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“Statutory or voluntary, it [incomes policy] may not

have many positive virtues; but the alternative —

leaving it all to the slow-acting and uncertain treatment

of tight fiscal and monetary policies — is even less appealing”

THE ECONOMIST, 11 FEBRUARY 1978
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Preface

This book project has lasted for a period of eight years. It started in sum-
mer 1998 when the German Social Democratic Party, spD, announced it
would set up an Alliance for Jobs with the unions and employers’ orga-
nizations in case of a change of government. Becoming interested in the
renewal of corporatist decision making, I prepared a small comparative
study on social pacts in Europe that became the foundation for this book.

By the time this book is published, the German attempt to strike a so-
cial pact — the Alliance for Jobs — will have been dead for at least four
years and another change of government has taken place. The new cor-
poratist phase has contributed more to the demise of social partnership
in Germany than to its renewal. Thankfully, I did not start a project on
the effectiveness of this new mode of governance. Rather, my attention
was grabbed by the underlying motivation of governments to enter such
pacts including soft forms of incomes policy in an era when these types
of policies had generally been written off. Though this is a new variation
on an old theme, I hope that the readers will take new insights from it for
studying the political economy of wage bargaining in Europe.

Writing this book met a couple of profound challenges, of which I
would like to mention two. One was my ten-month stint to Manila, capi-
tal of the Philippines, in 2000-2001. Writing about the finer details of
European monetary integration and wage regulation on a beach on the
tropical island of Boracay overlooking turquoise sea or being stuck in a
city of extreme social inequality was a challenge. Erich Késtner writes in
the foreword of the famous German children book The flying classroom:
“It is understandably very difficult to write a Christmas story in the warm-
est days of summer. One cannot just sit down and write ‘it is freezing cold,
the snow is pouring down..” when one feels like a joint of roasting meat...
waiting for a heat stroke” (Késtner, 1998 [1933]: 10; my translation). Some
similar problems arise when you think about the nitty-gritty of Europe-
an wage increases for well paid skilled workers while living in a country
where the vast majority of the population lives on one dollar per day.
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The other challenge has been changing jobs three times in three years. My
interest in governments’ motivations when dealing with trade unions led
to me spending a year in the planning division of the Ministry of Econom-
ics and Labour to observe policy decisions in the making. This was fol-
lowed by appointments at the International University Bremen and finally
at the Hertie School of Governance — all institutions I am very grateful to
have been, and to remain, associated with. But with every new workplace,
it takes time to adjust to new perspectives.

This book would not have been produced without the generous support
of all these institutions. Most important of all has been the Max Planck
Institute for the Study of Societies in Cologne. I owe an enormous debt to
Wolfgang Streeck, who has been so tolerant towards and supportive of a
project with which he disagreed in many ways. In the course of revising
the book I have taken up many of his suggestions and understand many
of his concerns, in particular the danger of using technical language and
explanations for a deeply political process. Special thanks go to Jelle Vis-
ser, who encouraged me to offer the manuscript to Amsterdam University
Press and who helped a great deal when I revised it. Moreover, he did not
even blink an eye when I confessed that I had lost his notes on the manu-
script at Budapest airport.

Thanks also to the Sociology Department of the Ruhr-University Bo-
chum that accepted the manuscript as a habilitation thesis. In particular to
Rolf G. Heinze who managed the process smoothly, but also to the depart-
ment staff, Barbara Oetelshofen and Mechthild Bauernschmidt, as well as
the faculty members who served on the habilitation committee. The two
other reviewers of the thesis, Ulrich Widmaier and Klaus Armingeon, have
provided extremely valuable comments on how to improve the arguments.
Thanks also to the Science Center Berlin (wzB) for hosting me for eight
months and the Volkswagen Stiftung that financed a one-year exchange to
the planning division of the Federal Ministry of Economics and Labour.

My colleagues at Cologne and elsewhere have been crucial for discuss-
ing my work and this project, by inviting me to present my work, by shar-
ing their time, their political and academic perspectives and thoughts
and/or even their office space with me: Sabina Avdagic, Lucio Baccaro,
Pablo Beramendi, Tom Cusack, Bernhard Ebbinghaus, Werner Eichhorst,
Henrik Enderlein, Maria Funder, Steffen Ganghof, Peter Hall, Bob Hancké,
Martin Hopner, Sven Jochem, John Kelly, Bernhard Kittel, Philip Manow,
David Marsden, Philippe Pochet, Martin Rhodes, Fritz W. Scharpf, Wolf-
gang Schroder, Thorsten Schulten, Nico Siegel, David Soskice, Christine
Trampusch, Sig Vitols and Stephen Wood.
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Precious insights into the thinking and working of government adminis-
trations I gained from Henri Cordes, Britta-Maria Loskamp, Kirsten Neu-
Brandenburg, Stefan Profit and from countless discussions with Oliver
Villwock at the Ministry of Labour and Economics, which have deeply in-
formed and thereby changed my understanding of political bureaucracies.

The prize for the best research assistants in the world should go to
Sebastian Grobel and Moira Nelson; followed — in no particular order
— by Yorck Grofikraumbach, Nele Kampffmeyer, Marina Krestinina, Lena
Riedel, Irina Shames and Malgosia Skorek.

Finally, I have to thank my family. I thank Lucas for not taking the slight-
est interest in any of our work and pointing out to us the really important
things in life. And Hugh for never stopping to support whatever I was do-
ing and for hanging in there with me in all the emotional and intellectual
turmoil I went through. It is not lost on me.
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1 The Political Economy of Adjustment in Europe

Western European economies have undergone a major adjustment pro-
cess over the last 25 years. They have had to adjust to the challenges of the
effects of the oil shocks of the mid-1970s, to major effects of the process
of European monetary and economic integration, to structural burdens of
highly developed welfare states and decreasing labour market participa-
tion rates, and to an ever increasing degree of international penetration of
markets, especially financial markets.

While processes of economic internationalization and financial liber-
alization have affected all advanced countries, Western European coun-
tries have faced a particular challenge. European economic integration
processes have increasingly taken away economic policy tools, such as
national competition law and national subsidies for certain industries and
companies and employment protection in nationalized industries, which
traditionally played an important role in Western European economic
policy-making. In addition, European monetary union has progressively
ruled out external adjustment via the exchange rate to compensate for
losses in national competitiveness. Monetary integration in Western Eu-
rope has also meant universal adherence to the German model of restric-
tive monetary policy, which was the role model for the European mone-
tary system. Moreover, convergence criteria and the Stability and Growth
Pact have tightened fiscal policy. The fundamentally liberalizing nature of
European economic integration has robbed national governments of im-
portant ways of cushioning and mediating necessary economic restruc-
turing.

The external constraints on economic policy-making have crept into
Western Europe on a gradual basis. Capital controls were lifted during
the 1970s. The volume of international financial transactions increased
dramatically between the 1970s and the late 1990s. Monetary integration
started immediately after the collapse of the Bretton Woods system with
the currency snake in 1973. It became an effective exchange rate mecha-
nism for a small number of European countries with the setting-up of the
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European Monetary System (EMS) in 1978. Devaluations still took place
until the 1980s but were increasingly discouraged and avoided. After the
EMS crisis in 1992, major devaluations were virtually ruled out. The Maas-
tricht Treaty not only laid down the fight against inflation as a precon-
dition for monetary union, but also put an end to further expansion of
public expenditure by introducing ceilings for public debt and deficits.
European governments chose to adopt the policy of financial restrictive-
ness and public austerity at different speeds and in different ways. Coun-
tries with previously high inflation and high unemployment, such as Italy
and Ireland, joined the monetary club at an early stage, while most of
the Scandinavian countries were more reluctant. They had opted for a
strategy of competitive devaluation combined with real wage restraint as
a temporary adjustment tool. In most cases, the adoption of the German
role model required a major shift in economic policy-making. Inflation
and devaluation had become the accepted means of adjustment to balance
of payment difficulties. But from the early 1990s onwards, European gov-
ernments had tied their hands tightly in favour of a restrictive monetary
and fiscal policy, liberalized markets and strict competition policy.

One of the major consequences of monetary and economic integration
of the European Union member states has been that it has shifted the bur-
den of adjustment to economic imbalances and economic shocks increas-
ingly and unilaterally onto the labour market. To the extent that external
adjustment via the exchange rate is not available any more, that previously
sheltered economic sectors are now open to international competition
and that currencies are traded on international finance markets, changes
in the competitiveness of national economies and regions have to be com-
pensated for by the adjustment of real labour costs and, in many cases,
of real wages. Tightening external economic conditions has required an
increase in wage flexibility or the capacity for wage restraint in order to
maintain current levels of employment.

While restrictive monetary policies and tighter fiscal policies were
adopted almost universally in Western Europe,' the approaches towards
wage flexibility remained contested. Whereas restrictive monetary poli-
cies were designed to discipline price and wage setters by highlighting the
negative externalities of excessive price and wage increases, the condi-
tions under which this policy would be most effective were still an open
question.? European labour markets were highly regulated and wage bar-
gaining institutions in many countries were centralized. Different views
prevailed over the most beneficial relationship between monetary policy
and wage bargaining institutions.

16 THE POLITICAL ECONOMY OF ADJUSTMENT IN EUROPE



For most economists, labour and product markets produce the best
results when governed by the rational expectations of workers and firms
under competitive conditions. The credible threat of restrictive monetary
policy can cause all economic actors to expect low price and wage in-
creases, thereby controlling inflationary tendencies automatically. Com-
petitive labour markets allow for the adjustment of imbalances between
sectors and firms. Unregulated labour markets with decentralized wage
formation procedures would therefore always outperform solutions of
institutionalized wage formation because centralized forms of wage set-
ting carry the costs of large and oligopolistic price and wage setters and
frequently entail the intrusion of public policy into a private market do-
main. Two developments helped to strengthen this view throughout the
1970s and 1980s. Firstly, in economic theory, the dissemination of the role
of rational expectations as the main guiding formula in macroeconomics
separated monetary policy from the real economy. Economists empha-
sized the role of monetary policy for fighting inflation without being held
responsible for welfare effects. Secondly, experiments of government in-
tervention in wage bargaining as a response to the high inflation period
of the mid-1970s failed utterly in many European countries. These experi-
ences showed that governments were failing the markets, not vice versa.

During the 1970s and 1980s, a body of principles on macroeconomic
policy-making spread throughout the Western world, which was based
on the assumption of the neutrality of monetary policy for economic ef-
fects. On the basis of rational expectations, it was argued that monetary
policies would only have price effects but not welfare effects. Non-com-
petitive markets for goods and labour caused welfare effects — in par-
ticular unemployment. The theory of the neutrality of monetary policy
introduced a clear distinction between the world of monetary and fiscal
policies dealing with prices and the world of real economic activities. Pre-
vious beliefs about a trade-off between changes in prices and unemploy-
ment (the Phillips curve) were shattered. In the long run, the consensus
in macroeconomics was that there was no relationship between inflation
and unemployment. As a consequence, monetary policies — aimed at sta-
bilizing prices — would not have an effect on the real economy. Conse-
quently, disequilibria within the real economy such as unemployment had
to be dealt with by improving the competitive conditions in the markets
for goods and labour.

Hence, by the beginning of the 1980s, government economic advisors
tended to recommend the deregulation of labour markets and the intro-
duction of more market mechanisms into wage formation. For instance,
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the council of economic advisors in Germany argued from the mid-1980s
in favour of deregulation of the German labour market (Sachverstindi-
genrat 1987). The oECD jobs study introduced a range of measurements to
combat labour market rigidities and judged the performance of countries
on the extent that they tackled these rigidities (Armingeon 2003; OECD
1994 a and b). For most economists, labour market rigidities rather than
restrictive macroeconomic policies were at the heart of the continuously
low performance of European labour markets.

Incomes policies, on the other hand, were a popular, but not very suc-
cessful, tool of economic policy throughout the 1960s and 1970s. Incomes
policies were only rarely recommended to governments by economists
who accepted the given state of the economy as being dominated by large-
scale price and wage setters.? The increase in labour market regulation and
wage formation throughout the 20" century stemmed from the traumatic
experience of the Great Depression for economic policy-makers. Regula-
tion and economic planning were the lessons learned from low growth,
low demand and economic volatility. In addition, war efforts had led to
a further integration of the labour movement into policy-making. In all
industrialized countries, the 1930s were followed by a period of increasing
institutionalization of centralized wage bargaining, usually encouraged by
government support. A new deal was struck on the labour market, with
trade unions being accepted as responsible bargaining partners for em-
ployers and governments alike. The approach of regulated wage forma-
tion was carried over to the post-war period and was in place throughout
the 1950s and 1960s. In the immediate post-war period, wage growth was
moderate and capital stock was built up. However, already by the 1960s,
European economies were in a very different position compared to the
inter-war period. Rather than a lack of demand, governments faced the
problem of tight labour markets and inflationary pressures. Governments
experimented mostly unsuccessfully with different forms of incomes poli-
cies as guidelines to wage and price developments. Although the experi-
ences of the 1960s were not seen as successful at the time, governments
turned to various policies to influence the wage setting behaviour of firms
and trade unions (incomes policies) during the 1970s when the post-war
model was put to the test. Again it failed in many countries. In the UK, It-
aly, Ireland, the Netherlands and Denmark, governments were frustrated
about the lack of commitment shown by unions towards cooperating in
economic management.

Moreover, the us administration made a clear shift in its policy of eco-
nomic adjustment in 1978/79, preferring to pursue a new trend towards a
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political economy based on deregulation, rather than defend the principle
that wages should be not just factually but also rightly taken out of com-
petition (Streeck 1992: 108). The Federal Reserve responded to the second
oil price shock with drastic increases in interest rates and — given the
internationalized nature of financial markets — forced the industrialized
world to follow the policy of high interest rates.

Nevertheless, despite the turn in theoretical thinking, previous experi-
ences and the Us role model, the recommendations by economists came
to no avail. The majority of Western European governments did not leave
wages to the market. Quite the opposite; incomes policies — as an ac-
tive intervention of governments in wage formation — were practised by
a number of European governments in one form or other throughout the
1980s and 1990s, albeit in different forms compared to the 1960s and
1970s. The turnaround of French economic policy in 1982 was accom-
panied by a four-month price and wage freeze imposed by the govern-
ment, rather than left to the market to sort out the consequences of the
high wage increases induced by the government only a couple of months
earlier (Hall 1986; Levy 2000). Wage freezes were also either imposed or
threatened in Belgium, Denmark, Finland, the Netherlands and Portu-
gal (Hassel 2003). Governments pleaded frequently for voluntary wage
restraint. Tripartite wage agreements with governments that were also
involved at the bargaining table and as a signatory party to wage agree-
ments were to be found in the majority of the EU member states through-
out the 1980s and 1990s.* In Belgium and Finland, the traditional role of
governments bargaining over centralized wage agreements continued. In
Spain and Portugal, traditional government-led incomes policies were
temporarily abandoned but then resumed and reorganized in the run-up
to EMuU. In the Netherlands and Denmark, previous conflictual incomes
policies of the 1970s were turned into tacit understandings between gov-
ernments and the social partners of voluntary wage restraint and decen-
tralization.

In Ireland and Italy, new central agreements led to a reorganization
of the relations between governments and social partners and sought a
more coordinated rather than deregulatory approach. This included the
transformation of wage bargaining institutions at a more central level
(O’Donnell and O’Reardon 2000; Perez 2000a and b). In Sweden — the
country in which employers were most determined to abandon corpo-
ratist involvement in the 1980s — a number of government commissions
sought to install new pay formulas and introduce the methods of an in-
comes policy.
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In Austria and Germany, the two countries where monetarism struck
first, adjustment took place in 1974 and was from thereon enshrined as
“institutionalized monetarism” (Streeck 1994). The conduct of wage bar-
gaining was enshrined to serve monetary stability and national competi-
tiveness in close interaction with public policies. The burden of German
unification, however, led to new adjustment pressures and an increased
role for governments in wage bargaining from the mid-1990s onwards. It
was only in the United Kingdom that monetarism was accompanied by a
deliberate government policy to decentralize labour market institutions
and leave wages to the market. Strict monetary policy, fiscal austerity and
market clearance of the labour market were the explicit policy of the Brit-
ish government for more than two decades.

In many countries, the re-emergence of cooperation between govern-
ments and trade unions took the form of social pacts. Governments in
Ireland, Finland, Portugal, Spain, Germany and Italy signed explicit tri-
partite agreements containing clauses on wage formation. Tripartite sum-
mits were held in France, Belgium and Sweden. Even in countries where
governments were outspokenly hostile towards trade unions during the
early 1980s, such as Denmark, the Netherlands and Ireland, corporatist
approaches, rather than attempts to deregulate the labour market, re-
emerged in the later part of the 1980s. Again, the United Kingdom is the
only example where the government broke drastically and ultimately with
all traditions of coming to negotiated solutions with organized labour.
The British example is, however, very untypical of the rest of Europe, in-
cluding in particular the Irish experience, where the most centralized ar-
rangement of wage setting evolved throughout the latter half of the 1980s
and the 1990s.

On an aggregate level, comparative studies have pointed out that corpo-
ratism has been extremely stable in most European countries (Ferner and
Hyman 1998b). Only in Sweden and Denmark was wage bargaining decen-
tralized to a lower level. In both cases, this process was driven by employ-
ers rather than by governments. Decentralization here took the form of
moving from the national to the sectoral level of bargaining rather than to
the plant level.® In countries where stable relationships between govern-
ments and the social partners existed, they generally remained (Ferner
and Hyman 1998b; Traxler 1997).

With the exception of the British government and the Swedish employ-
ers’ association in the early 1980s, in no West European country were cor-
poratist institutions or forms of policy-making actively dismantled during
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the 1980s and 1990s. For instance, in Austria — still the most corporatist
country in Western Europe — the chamber system has remained intact un-
til today and has only recently come under limited attack from the right-
wing coalition partner, the FP6. In Germany, Belgium, the Netherlands
and France, patterns of an institutionalized interaction between the gov-
ernment and the social partners remained intact throughout the period.
No major institution that embodied corporatist policy-making, such as
the Federal Employment Office (Bundesanstalt fiir Arbeit) in Germany,
the Socio-Economic Council (Sociaal-Economische Raad, SER) or the La-
bour Foundation (Stichting van de Arbeid, STAR) in the Netherlands, or
the National Labour Council (Nationale Arbeidsraad) in Belgium, was
dismantled.

Government intervention into wage bargaining was not part of a so-
cial democratic strategy; in fact, it was not explicitly tied to any political
faction. From the 1980s to the mid-1990s, conservative and liberal par-
ties dominated most governments in Western Europe. If deregulation
of the labour market was associated with partisanship, we should have
seen a clearer tendency towards decentralization. Instead the opposite
occurred: centralized agreements on incomes policies were often struck
between conservative governments and trade unions. For instance, in
Ireland, the Netherlands, Denmark and Spain, a new approach towards
a more organized form of wage bargaining was only possible after the
stalemate that had developed between left-wing governments and trade
unions over wages had been broken by conservative governments. These
governments were often firmly committed to following the new mac-
roeconomic policy paradigm of conservative monetary policy and the
liberalization of labour markets. In practice, however, conservative eco-
nomic policy-making often went hand-in-hand with new corporatist ne-
gotiations on incomes policies.

Even more puzzling is that the return to corporatism seems unrelated
to the level and evolution of trade union strength in these countries. In
general, trade union strength was in decline throughout the 1980s and
1990s. Trade unions were unable to gain substantial new membership in
any of the countries studied (Ebbinghaus and Visser 2000). However, suc-
cessful examples of the new corporatism can be found not only in coun-
tries with weak and declining trade unions such as the Netherlands, but
also in countries with strong and thriving trade unions such as Finland.
Even countries with strong but fragmented trade unions such as Ireland
and Italy experienced successful forms of tripartite concertation. The no-
tion that working-class strength or even working-class defence against
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the spread of neo-liberal policy-making could be at the heart of the rein-
vention of corporatist practices seems inadequate at first glance.

Faced with increasingly hard external economic constraints, most
Western European governments turned towards negotiations on income
policies with their social partners and not towards the market. Income
policies of some sort not only persisted throughout the 1980s and 1990s,
but they also emerged in places where they had not been found previously
and where they certainly had not been expected.® Wage bargaining insti-
tutions continued to matter and were even strengthened by governments
rather than weakened. This is not only in contrast to economic thinking
but also in contrast to the experiences in the non-European countries of
the oECcD where labour market regulation and collective bargaining cov-
erage continuously declined.

Why have European governments continued and sometimes increased
their intervention in wage formation processes, while at the same time
committing themselves to strict monetary conservatism? Why have they
not relied on the rational expectations of economic actors that monetary
restriction will automatically dampen wage demands? Why did govern-
ments engage in negotiations with trade unions at a time when their le-
gitimacy and membership strength were increasingly undermined?

The limits of neo-corporatist analysis

Neo-corporatist approaches have explained the interaction between gov-
ernments and interest groups by pointing to the mutual gains of a close-
knit division of labour between them. Public policy can try to ensure
that interest groups articulate and position their interests in a more pub-
licly desirable way by inviting them to influence public policies. Interest
groups can restrain from upsetting government policies and thereby gain
access to the formulation of other policies. Governments can offer orga-
nizational security to interest groups by granting representational mo-
nopolies or state funding. Centralized and monopolistic interest groups
are more suited to neo-corporatist exchanges than pluralist ones. Over
time, interdependence and mutual interpenetration of public policy and
associational governance increase and reproduce distinct neo-corporatist
patterns of policy-making.”

In the past wage bargaining was traditionally at the heart of neo-corpo-
ratist arrangements.® In particular the ability of centralized trade unions
and wage bargaining institutions to restrain wages enabled national eco-
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nomic policy-makers to adjust their policies accordingly. Policy options
available to governments depended to a considerable extent on the ability
to restrain wages at will. Countries where trade unions were able to offer
governments wage restraint adopted a different strategy of economic pol-
icy than others (Scharpf 1991). In exchange, governments tried to ensure
high levels of employment by pursuing expansionary economic policies.
Moreover, trade unions gained access to a variety of political decision-
making procedures.

However, the neo-corporatist literature has been unable to anticipate
the continuity and re-emergence of political exchanges. Most of the schol-
ars were taken by surprise by the developments of the 1980s and 1990s
(Schmitter and Grote 1997). Authors expected the erosion of the decision-
making capacity of corporatist arrangements and a general decline in the
regulation of labour markets. This was mainly because they assumed that
corporatist institutions had become inadequate under a more interna-
tionalized and liberalized market environment.

There were different reasonings behind the scepticism (Wallerstein
and Golden 1997; Wallerstein, Golden et al. 1997): From the employers’
perspective, it was thought that more flexible production systems would
require greater differentiation of pay and a stronger connection between
individual performance and rewards (Katz 1993; Streeck 1993; Iversen
1996; Pontusson and Swenson 1996). This would give companies a greater
interest in locally designed pay systems rather than central wage agree-
ments. Since the centralization of wage bargaining systems has distribu-
tive consequences as well, distributive struggles would be unleashed once
centralization lost its dampening effect on labour costs (Iversen 1999).
Centralized wage bargaining institutions strongly correlate with a low
degree of wage dispersion. Low wage dispersion, however, is becoming
increasingly dysfunctional for companies when dealing in an internation-
ally constrained open economy. Companies would force employers’ as-
sociations to push for decentralization or would opt out of the bargaining
arrangements.

From the trade unions’ perspective, the fragmentation of trade union
membership was expected to reduce the capacity of trade unions to act
collectively. New groups on the labour market would undermine the dom-
inant position of blue-collar workers. Less cohesion on the side of labour
would reduce the ability of peak associations to achieve industrial peace
or wage moderation in centralized bargaining systems. Central wage bar-
gaining institutions would become increasingly dysfunctional (Calmfors
1993; Moene, Wallerstein et al. 1993; Lange, Wallerstein et al. 1995).
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The main reason for scepticism, however, was based on the — often im-
plicit — assumption that corporatist arrangements were embedded in the
sovereign economic policy capacity of governments to offer some sort of
expansionist policies in exchange for trade union concessions. “As much
as these systems may otherwise have differed, under the rules of corporat-
ist bargaining a state that cannot with any reasonable prospect of success
promise to apply its fiscal and monetary policy tools to alleviate unem-
ployment cannot possibly hope to gain concessions from unions or to
influence settlements between unions and employers by, for example, of-
fering to improve the terms of the bargain through a corresponding eco-
nomic policy” (Streeck 1992: 109).

That the capacity for expansionary economic policy was a precondi-
tion for political exchanges was also assumed by the political economy
literature on the politics of growth (Lange and Garrett 1985). Strong trade
unions were cooperating with left-wing governments in order to sustain
full employment and induce investments (Cameron 1984; Lange and Gar-
rett 1985; Alvarez, Garrett ef al. 1991). The mutually beneficial strategic
interaction between left-wing governments and trade unions was based
on the assumption that strong trade unions would be willing to exercise
wage restraint only under the condition that the government would en-
sure high investments and economic growth. Where unions were weak
and labour markets decentralized, a conservative government, based on
liberal market principles, would best provide economic performance. In
countries without such ‘congruent’ regimes (strong labour/left-wing gov-
ernment or weak labour/right-wing government), either union militancy
or inefficient ‘adjustment policies’ would dampen investment and growth
(Lange and Garrett 1985). It follows that one should not expect an un-
derstanding between governments and trade unions on voluntary wage
restraint if the required union trust in a government policy of economic
growth no longer exists. External constraints arising from increasing in-
ternational interdependence of national economies and the deflationary
bias of the international economy should thereby rule out trade union
cooperation.

Europeanization itself was also seen as contributing to the expected
demise of national corporatism (Streeck 1992: 110; Streeck and Schmitter
1991). European economic integration meant the loss of national sover-
eignty over economic policy-making per se, since decision-making rights
were transferred to the European level. Interdependence did not allow
national deviation from the path of monetary austerity for very long, as
the French example showed. Moreover, the lack of institutional regula-
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tion at the European level was a promise that was made by governments
to business so they would give up the request for national protection. In
the context of European integration, governments were neither able nor
willing to concede to trade union concerns.

In addition, it was argued that granting concessions to trade unions in
exchange for voluntary wage restraint was superfluous in the new inter-
national economy. Cooperation between social democratic governments
and trade unions on wage restraint was only necessary in the context of
a Keynesian economic policy (Scharpf 1991). Only in a Keynesian eco-
nomic environment would governments make themselves dependent on
the goodwill of trade unions to engage in voluntary wage restraint. If,
however, the government switched towards a monetarist strategy, wage
restraint would no longer be based on the encompassing structure of the
trade union organization or the wage bargaining institutions. In a mon-
etarist context, excessive wage settlements are immediately punished by
unemployment. Unemployment, unlike inflation, is experienced not as
a collective evil but as an individual risk to every single worker. Trade
unions have to respond to the increasing economic insecurity and will
lower their wage claims accordingly.

Therefore, there should be no need for negotiated wage restraint under
the condition of monetarism, but wage restraint should follow automati-
cally. This argument was the most direct application of the ‘rational ex-
pectation” approach of economics in the political sciences. Rational actors
would recognize the economic constraints and internalize their likely ef-
fects. The previously-held view on the importance of organizational and
institutional structures that mediate individuals’ concerns and the behav-
iour of collective actors would become irrelevant once economic insecu-
rity increased and the mere threat of unemployment was signalled clearly
enough.

According to the neo-corporatist literature, under the condition of lib-
eralized markets, the dominance of restrictive monetary policies and of
increasing economic and monetary integration were detrimental to cor-
poratism. Exchanges between the government and trade unions were less
likely to come about and more likely to decline due to the lack of compen-
sation and sovereignty. Nor were these exchanges really necessary, due to
the immediate disciplinary device of restrictive monetary policies. Even
among the non-economists, the neo-corporatist sociologists and political
scientists, the general expectation was a policy shift towards the deregula-
tion of labour markets after the American and British model.
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The approach of this book

This book makes two claims, one with regard to our understanding of the
interaction between governments and trade unions and one with respect
to the substance of the issue. The first claim of this book is the need to
move on from the classic understanding of neo-corporatism as the ef-
fects of the organization of wage bargaining on policy-making towards an
interactive approach between policy-making and institutions by taking
a stronger problem-driven approach (Baccaro 2003; Molina and Rhodes
2002). To be fair, there have been previous approaches to corporatism as
forms of governance that have emphasized the process of policy-making
rather than the organizational structures of interest associations.® These
approaches have seen the interaction between governments and interest
associations as a mode of governance of complex societies. However, these
approaches have remained largely conceptual and have not provided an
explanatory framework for why corporatist exchanges have changed over
time. The original aim was to produce a general theory about the relation-
ship between the state and private actors that was based on exchanges.”
Therefore the focus of these studies was less on the underlying problem
that gave rise to this interaction.

The aim of this book is to argue that a comprehensive understanding of
the evolution of the interaction between governments and social partners
must entail an assessment of the problem that governments are address-
ing when dealing with associations. The book tries to combine the no-
tion of governance with an understanding of problems that governments
are attempting to solve when negotiating over wages. Therefore the book
makes a number of references to the body of political economy literature™
on the changing conditions of wage formation in internationalized econo-
mies. The argument wants neither to diminish nor to overcome the exist-
ing literature on neo-corporatism. It rather adds to our knowledge by em-
phasizing that organizational structures and established institutions offer
opportunities for actors to pursue their interests, while with the changes
in problems and in the perception of problems actors adapt by adjusting
institutions or setting up new ones.

At the heart of the problem is the incorporation of trade unions into
the political systems of Western Europe that occurred in the context of
accommodating the employment and wage expectations of workers in the
Keynesian welfare state. In advanced Western democracies there was an
increasingly influential view among the population — also nurtured by
the socialist countries where unemployed had ‘disappeared’ — that gov-
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ernments were responsible for high and stable employment rates. Survey
data, for instance, shows that in the Western world more than 26 per cent
of the population held the view that governments are definitely respon-
sible for providing jobs. In Western Europe, this view was shared by 36 per
cent of the population (Armingeon 2001, table 4).

Underlying the interaction between governments and trade unions
on wage formation issues are the wage expectations of trade unions. The
relationship between governments and social partners varies with the
institutional context. In the post-war period, the accommodation of la-
bour into the Keynesian welfare state occurred both through trade union
organizations becoming incorporated into corporatist institutions and
through governments and social partners negotiating on wage formation.
The institutional design left deep traces on both the capacity of wage bar-
gaining actors to respond to the new economic situation and the opportu-
nities for governments to negotiate with trade unions on wages. However,
in this book it is not assumed that the institutional design determines this
interaction completely.

When moving towards a hard currency regime, governments interfere
in wage bargaining in order to adjust trade unions’ wage expectations.
Trade unions are usually in control of wage developments and have an
interest in securing real wage increases for their members. Depending on
their expectation of the government’s economic policy, trade unions will
set their wage preferences accordingly. Moreover, depending on their
organizational structures, trade unions will tend to combine real wage
increases and employment protection as they see fit. Governments in-
teract with trade unions to bring the wage expectations of workers into
line with government needs. On both sides, the actual degrees of wage
demands or restraint are not fixed but dependent on a range of other
factors that cannot easily be determined ex ante. Employment and the in-
flationary effects of wage settlements are not easily recognized since the
competitive position of a country depends on external factors and mon-
etary policy decisions. Productivity increases vary the room for manoeu-
vre in wage bargaining. The structure of the labour market determines
the threat of unemployment for the individual. The extent to which wage
settlements are seen as appropriate is therefore subject to interpretation
on both sides.

Both sides are also conditioned in their attempts to frame wage expec-
tations by organizational constraints. Governments are constrained by
weak majorities or coalition partners. They have to consider the impact
of their policies on their relationship with trade unions and employers’
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organizations. Moreover, they have to take into account reputational and
electoral effects. Trade unions, for their part, have to consider the poten-
tial political competition or wage competition of individual affiliates and
the discontent of workers with their standards of living. While the im-
mediate preferences of both sides can be assumed ex ante (governments
prefer wage restraint; unions prefer real wage increases and employment
security), the pursuit of these preferences depends on a number of factors
that lie beyond the pure organizational and institutional environment.

What is more, the capacity of institutions does not simply evolve; it
may also decline. As with other institutional arrangements, tasks evolve
over time and capacities degrade. Actors have and develop diverging views
about external constraints and the purpose of the institutions themselves
creating a need for political adaptation. Even highly centralized wage
bargaining arrangements were not at all times and under all conditions
geared up to the task of evenly mediating between wage expectations
and distributive equality on the one hand, and economic constraints on
the other. The pressure on governments to react to balance of payment
deficits, soaring inflation rates and devaluation pressure has prompted
numerous interferences with wage bargaining institutions. Rather than
relying on the institutions to produce the required results, governments
try to push wage bargainers to restrain wages.

Wage bargaining institutions were put to a severe test in the period of
the late 1960s and early 1970s. The post-war commitment of governments
to strive for full employment encountered the cracking of the interna-
tional economic order aggravated by the oil shock. In most countries, col-
lective bargaining institutions were not up to the test. Full employment,
high rates of economic growth and rapid company restructuring made it
more difficult for wage bargainers to respond to economic downturns.
High wage expectations could not be contained by trade unions and social
unrest pressured their leaders to ensure real wage gains.

This book argues that the dynamic of government-union relations is
rooted in the mismatch of wage bargaining outcomes and government
economic policy. Therefore it tries to identify the mechanisms that better
determine the responsiveness of wage bargaining institutions. It is par-
ticularly important to understand the capacity of national institutions to
deliver wage restraint and how this has changed over time. For instance,
why were the Scandinavian wage bargaining institutions responsive to
economic constraints in the context of a soft currency policy but not in
the context of a hard currency policy? Why were the Dutch trade unions
willing to engage in extreme wage restraint during the 1950s, but devel-
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oped strong wage pressures during the 1960s? Which mechanisms keep
wage pressures in check and which produce high real wage expectations?

It transpires that the divergent reactions of wage bargaining actors and
governments to the crisis of the 1970s and the subsequent challenges of
monetary internationalization can only be explained when the gradual
decline in the responsive capacity of wage bargaining institutions in many
Western European countries is taken into account. For instance, quite in-
dependently from the organizational structures of the wage bargaining
system, wage indexation systems which fixed workers’ expectations on
real wage increases had been introduced in a number of countries (often
in the 1930s) (Braun 1976). This tended to increase the mismatch in those
countries much more vividly than in countries where the notion of real
wage protection never existed, but rather where wage increases were al-
ways seen as a function of competitiveness.

For the reasons outlined above, this book therefore focuses on the re-
lationship between governments and trade unions as the key variable for
their interaction. In contrast to recent trends in the political economy
literature to highlight the role of business and employers’ organizations as
key actors, it assumes that government policies vis-a-vis wage bargaining
primarily address the expectations of workers.”* Companies and employ-
ers obviously participate in wage bargaining and often have powerful veto
positions, but the dynamic of the interaction takes place around the issue
of the legitimate role of organized labour in economic policy-making.

With regard to the substantive issue, this book makes the claim that the
internationalization of financial markets and the subsequent shift in eco-
nomic policy has not rendered obsolete a negotiated approach between
governments and trade unions in Western Europe mainly for three sets of
reasons. Firstly, it argues that even under the condition of international-
ized markets the conduct of wage formation is based on the organiza-
tion of the labour market. Depending on the institutions that govern the
labour market, wage bargainers have different incentives to internalize
negative employment effects or not. While restrictive monetary policy
will discipline the wage bargaining behaviour in the long run, a complete
market-driven approach in a labour market that is dominated by power-
ful trade unions that are, however, insufficiently responsive might lead to
high costs in terms of employment losses.

The institutions that govern labour markets also include the capacity of

the social partners to control wage formation in the labour market. In de-
centralized collective bargaining institutions, there is no single collective
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actor in a position to set the going rate for wage increases. Instead, wage
formation is based on local labour market conditions. Therefore, there is
no direct access for centralized decisions on wage formation. In highly
coordinated or centralized bargaining systems, these opportunities are
more accessible since one single actor or a small number of actors have at
least some control over how wages will develop. The Western European
countries in this book have wage bargaining systems that are sufficiently
coordinated for governments to possess the capacity to influence wage
bargaining behaviour. There is therefore an incentive for governments to
use centralized wage bargaining structures in order to exert a higher de-
gree of control over wages.

