even by 
the end o f  1968. Obviously there were problems for the French balance 
o f  payments, partly because o f  growing trade deficits, and even more 
because o f  capital outflows, since speculators rightly anticipated that 
despite de Gaulle’s opposition the franc would be devalued and the 
dcutschc mark revalued. French policymakers imposed some restrictions 
in the winter o f  1968-69 and further deflationary measures later in 
1969—less to  restrain output than to  make room for the foreign demand 
that was expected to  revive after the devaluation o f  August 1969. The 
maneuver worked better than its authors anticipated, with the result that 
just after the quasi-revolutionary upheaval o f  M ay 1968, the French 
economy experienced the greatest boom o f  its history, which lasted until 
the world recession o f  1974-75.73

This “masterpiece” (but also stroke o f  luck) was carried ou t right in 
front o f  Italian authorities and indeed with just the right time lag— 
between the French May (1968) and the Italian hot autumn (1969)—  
required for diem to leant its advantages. They must have carefully 
considered the French strategy. Journalists and economic experts dose to  
the Christian Democrats and the Socialist party later (too late for full

73. See Mkhele Salvati, “May 1968 and the Hot Autumn o f 1969: The Responses o f  Two Ruling 
Classes,” in Suzanne Unger, ed., O rgam à/y Interests m  Western Europe: Pluralism, Corporatism, and the 
Transformation o f Polities {Cambridge University Press, 1981); Susan Strange, International Monetary 
Relationships, vol. 2, o f  Andrew Sbonfidd, ed.. International Economic Relations o f the Western World, 
1959-1971 (Oxford University Press, 1976), pp. 323-32; Valerie Giscard d’Estaing’s speech o f  May 12, 
1970, to the National Assembly, in Allocutions msnistentllts (Service de l'Information du Ministère des 
Finances).

  

 
 
 
 
 
 



effectiveness) publicly proposed adopting an analogous course, but both 
parties were hostile.

If  devaluation was resisted until it was impossible to  avoid it, this was 
not because o f  technical incompetence but because o f  political conditions. 
The unions and the left-wing parties were opposed because they calculated 
that it meant both reduced real wages and a recapitulation o f  the pattern 
o f export-led growth that they also criticized. Moreover, the Christian 
Democratic constituency had much to  lose from inflation, especially the 
pensioners, peasants, artisans, and savers who would not have gained 
correspondingly from higher output. Business interests and the unem
ployed would have gained, but the former were not united enough to  
prevail and the latter were not really organized to  influence policy.

In addition, the French had devalued in mid-1969 with several quarters 
o f  booming world demand still before them. An Italian devaluation would 
have occurred in the more disturbed international conditions o f  the early 
1970s, just before the short recession o f  1971. If, as some argue, the 
Italian economy was already less competitive, foreign trade results would 
have been less favorable than they had been for the French. And while 
productivity in Italy was stagnating because economic activity was de
pressed, what was occurring at the shop-floor level in Italy was very 
different from what had been occurring in France. French workers used 
full employment only to  press hard for a wage setdement; Italian workers 
were seeking to  alter a pattern o f industrial relations more profoundly. 
Thus if productivity were not to  rise in Italy and if supply constraints 
had been present, the outcome o f  an Italian devaluation might have 
proven far less favorable than it had in France. And even productivity 
increases could have hardly offset wage increases o f the magnitude obtained 
in 1973; effective compliance o f  the unions on the devaluation-plus- 
reflation strategy would have had to  be negotiated. No need for the overt 
compliance o f the unions was present in France, where the parties linked 
to  the working class remained excluded from the government coalition— 
indeed where the probusiness orientation had been strengthened by the 
elections and the advent o f Pompidou in 1969.
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Open Inflation and Drugged Recoveries: 1973-76

U p to 1973, inflation can be viewed in the framework o f a rather 
simple model with wages, costs, and prices on one side, and determinants 
o f  economic activity on the other. After 1973 the model must be expanded,
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for the exchange rate became important in the inflationary process, and 
state expenditures and deficits emerged as a central concern o f  policymakers.

Even if  some version o f  the purchasing power parity doctrine is accepted 
to  explain the behavior o f  exchange rates in the long run, an inverse causal 
relationship may prevail in the short term. That is, too low a level o f  the 
exchange rate may lead to  higher internal prices, thus fulfilling the 
predictions o f  the speculators and justifying ex post the “wrong” rate that 
speculators and policy authorities hit upon. I f  this is true, expectations, 
capital movements, J-curve effects, and monetary policy can acquire an 
independent causative role and add their inflationary effects to  that o f  
social forces. The existence o f  such perverse effects or vicious circles is 
widely denied, probably because these forces would provide an excuse for 
inflationary developments that are really caused by lax domestic policies.74 
But in the Italian case, evidence exists that overshooting occurred and a 
vicious circle developed, especially during the foreign-exchange crisis o f  
1976.75 Still, even if  overshooting complicated the tasks o f  Italian 
authorities and accelerated inflation, it probably remained a second-order 
factor. The first-order causes remain the “original” inflationary pressures 
o f  the market and state arenas, o r (for the period after 1973) the exogenous 
terms-of-trade shocks. After the explosion o f  1973-74, inflation remained 
at a high level because, in spite o f  the adverse terms o f  trade and the loss 
o f  real national income that resulted, workers still sought to  defend the 
teal gains that they had earlier won through high money-wage bargains. 
The growth o f  productivity was not sufficient to  permit a defense o f  real 
wages together with a significant reduction o f  inflation.

DRUGGED RECOVERY 1. After two and a half years o f  stagnation, 
recovery started in the second half o f  1972. The impulse flowed from 
every sector o f  internal demand—from investments (first through a 
restocking o f  inventories with strong speculative motivations, later by a 
real boom in fixed capital formation); from state expenditure; from 
consumption (both because o f  an increase in disposable income and a 
reduction in the propensity to  save). This was the first boom since the

74. For an admission o f  the relevance o f  the vicious circle, see Organization for Economic Cooperation 
and Development, Tcnranù Full F.mpiopnrnt ami Prier Stability (Paris: OECD, 1977), and for a contrary 
opinion the reservations o f  Professor Komiya in ibid., pp. 249-55 See also “The Vicious Cirdc Thesis: 
A Fixed Rate Fallacy,” American document 18, Report to the Working Group No. 3 o f  the Economic 
Policy Committee (OECD, 1976); U.S., Economic Report o f thr PrauUnt, January 1977, pp. 119-23.

75. See G. Fakhi and M. Michelangeli, “ Interazione fra lasso di cambio ed inflazione,” Contribua 
alia rictrta eamomka, no. 7 (Rome: Bank o f  Italy, 1977), esp. pp. 66-71.

  

 
 
 
 

 



mid-1950s not led by exports. The consequences were soon visible as the 
balance o f  current account turned negative at the very beginning o f  1973. 
The worsening, however, was by no means dramatic, and the real trade 
results were probably much better, because the monetary data concealed 
a significant capital outflow (carried out by an underinvoicing o f exports 
and an overinvoicing o f imports). Still, when taken at face value, which 
is what counts in these situations, and when the strongly negative capital 
account is considered, it is understandable that keeping the lira within 
the European snake was an impossible task. Thus the currency was allowed 
to  float in the spring o f 1973, and it started depreciating immediately.

Monetary policymakers then had to  face the difficult task o f financing 
a fairly large treasury deficit, o f  providing financial means for the long- 
awaited boom in fixed capital formation, and simultaneously o f controlling 
the strong inflationary pressures developing.76 Powerful forces were 
generating the deficit, and investments obviously had a high priority after 
a long period o f stagnation. Consequendy, really tough monetary and 
fiscal restrictions were taken only in the second quarter o f  1974. This 
meant that the Italian economy was still at a high activity level when the 
oil crisis struck and when major trading partners had already initiated 
restrictive policies. The immediate consequences were a huge deficit in 
the current account balance, and a very large foreign debt.

This phase o f “drugged recovery,” as it was immediately labeled because 
o f its strong inflationary and speculative aspects, favored business interests, 
especially export-oriented industry, for high turnover and devaluation 
together enhance profits by increasing margins as well as volume.77 Still, 
profits had suffered badly on both accounts for a fairly long time. It was 
natural for the pendulum to  swing in the opposite direction. Political 
coalitions can find themselves either in the stop or in the go phases o f 
the business cycle. The preceding government had also pursued an 
expansionary policy. But it was the coincidence o f the Center experiment 
o f Andreotti and Malagodi with the world boom o f 1973 (and probably 
not the nature of the government alone) that made the difference. If  a 
special political explanation must be sought, what needs to  be accounted 
for is less the 1973 boom in itself than its unusual protraction, a mistake 
that was to  cost heavy external debt.
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76. See Francesco Masera, “Fattori operand sull’economia italiana nel biennio, 1973-1974,” Moneta 
e credito, vol. 28 (June 1975), pp. 145-76.