Secondly, the economic costs of high unemployment have political
implications. The post-war consensus in Western societies entailed the
notion that governments are held responsible for the employment perfor-
mance of their economies. Governments can only turn a blind eye to the
performance of wage bargaining institutions if they reject their respon-
sibility for employment performance. In the Western European context,
the economic performance of a government is, however, still judged on
its employment record. If governments see their involvement with the
social partners on wage bargaining as a potentially useful tool to ease the
friction between a tight monetary context and employment performance,
they still have an incentive to bargain over wages.

Thirdly, the interaction between governments and the social partners
is based not only on the institutions that govern the labour market, but
also on the political linkages that tie trade unions to political parties. The
choice of governments to push for further labour market deregulation in
order to make institutions more responsive to market pressures or to ne-
gotiate with social partners depends on the political relationship between
parties and unions; in particular on the parallels between the structure of
the party system and the trade union system. In general terms, in com-
petitive majoritarian political systems, trade unions have less of a political
rooting than in consensus-based political systems. In the former case, a
decision in favour of deregulation might be easier, while in the latter ne-
gotiations might be unavoidable.

Hence, as a starting point, this book tries to integrate the reasoning in
the political economy literature about the interaction between monetary
policy and wage formation. It is assumed that incomes policies in the form
of the involvement of governments in wage formation are still perceived
as having the potential to make a positive contribution to a government’s
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performance on employment. As long as the disciplinary force of mon-
etary policy is not directly translated into the automatic adjustment of
wages in a highly decentralized context, governments have the scope and
the incentive to engage in wage bargaining procedures.

Since the developments in different European countries over the last
two decades diverge, the book seeks explanations for differing outcomes.
Given the fact that the explanatory model is based on the interaction of
the role of monetary policy, wage bargaining institutions and the politi-
cal costs of unemployment for governments, the variance in these factors
is used to explain different government behaviour. It is argued that gov-
ernments prefer to seek negotiations with trade unions on wages if the
monetary regime does not have the credibility that it will punish excessive
wage settlements, if the government is politically dependent on the social
partners and if the wage bargaining institutions are not responsive.

Finally, it should be pointed out what this book does not try to do. It does
not give an account of the role of the welfare state and fiscal policy in the
interaction between governments and trade unions. The expansion of the
welfare state has been an important tool for accommodating trade union
wage demands; it has also increasingly sheltered unions from the pressure
of the markets and thereby impacted on the wage-employment trade-off.
Similarly, expansive fiscal policy has been employed by governments to
improve their employment record and thereby to alter trade unions’ wage
bargaining behaviour. However, for the sake of clarity and brevity neither
social policy nor fiscal policy has been addressed systematically here.™

The book also does not try to give a comprehensive account of the
evolution of corporatism and social pacts in Western Europe. Its focus
is much narrower, centred on the interests of the government when ne-
gotiating with trade unions over wages. Recent literature on social pacts
generally has a wider focus across different policy fields.” At the core of
my argument is not concertation per se, but the specific mechanism of in-
teraction between governments and trade unions when it comes to wages
and wage bargaining institutions in the context of EMU.*

Lastly, this book does not attempt to contribute to the broad literature
on the impact of labour market institutions on economic and employ-
ment performance.” While I draw many insights and concepts from this
literature, I only use it to put forward an argument that focuses on the
relationship between governments and trade unions. To the extent that
the impact of wage bargaining institutions is of importance for this rela-
tionship, they will be discussed and considered accordingly. The overall
aim and focus is, however, of a different nature.
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Methodological issues

In comparative research, the standard approach is to investigate the ef-
fects of institutions on economic or political performance that can be
quantified on a metric scale. In this case, however, the focus of the studies
is government behaviour, which cannot easily be translated into perfor-
mance indicators. The aim of the book is therefore not to test the effects
of the corporatist responses of governments to economic crises, but to ex-
plain their behaviour per se. The dependent variable is a behavioural vari-
able of the interaction between governments and wage bargaining actors
— in particular trade unions. This variable interacts with the institutional
design of each case, and is therefore difficult to operationalize.

I try to tackle this problem in a number of ways. Although this is a book
covering 13 countries, I have limited the number of cases so that substan-
tial material about the countries could be used.*® In particular, in chapter 7
I present empirical material on the interaction between wage bargaining
institutions and government intervention. The narrative presentations on
the country cases help to compensate for the limits of the quantitative
analysis. The case studies not only illustrate the political processes that
took place and that could only be hinted at in the preceding chapters, but
they also underline the causal connections between the independent and
dependent variables.

Secondly, the statistical tools I have used are basic in order not to take
out too much information from crude variables (see below). Thirdly, I
have also aimed to define the dependent variable in a narrow way. While
governments and trade unions have negotiated over a number of issues
including social policy and other economic policies, this book focuses
exclusively on governments’ policy towards wages.

The comparative method

This is a comparative study of 13 Western European states, namely the pre-
2004 member states of the European Union, with the exception of Luxem-
bourg and Greece. Both countries were left out for pragmatic reasons of
data availability. The book attempts to build a bridge between quantita-
tive studies that try to maximize the number of cases and the case study
approach that empirically investigates fewer cases in a detailed manner.
The design of the book aims to draw benefits from both approaches: it
aims at including enough cases to make some basic statistical operations
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possible, while limiting the number of cases so that statistical relation-
ships can be traced in selected illustrations.

The choice of cases was based on two contextual variables. Firstly, the
focus on Western Europe allowed the study to build on a shared under-
standing of the role of labour in industrialized societies after World War
11 that was unique to Western Europe. In no other part of the world has
organized labour been able to exert such a high degree of influence over
public policy, with the exception of the smaller states of the former British
Empire — New Zealand, Australia and Canada — where different economic
circumstances have applied.” Secondly, Western European countries par-
ticularly were confronted with the challenges of European monetary inte-
gration, even though not all countries joined EMu. The EMs and prepara-
tion for EMU restricted government policy in particular ways. Compared
to other oECD countries that had flexible exchange rates and autonomy
over their fiscal policy, European governments were especially hard hit
by the tightness of the economic policy framework they had chosen for
themselves.

By holding Eu membership constant, it was possible to choose similar
cases with respect to post-war traditions and types of economic challeng-
es. By including as many as 13 Western European member states, dissimi-
lar EU members were compared as well. At the same time, the choice of
countries and the treatment of the empirical material explicitly reflect the
fact that the member countries of the EU are increasingly interdependent
and cannot be seen as discrete cases.>® Within the European economic
context, some countries play dominant roles due to their economic and
political power and thereby affect the room for makeover of other coun-
tries. These interdependencies are usually not taken into account system-
atically, especially not in pooled time-series analysis. In effect, the choice
of countries reflects a combined approach of a similar country versus dis-
similar country design.

Data and data analysis

The book is based on a large database comprising the historical statistics
of the OECD, existing databases on political institutions and wage bargain-
ing institutions, and my own measurements of the extent of government
negotiations. Most data was collected for the period between 1970 and
1999 on an annual basis.

The data was employed, however, using rather simple statistical tools.
In most cases, only bivariate scatterplots and correlations based on aver-
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aged data across decades were produced. In some cases, compared means
tests and cross-tabulations were employed to take advantage of annu-
al data points. The main reason for not employing more sophisticated
methods of pooled time-series analysis concerned the crude nature of the
dependent variable that did not allow for systematic testing in a more
elaborate statistical way.> Government intervention in wage bargaining
procedures is only a very loose proxy for the behaviour of governments
towards wage bargaining actors, a behaviour that cannot reasonably be
assumed to be based on a metric scale. A degree of government interven-
tion is a rough relative measure, but not sufficiently differentiated to be
sensibly employed in regression equations. Simple linear regression equa-
tions were only used in the wage equations found in Chapter 6.

The data was accompanied by material on the country cases. Case
studies in the extensive literature on industrial relations and social pacts
in individual countries were supplemented with newspaper articles and
documents. Particular aspects of country studies were chosen selectively,
mainly in order to illustrate specific mechanisms that have previously
been identified with the data. Therefore, the aim of the case studies was
not to arrive at a comprehensive understanding of each case, but to trace
the process by which the independent variables identified in the statistical
section relate to the dependent variable.

The plan of the book

Figure 1.1 summarizes the structure of the book. Chapter 2 — which is not
found in the figure — addresses the theoretical issues as they are discussed
in the current political economy literature. It explains from a theoretical
point of view why government involvement can be explained as it fac-
es the interaction of monetary policy and wage bargaining institutions.
Chapter 3 introduces the measure of government intervention in wage
bargaining as the political answer to accommodating trade union pow-
er. It establishes the dependent variable for the remainder of the book.
Chapters 4 to 6 present the three contextual factors that can explain the
variation in government behaviour during the 1980s and 1990s. Chapter
7 brings the issue of Chapter 6 forward by looking at the interaction be-
tween the responsiveness of wage bargaining institutions and government
intervention. Finally, Chapter 8 summarizes the different themes that are
laid out in the chapters and makes some tentative remarks about how the
dynamic relationship between governments and wage bargaining institu-
tions might move ahead under EmMu.
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Conclusion

In the preceding sections I have argued in favour of an alternative ap-
proach to the classic corporatist theory that is entirely based on the or-
ganization of the labour market. The theoretical shift is motivated by the
necessity to move from a linear view of corporatism, which interprets
institutional efficiency as a product of the centralization of the organi-
zational structures of interest associations, to an interactive approach,
which includes processes of adjustment to a new economic and political
environment, institutional mismatches and feedback processes. A linear
assumption about the effects of the organization of the labour market on
economic performance and political behaviour has left us too often with
rather crude reasons for the expected decline in corporatist decision-
making under the influence of internationalization and harsher economic
constraints. Moreover, it cannot account for new forms of corporatist
policy-making where organizational structures of the associations do not
support such behaviour.

When setting out to study the relationship between governments and
trade unions in Western European countries, we must begin by estab-
lishing the theoretical assumptions that prompt governments to engage
in regulation of the labour market rather than leave it to market forces.
Governments do not wish to intervene in wage bargaining in order to
increase their political power or expand their policy fields. In general,
governments in market economies do not see the formation of wages as
a public policy issue. Rather, governments engage in wage bargaining be-
cause the present organization of the labour market produces outcomes
that do not respond to the economic situation or to their economic policy.
But they choose to intervene in rather than deregulate labour markets
because they either need or want to protect the existing trade union or-
ganizations and institutions that regulate the labour market. Corporatist
policy responses are part of the political compromise of including orga-
nized labour in the political systems of Western democracies. This basic
political commitment in favour of strong wage bargaining organizations
has become enshrined and institutionalized in a whole range of social and
labour market institutions that are not easily dismantled or changed.

Beyond the political commitment by governments towards organized
labour and the institutional forms this has taken, the responsiveness of
wage bargaining institutions to changing economic conditions plays a
central role in the analysis. The responsiveness of wage bargaining insti-
tutions is, however, shaped by a number of factors that mediate the effects
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of the centralization of wage bargaining institutions. Therefore I argue
that the centralization of wage bargaining institutions as such is not a suf-
ficient factor to explain the changing behaviour of governments towards
wage bargaining.

The approach taken in this book consequently does not negate the im-
portance of institutional design. The degree of efficiency of institutions
has an important impact on the behaviour of political actors towards
them. The failure of institutions to deliver the outcomes political actors
need influences the attitude of those actors towards the institutions. Ac-
tors in turn intervene in the workings of these institutions and thereby in-
fluence the institutions themselves. Institutions are not seen as coherent
and closed systems of rules and norms. Rather, they are open for external
influences and adjustment to apparent mismatches. Institutional settings
can produce outcomes that are satisfactory for all actors involved and thus
create a situation of equilibrium. These periods of equilibrium, however,
are short and frequently disturbed by external events and the subsequent
reorientation of actors. There is a continuous process of adjustment and
recalibrating of actors’ interests and interaction that is at the heart of
wage setting and labour market regulation in general.

Figure 1.1  The structure of the argument
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2  Governments and Wages - A Theoretical Framework

Economically speaking, it is not obvious why governments have started
to use intervention into wage formation processes as a tool in economic
policy-making. In the neo-classical world of economic policy, monetary
and fiscal policies are the two main instruments a government can and
should employ in order to strengthen economic stabilization during the
business cycle. Wages and, in particular, the assumptions about the rigid-
ity of wages have been important factors when assessing the potential
of fiscal and monetary policies respectively. The Keynesian revolution
in economic thought held out the prospect of full employment secured
through the creation of aggregate demand by public authorities, rather
than through reduction of costs by private enterprises under the pressure
of competition. The Keynesian scenario was based on the assumption that
nominal wages were rigid and could not easily be adjusted to economic
imbalances. But even under Keynesian assumptions, the classic instru-
ments of governments were traditionally confined to monetary and fis-
cal policy. Moreover, monetary and fiscal policies were legitimate policy
fields over which governments had complete control.> Wage bargaining
was either in the realm of independent associations or left to the market.
Nevertheless, in practice, governments since World War 11 have employed
policies on wages as an important tool in economic policy.

This chapter lays out a theoretical explanation for this apparent con-
tradiction. The argument centres on the following assumption, which is
the main guiding hypothesis on which this book is based: the incentive for
government intervention into wage bargaining arises when it appeared to
the government that intervention could potentially reduce the political
and economic costs of a perceived necessary disinflationary policy. Thus
governments have tried to avoid the negative consequences of the interac-
tion of a non-accommodating monetary policy and non-responsive wage
bargaining institutions, which can potentially carry high costs in terms of
unemployment, loss of real output and interference with growth. A more
effective disinflationary policy — as pursued by governments — has aimed

37



at clearly indicating to wage bargaining actors that harmful effects of ex-
cessive wage increases will be punished.

The chapter is divided into four sections. The first section traces the his-
tory of the relationship between government economic policy and wag-
es, and concludes that, in terms of previous experiences and economic
theory, there is little or no reason for governments to intervene in wage
bargaining. Section two develops a general hypothesis about the incen-
tives for governments to employ incomes policies, based on established
arguments in the political economy literature about the relationship be-
tween wage bargaining institutions and monetary policies. This includes
a comparison of incomes policies pursued in the 1960s and 1970s with
those more recently pursued by governments under monetarist condi-
tions. The third section lays out the factors that influence the govern-
ment’s decision whether or not to negotiate with trade unions, focus-
ing on monetary regimes, political institutions and the responsiveness
of wage bargaining institutions. Several conclusions are outlined in the
fourth and final section.

Policies on wages

Before World War 11, governments generally had no policy on wages. The
liberal world economic order of the 19'h century was based on the flex-
ibility of wages and prices. The role of the government was to protect
the market mechanisms that could ensure flexible adjustment of labour
markets to the requirements of the gold standard (Simmons 1994). Wage
and price freezes that were decreed by governments were only used in
very specific situations such as during the war economy. It was only in the
1950s that governments started to play an increasingly influential role in
wage bargaining. A crucial reason was that the economic, social and polit-
ical landscape had changed so fundamentally in many advanced countries
that a tolerable degree of price stability could not be achieved by reducing
demand, since the potential costs of demand reduction in terms of unem-
ployment, loss of real output and growth had grown to a level that would
not have been supported by the electorate and the public as a whole.
Economically, the European post-war economies did not resemble the
inter-war situation. In the first decade after the war, wage growth was
moderate and capital stocks were built up. After demobilization and re-
covery, “the main difficulty of the post-war economies was not slack de-
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mand, relative overproduction or insufficient investment, but an ungov-
ernable tendency of demand to outrun the economy’s capacity to meet it
without inflation and price rises” (Postan 1967, 17). Rather than stimulat-
ing demand further, governments soon faced the task of reducing infla-
tionary pressure.

Socially and politically, the fundaments of economic policy had changed
drastically. During World War 11, economic mobilization and the gover-
nance of the war economy required the collaboration of trade union lead-
ers, who in many countries came to be co-opted into positions of quasi-
public authority. Soldiers were promised a better life in a fairer society
upon their return from the battlefields. In many countries, the traditional
elite were replaced in the aftermath of war by liberal or socialist govern-
ments. The democratic capitalism of the golden age after World War 11
entailed the legal recognition of trade unions, an increase in welfare pro-
visions and a promise of economic policy-making in favour of the work-
ing people. Full employment had become the priority for all governments
(Streeck and Hassel 2003).

The relationship between unemployment and inflation became one
of the core policy issues in economic policy-making, and wage bargain-
ing processes were the most important factor influencing this relation-
ship. Western governments in the post-war period faced a situation that
was perceived as a trilemma of domestic objectives, of full employment,
price stability and free collective bargaining, in which any pair could be
achieved only by sacrificing the third goal. The trade-off between employ-
ment and price stability — the Phillips curve — thus depended on the con-
duct of collective bargaining. Accordingly, high employment levels could
be achieved by governments letting money supply grow, stimulating de-
mand and consequently allowing prices to rise. Under the given institu-
tional design of a regulated labour market and free collective bargaining,
a decrease in unemployment would lead to an increase in inflationary
pressure (Ulman and Flanagan 1971: 2-4; Flanagan, Soskice et al. 1983).
Policy-makers came to believe that price stability could only be achieved
at the unacceptable price of increasing unemployment. The obvious solu-
tion to the trilemma was the active involvement of governments in the
wage formation process. Governments thought they could protect em-
ployment by securing a moderation of real wages through voluntary wage
restraint instead of through disinflation. As Braun observed: “An incomes
policy is often presented as a means of improving the trade-off between
unemployment and price stability” (Braun 1975: 2).
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The rationale of incomes policies

Incomes policies were initially pursued in combination with expansionist
demand management. Expansionist demand management combined with
simultaneous wage restraint, it was believed, would prevent real wages
from rising, stimulate an increase in employment and protect profitability
and competitiveness from declining. This is the Scandinavian scenario
as described in the Lange and Garrett article on the ‘Politics of Growth’
(Lange and Garrett 1985). Working in cooperation, the social-democratic
government and the centralized trade unions used a combination of wage
restraint and fiscal expansion in order to promote economic growth.

During the first two decades after the war, governments regularly em-
ployed incomes policies in almost all advanced economies in order to
deal with increasing inflationary pressures of the time. Incomes policies
were used to urge trade union leadership to assume a more moderate at-
titude towards wage bargaining. When wage bargaining systems were not
sufficiently centralized or coordinated to take into account the effects of
their wage settlements, governments tried to compensate for this defect
by striving to influence wage bargaining behaviour through either giv-
ing tax incentives for wage restraint or imposing wage freezes. Assuming
a Phillips curve type of trade-off between price stability and unemploy-
ment, governments hoped to steer the curve in favour of employment by
maintaining price stability. If governments had to choose, most observers
were convinced that they would prefer inflation above unemployment:
“Clearly, no Member country would be willing to accept high levels of
unemployment in order to hold its prices in check”, the oECD pointed out
in a report on the problem in 1962 (OECD 1962, 25).

Under these conditions, the use of restrictive monetary policies for
stabilizing prices was not only seen as politically unacceptable, but also,
for a number of reasons, practically impossible. Monetary policy had not
helped to avoid the Depression in the 1930s; and as a result its reputation
was severely under attack. The result was that governments had no dis-
ciplinary device vis-d-vis trade unions when negotiating over wages, but
instead relied completely on the use of persuasion and the possibility of a
statutory imposition of wage settlements and price freezes.

At the same time, the statutory imposition of wages and prices was
much harder for governments to pursue since these policies lacked politi-
cal legitimacy. First of all, trade unions had fought hard for the right to
free collective bargaining and were not prepared to surrender this right
to government-imposed incomes policies. But even in practical terms, a
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statutory incomes policy immediately raised the question of distributive
equality in societies and was politically contested. As Shonfield points out
when observing the debate on incomes policies during the 1960s:

There was a curious unrealism about the fervent expectations which
suddenly came to be attached to the pursuit of an incomes policy in
a variety of Western countries during the 1960s. It was talked of by
practical hard-headed men as if it offered an immediate short cut to an
ideal economic world of steady price and uninterrupted growth. It was
alleged by some to be the precondition for effective economic planning
(Shonfield 1965: 217).

Indeed, there was a certain enthusiasm for incomes policy as the new
economic policy device. In the United States, the newly elected Presi-
dent Kennedy issued his ‘guideposts for non-inflationary wage and price
behaviour’ in order to pre-empt inflationary pressure in the course of ex-
pansionary fiscal and monetary policies that the Kennedy government
had planned. The newly-founded oecD published a whole range of largely
favourable reports on the conduct of incomes policy in its member coun-
tries during the 1960s (OECD 1962, Suppanz and Robinson 1972; De Wolff
1965). In contrast to the war-time direct wage controls, incomes policy
was defined here thus: that “the authorities should have a view about the
kind of evolution of incomes which is consistent with their economic
objectives, and in particular with prices stability; that they should seek
to promote public agreement on the principles which should guide the
growth of incomes; and that they should try to induce people voluntarily
to follow this guidance”

The oecD discovered that “in this broad sense, it appears that many
Member countries are trying to evolve incomes policy” (OECD 1962,
23). In general, it was hoped that wage increases in line with productiv-
ity increases would enable non-inflationary economic growth and could
potentially avoid major exchange rate adjustments between countries.
Economists were working on a tax-based incomes policy that aimed at
introducing an economic base for the concept.

According to Shonfield, the lack of realism on the part of policy-makers
stemmed from the misguided assumption that union leaders would per-
ceive the division of wealth as basically fair. One only had to agree on the
way in which the annual increment of national production was to be dis-
tributed (Shonfield 1965: 217). This was based on the belief that economic
growth could be taken for granted and that a highly competitive economy
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existed where one had to treat capital well: “Labour is really asked to give
its consent to a particular type of social order. There is no reason why it
should do so — or for that matter why the owners of capital should posi-
tively assent to any alternative proposed. All this is another way of saying
that a practical approach to a more rational wages policy must be delibera-
tive and extensively political. It seems unlikely that people in a democratic
society will accept a policy of wage restraint unless the composition of all
other domestic incomes which affect costs, however remotely, is brought
under close and expert scrutiny” (Shonfield 1965: 218-9).

The failure of incomes policy in the late 1960s and early 1970s was due
to a range of factors that were not all linked to the political problems that
were raised by Shonfield in the mid-1960s.>* International price levels had
started to rise from mid-1968 onwards. The Us economy had induced a
growing demand for imported manufactures and incurred large budget
deficits. This coincided with an increase in raw material prices. Moreover,
most economies operated under full employment from the mid-1960s on-
wards and labour markets were tight. Thirdly, the conduct of collective
bargaining in many countries had instituted an expectation that workers
would be protected against real wage losses. An increase in price rises was
automatically translated into wage rises despite the tradition of incomes
policy. And fourthly, the labour protests of 1968 had consisted of unrest
on the shop floor against centralized wage bargaining and had shifted the
bargaining power from the central level to the local level. In many cases,
national union officials were not able to implement the agreements they
had settled at a national level. The years between the late 1960s and ear-
ly 1970s were “an exceptionally unpropitious period for incomes policy”
(Braun 1975: 14; see also Soskice 1978).

In other words, the first generation of incomes policies had helped to
increase the profitability and competitiveness of companies, but it had
not helped to lower the real wage expectations of the workforce. On the
contrary, real wage protection was the basis on which incomes policy in
many countries rested and real wage expectations were high due to full
employment and increasing levels of social spending.

The shift in economic policy-making

It was only after the first oil shock in 1973 that governments started to se-
riously use disinflationary policies against the imminent stagflation of the
1970s, combined with a new generation of incomes policies. The context
of government intervention had thus changed. Under the condition of
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restrictive monetary policies, governments can always leave the effects of
wage bargaining on employment to the market and rely on monetary au-
thorities to achieve low inflation expectations. Rather than being depen-
dent on trade union support in wage bargaining, governments regained
monetary policy as an instrument if wages got out of control. On the other
hand, monetarist adjustment could potentially carry high costs in terms
of employment if trade unions were not responsive to monetarist policies.
Restrictive monetary policies combined with aggressive wage bargaining
could lead to exceptionally high increases in unemployment. Rising un-
employment would eventually discipline trade union wage demands, but
it was worth avoiding.

The 1977 McCracken report produced by the oecD already recognized
this change of discourse on the responsibility of governments for securing
both real wages and employment (OECD 1977). When assessing the role
of incomes policy, the report states that it supports the idea that govern-
ments should regularly discuss the general evolution of prices and wages
with trade unions and employers. It suggests that if governments are go-
ing to take this line, they must at the same time be prepared to indicate
to those responsible for wage and price determination what kind of be-
haviour on their part would be consistent with the monetary and fiscal
policies they intend to follow. The report then states:

This idea is not new. What is new is the context within such discus-
sions takes place after a major inflationary recession. Five years ago, it
was understandable that representatives of business and labour might
take it for granted that governments had it in their power to ensure
high levels of sales and employment. They may well have felt that the
warnings against the dire consequences of irresponsible behaviour on
their part need not be taken seriously. All this has now changed (OECD
1977, 215).%

In other words, during the incomes policy of the 1960s, governments faced
two distinct issues. On the one hand, they openly had to adopt a policy
position on distributive issues when engaging in incomes policy since this
tended to take the form of strict wage guidelines and was discussed in a
political forum. At the same time, governments had no disciplinary device
vis-a-vis trade unions that would indicate to the unions the consequences
of a failure of incomes policy. Moreover, when incomes policies failed,
governments were nevertheless held responsible for ensuring high levels
of employment via expansionist economic policies.

POLICIES ON WAGES 43



After the first oil shock, this situation changed. The effects of the reces-
sion and the vulnerability of the world economy had become apparent to
all economic and political actors. Financial liberalization had reduced the
effectiveness of monetary expansion and started to penalize high infla-
tion. Although the use of restrictive monetary policy varied widely within
the oEcD between the mid-1970s and the late 1980s, a trend was set in mo-
tion that would eventually spread. The new incomes policy that had start-
ed to operate from the 1980s onwards would ease the way for introducing
tight monetary policy, rather than serve as a means to avoid it, while at the
same time it would be based on a new understanding of economic policy.

In addition to the changing economic environment, the new under-
standing of economic policy had been theoretically and argumentatively
prepared by a shift in macroeconomic theory. Rational expectations were
introduced into economic modelling. The theory recognized that people’s
expectations are highly responsive to policy and hence that expectations
matter for assessing the impact of monetary and fiscal policy. In two major
contributions, Friedman (1968) and Phelps (1967) explained how a slop-
ing short-term Phillips curve would transmute, once expectations begin
to adjust, into a vertical (or even backwards-bending) Phillips curve. The
vertical Phillips curve showed that there could be any level of inflation at
a given (natural) level of unemployment. If governments wanted to lower
unemployment, they had to raise money wages above the rate of real wage
expectation:

There is always a temporary trade-off between inflation and unemploy-
ment; there is no permanent trade-off. The temporary trade-off comes
not from inflation per se, but from unanticipated inflation, which gen-
erally means from a rising rate of inflation. The widespread belief that
there is a permanent trade-off is a sophisticated version of the confu-
sion between ‘high” and ‘rising’ that we all recognize in simpler forms.
A rising rate of inflation may reduce unemployment, a high rate will
not. (Friedman 1968: 11)?°

Therefore, rising inflation rates or surprise inflation might still create sur-
plus employment, but a steady rate of rising prices would not. A vertical
Phillips curve also implies that there is a natural rate of unemployment
that cannot be reduced by means of an expansionary monetary and fiscal
policy.

The policy implications of this newly accepted line of arguments have
been particularly important for monetary policy. The role of monetary
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policies was downplayed in the first two decades after World War 11 main-
ly due to the dismissive assessment made by Keynes when addressing the
role of monetary policy during the Great Depression. Monetary policy
was seen as a largely ineffective tool of economic policy. Post-war mon-
etary policies therefore focused on the provision of cheap money. A most
telling illustration is the article by John Hicks, in which he argues that in
the early post-war period the previous gold standard was replaced by a la-
bour standard in which “monetary policy adjusts to the equilibrium level
of money wages so as to make it conform to the actual level” rather than
the other way round (Hicks 1955: 391).

In the mid-1970s, however, this view had reversed again. If there is no
trade-off between unemployment and inflation, the best monetary policy
for central banks to adopt is to pick an inflation target and to stick to it.
If there are long-term negative effects on employment and growth, these
were not due to monetary policies themselves, but to rigidities in the mar-
ket. Monetary policies should aim to keep the growth of aggregate demand
stable in order to prevent fluctuations. Using the arguments derived from
the rational expectation revolution governments’ approaches towards eco-
nomic policy had thereby changed towards focusing on the effectiveness of
disinflationary policies rather than on the need to control wages.

The effect of this change of assessment for the relative importance of
economic policy by governments is a shift in emphasis. Since the mid-
1970s, economic advice on the persisting problem of inflationary pressure
has been that, rather than use incomes policies to dampen wage demands,
governments should improve the effectiveness of monetary policy. If re-
strictive monetary policy is more effective, its negative externalities on
the real economy might be reduced. The emphasis has been placed in the
main on the credibility of the policy. It is thereby assumed that a disin-
flation policy will have lower short-run costs if the general policy of the
monetary authority is effective.

At first glance, the rational expectation assumptions imply that an in-
creased emphasis on monetary policy should reduce the role of wage bar-
gaining institutions in general, as has also been argued by Fritz Scharpf
(Scharpf 1991). If monetary policy can fight inflation effectively by disci-
plining wage bargaining actors through a reduction in demand, the role
of wage bargaining institutions should become less important. It should
also curb the inclination of governments to intervene in wage bargain-
ing processes too. The question therefore arises as to why governments
nevertheless intervene in wage formation processes, even when monetary
policy shifts towards a more restrictive regime.
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Monetary and wage bargaining regimes in the political economy
literature

The answer to this question, and the basis of my assumption that gov-
ernments aim to reduce the costs of disinflationary monetary policies by
intervening in wage setting processes, derives from the interaction be-
tween wage bargaining institutions and monetary policy. This interaction
is a well-established part of the political economy literature, and will be
outlined below.*

Since the arguments of the literature are complex, I summarize the con-
clusion of the literature review upfront. The literature has so far concen-
trated on establishing the effects of wage bargaining institutions on eco-
nomic performance and has established a negative impact of a mismatch
of restrictive monetary policies and decentralized wage bargaining insti-
tutions on outcomes (in particular Iversen 1999; Hall and Franzese 1998;
Adolph 2004). It argues that a disinflationary policy is more effective in
countries that have somewhat coordinated wage bargaining institutions
rather than decentralized bargaining systems.

However, despite being driven by equilibrium assumptions, the litera-
ture has not taken into account that an institutional environment that is
not responsive to restrictive monetary policy will give governments the
incentive to increase the effectiveness of monetary policies and to adjust
their bargaining institutions to their economic policy approach.*

If the main mechanism of disinflationary policies is the enforcement of
the effectiveness of a restrictive monetary regime — as has been empha-
sized in the macroeconomic literature — it makes sense for a government
to foster the effectiveness of their monetary regimes by making their wage
bargaining institutions more receptive to the change in the monetary re-
gime. Government intervention is therefore an adjustment policy adopted
by governments in order to promote the responsiveness of wage bargain-
ing institutions towards monetary regimes. In the following sections, I
will lay out this argument step by step, starting with the assumptions of
the effect of monetary regimes and moving to the institutional founda-
tions of wage bargaining.

Monetary regimes and central banks

According to the assumptions of rational expectation, the most important
tool of achieving an effective monetary policy is the credibility of mon-
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etary agencies.?® If the monetary agency can credibly commit to a restric-
tive monetary policy, the expectation of economic actors with regard to
inflation will be low. If the expectation of inflation is low among economic
agents, there is little need to push up wages. It is only under the condition
of insecurity about the inflation target of the government that economic
actors have an incentive to increase wages and, with them, prices, and
thereby reinforce inflationary pressures.

To clarify, it was argued that uncertainty about the conduct of mon-
etary policy tends to provide wage bargaining actors with the incentive
to anticipate safeguards for higher inflation and thereby provide higher
wage settlements than necessary. If wage earners cannot be sure about
the level of inflation due to an erratic monetary policy, their interest will
likely err on the side of higher settlements. If they can, however, be as-
sured by monetary authorities that prices will remain stable, their fear
about losses in real wages and real returns will be reduced and they can
settle for lower increases than they would otherwise have done.

Credibility can be achieved in a number of ways. One way is to an-
nounce a clear monetary policy with regard to the money supply. Since
the money supply is seen as the single most important factor that de-
termines inflation, a rule-based monetary policy centred on the money
supply can reinforce the expectations of low inflation. Governments that
publicly adhere to a certain policy rule on restrictive monetary policy and
are prepared to implement the rule should be able to lower inflation with-
out creating adverse effects on the economy.

The second — and in the literature seen as the most promising — way of
achieving a higher degree of credibility for monetary policy is the inde-
pendence of central banks.®* The argument is that, in a political environ-
ment, politicians have an incentive to produce surprise inflation in order
to boost employment for short-term electoral reasons. Because wage bar-
gaining actors know about the electoral pressures and the electoral gains
of surprise expansionary policies in the political business cycle, they will
nevertheless push for higher wage settlements in order to guard against
higher inflation. When governments can institutionalize an anti-infla-
tionary monetary decision rule by delegating the policy-making power
to an independent agency, they can automatically increase the credibility
of their policy and have an anti-inflationary effect without any costs. As
Grilli et al. pointed out: “..having an independent central bank is almost
like having a free lunch; there are benefits but no apparent costs in terms
of macroeconomic performance” (quoted in Iversen 1999: 21).

MONETARY AND WAGE BARGAINING REGIMES 47



A third way of increasing the credibility of monetary policy is by peg-
ging the currency to a non-inflationary anchor currency (Iversen and
Thygesen 1998). If a currency is pegged and capital mobility is high, the
monetary authority — whether independent or not — has to follow the
policy of the authority of the non-inflationary currency in order to keep
the pressure from the exchange rate. If a devaluation of the currency is
ruled out, the monetary policy of the country that pegged its currency
automatically increases its credibility vis-d-vis domestic economic ac-
tors.

In whatever way the credibility of the monetary policy is enhanced, the
degree of credibility of a monetary regime is nonetheless always based on
passing on information and influencing other people’s expectations. The
credibility of a policy needs to be assured by making it understood to the
relevant actors. As Hall and Franzese point out:

If credible signals are sent from the bank, and the relevant economic
actors are able to coordinate their behavior in the light of them, nomi-
nal wage-price settlements will be lower than they would otherwise be,
and the bank can pursue the monetary policy it has announced without
dampening the economy. On the other hand, if these signals do not
inspire appropriate wage-price behavior, either because they lack cred-
ibility or because the relevant actors cannot coordinate on appropriate
behavior, the monetary policy announced by the bank will occur in a
context of relatively excessive nominal wages and prices, thereby damp-
ening the economy and generating unemployment (Hall and Franzese
1998: 507).

Putting the emphasis on the credibility of monetary policy in order to
dampen wage expectations therefore raises the question of the mecha-
nism that ensures that the policy is understood and taken into account
by economic actors. The effects of monetary policy thus depend on the
presence of an institutional arrangement that provides actors with a basis
for making a credible commitment and for monitoring each other’s be-
haviour (Hall and Franzese 1998: 508). In the political economy literature,
this transmission belt of the credibility of a central bank has been the
wage bargaining system — the main forum where wages are set in most
advanced economies.
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Wage bargaining institutions as the transmission belt of credible
monetary policies

A substantial literature has argued that the organization of the labour
market and, in particular, the wage bargaining institutions have an effect
on wage bargaining behaviour and thus on economic performance.? Put
very generally, specific properties of wage bargaining institutions provide
incentives for wage bargaining actors to consider the effects of their wage
settlements. The most important property of the bargaining system is the
degree of centralization of decision-making on wage demands of trade
unions. In decentralized settings, local bargaining units do not have to
take into account the externalities of their behaviour for others. If a small
bargaining unit negotiates over a wage agreement, it only considers the
interests of its own members and ignores the effects of the resulting price
increase on other groups of workers. Other externalities can be the loss of
employment and the consequences following from this (Flanagan 1999).
In contrast, where centralization is high, the leadership of a trade union
has to make sure that the effect of a wage agreement is not harmful to its
membership; it internalizes negative externalities. The most important ef-
fect of centralization is therefore the moderation of wage demands. The
leadership of trade unions in centralized settings is careful not to drive
wage demands too high since this might affect the employment of other
groups of workers. Therefore, they tend not to employ their full bargaining
potential and thereby to have a comparatively positive effect on perfor-
mance.® This argument assumes a linear negative relationship between the
centralization of bargaining and the level of unemployment and real wages.
More centralized collective bargaining systems produce lower unemploy-
ment rates, ceteris paribus. A similar effect can be achieved when labour
market institutions are completely decentralized and wage bargaining units
operate under conditions of perfect competition. The result is a hump-
shaped relationship with highly decentralized and highly centralized wage
bargaining institutions having the best results (Calmfors and Driffil 1988).
When it comes to the interaction of wage bargaining institutions and
credible monetary policies, the situation is as follows. For wage bargain-
ing actors it is important how the policy of the central bank affects the
perceived costs of wage increases. It is only in centralized wage bargaining
systems that the union leadership contemplates the trade-off between real
wages and unemployment. In decentralized wage bargaining institutions,
the union will not react to monetary policy for three main reasons (Hall
and Franzese 1998). First, in decentralized bargaining situations, local
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unions aim at protecting themselves from real wage losses by seeking in-
flation increments on top of the real wage they desire, because they cannot
anticipate the outcomes of other wage settlements. Second, in decentral-
ized settings bargaining units do not take into account the effects of their
settlements on other bargaining units. Third, none of the decentralized
bargaining units will be held responsible for disinflationary policies by the
monetary authorities if their settlements turn out to be inflationary.

In centralized bargaining arrangements, however, the trade union lead-
ership will assume a trade-off of unemployment against real wages. The
policy of the central bank becomes important because it can affect the
trade-off and act as a deterrent to high wage increases (Calmfors 2001:
333). If the unions anticipate that wage increases which threaten the cen-
tral bank’s goal of price stability will trigger a more restrictive monetary
policy, and therefore negatively affect employment too, they will have an
extra incentive to restrain wages that they would not have had otherwise.
Centralized trade unions and bargaining institutions should therefore be
particularly responsive to the monetary policy regime.

When unions are very centralized however, this effect should decline,
because highly centralized wage bargaining institutions have to internal-
ize other negative externalities and an anticipated monetary policy reac-
tion might not make much of a difference (Calmfors 2001: 334; Corricelli,
Cukierman et al. 2000). Therefore, the strongest effect of interaction
between monetary policy and wage bargaining institution’s should take
place when bargaining is centralized at an intermediate level.

Empirical studies support these assumptions. Hall and Franzese (1998)
found that higher central bank independence increases the level of unem-
ployment when wage bargaining is decentralized. Cukierman and Lippi
(1999) found that higher central bank independence reduces unemploy-
ment with intermediate centralization, but increases it with decentral-
ization. This effect, however, decreases at higher levels of centralization.
Bernhard Kittel (2000) reports that labour cost increases are inversely
related to monetary restrictiveness, but positively related to higher lev-
els of centralization of wage bargaining and union density. Iversen (1998
and 1999) and Traxler, Blaschke et al. (2001) report a positive impact of
an intermediate level of centralization when it interacts with restrictive
monetary policy.?* Since the number of observations of different combi-
nations of wage bargaining institutions and monetary policy is very small,
the interaction effect, however, is not really robust (Calmfors 2001: 334).

In any case, the theoretical and empirical political economy literature
gives some reason to believe that the effectiveness of monetary policy
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indeed depends on the institutional arrangements of wage bargaining.
Restrictive monetary policy is no free lunch, as some economists have
claimed it to be, but is contingent on institutional preconditions. Different
institutions react differently to a change towards tighter monetary policy.
The link between monetary policy and wage bargaining is the sharing and
passing on of information about the credibility of tight monetary policies.
It is only in coordinated or centralized wage bargaining systems that bar-
gaining actors are receptive to this information and will, moreover, take it
into account when engaging in wage bargaining.

The rationale for government intervention in wage bargaining and
incomes policy under restrictive monetary regimes

If the conduct of wage bargaining can make a contribution to the process
of lowering inflationary pressures and pre-empting restrictive monetary
policies on its own, then the government may try to influence the bar-
gaining behaviour of trade unions.* By reducing the wage claims of trade
unions, governments can use incomes policies in order to achieve a trade-
off between higher employment and lower real wages. Incomes policies
that focus on the effect of employment are therefore not immediately dis-
tinguishable from other institutional effects of wage bargaining systems
such as centralization of bargaining.

If wage bargaining institutions are relevant for conveying the cred-
ibility of monetary authorities and the likely impact of a tight monetary
response to wage bargaining actors, the same argument can be made
for the role of the government in wage negotiations. If high levels of
credibility of monetary restrictiveness work best where bargaining ac-
tors are responsive towards the effects of their wage settlement on eco-
nomic performance, governments still have an incentive to influence
trade unions towards voluntary wage restraint. Therefore, even without
the assumptions of the Phillips curve, governments face the dilemma
between the negative effects of disinflationary policies on employment,
on the one hand, and the wage expectations of workers, on the other.
If wage bargaining institutions cannot adjust the wage expectations of
workers to the economic situation, but trade unions and employers are
nevertheless important bargaining actors on the labour market, gov-
ernments might be tempted to increase the effectiveness of their dis-
inflationary policies and ease the frictions between the expectations of
workers and the economic reality by negotiating with the social partners
directly.
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Moreover, the shift of attention towards the credibility of monetary
policies as the main policy tool for ensuring low inflation might lead to
particularly restrictive monetary policies, especially during the period
of transition from an accommodating monetary regime to a tighter one.
Since the main mechanism for ensuring low inflation is the expectation
of ordinary people that the monetary authority will guarantee low infla-
tion no matter what, monetary authorities have an incentive to prioritize
price stability above all else, even if they are officially committed towards
economic growth and employment as well. The importance of the cred-
ibility of monetary authorities has only been recognized in the literature
and in policy-making in the last two decades. In many countries, central
banks have only recently gained a higher level of independence from gov-
ernments. In those countries in particular, there needs to be a conscious
process of redirecting the expectations of wage bargaining units towards
a new policy framework.

But the capacity of governments to negotiate with trade unions over
wages also varies, depending on the organization of the labour market.
In very decentralized wage bargaining systems, the capability of govern-
ments to meaningfully influence wage bargaining behaviour is restricted.
Local bargaining units might not be impressed by the government’s ef-
forts and may not be able to overcome their local competition. Govern-
ments might choose to further deregulate the labour market rather than
seek interventionist solutions. In highly centralized bargaining arrange-
ments, bargaining units might be sufficiently responsive to changes in the
economic environment anyway. Therefore, governments are most likely
to intervene in the wage bargaining process where bargaining units are
sufficiently organized but not highly centralized.

The argument here — in line with arguments that have been made about
the importance of wage bargaining institutions under credible conser-
vative monetary authorities by Streeck (1994), Hall and Franzese (1998),
Iversen (1999) and Traxler, Blaschke et al. (2001) — is therefore that the
credibility of monetary policies needs institutional mechanisms to con-
vey collective expectations to wage bargaining units. Centralized wage
bargaining institutions can be the conveyors that internalize the effects
of a credible conservative monetary institution and thereby dampen the
negative real effects of disinflation. Another mechanism can be the inter-
vention by governments to persuade wage bargaining actors to settle for
lower wage claims, in order to pre-empt these expected negative effects.
In this way government intervention can try to avoid the potential nega-
tive impact of disinflationary policies on the real economy by closing the
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gap between the wage expectations of workers and the expected restric-
tive monetary policies of the monetary authorities.

A summary of the argument is given in figure 2.1. Rather than let cred-
ible monetary policies take effect by themselves, governments have an
incentive to use restrictive monetary policies and interventionist wage
policies in tandem if wage bargaining institutions are not in themselves
sufficiently responsive. Credible monetary policies ensure low inflation;
negotiating wage restraint can help to smooth the negative effects of oth-
erwise harsh disinflationary measures.

The credibility of the government: from political exchange to imposing
a new policy paradigms3®

In the neo-corporatist literature, the political relationship between trade
unions and governments has been predominantly described by the notion
of political exchange (Pizzorno 1978). While governments had to respect
free collective bargaining, union compliance with the need of national
economic policy was a matter of political exchange (Streeck and Ken-

Figure 2.1  Negotiated wage restraint: policies of government intervention

Domain of negotiated
wage restraint
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worthy 2005: 9). Political exchanges were based on the conversion of in-
dustrial into political power, which trade unions could trade for a wide
variety of concessions from governments, such as industrial, regional and
educational policy programmes, thus wielding extensive power over pub-
lic policy (Headey 1970; Lehmbruch 1984; Schmitter 1977). The concept
assumed the existence of centralized unions that command strong bar-
gaining power. It assumed economic situations where the outcomes of
collective bargaining are decisive for macroeconomic performance, es-
pecially with respect to monetary stability and employment, and where
the political survival of the government depends on such performance
(Streeck and Hassel 2003).

The onset of tight monetary policy has changed the nature of the ex-
change between the government and trade unions on incomes policy. In
contrast to the assumptions of the Keynesian version of incomes policy,
there is no master plan with which governments intend to tackle the cri-
sis, but an incremental adjustment to external constraints. Furthermore,
governments have a deliberate choice between negotiating an incomes
policy or letting a conservative (or non-accommodating or restrictive)
monetarist policy take its course in order to reduce wage pressures. Dur-
ing the exchanges of the 1970s, for instance, monetary policy was an un-
derdeveloped tool. Finally, trade unions are in principle aware of the fact
that the room for real wage increases is tightly constrained by hard cur-
rency policies.

Government intervention in the context of tight monetary policy is not
based on an economic policy in which the pay-offs are clearly defined.
During the 1970s, left-wing governments committed themselves to high
spending in order to maintain employment levels if trade unions exerted
wage restraint. In that context, government intervention in wage setting
went hand in hand with higher public expenditure as a result of a politi-
cal exchange (Lange and Garrett 1985). This strategy was not only seen as
viable but also regarded by some observers as superior in terms of eco-
nomic growth (Cameron 1984; Lange and Garrett 1985).

However, fiscal expansion has become equally constrained as monetary
accommodation. Open economies, rising levels of public debt and rising
costs of public debts due to high interest rates have restricted the ability
of governments to offer fiscal expansion in exchange for wage restraint.
Since the turnaround in economic policy by the French government in
1983, public-spending commitments have been discredited as economic
policy and there has been no ‘labour-friendly’ demand strategy presented
for resolving the crisis.
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Also, since the early 1980s, all governments have understood the mon-
etarist alternative for controlling wage pressure. Rather than being de-
pendent on union approaches in wage bargaining, governments can turn
to other instruments if wages get out of control. Conversely, monetar-
ist adjustment without the cooperation of trade unions can potentially
carry high costs in terms of employment if trade unions are not respon-
sive to monetarist policies (Scharpf 1991). Restrictive monetary policies
combined with aggressive wage bargaining can lead to exceptionally high
increases in unemployment, as can be seen in the case of the United King-
dom in the early 1980s. In most countries, high and/or rising unemploy-
ment is not only politically unpopular, but also fiscally expensive.

While governments have a choice on how to approach wage bargain-
ing, trade unions face the fact that the pressures will increase either way.
Trade unions can either commit themselves to voluntary restraint or they
will have to face the consequence of higher employment losses if they do
not. Since there is no longer a Keynesian scenario in which inflationary
wage pressures can be accommodated by monetary policy, the scope for
wage increases has diminished. Higher employment losses will eventually
drive wage increases down. If unions opt for a negotiated incomes policy,
they can try to bargain over a price for wage restraint.

From the trade unions’ perspective, the crucial question remains the
extent to which the government or the central bank will actually punish
the wage bargainers for wage agreements that they see as excessive. If
the government has a very clear line on tight monetary and fiscal policy,
trade unions have to expect an impact of wage bargaining on employment
via tighter monetary policy. If, however, welfare provisions in the form of
unemployment programmes and early retirement schemes take care of
the unemployed, the impact is likely to be less severe. Trade union vulner-
ability to the effects of high wage settlements therefore depends on both
a tight macroeconomic policy and the provision of welfare.

The politics of new incomes policy under tight monetary control there-
fore hinge on the resolve of the government to display its commitment to
a non-accommodating policy rather than on the willingness of the gov-
ernment to compensate trade unions for wage restraint. In the past, not
only had central banks accommodated inflationary wage settlements, but
fiscal and social policies also took care of the negative effects of wage
increases. Expansive fiscal policies counteracted the negative impact of
tight monetary policy when employed for disinflation. Moreover, welfare
programmes and employment schemes protected the trade unions and
their members from the hardship of the market.
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The disciplinary force that stems from a tight monetary policy vis-a-vis
the trade unions is therefore contingent on the position of the govern-
ment vis-a-vis other policy fields — independent from monetary policy
itself. Wider government policies are therefore an important contextual
factor for the effectiveness of monetary policy. If governments are will-
ing to accommodate the negative effects of a tight monetary policy rather
than pass them on to the labour market, trade unions will not be affected
in their bargaining strategies. On the other hand, if governments are pre-
pared to pass on the effects and do not accommodate further pressures by
means of social policies, trade unions can be expected to adjust to the new
situation more rapidly. Governments are expected to be more likely to
intervene in wage bargaining when they cannot credibly make a commit-
ment to a non-accommodating position. In other words, the more clearly
the government can display its pursuit of a non-accommodating policy,
the less likely it is to intervene in bargaining processes.

As in the case of the reputation of the central bank, it is argued here
that the new politics of government intervention rest on the credibility of
the government to convey a new policy paradigm to wage bargaining ac-
tors. The crucial issue is that strategic behaviour does not depend on the
compensation that is offered in exchange for wage restraint, as is implied
in the traditional notion of political exchanges. The strategic approach
by the government concerns the limitation of the bargaining scope of the
wage bargaining actors. Unlike the wage bargains under accommodating
economic policies, incomes policy in the 1980s and 1990s did not offer a
compensation for wage restraint in the form of a political exchange. Gov-
ernments intervene in wage bargaining processes in order to change the
rules of the game of the bargaining procedures themselves, by introducing
the new economic framework. It is therefore expected that, in those po-
litical institutional contexts where the government cannot display its new
commitment by itself, governments are more likely to intervene. The key
explanatory variable for the politics of incomes policy under tight mon-
etary conditions is therefore the ability of governments to display their
own commitment to non-accommodation.

This does not mean that there is no compensation for trade unions
when agreeing to voluntary wage restraint, but the compensation is not
vital to the interaction between governments and trade unions. While
governments might concede tax reforms, delays in social policy retrench-
ment or the installation of new committees on labour relations, the capac-
ity for compensation does not determine the approach by the government
vis-a-vis wage bargaining.
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The implications of this line of argumentation are twofold. First, the new
type of incomes policy should be expected to be less statutory and thereby
avoid many of the problems of political legitimacy that Shonfield raised al-
ready in the mid-1960s and that manifested themselves in many countries
in the strike waves of the late 1960s. Governments are concerned to ensure
that the trade unions understand the externalities of their wage bargaining
behaviour. Within the context of a tight monetary framework, governments
will refrain from using intervention as an immediate tool to fight inflation
as they did before. Inflation is fought by monetary policy, but if incomes
policy can help the wage bargaining actor to adjust to the new framework,
it can lower the transition costs with regard to employment. Being under
less immediate pressure to achieve wage moderation for fighting inflation
per se, governments can use their influence more indirectly.

Secondly, incomes policy should not be based on the support of the
relationship between friendly governments and trade unions, but on
a clearly defined division of labour in a framework of economic poli-
cy set by governments and of wage bargaining performed by the social
partners. Wage bargaining institutions continue to mediate the effects
of tight economic policy on the labour market; by intervening in wage
formation procedures, governments aim to push wage bargainers into
accepting responsibility for these effects and into internalizing govern-
ment economic policy choice as a fixed parameter in wage bargaining
procedures.

Explaining policy choices

Despite the shift in economic policy approaches after 1980, most govern-
ments in Western Europe did not abandon their attempts to influence
decisions by wage bargaining actors, but continued to negotiate over
wages. Yet in the period from 1980 to 1999, governments displayed vary-
ing degrees of activity when engaging in negotiations with trade unions
and employers. Why did some countries actively pursue a new type of
incomes policy, while others either rejected any cooperation with trade
unions or kept it to a strict minimum? This section briefly outlines a
set of factors that influenced the behaviour of governments. The factors
are: the type of monetary regime; a country’s political regime; and the
responsiveness of wage bargaining institutions. A full theoretical expla-
nation of these factors can be found in the relevant substantive Chapters
4 to 6.
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The monetary regime and wage bargaining institutions are directly
linked to the theoretical assumptions found in the political economy liter-
ature. Since the interaction between the monetary regime and wage bar-
gaining institutions determines the effect on economic performance, both
factors individually are also likely to influence the government’s decision
to negotiate on wages. The third factor refers to national political institu-
tions and their effects on the propensity of government to negotiate over
wages. As will become clear in the more detailed operationalization of
the factors in subsequent chapters, the monetary regime and the political
regime are characteristics of countries that are fixed in the short run and
do not vary much over time. For the period of the 1980s and 1990s, these
factors can therefore be seen as given by the political actors and thus out
of their reach. The responsiveness of the wage bargaining institutions,
however, varies over time and is also the aim of government intervention.
Government behaviour is therefore prompted by the responsiveness on
the one hand, while wage bargaining responsiveness also interacts with
government behaviour on the other.

The monetary regime - central bank independence

The monetary regime determines the context in which the government’s
economic policy takes place. In general, a restrictive monetary regime
will narrow the room to manoeuvre of any government on economic pol-
icy. Fiscal expansion that leads to public deficits and public debts will be
more severely punished under a restrictive monetary regime than under
a monetary regime that is subject to government control. To the extent
that negotiated wage restraint has traditionally been embedded in a more
accommodating economic policy, a restrictive monetary regime curtails
these options considerably.

Moreover, a restrictive monetary regime disciplines wage bargaining
actors directly and will control inflationary pressure no matter what. In
coordinated wage bargaining systems, the restrictive monetary regime
will contribute to the responsiveness of wage bargaining actors. However,
the monetary regime in itself will also enhance the governments’ commit-
ment to economic stringency and reduce its propensity to negotiate with
trade unions.
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Political institutions — consensus democracy

The process of disinflationary adjustment under non-responsive wage
bargainers can carry with it high economic and political costs. Govern-
ments that enjoy a stable parliamentary majority and are not dependent
on coalition partners may be sufficiently secure to commit themselves to a
strict line on economic policy without being tempted to negotiate a wage
restraint with trade unions. Governments that are built around many co-
alition partners in complex political systems, on the other hand, often
have short life spans and are unlikely to take risks. Thus the nature of the
political system, in particular the distinction between majoritarian and
consensus-based political institutions, can give governments the incen-
tive to rely either on their own parliamentary strength or negotiate with
trade unions respectively by determining the capacity of governments to
hold out without union support. Unstable and consensus-seeking govern-
ments can also try to strengthen their position through finding an agree-
ment with trade unions on the conduct of economic policy in general
and on a negotiated wage restraint in particular. The broader the social
support for economic adjustment, the less painful the experience might
be for a generally weak or divided government.

Moreover, in political systems that produce multi-coalition govern-
ments, trade unions often have a higher number of access points to the
government and can use the competitive nature of political unionism to
lobby for their interests in a way that again prompts governments to ne-
gotiate with trade unions rather than confront them with restrictive eco-
nomic policy.

The responsiveness of wage bargaining institutions

The responsiveness of wage bargaining institutions describes the capacity
for wage bargaining actors to adjust and is therefore the basis for govern-
ments to worry about wage formation. If wage bargaining institutions re-
spond to changing economic developments, there is little reason for gov-
ernments to engage in negotiations with trade unions on wage adjustment.
Coordination and adjustment take place tacitly and indirectly. In some
cases, responsiveness of wage bargaining institutions is strongly embedded
in the political system itself and direct intervention might be unnecessary.
However, the lack of responsiveness of wage bargaining institutions will
provide an incentive for governments to negotiate over wages in order to
bring wage formation in line with the demands of the economic situation.
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Conclusion

The aim of this chapter was twofold. Firstly, it presented a hypothesis of
why governments intervene in wage bargaining processes even under the
conditions of tight monetary policies. This hypothesis counteracts the ex-
pectations found in the neo-corporatist literature that political exchanges
are based on the capacity of governments to compensate trade unions for
wage restraint with expansive fiscal and monetary policies. As has been
argued here, this is not necessarily the case because governments seek
cooperation even when they pursue tight economic policies. They do so
because the effectiveness of disinflationary policy, similar to expansionist
economic policy, varies with the organization of the labour market. Both
expansionist and contractionist demand policies by governments are me-
diated by the responses of wage bargaining institutions towards them.

This chapter has fleshed out the different contexts of incomes policies
when employed under expansionary or contractionary economic policy
conditions. When governments use intervention in wage bargaining in
order to enhance the effectiveness of disinflationary economic policy,
they have alternative disciplinary devices vis-d-vis trade unions that they
do not have under expansionary policy conditions. The difference in con-
text has implications for the form of the intervention as well as for the
politics on which it is based.

Secondly, the chapter has laid out the factors that determine whether
or not a government chooses to engage in negotiated wage restraint with
trade unions. In the following chapters, these implications will be spelt
out in more detail and the differences between national cases will be made
apparent. Chapter 4 will discuss the role of monetary policy and the in-
dependence of central banks, while Chapter 5 will address the political
institutions that determine the approach taken by governments and the
role of partisanship. Chapter 6 will deal with the responsiveness of wage
bargaining institutions as the main institutional precondition. In order
to give the argument an empirical base, Chapter 3 presents a measure-
ment of government intervention in wage bargaining processes that will
be used throughout the remainder of the book.
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3 Policy Options and Institutions:
How Governments Respond

Politically, the origins of negotiations between governments and trade
unions lie in the new balance of class power that emerged in the settlement
that followed World War 11.7 The promotion of Keynesian welfare state
policies guaranteed trade unions the right to free collective bargaining
while committing governments to ensure high employment levels. Com-
bining full employment with secure and free collective bargaining rights
raised the welfare expectations of workers and in turn created demand
for institutional and political tools for adjusting these expectations to en-
able balanced economic growth. Collective bargaining institutions medi-
ated between the welfare expectations of workers on the one hand and
the transformation of the economic environment on the other. Operating
within the framework of these institutions trade unions gradually adjust-
ed their wage bargaining behaviour — often pushed by governments.

Chapter 2 discussed the relationship between monetary policy and
wage bargaining institutions and the incentives of the government to in-
fluence this relationship. It argued that, even under restrictive monetary
policies, wage bargaining institutions retain a functional role to the extent
that the government remains able to influence the performance of these
institutions. This chapter looks at the choices open to governments from
the perspective of their institutional environment. The neo-corporatism
literature®® has introduced a sharp dichotomy between the institutional
endowments of political economies with respect to the relationship be-
tween governments and trade unions. Depending on the form and type of
trade union organizations, the relationships of trade unions with govern-
ments have taken markedly different developments.

Starting from this dichotomy between corporatist versus non-corpo-
ratist countries, this chapter argues that patterns of negotiations between
governments and trade unions are situated between the institutional ac-
commodation® of trade union demands, as in the corporatist case, and the
market-based or liberal form of addressing trade union wage demands, as
in the pluralist case. In other words, negotiations are an expression of
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attempts to reconcile conflicting institutional settings which, on the one
hand, only insufficiently respond to the government’s economic needs
but, on the other hand, embody a commitment by the government to a
political approach that makes a more liberal response by the government
neither acceptable nor feasible.

This chapter aims to move on from a research perspective that derives
the notion of accommodation primarily from the organizational structures
of trade union organizations and wage bargaining systems to a more dy-
namic view of the interaction of institutions and policy responses. In order
to do so, it introduces a measure for the negotiated response, which will
hereafter be referred to as government intervention.* This measure will
then be used in the remainder of the book as the key dependent variable.

Secondly, it will show empirically that the behaviour of governments
towards wage bargaining in Western Europe during the 1980s and 1990s
is not systematically related to the institutions of wage bargaining sys-
tems or the corporatist traditions of individual countries. In other words,
whether a government tries to negotiate with trade unions on wages or
not is not solely determined by the corporatist or non-corporatist tradi-
tion of the country. In the first section, I will discuss the different concep-
tual backgrounds of the institutional accommodation of trade unions in
terms of corporatism and wage bargaining centralization and government
intervention as a form of political accommodation of trade unions. In the
second section, I will introduce the operationalization of the variables.
The third section contrasts the relationship between the institutional em-
bedding of trade unions and government behaviour towards wage bar-
gaining. The final section comprises the conclusions.

Policy options towards the redistributional power of trade unions:
market responses and negotiations

Adopting a stylized view of the post-war situation, there were two insti-
tutional configurations that influenced how governments responded to
the question of how to accommodate the redistributional power of labour
in the framework of the post-war Keynesian welfare state — the corporat-
ist and the pluralist setting. Corporatism or pluralism were not policy
approaches chosen by governments, but were fundamental structures of
government-trade union relations based on the organization of the labour
market, in particular on the organizational structures of trade unions.
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Corporatist settings comprised the institutional integration of trade
union organizations into the political system and on the labour market.
Centralized trade union organizations, able to monopolize the conduct of
collective bargaining, gained exclusive access to political decision-making
and collective bargaining rights. In turn, they were willing to accept the
responsibility for moderate wage demands. Incorporation and centraliza-
tion of trade union structures took place in the inter-war or immediate
post-war years, often with heavy involvement by governments. At other
times, centralization and the autonomous regulation of wage bargaining
by the social partners were aimed at keeping the government at bay. Once
centralized structures and monopolies were set up, they functioned as an
integrative force, since trade unions had to mediate competing interests
between groups of workers internally rather than pursue local wage gains.

The pluralist setting was based on a trade union structure that was
organized in a decentralized way, with weak organizational control over
wage bargaining procedures and wage formation outcomes. Where trade
unions and wage bargaining structures had their roots in early industri-
alized economies, they were decentralized and often dominated by tra-
ditional craft unions that did not have close relationships with the po-
litical arena (Streeck and Hassel 2003). In these cases, the institutional
accommodation of trade unions was more superficial and fragile since
trade union structures and public policy-making were largely incompat-
ible even though, in many cases, benevolent governments tried to set up
consultation procedures that included trade union participation.*

In the immediate post-war period, these two basic settings endowed
political actors with a set of responses to mismatches between the eco-
nomic environment and the role of trade unions in wage formation: an
institutional response, a market response and a negotiated response. The
institutional response represents the reliance of political actors on the ca-
pacity of existing corporatist institutions to adjust to a changing environ-
ment. Economic imbalances were addressed by political actors working to
realign wage bargaining actors’ behaviour to fit within the imperatives of
existing bargaining institutions. This is accomplished by indirectly adjust-
ing the otherwise stable institutional set-up of centralized wage bargain-
ing, for instance by stabilizing wage bargaining actors or giving support to
moderate wage claims through social policy expansion. It was built upon
the pre-existing set of corporatist wage bargaining institutions.

The market response broke with the post-war consensus of political in-
tegration of trade unions. It rejected the legitimate claim of trade unions
to organize the labour market and thereby exert a political influence over

POLICY OPTIONS TOWARDS THE REDISTRIBUTIONAL POWER OF TRADE UNIONS 63



economic policy-making. This response included policies towards the
deregulation of the labour market, the curtailing of rights of regulation
by trade unions and the political exclusion of trade unions. The market
response was based on the pluralist tradition of arm’s length relations
between public policy-making and trade unions.

The mismatch between the expectations of employees and the eco-
nomic environment of firms introduced a third type of response that
was, in some cases, able to reply to shifting needs in a way that the two
previous responses could not. The negotiated response was the attempt
of governments to negotiate with trade unions over wage restraint in a
variety of institutional settings. Where institutions were not conducive
to accommodating trade union wage demands due to a fragmented wage
bargaining structure, as was frequently the case in pluralist countries, and
where governments were nevertheless committed to the consensus of the
Keynesian welfare state that guaranteed trade unions a high degree of in-
fluence over wage bargaining procedures, governments tried to influence
the wage bargaining behaviour of the unions.

Figure 3.1 illustrates the argument. The two ends of the bottom line are
the ideal types of government-union relations that are embodied in the
neo-corporatist literature. Corporatist institutions at one end take care of
adjusting trade union wage expectations to the economic reality. Pluralist
settings at the other end do not presuppose a positive role of coordinated
labour market institutions and see the decentralization and deregulation
of the labour market as the policy baseline of governments. Negotiations
occur when institutions fail to deliver the required economic outcomes
but governments are nevertheless committed to a powerful and institu-
tionally embedded role for trade unions on the labour market. They are
therefore not an ideal type of political response that corresponds to either
a corporatist or a pluralist approach; instead, they reflect responses that,
on the one hand, seek to reconcile the conflicting aims of institutional ac-
commodation and acceptance of the political role of trade unions while,
on the other hand, actively addressing an economic imbalance that is
based on a maladjustment of wage bargaining behaviour by trade unions.
In other words, negotiations reflect tensions between the politically ac-
cepted role of trade unions and their inadequate behaviour in wage bar-
gaining procedures.

In practice, the two responses of negotiation on the one hand and ne-
gotiated accommodation and deregulation on the other were not mutually
exclusive, but often overlapped, just as corporatism and pluralism tend to
overlap. After World War 11 all advanced countries started with a pro-
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cess that attempted to incorporate trade unions into the political decision-
making process while simultaneously introducing a much higher degree
of government intervention in the economy than ever before (Streeck and
Hassel 2003). Deliberate attempts by governments to incorporate trade
unions often took the form of consultation on wages and economic policy
within the framework of tripartite economic and social councils. More in-
direct incorporation addressed the organizational status of trade unions.
Trade unions received legal entitlements for the protection of their organi-
zations, which in some cases granted them monopoly representation and
the guarantee that they alone should control wage formation procedures.

At the same time, government intervention extended over the whole
period between 1945 and 1970, with only its form and policy goals varying.
In the first three decades after the war, there was no laissez-faire approach
by governments, but purposeful economic policy that included a strategy
towards prices and wages. All governments in advanced industrialized
countries at one point or another either decreed wage and price freezes
or had discussions with unions and employers about the appropriate wage
policy. While the influence of trade unions over economic policy-making
was seen as a legitimate political process, the management of wages was
seen as a legitimate tool of economic policy-making.

In contrast to the institutional setting that is described by corporatism,
the approach to negotiate the accommodation of trade unions describes
the government policy towards wage bargaining. Negotiated accommo-

Figure 3.1 Institutional settings and policy options

Negotiated Response

Institutional Response Market Response (labour

(corporatism) market deregulation and
trade union exclusion/
pluralism)
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dation is not based on the institutionally mediated cooperation between
governments and trade unions, but on the attempt of governments to
push trade unions towards a more responsible position in wage bargain-
ing than they would otherwise have adopted (Headey 1970). It is there-
fore the result of a mismatch of the interplay between institutions and the
needs of the government in economic policy-making. The need for ne-
gotiated accommodation, in other words, arises when the institutionally
produced outcomes do not square with the aspirations of the government.
Negotiations are aimed at mending the frictions in the interplay between
economic policy and wage bargaining behaviour.

Conceptualization of the corporatist institutions and negotiated policy
response towards trade unions’ redistributional power in the neo-
corporatist literature

Corporatism and the centralization of trade union organizations and wage
bargaining institutions can be regarded as characteristics of the institu-
tional approach to the challenge of containing the new role of labour in
the post-war order. The expanding regulative and integrative task of the
modern state requires prior aggregation of opinion, which only singular,
hierarchically ordered representative monopolies are able to provide, as
Schmitter has described it. In his conceptualization, corporatist interac-
tion as an “osmotic process whereby the modern state and modern inter-
est associations seek each other out leads, on the one hand, to even fur-
ther extensions of public guarantees and equilibration and, on the other,
to even further concentration and hierarchic control within these private
governments” (Schmitter 1979: 27). The interaction between the state and
private associations is thereby founded primarily on the capacity of the
associations to deliver the control over their constituencies and the rep-
resentation of group interests.

Based on these assumptions, the literature on neo-corporatism focused
on the role of organizational structures and institutions as a precondition
for virtuous interaction between associations and the state. The organi-
zational structure of trade unions and employers’ associations was at the
centre of attention, in particular the question of whether they conformed
to a corporatist pattern or not and what the effects of a more fragmented
and pluralist structure of interest associations were.

In some parts of the literature, however, corporatism has been con-
ceptualized both as a form of policy formation and as a form of inter-
est intermediation. With regard to policy formation, designated interest
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associations are incorporated within the process of authoritative deci-
sion-making and implementation. As such, they are officially recognized
by the state not merely as interest intermediaries but as co-responsible
‘partners’ in governance and guidance (Schmitter 1981: 295). Interest in-
termediation, on the other hand, describes the mode of arranging the po-
litical process based on a system of centralized and concentrated interest
groups. The two forms of corporatism are not synonymous: corporatist
policy formation can take place when corporatist interest mediation is
not present. However, corporatist theory argues that corporatist bargain-
ing is more susceptible to collapse under the stress of exogenous shocks
if “unprotected by firmly rooted institutions” (Katzenstein 1985: 89). The
centralization of interest associations thus gives rise to a number of other
characteristics of corporatism, including a tendency towards corporatist
policy formation. As Philippe Schmitter points out:

There is, nevertheless, considerable evidence of an elective affinity, if
not a strong element of historical causality, between the corporatiza-
tion of interest intermediation and the emergence of ‘concerted’ forms
of policy making. It is not an accident that virtually all the authors
using different definitions of corporatism agree on the countries and
policy arenas they chose as exemplars for theory building or cases for
hypothesis testing (Schmitter 1981: 296).

The elective affinity between corporatist interest mediation and policy
formation rests on the incentives that a corporatist structure of interest
intermediation presents to governments. Corporatist interest intermedi-
ation would lead to a political process which included the major interest
associations as important social actors and by which they acquired a stake
in the policy formation even if they were dissatisfied with its outcome.
Interest groups would participate in the formulation and implementa-
tion of policies that go beyond their specific sectoral interests to include
such broad political objectives as full employment, economic stability and
growth as well as the modernization of industry (Katzenstein 1985: 92).
The whole process would generally be embraced by an ideology of so-
cial partnership that is shared by business and trade unions alike and is
expressed in national politics. Corporatism contributes directly to the
cooperative and non-conflictual behaviour of trade unions and business,
and therefore manifests itself in low levels of industrial conflict. Hibbs
found that strike levels were greatly reduced in those countries that were
later classified as the smaller corporatist countries in Europe, namely
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Denmark, the Netherlands, Norway and Sweden (Hibbs 1977). In a num-
ber of studies, therefore, the level of industrial conflict has been used as
an indicator of corporatism (Cusack 1995).

In general, the different types of conceptualization of corporatism as
the specific relations between civil society and the state produced very
similar lists of countries that were described as corporatist. Comparisons
of corporatist typologies showed a great deal of overlapping (see, for ex-
ample, Crouch 1993b; Kenworthy 2003; Wilensky 1976; Wilensky 2002).
The distinction between the organizational bases and the policy approach
of concertation mattered only at the level of conceptualization and the
reasoning why these interactions would occur. At the empirical level —
with a few exceptions such as Switzerland and Belgium — both approaches
of neo-corporatist analysis came to similar conclusions.

In these approaches, corporatism is more pronounced in small states
than in big states and is — for historical reasons — characteristic of conti-
nental Europe. In continental Europe, a set of ‘ancient associations, which
were inherited from guild privileges and other involuntary associations,
were transformed into bodies of corporatist interest mediation with the
growth of capitalist market societies and civil liberalism. Depending on the
extent of the spread of liberalism, intermediate organizations were some-
times completely abolished; in other cases where the period of liberalism
was short and incomplete, the remnants of interest associations were trans-
formed from medieval corporations into modern interest associations. In
small countries in particular, the challenges of the inter-war years led to a
more cooperative form of intermediation between the state and interest or-
ganizations. Under the condition of the rapid expansion of the global econ-
omy, this form of cooperation within small states was reinforced. The social
and political cohesion of small states with a historical legacy of strong so-
cial organization supported the evolution of corporatist intermediation.