77. For two interpretations, see A. Graziani, “La strategia della divisione,” Quademi piacentini, no. 
56 (July 1975); Galli and Nannei, II capitalism) assistmziaic.
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d r u g g e d  r e c o v e r y  2. Another major mistake led to  the renewed 
slump o f  the lira early in 1976, when the recovery from the 1975 
depression was just beginning (drugged recovery 2). I t was widely held, 
both within and outside government circles, that liquidity creation at the 
end o f  1975 was excessive and that interest rates had been allowed to  fall 
below the level that was safe for restraining capital outflows.78 Policy 
authorities replied officially that there was no way to  finance the treasury 
and to  provide liquidity for industry (large sectors were on the verge o f 
bankruptcy) without also provoking a speculative attack against the lira, 
given the divergent cost patterns between Italy and her main competitors. 
The defense is not wholly convincing. I f  a readjustment in exchange rates 
had to  occur, it hardly justifies the violent speculation and overshooting 
o f  die exchange rate that took place in the first half o f  1976. Whatever 
the pressures for an ample money supply emanating from the state and 
market arenas, and whatever technical difficulties lay in the way o f 
engineering a recovery without unleashing an excessive speculative wave, 
it is still hard to  believe that the Bank and the treasury did not have the 
power or the technical means to  allow a gentler slide o f  the lira and thus 
to  avoid the violent corrective credit squeeze o f mid-1976. On foe other 
hand, it is even harder to  understand why policy authorities m ight have 
intentionally engineered such a foreign-exchange crisis.79

Although this latter view is hardly plausible in the circumstances o f 
late 1975 and early 1976, it is not entirely unfounded. Though they rarely 
admit it in an explicit way—and understandably so, since it runs counter 
to  their most sacred institutional goal—monetary authorities may feel 
compelled to  allow inflation if they believe that an increase in profits can 
assist activity and investments. The Italian monetary authorities, at least 
during Guido Carli’s governorship o f  the Bank o f  Italy, always expressed 
unusual concern about the distribution o f  income in industry. The link 
between profits, on the one hand, and investments and activity, on the 
other, can be justified in a number o f  ways. In his annual reports, Carli 
never supplied a consistent theoretical explanation but he stated the 
relationship again and again. Even when fixed exchange rates severely

78. See die authoritative publication o f the Banca Coroerciale, Tenderize manetarie, April 30, 1976; 
R. Parboni, “II dcstino della lira,” Palaiea ed oorumta ( |une-July 1976); Guido Carli, Carrière della sera 
{Milan), February 15, 1976; Emilio Colombo, Carrière delta sera {Milan), October 8, 1977.

79. An anonymous article, “11 terronsmo valutorio,” in //  manifesta, January 25, 1976, argued that 
policy authorities wanted both to 1er profit margins increase and to show that a nomnflaoooary recovery 
was impossible if money wages kept growing so fast. The most careful study of the whole episode is 
that of A. Tasgian, L ’imposta e it depaata previa sygli aequisti di valuta {Milan: F. Angeli, 1983).
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limited the impact o f  monetary policy on inflation, Carli insisted that he 
must and could do something to  restore a “proper” ratio between prices 
and costs. W ith floating exchange rates and a greater freedom to  pursue 
an autonomous inflationary path, the governor’s conviction might have 
played a role in facilitating the large liquidity supply o f  1973-74; his 
1973 report cxplicidy attributed restoration o f higher industrial profits 
to  Bank policy.

It is more difficult to  believe, however, that such priorities could have 
survived the inflationary outburst o f  1974-75. Whether higher prices and 
profits can stimulate greater activity and investment and remain within a 
tolerable limit o f  inflation depends on given inflationary expectations and 
on the short-run price elasticity o f  wages and unit costs. The elasticity o f 
wages with respect to  prices had just been pushed up by the indexation 
agreement o f January 1975; consumer prices at the end o f 1975 were 
increasing about 15 percent per annum, but unit costs were growing 
much faster. Increased inflation, therefore, was easily foreseeable. It could 
hardly be doubted that a large supply o f liquidity and a marked fall in 
interest rates would end up by financing an outflow o f capital and 
speculative purchases o f all sorts, and not a sound development o f activity 
and investments. With inflation already so high, a major foreign-exchange 
crisis and a powerful outburst o f  price increases would immediately 
demand sharp, deflationary measures, as actually happened. Even if a 
downward adjustment o f  the exchange rate was one o f the Bank’s 
objectives, a violent upsurge o f inflation was certainly not; something 
must have gotten out o f  hand for the monetary authorities during the 
winter o f  1975-76.

d e m a n d  f o r  a n d  s u p p l y  o f  i n f l a t i o n . A convulsive pattern o f 
large monetary accommodations and sharp credit restrictions characterized 
Italian economic policy during the mid-1970s. This did not help much 
to  moderate a rise in prices and unit costs that was more rapid than in 
all the other major European countries, save Britain. The comparison 
with the West German outcome may be suggestive. Even the Federal 
Republic followed a fairly unstable policy between the end o f the 1960s 
and the oil crisis (making Switzerland the least inflation-prone European 
economy). In West Germany, as in Italy, the wage explosion at the turn 
o f  the decade was met by a deflationary package. The same medicine was 
applied two years later as soon as the 1973 boom began to stir a new 
wave o f  industrial conflict and high wage demands. But differences from 
Italy can be noted both on the supply side o f  inflation and on the demand
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side. O n die supply side, German authorities adopted restrictive measures 
as early as m id-1973, even before the oil crisis, and generally pursued a 
less accommodating policy. The real differences, however, lie cm the 
demand side. Depressions in economic activity seem much more effective 
in slowing wage increases and in reducing labor militancy in West 
Germany than in Italy. The growth o f  money wages and unit costs was 
significantly reduced in West Germany as a consequence o f  the restrictive 
measures taken in 1970 and 1973. This did  not happai in Italy. In  the 
middle o f  the worst recession after postwar reconstruction, in 1975, 
Italian unions still managed to  obtain the most effective indexation 
mechanism working in Europe, and one that immediately imparted a 
powerful upward thrust to  money wages.

Both the demand for inflation—the thrusts from the market and the 
state arenas—and the supply o f  inflation—the inability o f  policy authorities 
to  avoid accommodation o f  monetary demands—are relevant in this 
account. Exclusive concentration on cither blade o f  the scissors would 
badly miss the point. Technical and political forces seeking a moderate 
and constant money supply were present in Italy as everywhere else. 
Indeed a policy o f  this kind was practical from mid-1976 to  m id-1978. 
But, faced with a wage push as strong as the one o f  the early 1970s, a 
really tough and constantly maintained nonaccommodating line would 
have had political consequences that Italian governments could no t accept. 
In the last analysis, they could not accept such policies because the political 
orientation o f  the Italian governments shifted in tandem with the explosion 
o f  demands in the market and state arenas. Both changing political 
equilibrium and new demands were consequences o f  a deeper transfor
mation in underlying social forces. Indeed, what is really w orth noticing 
is less the propensity o f  the Italian authorities to  monetary accommodation 
than their continuing predominant commitment to  deflation.

A n  Effort at Stabilization: 1976-79

This restrictive orientation emerged most clearly after the crisis o f  the 
lira in the early months o f  1976. Following the most urgent measures 
taken to  shore up the currency in the crisis, a coherent stabilization 
program, comprising fiscal and credit restrictions, was launched in the 
second half o f  the year. The governor o f  the Bank o f  Italy spelled o u t the 
thrust o f  these interventions in his report at the end o f  May: the priorities 
o f  economic growth and full employment had to  be sacrificed to  the



objectives o f  attaining a surplus on current account, repaying the debts 
contracted in the previous two years, and stabilizing the exchange rate, 
thus damping down at least some o f the inflationary pressures.

Two aspects o f  Italian economic development during 1977 and 1978 
deserve emphasis. From the political point o f  view, what was striking was 
less the policy reversal that followed the exchange-rate crisis—a change 
o f  course largely imposed by the gravity o f the crisis—than the coherence 
and continuity o f the new stabilization policy and its remarkable success 
compared with earlier oscillations. Income did, in fact, grow less than the 
average for the other European countries, and unemployment hovered 
around 1.5 million, or about 7 percent o f  the labor force, as o f early 
1979. But the objectives that had been assigned priority were satisfied 
beyond all expectations. The exchange rate was stabilized, foreign currency 
reserves grew enormously, a major part o f  the debts was repaid, and the 
surplus on current account for 1978 was one o f the largest for the 
Common Market countries.

An exceptional recovery o f exports contributed significantly to  the 
economy’s response. Just as the disappointing export performance after 
1969 was unforeseen, so was the recovery o f the traditional elasticity o f 
exports in respect to  the depression o f internal demand largely unexpected. 
The authorities worriedly emphasized that much o f the result derived 
from the traditional sectors and those with high labor intensity—sectors, 
that is, that seem slated for structural decline in a situation o f rising labor 
costs. Some analysts further stressed that the unique elasticity o f  response 
was not really the result o f  more vigorous entrepreneurship, or a greater 
mobilization o f  capital and labor, or increased flexibility o f industrial 
relations in the major firms, but derived instead from a more intensive 
exploitation o f the peripheral economy—the small businesses and the 
subcontractors o f unskilled labor. Nevertheless, the real transfer o f  
resources demanded by the new terms o f trade was carried out, even if 
after a delay and even if the means by which the transfers were effected 
might plausibly cause concern about the solidity and continuity o f the 
competitive recovery that emerged.