Among the big states in Western Europe, Germany has the strongest
corporatist structure. As Katzenstein puts in: “West Germany’s corporat-
ism derives as much from openness, dependence and a sense of vulner-
ability brought about by the diminished size of the Bonn Republic after
1945 as from the implantation of its political parties in fresh democratic
soil” (Katzenstein 1985: 201). For the other large industrial states, corpo-
ratism is not a useful way of responding to the risks and opportunities of
the international economy. Since large countries generally have a longer
time span in which they can adjust their economies and a more heteroge-
neous mix of industries stemming from size, corporatism is naturally less
developed in large states.
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Policies on wage bargaining

Government policy towards wage bargaining has been a core focus of
neo-corporatist conceptualization because it cuts across the boundaries
of public policy-making and the regulatory responsibility of associations
in the labour market. Wage bargaining is not a policy domain of public
policy. In contrast to monetary and fiscal policy, wage formation is not
seen as a part of public policy but rather as a private activity on the la-
bour market that is governed by private associations. Decision-making
on wages is therefore not based on public force but on the strength of the
associational actors themselves, while it is always constrained by mac-
roeconomic policy decisions and monetary policy in particular. In the
area of industrial relations, public policy generally only has direct inter-
ventionist power under very special circumstances. For example, public
policy provides a legal framework of substantive and procedural rules.
This includes basic standards in the labour market, such as a minimum
period of paid holidays or a maximum working week. In addition, public
policy also prescribes procedural rules, as in the cases of early retirement
and redundancies.

Despite the vast literature on neo-corporatist policy-making, the con-
ceptual tools for distinguishing and identifying the political forms for ac-
commodating trade union wage bargaining positions have remained un-
derdeveloped in the literature. There are a few political science studies
on incomes policy that have attempted a conceptualization, notably by
Headey (1970), Armingeon (1982 and 1983) and Marks (1986).

In the neo-corporatist literature, most concepts of political exchanges
(Marin 1990; Crouch 1993b) or of modes of governance (Lehmbruch 1984)
have generally remained within the framework of the pre-eminence of
political and economic institutions. The notion of political exchanges as-
sumes that unions are paid by governments for their cooperation (Streeck
and Kenworthy 2005). Incomes policies, on the other hand, are govern-
ment attempts to give incentives and other reasons to trade unions to
restrain wages. They can be part of a political exchange, but the two pro-
cesses are not synonymous.*> Approaches that focus on political exchange
therefore tend to overlook the broader nature of incomes policy. For in-
stance, Crouch has used the concept of political exchange as a function of
centralized trade union organizations and trade union strength (Crouch
1993b). On the other hand, the generalized political exchange as concep-
tualized by Bernd Marin has abandoned the primacy of the structural and
institutional preconditions, while remaining vague about the substantive
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mechanisms that encourage political exchange in weakly institutionalized
settings (Marin 1990 and 1991).

Similarly, in the new literature on social pacts, attention has been
drawn to the fact that corporatism has to be seen as a “variable and con-
stantly evolving phenomenon” if we are to understand the interaction
between governments and the social partners without having the benefit
of clear conceptual guidance on how to proceed (Molina and Rhodes
2002: 322). While it has become empirically obvious that the relation-
ship between the state and associations have been developing in ways
that were not theoretically in line with corporatist theorizing (Schmit-
ter and Grote 1997), the literature has tended to dwell on the substan-
tive issues, such as reform of the regulations of the labour market, in
order to gain theoretical insights from the cases. For instance, recent
contributions on social pacts in Western Europe by Fajertag and Pochet
(2000), Regini (2000) and Rhodes (1998 and 2001a), with the exception
of Baccaro (2003), have tended to pass over a theoretical explanation for
these changes in order to assess thoroughly the substance of the reform
changes.

A more policy-based approach that systematically includes the sub-
stantive issues and seeks to explain the diversity of developments in the
relationship between governments and associations has therefore not re-
ceived much attention in the literature. The sheer institutional variety
has tended to obfuscate the distinction between governmental policy on
wages and the institutional accommodation of trade unions. For a long
time, institutions and policies were seen as complementary: countries
with corporatist institutions tended to employ policies of negotiations,
while pluralist countries tended to deregulate. The tensions between in-
stitutions that did not comply with the needs of governments and policies
that did not fit in with the institutional set-up were not fundamentally
addressed.

In sum, institutional and negotiated forms of accommodation are inter-
related but distinct responses to the issue of labour inclusion in modern
economies. Negotiated accommodation responds to the imperfection and
mismatches of institutional outcomes. In order to assess the dynamism
of the evolution of corporatist interaction between governments and in-
terest associations, it is also useful to distinguish these two approaches
empirically.
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The operationalization of variables

In order to test the assumptions of the preceding chapter, we need a mea-
sure of the government intervention in wage bargaining. Here we face the
problem that the corporatist literature is vast while, in contrast, the de-
veloped measures of corporatism tend not to be time-sensitive, but based
on the structural properties of wage bargaining institutions. The litera-
ture has produced numerous national corporatism indices derived from
diverse information such as bargaining structures, centralization of trade
union organization, union density etc. These indices measure what has
been conceived of as the precondition for corporatist interaction, but not
the degree of the interaction itself. Measures of such corporatist interac-
tion or government-trade union negotiations, on the other hand, hardly
exist.** This section presents a proxy for measuring corporatist responses
that is both time-sensitive and comparative.

It takes the perspective of government intervention rather than coop-
eration between governments and trade unions as the starting point for
tracing a stronger or weaker degree of corporatist response. Government
intervention in the wage bargaining process — although often disliked by
the social partners and often only used by governments as an instrument
of last resort — can be seen as a powerful indicator of the willingness of a
government to engage in a negotiated adjustment process rather than in a
process of deregulation and decentralization.

Measuring government intervention

The measurement of government intervention needs to be independent
from the institutional design of the corporatist tradition of countries. It
also has to be time-sensitive and comparative. In contrast to the vast num-
ber of studies and different measures of the degree of centralization and
coordination of wage bargaining institutions, there is very little recent
work on government intervention in general, and there is no recent mea-
sure of the degree of government intervention in particular. Even during
the 1960s and 1970s, when incomes policies were prevalent throughout
the industrialized world, there were descriptive comparative studies on
wage freezes and incomes policies, but only a few quantitative measures
of the degree of government intervention.*

Accordingly, the means available to governments to influence wages
will vary. The policies are obviously situated in an institutional context of
wage bargaining institutions and the general economic policy tools of the
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government. Centralized wage bargaining institutions enable centralized
negotiations with trade unions to take place and ensure that pay norms
are implemented, while decentralized wage bargaining institutions may
preclude this outcome. Particular legal or constitutional settings might
forestall active government involvement or might encourage it. In the
past, there have been four distinct approaches that governments have
used:

— Tax-based incomes policy. Tax-based incomes policies were designed
by economists during the 1970s in order to offer permanent tax incen-
tives for wage restraint. The government thereby introduced tax-relief
for low wage settlements.

— Setting of minimum wages. Where governments are in control of set-
ting minimum wages, the rate of increase of the minimum wage might
provide a guideline for wage bargaining; in particular if wage bargain-
ing institutions are otherwise weak.

— General negotiations with trade unions on wages. Governments can
opt to pressurize unions or negotiate with them candidly on wages,
with the results being implemented in wage agreements. Negotiations
can include rewards for wage restraint in the form of tax relief, working
time incentives or other institutional rewards. Trade unions are never-
theless free to accept and implement these settlements.

— Setting wage norms for the private sector. In some cases, governments
can also set wages directly either in the form of wage freezes or the
statutory imposition of wage increases. A statutory wage policy will
override wage settlements.

There are two main problems with measuring government intervention.
The most obvious is that, empirically, the involvement of governments in
wage bargaining interacts greatly with the wage bargaining institutions
and corporatist traditions in general. In many countries, wage bargaining
institutions have developed in the shadow of the state. In some cases, state
regulation has enabled trade unions to pursue strategies of bargaining co-
ordination and centralization by granting them monopolies of member-
ship. Monopolies over membership enable trade unions to centralize their
wage bargaining structures. These have been established by legal means
in Germany and Austria. The active involvement of the state in the con-
duct of wage bargaining in these two countries, however, is low.
Depending on the historical evolution of the relationship between wage
bargaining institutions and the state, the interaction can take many dif-
ferent forms that are not easily categorized in a hierarchical measure. For
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instance, centralization of wage bargaining arrangements has sometimes
occurred in order to exclude the state from the domain of collective bar-
gaining. The Swedish Agreement of Saltsjobaden of 1938 was an active mea-
sure adopted by the social partners to pre-empt government intervention in
the wage bargaining system (Fulcher 1991). This pattern has continued until
today, with wage bargaining behaviour on the part of the social partners
becoming more responsive when government intervention is looming.

The Wassenaar Agreement enacted in the Netherlands in 1982 is an
important turning point in Dutch wage bargaining that was prompted by
the radical shift in the manner in which the new government related to
unions (Visser and Hemerijck 1997). The agreement in itself and the pro-
cess leading up to it were not characterized by government intervention,
but rather by an indirect threat by the government to radically alter its
attitude towards the unions if wage bargaining outcomes did not change.
Compared to the interaction between governments and wage bargaining
of the late 1970s, the degree of government intervention in 1982 was lower
than before. The major change in the Dutch bargaining procedure was
the lack of government intervention rather than increased involvement
by the government. Therefore, government intervention does not neces-
sarily have to take place in order to be effective. As in the case of Sweden,
the Dutch experience shows that it is often the threat of intervention that
influences wage bargaining behaviour.

In other countries, centralization and coordination of wage bargaining
has traditionally taken place under the active involvement of the state.
In Finland, for instance, the government has traditionally participated in
wage bargaining. In Portugal and Spain, the incorporation of trade unions
into the political systems via economic councils was an important part
of the transition to democracy. Here, government involvement was part
of the normal wage bargaining procedure and was not a specifically de-
signed incomes policy.

Also, in countries with decentralized bargaining systems, processes of
decentralization were often state-induced. In the Uk, the Thatcher gov-
ernment enacted legislation that decreased the capacity of trade unions
to coordinate their bargaining activities. In France, the Auroux Laws that
were introduced in 1982 were meant to strengthen bargaining activities by
giving trade unions the right to bargain at plant level. They led to a further
increase in wage bargaining at plant level at the expense of the sectoral
level and thereby increased decentralization. In general, therefore, gov-
ernment intervention in wage bargaining systems has to be judged against
the backdrop of existing wage bargaining institutions.
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The other measuring problem is that government intervention in wage
bargaining has several dimensions that are not easily collapsed into one
measure. The most important distinction here is the scope of the interven-
tion with regard to the impact on wages vis-a-vis the process of interven-
tion itself. In some cases, such as Belgium, governments have persistently
intervened in the wage bargaining process by legislating upper limits to
wage agreements. This is a rather severe measure of government inter-
vention, comparatively speaking. Since wages in Belgium are generally
indexed to changes in prices and the potential scope of wage bargaining
only applies to the increases above indexation, the scope of the interven-
tion is however relatively small. In other cases, such as the United King-
dom from 1975 to 1978, governments appeared to be fairly reluctant to
intervene directly and instead pleaded with the unions to restrain wages
voluntarily; the scope of the intervention, however was large since it im-
plied an initial substantial decrease in real wages.

Moreover, not every measure developed by the state falls into the cat-
egory of government intervention in wage bargaining. Governments have
developed a number of measures that extend the effects of wage bargain-
ing and agreements beyond the constituencies of the social partners. Erga
omnes clauses apply wage agreements to segments of the labour market
that do not participate in wage bargaining.* Giving workers the entitle-
ment to a union wage even if the employer is not part of the wage bargain-
ing system can also increase the coverage rate. These provisions strength-
en the self-regulation of the wage bargaining institutions and should,
strictly speaking, not be regarded as active involvement of the state in
wage bargaining processes.

The only existing quantitative measure of the role of governments in
wage bargaining, the government involvement index, was developed by
Miriam Golden, Peter Lange and Michael Wallerstein (Golden, Lange
and Wallerstein 2002). The score ranges from 1 to 15. The lowest score
indicates that the government is entirely uninvolved in the wage forma-
tion process; the highest score measures the imposition of a wage freeze
by the government with a prohibition on supplementary bargaining (ta-
ble 3.1).

The Golden-Lange-Wallerstein government involvement index runs
into some of the problems mentioned above. Conceptualized as an index
with an ordinal scale, not every step of the index measures an increase
in government involvement in wage bargaining. The extension of agree-
ments could be seen as an indicator of governments restraining from
intervention rather than engaging in it. The establishment of a minimum
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Table 3.1

Index of government involvement in wage setting by Miriam Golden, Michael

Wallerstein and Peter Lange, and government intervention index

Government Involvement Index

Government Intervention Index

10

1

12

13

14

15

Government uninvolved in wage setting.
Government establishes minimum
wage(s).

Government extends collective
agreements.

Government provides economic forecasts
to bargaining partners.

Government recommends wage
guidelines or norms.

Government and unions negotiate wage
guidelines.

Government imposes wage controls in
selected industries.

Government imposes cost of living
adjustment.

Formal tripartite agreement for national
wage schedule without sanctions.
Formal tripartite agreement for national
wage schedule with sanctions.
Government arbitrator imposes wage
schedules without sanctions on unions.
Government arbitrator imposes national
wage schedule with sanctions.
Government imposes national wage
schedule with sanctions.

Formal tripartite agreement for national
wage schedule with supplementary local
bargaining prohibited.

Government imposes wage freeze and

prohibits supplementary local bargaining.

1
2

No role of government in wage setting.
Government influences bargaining by
providing an institutional framework

of consultation (includes the German
concerted action or the Parity Commission
in Austria).

Government determines wage bargaining
outcomes indirectly (includes the minimum
wage setting by the French government
and the Wassenaar Agreement in the
Netherlands).

Government participates in wage
bargaining (as in Finland and Spain until
1987).

Government negotiates social pact or
imposes private sector wage settlements
(direct legislative measures such as in
Belgium).

Source: for the government involvement index, Golden, Lange and Wallerstein (2002).

wage by the government, on the other hand, is in some cases, such as
France, a powerful tool used by governments to control overall wage de-
velopment. (See for annual data table A1.) The setting of the minimum
wage, which is ranked on position 2 in the index, is in any case a more
interventionist measure than providing the social partners with eco-
nomic forecasts. Equally, the provision of sanctions is a higher degree
of intervention in the freedom of the social partners than the distinction

between arbitration and tripartism.
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In order to deal with these problems of ranking different degrees of gov-
ernment involvement, a number of caveats are in order concerning the
measurements of government intervention in wage formation. Firstly, it
is assumed that governments generally prefer not to take part in wage ne-
gotiations directly. For good political reasons, no government has sought
a direct role in wage formation procedures. Even in countries where gov-
ernments have in the past been very active towards wage bargaining, such
as in Denmark and Finland, governments have frequently withdrawn
from wage bargaining procedures if the circumstances allowed them to
do so. Governments prefer indirect measures to direct involvement. As
a consequence, the direct participation of governments in wage bargain-
ing processes, both in the form of participating in negotiations or in the
form of issuing guidelines and imposing pay freezes, can be recognized as
strong political interference and should not be regarded as traditional be-
haviour in these countries. Secondly, assessing government behaviour on
an annual basis requires a broader set of categories at the expense of more
detailed information. Similarly, the active behaviour of governments can
take different forms that are entirely related to their institutional environ-
ment and not significant in themselves. And, thirdly, one should not try
to assign too much of a statistical status to these crude assessments, but
rather see them as a reflection of a particular position adopted by govern-
ments in their relations to wage bargaining processes that compare coun-
tries and change over time, without being applied in too strict a way.

Due to the conceptual and methodological difficulties associated with
measuring government intervention in wage bargaining I have developed
an alternative index that uses substantial parts of the Golden, Lange and
Wallerstein data but tries to combine a number of variables and provides
a broader categorization of cases. Using broader categories obviously im-
plies a loss of differentiation in the data, but this seems justified since the
data does not appear to allow a great deal of differentiation anyway. The
government intervention index is scored from 1 to 5, with the lowest score
indicating no involvement and the highest score the imposition of a wage
settlement on the private sector. The three categories in between classify
the increasing intensity with which governments try to influence the bar-
gaining behaviour of trade unions. The categories are sufficiently broad to
summarize cases that are only formally distinct but substantially similar.
Overall, the government intervention index correlates sufficiently highly
with the government involvement index by Golden, Lange and Waller-
stein (Pearson correlation coefficient = 0.69).
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A particularly difficult aspect of operationalization is the degree of
consultation between governments and social partners over wage settle-
ments. In many countries, there are standing tripartite committees, such
as economic and social councils, in which consultation over wage and
price developments takes place. However, the presence of consultation
committees in itself is not a sufficient indication that governments ac-
tively intervene in wage bargaining. Only when governments proceed to
act against trade unions by suggesting an incomes policy or indeed by
bargaining over one, should this be considered a measure of government
intervention. The differentiation between governments determining and
influencing bargaining outcomes aims to distinguish cases where govern-
ments in principle have tried to determine wage expectations through
tripartite consultation, as in the German Concerted Action (which is in
category 2), from those cases where governments have tried hard to in-
fluence lower wage settlements without being directly involved, such as
during the Wassenaar Agreement (category 3).4

Table 3.2 illustrates the changing degree of government intervention in
wage bargaining over a period of three decades. (See for annual data table
A.1.) Longitudinal data is averaged across the decades, which are in turn
demarcated by unique economic environments: the 1970s is marked by

Table 3.2 Government intervention in wage bargaining in Western Europe, 1970-99

1970s 1980s 1990s A 1970s-90s
Austria 20 1.0 1.0 -1.0
Belgium 1.4 38 4.6 +3.2
Denmark 5.0 32 2.2 -2.8
Finland 38 32 3.1 -0.7
France 20 3.0 24 +0.4
Germany 1.7 1.0 1.1 -0.6
Ireland 3.0 1.9 4.0 +1.0
Italy 1.0 2.4 3.8 +2.8
Netherlands 3.6 23 2.2 -1.4
Portugal - 4.0 3.7 -0.3*
Spain - 3.6 2.0 -1.6*
Sweden 20 2.2 29 +0.9
United Kingdom 3.4 1.0 1.0 24
Mean 2.6 2.5(2.3)% 2.6 (2.6)* -0.19

Note: * Change from 1980s to 1990s; in brackets without Portugal and Spain.
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the two oil crises and stagflation, the 1980s is a period of economic recov-
ery and universal shift towards stricter monetary policies, and the 1990s
is the period of the run-up towards monetary integration.*

A first glance at the data points of the government intervention index
supports the classification of countries that will be discussed in more de-
tailed in Chapter 6. In a comparative perspective, the index highlights the
variety of responses by governments in different countries and at different
points in time. The following remarks will illustrate the measurements
and contrast them briefly with country-specific developments.

The development of government intervention

When comparing the evolution of government intervention, there has not
been a secular decline in negotiated wage restraint across Europe, but
rather divergent trends in the pattern of government intervention across
countries. The clearest decline of government intervention in wage bar-
gaining has not taken place in Britain, as might be expected, but in Den-
mark. Denmark ranked highest in terms of government intervention in
wage formation during the 1970s because of its strong arbitration system
that gave the government an indirect opportunity to set wages. Moreover,
from 1975 onwards, the Danish government imposed wage settlements
that included sanctions. Britain, in contrast, had a lower level of govern-
ment intervention because the government only imposed wage freezes
three times during the 1970s: in 1973, 1978 and 1979. The attempts to ne-
gotiate an incomes policy in 1971 and 1975 were of a voluntary nature.
However, unlike Denmark, where the state still plays an important role
today, the British government has declined since 1979 to interfere with
wage bargaining.

Falling levels of government intervention can also be observed in the
Netherlands, Germany, Finland and Austria. In Austria, the role of the
Parity Commission has clearly diminished over the years, whereas in Ger-
many, the Concerted Action was abandoned in 1977. The government
had used the Concerted Action to discuss wage guidelines with the social
partners informally. Thereafter, any attempt to influence the social part-
ners to exercise wage restraint only re-emerged once, in the framework of
the Alliance for Jobs in 1999. In the Netherlands, the conflictual rounds of
negotiating an incomes policy during the 1970s were replaced by two im-
portant agreements by the social partners in 1982 and 1993, both of which
were negotiated in the shadow of government intervention, but without
active government involvement.
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The countries with a strong increase in government intervention in
wage bargaining were Belgium, Italy and Ireland; countries with a mi-
nor increase in government intervention were France and Sweden. In
Belgium, the government did not involve itself in wage bargaining until
1974, although parliament frequently implemented the inter-professional
agreements that the social partners concluded. In the latter half of the
1970s, the government encouraged wage restraint but did not massively
intervene in the labour market. However, since 1981 the Belgian govern-
ment has tried persistently to control all wage bargaining by imposing
legislated wage guidelines on the social partners. A similar evolution can
be found in Italy. Here, the government played a minimalist role in wage
bargaining until 1984 when for the first time it was part of a tripartite
agreement on the Scala mobile. Since then, the intervention of the Ital-
ian government has steadily increased. In 1992 and 1993, tripartite agree-
ments incorporated wage norms and abolished wage indexation. These
were subsequently followed by another social pact on growth and employ-
ment in 1998. In Ireland, the government had sponsored national wage
bargaining during the 1970s, but abandoned this role during the first half
of the 1980s. Since 1987, however, the state has participated in tripartite
wage bargaining negotiations.

In France and Sweden, governments increased their role in wage bar-
gaining but on a more moderate scale. In France, government tried to re-
organize wage bargaining throughout the 1980s. But the most important
source of influence by the French government has been its role in set-
ting the minimum wage. By controlling minimum wages in an otherwise
weakly regulated labour market, the French government has gained a
high degree of control over wage developments. In Sweden, the govern-
ment became more active in wage negotiations during the 1990s, but
remained hesitant to embrace the idea of intervention. It was only in the
late 1990s that the Swedish government really started to pressurize wage
bargaining actors into adopting a new scheme of arbitration under gov-
ernment control.

Finally, the cases of Spain and Portugal show high degrees of govern-
ment control over wage bargaining during the transition years. In Spain,
government participation in wage bargaining had ceased in the mid-1980s
due to rising conflict with the unions. Cooperation with the social part-
ners re-emerged, however, in the 1990s through the reorganization of
wage bargaining structures. In Portugal, the state battled with the unions
over wages throughout the period, and only recently has it found a modus
of adjusting Portuguese wages to the requirements of EMU.
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The variety of trends over time also indicates, as assumed above, that
government intervention cannot be seen as a traditional instrument for
achieving wage restraint that state governments frequently rely on. Gov-
ernments certainly use established and traditional instruments in policy-
making more easily than new instruments. The legal and historical avail-
ability of government intervention in wage bargaining thereby facilitates
the decision by governments to intervene. On the other hand, the drastic
changes in the behaviour of governments over time show that the avail-
ability of intervention is only one factor among others that influence gov-
ernment choices. At least in the domain of wage bargaining, governments
are able to break with traditional policy approaches more frequently than
the popular assumptions about path dependent behaviour would have us
believe (Pierson 2000). Major policy shifts by governments on the role
and conduct of wage bargaining have taken place in the majority of the
countries covered in this book. This implies that national cases move
from high to low degrees of government involvement in wage bargaining,
primarily because governments do not want to intervene if the situation
does not require adjustment. They move from low degrees of interven-
tion to higher degrees if the external environment and internal factors
give cause to intervene in order to adjust to economic imbalances. There
is only scarce evidence that governments tend to opt for a more or less
interventionist approach on principle.

Measuring corporatism and wage bargaining institutions

Measurements of corporatism that rely on the structure of interest me-
diation as the driving force behind corporatism and focus on the organi-
zational centralization and associational monopoly of trade unions place
those countries in the category of corporatism where governments have
enabled trade unions to take comprehensive control over wage forma-
tion. Table 3.3 presents the combined index on societal corporatism by
Schmitter, which ranks the countries according to their degree of societal
corporatism. In the corporatism ranking, Austria ranks highest together
with the Scandinavian countries. Germany and the Low Countries rank
in the middle, while France, Ireland, Italy and Britain are at the bottom.
Peter Katzenstein analysed democratic corporatism in small European
states and constructs a similar measure. He distinguished between liberal
corporatism, which is dominated by business interests, and social corpo-
ratism, in which labour is the stronger force. Austria and the Scandina-
vian countries are classified as countries with social corporatism, while
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Belgium, the Netherlands and, to some degree, Sweden follow a pattern of
liberal corporatism (Katzenstein 1985: 125).

Another measure of the institutional accommodation of trade unions
is the centralization of wage bargaining institutions or of trade union
organizations themselves. Corporatism and centralization are closely re-
lated since, as argued above, the centralized nature of trade unions origi-
nally gave rise to the incorporation of labour. Measures on wage bargain-
ing centralization and coordination are abundant and relatively similar
to each other. Table 3.3 shows the data of the Kenworthy coordination
index and the Iversen centralization index. The Iversen centralization
index concentrates exclusively on the degree of centralization of wage
bargaining systems.*® Since wage bargaining centralization is closely re-
lated to the degree of corporatism, the Iversen index captures an in-
termediate measure of wage bargaining institutions and corporatism. In
contrast, the Kenworthy index integrates government intervention in its
measurement and can therefore be seen as not completely independent
from the government intervention index. However, the Kenworthy index
has more data points available than the Iversen index.* In table 3.3 [ have
supplemented the Kenworthy index with missing data on Portugal and
Spain.

Below I will compare these measures of corporatism, wage bargaining
centralization and wage bargaining coordination with the government in-
tervention index in order to illustrate the interaction between institutions
and policies.

The relationship between institutional and political
accommodation

In this section, I will explore the relationship between institutions and the
policy responses by governments. Table 3.4 displays the Pearson correla-
tion coefficients of government intervention, wage bargaining coordina-
tion, the wage bargaining centralization index and the Schmitter corpo-
ratism index. Correlating the measure of government intervention with
institutional measure has two aims. First, it aims to underpin the theo-
retical and empirical reasoning that underlie the measure of government
intervention. Second, it aims to show that the policy of governments on
wages is not predetermined by the institutional accommodation of trade
unions.
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Table 3.4 Pearson correlation coefficients of wage bargaining, corporatism and
government intervention, 1970-99 (1980-99)

Wage bargaining Corporatism Bargaining Government

coordination centralization intervention
Wage bargaining  1.000 -0.521** 0.680** 0.487**
coordination (-0.439%%) (-0.696%**) (0.464%*)
Corporatism 1.000 0.796** 0.054

(0.655%*) (0.019)

Bargaining 1.000 0.191**
centralization (0.072)
Government 1.000

intervention

** Correlation is significant at the 0.01 level (2-tailed).
* Correlation is significant at the 0.05 level (2-tailed).

Note: Measure on corporatism is time invariant; the Iversen index and the wage bargaining
coordination index are based on annual observations. The lversen index, however, only
goes up to 1993.

Sources: Iversen (1999); Schmitter (1981); Kenworthy (2001a); own calculations.

As expected, the strongest correlation exists between the degree of gov-
ernment intervention and wage bargaining coordination. In general,
a high degree of government intervention should contribute to wage
bargaining coordination, since governments then foster organizational
structures of wage bargaining that are conducive to centralization. When
governments invite the social partners to participate in a tripartite fo-
rum to discuss wage developments and this forum recommends wage
guidelines, it is likely that these guidelines will prompt them to transfer
wage bargaining to a national level. An example of this process is Ireland,
where wage bargaining was decentralized in 1980. When the government
and social partners started to negotiate a tripartite agreement in 1987, it
automatically meant that the main level of bargaining over wages was the
national level.

This is not necessarily always the case, however. There are several ex-
amples where governments have tried to intervene in wage bargaining
processes by negotiating over wage guidelines or by having tripartite sum-
mits without having a lasting effect of centralizing wage bargaining. This
was particularly true in the United Kingdom in the 1970s and in France
during the 1980s and 1990s.
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The effect also works the other way round: governments have a higher
incentive to intervene in wage formation processes in situations where
they can be assured that wage bargaining actors are capable of implement-
ing agreements. When bargaining is decentralized to a local or plant level,
the problem arises that the national trade union confederation, which is
the negotiating partner for the government, might not be in the position
to assure that wage guidelines will be implemented. If this is the case,
the incentive for governments to negotiate with them is rather low and
such negotiations might even have damaging effects. When bargaining
is coordinated, the bargaining authority lies with the regional or national
leadership of a sectoral or general trade union which, at the same time,
might be in a position to negotiate with the government over wage guide-
lines. In this case, government can be assured that the wage guideline that
is negotiated with the trade unions will be implemented at the local level.
A higher degree of bargaining coordination can therefore increase the
incentive for the government to negotiate with the social partners.

When looking at the average degree of government intervention across
countries over time, two different trends emerge (figure 3.2). The year
1975 was a peak in terms of centralization of wage bargaining and govern-
ment intervention in wages. Low points were reached in the early and
late 1980s. As could be expected, the degree of government intervention
is more volatile than the degree of wage bargaining coordination. Institu-
tional development of wage bargaining institutions is a long-term process
that tends to change slowly over time. Government intervention in wage
bargaining is, in many cases, an ad hoc decision made by the government
in response to a looming crisis. But apart from the peak in the mid-197o0s,
the subsequent development is not closely correlated. Interestingly, and
in contrast to expectations, wage bargaining institutions tended to decen-
tralize throughout the 1980s and re-centralize in the 1990s. On average,
the degree of centralization of wage bargaining in Western Europe was at
the same level in 1999 as it was in 1970.

Government intervention, on the other hand, had two further peaks: in
1985 and in the early 1990s. In 1985, the peak can be attributed to govern-
ment intervention in Denmark and Sweden. In Denmark the government
imposed a wage settlement on the unions, whereas in Sweden centralized
bargaining was reintroduced with the help of a tripartite forum. In the
early 1990s, a number of countries saw the re-emergence of government
intervention, again focused on the Scandinavian countries. In 1990, the
Finnish government stepped up its negotiations with the trade unions,
followed by Sweden in 1991 and Italy in 1992.
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Figure 3.2 Bargaining coordination and government intervention in 13 EU member
states, 1970-99
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Further, the data shows the weak correlation of the government inter-
vention index with bargaining centralization as measured by Iversen. The
argument on which the Iversen index rests is based on the capacity of
trade unions to internalize negative externalities in wage bargaining and
so to exercise wage restraint. If one assumes, firstly, that government in-
tervention emerges when and where wage bargaining institutions are not
responsive to their external economic environment and, secondly, that
the responsiveness of wage bargaining institutions is correlated with their
degree of centralization and coordination, we should find a negative rela-
tionship between the degree of government intervention and the degree
of wage bargaining coordination. Where wage bargaining is highly coor-
dinated or centralized, governments should see less need to intervene in
wage formation processes since the social partners are taking care of the
externalities of their wage agreements themselves. Where wage bargaining
is decentralized, the need for governments to intervene should be higher,
since wage bargaining outcomes are less responsive to the economic re-
quirements of governments. The weak positive correlation between gov-
ernment intervention and bargaining centralization might therefore re-
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flect the contradictory effect of a higher degree of responsiveness due to
centralization on the one hand and a stronger incentive to negotiate with
centralized organizations on the other.

There is no correlation in table 3.4 between the degree of corporat-
ism as measured by Schmitter and the level of government intervention.*
I have used the Schmitter index on corporatism because it relies more
than other measures of corporatism on the structural prerequisites for
the institutional accommodation of trade unions, namely the centraliza-
tion of trade union organizations. While the measure of corporatism — as
expected — correlates positively with the degree of both wage bargain-
ing centralization and coordination, it does not predict the behaviour of
the government vis-a-vis the social partners during the 1980s and 1990s.
Corporatist interaction, while still an important policy mechanism, has
become detached from the institutional base on which it used to rest.

Negotiated responses by government intervention in wage bargaining
processes have been used in both corporatist and non-corporatist coun-
tries. Governments in countries where the labour market is highly regulat-
ed are not per se more likely or unlikely to intervene in wage formation pro-
cesses. For instance, among the Scandinavian countries, which are usually
grouped together as highly corporatist, the relationship between govern-
ment intervention and wage bargaining varied considerably. The Swedish
government has been much more reluctant to engage in direct negotiations
with the social partners over wages, and looming threats of intervention
have often prompted reactions by the social partners to prevent an in-
creased role of the state. In contrast, in Denmark and Finland, government
participation has been much more accepted and widely used. In Finland,
government has been involved in wage bargaining regularly since the late
1960s as a participating actor. In Denmark, governments have frequently
intervened when either the social partners could not settle an agreement
or the government was not satisfied with a potential agreement.

The Netherlands and Belgium have long been seen to be similar coun-
tries in terms of their industrial relations systems (Katzenstein 1985). Yet
in both countries governments behaved very differently with regard to the
possibility of intervention. In the Netherlands, the government switched
from intervening directly in the 1970s towards an indirect position of sim-
ply threatening to intervene. Unions, anticipating intervention due to past
actions of the government, responded with wage restraint. In this way, the
government shifted from a Danish to a Swedish approach. In Belgium,
the government has persistently intervened without a response from the
social partners.
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Countries which have been considered unsuitable for a corporatist
labour market have equally shown remarkably different behaviour, even
when they were seen to be rather similar in other ways. Italy and France
have shared a history of politically fragmented unions, contestation and
labour exclusion from World War 11 until the late 1960s. Since the mid-
1970s, however, the behaviour of the Italian government has become more
directly interventionist and more cooperative towards the trade unions.
In France, on the other hand, labour exclusion has continued and the gov-
ernment has by now indirectly taken over wage setting without finding a
closer cooperative relationship with the unions.

Lastly, the cases of Ireland and the United Kingdom show that the de-
gree of centralization of wage bargaining structures is not a sufficient
predictor of the level of government intervention. Both countries have a
shared history of fragmented wage bargaining structures and a mixture of
craft and general trade unions. Trade unionism in both countries is also
similar since many Irish trade unions have British ancestors or are still
part of a British trade union organization. In both countries, experiments
with incomes policies and the introduction of a higher degree of coor-
dination in wage bargaining failed utterly during the 1970s. However, in
the late 1970s, the governments in the two countries developed opposing
approaches towards economic policy in general, but also towards the role
of trade unions in particular. While the British government decentralized
wage bargaining, deregulated the labour market and strived for labour ex-
clusion, the Irish government gave up decentralization in 1986 and since
then has had a highly centralized wage bargaining system involving strong
government participation.

In summary, the correlation between these four variables — coordina-
tion, centralization, corporatism and government intervention — provides
some evidence for the proposition that, though government involvement
increases coordination, institutional accommodation of trade unions does
not forestall government involvement. The correlation of the variables
also indicates that corporatism is not a sufficient condition for the inter-
nalization of negative externalities. Since government involvement only
takes place if the autonomous regulation of wages by the social partners
is insufficient or not satisfactory, there seem to be frequent occasions
— even in centralized wage bargaining systems — when this involvement is
required.
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Conclusion

In this chapter, an empirical measure for the negotiated response of gov-
ernments to the problem of accommodating trade union wage expecta-
tions was introduced. It was conceptually situated as a measure that tries
to build a bridge between the political acceptance of the role of trade
unions in the regulation of the labour market, on the one hand, and the
need to adjust wage expectations to economic realities on the other hand.
The measure for negotiated accommodation captured the degree of gov-
ernment intervention in wage bargaining. It was modelled as the behaviour
of the government towards trade unions. Unlike other measures of cor-
poratism, it did not attempt to capture the institutional design on which
the action of the government was based, but argued that any interference
by the government in wage bargaining processes can be interpreted as a
political response to reconciling the conflicting aims of preserving the
political role of trade unions and the need to adjust wage expectations to
a new economic environment.

When compared to other measures of the interaction between govern-
ments and the social partners, an important observation emerged: corpo-
ratism was found to be the weakest predictor for the extent of government
intervention over time. Corporatism was positively related to government
intervention during the 1970s, with highly corporatist countries show-
ing higher levels of government intervention. However, the corporatist
structure of interest intermediation of the late 1970s does not predict the
emerging pattern of the relationship between governments and the social
partners for the following two decades. The quantitative empirical results
here confirm observations that have been made on the basis of case stud-
ies in the literature, namely that the institutional context is increasingly
ill-equipped to predict the behaviour of the actors (Royo 2002a; Baccaro
2003). The traditional assumptions of corporatist theory could not stand
up to the empirical reality that negotiated responses between govern-
ments and trade unions spread throughout Western European during the
1980s and 1990s. For instance, Royo pointed out in his explanation of cor-
poratism in Spain and Portugal:

The institutional context is not able to explain the behaviour of the ac-
tors. This points to one of the main shortcomings of neo-corporatist
theories: they fail to explain the actors” attempt to develop new solu-
tions and change outcomes (Royo 2002a: 42).
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The importance of theoretical distinction between different responses is
that it allows us to systematically and exclusively distinguish between the
different approaches towards adaptation of the power of trade unions to
demand redistribution. In the past, it was assumed that a high level of
institutional accommodation would be a sufficient indicator of the extent
to which trade unions would internalize the negative externalities of wage
bargaining. The active involvement of governments in wage bargaining
procedures, however, shows that this effect could be partly conditional on
the role of the government. In assessments of the role of labour market in-
stitutions in economic performance the extent to which wage bargaining
behaviour has been systematically influenced and supported by the gov-
ernment has not been thoroughly investigated, however. In addition, these
findings show that governments have in fact frequently used their power
to intervene in wage formation processes when the need arose. This pat-
tern was stronger during the 1970s when the shock of the oil crises tempt-
ed governments to freeze wages. But even during the shift towards tight
monetarism and increasing levels of unemployment, most governments
persisted in interfering in wage bargaining in order to restrain trade union
demands. The degree of government intervention varied widely, not only
between countries but also between time periods.

In the following chapters, the factors that influence the varying degrees
of government involvement are discussed. As has been outlined in Chap-
ter 2, governmental wage policies have been a tool to realign trade union
wage expectations with the changing economic policy of the government.
Chapter 4 addresses the shift in monetary policy as a major external fac-
tor that has prompted governments to negotiate over wages. Chapter 5
addresses the political preconditions for choosing between trade union
exclusion approaches and negotiations. Chapters 6 and 7 focus on the
responsiveness of wage bargaining institutions.
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4  Striving for Conservatism: The Shift in
Monetary Regimes

In the following three chapters I examine three potential explanations for
the attempts made by governments to influence wage formation processes
as discussed in Chapters 2 and 3. The present chapter focuses on the shift
in monetary policy since the 1970s. The core argument is that govern-
ments have tended to employ corporatist policy approaches in order to
strengthen the credibility of their monetary policy, particularly in situa-
tions where the preconditions for a credible monetary policy were weak.
Government intervention thus serves as a policy instrument of govern-
ments for conveying a new economic policy. The argument is supported
by a strong statistical correlation between an index measuring the legal
independence of central banks and the index for government intervention
developed in Chapter 3.

Over the last three decades, economic policy has undergone a major
transformation in the Western world, both in its theoretical assump-
tions and with regard to the priorities of policy-makers. Across the world,
policy-makers learned to believe in and act upon a version of economic
policy that rejected the trade-off between inflation and unemployment
and, instead, insisted on fighting inflation by focusing on the expectations
of economic agents. This shift in policy-making was prompted by new de-
velopments in economic theory and facilitated by the increasing financial
integration of the world economy that made economic policy measures
sensitive to international capital movements.

This chapter argues that the role of governments vis-d-vis wage bar-
gaining interacts with the institutional framework on which the new eco-
nomic policy rests. All European governments since the early 1980s have
attempted to shift their monetary policy towards conservatism. Monetar-
ism — as pushed by mainstream economists since the mid-1970s — has
filtered through into mainstream economic policy-making.

How government intervention as a policy instrument works for convey-
ing a new economic policy is explained in the latter two sections of the
chapter. In section three, evidence is presented for how governments in
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Western Europe have attempted to increase the credibility of their mone-
tary policy by using currency pegs. In section four, the relationship between
credibility and government intervention is demonstrated empirically.

Before that, in the first two sections, I introduce the issue of credibility
as a policy device as it is discussed in the economic literature with regard
to central bank independence and monetary integration. In the second
section, I examine European monetary integration as a tool for achieving
central bank conservatism.

Credibility and the inflation bias

To understand the evolution of economic and, in particular, monetary
policy-making, it is necessary to start by understanding some of the un-
derlying theoretical issues. This is not because the contentions of modern
economic theory are necessarily valid or even complete. Many assump-
tions on which theories of modern central banking rest are disputed in the
literature, on theoretical as well as on empirical grounds.*

But even if one accepts as inadequate the argument that the indepen-
dence of central banks, and thus the claim that signalling credibly one’s
commitment to a monetarist approach, is a potentially powerful econom-
ic policy device, it is nevertheless important to understand that many of
the underlying theoretical claims have led to views on best practice in
economic policy, which have in turn impacted on the realm of real-world
policy-making. The role and conduct of monetary policy have changed
tremendously over the last three decades, mostly in a direction recom-
mended by the mainstream of economic theory. In many countries, cen-
tral banks have introduced policy rules of inflation targeting or have been
granted a higher degree of independence (McNamara 2002). In the design
of the European Central Bank, strong emphasis has been placed on its
formal independence from governments and the Eu Commission in order
to improve the reputation of the bank. Likewise, the designers of the new
Bank of England or the Reserve Bank of New Zealand believed that chang-
ing the status of the bank in favour of greater political independence was
an important step towards credibility.

Politicians believe this issue of central bank independence to be of cen-
tral importance for policy-making and this belief is likely to have wide-
spread policy ramifications. Economic ideas are powerful tools once the
scientific community has accepted them.** Therefore, even if these tools
are inadequate for theoretical or empirical reasons, there are reasons to
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believe that governments have nevertheless not only pursued them, but
have also accepted the theoretical foundations of these approaches as pol-
icy guidelines.

The starting point for understanding the importance of the credibility
of monetary policy-making is the claim of an inflation bias on the part of
policy-makers.* If there is a short-term trade-off between unemployment
and inflation, a discretionary policy-maker can create surprise inflation,
which might reduce unemployment and raise government revenue. A po-
litically motivated policy-maker, moreover, has reason to use this policy
device, especially just before elections, in order raise the profile of the
government. As the literature of the political business cycle argues, in a
democracy a government will have incentives to pursue a policy pattern
that starts with austerity in the early years and tends to become more ex-
pansive in later years (Nordhaus 1975).

If inflation is mainly created by the expectation of economic agents, a
political business cycle is therefore in itself inflationary. Economic agents
will expect a more expansive economic policy at the end of the electoral
cycle and thereby expect a shift towards inflation. Individuals will under-
stand the temptation of policy-makers and correctly forecast inflation.
By internalizing these expectations, wage bargainers will tend to demand
and settle higher wage increases than they would have done at a different
point in time during the political cycle. Thus, any effect of inflation on
employment will be neutralized. At the end of the day, inflation will have
risen and the employment effect will not have taken place.

Moreover, the inflation bias is not simply based on policy-makers tak-
ing deliberate advantage of the short-term trade-off. To policy-makers,
the argument of time inconsistency also suggests that a more accommoda-
tory policy at that point in time is a sensible policy (Kydland and Prescott
1977). When economic policy-makers try to internalize the expectations
of economic agents, agents can be expected to internalize these consider-
ations as well. There is no reason why policy-makers should have a time
advantage if these policy patterns are frequent. For instance, if inflation
were on an upward path, people would expect a less accommodating pol-
icy. An optimal way to do this might be to accept the current high rate of
inflation and promise that any future increases in inflation would not be
accommodated. This would not entail any current loss in current output,
and the promise not to accommodate any inflation in the future would
moderate current wage and price adjustments.

However, if it is optimal for the new policy to accommodate today’s
inflation rate, then it will also be optimal to accommodate tomorrow’s
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inflation rate, even if it is higher than today’s. If people were rational, they
would expect that policy-makers would behave this way and guess that
policy will be more accommodating than promised. Hence the promised
move to a less accommodating policy is not credible, even though every-
one believes it would be superior relative to the more accommodating
policy (Taylor 1982: 84).

Therefore, within this theoretical framework, for any policy-maker who
cares about welfare in general, an inflation bias exists. Even if policy-mak-
ers do not wish to consciously exploit the potential of surprise inflation,
the expectations of individuals towards monetary policy will always err
on the inflationary side if welfare assumptions are likely to guide the mon-
etary authority’s action. The only way to solve this dilemma, the economic
literature argues, is to place monetary policy in the hands of a central
banker, who is not only independent from the political cycle and electoral
pressures, but also more conservative than society (Rogoff 1985).5* Only
through the strong anti-inflationary reputation of the monetary authority
can inflation bias be remedied.

There is an important lesson to be drawn from this argument that un-
derlies all economic research into the independence of central banks and
the role of monetary policy. The main effect of monetary policy-making
by independent central banks is a reputation effect that the bank would
react to inflation stronger than its politically controlled counterpart. It is
the reputation of the bank that leads economic actors to anticipate reac-
tions to inflationary behaviour.

In practice, monetary policy obviously affects the investment decisions
of private business by setting interest rates and the supply of money. Tight
monetary policy undoubtedly has a contracting effect on any economy.
However, the necessity to use these monetary policy instruments depends
primarily on the reputation of the bank. If the bank has a strongly con-
servative reputation and can thereby automatically reduce inflationary
pressures by credibly committing itself to price stability, monetary policy
in practice needs to be less conservative than when a bank has a less con-
servative reputation. According to these theoretical claims, we should not
expect the actual policy of the bank to necessarily make a difference to the
behaviour of economic agents; rather, the reputation of the bank or of the
monetary authority will do so.

Therefore, when monetary policy-makers engage in a tighter monetary
policy, the primary aim must be to strengthen the non-accommodatory
reputation of the monetary authority. Monetary policy itself can be used
for this purpose, but it is the reputation effect that is important for the ef-
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fectiveness of monetarism in the medium and long term. This distinction
between the reputation effect and the dampening effect of tight monetary
policy is not trivial but important with regard to the indicators one can
sensibly use to measure the tightness of monetary policy. For instance,
it does not seem sensible to use measures that rely on actual monetary
policy when assessing the role of monetary policy. Therefore measures
of the legal independence of central banks, as have been attempted by
Cukierman (1998) and Grilli, Masciandaro et al. (1991), more accurately
gauge what central bank conservatism means for economic agents than
do measures that emphasize monetary policy itself.> In other words, the
effectiveness of monetary policy rests on the credibility of the monetary
authority and not primarily on its policy choice. For this reason, the Cuki-
erman index is used in figure 4.3 to investigate the relations between cen-
tral bank independence and government intervention.

The role of central banks has not been constant over time, but is part of
the moves towards European monetary integration. It is therefore neces-
sary to examine this integration process in order to understand relations
between monetary regimes and government intervention.

European monetary integration as a tool for achieving central bank
conservatism

Monetary regimes have not been constant over time, but have shifted to-
wards conservatism themselves. In this section, I will explore the role of
European monetary integration in this process as an attempt by govern-
ments to increase the conservative reputation of their monetary regimes.
European monetary integration has been the most important means of
increasing monetary conservatism in Western Europe over the last two
decades. Nevertheless, it is not absolutely clear at what point in time Eu-
ropean monetary integration acquired the reputation of a conservative
monetarist regime.

This section explores the role of monetary integration in the relation-
ship between governments and trade unions. It argues that monetary in-
tegration was one integral instrument that governments used to swing the
monetary regime towards conservatism. Governments aimed at monetary
conservatism and used monetary integration as a tool to gain a reputation
of credibility. Secondly, government intervention was used in order to
underline and facilitate this process, but was not primarily used to meet
the convergence criteria of monetary union itself. However, eventually,
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the effects of the convergence criteria of the Maastricht Treaty started
to feed back into the adjustment process of increasing monetary conser-
vatism and automatic wage deflation. European economic and monetary
union thereby enhanced and supported a model of interaction between
a conservative monetary regime and a coordinated wage bargaining sys-
tem that had already been conceived in the mid-1970s and disseminated
throughout the 1980s and 1990s.

Monetary integration and credibility

In economic theory, there are differing views about the usefulness of fixed
exchange rate regimes. On the one hand, if they are accompanied by an
anti-inflationary international monetary standard, they can be seen as
one way of escaping the inflationary consequences of the time inconsis-
tency problem of optimal discretionary monetary policy discussed above.
On the other hand, these regimes imply other costs that emanate from the
lack of freedom to react to previously unanticipated real macroeconomic
disturbances (Alogoskoufis and Smith 1991; Alogoskoufis 1994: 195). In the
economic literature on EMU, the latter problem is frequently discussed.
Many economists argue that the advantages of a fixed exchange rate re-
gime are outweighed by the disadvantage of sacrificing national monetary
policy as a response to asymmetric shocks (Bayoumi and Eichengreen
1993). Moreover, given that EMU combines a centralized monetary au-
thority with a decentralized political system, problems with identifying
the relevant criteria for inflation targeting in a heterogeneous economic
area lead to unsuitable policy positions (Enderlein 2001: 36).5¢

In this section, I will focus on the first aspect of monetary integration,
as an anti-inflationary policy tool that has served as the driving force for
pursuing the monetary union project, and will discuss briefly how, in eco-
nomic terms, monetary integration relates to the issue of credibility.
When governments peg their currencies to a non-inflationary curren-
cy, the implications of such a move are similar to following a monetarist
policy rule: “Any growth in domestic costs or inflation that threatens the
government’s ability to maintain the current exchange rate in the medium
term must be met by restrictive monetary and fiscal policy responses”
(Iversen and Thygesen 1998: 63). Since economic agents know this, in a
fixed exchange rate regime monetary authorities have to react to inflation
differentials with the anchor currency; the hope of policy-makers is that
the expectations of the agents will focus on the low inflation rate of the
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anchor currency and thereby adjust their inflationary behaviour accord-
ingly. In other words, pegging one’s currency to a low-inflation currency
has potentially the same reputation effect as having an independent cen-
tral bank. However, as in the discussion about the effect of central bank
independence, the crucial question is the credibility of the exchange rate
regime. The credibility of the exchange rate regime, in turn, depends on
its potential to allow for depreciation.

If a government enters a fixed exchange rate regime with a low infla-
tion anchor currency, the dampening effect of this move on inflation will
depend on the capacity of the government to rule out any exchange rate
adjustment. If the government allows depreciation despite its announce-
ment that the currency is fixed, the credibility of the exchange rate regime
will be low and there is no reason why inflation differentials should be-
come smaller. At the same time, given the differentials in the real economy
between two countries and differences in the historic record on inflation,
currency traders will expect a currency adjustment if the differentials are
too high and if the institutional credentials of the exchange rate regime
are weak.

When looking at the different types of exchange rate regimes that have
been implemented in Western Europe, we can judge them by the credibil-
ity of their exchange rate commitment (table 4.1). It turns out that already,
from a theoretical point of view, one should expect the ‘snake-in-the-tun-
nel’ and the ‘floating snake’ to have low credibility scores since currencies
could be adjusted and inflation differentials between the participating
countries were high. Under the previous European Monetary System, ex-
change rates were still adjustable, but the commitments by governments
to minimizing inflation differentials were stronger than before. They had

Table 4.1 Exchange rate regimes and credibility

Snake: EMS: EMU:
Fixed but frequently Fixed but adjustable exchange  Currency union
adjusted exchange rates  rates

Period 1973-79 1979-99 Since 1999

Devaluation  Possible Under certain conditions Not possible

Credibility Low Dependent on negotiations on  Absolute
currency adjustment
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become even stronger with the convergence criteria of the Maastricht
Treaty. But only monetary union reaches the level of absolute credibility
of sticking to a low inflationary regime.

The credibility of European monetary integration

The idea of a European economic and monetary union has been on the
agenda since the Werner Report whose recommendations were adopted
as a goal of the European Community in March 1971.57 It therefore pre-
ceded the spread of monetarist economic policy thinking, the return to
monetary conservatism in Europe and also the massive increase in inter-
national capital flows that are all seen to have been the driving forces of
European monetary union. The plans for a monetary and economic union
were primarily politically motivated by the European integration process
itself and by the aim to stabilize intra-European trade and the pricing
system within the Common Agricultural Policy. Nevertheless, it would be
wrong not to relate the further evolution of the European monetary union
to the shift towards monetary conservatism in Europe.

The actual currency system that followed the Werner Plan in 1971 was
soon redefined in its goals and ambitions. The Werner plan provided the
intellectual justification for the ‘snake’ arrangement, which was instituted
by the European Community in March 1972. The snake, however, was far
from what was expected of a currency union, as it consisted only of an
intra-EC exchange rate regime to which some non-EC members could peg
their currencies. From the very beginning, the snake was seen as inher-
ently unstable (Corden 1972). Since there was no pooling of foreign ex-
change reserves and no central monetary authority, there was no mecha-
nism capable of ensuring the coordination of national policies. Individual
members might choose to absorb real resources from the other members
by running a balance of payment deficit with them (Cobham 1989: 204).5*

The currency snake soon encountered fundamental weaknesses. Na-
tional economies dealt with the different business cycles through adopt-
ing different approaches to monetary policies, which allowed for inflation
differentials between countries. After a while, the responses by govern-
ments to the challenges of the first oil shock had become increasingly
diverse; adjustment became pressing and ended in regular turmoil. Parity
alignments were large and on occasions required the temporary closure
of foreign exchange markets while the package of realignments was bar-
gained over (Currie 1991). During the short life of the snake between 1972
and 1978, a pattern of frequent emergency adjustments of individual cur-
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rencies emerged. The British pound only stayed in the snake for a couple
of months during 1972, while the French franc left the snake twice in 1974
and in 1976. Without the membership of the big European countries and
ongoing realignments and reshuffling, the snake quickly regressed into
a ‘permissive reptile, as The Economist mocked it.*®® Since these patterns
could be anticipated and currency traders could speculate on currency
adjustment, the instability of the system grew over time. In other words,
the snake contributed more to the fragility of the international monetary
system during the 1970s than to its strength. Although the snake was the
beginning of increasing monetary integration in Europe, Gros and Thy-
gesen estimate that “the mid-1970s marked the low point in European
monetary integration” (Gros and Thygesen 1992: 20).°® The snake never
acquired a reputation for serving as a low inflation anchor.®

The policy shift towards monetarism

Despite the dismal failure of the snake to achieve exchange rate stabil-
ity and to the surprise of many observers, the pursuit of monetary and
economic union in Western Europe continued throughout the 1980s
and 1990s. The European Monetary System (EMs) and its Exchange Rate
Mechanism (ERM) were set up in March 1979. Since their institutions were
similar to those of the snake, they were quickly dubbed the ‘super-snake’
and again met with universal scepticism from economists and public alike.
Governments, on the other hand, not only pushed through the founding
of the EMs but also soon engaged in the Single European Market pro-
gramme. The German government of Helmut Schmidt made great efforts
to get the EMs accepted by the other European countries in order to sta-
bilize German exports. Moreover, and more importantly, there was also a
decisive effort among various other national governments to make their
participation in the EMs work better than in the snake.®

For instance, as has been documented by McNamara, the French gov-
ernment reacted to the failure of the French franc to remain within the
snake with a radical policy shift. First, the French and the German gov-
ernments had spent vast sums of money to keep the French franc within
the snake in 1976 and until the last minute were finalizing new plans for
reforming the snake.® Afterwards, President Giscard d’Estaing and Prime
Minister Raymond Barre turned membership into a political question of
top priority (McNamara 1998: 130ff.). In fact, unwillingness in late 1973 to
follow Germany’s lead and reduce its monetary growth drained France’s
foreign exchange reserves and prompted its departure from the currency
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bloc. “The snake could impose a discipline on us we may not be willing
to accept,” a senior official in the French Finance Ministry was quoted as
saying.** This approach was only interrupted briefly by the expansionary
economic policy of the early Mitterand government. When the Mitterand
government had to choose between abandoning the French franc in the
eMs and changing its expansive fiscal policy, the government reversed its
policy.

The example of France illustrates how governments started to use first
the snake and later the exchange rate mechanism as disciplinary devices
to support their own weakly equipped monetary policy. This policy has
since spread to all countries that are now member countries of the EMU.
But more astonishing are those countries where an even sharper policy
shift took place. The most prominent example here is Ireland. Ireland had
the Irish pound fixed to the British pound sterling for 150 years. However,
in 1978, the Irish government made a strong move towards joining the
EMS because of the promise of currency stability, better trading condi-
tions and extra EEC aid afterwards. The Irish government clearly feared
that after the dismal record of the British economy during the 1970s, if
they stayed outside with Britain they risked having to devalue, importing
British economic troubles and facing new trade barriers set up by EMS
members. Moreover, government ministers stated that they thought that
“eMs membership may help them to keep down wages”* Throughout the
1980s, therefore, European governments tried to prepare their countries
for stable participation in the EMS, because this was seen as a tool for the
hard currency policy that had increasingly become the focus of economic
policy-making.

The role of Germany within the EMS

In the general process of Western European governments moving towards
a policy of ‘sound money), the role of Germany is worth mentioning. By
the mid-1980s, the German monetary regime had become the role model
in Europe to which every other country and the European Commission
oriented itself. The whole architecture of the EMu, the construction of the
European Central Bank and the exchange rate mechanism were modelled
on a strong and low inflation German currency. Without this role model
to which all governments could aspire, European monetary integration
would not have been feasible, since the lack of a dominant mode of central
banking and monetary policy had been a major stumbling block to earlier
attempts at economic and monetary union (McNamara 1998).
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The dominant position of the German economic model was partly re-
lated to its economic importance for the smaller neighbouring countries.
Austria has traditionally enjoyed strong economic ties with Germany and
has not pursued an independent monetary policy. The Netherlands and
Belgium have perceived themselves as dependent on the strong German
market. As mentioned above, the French Barre government already took
a strong liking to the German role model in the mid-1970s.

But the main attraction of the German model for those countries that
were not direct neighbours was that the German model remained robust
during the economic shocks of the 1970s and seemed to have succeeded
in combining a stable currency and sound economic policy with mod-
erate levels of unemployment and reasonable rates of economic growth.
The example of Germany showed that a hard currency and a high level
of employment were not incompatible. Germany was among those Euro-
pean countries that had recorded a reasonable economic performance in
the 1970s and 1980s (figure 4.1). With regard to inflation, Germany out-
performed all countries of the oEcD; with regard to unemployment, only
Sweden, Finland and Austria did better. Sweden and Finland, however,
paid the price of above-average inflation rates.

Figure 4.1 Inflation and unemployment in Estern Europe, 1970-89
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Governments therefore hoped to import the non-inflationary repu-
tation of the D-mark by pegging their currency to it. In contrast to its
European neighbours, Germany stood out as successfully fighting infla-
tion in the wake of the first oil shock. On average, German inflation rates
between 1972 and 1980 remained at 5 percent, half the European aver-
age (McNamara 1998: 152). In the debates of policy-makers of the time,
the successful fight against inflation was fully attributed to the monetary
policy of the Bundesbank, not the government.®® Associated with the
non-inflationary reputation of the Bundesbank and endorsed by politi-
cal commitment, German governments hoped that they had found a role
model of economic policy-making that would deliver low inflation auto-
matically.

In comparison, most other European governments found themselves
in the position of being unable to control domestic distributive conflict,
especially in the wake of the oil price shocks of the 1970s. The experience
of stagflation across Europe changed the minds of European social demo-
crats about how best to achieve wage and price stability, while also con-
verting Europe’s central bankers from soft Keynesians to hard currency
advocates (Rhodes 2001b; Marshall 1999). The “brute reality of economic
management in the 1970s and 1980s”, as Martin Rhodes has called this
process, was more decisive in driving a shift in the policy regime than the
arrival of a neo-liberal paradigm or the spread of a sound monetary ideol-
ogy (Rhodes 2001b, 3; quoted from manuscript).

Monetarism without credibility

The effect of monetary integration on national governments in the frame-
work of the snake and EMs, however, was mixed. On the one hand, gov-
ernments lost their national autonomy in monetary policy since mon-
etary authorities had the primary task of ensuring that the currency was
kept within the exchange rate mechanism. They were forced to follow the
monetary policy of the anchor currency, the German mark, without being
able to influence that policy. On the other hand, neither the snake nor the
EMs was domestically credible enough to adjust the inflationary expecta-
tions of economic agents to those of the Germans.

The countries that experienced the dilemma of tight monetarism with-
out credibility most painfully were those of the inner circle of the snake,
the Benelux countries plus Denmark, France and, from 1978, Ireland. They
were severely hit by the high interest rates of the Bundesbank without be-
ing able to convey their commitment to the exchange rate system to their
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wage bargaining partners. As a result, the core EMs countries suffered
from higher unemployment and inflation throughout the 1970s and 1980s
(Kurzer 1988 and 1993; Scharpf 2000; see also De Grauwe and Vanhaver-
beke 1990).

During the 1980s, those countries that were openly committed to the
exchange rate mechanism fared much worse in terms of employment than
those that were not. The exchange rate commitment forced their central
banks to deflate, but the credibility of the EMs had not been strong enough
to adjust the expectations of their trade unions. Those countries moved
only very slowly towards the beneficial reputational effects of monetary
conservatism. At the same time, there was little alternative to the at-
tempts made by governments to strengthen the commitment to the Ems.
The core snake countries plus France were among the founding countries
of the EC and therefore committed to European integration. Apart from
France, they were among the small countries that had a strong interest in
supranational frameworks, which gave them more influence vis-d-vis the
larger member states. The early participants were also the governments of
the smaller European countries that traded heavily with Germany. They
were determined to maintain the parity with the D-mark, because if their
currencies depreciated they would again be subject to inflationary pres-
sures along rising import prices. Despite the negative effects, the early
EMS participants were condemned to proceed further towards monetary
integration rather than seek alternatives.

The credibility of EMU

By the late 1980s, the EMs had become a stable arrangement. Between
April 1983 and January 1987 there were only four realignments, while be-
tween January 1987 and the EMS crisis in September 1992 there were no
currency realignments (McNamara 1998: 162). At the same time, capital
flows and market integration increased significantly over the same pe-
riod. Policy-makers were satisfied with the working of the EMs as a system
that had reached a certain degree of stability. For the first time, domestic
policies and the requirements of monetary integration were supporting
and reinforcing each other rather than being at odds.

Hence, in 1989, Jacques Delors re-launched the European Monetary
Union and, in 1991, the Maastricht Treaty set out the route towards it.
The Maastricht Treaty provided for the second stage of monetary union
to start on 1 January 1994, by which date member states had to have taken
measures to ensure the lasting convergence necessary for the achieve-
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ment of economic and monetary union, in particular with regard to price
stability and sound public finance. By the time the Maastricht Treaty was
adopted, the German role model was disseminated throughout Europe to
the degree that European Monetary Union was not only modelled on the
German Bundesbank, but also central bank independence had become an
important precondition for monetary union. As the European Monetary
Institute pointed out in its convergence reports, central bank indepen-
dence was seen as “essential for the move towards Monetary Union and
thus a prerequisite for Monetary Union” (European Monetary Institute
1999: 20). In the run-up to monetary union, the member states were there-
fore required to increase the legal independence of their central banks,
despite the fact that the EMs already required the central banks to employ
monetary policies that would keep them in line with the currency bands.
In order to guarantee a high degree of independence for the European
Central Bank, the independence of national central banks was seen as a
supporting pillar.

As can be seen in Table 4.2, both central bank independence and cur-
rency pegging are monetary policy devices that were adopted universally
in all countries in Western Europe — independent of whether a coun-
try was an active member of the European Monetary System or not. All
countries had accorded their central bank the status of legal indepen-
dence, even the United Kingdom. The British government had notified
the EU Council that it would not participate in the single currency and
therefore was not required by the Maastricht Treaty to delegate a higher
degree of independence to the Bank of England. Also the Swedish gov-
ernment, which did not participate in the ERM, amended several laws
affecting the Sveriges Riksbank in order to increase its independence. At
the same time, apart from the United Kingdom, all European countries
participated in a form of exchange rate system. The Nordic countries had
started to peg their currencies in the early 1990s. Finland joined the Ems
after that.

An examination of the depreciation of national currencies vis-a-vis the
German mark shows that credibility only emerged with the anticipation of
the Maastricht Treaty and EMU. During the 1970s and 1980s, only Austria
and the Netherlands were really in a fixed exchange rate system with the
German mark. Belgium approached a fixed currency regime in the 1970s,
but lost momentum in the 1980s. For all other countries, a serious com-
mitment to a fixed exchange rate system only emerged in the 1990s, after
the Treaty of Maastricht. It was only at the end of the 1980s, when the
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Table 4.2 Exchange rate pegging and central bank independence

Currency pegging Recent changes in legal
independence of central bank

Austria Officially pegged to DM in 1980, member
of EMS and EMU

Belgium Member of snake, EMS, EMU Legal independence in 1993

Denmark Member of snake and EMS

Finland Markka pegged to ECU in 1991, member Legal independence in 1998
of EMU

France Member of snake 1971-73,1975-76, EMS  Legal independence in 1993
and EMU

Germany Member of snake, EMS, EMU

Ireland Member of snake until 1972; member of Legal independence in 1998
EMS in 1978 and EMU

Italy Member of the snake until 1973, Legal independence in 1992
member of EMS and EMU

Netherlands Member of snake, EMS and EMU Legal independence in 1998

Portugal Member of ERM-EMS in 1992 Legal independence in 1992

Spain Member of ERM-EMS in 1989 Legal independence in 1994

Sweden Associate to the floating snake until 1977 Legal independence in 1999
Krone pegged to ECU in 1990.

United Kingdom Member of the snake-in-the-tunnel in Legal independence in 1998

1971-72 and of the ERM 1990-92

Note: Central bank independence was assumed when score was 0.35 or higher on the
Cukierman index (McNamara 2002: 49).

Sources: for currency pegging, Andrews (1994) and various sources; for legal independence of
central bank, McNamara (2002) and European Monetary Institute (1999).

domestic policy shifts had reached a degree of monetary conservatism,
that the tight convergence criteria that were attached to EMU became ac-
ceptable. Indeed, this led to the credibility of the exchange rate regime
that governments had tried to achieve through the initial pegging of their
currencies.®”” Of those countries that were signed up for monetary union,
only Italy (1.56), Spain (1.69) and Portugal (3.47) still had considerable in-
flation differentials with Germany during the 1990s (see table 4.3). All the
early EMs countries that had suffered under the strong D-mark during the
1980s had negative differentials. This was due in part to the relatively high
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German inflation rate in 1994 and 1995 after unification, but the reduction
of the large inflation differentials of the 1970s and 1980s eased the pressure
on European currencies considerably.

Due to its economic importance within Western Europe and its eco-
nomic record of coming through the 1970s in a reasonable shape, Germa-
ny had become the monetary anchor in Europe. The German government
itself promoted monetary integration largely modelled on its own experi-
ence. But the important point is that, apart from the case of Austria, the
anticipated effect of wage bargaining actors adjusting inflationary expec-
tation — along the lines of the German model - did not automatically
spread to other countries participating in the Ems. Nor did the credibility
of the Bundesbank suppress inflationary expectations in other countries
throughout the 1970s and 1980s. Since, on the one hand, governments
were committed to keeping their currencies within the Ems while, on the
other, domestic wage bargaining did not respond to these constraints, the
net effects of the EMs were negative.

It was only when Economic and Monetary Union was finalized in the
Maastricht Treaty — despite the massive speculative attacks on the Ital-
ian and British currencies in the EMS crisis in 1992 — that the credibility

Table 4.3 Depreciation of the national currency vis-a-vis the German mark (inflation
differential with Germany, average per decade)

1970s 1980s 1990s
Austria -1.50(1.16) -1.20(0.93) 0.00 (-0.12)
Belgium 15.70 (2.13) 33.00(1.99) -0.30(-0.38)
Denmark 43.20 (4.53) 33.60(3.99) -0.90 (-0.42)
Finland 61.00 (5.56) 25.10 (4.41) 49.20 (-0.33)
France 46.50 (4.33) 65.80 (4.46) -0.20 (-0.63)
Ireland 102.40 (8.29) 80.50 (6.43) 4.70(-0.24)
Italy 161.00 (8.15) 150.00 (8.27) 133.40 (1.56)
Netherlands 8.60 (2.01) 3.30(-0.05) -0.10 (-0.06)
Portugal 225.30(12.68) 718.20 (14.73) 151.90 (3.47)
Spain 97.20 (9.54) 118.10 (7.34) 106.80 (1.69)
Sweden 55.90 (4.07) 89.40 (5.07) 49.70 (0.98)
United Kingdom 79.20(8.15) 83.90 (4.53) 3.50(1.18)
Mean 74.50 (5.88) 116.60 (5.18) 41.50(0.56)
Mean (without Portugal ~ 57.20 (4.84) 56.34 (4.00) 23.90(0.15)

and Spain)

Sources: Deutsche Bundesbank; Monatsbericht January 1998, p. 74; own calculations.
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effects began to filter through. Any reputation effects of monetary con-
servatism stemming from European monetary integration were therefore
only to be expected from the 1990s onwards.

The effects of monetary integration and restrictiveness on wage
bargaining: sharpening the conflict between employment and
real wage protection

The shift towards fixed exchange rates and restrictive monetary policy
as anti-inflationary economic policy devices had real implications for the
external conditions and conduct of wage bargaining in Western Europe
from the 1980s onwards. Monetary integration via the EMs and the lift-
ing of capital controls facilitated and required tighter monetary policy in
the EMs zone. Capital movements and the fixed but adjustable exchange
rates forced the monetary authorities in all countries to follow the mon-
etary policy of the most powerful monetary authorities, in particular the
American Federal Reserve and the Bundesbank. In Western Europe, na-
tional central banks tried to diminish the inflation differentials between
their own currency and the German mark in order to ease the pressure on
them to depreciate their currencies.

Figure 4.2 Real long-term interest rates in Western Europe, 1970-99
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As a consequence, from 1980 onwards, two major changes took place
in the monetary policy of Western European countries: firstly, monetary
policy became severely restrictive; secondly, policies converged. Figure
4.2 illustrates this development by showing real long-term interest rates
as a measure of monetary policy. Between 1974 and 1984, the average real
long-term interest rate in Western Europe increased from minus 1 percent
to 5.5 percent. At the same time, the differences between countries dimin-
ished sharply (standard deviation declined from 5.5 to 0.9 in the same pe-
riod). As an illustration: in 1974 real long-term interest rates varied from
-11 per cent in Finland to 3 per cent in Germany. By 1985, the variation
had decreased to 4.5 per cent in Austria and 7.1 per cent in Ireland. The
period of vastly differing responses to the economic shock of the 1980s
had been replaced by a standard response of restrictive monetary policy
to inflationary pressures.

There exists a broad economic literature on the impact of surrendering
monetary independence compared to fixed exchange rates, mostly with
regard to the approach of EMU.®® But, in fact, those countries that par-
ticipated in the EmMs had already abandoned a truly independent mon-
etary policy by the early 1980s. Even for those countries outside EMS,
the differential in real interest rates to the Western European average was
less than 1 per cent throughout the period. As pointed out earlier in this
chapter, devaluations became scarcer and increasingly difficult to portray
as acceptable within the framework of the Ems. Therefore, many of the
implications that have been discussed in the literature on the impact of
monetary integration on wage bargaining issues had in fact been relevant
from the mid-1980s onwards and not only from the point at which Emu
actually started.