The fulcrum o f the entire stabilization strategy carried out by the Bank 
o f  Italy was its exchange-rate policy. This policy consciously sought an 
intermediate course between two divergent objectives—an anti-inflationary 
goal that would have required raising the value o f the lira even at the 
cost o f  export competitiveness and business incomes, or a goal o f 
maintaining exports and company profitability, but thereby making the
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exchange rate more dependent on intentai costs. In feet, since the trend 
o f  unit costs at home did no t permit linking the lira to  the strong 
currencies o f  Western Europe, the Italian exchange rate remained anchored 
to  the dollar through 1977. This allowed prices for im portai primary 
products to  be stabilized and it maintained competitiveness for manufac
tured exports, which were prevailingly directed to  strong-currency coun
tries. The lira, however, was cast loose horn the dollar in 1978, and the 
balance o f  payments and the state o f  reserves appeared favorable enough 
by the end o f  the year to  allow the monetary authorities to  support the 
political decision to  adhere to  the European Monetary System (EMS).

Although this international agreement clearly favored their major 
institutional policy goals, the hesitation o f  the monetary authorities is 
readily understandable. While their stabilization measures were folly 
successful in terms o f  external constraints, no equivalent success was 
attained in controlling domestic prices. The decline in inflationary tensions 
was much slower. Even in 1978 consumer prices accelerated at a rate 
(12-13 percent) almost double that o f  the other major European econ
omies, and money wages increased about 15 percent. Given the modest 
increment o f  labor productivity (which stagnated in 1978 except during 
the final quarter), this meant an increase in unit costs for industry on the 
order o f  12 percent. T o stabilize a fixed exchange rate with a country 
such as the Federal Republic o f  Germany, Italy’s principal trading partner, 
where unit costs increased only 2 percent in 1978, represented a decision 
that even a central bank must have deemed risky and perhaps counter
productive. N ot even the wide band o f  permissible variation—and Italy 
negotiated a relatively high one in the EMS—would suffice if such 
divergences were prolonged.

For few decisions o f  economic policy would it be so vital to  reconstruct 
the parallelogram o f  forces as for Italy’s joining the European Monetary 
System. The official declarations o f  the protagonists suggest that uncer
tainty and diversity o f  views persisted up to  the last moment. The factor 
that seems to  have overcome the resistance o f  the political and adminis
trative elite was the conviction that the political conditions had in feet 
been established to  attempt another and more decisive application o f  the 
anti-inflationary strategy.

Everyone who participated in or influenced the decision must have 
been aware that the step was risky and could work o u t favorably only if 
it were possible to  control the major sources o f  inflation—wage pressure, 
above all, but also government expenditure and the deficit to  the degree

 



that it influenced monetary conditions, credit policy, and investment. 
Still, beyond the favorable economic circumstances at the end o f  1978 
(ample reserves, the surplus on current account, a greater growth o f 
productivity owing to  the autumn recovery, and finally, the stronger 
inflationary pressures in Italy’s trading partners), monetary authorities 
could also take comfort from the political situation.

The government enjoyed broad parliamentary support, the unions had 
behaved with moderation since 1976, and even the Communist party was 
expressing implicit approval o f  the severe policies pursued by the Bank 
o f Italy. What is more, the minister o f  the treasury had proposed a clear 
stabilization program in September—the so-called Pandolfi Document— 
and despite the stringent limits that this would have clamped on wage 
increases, the reaction o f  the left-wing parties and o f the trade union 
federations did not seem to preclude its becoming the baseline for policy 
in the coming years. Assuming this was the case, participation in the 
EMS might be sustained for a long period.

The economic situation became far more sombre, however, after the 
1979 oil price hike. But the internal political and social situation, above 
all, had made it more difficult to institute any anti-inflationary strategy 
that required a broad social consensus. The attempt to contain all the 
demands unchained on the Left during the preceding ten years by installing 
an emergency government coalition based on all parties seemed to  have 
failed. Traditional political and ideological cleavages, but above all the 
difficulties put in the way o f the reforms and concessions that might have 
served to  win the Left for an incomes policy, had exhausted the reservoirs 
o f  consensus. A strategy o f consensus, however, is not the only means o f 
reentry from an inflationary explosion. The history o f Italy and o f other 
countries as well includes numerous cases in which reentry took place by 
means o f  a stabilization crisis based far less on consensus, with victors 
and defeated clearly distinguished, and with sharply unequal costs.
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Alternatives for Future Crises

Charles S. Mater and Leon N. Lindberg

W hat lessons does the great inflation o f  the 1970s offer? Inflations, as 
Robert Keohane comments in chapter 4, are not “natural disasters.” 
National societies retain some degree o f  freedom in submitting to  or 
resisting inflation. They can undergo greater or lesser degrees o f  the price 
rises that were so dislocating for over a decade. This study is built on the 
premise that economies are institutional arrangements responsive at least 
in part to  political and social choice. Centralized decisions as well as “the 
invisible hand” can affect the output o f  goods, the allocation o f  time and 
labor, and the movement o f  prices.

Having choices docs not make policymaking easy. There are several 
orders o f  difficulty. First, the alternatives are often painful. The cost o f  
not undergoing inflation may itself be a great one. Second, it is hard to  
measure the pain. H ow  do countries choose between the discomfort 
caused by, say, 10 percent inflation o r 7 percent unemployment?1 
Nonetheless, societies may arrive at a consensus that some choices are less 
optimal than others. Some waste more human and material resources; 
they impose welfare costs that may not be necessary. The point is to 
secure the least unfavorable trade-off, to  move, in the economists’ jargon, 
to  the utility curve farthest from the origin. Charting those curves in the 
technical sense—that is, measuring the numbers—remains the task o f  the 
economists. But there is a further order o f  difficulty. An economy docs

1. Too many economists in the 1960s assumed bhthdy that inflation imposed no real welfare losses 
except for the shoe leather worn down in carrying checks from savings banks to commercial banks. 
Perfect knowledge or perfect indexation might have neutralized die effects o f  inflation. Too often, 
however, those checks went from the savings accounts o f  the vulnerable into the money markets o f  those 
less exposed. No aggregate welfare losses, o f  course—except for die undermining o f confidence in the 
future that must underlie all economic activity.
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not always respond to  policy choices even if rational ones are decided on. 
Government is only one actor in a capitalist mixed economy, though a 
powerful one. In the noncommunist world, economic choices are left in 
the hands o f  many actors, whose response to  policy is not always 
predictable.

This conclusion draws on the ideas developed in this volume to  clarify 
policy choices primarily in light o f  the political values they presuppose. 
The inflation o f  the 1970s, after all, constituted part o f  a broader failure 
o f  economic activity either to respond to  public policy intervention or to 
surge ahead under its own steam with the vigor o f  the 1960s. Inflation 
was only the most preoccupying flaw o f an economy afflicted as well by 
persisting unemployment, low growth, and flagging productivity. Again, 
two different types o f  problems can be distinguished. There were the 
continuing difficulties that undermined vigorous ongoing macroeconomic 
performance, namely, high unemployment and continuing inflation—in 
short, persistent stagflation. Some o f these difficulties had abated in the 
United States by 1983, but preoccupations continued about prospects 
for a durable recovery. And even if the United States economy had 
responded vigorously in the early 1980s thanks to an unavowed Keynes
ianism, massive American budget deficits contributed to  forestalling needed 
investment and recovery elsewhere.

Beyond the difficulties o f ongoing demand management a second order 
o f  problem intervenes, that o f  structural decline with its attendant need 
for economic transformation. Moving resources from industries with 
excess capacity to  newer sectors has caused painful problems o f  adjustment 
in Western Europe and America. It is no longer enough to seek a static 
plateau o f  macroeconomic performance without encouraging qualitative 
industrial transformation. Otherwise no gains in terms o f  price stability 
or employment can be rendered durable in today’s world.

Inflation made overcoming each problem more difficult. More precisely 
viewed, inflation was one expression o f each problem. It revealed that 
macroeconomic management was no longer so easy a task in the 1970s; 
keeping an economy at high employment entailed heavier doses o f inflation. 
Indeed, in the recession o f  the mid-1970s significant inflation hardly 
dented unemployment. But inflation also resulted from structural prob
lems. It was part o f  the cost o f  moving workers into new sectors, or o f  
subsidizing those who for good reasons or bad had to be kept in the old 
ones, as John Zysman points out in chapter 6.