There are two implications for wage bargaining and employment per-
formance that stem from tight monetary policy and monetary integra-
tion.” Firstly, a tight monetary response to inflationary pressure has con-
tractory effects on the economy and reduces output and employment.
The speed of adjustment and further employment effects are — among
other factors — dependent on the responsiveness of real wages to the
level in unemployment. The responsiveness of changes of the real wage
to unemployment is termed real wage flexibility.”” A tighter monetary
policy bears lower costs if real wage rigidities are low. It therefore has
more severe employment effects in countries where real wage rigidities
are higher.” A shift towards monetarism requires a higher degree of real
wage flexibility if negative employment effects were to be minimized in
the case of external shocks.
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Secondly, increasing monetary integration in the past removed the
possibility of using exchange rate adjustments to respond to inflation dif-
ferentials. This change was particularly difficult for those countries that
had used devaluations for boosting competitiveness. Changes in the ex-
change rate can alleviate balance of payments problems that are caused
by external shocks or internal developments. Devaluations are a short-
term adjustment of relative prices without rendering to the adjustment of
wages. For instance, the increase of domestic prices can be balanced by a
change in the exchange rate, which in turn changes the relationship be-
tween domestic prices and import prices. This prevents a shift in demand
from domestic to imported goods. On the other hand, prices for domestic
and imported goods may increase so that devaluations reduce the real
wage (without touching the nominal wage level).

When devaluations are not possible because of fixed exchange rates, a
differential in inflation rates will change the relationship between domes-
tic goods and imported goods and induce a shift in demand. An adjust-
ment of domestic prices will become necessary, frequently causing either
a renegotiation of wage levels or changes in relative unit labour costs that
produce changes in the real exchange rate. In both cases, under fixed or
flexible exchange rates, the adjustment has to take place domestically. The
adjustment of exchange rates can offer a short-term boost in competitive-
ness, while putting pressure on real wages. This might induce a pressure
on wage bargainers to compensate for real wage losses. The difference of
the impact of fixed and flexible exchange rates lies primarily in the form
of wage adjustments (real wage losses versus money wage adjustments).
In both cases, wages have to be adjusted eventually. However, in flexible
exchange rate systems, devaluation offers a short-term opportunity to in-
crease competitiveness via productivity increases (Mitchell 1993).

The effects of the increasing monetary integration and restrictiveness
on the European countries therefore implied that the costs of different
rates of inflation in different countries with stable exchange rates had to
be compensated for by additional real wage adjustments. With the in-
creasing effectiveness of the monetarist policy of bringing down infla-
tion and nominal wage increases, adjustment also increasingly meant real
wage losses. Moreover, the monetarist threat by central banks sharpened
the trade-off between employment and real pay for trade union bargain-
ing priorities. The loss of real wages, however, conflicted with established
rules and traditions of wage bargaining procedures in many countries.
The combination of monetary restrictiveness and monetary integration
sharpened the distributive dilemma trade unions faced when they tried
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to protect real wages. The assumption here is that this affected different
countries to different degrees and that the different effects led govern-
ments to intervene in wage bargaining processes.

Central bank independence, monetary policy and government
intervention

How do the preceding arguments on monetary credibility and exchange
rate regimes relate to the issue of government intervention? In Chapter 2, I
assumed that governments use negotiated approaches towards wage setting
in order to strengthen their shift in disinflation policy from voluntary wage
restraint to monetarist policies by increasing the credibility of a conserva-
tive monetary policy. Because labour markets are organized by trade unions
and employers’ organizations, which serve as important information carri-
ers, governments intervene in wage bargaining procedures in order to em-
phasize a shift in their monetary policy approach. During the golden years
of the post-war period up to the mid-1970s, governments, banks and social
partners developed patterns of interaction with regard to the stabilization
of the economy. In many countries, this was based on an accommodating
monetary and fiscal approach on the part of the government. When the
economic policy by governments shifted towards monetarism, the govern-
ment needed to convey its new approach towards the social partners with-
out running the risk of negative deflation effects. Government intervention
in wage bargaining can be interpreted as the attempts of governments to
enhance the credibility of a monetarist deflationary policy.

If this is the case, we should be able to observe that, in those instances
where central banks have a reputation for being conservative and inde-
pendent, the need for governments to enhance their reputation should be
lower than in cases where central banks do not have a conservative repu-
tation. In other words, if the main effect of monetary policy as held in the
literature is a reputation effect, one should assume that different degrees
of reputation, in terms of banks’ predisposition towards conservatism,
prompt different government reactions to wage bargaining. The higher
the credibility of a conservative central bank, the lower is the need for
governments to boost that credibility by intervening in wage bargaining
processes. I will examine this by testing the correlation between an index
of central bank independence and the measure of government interven-
tion developed in Chapter 3.
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Central bank independence

Indices of central bank independence are almost as abundant as mea-
sures of wage bargaining coordination (Mangano 1998). The two indi-
ces most used and respected in the literature are the ones presented by
Grilli, Masciandaro and Tabellini (1991) and by Cukierman (1998). Both
indices are based on a set of legal characteristics of central bank constitu-
tions. They emphasize the appointment procedures of the governor, the
procedure for formulating monetary policy, and particular processes of
monetary policies such as lending to governments etc. The two indices
correlate highly (correlation coefficient = 0.84** for the countries studied
here).”

In the following, I will use the Cukierman index of legal bank inde-
pendence mainly for reasons of data availability.” The Cukierman index
is a composed index made up of a number of variables that are designed
to capture the legal independence of the bank. It measures both the in-
dependence of the bank from government and the “conservative bias” of
the central bank as embodied in the law (Cukierman 1998: 377). It does
not measure the actual monetary policy of the central bank in terms of
changes in monetary supply or interest rates. Because the variables aim
to measure the legal constitution of the bank, the index is basically time-
invariant, although it was measured for different points in time. With re-
gard to the countries of Western Europe, there was no change in the le-
gal independence of central banks between 1950 and 1990. Only after the
Treaty of Maastricht set forth criteria for European Monetary Union were
steps towards increased legal independence adopted.

In Cukierman’s ranking of central banks by overall legal independence,
Germany and Austria rank among the highest of the 68 countries studied,
after Switzerland, which leads the independence table (table 4.4). Among
the countries studied here, Belgium ranks lowest. The Mediterranean
countries of Spain and Italy also have low scores (both 0.21), followed by
Sweden and Finland (both 0.27).”* Unfortunately, no independence score
exists for Portugal. Since the central bank of Portugal did not gain legal in-
dependence until 1992, it must have been below the independence thresh-
old in the preceding years. During the 1990s, only Germany, Austria and
Denmark did not change the legal regulation of their central banks in
favour of greater independence. All three countries, however, already had
the highest-ranking central banks in Western Europe.

The stability of central bank independence over time indicates that the
measurement captures the reputation of the bank disseminated to politi-
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Table 4.4 Legal independence of central banks, Western Europe

Cukierman index

Austria 0.58
Belgium 0.19
Denmark 0.47
Finland 0.27
France 0.28
Germany 0.66
Ireland 0.39
Italy 0.22
Netherlands 0.42
Portugal -

Spain 0.21
Sweden 0.27
United Kingdom 0.31

Source: Cukierman (1998).

cal and economic actors. Even if the laws on which the status of the bank
rests were changed, the reputation might nevertheless persist for a long
period of time. What is measured is therefore a general conservative atti-
tude on the part of the political system towards economic policy-making,
which is enshrined in legal foundations of the monetary authority and
consequently not easily shifted.

In an important finding, figure 4.3 shows a strong correlation between
the Cukierman index of the independence of central banks and the aver-
age degree of government intervention in wage bargaining over the period
of the 1980s and 1990s (correlation coefficient = 0.72**).7° The implication
of the graph is in line with what could be expected from the theoretical as-
sumptions: in countries with a central bank that is highly independent and
therefore has the reputation of being conservative in its monetary policy,
governments are less likely to intervene in wage bargaining processes. (If
one controls for the degree of wage bargaining coordination, the partial
correlation coefficient increases to 0.85%**.) In other words, the conserva-
tive reputation of the central bank is strongly negatively correlated with
the likelihood of governments to intervene in wage bargaining processes.
During the 1980s and 1990s, governments were much less likely to inter-
vene in the labour market in those countries where central banks were
traditionally strongly independent and thus conservative.
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Figure4.3 Central Bank independence and government intervention in wage
bargaining, Western Europe 1980-99
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Source: Cukierman (1998) for central bank independence.

The only outlier in the otherwise stable and strong correlation is the
United Kingdom. (If the United Kingdom is taken out of the correlation,
the correlation coefficient increases to 0.87**.) The Bank of England was
traditionally controlled by the government and has only recently gained
legal independence. Independence of the central bank was advocated by
a number of Chancellors of the Exchequer before it was finally put into
practice. At the same time, the British case is also an outlier since the gov-
ernment not only adopted particularly stringent monetary policies after
1979 but was also exceptionally reluctant to engage in interventions into
wage bargaining procedures for other — political — reasons. The British
case, therefore, is an outlier on all accounts.

Monetary policy

As assumed above, an independent central bank does not have to pursue
restrictive monetary policies in order to be credible. The credibility of
the policies rests on the reputation of the bank for ensuring price stabil-
ity. If the reputation of the bank is strong, the bank has even less need
to employ restrictive policies since economic agents anticipate deflation
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and its consequences without the instruments being used. Therefore,
while there should be a clear impact of central bank independence on
inflation, there should not necessarily be any recourse to tight monetary
policy. It is in this sense that economists have assumed central bank in-
dependence to be something of a free lunch. Where the reputation of
the central bank is traditionally conservative, the use of tight monetary
policies should be lower than in those cases where the reputation of the
central bank is less conservative. In those cases, however, where govern-
ments and the bank itself try to create a more conservative reputation for
the central bank, we should also expect to observe a higher incidence of
government intervention set on making these policies more credible for
the social partners.

Alternatively, one could assume that governments use monetary in-
tervention in order to strengthen a particularly tight policy measure.
When central banks engage in deflationary policies, either by keeping
the money supply tight or by raising interest rates, governments will
interfere in wage bargaining procedures in order to make these policy
measures understood by wage bargaining actors. We can therefore test
to what extent government intervention is related to the conduct of
monetary policies.

In the following section, I will use two indicators for restrictive mon-
etary policy. The first is long-term real interest rates. Long-term real inter-
est rates indicate the real effect of the setting of interest rates by the cen-
tral bank in a given economy. Changes in the money supply, on the other
hand, are the direct mechanism with which central banks can influence
the availability of money in the market. Table 4.5 shows the averages for
both indicators over the 1980s and 1990s. The mean values show that, for
both policy instruments, monetary policy became tighter from the 1980s
to the 1990s, although the average changes in the money supply hide wide
fluctuations between years. Moreover, the real shift in monetary policy
took place from the 1970s to the 1980s. On average for the 13 countries, real
long-term interest rates were negative during the 1970s, while the average
change in money supply stands at 13 per cent compared to 9 per cent in the
1990s. There is a clear shift towards restrictive monetary policy.

My findings regarding the interaction between the reputation of the
central bank, monetary policy and government intervention in wage bar-
gaining processes are presented in tables 4.6 and 4.7. The tables are based
on annual observations of monetary policy and government intervention,
while remaining constant for central bank independence. No time lags
have been assumed for the relationship between monetary policy and
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Table 4.5 Monetary policies by central banks, 1980s and 1990s, Western Europe

Long-term real interest rates Changes in money supply
(as a percentage) compared to previous year
(as a percentage)

1980-89 1990-99 1980-89 1990-99
Austria 4.14 433 6.59 793
Belgium 5.98 5.05 4.18 3.12
Denmark 4.64 4.05 15.16 5.55
Finland 7.00 6.10 11.52 31.25
France 4.77 5.70 8.05 1.25
Germany 3.52 6.68 6.22 7.51
Ireland 2.57 5.70 8.14 13.49
Italy 4.23 6.58 11.63 5.71
Netherlands 5.61 4.96 6.82 7.76
Portugal - 4.93 19.16 13.04
Spain 419 5.86 14.41 7.23
Sweden 4.07 5.30 7.27 2.59
UK 3.58 4.76 14.81 10.78
Mean 4.53 5.38 10.30 9.00

Note: data on Portugal on interest rates only available for 1993 and 1994.

Sources: OECD; IMF Financial Statistics.

Table 4.6 Average government intervention by central bank independence and long-
term real interest rates (observation per cell), 1980-99

Central Bank Independence

Low High

Low 2.59 1.34

= (54) (35)
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E ¢
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&5 Y High 3.02 242
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Note: high central bank independence was assumed when CBI > 0.28.

Sources: for central bank independence, Cukierman (1998) and for long-term real interest rates,
OECD.
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government intervention. As seen before, when correlating central bank
independence and the degree of government intervention on the basis
of countries, government intervention is generally higher in cases where
central bank independence is low.

The more interesting observation in this context, however, is that
government intervention is particularly low where real long-term inter-
est rates are comparatively low and central bank independence is high.
Where central banks have a strong conservative reputation and do not
need to prove this reputation with tight monetary policies, governments
tend to intervene less in wage bargaining. On the other hand, government
intervention is particularly high in those cases where central bank inde-
pendence is low, but monetary policy is tight. Government intervention,
in other words, goes hand-in-hand with tight monetary policy in situa-
tions where the institutional set-up does not provide a credible conserva-
tive reputation for the central bank.

This result is partly endorsed by the data on changes in money sup-
ply. Once again, government intervention is highest in cases where the
conservative reputation of the central bank is low and the low expansion
of the money supply indicates a tight monetary policy (on average 2.95 in
table 4.7). However, with regard to the cases where the independence of
the central bank is high, government intervention is lowest where mon-
etary policies in terms of money supply expansion are also tight (on aver-
age 1.84). Again, given the volatility of the data, these results should be
accorded less weight than the results on interest rates.

Table 4.7 Average government intervention by central bank independence and
change in money supply (observation per cell), 1980-99

Central Bank Independence

Low High
c
2 Low 2.95 1.84
& (65) (51)
o)
X
()
bl
s
3 High 2.63 2.12
2 (54) (34)

Sources: for central bank independence, Cukierman (1998); for money supply, IMF (Financial
Statistics).
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Inflation

Finally, one counterargument needs to be explored. The main effect of in-
dependent central banks is to produce lower inflation. In empirical stud-
ies, the negative relationship between inflation, averaged over certain pe-
riods of time, and the legal independence of central banks has been shown
(Alesina and Summers 1993; Cukierman 1998). If government interven-
tion in wage bargaining is negatively related to the legal independence of
the central bank, one might be inclined to argue that governments really
react to inflation and not in dependence on the reputation of their central
bank. In other words, the measure of central bank independence might
not capture the reputation of the bank but more the inflationary pressure
on a given country to which the government responds. Does government
intervention in wage bargaining merely reflect efforts by governments to
influence wage bargainers in order to fight inflation?

The data clearly shows that this is not the case. While government inter-
vention is positively correlated with inflation as expected, this correlation
disappears entirely when controlled for central bank independence. On
the other hand, when the correlation between central bank independence
and government intervention is controlled for inflation, the correlation be-
comes only marginally weaker.”” The correlation is therefore driven by the
independence of the central bank and not by the rate of inflation.

If one looks at the means of government intervention under different
monetary regimes and different levels of inflation (table 4.8), this observa-

Table 4.8 Average government intervention by central bank independence and inflation
(observation per cell), 1980-99

Central Bank Independence
Low High
Low 3.01 1.69
(71) (45)
c
% High 3.26 1.88
< (34) (57)

Source: for central bank independence, Cukierman (1998); for inflation, OECD (Historical
Statistics).
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tion becomes even more apparent. The row difference of government inter-
vention between high and low inflation under the same monetary regime is
only marginal, while the difference between columns, between a high and
low degree of legal independence of central banks under the same impact of
inflation, is substantial. Government intervention in wage bargaining pro-
cesses is related to the reputation of the monetary regime. The fundamen-
tal constitution of the national economic and monetary policy framework
matters for its policy behaviour and not the immediate policy pressure.”

Government intervention to foster monetary conservatism

Overall, the data gives support to the view that there is a systematic re-
lationship between the reputation of the monetary authority and the be-
haviour of governments vis-a-vis wage bargaining institutions during a
period when governments have shifted their economic policy towards
tighter monetary policies. The underlying credibility argument is, more-
over, intuitively reasonable in the context of the political economy litera-
ture: after World War 11 governments developed standard patterns of em-
ployment, monetary and fiscal policies that were in accordance with the
institutional and organizational set up of the labour market (Lange and
Garrett 1985; Scharpf 1991). Governments that had control over their cen-
tral banks could use expansionary monetary policy in order to stimulate
the economy and compensate trade union cooperation on wage restraint.
Governments, which were not in control of monetary policy, had to ad-
just their economic policy accordingly. Wage bargaining actors learned to
operate under a tight monetary framework.

In Sweden, the United Kingdom and Belgium, where the central banks were
traditionally under the control of governments, the latter could force the
banks to accommodate their economic policy, which was based on finding a
compromise with trade unions on voluntary wage restraint. In Sweden, the
interplay between a politically dominated Riksbank and highly centralized
trade unions enabled a pattern of real wage restraint and frequent depre-
ciation, which allowed for competitiveness and low labour costs (Lange and
Garrett 1985; Scharpf 1991). In Germany and Austria, this option was not
available and had not been pursued even by the social democratic govern-
ments of the 1970s. In both cases, the interaction between the social partners
and the government rested on fundamental assumptions about the reaction
of the other side to inflationary pressures. The independence of the central
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bank indicated the degree of opposition against accepting inflationary pres-
sures. Where this opposition was constituted in the legal framework of the
central bank, wage bargaining institutions had to accept this framework.

When a new economic consensus on monetary conservatism emerged
among the political elite in the beginning of the 1980s, the interaction
between governments and wage bargaining institutions started to change.
This was particularly the case in those countries where the conservative
reputation of the bank did not exist. Governments used their potential for
intervention to adjust wage bargaining actors’ expectations towards a new
monetary regime.

In summary, it has not been the aim of this chapter to explain the shift
by governments towards monetary conservatism, but to point out that
this move in countries with highly regulated labour markets has prompt-
ed governments to intervene in wage bargaining procedures in order to
adjust the expectations of trade unions and employers towards the new
monetary regime.

That the relationship between economic policy and the attitudes of the
governments vis-d-vis wage bargaining is primarily determined by a long-
term preference for hard money on the part of the monetary authorities,
rather than by the problems of the government, such as the public deficit,
inflation or unemployment, might seem surprising at first glance. Gov-
ernment intervention and social pacts often occur under crisis conditions
when several problems of public finance, inflation and external deficits
coincide. However, we can observe that government intervention is not
primarily a reaction to an increasing problem load, but more a long-term
measure of the propensity of governments to directly influence wage bar-
gaining outcomes averaged over decades. A long-term measure like the
one used here, on the other hand, reflects the approach of governments
to managing the issue of labour more generally, and is therefore seen as a
better indicator of the general use of corporatist policy-making.

Finally, this chapter has argued that European monetary integration has
been an instrument for achieving monetary conservatism, which in turn is
based on the conservative reputation of the monetary authority. Since both
the snake and the EMs were politically adjustable, neither exchange rate re-
gime was able to achieve a conservative reputation before the mid-1990s.
Only after the strong commitment to the convergence criteria under the
Maastricht Treaty and after the survival of the Maastricht commitments fol-
lowing the EMs crisis in 1992 did the system finally gain the necessary repu-
tation. By that time, many countries had already experienced a long period
of trying to establish monetary conservatism — often without much success.
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5 The Politics of Government Intervention

So far, I have considered the link between corporatist government inter-
vention and monetary regimes. In this chapter, I will extend the line of
explanation to the capacity of the government itself, examining how po-
litical institutions influence the decision of governments to intervene in
wage bargaining procedures. Generally speaking, political decisions tend
to be directed to preserve the status quo and governments have to over-
come inertia and opposition from other political actors against change,
which can use institutional devices in order to block political decisions.”
Governments are primarily under pressure to avoid the political costs of
a deflationary policy and aim to convince trade unions to commit them-
selves to wage restraint. Their ability to do so depends on the vulnerability
of the government to the pressures from trade unions to be compensated
for the negative externalities of restrictive monetary policy. This again is
influenced by the political institutions themselves, the structure of the
party system and the relationship between trade unions and political par-
ties. The aim of this chapter is therefore to locate the political — rather
than the economic — interaction between governments and social part-
ners. Moreover, it aims to explain how weak governments and dependent
political parties in particular use the means of government intervention
to counteract economic crises that arise from the lack of adjustment of
wage bargaining to a more restrictive economic environment.

Below, I will trace the political institutional factors that influence gov-
ernments’ behaviour. My argument is that governments have different
abilities for dealing with the political costs of economic crises that arise
when wage bargaining does not sufficiently respond to the new environ-
ment. High wage settlements under tight monetary policy can lead to
major welfare losses since the reaction by central banks will reduce em-
ployment and thereby sacrifice growth. Governments therefore have, on
principle, an interest in persuading trade unions to pursue moderate wage
claims. On the other hand, when governments are able to display a strict
non-accommodating economic policy, the adjustment of wage bargaining
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actors to the new conditions might take place faster without any further
involvement on the part of the government. The choice is therefore be-
tween intervention in order to adjust trade union expectations or acqui-
escence to market forces disciplining wage bargaining actors.

The approach taken by the government of either intervening in wage
bargaining or leaving wage bargainers to their own devices rests upon the
ability of the government to make a credible commitment to disciplining
wage bargainers. If a government cannot credibly commit itself to the
discipline of tight monetary and fiscal policy, it will be more tempted to
negotiate wage restraint in order to avoid the negative externalities of
high wage settlements. Other actors will also shift their approach from
accepting restraint due to the disciplinary force of the market compelling
them to negotiate a price for wage restraint itself.

While restrictive monetary policy might solve the problem of high infla-
tion, it does not furnish an answer to the equally salient question of losses
in output and employment that follow from a deflationary policy. Govern-
ments either are strong enough to insulate themselves from the fall-out of
bad economic performance or try to negotiate a mode of adjustment that
decreases the economic costs. The strength of the government is accord-
ingly based, firstly, on the institutions of the political system that translate
votes into parliamentary majorities and the capacity of governments to
act and, secondly, on the relationship between the governing parties and
the trade unions themselves.

The chapter is divided into two sections. The main section examines
the political institutional constraints on governments with regard to gov-
ernment intervention. It starts with a review of key aspects of the litera-
ture, followed by an examination of the relationship between relevant in-
stitutional factors and the measure of government intervention developed
in Chapter 3. The main finding is that competitive types of governments
in unified party systems have a low degree of government intervention,
while strongly consensus-based governments in fragmented party sys-
tems have the highest degree of government intervention.

The next part presents an explanation for this pattern, drawing on an
additional analytical element, the political fragmentation of trade unions.
Finally, a more detailed case study compares the different government in-
tervention outcomes in Belgium and United Kingdom, two countries with
markedly different institutional constraint frameworks.

The second section considers another approach to the relations be-
tween political institutions and government intervention by examining
the role of partisanship. The main finding is that, in general, right-wing
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governments tend to intervene less in wage bargaining procedures than
left-wing governments. This was particularly the case during the 1970s,
when incomes policy was seen as a suitable tool for supporting the Keynes-
ian crisis management in many social democratic countries.

Institutional constraints on governments

The ability of governments to make a firm commitment on economic
policy is shaped by the constraints that are embedded in the institutional
design of political systems. Nations differ in their political institutions.*
With regard to public policy, a whole range of studies has shown how
political institutions determine the ability of governments to act.® The
literature on political institutions has in recent years developed according
to two diverging approaches: on the one hand, there have been increasing
attempts to define the particular nature and interaction of veto players in
political institutions in order to explain divergence in political outcomes
by a particular set of veto players (Immergut 1992; Ganghof 2003; Tsebelis
2002); on the other hand, parts of the literature have attempted to classify
national political systems into different categories by combining a large
number of indicators into only a few dimensions (Schmidt 2002b; Lijphart
1999). While the first approach, regarding veto players, aims at answering
the question of which type of veto player combination is responsible for
which political outcome, the second, regarding consensus democracies,
is more concerned with the general pattern of democratic institutions,
while at the same time claiming that different types of democracies have
distinctly different effects on outcomes (Lijphart 1999).

Veto players

The capacity of government to pursue and implement a policy can be
hindered by the number of veto points a political system contains. Veto
players are individual or collective actors whose agreement is necessary
for a change in the status quo (Tsebelis 1999: 593; for a similar definition,
see Tsebelis 1995: 301). Constitutional design can therefore be related to
political outcomes. The veto player concept is thus particularly useful for
studying the capacity of national governments to introduce substantial
reforms in public policy (Schmidt 1996: 152). It identifies the number of
hurdles a government has to take to introduce a shift in public policy in
terms of legislative measures.
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The literature on veto players and veto points has made two distinct
points. Firstly, the veto point concept has been used to highlight very
particular constellations of political institutions that can explain particu-
lar political outcomes. For instance, the access of organized interests to
political decision-making has been explanatory for differences in health
systems in a number of countries (Immergut 1992).*> Secondly, the role of
the German constitutional court can explain the particular situation of
German tax reforms (Ganghof 2003).

The second use of the veto player concept has been a more general one.
It has been argued that in political systems that are heavily affected by a
large number of veto points governments are ordinarily impeded in exer-
cising a major policy shift. This applies to a whole range of policies and
seems to be unrelated to the type of policy. For instance, Tsebelis has ar-
gued that a large number of veto players can explain the lack of ‘substan-
tial’ legislation or political decisions (Tsebelis 1999, 2002). Governments
are, for instance, prevented from pursuing egalitarian economic and so-
cial policy (Birchfield and Crepaz 1998) or from following particular traits
in welfare development (Huber, Ragin and Stephens 1993).

Veto player indices are usually composed of constitutional structures
such as federalism, bicameralism, the role of judicial review, as well as the
type of government and the independence of central banks (Huber, Ra-
gin et al. 1993; Schmidt 1996; Lijphart 1999; Schmidt 2002a). Hence they
often include elements of concepts of consensus democracies, as will be
discussed below.

Consensus democracies

The most relevant distinction for the relationship between governments
and the social partners is the distinction between majoritarian forms
of democracy and consensus or negotiation-based forms of democracy
(Lehmbruch 1979; Lijphart 1999).® Majoritarian democracies are defined
by a strong degree of political competition between political parties that
seek single-party or minimum-winning coalition governments. Institu-
tional constraints on governments are minimal and governments have a
great leeway for implementing their policies. Moreover, the influence of
interest groups on public policy is limited and public policy is exclusively
performed by public administration (Armingeon 2002a and 2002b: 81).
Majoritarian democracies are also modelled on the Westminster model
and predominantly to be found in English-speaking countries of the Com-
monwealth.
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In contrast, consensus or negotiated democracies are based on deeply
institutionalized political and social cleavages that prevent an open politi-
cal competition on policy issues between parties. The majority party can-
not and will not exploit its majority at the expense of minority interests
because of either institutional or political constraints. Power is shared
between different social groups and consensus is sought on major politi-
cal issues. Consensus democracy is thus the reflection of the power struc-
ture and conflicts within societies that have turned into an institutionally
based system of incentives that encourage the cooperation between po-
litical groups and minimize their competition.

Consensus democracies are closely related to consociational democra-
cies and corporatism. Consociational democracies are discussed in the
literature as a subtype of consensus democracy that in particular attempts
to integrate several large minorities. They make greater demands on the
division of power and the autonomy of segments of society in terms of the
central decision-making bodies (Lijphart 1999: 41). Examples of consocia-
tional democracies are Switzerland, the Netherlands and Austria (Lehm-
bruch 1979). Consociationalism is also part of the veto player index of
Manfred G. Schmidt (2002a).

Consensus and negotiated democracies, moreover, are often seen as
complementary to corporatist decision-making. Lijphart and Crepaz
(1991) and Lijphart (1999) have integrated the notion of corporatism into
the measurement of consensus democracies, along with a wide variety
of other indicators such as the independence of central banks, the bal-
ance of power between parliamentary chambers, and the power of the
executive. The claim is that “corporatism is the interest group system that
goes together with the consensual type of democracy and its opposite, the
‘pluralist’ interest group system, goes together with majoritarian democ-
racy” (Lijphart and Crepaz 1991: 235). Under the very broad assumptions
of a “structural affinity” between consensus democracies and corporatism
(Keman and Pennings 1995: 274), the relevance of the extent of consensus
societies and corporatist interventions by governments becomes immedi-
ately obvious, if not altogether self-evident. In consensus democracies, the
political elites have reacted to cultural segmentation by including broad
groups of society in decision-making processes. These elites have em-
ployed the same mechanism for “stabilizing and steering highly developed
capitalist economies by promoting a new type of social integration” such
as liberal corporatism (Lehmbruch 1979: 53). The literature on consensus
democracy has therefore tended to include corporatist decision-making
as one of its elements.®
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The very broad and comprehensive approach adopted towards produc-
ing a measure of consensus democracy is, however, open to criticism (Ke-
man and Pennings 1995; Armingeon 2002a; Schmidt 2000). In particu-
lar, the integration of corporatism into the executive party dimension of
governments has been criticized on the grounds that the two phenomena
are interrelated but empirically and theoretically distinct from each oth-
er (Keman and Pennings 1995). Empirically, it has been pointed out that
there are important outlier countries that affect the correlation between
the two concepts. For instance, Austria, Sweden and Norway are highly
corporatist but not consociational or in other ways consensus societies.
On the other hand, Italy can be classified as a non-majoritarian country,
but not a corporatist one.

Theoretically, Keman and Pennings (1995) point to the fact that both
concepts are based on different actors. “Consensus democracies repre-
sents a mode of institutionalization of political actors by referring to as-
pects of parliamentary democracy, whereas corporatist interest interme-
diation represents the incorporation of societal actors typically by means
of non-parliamentary consultation in order to avoid zero-sum outcomes
of policy formation” (Keman and Pennings 1995: 274). The concept of
consensus democracies versus majoritarian democracies therefore pres-
ents an alternative classification of political institutions compared to veto
points and veto players. It is theoretically distinct from the concept of
corporatism but empirical observations point to parallels of consensus
and corporatist systems of decision-making.

The choice of relevant institutional factors

The disagreements over definitions and the cohesiveness of indicators are
not just academic debates. The question of how to resolve them is essential
for the argument of how political institutions affect the economic perfor-
mance and behaviour of governments. For instance, Arend Lijphart has re-
peatedly claimed that consensus democracies are kinder, gentler and better
democracies which, moreover, show better political and economic perfor-
mance in terms of political inclusion and inflation (Lijphart 2001 and 2002).
In reaction, Liam Anderson (2001) has shown that the superior economic
performance of consensus democracies is primarily due to the inclusion
of the degree of corporatism and central bank independence as part of the
index of consensus democracy. After having controlled for the degree of
corporatism and central bank independence, he was able to show that the
economic effects of the other indicators measuring consensus democra-
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cy are transformed into the opposite: consensus democracies are associ-
ated with higher inflation and higher unemployment. In addition, Klaus
Armingeon rebels against the general claim that consensus democracies
are superior and argues that consensus democracies are merely a form of
government for segmented societies that does not necessarily lead to worse
performance than majoritarian democracies (Armingeon 2002b: 99).

The various dimensions of consensus democracies examined in the
literature, built on research on corporatism and veto player, will not be
developed further in this analysis. Rather, I choose to focus on political
institutional variables that are at the core of consensus democracies inde-
pendent of their relationship to corporatism and veto players® and the de-
gree of corporatism. In particular, I will argue that two of the key elements
of consensus versus majoritarian democracies — whether a government
is competitive or consensus-oriented, and the degree of fractionalization
of the party system — can serve as potential predictors of governments’
willingness to negotiate with trade unions over wages.

The argument, however, remains basically the same: a more competi-
tive and unified political system that is at the heart of a majoritarian de-
mocracy reduces the likelihood of governments negotiating with trade
unions, while a more fragmented and cooperative system increases the
likelihood. The argument rests on the assumption that, firstly, a more
unified and competitive political system will find it easier to give a clear
signal to trade unions on its expectations of wage bargaining and thereby
shift the responsibility for it more clearly into the wage bargaining arena
and, secondly, the system will be generally less dependent on seeking a
consensus with other parties.®® It is thus generally assumed that a more
fragmented party system reflects a higher degree of division of polities,
and that in turn the dependency of political parties on trade unions will be
higher in fragmented party systems than in unified systems. The overall
effect of fragmentation and dependency of parties on trade unions is that
which drives the attempts by governments to find a negotiated solution
with the social partners.

The argument and findings therefore broadly support the approach
taken by Lijphart and Crepaz in assuming a systematic relationship be-
tween the structure of political institutions and interest organizations in
general (Lijphart and Crepaz 1991). It seems useful, however, to keep the
individual indicators separate, since not all of the factors co-vary and not
all the combinations of single factors work in the same direction. While
there is a logical and structural affinity between the degree of political
competition and the interest organizations which support the tendency
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of consensus democracies to find solutions in negotiations with the social
partners, the aim in this chapter is to distinguish between the two arenas
of political competition and interest group organizations.

Consensus versus majoritarian governments

In order to find a measure of consensus democratic political institutions
that can be distinguished from the general degree of corporatism, I have
only used partial indicators that are widely seen as indicating consensus
democracy. In tables 5.1 and 5.2, two main indicators of consensus versus
majoritarian democracies are depicted. The first measure is the type of
government that distinguishes a competitive from a cooperative political
system; the second is the fractionalization of the party system. The type of
government and fractionalization of the party system do not necessarily
co-vary. In principle, a more fragmented party system makes the forma-

Table 5.1 Effective number of parliamentary parties, 1970-98

1970-79 1980-89 1990-98 1980-98
Austria 2.28 2.50 3.51 3.01
Belgium 6.53 8.46 9.63 9.05
Denmark 5.46 5.46 4.79 513
Finland 5.96 5.75 5.90 5.83
France 5.16 4.40 6.04 5.22
Germany 291 3.28 3.76 3.52
Ireland 2.80 2.96 3.88 3.32
Italy 3.83 437 6.80 5.59
Netherlands 5.99 4.08 492 4.50
Portugal 3.74 3.47 3.02 3.25
Spain 4.31 3.64 3.57 3.61
Sweden 3.54 3.53 4.21 3.87
United Kingdom 2.85 3.03 3.13 3.08
Average 4.28 4.23 4.86 4.54

Note: the effective number of parties carries the same information as the Rae index and is
calculated from this index as follows: N=1/1-Rae. Index of fractionalization of the party-system
according to Rae.

m
Rae=1- z tiz , were l; is the share of votes for party i and m the number of parties.
i=1

Source: Armingeon et al. (2002).
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tion of a winning coalition more difficult. The more parties participate in
a political system, the more likely is a coalition government. In practice,
while majority party governments are frequently associated with two-party
systems and therefore have a lower score of party fragmentation, majority
coalition governments are as frequently based in fragmented party systems
as minority governments (Strom 1984: 206). Both indicators, however, can
be used to show the propensity of the political institutions to find negoti-
ated approaches rather than competitive unilateral ones.

The type of government divides the Western European countries into
two relatively separate groups: those countries in which governments are
based on either single party governments or minimum-winning coalitions.
In the period between 1970 and 1998, Austria, Germany and the United
Kingdom were the countries in which governments were always competi-
tively organized; in Belgium, Ireland and the Netherlands governments
were predominantly formed on a competitive basis. In the Scandinavian
and Southern European countries, on the other hand, governments were
primarily formed on a cooperative or consensus-seeking basis. Minority
governments were to be found for most of the period in question in Den-
mark and Sweden; France, Finland and Italy had surplus coalitions. As ex-
pected, the United Kingdom had the strongest competitive political system,
followed however by the two corporatist countries Germany and Austria.

This assessment is reinforced by the fractionalization of the party sys-
tem as shown in table 5.2. Again the UK, Austria, Germany and Ireland are
the countries with the lowest degrees of fractionalization of the the party
systems, followed by Portugal, Sweden and Spain. Party systems were sub-
stantially more fragmented in Belgium and Finland, followed by Denmark,
France, Italy and the Netherlands. The fractionalization of the party system
increases over time on average and in most of the countries. Only in the
transition countries, Spain and Portugal, and the Netherlands is the party
system of the 1990s more unified than it was during the 1970s. There is a
positive correlation between the type of government and the fractionaliza-
tion of the party system, although it is not very strong (0.59, not significant).

What is the relationship between government intervention and the two
measures discussed above? Based on the use of the government interven-
tion index, table 5.3 displays the means of annual observations of govern-
ment intervention by the type of government and the fractionalization of
the party system.

The pattern of the data shows that both aspects of negotiated democra-
cies positively contribute to the propensity of governments to intervene
in wage bargaining procedures. Competitive types of governments in uni-
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Table 5.2 Type of government, Western Europe

Frequency of type of government, 1970-98 Minimal
winning
one party
cabinet (%)

single minimal  surplus single multi- 1971-96

party winning  coalition party party

government coalition minority minority
Austria 1 16 2 65.1
Belgium 26 3 28.8
Denmark 4 10 15 239
Finland 3 25 1 6.0
France 3 18 5 3 63.5
Germany 29 46.2
Italy 4 16 2 3 9.2
Ireland 7 15 4 3 57.3
Netherlands 21 6 373
Sweden 1 3 19 5 414
United 27 1 933

Kingdom

Note: no data on Portugal and Spain available.

Sources: for columns 2-6, Armingeon, Beyeler et al. (2002) and own calculations; for column 7,
Lijphart (1999).

fied party systems have a low degree of government intervention, while
strongly consensus-based governments in fragmented party systems have
the highest degree of government intervention. Both aspects of consensus
democracies, the party system and the type of government, contribute to
the propensity to intervene. Within unified party systems, the move from
a competitive to a consensus type of government increases the average
degree of government intervention from 1.38 to 2.58 throughout the pe-
riod of the 1980s and 1990s. While all governments in fragmented party
systems are on average more likely to intervene in wage bargaining, this
effect is again increased by moving from a competitive to a consensus
government. As expected, the pattern is stronger in the period between
1980 and 1998 than for the overall period. In that period, the move from a
unified to a fragmented party system within the group of competitive gov-
ernments has the strongest effect on government intervention. This effect
indicates that the degree of party competition influences the position of
governments vis-a-vis trade unions.
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Table 5.3 Government intervention by the competitive nature of the government and
fractionalization of the party system (observation per cell), 1970-98 and

1980-98
Competitive governments Consensus governments
1970-98 1980-98 1970-98 1980-98
Unified party system 1.72 1.38 2.14 2.58
(123) (78) (42) (24)
Fragmented party system 3.16 3.00 3.21 345
(103) (72) (47) (31

Note: Portugal and Spain are not included due to data availability.

Sources: for party system fractionalization and type of government, Armingeon, Beyeler et al.
(2002).

A combined measure of party system fragmentation and the type of
government using the two Lijphart indicators can be found by simple fac-
tor analysis, which produces a standardized score for consensus govern-
ment based on the two indicators.®” The bivariate plot in figure 5.1 of the

Figure 5.1 Government intervention and consensus democracy
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standardized score of consensus government and government interven-
tion for the period 1980-98 illustrates the relationship. There is a corre-
lation between the standardized score on consensus democracy and the
degree of government intervention of r = 0.77**. It shows that in stronger
consensus democracies, governments are more likely to negotiate an in-
comes policy than in majoritarian democracies.

The shared roots of consensus democracy and corporatist
responses: the political fragmentation of trade unions and the role
of union-party relations

The fragmentation of party systems and the type of government are not
directly related to the attitude of governments to wage bargaining. The
assumptions made in the literature have been largely based on the general
attitude of political elites in dealing with conflictual situations. Consen-
sus orientation has evolved in segmented political systems in which large
minorities that could not be circumvented or oppressed had to be inte-
grated into decision-making (Lehmbruch 1979; Lijphart and Crepaz 1991).
In a similar situation, it was argued, political elites tend to negotiate with
trade unions over the need to restrain wages rather than merely confront
them with a restrictive monetary policy alone.

In majoritarian countries, on the other hand, it is argued that political
elites are accustomed to an approach of unilateral decision-making by
the government that may or may not be restricted by other constitutional
players, but not by other political actors within the parliamentary or par-
ty system. As a consequence, their approach towards organized interests
would be more distant and not oriented towards negotiation.

In this section, another factor supporting the relationship between
consensus democracies and negotiations on incomes policy will be intro-
duced that has not been addressed systematically. The political fragmen-
tation of party systems in Western Europe corresponds to the political
fragmentation of trade union systems. The fragmentation of trade unions
has two implications. First, as will be discussed in Chapter 6, it under-
mines the responsiveness of wage bargaining actors to the new economic
environment and thereby gives rise to a more active role of the government
in shifting workers’ expectations. Second, the political fragmentation of
trade unions is directly related to the fragmentation of party systems.
Fragmented political party systems go hand-in-hand with fragmented po-
litical trade union systems, although not in all cases. The overlapping is
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high and not symmetrical. For instance, politically split trade unions are
always reflected in the party system while not all political cleavages in the
party system are mirrored by trade union organizations. This is due to the
higher degree of dynamism of party systems that are generally more open
to the formation of new cleavages.

The fragmentation on both sides gives rise to a negotiated approach by
governments when dealing with difficult economic policy decisions, since
there is no clear commitment from a strong majoritarian government to
enforce the view of a reduced bargaining scope for wage bargainers. Rath-
er, political conflicts between trade unions with different political affilia-
tions and between different parties in coalitions that are tied to different
trade unions hinder the necessary adjustment. Also, multi-party systems
give trade unions more opportunities for access to the government and a
greater bargaining power. The political divisions of trade unions increase
not only the competition between the unions but also the degree of com-
petition between those political parties that have to take into account the
demands of individual unions to a greater extent than in systems where
trade unions are a unified political actor.

Frozen landscapes of party systems and trade union organizations

In Western Europe, the historical evolution of trade unions is based on
several cleavages that have led to a frozen landscape of several types of
trade union organizations (Ebbinghaus 1993). Trade unions have followed
the society-church splits of European societies and the political split on
the left into socialist and communist camps. In many cases, these organi-
zational cleavages within trade union movements have been matched by
organizational cleavages in party systems.

Table 5.4 illustrates the party-union links and indicates the systematic
pattern between fragmented party systems and politically divided trade
union systems. As it turns out, the most politically unified trade union
and party systems are to be found in countries as diverse as the United
Kingdom, Ireland, Austria, Germany and to some extent Sweden. In Swe-
den, however, the party system is more fragmented due to a number of
parties in opposition to the dominant Social Democrats. In all five coun-
tries, both the political parties on the left and the trade union umbrella
organization enjoy a unified link with each other that is not threatened by
competitive rivals.

The party-union linkage is most direct in the cases of Sweden and the
UK. In both cases, the trade unions founded the social democratic party
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Table 5.4 Political affiliations of major trade union confederations in Western Europe
Union Affiliated Party-union link Share of left
confede- party party in gvt.
ration (1970-2000)

Austria 0GB SPO No formal ties between the OGB  68.1

and political parties; however trade
union leaders frequently hold high-
ranking offices within the SPO.
Trade union is ex officio at party
conferences.

Belgium ABVV/FGTB BSP Formal affiliation of the Socialist 33.2

Union Confederation to the party.
ACV/ CSC CvpP Unions provide candidates for
political offices.
ACLV/CGSLB VLD, PRL No official link.
Denmark LO SD Formal ties between LO and SD. 49.0
Union is automatically represented
and provides financial support.
Finland SAK SDP Informal ties between SAK and 40.7
SDP in competition with Finnish
Peoples’ Democratic League.
France CGT PCF Unions support PCF; General 37.2
Secretary has a position in PCF
political bureau.
FO PS Informal links.
CFTC MRP Personal links (CFDT).
CFDT UDF
Germany DGB SPD Unified trade union structure 375
prohibits direct party affiliation.
In reality, majority of unions are
strongly related to the SPD, with
only minor interconnection with
CDU.
CcDuU Minor representation between
CDU and DGB.
Ireland ICTU Labour Party Labour Party founded by unions;  14.5

formal.
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Table 5.4 Political affiliations of major trade union confederations in Western Europe

Union Affiliated Party-union link Share of left

confede- party party in gvt.

ration (1970-2000)
Italy CGIL PCl, PDS Personal links, relaxed since 29.1

the beginning of the 1970s;
reorganization in 1992.

CISL DC
ulL PSI
Nether- FNV PvdA Union leaders often represented 246
lands on executive boards of parties.
CNV CDA

Portugal CGTP PC Close ties. 255
uGT PSD/PS Founded by PSD in 1979.

Spain CCOO PCE Close ties. 52.0
UGT PSOE Personal links.

Sweden LO SAP Union involved in the founding of ~ 70.9
the party; union leaders have high
influence over party leadership.

UK TUC Labour Party Unions founded Labour Party. 30.0

Individual unions are still affiliated
to the party and have block votes
at national congress; however,
comparatively low influence on
party politics.

Note: data on party in government for Spain 1977-98 and for Portugal 1974-98.

Sources: for Finland Arter (1987); for Ireland Hardiman (1988); for Spain and Portugal Magone
(2001); for all other countries Ebbinghaus (1993), Ebbinghaus and Visser (2000), Western
(1997: 69-70); for share of left governments Armingeon et al. (2002), and own calculations.

and traditionally exercised a high degree of control over the party leader-
ship. In both cases, the strong integration has led to a strict division of
labour between the role of the party and the role of the union. However,
the internal organizational structures of the unions mean that there are
different bases for this division of labour. In Sweden, the impact of a social
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democratic political understanding of an organized market economy and
the cooperation between economic policy and wage restraint has been
explicit. In the UKk, however, due to the fragmentation of wage bargain-
ing and the lack of control on the part of the trade union leadership, this
understanding has never clearly developed.

Also, in Austria and Germany, the unification of the labour movement
in the post-war period was matched by a unification of the political left.
In both cases, due to the legal underpinning of the unification of the trade
union organizations, political representation of other factions had to be
organized within the framework of the trade union organizations. In Ger-
many, at least one position on the executive board of the union is reserved
for a member of the Christian Democratic Union (cpu). In Austria, the
unions have internal political wings that compete in elections against
each other. Therefore, within the unions and in their relations to the par-
ties that carry the government, the political allegiances of the Austrian
and German trade unions are less clear than in the cases of Sweden and
the uk. In all four cases — but in particular in the case of Sweden and the
United Kingdom — it can be assumed that government intervention is less
likely to occur due to the clear and undisputed political linkages. If the
social democratic party has wholeheartedly agreed to pursue a more dis-
ciplinary approach towards wage bargaining, it has no real need to negoti-
ate with the unions about it, since the unions have no alternative political
force that they can lobby instead of the social democrats. At the same
time, for other political parties not on the left, the incentive to negotiate
with trade unions is minimal because they will not enjoy the support of
trade unions in electoral campaigns in any case and might have a higher
price to pay for cooperation.

Ireland is an exceptional case since it emulates a number of the charac-
teristics of the British political system, which are, however, overshadowed
by the conflict over national independence from the uxk. On the one hand,
the Irish Labour Party was founded by the Irish trade unions and has been
dependent on the unions in a similar way to the British Labour Party. On
the other hand, the national conflict has become the overriding cleavage
of Irish politics and has greatly reduced the influence of the Irish Labour
Party. Among the countries here, the Irish Labour Party is the least influ-
ential left-wing party of all parties on the left.

In contrast, the remaining Western European countries all have to deal
with political cleavages within the trade union organizations. The differ-
ent political affiliations of unions to political parties that are represented
in parliament make it more difficult for individual parties in government
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to forge a unified approach that can clearly display the implications of the
new economic environment to the unions. Also, the political fragmenta-
tion of unions and parties can slow down the acceptance of the new envi-
ronment by the unions so that more government intervention is needed
to achieve any results.

A strong split of the political left into a social democratic and a com-
munist camp of political parties and affiliated trade unions not only in-
creases the fragmentation of the party system, but also fragments the po-
litical organization of the trade unions. In Finland, France, Italy, Spain
and Portugal, the political cleavages on the left have had important im-
plications for left-wing governments because the political rivalry among
the left makes it more difficult for governments to pursue a more austere
economic policy.

For instance, the French communist party (PCF) rejected any incomes
policy as pursued by the French socialist party in 1982. The pCF, more-
over, continued criticizing the socialist austerity policy until it left the
government in 1984 over economic policy.*® Therefore, the social demo-
cratic government found it more difficult to indicate to trade unions via
its economic policy that wage restraint was essential for macroeconomic
adjustment, but tended to adopt a more fuzzy mixture of tight monetary
policy and looser fiscal policy. Trade union wage restraint was sought, but
not requested, because of partisan-based constraints by social democratic
clientele.

Examples of tense relationships between trade unions and social demo-
cratic governments on economic policy can also be found in Spain during
the Gonzalez government (Gillespie 1990). The president of the socialist
trade union (UGT), Nicholas Redondo, was not only a member of parlia-
ment for the social democratic PsOE but also almost became the leader
of the socialist party in place of Gonzalez. During the Gonzalez govern-
ment, Nicholas Redondo was among the fiercest critics of the govern-
ment and led his trade union into many public sector conflicts over pay.®
This conflictual relationship was not least rooted in the fact that the more
oppositional communist trade union (ccoo) kept gaining ground on the
socialist unions in workplace elections (Hamann 1998). A similar dynamic
can be found in Italy between 1978 and 1992 when communist party-based
opposition towards any concessions agreed by the cGIL put pressure on
the other unions not to surrender too much ground in the negotiations
over the Scala mobile. In Portugal, the establishment of a non-communist
trade union in the late 1970s — supervised and guided by the governing
social democratic party — was intended to undermine the militant opposi-
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tion towards the government but first of all only succeeded in introducing
further fragmentation into the political representation of the unions.
Finland has been the exception to the Scandinavian compromise and
has had much more in common with the unstable democracies of main-
land Europe. This was particularly apparent with regard to the split of
the left in the immediate post-war period, which overshadowed most of
the tripartite negotiations even after the cooperation between communist
and socialist improved post-1969. As Arter has pointed out, comparing
the politically more homogeneous Swedish situation: “In a historically di-
vided polity like Finland it is not surprising that governments have had
a vested interest in sustaining the incomespolicy system. In an obvious
way it has appeared to strengthen the government, enabling cabinets to
achieve a measure of stability and continuity in the industrial relations
field. Whilst not a signatory to incomes agreements, the state has been
interventionist in seeking centralized deals in a way that has not been the
case (at least until recently) in Sweden, for example” (Arter 1987: 214).

Church-based cleavages continued to play a role after World War 11 in
Belgium, France, Italy and the Netherlands (Ebbinghaus 1993: 85). In Aus-
tria and Germany, the thorough reorganizations of the unions diminished
the role of Catholic trade unions. In Belgium and the Netherlands, a simi-
lar attempt failed due to the resistance of the Christian labour movements
(Ebbinghaus 1993: 95). In the late 1960s, the two church-based trade union
organizations in France, CFTC and CFDT, represented together 20 per cent
of all trade union members. In Italy, the cist had a third of all union mem-
bers. Similarly, in the Netherlands NKv and cNv represented a third of all
union members. In Belgium, the Acv had half of all union members.

The relations between Christian trade unions and Christian democrat-
ic parties has traditionally been looser than between socialist parties and
trade unions (Ebbinghaus 1993: 93), but in all cases the Christian trade
unions possess a political counterpart to which they are at least indirectly
related.

In the most complex systems of party-trade union linkages, there are
three different political constituencies in both the party system and the
trade union organization that are systematically related: a social demo-
cratic or socialist, a communist and a Christian constituency. This combi-
nation could be found in Belgium and Italy until the early 1990s. Belgium
and Italy are also among the countries with the highest degree of party
system fragmentation and government intervention.
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Comparing the United Kingdom and Belgium

In this section, I will illustrate the causal links between the type of po-
litical institutions and government intervention more directly by a closer
examination of the two extreme cases, Belgium and the United Kingdom.
The two countries are at opposite ends of the party system spectrum: Bel-
gium has the most fragmented party system and weak short-lived multi-
party governments, while the United Kingdom has the most unified party
system and strong governments. At the same time, the Belgian govern-
ment has been the most active on the issue of wage bargaining over the
last twenty years, while the British has been the most restrained. The ex-
amples of Belgium and the United Kingdom show two important insights:
firstly, that the various Belgian governments lacked the capacity, not the
will, to adjust to the challenges and, secondly, that in the United Kingdom
the absence of government-trade union coordination is not exclusively
due to the weak organization of the labour market but also attributable
to the majoritarian nature of the political system. It is not by chance that
Belgium and the United Kingdom have been chosen by Arend Lijphart to
illustrate benchmark cases of consensus versus majoritarian democracies
(Lijphart 1999).

Belgium was first chosen by Lijphart to represent a classic case of a
consensus model of democracy (Lijphart 1999). Starting as a three-party
system in the late 1960s (with the Christian Democrats, Socialists and
Liberals), the parties in Belgium have split over time along linguistic lines
and several new parties have attained importance. About a dozen politi-
cal parties have been able to gain seats in national elections; nine of them
have participated in the government (Lijphart 1999: 36). During the 1990s,
the fragmentation of the party system even increased with an additional
split between Flemish and Walloon parties (Van Ruysseveldt and Visser
1996: 209). Governments usually consist of many parties although they
rarely constitute a surplus or minority government. Due to the multitude
of parties and cleavages, the average life span of a Belgian government is
particularly short: between 1970 and 1998, there were eighteen changes in
government. On several occasions over the post-war period, there have
been governments of national unity in which all three of the major parties
have participated.

Given the organizational links between political parties and trade
unions as described in the previous section, Belgium’s governments have
found it difficult to govern in ‘opposition to the unions’ At least one
party with close ties to at least one segment of the labour market has
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been represented in the government for most of the post-war period (Van
Ruysseveldt and Visser 1996: 211). On several occasions the unions have
been able to form an alliance against governments that had begun to turn
against the interest of the unions. Combined trade union opposition has
also been able to bring about changes in the government.

At the same time, the trade unions have been in competition with each
other. Competition between Belgian trade unions is played out in works
council elections that are widely seen as indicative of the representative
nature of the unions. Competition has been sharpened by the fact that
the two biggest confederations, the Acv/csc and the ABvV/FGTB, have
exchanged dominance over time. While in the 1950s the FGTB was by far
the strongest union with almost 60 per cent of the works council seats,
with the csc having 37 percent, this relationship had reversed by the mid-
1990s. Independent of partisan considerations, the competition between
trade unions per se has led to obstruction of government policies that
could hurt trade union constituencies.

The relationship between government and wage bargaining actors is
therefore characterized by mutual dependency. The two main political
parties that alternated or shared in government throughout the post-
war period were tightly linked to the labour movement. Even when the
government realized the urgency of adjusting to the new situation in the
early 1980s, no party managed to distance itself from the demands of the
bargaining actors. In 1982, the centre-right government sought special
powers approved by the Senate to impose wage decrees on the social part-
ners rather than decouple the links between the Christian Democrats and
trade unions.?® Although frequently attacked by the trade unions, no Bel-
gian government has really attempted to curtail or restructure the party-
union relations in a complex multi-party system.”

The economic policy-making by wage decrees had the effect that nec-
essary steps could be taken without the unions having to accept respon-
sibility for the measures. The social partners could therefore shift the
blame of adjustment from the wage bargaining arena to the government.
Over time, a pattern evolved in which the social partners were increas-
ingly unable to agree on adjustment since they were able to anticipate in-
tervention by the government as a solution to deadlock (Van Ruysseveldt
and Visser 1996: 218). Hence the government not only lacked the capacity
to distance itself from the demands of the social partners but was also
unable to confine their room for manoeuvre. The government was con-
sistently forced to carry forward economic adjustment processes without
shifting the responsibility for maladjustment of wages back into the wage
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bargaining arena. In consequence, negotiations about wages remained a
government responsibility without the government ever having the op-
tion to deregulate wage formation.

In contrast, British Westminster democracy is the role model for all
political systems in countries that have been under British control and
that now form the group of majoritarian countries in Lijphart’s study.
The British party system is in effect a two-party system with the govern-
ment alternating between two choices. The third party is represented by
the former second large party, the Liberals, which merged with the social
democrats in the late 1980s to form the Liberal Democrats. In practice,
however, the third party does not play an influential role since the large
parties frequently achieve almost 9o per cent of the votes and more than
95 per cent of the seats in parliament. In the post-war period, no third
party has ever participated in government. Changes in government have
alternated between the two major parties.

The dominant parties in the British political system are the Conserva-
tive Party and the Labour Party. Both parties enjoy exceptionally clear
relations with the trade unions. Unlike the tradition of many Christian
democratic parties or even liberal parties on the Continent, the British
Conservative Party does not have any formal relations with the Trade
Union Congress (Tuc) or with its affiliated trade unions. There is no
channel for influencing the Conservative Party from a trade union per-
spective. Since the Labour Party has been founded by the trade unions,
the vast majority of trade unions have been officially affiliated to the party
and have remained its main source of funding.

The two-party system, however, gives both political parties — not just
the Conservative Party — a greater leeway in their positioning vis-a-vis
trade unions. This is partly due to the electoral system that gives the gov-
erning party a larger than proportional majority in parliament and there-
by frees the government from worrying about fringe demands. Secondly,
the two-party system also allows Labour to be relatively negligent about
trade union interests since there is no alternative political force that trade
unions can potentially turn to. Whether or not a governing Labour Party
pursues trade union interests has little effect on the traditional close rela-
tionship between the party and the trade unions.

Therefore, despite the tight links between the Labour Party and the
trade unions, in effect the majoritarian political institutions insulate any
government from the demands of any lobby organization, including trade
unions and employers’ confederations. This allows governments to take a
clear stand on economic policy and wage bargaining issues and to shift the
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responsibility for labour market performance to the collective bargaining
arena if it wishes to do so. In contrast, the incomes policy of the British
government during the 1960s and 1970s — both Conservative and Labour
governments — was based on the assumption that the British government
should shoulder the responsibility for employment performance while ac-
cepting free collective bargaining. In these cases, the government pleaded
for wage restraint with trade unions incapable of providing this, without
being really prepared to concede much in exchange. Once the government
effectively dropped this responsibility with the change of government in
1979, there was no need or incentive to ever deal with wage-related issues
directly.

It is important to note that it is also the majoritarian nature of its po-
litical institutions that distinguishes the British case from other cases in
this book — and not simply the country’s strong degree of voluntarism and
decentralization of wage bargaining structures. The low degree of central-
ization of British wage bargaining has been blamed for the collapse of in-
comes policy (Scharpf 1991; Regini 1984). While the British labour market
has been exceptionally deregulated and voluntarist, there are a number
of other European cases where trade unions also have only slight control
over local wage bargaining issues, such as Italy and Ireland or, in some
respects of wage drift, even Sweden and Denmark. The Irish industrial
relations system has many parallel features with the British. However, the
fact that the Irish and Italian governments have turned towards negotia-
tion and the British government towards further deregulation and absten-
tion is due to the country’s political isolation from trade union pressure.
Moreover, a number of other European governments would have liked
to follow the British example of radically cutting their ties with the trade
unions, but found themselves unable to do so0.> Even the Belgian govern-
ment of 1981 realized that major steps on the labour market were neces-
sary if adjustment to the new situation was to occur.

After the change of government in 1979, the British government met
fierce opposition from the trade unions. However, the unions were un-
able to deliver on this opposition in political terms. During the 1980s, the
Conservative Party won elections with little more than 40 per cent of the
votes and was able to achieve a large majority in parliament. The strong
executive position of the government enabled a strong prime minister to
be immune to further requests for social and trade union protection.

In sum, institutional constraints on governments directly influence
their propensity to negotiate wage restraint with trade unions. These
institutional constraints can be identified as the core attributes of ma-
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joritarian versus consensus democracies. A fragmented party system and
multi-party governments are both conducive to open lobbying pressure
by trade unions on the government to take up negotiations. The politi-
cal institutional factors are particularly well suited to explain the shift in
behaviour by the British government after the change of power in 1979.
The majoritarian nature of the British political system allowed the Brit-
ish government to disregard political pressures by trade unions and thus
opened the way to deregulation, which was not possible in consensual
democracies.

The role of partisanship

Besides the institutional constraints that influence the capacity of a gov-
ernment, partisanship has been in the past a major explanatory variable
for economic policy choice.®* In this section, I test the extent to which
— and over which time periods — a relationship exists between patterns of
partisanship and of government intervention.

Partisanship theories of economic policy have frequently assumed that
different political parties will tend to exploit in different ways the trade-
off between unemployment and inflation in the short-term Phillips curve.
The arguments used are ultimately based on the distinctions drawn by
Hibbs on the relationship between voters and parties. Different classes of
voters have different preferences in economic policy, prompting politi-
cal parties that draw their support from these classes to respond to these
preferences (Hibbs 1977). According to Hibbs, left-wing parties draw their
support from working people who benefit from full employment and
therefore favour expansionary policies in order to achieve high employ-
ment levels. Conservative parties, on the other hand, are more concerned
about fighting inflation by focusing on a balanced budget and controlling
the money supply at the expense of full employment.

While the partisanship argument of economic policy by Hibbs provides
an elegant explanation for the 1960s, two major modifications have had
to be made since. Firstly, the breakdown of the long-term Phillips curve
in the 1970s diminished the scope for partisanship in economic policy.
Because an expansionary economic policy as pursued by left-wing gov-
ernments tended to become inflationary, workers would try to catch up
with higher prices and thereby dampen the expansionary effect of the pol-
icy. The effects of an expansionary policy were anticipated by economic
agents and quickly translated into rising prices. Left-wing governments
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could therefore attempt only in the short run to boost economic perfor-
mance by expansion; in the long run, left-wing governments had to coun-
teract the inflationary implications of their policies (Alesina, Roubini et
al. 1997).%*

Secondly, the effectiveness of expansionary economic policy was in-
creasingly seen as being dependent on the organization of the labour mar-
ket and the capacity of trade unions to engage in moderate wage bargain-
ing (Scharpf 1991; Lange and Garrett 1985). Governments can only boost
the economy if expansion is not undermined by inflationary tendencies.
It was therefore argued that the responses made by trade unions were the
precondition for a social democratic economic policy. If trade unions do
not respond to an expansionary policy in a responsible way, even left-
wing governments are eventually forced to return to deflationary poli-
cies rather than commit themselves to further expansionary approaches
(Lange and Garrett 1985; Alvarez et al. 1991).

Therefore, the restrictions that are placed upon political parties when
exercising their preferred economic policy are tight, and institutional pre-
conditions for economic policy are important. However, at the same time,
partisanship continues to matter on a number of policy issues and there is
little reason to assume that the underlying preference order — of left-wing
parties preferring employment over price stability while conservative par-
ties have the reverse order of preferences — is completely obsolete (Wid-
maier 1989: 52; Schmidt 1996). Assuming that partisan preferences for full
employment versus price stability are still salient, the institutional frame-
work in which their economic policy operates makes the effectiveness of
the policy dependent on the responses by wage bargaining actors and other
economic agents. Nevertheless, a left-wing government, which is assumed
to put a higher premium on employment than a right-wing government,
faces stronger pressure to ensure that wage bargaining actors respond to
its economic policy by showing wage restraint. One could therefore as-
sume that, in principle and in any institutional setting, left-wing govern-
ments are more likely to intervene in wage bargaining procedures than
right-wing governments. According to this view, government intervention
becomes the functional equivalent to wage bargaining coordination.

My findings, presented in table 5.5, give some broad support for the par-
tisan thesis. In general, right-wing governments tend to intervene less
in wage bargaining procedures than left-wing governments. This was
particularly evident during the 1970s when incomes policy was seen as
a suitable tool for supporting the Keynesian crisis management in many

144 THE POLITICS OF GOVERNMENT INTERVENTION



Table 5.5 Partisanship of government and government intervention per decade
(observation per cell), 1970-98

1970-79 1980-89 1990-98 1970-98
Cabinet dominated by non-  2.38 2.51 2.38 243
left-wing parties (65) (95) (86) (246)
Cabinet dominated by left-  2.87 2.51 2.95 2.81
wing parties (45) (35) (57) (137)

Cabinet composition based on Schmidt index: Cabinet dominated by right-wing and centre
parties (gov_left<51); cabinet dominated by social democratic and other left parties (gov_
left>50).

Sources: Armingeon, Beyeler et al. (2002); own calculations.

social democratic countries. But government intervention by left-wing
governments was even more pronounced during the 1990s in the run-up
to European Monetary Union. It was only during the transition period of
the 1980s, when tight monetary policy diffused throughout Western Eu-
rope as an anti-inflationary device and concertation on wage formation
had been seriously discredited in economic policy-making that left-wing
governments did not intervene more frequently in wage bargaining than
conservative governments.

Moreover, the data fits in with the ‘congruence’ thesis propounded by
Lange and Garrett (1985) for the period of the 1970s in the sense that there
is an interaction between the degree of corporatism and government pol-
icy towards trade unions. Since the economic policy by the government is
contingent on the reaction by the trade unions, the interaction between
the partisanship of the government and the capacity of trade unions to
restrain wages can be divided into congruent and less congruent regimes.
Lange and Garrett have assumed that an expansionary, employment-fo-
cused economic policy adopted by a left-wing government would be ben-
eficial only under the condition that trade unions were encompassive and
wage bargaining was comprehensive. If we assume that government inter-
vention is an attempt to prompt trade unions to restrain wages where the
conditions are not right for wage bargaining responsiveness, we should
expect this strategy by a left-wing government to be most likely found
in non-corporatist countries, since in corporatist countries centralized
trade unions would find a more consensual way of entering into coordi-
nated wage bargaining.
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Table 5.6 Government intervention by partisanship of government and degree of
corporatism (observation per cell), 1970-99

Corporatist Non-corporatist

70-79 80-89 90-99 7099 70-79 80-89 90-99 70-99

Cabinet 2.70 1.90 3.13 2.67 4.20 3.33 273 3.09
dominated by (40) (20) (31) 91) (5) (15) (26) (46)
the left

Cabinet not 2.90 2.58 1.98 244 1.94 242 2.85 242
dominated by (30) (50) (46) (126)  (35) (45) (40) (120)
the left

Cabinet composition based on Schmidt index: Cabinet dominated by social democratic
and other left parties (gov_left>50). Cabinet not dominated by the left (gov_left<51).
Corporatism by country classification: corporatist countries are Austria, Belgium, Denmark,
Finland, Sweden, Germany and the Netherlands. Non-corporatist countries are Ireland, UK,
Spain, Italy, Portugal and France.

Sources: Armingeon, Beyeler et al. (2002); own calculations.

The findings in table 5.6 present some evidence that right-wing govern-
ments are less affected in their policy choice by the degree of wage bar-
gaining centralization, while governments that are dominated by left-wing
parties change their approach towards trade unions depending on the de-
gree of coordination of wage bargaining. In non-corporatist countries,
governments are particularly active at persuading trade unions to mod-
erate wage claims; in corporatist countries, they can assume more easily
that trade unions will tend to comply with their economic policy.

There is, however, a trend in the data over the decades that mirrors the
changing nature of the interaction between governments and trade unions
particularly well: the strongest incidence of government intervention
took place in the non-corporatist countries during the 1970s, reflecting
the strong wish of left-wing governments to lure trade unions into coop-
eration even in countries that lack the necessary organizational precondi-
tions in the labour market. The examples of the United Kingdom and Italy
have been frequently analysed as unsuitable attempts by governments to
engage with particularistic trade unions in corporatist exchanges (Regini
1984; Pizzorno 1978). The 1970s are therefore the prime example of the
attempt by left-wing governments to find a solution to a ‘non-congruent’
situation by intervening in wage bargaining. However, over time, left-wing
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governments have become increasingly disillusioned with the attempts to
discipline trade unions in non-corporatist settings and government inter-
vention has declined. Conversely, for right-wing governments the trend is
the opposite. While during the 1970s right-wing governments tended to
refrain from political exchanges with trade unions, they tended to inter-
vene increasingly in later years, albeit under the conditions of a non-ac-
commodating economic policy.

In the corporatist countries, some evidence is found for the ‘congruent
argument’ as well, though again this is conditioned by changes over time.
In these countries, right-wing governments intervened more forcefully
than left-wing governments during the 1970s, in particular in Finland, the
Netherlands and Denmark. However, in the 1980s and 1980s, the right-
wing governments in these countries tended not to engage in government
intervention any more. Left-wing governments, on the other hand, were
particularly interventionist in the corporatist countries during the 1990s,
when previous adjustment attempts failed.

Consequently, when the potential for expansionary economic policies
disappeared, the arguments of the ‘congruency assumption’ were re-
versed. In the 1990s, it was more likely for a right-wing than a left-wing
government to intervene in wage formation in a non-corporatist country,
whereas in corporatist countries left-wing governments intervened more
strongly than right-wing governments. The assumption therefore that in
corporatist countries the interaction between left-wing governments and
trade unions is based on a shared strategy of expansion and wage restraint
has clearly eroded. Since expansionary policies are only rarely available
any more, left-wing governments in corporatist settings will intervene in
wage bargaining in order to shift trade unions’ expectations to the new
realism of non-accommodation. To the extent that voluntary wage re-
straint also hits the public sector, left-wing parties in government might
face partisan-based restrictions by their constituencies or parliamentary
supporters. This plays out particularly convincingly in coalition govern-
ments comprising both left- and right-wing political parties, where the
government’s position on wage restraint might be torn between conserva-
tive and left-wing members of the cabinet undermining the government’s
resolve on the issue.

This task might be further complicated by the ambiguity of left-wing
governments. Social democratic parties have remained highly ambigu-
ous about their economic policies and have traditionally tried to shift the
negative impact of tight monetary policies onto expansive fiscal policies
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that relied on public spending and employment schemes, even after pub-
lic finances had deteriorated substantially. For instance, social democratic
governments or governments with a considerable social democratic input
were often unclear about the tightness of their economic policies even
after they had adopted a strict hard currency strategy. The less likely it
seems that the government would actually press ahead with tight mon-
etary and fiscal policies, the more likely it is that trade unions might push
up wages, the threat of unemployment being diminished.

A good example of the lack of government resolve on wage restraint is
the Dutch centre-left coalition of 1981/82. Here, the stronger conservative
party under Prime Minister Van Agt had been preparing significant public
cuts in the budget after receiving strong criticism from the Dutch central
bank on the question of public spending, while the junior social democrat-
ic partner in the government under ex-Prime Minister Den Uyl proposed
a major employment scheme (Wolinetz 1989). When the two conservative
parties in the government (the cpa and vvDp) pushed through the spend-
ing cuts against the will of the social democrats, the latter left the govern-
ment. As soon as the social democrats had left the government, the prime
minister announced the abolition of wage indexation.?s Almost exactly the
same happened in Ireland in January 1987, when Labour left the coalition
government with Fine Gael over spending cuts after experiencing ongoing
disputes with public sector trade unions in preceding years.*

Conservative governments found it easier to display commitment to
such restraint since their constituency would not be affected by wage re-
straint. Moreover, the distant relationship between conservative parties
and trade unions enabled them to adopt a clear policy towards the trade
unions.” Consequently, new tripartite agreements were struck after the
government swung to the right in the Netherlands in 1982 and in Ireland
in 1987, with the incoming governments being determined not to repeat
the stalemates of the previous administrations (Visser and Hemerijck
1997; Hardiman 2002).

In contrast to accounts of political exchanges during the 1970s, gov-
ernment intervention in the 1990s was not based on an understanding
between friendly social democratic parties and trade unions but rather
on a mutually beneficial master plan. Trade unions would restrain wages
if there were signals from governments that excessive wage settlements
would be punished. Social democratic parties in government found it
much harder to suggest and pursue a tight policy. Incomes policy based
on the condition of tight economic policy might therefore be more attrac-
tive for conservative governments than for left-wing governments.
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Conclusion: Negotiated adjustment and the role of political
institutions

In the two realms of academic research on consensus democracies and
neo-corporatism, there has traditionally been a great area of overlap. Po-
litical scientists who have studied political institutions have incorporated
the role of interest associations as one indicator of consensus democra-
cies. Those who have studied neo-corporatism and the interaction be-
tween interest associations and the capacity of the state and governments
have long recognized that there is a close relationship between political
institutions and neo-corporatism. However, the systematic study of the
relationship between neo-corporatism and political institutions has in re-
cent years subsided and the study of new forms of concertation between
governments and the social partners has generally failed to focus on po-
litical institutions.