But these problems are not insuperable. Even if the rapid growth o f 
the 1950s and 1960s rested on unique circumstances, achieving satisfactory 
macroeconomic performance should be attainable, given the possibilities 
o f  technological innovation. Overcoming structural dilemmas may involve 
more difficulty and human pain. Workers rooted in family and community 
life are not just an infinitely malleable “input” to be described as labor. 
In an earlier era the transition from a level o f  agricultural employment at 
50 percent o f  a work force to  one under 10 percent involved ugly political 
conflicts and it continues to demand significant subsidies. There is no 
reason to think that less stress and strain will be needed in the shift from 
smokestacks to  silicon and services.

Still, most o f  the difficulties are political as much as they are economic. 
The issue o f who must shoulder the costs mobilizes interested groups 
and individuals to  seek help from government. Public policy is likely to 
respond not merely to  economic dilemmas as such, but to  the alignments 
o f  the political system.
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T hree Sources o f  Inflation

Recent commentators have distinguished economic from sociological 
approaches to  explaining inflation.2 M ost o f  the contributors to  this study 
work along the lines suggested by Leon Lindberg in chapter 2, which 
proposes a political and institutional approach. W hat separates these three 
views o f the inflationary process?

The Economists’ View

Economists, who dominate the discussion, start by analyzing inflation 
in terms o f  a self-enclosed system o f transactions that follows the logic o f 
utility-maximizing behavior. The economic analysis o f  inflation stands on 
its own terms as formally self-sufficient. This study seeks to  place 
economists5 analysis within a more general framework o f  social and 
institutional analysis. While economists recognize the role o f political and 
social forces, they often shelve them among a world o f exogenous 
phenomena that are left unanalyzed. When the action o f government 
officials or organized interests comes into play as a source o f  inflation,

2. For a good statement o f the debate, see Fred Hirsch and John H. Goldthorpc, eds., The Political 
Economy cfInflation (Harvard University Press, 1978).
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the economist tends to  describe their behavior as itself a type o f  maximizing 
response. The economist asks less what produces group attitudes than 
how they are mediated through money and prices. This volume offers 
alternative perspectives to  supplement the economists’ models.

O n the other hand, economists often make wider claims about politics 
and society than they explicitly Haim. Each o f  today’s major economic 
doctrines also presupposes a model o f  society and politics. Economists 
must in effect practice sociology and political science w ithout a license. 
O n this terrain noneconomists can appropriately question them. H ow  
well are they practicing these social sciences? H ow  plausible are their 
visions o f  society?

Monetarist theories, for example, deny the importance o f  collective 
economic actors, such as labor unions or oligopolies, in directly contrib
uting to  inflation. Only political authorities cause inflation by increasing 
the money supply beyond what “natural” rates o f  employment and growth 
can justify. They do so either because they cannot stand up to  powerful 
interests—including the state bureaucracy itself—o r they seek to  woo 
electorates with the spurious promise o f  revving up the economy. 
Monetarist theories may be formally elegant, but, as Lindberg and Barry 
a s k  in c h a p t e r s  2  and 10, is their implicit model o f  the social and political 
system correct or fully compatible with political democracy? Troubling 
questions arise. Why should citizens be so rational as economic actors 
and so misguided as voters? Homo oeconomicsts and zoon politikon seem 
totally different creatures in the monetarist world. Why should labor 
unions and other collective interests be powerless to  produce inflation in 
the market, but capable o f  pressuring authorities into inflation through 
the political system? Furthermore, why should unions be denied the 
power to  produce inflation in the market but then assigned the task by 
unyielding central bankers o f  making their members swallow wage stability 
or take responsibility for unemployment?

In contrast, neo-Keynesian theories attribute a great deal o f  importance 
to  interest groups and administered pricing. Prices do n o t recede when 
demand slackens; firms persist in mark-up pricing; workers allegedly take 
their time searching for alternative jobs in the welfare state. “Invisible 
handshakes” seal prices and wages whose stability allows needed expec
tations for doing business to  persist. This neo-Keynesian view o f  a “sticky” 
social underpinning to  the market is far more akin to  the analysis proposed 
by the contributors to  this study. Nevertheless, neo-Keynesians still tend 
to  concentrate on how collective interests influence economic outcomes
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more than on the structure o f  these interests in the marketplace or in the 
political system.

Rational expectations analysis, finally, presupposes a universe o f rational 
economic actors who respond to the rules o f  the economic game that are 
signaled by government. I f  government suggests that inflation is to be 
permitted, economic participants will behave accordingly and thus help 
to  ensure the outcome even more strongly. The question that this analysis 
raises is whether in fact political systems do signal unambiguous rules. 
M ight not the very rules o f the game be subject to  political rivalry which 
renders them conflicting and uncertain? Does rational-expectations analysis 
really allow for the number o f regulating principles in contention? It is 
questions such as these that make the economic approaches to inflation 
not necessarily true or false, but incomplete. Underlying each economic 
theory is a model o f  politics and society often at odds with the policy 
advice that its advocates are suggesting.3

The Sociological Approach

In contrast to the economists’ focus, the sociological approach tries to 
account for underlying value changes that influence economic behavior 
but that must be explained in their own terms. Sociological explanation 
usually ascribes inflation to  such factors as increased political democracy 
or affluence. These supposedly undermine society’s willingness to  defer 
consumption. The citizen o f  the modem welfare state is less inclined to 
accept the disparities in labor and wealth that allowed wage restraint and 
savings.4 Disillusioned observers have suggested that the affluence o f  the 
later twentieth century has undermined incentives to  labor, to saving, and 
to  the healthy austerity on which capital accumulation rests. Inflation is 
the expression o f a new hedonism. Democratic and wealthy economies 
claim more goods and services than they are willing to  work and save 
for. Brian Barry cites some o f these theories in chapter 10. For commen
tators who are less critical o f  modem society, it is still the case that the 
incentive system o f capitalism, based as it is on material improvement, 
must ultimately undermine the rugged, entrepreneurial values on which

3. For an even more stringent requirement o f economic theory, that its core propositions and not 
just its implicit model o f  society be testable (that is, potentially falsifiable), see Mark Blaug, The Methodology 
of Economics (Cambridge University Press, 1980).

4. See John H. Goldthorpc, *The Current Inflation: Towards a Sociological Account,** in Hirsch 
and Goldthorpc, Political Economy o f Inflation.
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its success rested. Capitalism does not have the ethical legitimacy to  ward 
off its own moral entropy.5

The difficulty is that these theories, which are cast largely in terms o f 
changing values and norms, provide litde foothold for policy guidance. 
While they may account for inflationary trends in general, they do not 
explain the onset o f  inflation at a particular time. They also find it hard 
to  account for the decline o f inflation. I f  the general thrust o f  democratic 
society and the welfare state is to unleash inflationary trends, why should 
inflation ever come down?

The Political and Institutional Approach

Thus the contributors to  this volume generally rely on a third approach 
to account for inflation. They tend to share with adherents o f  a sociological 
view the belief that inflation cannot be understood adequately as an 
economic outcome apart from political rivalries and social structures. But 
they find it more revealing to  probe how changes in values have specific 
results, how they may be accelerated or altered by the political process. 
Political analysis thus concentrates on the transactions between office
holders and citizens or among organized social groups and between those 
groups and the state. Albert Hirschman, in chapter 3, comes closest to  
the sociological approach. But even Hirschman is not attributing inflation 
to  global trends in modem society. Instead he suggests that inflation 
arises out o f  a continuing tug-of-war among interest groups, each o f 
which finds it more advantageous to  make a claim on national income 
even if its grab will stimulate the claims o f rivals. In fact, Hirschman 
suggests, inflation may allow for a sort o f  acting out o f  conflict w ithout 
bloodshed in societies that have deep social cleavages. The point is that 
underlying social structures and attitudes must be explained through 
patterns o f institutional behavior.

I f  most o f  the authors represented here concentrate on political analysis, 
they are still skeptical o f  many political-economy theories that purport to 
relate political and economic outcomes. Brian Barry, for instance, criticizes 
the notion o f the electoral business cycle. Many o f  the cases chosen to 
“prove” its existence for the 1960s and 1970s do not allow for the cases

5. For the critical view, sec E. J. Mishan, “The New Inflation: Its Theory and Practice,” Encounter, 
vol. 42 (May 1974). For the view o f capitalism as a system undermining its own value system, sec Joseph 
A. Schumpeter, Capitalism, Socialism, and Democracy (Harper and Brothers, 1942); Daniel Bell, The 
Cultural Contradictions of Capitalism (Basic Books, 1976).
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that did not substantiate the cycle. And in any case, by the end o f the 
1970s, as R udolf Klein mentions, voters were choosing candidates who 
promised effective anti-inflationary policies, not just incumbents allegedly 
stimulating the economy.