This chapter has aimed to draw attention to the fact that governments,
when facing difficult economic policy choices, are restrained by the insti-
tutions of their political systems. I have attempted to show that there are
systematic linkages between the type of government and the type of party
system, and that these give incentives to governments to negotiate with so-
cial partners. The underlying argument has focused less on the traditional
observation that in consensus societies the elite is generally socialized to
seek consensus and more on the notion that governments find it difficult to
display their commitment to a tight economic policy to the social partners
if these are deeply intertwined with the political party system.

In addition, the chapter has shown that there is indeed a greater pro-
pensity for left-wing governments to start negotiating with trade unions.
This observation was to be expected, since left-wing parties and Christian
democratic parties generally have the closest links with trade unions. It
has also been possible to show that this behaviour is especially salient
in non-corporatist countries. This observation gives some credit to the
congruency argument put forward by Lange and Garrett (1985): not with
respect to economic performance, but with respect to economic policy
choices open to left-wing governments

Finally, the chapter has pointed out the distinct role of the majoritarian
political institutions in the British case, which enabled governments not
only to keep trade union concerns at arm’s length but also to abstain from
negotiations. Despite the close relationship between the Labour Party and
the Tuc, it is the lack of competition between unions and parties over ac-
cess that insulates the government from further trade union influence.
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6 The Responsiveness of Wage Bargaining Institutions

Wage formation processes are embedded in the institutions that regu-
late the labour market. They are influenced by market developments on
the one hand and mediated by institutional factors on the other. Market
factors put pressure on wage bargainers to take into account the effects
on the economy of changes in wages. External shocks, rising prices and
high levels of unemployment alter the conditions under which wages are
formed. Institutional factors are particularly strong in the labour market
since wages determine the well-being of the majority of citizens. Concerns
about social justice and the distribution of income are thereby integrally
linked to the processes of wage setting. Since collective bargaining is car-
ried out by wage bargaining institutions, the design of these institutions
usually has a strong impact on the conduct of bargaining.

The shift towards restrictive monetary regimes has increased the role
of market pressures in wage bargaining procedures. Previously, an accom-
modating monetary policy and changes in the exchange rate were policy
instruments that buffered the trade-off between higher wages and employ-
ment performance. Incomes policies and wage restraint by trade unions
operating in corporatist wage bargaining institutions were compensated
for by an expansive economic policy. With the loss of these buffers, wage
bargaining institutions had to internalize the effects of wage bargaining
outcomes that had previously been taken care of by the government.

This shift in the external environment of wage bargaining process has
altered the distributional conflict in the labour market. In wage bargain-
ing, trade unions have to weigh up the interest of the membership in pro-
tecting and raising real wages on the one hand and the employment ef-
fects of wage settlements on the other. Members expect their trade union
to raise the real wage, while the market pressure on firms imposes limits
on their ability to pay without suffering losses in employment. This ba-
sic tension applies to any institutional wage bargaining setting. However,
trade unions in coordinated wage bargaining institutions have tended to
dampen real wage demands when facing high unemployment more than
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trade unions in decentralized wage bargaining settings. Trade unions
have thereby sacrificed their potential to raise real wages in exchange for
employment gains. Throughout the 1970s and 1980s, the capacity of wage
bargainers to implement wage moderation in corporatist countries con-
tributed to the relatively superior performance of economies with coor-
dinated wage bargaining institutions compared to those with decentral-
ized wage bargaining institutions. In non-coordinated wage bargaining
institutions, trade unions tended to focus on real pay protection and were
willing to sacrifice employment.

However, under the new competitive conditions of low productivity
increases and tight economic policy, real wages have been constrained
throughout the oecD since the mid-1970s. In all countries, real wage
gains have been diminished and the previously big differences in real pay
developments have converged. Corporatist bargaining institutions have
thus lost their competitive edge vis-d-vis deregulated bargaining systems
(Traxler 2001).

At the same time, in some European countries the established practice
of centralized collective bargaining combined with the political integra-
tion of trade unions has led to expectations and rules in wage bargaining
that have been highly focused on the protection of real wages. In particu-
lar, in those countries where previous periods of incomes policy facili-
tated the institutionalization of rules on wage indexation that fed changes
in prices immediately into the wage formation process, wage bargainers
have found it difficult to adjust downwards the real wage expectation of
trade unions and their members.

In this chapter, I will argue that governments have tried to address in
particular the issue of adjusting wage expectations to new external condi-
tions when intervening in wage bargaining procedures. Intervention by
the government aimed at stopping trade unions’ focus on real wage pro-
tection when the policy of governments generally was to reduce the infla-
tion differentials with Germany. This was particularly the case in those
countries where the labour market was organized by centralized trade
unions and employers’ association but real wage expectations were based
on the previous regime of accommodating monetary policy and fixed
rules on wage indexation. By intervening in the wage bargaining process,
governments tried to influence the real wage expectation of trade unions
and their constituencies with regard to the new economic environment.

This chapter is distinct from the previous two chapters in that the fac-
tors discussed previously — monetary regimes and political institutions
— do not change over time but are fixed factors that determine the room
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for manoeuvre for governments. In contrast, the relationship between
wage bargaining institutions and the behaviour of governments is more
fluid and interactive, and therefore offers greater scope for developing the
understanding of how governments try to influence wage formation. As
such, this chapter and the next, which highlights the interactions between
wage bargaining institutions and government behaviour, are at the core
of the argument of this book. In broad terms, the chapter seeks to use
the established literature on the relationship between wage bargaining
institutions and economic performance as a starting point. It does so by
identifying a key element within this relationship — the responsiveness of
wage bargaining institutions to their economic environment measured by
indicators such as the level of unemployment — that helps explain national
differences more fully. In this analysis, and unlike much of the political
economy literature, the degree of responsiveness is not derived from the
institutional properties of the wage bargaining systems but from perfor-
mance indicators of wage flexibility under a given institutional regime. It
turns out that countries with relatively similar wage bargaining institu-
tions produce different degrees of wage responsiveness.

The innovations in this chapter fall into two areas. First, a statistical
model of the responsiveness of trade unions to external factors in wage set-
tlements adds to our understanding of why, for instance, Austrian unions
respond significantly in such settlements to rising unemployment while
their counterparts in the United Kingdom hardly respond at all. This is pre-
sented in the second section. Subsequently, the analysis of the institutional
basis of wage responsiveness, in the third section, takes a fresh look at fac-
tors that influence this responsiveness by examining three such factors in
addition to the core issue of the degree of wage bargaining coordination. In
examining these factors — dissenting factions, exposure to the market and
the role of wage indexation — special attention is paid to the latter aspect,
as this has traditionally received little attention in the literature. The chap-
ter starts with a brief review of aspects of the literature on the relationship
between wage bargaining institutions and economic performance.

Theoretical assumptions about wage flexibility and the role of
wage bargaining institutions
The neo-corporatist literature on the impact of wage bargaining institu-

tions on the performance of labour markets is extensive and will not be
summarized here.*® In very general terms, the literature makes assump-
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tions about how institutions shape the bargaining behaviour of trade
unions when facing the trade-off situation of choosing between pay and
employment. Depending on the bargaining strategy of the union, wages
are more or less oriented towards promoting employment growth. Instead
of presenting the different facets of the literature, three aspects that are of
importance for the subsequent arguments will be highlighted.

The role of coordination

The coordination capacity of wage bargaining institutions is the primary
factor influencing the responsiveness of wages to changes in the exter-
nal economic environment. Since coordinated wage bargaining institu-
tions internalize the negative externalities of high wage settlements, wage
bargainers react sensitively to the level of unemployment when setting
wages. In order to prevent employment losses, trade unions in coordinat-
ed or centralized bargaining institutions do not exploit their bargaining
potential. In the corporatist countries, real wage moderation facilitated
by centralized wage bargaining institutions has become a substitute for
labour cost flexibility (McMorrow 1996: 12).

Economy-wide coordination mechanisms have been accepted as the
most important factor influencing wage bargaining behaviour.”* As has
been pointed out by David Soskice (1990) and subsequently by Traxler,
Blaschke et al. (2001), the coordination of wage bargaining can take place
even in organizationally decentralized wage bargaining institutions. If de-
centralized wage bargaining is organized around a pattern-setter mecha-
nism or replaced by other mechanisms such as government intervention,
the lack of formal centralization can be compensated for.

If there is no coordination in the wage bargaining behaviour, local wage
bargaining will always reflect the local conditions on the labour market
and will not be sensitive to wider economic constraints. Moreover, lo-
cal bargaining encourages leapfrogging with highly profitable companies
influencing the expectations of workers in other companies. Local trade
unions that are not embedded in a national bargaining system have to
exploit their bargaining power since they do not have any reason to do
otherwise (Soskice 1990; Flanagan 1999).

The centralization argument has always been countered by the bar-
gaining power argument. The crux of the bargaining power argument
concerns the effect of bargaining arrangements on the elasticity of the
demand curve for union labour. Union bargaining power declines when
wage increases threaten significant employment losses for union mem-

154 THE RESPONSIVENESS OF WAGE BARGAINING INSTITUTIONS



bers. Decentralized bargaining structures tend to face highly elastic de-
mand curves, since customers can easily shift their purchases to other
companies if a collective bargaining settlement raises wages at one com-
pany (Flanagan 2003). As a result, in the economic literature, economists
such as Calmfors and Driffil have hypothesized a hump-shaped relation-
ship, where highly centralized and highly decentralized wage bargaining
institutions outperform intermediate levels of centralization (Calmfors
and Driffil 1988).

Distributive conflicts

The potential of distributive conflicts to upset wage bargaining respon-
siveness has been pointed out by Iversen (1999). He argued that real wage
restraint under highly centralized bargaining structures is dependent on
fiscal and monetary accommodation. This claim is based on the observa-
tion that highly centralized bargaining systems are based on a “coalition of
diverse and conflicting interests” (Iversen 1999: 29). The internal dynamic
of such a system depends on the successful reconciliation of these inter-
ests. If the confederal leadership has to work out a distributive compro-
mise between high-wage unions and low-wage unions, this tends to result
in an egalitarian wage policy because the low-wage unions can veto pro-
posals that do not have redistributive effects. In practice, differentiation is
achieved through an increase in the wage drift, which, however, increases
inflationary pressures. Therefore, “the wage-inflationary effects of central-
ization clearly pose a challenge to the neo-corporatist emphasis on the
dampening effects of centralization on wage claims” (Iversen 1999: 30).

In fact, the distributive conflict argument has turned the hump-shaped
argument and, to some extent, the whole coordination argument upside
down. According to Iversen, under a non-accommodating monetary pol-
icy, wage restraint will be highest under intermediate bargaining central-
ization, while high levels of centralization will lead to inflationary distrib-
utive struggles that will be penalized by restrictive monetary policy. On a
more general level it should be pointed out, however, that an accommo-
dating monetary policy can control any inflationary wage drift, whether
it is due to distributive conflicts within centralized wage bargaining in-
stitutions or whether it is due to leapfrogging behaviour. Therefore, the
potentially upsetting behaviour of sectoral pressure groups is not specific
to the highly centralized Swedish model but must generally be integrated
into the analysis of wage bargaining coordination.
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Nominal versus real wage adjustment

Under monetary integration and low inflation rates, nominal wage adjust-
ment has gained in importance, since the adjustment of the real exchange
rate is increasingly dependent on the adjustment of the nominal wage dif-
ferential. However, the connection between labour market institutions
and the responsiveness of wages to changing prices (nominal flexibility)
is much less clear and has been regarded differently by various authors.
Theoretically, a high degree of nominal wage responsiveness is viewed as a
sign of beneficial labour cost flexibility. On the other hand, in the empiri-
cal literature relating to the economics of the stagflation of the 1970s, a low
degree of wage responsiveness to prices is seen to have been beneficial for
avoiding the worst effects of the stagflation period since wages at the time
did not try to catch up with inflation. As Bruno and Sachs (1985) have ar-
gued, as long as trade unions were generally competent in exercising real
wage restraint and as long as rising prices did not immediately translate
into wage increases through a high level of nominal wage responsiveness, a
serious squeeze on profits could be avoided (Bruno and Sachs 1985: 241).

During the 1960s, wage indexation was proposed as an appropriate pay
norm in the us wage bargaining system. Among economists like Milton
Friedman, general systems of wage indexation were assumed to be techni-
cal formulae for reducing industrial strife and improving the responsive-
ness of wages (Braun 1976). Until today, the assessment of wage indexation
in the economic literature has remained ambivalent.”> On the one hand,
indexation rules are seen theoretically as being welfare enhancing since
they automatically adjust expectations in line with changing prices. Wel-
fare gains can be made by reducing the level of uncertainty about future
inflationary pressures. Since changes in wages can automatically adjust
downwards if inflation goes down, indexation mechanisms were initially
seen as an anti-inflationary device. On the other hand, this line of eco-
nomic arguments has never been popular among policy-makers (Fischer
and Summers 1989; Milesi-Ferretti 1994,).

The different approaches towards nominal wage responsiveness derive
primarily from the fact that a theoretical increase in nominal wage re-
sponsiveness is discussed in the context of an economic downswing in
which nominal wages could potentially be decreased if flexibility were
high. Here nominal wages are supposed to respond to deterioration in
economic performance. In practice, however, a high level of nominal wage
flexibility has traditionally meant that wages have adjusted rapidly to a
change in prices that in itself is inflationary and puts pressure on eco-
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nomic performance. During the supply shocks of the 1970s, a low level
of nominal wage responsiveness had positive effects because it helped
reduce real pay, as the example of Sweden shows.

With regard to labour market institutions, nominal wage flexibility has
been linked to institutional features of wage bargaining procedures such as
the duration of collective agreements, the degree of wage indexation and
the synchronization of wage bargaining (Bruno and Sachs 1985: 238; Layard,
Nickell et al. 1991: 429). These institutional features determine how rapidly
unexpected changes in the economic environment can feed through to
nominal wages. If the duration of collective agreements exceeds one year,
nominal wages cannot automatically adjust to changes in prices. On the
other hand, wage indexation clauses introduce automatic adjustment into
nominal wage formation. The synchronization of wage bargaining allows
for a strategic adjustment of wages rather than pattern bargaining.

With regard to the relationship between the degree of wage bargaining
coordination and nominal wage flexibility, the theoretical assumptions are
not clear. Calmfors (2001) argues that wage bargaining coordination po-
tentially has a positive effect on increasing nominal wage flexibility. Higher
levels of wage bargaining coordination automatically increase the synchro-
nization of wage bargaining. Moreover, since wage bargaining coordination
rests on the assumption that trade unions base their decisions on economy-
wide considerations, it is thought they might be willing to exercise nominal
responsiveness in order to allow for the interests of labour market outsid-
ers. On the other hand, there are indicators that wage bargaining coordi-
nation might reduce nominal wage flexibility. According to Alogoskoufis
and Manning (1988) and Layard et al. (1991), wages tend to respond less to
consumer price changes in a more corporatist wage bargaining system. Em-
pirically, Bruno and Sachs do not find a relationship between nominal wage
responsiveness and their measure of corporatism. “Interestingly, these two
dimensions (corporatism and nominal wage responsiveness) are largely
unrelated, so it appears that countries could benefit from one or the other
of the favorable characteristics” (Bruno and Sachs 1985: 241).

Priorities of trade unions between employment and real wage
protection in wage bargaining - an empirical measure
One way of establishing the relationship between the relative priority of

real wage protection and employment is to estimate the impact of the
change in consumer prices and unemployment on changes in nominal
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wages in a simple wage regression. I have done this by using a wage equa-
tion, with the findings presented in tables 6.1 and 6.2 and figure 6.1. The
coefficients of the change in consumer prices and of the level of unem-
ployment serve to indicate the conflicting priorities of trade unions in
wage bargaining. A high and significant coefficient of inflation illustrates
the attempt of the unions to protect real wages; a high and significant co-
efficient of the level of unemployment serves as a measure for the respon-
siveness to unemployment of the change in nominal wages.

The responsiveness of wage bargaining

Table 6.1 shows the coefficients of a simple wage equation that estimates
the effects of the change in consumer prices and the level of unemploy-
ment on the change in the nominal wages of Western European countries
between 1970 and 1999. The time span covers the period of the end of the
so-called golden years up to 1974, the period of stagflation and the shift
towards a tight monetary regime after the early 1980s. It does not allow
for structural breaks.” The aim of the wage equation is not to present a
model with a particularly good fit, but to indicate the different degrees of
nominal responsiveness of wage bargaining in different European coun-
tries to a changing economic environment.™*

As would be expected, in all countries a rise in consumer prices has a
positive effect on wages, whereas a high level of unemployment has a damp-
ening effect on wages. Both coefficients can only be used as rough indica-
tors of the orientation of actors when taking decisions on which bargaining
goals to pursue. In the equations, it is assumed that these orientations are
long term and can be averaged over the lengthy period of 30 years.

Nevertheless, as can be seen in table 6.1, the degree to which trade
unions decide either in favour of real wage protection or in favour of re-
sponding to unemployment levels differs substantially across Western
Europe. Three groups can be distinguished. Firstly, there is a monetarist
corporatist group, where nominal wages are affected by unemployment
levels but not by changes in prices. Here, trade unions prioritize employ-
ment over real pay. Secondly, there is a real-wage corporatist group, where
wages are affected by both. Trade unions are torn between two conflicting
goals and only gradually come to prefer one to the other. Thirdly, we find
a real-wage non-corporatist group, where nominal wages follow the aim
of protecting real wages irrespective of employment effects.

One should note that the coefficients do not indicate how real wages
have developed in these particular countries. Over a 30-year period be-
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Table 6.1 Responsiveness of nominal wages of Western European countries, 1970-99

Inflation Unemployment Productivity AdjR2 Durbin-Watson

Responsive to unemployment

Austria 0.23 (0.23) -2.58%** (0.44) -0.47**(0.20) 0.77 2.10
Germany 0.23 (0.16) -0.88***(0.12)  0.00 (0.06) 0.87 1.00
Non specified

Sweden 0.27 (0.21) -0.55(0.27) -0.71(0.39) 0.62 1.27

Responsive to unemployment, but real wage protection

Italy 0.82*** (0.09) -0.98%** (0.22)  0.21(0.25) 0.93 1.82
France 0.81*** (0.07) -0.73***(0.10)  -0.53**(0.23) 0.97 1.97
Belgium 0.89%*** (0.09) -0.63***(0.10)  0.51**(0.20) 0.91 1.07
Netherlands  1.05*** (0.15) -0.51***(0.13)  0.47 (0.26) 0.86 1.18
Denmark 0.88*** (0.08) -0.39%**(0.11)  -0.03 (0.04) 0.84 1.55
Spain 0.72***(0.12) -0.46***(0.12)  0.48(0.29) 0.96 1.51
Finland 0.93*** (0.17) -0.37%*(0.15) 0.16 (0.27) 0.81 0.93
Ireland 0.86*** (0.09) -0.33**(0.14) 0.25(0.24) 0.86 1.67
Real wage protection only

Portugal 0.86*** (0.13) -1.09(0.77) -0.18 (0.34) 0.69 1.27
United 0.93*** (0.11) -0.17 (0.20) 0.02 (0.31) 0.83 2.06

Kingdom

Note: Non-standardized Coefficients, ** p <0.05, ***p<0.001. Dependent Variable: change in
nominal wages in per cent. Germany 1992 was excluded due to the high unification wage
settlements.

* The Durbin-Watson test indicates that substantial autocorrelation of the residuals in the
cases of Belgium, the Netherlands, Sweden and Portugal cannot be ruled out. In the cases of
Germany and Finland there is evidence for autocorrelation. Coefficients were nevertheless
interpreted since further specification of the models as shown in the appendix could
justify this. However, the coefficients should be interpreted as loose indicators for general
tendencies.

Independent Variables: change in consumer prices, level of unemployment, productivity
(see Appendix).
Portugal since 1975, Spain since 1977 and Germany: 1992 excluded.

Source: see Appendix.
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tween 1970 and 1999, the average increase in real wages in the United
Kingdom was exactly the same as in Germany (2.2 per cent per annum)
with Austrian real wages rising slightly faster (2.4 per cent per annum).
The coefficients indicate to what extent a change in consumer prices can
predict the nominal wage change in a particular country, not to what ex-
tent wage bargaining outcomes will raise the real wage.

Between 1970 and 1999, only Austria and Germany belong to the group
of countries where wages reacted strongly to the requirements of a tight
economic policy. The degree of responsiveness of wages to unemploy-
ment levels was high and the high levels of unemployment created con-
stant pressure for wage restraint. Austrian trade unions behaved in a more
restrictive way towards unemployment levels than German unions did.
This partly reflects the comparatively lower unemployment levels in Aus-
tria. In fact, wage developments in Austria followed the German pattern
of restrictive wage settlements despite the more favourable labour mar-
ket situation. The coefficients are consistent with the interpretation that
Germany was the first country that pursued a restrictive monetary policy
from a credible and independent central bank that was immediately ac-
cepted by German trade unions (Scharpf 1991).

The second group comprises countries in which wage bargaining out-
comes tend to react to both real wage protection and to unemployment
levels. The group of ambivalent countries consists of most of the Western
European countries. It is noticeable that all countries in this group have
committed themselves to European monetary integration and thus to
the German monetarist role model, although at different points in time.
Within this group the tension between the real wage protection interest
and the employment interest is greatest. Unfortunately, there are serious
problems of autocorrelation in a number of countries, as the Durbin-Wat-
son statistics highlight.

Thirdly, a real-wage non-corporatist type can be identified where
nominal wage changes are highly influenced by the changes in price lev-
els, but not the level of unemployment. This group comprises the Unit-
ed Kingdom and Portugal. The low degree of responsiveness of British
wage bargainers to the changing employment levels is a classic example
of the corporatist assumption of the effects of low wage coordination.
Throughout the 1980s, the wage bargaining of British trade unions did
not react to the steep increases in unemployment. Real wage growth in
the United Kingdom was the highest of all European countries. In Por-
tugal, a coordinated approach towards wage bargaining only developed
from 1991 onwards.
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Finally, in Sweden, nominal wages can be seen not to respond either
to changes in consumer prices or to the levels of unemployment. The
non-responsiveness of nominal wages in Sweden reflects the extent to
which the unions focused on the Swedish model of extensive real wage
restraint and the active labour market policy. The Rhen Meidner Model
was a political model that operated irrespective of market pressures.
However, it also shows how exceptional the Swedish wage bargaining
practices were compared to the rest of Europe. This fact is also borne
out by the responsiveness of real wages as shown in table 6.2. Here,
Sweden, Germany and Austria are the countries where real wages are
strongly negatively affected by an increase in consumer prices. In these
countries, inflationary pressure signals to wage bargaining actors that
they should prioritize real wage restraint in order maintain competitive-
ness. At the other end of the spectrum, real wage developments in the
United Kingdom are influenced neither by inflationary nor by unem-
ployment effects. Between the two extremes, we again find the majority
of European countries, with mixed reactions. Inflationary pressure has
had a negative impact on real wage growth in France and Spain, but not
in the other European states.

From the perspective of adjusting wage expectations to the new eco-
nomic environment, Austria and Germany are the countries where low
nominal wage responsiveness created the least problems for a restrictive
monetary policy. Sweden can be singled out for being capable of adjusting
real wage expectations. Austria and Germany in principle outperformed
Sweden, since nominal wages responded to unemployment levels as well.
This result is in accordance with the assessment of the stagflation experi-
ence by Bruno and Sachs. They concluded: “High corporatism and low
nominal wage responsiveness helped countries to avoid a serious profit
squeeze and the worst of the stagflation of the last decade... Austria, Ger-
many, Norway, Sweden and Switzerland come closest to having both sets
of favourable institutions, while the Commonwealth countries Austra-
lia, New Zealand, and the United Kingdom have had the least favourable
structures” (Bruno and Sachs 1985: 241).

Government intervention and the responsiveness of wage bargaining
institutions

The responsiveness of wage bargaining institutions in the period between
1970 and 1999 can be related to the degree of government intervention
during the 1980s and 1990s. In the following graph the coefficient of the
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Table 6.2 Responsiveness of real wages of Western European countries, 1970-99

Inflation Unemployment Productivity AdjR2 Durbin-Watson

Responsive to inflationary pressure

Austria -0.77*%* (0.23) -2.58***%(0.44) -0.47**(0.20) 0.55  2.10
Germany -0.77*** (0.16) -0.88***(0.12)  0.00 (0.06) 066  1.00
Sweden -0.73***(0.21) -0.55(0.27) -0.71(0.39) 026 1.27
Spain -0.28**(0.12) -0.46***(0.12)  0.48 (0.29) 039 1.51
France -0.19*** (0.07) -0.73***(0.10) -0.53**(0.23) 0.74 197
Responsive to unemployment

Italy -0.18 (0.09) -0.98***(0.22)  0.21(0.25) 046  1.82
Belgium -0.11(0.09) -0.63***(0.10)  0.51** (0.20) 074  1.07
Netherlands  0.05 (0.15) -0.51***(0.13)  0.47 (0.26) 052 1.18
Denmark -0.12 (0.08) -0.39***(0.11)  -0.03 (0.04) 035 1.55
Finland -0.07 (0.17) -0.37**(0.15)  0.16 (0.27) 0.18 093
Ireland -0.15 (0.09) -0.33**(0.14)  0.25(0.24) 0.14  1.67
Non-responsive

Portugal -0.14 (0.13) -1.09 (0.77) -0.18 (0.34) 0.15 127
United -0.07 (0.11) -0.17 (0.20) 0.02(0.31) 0.09  2.06
Kingdom

Note: Non-standardized Coefficients, ** p <0.05, ***p<0.001. Dependent Variable: change

in nominal wages in per cent. * The Durbin-Watson test indicates that as in table 6.1 serial
correlation of the residuals cannot be ruled out in the cases of Germany, Sweden, Belgium,
the Netherlands, Finland and Portugal.

Portugal since 1975, Spain since 1977 and Germany: 1992 excluded.

Independent Variables: change in consumer prices, level of unemployment, productivity (see
Appendix).

Source: see Appendix.

change of consumer prices on the change in nominal wages will be used
as a proxy variable for the responsiveness of national wage bargaining in-
stitutions to economic conditions. Changing consumer prices push trade
unions to increase nominal wages in order to prevent real wage losses. A
small effect of inflation on nominal wage development therefore indicates
high degrees of responsiveness and a strong effect indicates low degrees
of responsiveness. Correlating the proxy variable for responsiveness with
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Figure 6.1 Responsiveness and government intervention
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Source: Table 6.1 for effect of changes in consumer prices on nominal wages.

the degree of government intervention yields a correlation of 0.52 (Pear-
son correlation, non-significant). As can be seen in the graph, most coun-
tries cluster into an area where the effect of changes in consumer prices
on nominal wages and government intervention are both relatively high,
with the exception of Germany, Austria and the UK.

The countries that drive the correlation are Austria and Germany,
where nominal wage increases did not react to increases in consumer
prices, but primarily to an increase in unemployment (table 6.1), while
at the same time state intervention is low. Sweden achieves a similar re-
sult for nominal wages, but shows higher degrees of government involve-
ment. The correlation is weakened by the case of the United Kingdom.
Given the low responsiveness of wage bargaining institutions, the ex-
pected degree of government intervention should be higher. If the United
Kingdom is excluded, the correlation increases to 0.72 (Pearson correla-
tion, significant).

PRIORITIES OF TRADE UNIONS 163



The institutional basis of wage responsiveness

The trade-off between real pay protection and employment, as reflected
in the notion of responsiveness presented and analysed in the previous
section, is mediated by wage bargaining institutions. The framework of
wage bargaining institutions influences the perceptions of wage bargain-
ing participants about what bargaining goal to prioritize. In this section,
I will explore the institutional and organizational factors that influence
the decision-making process, particularly that of trade unions. I will in-
troduce the degree of wage bargaining coordination as a precondition for
any form of responsiveness of wage bargaining behaviour. At the same
time, I will argue that the benefits of coordination have been influenced
by other intervening variables, in particular by the role of dissenting fac-
tions within trade unions, by pay indexation mechanisms and by the role
of the exposed sector in wage bargaining. Dissenting factions within trade
unions and pay indexation schemes have inhibited wage bargaining actors
from responding to external constraints by focusing their expectations on
real pay protection. The strong role played by the exposed sector, on the
other hand, has facilitated responsiveness.'*

Wage bargaining coordination as precondition for responsiveness

In Western Europe, coordination of wage bargaining has been strong and
widespread. Among the countries in this book, only the United Kingdom
has no degree of coordination in wage bargaining at all (table 6.3). There
was some coordinated voluntary wage restraint by British trade unions
with the Social Contract of the 1970s and, as will be shown in Chapter 7,
British trade unions at that time were able to restrain wages considerably.
In all other countries, however, wage bargaining is generally coordinated.
The types of coordination can be distinguished into those that rest on
powerful wage bargaining institutions — either on the employers’ or the
trade unions’ side — and others based on different arrangements. Coordi-
nation by powerful social partners is a particularly strong form of coordi-
nation since it assumes that the social partners can implement the wage
settlements they coordinate with each other. Strong coordination can be
found in Austria, Belgium, Denmark, Finland, Germany, Sweden and the
Netherlands. Among these countries, coordination is strongest in Aus-
tria, Sweden and Germany because of their centralized trade union or-
ganizations. In the other countries, conflicts and fragmentation between
the trade unions are more common. In the six remaining countries, the
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Table 6.3 Wage bargaining coordination in Western Europe, 1970-99

Type of coordination

Strong coordination

Austria Coordination through pattern setting

Belgium Coordination through National Labour Council

Denmark Coordination through centralized trade unions, some internal sectoral conflicts
Finland Coordination through national wage agreements

Germany Coordination through comprehensive sectoral bargaining

Netherlands  Coordination through Labour Foundation and Economic Council

Sweden National coordination through centralized trade unions and employers

Weak coordination

Ireland Coordination through national wage agreements, little sectoral coordination
France Coordination through government in public sector and nationalized industries
Italy Informal coordination between major employers and within trade unions
Portugal National agreements, no coordination

Spain Weak sectoral coordination

No coordination

UK

Sources: Ferner and Hyman (1998a); EIRO-online various reports; Traxler, Blaschke et al. (2001);
various sources.

forms of coordination rest either on agreements between large companies
(Italy), on weakly developed sectoral negotiations (Spain) or on the pay
coordination in the public sector (Portugal and France). Among the latter
four countries, coordination is strongest in Italy, because of the strength
of the unions, and weakest in Portugal, because of the absence of any wage
bargaining pattern.

The degree of coordination explains to some extent the degree of re-
sponsiveness of wage bargaining outcomes. The complete lack of coordi-
nation in the United Kingdom under the condition of a hostile political
environment can be seen as the main explanatory factor for the failure of
British bargaining to respond to the changing environment. The degree of
coordination does not explain, however, why even in the small corporat-
ist states of Belgium, the Netherlands and Denmark responsiveness was
comparatively low during the 1980s and 1990s, and government interven-
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tion was comparatively high. If the corporatist interaction in small states
as described by Peter Katzenstein (1985) was particularly geared up for
adjusting wage behaviour to external constraints, why did the majority
of small corporatist states encounter intense conflicts between govern-
ments and trade unions over the adjustment procedure during the 1970s
and 1980s? Why did coordinated wage bargaining institutions fail to in-
ternalize the new economic constraints? At the same time, why were, in
the non-corporatist countries, new coordination mechanisms and institu-
tions in pay bargaining developed in order to overcome existing frictions
and a lack of pay adjustment?

Dissenting factions

Dissenting factions within the trade unions can upset the coordination of
wage bargaining by voicing opposition to general wage agreements. Dis-
senting factions can either be organized along the lines of political or reli-
gious cleavages or arise as a sectoral or professional group within a trade
union organization. Competition between major trade union organiza-
tions that negotiate alongside each other for the same groups of workers
in the same industries can drive wage expectations up. Similarly, within a
seemingly centralized organization, profession- or workplace-based bar-
gaining structures can give incentives for leapfrogging behaviour when
groups within trade unions compete against each other.”* As the exam-
ples of Sweden and Denmark show, even highly centralized organizations
cannot always ensure that dissenting factions can be disciplined and inte-
grated into coordinated wage bargaining procedures. Opposition can be
based on the potential bargaining power of the dissenting group exceed-
ing the general settlement, or it can be based on the political competition
that gives rise to ideologically grounded opposition to general rules. De-
pending on the organizational and interorganizational structures of trade
unions, the role of dissenting factions can be minimized or pronounced.
As can be seen in table 6.4, it is only in Austria and Germany that
there is no tradition of dissenting factions in collective bargaining. In
Austria and Germany, comprehensive trade union organizations have an
overarching monopoly position over collective bargaining with no inter-
nal group being able to voice dissenting views. In Austria, the compre-
hensive nature of the Austrian Trade Union Confederation is complete.
Political factions are organized within the 6GB but are not relevant to
wage bargaining behaviour. In Germany, a weak competitive white-collar
organization existed until 2000, but this was unable to dominate collec-
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tive bargaining. Within the industry-based trade union organizations, no
sector- or industry-specific pressure group has managed to organize ef-
fective opposition to general wage norms. Moreover, extensive legal regu-
lation prevents competing groups from intervening in wage bargaining.
In all other countries, there have been dissenting factions intervening
in wage bargaining procedures at least on a temporary basis. Fractional-
ization within centralized trade unions has become stronger in Denmark
and Sweden, where an internal split has developed within the Lo between
the manufacturing and the public sectors. In Denmark, trade union or-
ganization has traditionally been more craft-based and therefore more

Table 6.4 Dissenting factions within trade unions

No dissenting factions

Austria and Germany Comprehensive integration of political and sectoral interests in
sectoral organizations

Sectoral competition

Denmark and Sweden Sectoral competition between manufacturing and public
sector

Politically and church-based competition

Netherlands Weak competition between Catholic, liberal and social
democratic trade unions

Belgium Strong political competition between socialist, liberal and
Christian trade unions

Italy Political competition between socialist and communist trade
union with spells of cooperation

Finland Some political competition between social democratic and

communist trade unions
Portugal, France and Spain Strong political competition between socialist and communist
trade unions

Professionally based competition

Ireland Weak competition between locally organized trade union
branches

UK Strong competition between locally organized trade union
branches

Sources: various sources.
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fragmented. In both cases, the notion of a wage levelling policy combined
with a strong increase in public sector employment has contributed to the
emergence of a political rift between the two groups. Wage drift mecha-
nisms that in themselves became inflationary were the safety valve that
has let out the pressure from interorganizational conflict by restoring
wage differentials.

In Belgium and the Netherlands, the organizational cleavages that oc-
curred in the past between liberal, Christian and social democratic trade
unions had less of a direct impact on the conduct of collective bargain-
ing. However, as has been pointed out in Chapter 5, since in both coun-
tries the role of the government had traditionally been strong in wage
formation, the affiliation of these religiously and politically rooted trade
unions with political parties influenced the wage bargaining behaviour of
the unions vis-a-vis the government. This was particularly the case when
the government was dominated by a party to which the strongest trade
union was affiliated. Examples of this were the period of social demo-
cratic rule in the Netherlands during the 1970s. In Belgium, the main
trade union confederations (csc and FTGB) were affiliated to the main
governing parties for most of the post-war period. In Finland, the split of
the social democratic party in 1956 into a social democratic and commu-
nist faction had serious knock-on effects for sectoral groups within the
trade unions, which started to act more militantly with the support of the
communist party.

In weakly coordinated wage bargaining systems, the role of dissenting
factions has further inhibited the institutionalization of wage bargaining.
In France, Italy, Portugal and Spain, strong political cleavages exist be-
tween social democratic and communist trade unions. In all the countries
with a strong communist-party-based trade union organization, wage
bargaining coordination has been traditionally weak or even largely ab-
sent. In Ireland and the UKk, the pluralist nature of trade union organiza-
tions embodies the notion of different factions that legitimately pursue
group-based interests.

Dissenting factions are particularly effective in wage bargaining sys-
tems that are otherwise highly institutionalized. Since wage bargaining
institutions are aimed at finding a comprehensive wage solution for the
economy as a whole, dissenting groups can strongly affect the process
of compromising on a shared wage norm. This process is particularly
pronounced in Belgium, since it combines a strong role for the state, an
affiliation of political trade unions to the government party and politi-
cal competition between the unions based on workplace elections that
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determine their relative strength within tripartite committees. This has
caused trem