N ot only the theory o f the electoral cycle is challenged here, however. 
David Cameron has effectively questioned the premise that big government 
causes inflation. Cameron’s correlations suggest that countries committed 
to  extensive welfare systems and income transfers are often more respon
sible about covering their deficits and thus less inflation-prone than 
countries with less bountiful systems o f public assistance. R udolf Klein 
undercuts the idea that government causes inflation with a less empirical, 
more theoretical approach. Klein argues that state expenditures are usually 
responsive to  wide social demands; government spending and job creation 
are often “endogenous,” and much o f  the growth o f service-sector jobs 
financed by government spending or government transfer payments 
corresponded to  women’s entry into the labor market. Indeed, the mix 
o f demands in a modem society is remarkably stable. Some societies 
assign this spending to private agencies—Japan internalizes much o f  its 
welfare bill within the firm. Finally John Woolley’s discussion o f  the role 
o f central banks indicates that the idea o f bank independence as a barrier 
to inflation is also riddled with difficulties. Banks are independent where 
political actors find it useful to keep them so. They serve as a lightning 
rod to divert criticism from political leaders who want restraint but not 
the blame for tight money. And they also fill a talismanic function, 
reassuring the business community that sound finance will be respected 
by government. In this view the central bank forms part o f  what Thurman 
Arnold once called the folklore o f  capitalism.

The contributors to this volume thus tend to  be skeptical about the 
received wisdom that attributes the blame for inflation to  government. 
They also contest the frequent indictment o f labor unions as an inflationary 
factor. As Colin Crouch argues in chapter 5, not unions per se, but 
fragmented and decentralized unions seem to press wage claims with litde 
regard for price stability. Once labor is organized on a national level, so 
that union confederations must reflect about the consequences o f  their 
demands for the economy as a whole, more restraint can be expected. It 
is unclear in any case whether unions cause inflation or merely try to 
catch up with rising prices. But insofar as they can be autonomous 
contributors to  inflation, they are less likely to  become such if they are 
freighted with national responsibility.



Thus this volume represents a dissent from some o f  the basic notions 
blaming big government or big labor for inflation. But this is not to  say 
that political and institutional factors do not play the crucial role in 
generating inflation. Economic outcomes cannot be understood without 
considering the organization o f unions and business interests—whether 
peak associations or powerful firms—government bureaucracies, political 
parties, prevailing ideological alignments, traditions o f state intervention, 
and distributions o f  power internationally. As Lindberg points out in 
chapter 2, only an analysis o f  these sorts o f  variables can account for the 
failure o f the economies o f the Organization for Economic Cooperation 
and Development to  respond in the 1970s according to  the models offered 
by traditional economic theory. But the task is to  summarize the rela
tionships between these political and institutional variables and the 
performance o f the economy. From the institutional analysis o f  inflation 
and stagnation, what sort o f  intervention promises desirable outcomes in 
terms o f price stability, high employment, equity, and growth? This 
volume does not provide a simple formula, but it does offer a framework 
for thinking about which alternatives might work (and which have not 
worked) under differing political and social conditions.
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T hree M odels for E conom ic Policy

Several o f  the authors suggest that in effect three stages o f  social and 
political organization help determine to  what degree a national economy 
is inflation-prone. Crouch proposes in chapter 5 that where unions are 
still fragmented and small, labor’s contribution to inflation is insignificant. 
As unions develop, compete against each other, and strive for immediate 
wage gains, inflationary pressure increases. In a third stage, however, as 
labor organizations become large enough so that they perceive the general 
fate o f  the economy as a direct concern, unions and working-class parties 
will act as a source o f  restraint. Crouch refers to  Olson’s discussion o f 
organizations that are “encompassing” enough so that they themselves 
must share the cost o f  inflation6; their leaders can no longer believe that 
they can remain untouched either by the price rises that may follow from 
their claims or, if their demands are not accommodated by the monetary 
authorities, by the resulting unemployment. Where labor parties can

6. Mancur Olson, The Rise and Decline o f Nations: Economic Growth, Stagflation and Social Rigidities 
(Yale University Press, 1982).

 



participate in government coalitions, all the more impetus exists to  push 
economic interests from a “combative” to a “cooperative” logic.

Crouch writes in terms o f  the inflationary pressures that can arise from 
wage bargaining, from the labor-market arena directly. Klein’s chapter 8 
applies the same notion to  the political arena and public expenditure. In 
societies closest to  the model o f  the liberal market, public expenditure 
and inflation have no close relationship. In societies where there are well- 
organized, competitive interests, “rising public expenditure and inflation 
are likely to  march in step.” And in societies with encompassing labor 
organizations o r working-class parties that are brought into policymaking, 
high public expenditure may well diminish inflationary pressures, since 
labor spokesmen can restrain direct wage gains in exchange for more state 
welfare or just greater political influence.7

These analyses suggest that twentieth-century economies have under
gone a certain evolution. While any description o f  stages must be 
oversimplified, the OECD  economic systems can still be seen as moving 
from a phase characterized by the model o f  the liberal market to  a stage 
o f  competitive pluralism characterized by large unions and corporations 
and by administered pricing, and then in some countries to  a quasi- 
corporatist order where public authority has sought to  supervise consensual 
bargaining among the organized interests. O f course, most real economies 
embody elements o f  all three phases at once. Many older economies had 
a high degree o f  government intervention and concertation in the very 
early stages o f  development. M ost contemporary economies still have 
sectors far more responsive to  the rules governing the classical market. 
Nonetheless, for thinking about policymaking the idea o f  three modal 
organizations is a useful one. It suggests that the policy approaches that 
may be useful for one level o f  economic organization may be less workable 
at another.

Reliance on the Market

Each stage o f economic organization described above tends to be 
associated with a set o f  corresponding policies. O n the one hand, these

7. Alessandro Pizzomo has formalized die concept o f  political exchange to suggest that unions and 
parties can use the power of social disruption to extract concessions that their power in the labor market 
itself might not pry loose. By extension the concept suggests that labor leaden ate often prepared to 
accept wages lower than the maximum their market power might extract in return for a greater political 
■ole. Sec “Political Exchange and Collective Identity in Industrial Conflict,” in Colin Crouch and 
Alessandro Przzomo, eds.. The Ramgence of Class Conflict at Western Europe since 1968, vol. 2: Comparative 
Annina (Holmes Sc Meier, 1978), pp. 277-98.
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policies—ranging from laissez-faire to  demand management to  national
ization and economic planning—embody efforts to  secure high perfor
mance. On the other hand, supporters often advance economic policies 
less for reasons o f  performance than o f  political preference, that is, to 
help buttress one stage o f  economic organization o r another. Neoliberals 
(in the United States, neoconservatives) seek to  restore the market as the 
major regulating force. For many o f them, to  be sure, the desired market 
is a one-sided arrangement since they rarefy challenge oligopolies and 
administered pricing. Neo-Keynesians try to  ensure cooperative behavior 
among the large interest groups that they believe must remain a permanent 
feature o f  the economic landscape. Post-Keynesians and Social Democrats 
look toward evolving a higher degree o f  public coordination o f  interest 
groups.

Reliance on the market, indeed a major effort to  restore the scope o f 
the market, became the dominant policy thrust in the United States and 
Great Britain in the early 1980s. W hat successes and what shortcomings 
can be attributed to  this approach? Inflation came down in both countries, 
but at the cost o f  the most serious economic recession since the 1930s, a 
slump that compelled labor to  concessionary wage bargaining and left a 
residue o f  long-term unemployment.

Significant differences between American results and those in Britain, 
moreover, reveal that even where governments are prepared to  rely a n  a 
severe recession to  end more than a decade o f  pass-akmg inflationary 
expectations, the medicine is not always effective. The earlier recession o f  
the mid-1970s, after all, did not really work in either country. Perhaps 
authorities did not allow it to  cut a long o r deep enough swathe. The 
governments o f  the early 1980s were willing to  impose the remedy with 
more resolution.8 Still, even as it underwent its harsh slump, die American 
economy continued to  produce jobs, some 20 million from 1973 to  
1984.9 Some o f  these jobs represented lower-quality, less qualified

8. Thomas Sargent has argued that from the viewpoint o f  changing expectations, the Thatcher 
experiment was not really resolute enough. By not cutting government expenses more drastically, the 
British authorities did not reverse long standing beliefs that inflation must continue. He contrasts 
Thatcher’s half-hearted effort with the earlier successful stabilization o f Raymond Poincaré in 1926. 
“Stopping Moderate Inflation: The Methods o f  Poincaré,” in Rudiger Dombusch and Mario Hcnriquc 
Simonsen, eds , Inflation, Debt, and Indexation (MIT Press, 1983), pp. 56-96. It could also be argued 
that in climbing out o f  the recession the Reagan administration was hardly retying on the market alone. 
Continuing major budget deficits coupled with capital inflows from abroad to finance the adverse 
American balance o f  trade, massive public expenditure on armaments, all contributed to the recovery o f 
1983-84.

9. See Leslie Wayne, “America’s Astounding Job Machine,” New Tori Tima, June 17, 1984,

 
 
 
 
 
 
 
 
 



employment, and some represented involuntary part-time assignments. 
But, in Britain, employment was just plain contracted and unemployment 
had risen to  nearly 13 percent by 1984. Efforts to  cut public spending 
yielded litde result, and public-sector borrowing remained high. Govern
ment policies appeared to incur recession without the redeeming features 
o f economic growth and restructuring, unless these processes were 
percolating slowly at a subterranean level.

Why these discrepancies? Krause and Caves’s study o f  the British 
economy in the 1970s had already suggested that the process o f  economic 
adjustment was very difficult; over 80 percent o f  nominal increases in the 
gross domestic product in the decade after 1968, for example, had been 
dissipated into inflationary price rises.10 Conversely, the subsequent efforts 
to  lower inflation took a heavy toll in real economic activity and did not 
just roll back price levels. British society seemed to  have structural 
impediments that frustrated reflationary and deflationary policies alike.

The different results in the two countries suggest that American 
economic conditions still approximated the market model more than did 
the British. Rates o f  effective unionization remained far lower in the 
United States than in the United Kingdom, approximately 25 percent 
against 50 percent o f  the respective work forces. The scope for decentralized 
entrepreneurial vigor seemed more persistent in America than in England 
and in many other European societies. The demand for services in a 
wealthier United States remained higher so that as employment fell in 
industry and manufacturing, new jobs appeared in the service sector, 
whereas in Britain the process o f  substitution remained far more halting. 
In short, a wager on the market, on what Schumpeter once called “creative 
destruction,” could produce more effective results in terms o f braking 
inflation and creating jobs in the United States because its social and 
economic organization was perhaps still more fluid than that elsewhere. 
Capacities for improvisation and innovation still seemed to  distinguish 
American society.

But this is not to  deny the shadow side o f  the American performance. 
First o f  all, it remains indeterminate how much o f the recovery depended 
on capital resources drawn from abroad. By virtue o f the role o f the 
dollar, the United States could still play on an imperial economic edge 
denied to  other economies. The mechanisms, as Robert Keohane’s chapter 
4 explains them, had weakened, but they had not disappeared. American

10. Richard E. Caves and Lawrence B. Krause, eds., Britain}r Economic Performance (Brookings 
Institution, 1980), p. 8.
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recovery might stimulate other economies but it could also divert their 
resources to North America. From abroad, this process appeared exploi
tative. Second, policies were carried through with less concern for welfare 
and equity than in other societies. Nonwage labor costs rose more sharply 
in Europe than in America during the 1970s. They contributed to  the 
rigidities o f the European economies, to  the Europeans5 inability to lower 
the real-wage bill after the second oil-price levy on national incomes to 
the degree that American firms could. In turn, the more refractory costs 
o f  labor in Europe may have contributed to slower recovery.11 But 
European labor remained protected from the vicissitudes o f  the market 
to a greater degree than its American counterpart. Layoffs remained more 
difficult; welfare could be dismanded less quickly; there was probably less 
o f a regressive redistribution o f income in the early 1980s. European 
administrations could not advise their unemployed workers to  move to 
the Sunbelt where allegedly new jobs awaited.

To sum up, reliance on the market seems to  work to  the degree it does 
only where the social and political preconditions o f  the market effectively 
persist. They remain valid in the United States only in part, and more in 
citizens5 expectations about what government should or should not provide 
than in the actual organization o f economic transactions. Still, they prob
ably do persist on the ideological level in the United States more than 
elsewhere. Corporations and pressure groups lobby to  evade the market, 
but individual Americans largely accept its legitimacy, although their 
allegiance might falter if prosperity faded. In effect, this loyalty allows for 
capitalist flexibility, but at the cost o f  a trade-off in terms o f  equity that 
European societies—those ruled by Conservatives as well as Social Dem
ocrats—no longer tolerate. In Europe the role o f labor is too institution
alized to have allowed the infringements on the welfare state that the 
United States could impose in the early 1980s. As Douglas Hibbs’s 
chapter 7 suggests, labor interests have found weaker electoral expression 
in the United States than in Europe.

H ow  each observer judges the balance o f results will depend on his 
political and economic values. W hat the entrepreneur describes as a rigidity 
the labor spokesman sees as a justifiable protection. In any case, where 
these guarantees are defended by stronger unions and working-class 
parties, it is doubtful that resolute market policies will produce the flexible 
response they continued to  manage in the American situation.

11. See Jeffrey D. Sachs, “Real Wages and Unemployment in the OECD Countries,” Brookings 
Papers on Economie Activity, 1:1983, pp. 255-89.
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Reliance on Pluralism

Throughout the 1970s most Western societies followed what can be 
called a pluralist approach to  deal with inflation and stagnation. Policy
makers have accepted the fact that free-market determination o f  prices 
and output is confined to certain spheres o f economic life. M ost transactions 
are heavily influenced by collective or group behavior. Firms follow 
administered pricing; labor unions seek to  preserve real wages even in 
the face o f  slack employment; both capital and labor have an interest in 
not pushing their social partner to  the wall, and both have an interest in 
wresting subsidies or other concessions from the state. In return state 
actors need to  rely on unions and industry as the executors o f general 
economic policy. Price levels, employment, investment, and growth emerge 
out o f  a matrix o f  implicit or explicit social compacts.

This view o f  the modem economy effectively underlies neo-Keynesian 
approaches to policymaking. Neo-Keynesians enshrined an image o f 
institutional stickiness when they accepted Phillips-curve analysis in the 
1950s and 1960s. Phillips-curve explanations implied that institutional 
behavior precluded perfect adjustment to  price stability and full employ
ment simultaneously. Phillips-curve approaches also sanctioned a neo- 
Keynesian interventionism that seemed so triumphant in the 1960s. For 
the neo-Keynesian approach suggested that if a trade-off had to  be 
accepted, it was still a relatively favorable trade-off and one that could be 
manipulated to lower unemployment without severe costs in terms o f 
inflation.

As the terms o f  the trade-off worsened from the late 1960s and inflation 
rates increased, neo-Keynesian analysis showed signs o f difficulty. M on
etarists could argue that Phillips-curve analysis had been flawed from the 
outset, that there was no stable trade-off and trying to  purchase higher 
employment would just yield continuing inflation. Neo-Keynesian econ
omists, however, were compelled to  examine the sorts o f  market “imper
fections” that undermined the outcomes they predicted. Increasingly they 
had to  explore the sociopolitical underlay o f  economic transactions to  
discover why adjustments were so sticky, why wages and prices behaved 
in so ratchet-like a fashion. Arthur Okun’s exploration o f the institutional 
bargaining between employers and workers that protected investment in 
social capital at the cost o f  price flexibility was one o f  the most sophisticated 
o f  these quasi-sociological explanations.12

12. Arthur M. Okun, Prices and Quantities: A  Macroeconomic Analysis (Brookings Institution, 1981).



The difficulty was that no matter how sophisticated, the pluralist 
analysis o f  the economic process did not lead to  effective policies for 
braking inflation. Keynesian and neo-Keynesian approaches seemed better 
designed for stimulating employment than reining in prices. Neo-Keynes
ian policies for price stabilization took interest-group behavior as a given 
but sought to  appeal to  a common interest in price stability. In the United 
States the Nixon administration followed a brief statutory wage freeze 
(phase 1) and an effort at publicly scrutinized wage and price rises (phase 
2) with less binding frameworks for collective bargaining (phase 3).13 
Thé Carter administration sought to  rely on voluntary price controls and 
advanced proposals for real-wage insurance or tax incentives for firms that 
kept prices stable. Western European governments o f  the late 1960s and 
early 1970s likewise sought to  institute social compacts between unions 
and employers and to  offer working-class parties a greater policy voice in 
exchange for urging wage restraint. In Italy from 1976 to  1980, the 
Communist party entered into a consultative arrangement with the 
predominandy Christian Democratic cabinet and provided implicit po
litical support for the central bank’s stabilization policy. In Sweden and 
in Britain a series o f social compacts highlighted anti-inflationary efforts. 
Still, in every country where these measures were tried, they proved frail 
instruments. By the end o f  the 1970s voting publics tended to  lose 
patience with the incumbent governments that sought to persist with 
them.

In effect, neo-Keynesian policies did not have the bite that their own 
analytical premises suggested was really required. Albert Hirschman’s 
chapter on the lessons from Latin America suggests some o f the reasons. 
In the short run, unions or corporations might reason, they would still 
be better off by seeking immediate gains, by trying to appropriate a larger 
share o f national product through an inflationary settlement. O n the next 
round they might lose, but not quite as much and not immediately. In 
an inflationary environment, however, restraint meant certain sacrifice. 
Neo-Keynesians proposed that a web o f  voluntary restraints and com
pensations would lift economic actors by their own bootstraps out o f  this 
world o f prisoner-dilemma games and would reestablish price stability as 
a tenable public good. But as Crouch suggests, this intermediate stage o f 
economic organization—in which oligopolies and unions were powerful

13. See Craufurd D. Goodwin, ed., Exhortation and Controls: The Search for a Wage-Price Policy, 
1945~1971 (Brookings Institution, 1975).
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enough to  compel inflationary settlements, but not so encompassing as 
to  feel the equivalent cost o f  indulging in them—provided an unstable 
basis for voluntary incentives. Inflation, in effect, had led to  a neo- 
Keynesian impasse.14 By the end o f  the 1970s some societies—for example, 
the United States and Great Britain—would try to  return to  the arbitrary 
discipline o f  the labor market. Others would consider enlarging the role 
o f  interest-group participation so private actors would have a more self- 
evident stake in price stability. This means, in Crouch’s language, moving 
from the logic o f  conflict to  that o f  cooperation.
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Efforts at Democratic Coordination

The neo-Keynesian impasse arose because reliance on group incentives 
to  achieve wage and price stability proved insufficient. The diagnosis was 
convincing, but the medication weak. Reliance on the market, on the 
other hand, has incurred high unemployment and regressive transfers o f 
income. Effectiveness o f  market discipline, in any case, may be limited at 
best to  societies with a relatively apolitical working class. W hat is the 
nature then o f  the third policy approach?

If  there is to  be an alternative to  smashing unions, forcing concessionary 
wages as an anti-inflationary strategy, and eroding the welfare state, then 
economic policy must move beyond the limited nco-Keynesian incentives 
and ad hoc social compacts o f  the 1970s. Different initiatives are possible.

One institution familiar to  students o f  political economy and especially 
o f  labor markets in Scandinavia, Austria, the Netherlands, and West 
Germany involves what is often labeled neocorporatism. Neocorporatism, 
or sometimes just plain corporatism, has shed its association with the 
spurious fascist effort to  organize the economy in industrial sectors across 
class lines. In its post-W orld War II context it refers to  the policy o f 
involving spokesmen for labor, for business, and the state in tripartite 
consensual wage bargaining.15 In a more general sense, as Ltndberg and 
Zysman make clear in chapters 2 and 6, it refers to  the enlisting o f

14. The to m  Keynesian impasse is owed to John H. Goldthorpe, “Problems o f  Political Economy 
after the End o f  the Postwar Period," in Charles S. Maier, ed . Chatp n y  Boundaries of the Political 
(Cambridge University Press, forthcoming}.

15. The literature on corporatism is extensive. For recent useful surveys, see Philippe C. Schmittcr 
and Gerhard Lehmbruch, cds.. Trends toward Corporatist Intermediation (Sage, 1980}; Suzanne Berger, 
ed., Orpawang Interests m Westerst Europe Pluralism, Corporatism, and the Iransfomwtum of Polities 
(Cambridge University Press, 1981); Colin Crouch, Class Confiia and she Industrial Relatants Crisis: 
Compromises and Corporatism m the Policies of the British State (London: Heinemann, 1977); John H. 
Goldthorpe, ed.. Order and Confia m Contemporary Capitalism (Oxford University Press, 1984).
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producer groups to  work with public officials in setting economic priorities 
and coordinating economic policies in  general—wage levels, investment 
targets, regional development, job  training, and the like. Crouch’s chapter 
summarizes the characteristics o f  corporatist systems and argues that they 
have enjoyed a better record on wage stability than the noncorporatist 
economies. The study o f  West Germany in chapter 12 shows how German 
unions accepted a national framework for wage bargaining in which it 
was understood that wage increases had to  be kept within the limits 
justified by expected real economic growth. West Germany had a formal 
corporatist framework only during the years o f  the “concerted action” 
from 1967 to  1977, but the formal tripartite framework made less 
difference than the highly disciplined structures o f  collective bargaining 
that persisted throughout the postwar era. German unions, moreover, 
have remained yoked into cooperative structures through the institution 
o f  codetermination (adopted in 1951 and extended in 1972). Codeter
mination provides for a worker voice in plant matters, including hiring 
and layoffs, as well as union representation on the firm’s supervisory board 
o f  directors.16 A whiff o f  codetermination came to  the United States 
when in 1980 the head o f  the United Auto Workers, Douglas Fraser, 
was placed on the Chrysler board as a condition o f  its government- 
guaranteed loan. But American and British unions have generally shied 
away from assuming codetermination responsibilities, while Anglo-Amer
ican employers have also rebuffed the concept. The major exception is 
agriculture, where farm federations and dairy boards have long been 
involved in policy formation and implementation.

Corporatist arrangements can extend beyond the range o f  the plant or 
firm or even national wage-determination bodies. In Austria and in 
Scandinavia spokesmen for the differing political parties and unions 
effectively partition a multitude o f  industrial and agricultural boards that 
run under the aegis o f  the state and have extensive planning responsibilities. 
O n the other hand, not all formal institutions for tripartite consultation 
really constitute effective corporatist institutions. The social contracts in 
Britain, for example, often represented patchy agreements and did not 
produce a deep-rooted coalition for wage restraint. Britain’s economic 
landscape was littered in the mid-1970s with James Callaghan’s social 
contracts. In addition the Trades U nion Congress accepted tax concessions

1 6 . For » summary see Wahher MuUer-Ientsch, "Industrial Relations in  the Federal Republic o f 
Germany,’  in  E n o  Tarantelh and Gerhaidt WiUke, ods„ The MMUQtmmt  eflmtmaritt Ctmfita, European 
U n iv e rs i ty  Institute Publication 8 (Florence: Le Monnier, 1981), py. 10S-22
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in return for wage restraint between 1974 and 1978, but these arrange
ments proved ephemeral. Likewise, the major proposal for a British 
version o f  German codetermination, the Bullock Report o f 1977, remained 
a dead letter.17

Corporatist institutions are not, therefore, readily imported, as if they 
were some turnkey technology o f  industrial pacification. In those countries 
where they have subsisted over long periods, they are grounded in a host 
o f  indigenous conditions rooted in history.18 Corporatist structures have 
built on earlier economic interventions by mercantilist states, as in Sweden 
o r Prussia, o r on patterns o f  group accommodation worked out to 
negotiate long-term religious cleavages, as in the Netherlands. Corporatist 
structures have proved most durable, moreover, in small countries where 
citizens readily understand how necessary wage and price stability is for 
international competition. Andrew Martin’s chapter on Sweden describes 
a situation where the labor movement, despite its strong commitment to 
social democracy and equality, remains acutely sensitive to  the need to 
retain a competitive industry.

Moreover, even if they proved feasible for the United States, corporatist 
initiatives would require careful scrutiny. Corporatist arrangements can 
be exclusionary at the same time they seek to  widen the elements o f 
political and economic consultation. While they may admit working-class 
spokesmen into decisionmaking forums, they can also strengthen the 
influence o f  established and conservative unions at the expense o f  more 
marginal workers, the nonunionized, the unskilled, women, racial and 
ethnic minorities. They could also become narrow protectionist coalitions, 
resistant to  industrial change. On the other hand, joint labor and 
entrepreneurial forums seem to offer a way beyond a destructive zero- 
sum conflict o r harsh social confrontation.

Moreover, corporatism in the narrow sense is not the only framework 
for widening the circle o f  economic decisionmaking. If  the social under-

17. For British developments in this period, see Andrew W. \. Thomson. “Industrial Relations 
during the Period o f  the Recession, 1974-1978," in Taiantelli and Willke, Management Industrial 
Conflict, pp. 27-63; for other country studies, sec Robert J. Flanagan, David W. Soskice, and Lloyd 
Ulman, Unùwùsm, Econome Stabilization, and Interna Pointer European Experience (Brookings Institution, 
1983); Peter Lange, George Ross, and Maurizio Vannicelli, Unions, Change, and Crisis’ French and 
Italian Union Strategy and the Political Economy, 1945-1980 (London: Allen and Unwin, 1983); Peter 
Gourevitch and others. Unions and Economie Crisis: Britain, West Germany, and Sweden (London: Alien 
and Unwin, 1984).

18. See Charles S. Mater, “Preconditions for Corporatism," in Goldthorpe, Order and Conflict; Peter 
Katzensrein, Corporatism and Charge: Austria, Switzerland, and the Politics of Industry (Cornell University 
Press, 1984), and Small Statu in World Markets: Istdsmriat Polies in Europe (Cornell University Press, 
1985).

 
 
 
 
 
 
 

 
 
 

 



pinning o f modem economies suggests (as several chapters propose) that 
a logic o f cooperation is more fruitful in the long run for achieving 
growth and stability, more inclusive involvement o f labor representatives 
and citizen groups is probably necessary. While such collaboration has 
evolved most easily in small, open economies, Americans have also become 
acutely aware that even so massive an economy as their own is relatively 
open and vulnerable.

The last great negotiation o f  collective economic roles took place from 
the Great Depression through W orld War II. The economic growth o f 
the decades after 1945 presupposed an underlying social compromise. 
The post-1945 setdement was forged out o f  the experiences o f mass 
unemployment, fascist suppression o f labor, wartime destruction, and the 
reaction against communism. Business representatives and conservative 
parties in the West tempered their earlier resistance to social security 
measures, collective bargaining, and demand management. In return, 
working-class spokesmen dropped their demands for extensive nationali
zations and old-style socialism. They effectively left the control o f  
investment in the hands o f  the industrial managers, bankers, and bureau
crats who had traditionally been in charge, and they settled for assurances 
o f welfare and high employment. This Keynesian compromise formed 
the social and political underpinning o f the high growth o f the 1950s 
and 1960s. Only with the stagflation o f  the 1970s was this setdement 
really challenged on the Left and the Right.

The prolonged economic difficulties o f the 1970s suggested that the 
Keynesian compromise might no longer assure the effective functioning 
o f contemporary industrial economies. Conservatives have argued that 
the terms o f the Keynesian settlement had cumulatively unleashed the 
growth o f inflationary state expenditure and wage claims. They defined 
their task as one o f reversing the rot that set in with the 1930s and was 
aggravated with the 1960s. But again, their solution presupposes a 
restoration o f market mechanisms that contemporary society may not 
sanction beyond the latest upsurge o f the business cycle.

It is our view that the Keynesian compromise does indeed require 
renegotiation, but not reversal. The former division o f social functions 
granted working-class spokesmen and legislative representatives a say in 
the distribution o f income, but it entrusted management and state 
bureaucrats (as in Japan and France) with control o f investment. Inflation 
and stagnation, however, have undermined the legitimacy o f that com
promise. Even if it be patched together for another decade, the conserva
tives have a point. It may not generate the social cohesion to contain
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inflationary trends, and it may prove unable to call forth the willingness 
to  save and invest that stimulated earlier growth. Andrew Martin’s study 
o f Swedish developments is revealing in this respect. I t suggests that 
Swedish unions and the Socialist party themselves recognized the Swedish 
need for industrial renewal and investment. But in return for labor’s 
contribution they have sought a more collective form o f saving and 
investment that broadens the traditional channels o f private profits. The 
Swedish solution, whose painful evolution has been shaped by many 
political cross-pressures, is not necessarily a model for other economies. 
Politically it presumes a Social Democratic party that cannot be durably 
excluded from governance. Still, for many o f the industrial nations, it is 
hard to justify the direction o f investment as a prerogative o f private 
capital, especially when in an age o f industrial transformation so many 
jobs are at stake. N ot only is the division o f the national product—that 
is, the state budget, the tax burden, and income transfers—a subject o f 
public debate. The direction o f investment becomes a policy arena as well.
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Infla tion  and  the  R esum ption  o f  G ro w th

Considered together, the chapters in this book suggest that the problem 
o f  inflation is never resolved without tackling the broadest questions o f 
political control o f  the economy. Inflation involves a diminishing valuation 
o f the future with respect to the present. The clear images o f next year’s 
gains that justify this year’s restraint fade into haze and remoteness. 
During the depression, Keynes argued that Western society had overvalued 
savings and had undervalued consumption. The judgment constituted 
part o f  his intellectual ambivalence about middle-class priorities. H e 
looked forward to the euthanasia o f  the rentier and an end to  the scarcity 
o f capital, which he felt was artificial in any case. But industrial nations 
moved out o f  an era o f depression, and they have learned again that the 
need for savings and investment is imperative, especially as the international 
division o f labor changes rapidly and the OECD nations no longer enjoy 
the advantages o f cheap energy and unchallenged technological leadership. 
If  Keynes faced long-term deflation, the long-term inflation o f the 1970s 
testified to, and increased, the difficulties o f designing a new strategy for 
reinvestment and growth.

These difficulties, the contributors to this book suggest joindy, went 
deeper than mere control o f  the money supply or budget deficits. If  
Lindberg’s, Klein’s, Cameron’s, Crouch’s, Martin’s, and Salvati’s chapters

 



are credited, then inflation did not arise from the “overburdening” o f  
democracy by the welfare state. Countries could, to  be sure, try to  roll 
back wages and reduce trade union power or Social Democratic welfare 
schemes by the weapon o f  recession. O r they could try to  expand the 
forums o f  economic decisionmaking by opening up political debate about 
the goals o f  growth and seek to win a new consensus for saving and 
investment. In either case the inflation problem righdy understood is the 
counterpart o f  the investment challenge. The resumption o f  growth in 
most cases rests on the ebbing o f  inflation and in turn makes overcoming 
inflationary pressure all the easier.19 A contest over shares can be 
transformed into a sharing o f  national-income dividends.

All economic doctrines, except for those that presuppose unavoidable 
“crisis,” tend to  agree on this possibility. They differ o f  course in their 
prescriptions. This volume seeks to  evaluate the political as well as the 
economic promise o f  these prescriptions, not for this year, but for the 
long term.

W hat are the political elements o f  a strategy for growth? Certainly they 
will vary from country to  country. In Austria, West Germany, Scandinavia, 
and the Netherlands, the cadres o f corporatism may serve to  forge a social 
consensus for investment. France and Japan may well be able to  build on 
the partnerships between state technocrats and industrial constituencies 
that they have long relied on. I f  it proves necessary to  open up the 
consultative process to  working-class spokesmen, then a formula may 
emerge that provides corporatism with a technocratic face. In Britain and 
the United States, where corporatist impulses are weaker, national legis
latures seem a more appropriate instrument. The alternatives o f  economic 
policy—how much investment, what sort o f  investment, what provisions 
for disinvestment—need to  be placed before elected representatives. 
National commissions that group labor and industrial leaders may help 
formulate alternatives, but they are unlikely to  substitute for legislative 
debate. Planning insulated from local and national representation is hard 
to  sustain in the United States, a country hospitable to  technocracy only
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19. There arc situations where inflation can be used to transfer the resources a society needs for 
investment and growth. Price movements do not formally determine the way teal economic quantities 
change. In Brazil during recent decades, for example, inflation at times probably facilitated development. 
But in already developed industrial societies, where growth and investment rest in part on middle-class 
and working-class savings and requite political stability, an inflationary strategy for growth seems 
politically unfeasible. Inflation and a continuing struggle over national income shares produce a vicious 
circle that chokes off growth and aggravates the difficulties—“the English disease" o f  die 1970s.

 
 
 
 
 
 



in wartime and, on a more regular basis, in the relationship between 
government and the military and defense-related industries.

Certainly in any national investment policy, we believe, the concept o f  
investment must be broadened from its traditional association with 
hardware. Social capital formation is as crucial as investment in physical 
plant—all the more so as the role o f services increases. The task o f 
regenerating devastated urban areas requires ultimately a work force 
trained not merely in specific, vulnerable skills, but adaptable to  a broad 
range o f work demands. As the Swedes have recognized, this requires 
high investment in job training and retraining, constant microeconomic 
intervention as well as macroeconomic demand management. It also 
requires that management comes to understand that its own best interest 
will lie not in making job tasks more routine, or seeking cheaper sources 
o f  labor abroad, but in organizing more flexible plants and assignments. 
Just preaching the end o f  Taylorism is not a sufficient policy, however. 
Tax incentives and research and development contracts may also have to 
be shaped to encourage a longer-term concept o f  returns from the firm 
than now prevails.

This sort o f  agenda may seem far more inclusive than the traditional 
checklist for combating inflation. In fact, America’s inflationary symptoms 
may well have been suppressed for a time. Nonetheless, inflation and 
stagnation formed part o f  a larger challenge that still grips Western 
societies. As this volume emphasizes throughout, the dilemmas o f the 
1970s were simultaneously political and economic. Inflation and stagnation 
emerged from, and then helped intensify, a major questioning o f the 
division o f  labor both within the industrial nations and between these 
nations and the newer developing regions o f the world. Class and political 
compromises that had allowed a generation o f  postwar growth could no 
longer command the consensus they earlier had. Growth may not become 
so spectacularly rapid again. O n the other hand, for the last century or 
longer economies have usually been able to  generate real increments o f 
wealth and welfare. Predictions at each stage of industrialization that 
technological unemployment must finally outweigh new possibilities have 
not yet come to  pass.

No matter what the promise or problems arising out o f  technological 
innovation, the conditions for economic progress remain ultimately 
cultural and political. Only political frameworks provide the legal buttresses 
that make working for the future a credible activity. Efforts to  depoliticize
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the marketplace tend to  be spurious. They usually entail a one-sided 
buttressing o f  profits and managerial prerogatives. N or is it likely in an 
age o f  mass parties, television, and welfare entitlements that any effort at 
depoliticization promises success over the long run. A primary lesson o f  
the inflation o f  the 1970s—a lesson too horn the continuing difficulties 
o f  economic restructuring—is that every economy is a political economy 
in the fullest sense. Societies can experiment with strategies o f  exclusion, 
o f  reducing the voice o f  political actors; or they can attempt strategics o f 
inclusion and democratization, that is, o f  expanding the economic role o f 
citizens; o r they can seek to muddle through in the hope o f  another round 
o f  prosperity. The 1970s, however, seemed to  exhaust the virtues o f  neo- 
Keynesian muddling; and for the early 1980s Americans sanctioned an 
effort at selective depoliticization. The remainder o f  the decade will test 
whether this approach can continue to  command enough enduring support 
to  prevail. When it no longer does, Americans must think seriously about 
the reconstruction o f  political economy on a more open and democratic 
basis.
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