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A NOTE ON TERMINOLOGY

he terms inflation and deflation will be used in their technical meaning of a

continuous rise or fall in the price level. This is in contrast to the interwar
use of the term inflation when it frequently meant an expansion of the money
supply, and a common present use of the word deflation as denoting restrictive
demand management policies. Reflation denotes the recovery of the price level
from a preceding deflation. Inflationary and deflationary policies accordingly are
policies that lead to a continuous rise or fall of the price level, while reflationary
policies are aimed at a once-and-for-all increase in the price level. Disinflationary
policies, in contrast to deflationary policies, are aimed at reducing the rate of
inflation rather than depressing the overall price level. The terms restrictive and
expansionary will be used for policies aiming to reduce or increase overall de-
mand, irrespective of their effect on the price level. A currency will be called
convertible if it can be freely exchanged against other currencies. Also this is in
contrast to the usage of the interwar period, when convertibility frequently
meant that the currency in question maintained a fixed parity with respect to
gold. In accordance with standard usage in economics, policies are said to have
nominal effects if they lead to a change in the absolute price level and real
effects if they alter relative prices, growth employment, overall demand, and so
on. This is not to suggest that real effects are what matters whereas nominal
effects are merely epiphenomenal. In effect, the argument presented here rests
on something akin to the contrary. In the case of the two Scandinavian countries,
non—social democratic governments are referred to as bourgeois governments.
This is in accordance with the common usage in Notrway and Sweden, and it is
not meant to suggest that these governments somehow are the political wing of
the “bourgeoisie.” The word /iberal is used in the European sense of a political
movement, which advocates minimal interference with free markets. Finally,
one billion equals one thousand millions.
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SOCIAL DEMOCRACY IN THE
MACROECONOMY

he social democratic vision of society envisaged a world in which human

beings control their circumstances rather than being controlled by them.
One essential characteristic of such a society would be that it guaranteed its
members a decent livelihood. Rather than large sections of the population being
condemned to inactivity by recurring economic crisis, all those able to take up
employment should have the possibility of doing so. Those who temporarily or
permanently lack the ability to provide for themselves should be able to count
on the solidarity of society to provide them with the means for a decent
livelihood. The inability to work should not be a condemnation to live a
marginalized existence. Sickness should not be an economic catastrophe and the
health care received should be determined by need rathet than by ability to pay.
Likewise, education should be provided according to ability rather than accord-
ing to social status or wealth. In addition, such a society should be democratic.
A society that achieved freedom from economic want by subjecting its members
to the whims of an overpowering state would defeat its own purpose. In short,
the social democratic program aimed to reform the market economy so as to
combine political and economic liberty.

During the first couple of decades after its birth in the second half of the
nineteenth century, the social democratic struggle focused primarily on achiev-
ing political liberties. Not only was political democracy a goal in itself, it also
seemed a necessary and sufficient condition for realizing the economic goals of
the labor movement. In a society in which a narrow elite reserved for itself the
right to appoint the political leadership, the state would inevitably consider it
its task to defend the economic privileges of the few rather than to promote the
well-being of the many. After the struggle for democracy was crowned with
success shortly after the end of World War I, social democtats had little doubt
that their economic program would soon be realized too. Looking back at more
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2 MONEY, MARKETS, AND THE STATE

than eighty years of social democratic policies in democratic societies, however,
one must conclude that, rather than creating the conditions under which hu-
mans can control their own economic fate the social democratic program itself
has been subjected to the whims of economic conditions.

At times, it appeared that the social democratic program was the only
viable program for the management of the economy in a democratic polity.
The economic malaise of the interwar period also convinced center-right politi-
cal parties that interventionist policies were required to achieve acceptable
economic outcomes and that cutting wages, taxes, and welfare benefits was not
a promising avenue to economic prosperity. In the decades following the Great
Depression, social democrats thus saw much of their policy program realized,
even in those countries where they did not manage to obtain a dominant
position in government. Yet, this “golden age” of social democracy was brack-
eted by two periods in which even social democrats found it hard to deny the
liberal critique that generous welfare arrangements, a strong union movement,
and extensive political management of the economy undermined the well-
springs of economic prosperity. During the 1920s and again since the mid-
seventies, Western European social democrats proved unable to provide an
economic policy program that could effectively address stagnation, unemploy-
ment, and inequality. Rather than providing an effective remedy against mass
unemployment, social democratic policies seemed to make matters worse. Im-
proving the income of labor and extending welfare state arrangements appeared
to threaten the prosperity of the business sector on which the well-being of
labor ultimately depended.

This study provides an explanation of the historical vagaries of the social
democratic program. It focuses on the economic policies of social democratic
governments in five countries. Sweden and Norway boast the strongest social
democratic parties in the Western world. Ever since they came to power in the
midst of the Great Depression, they have been the dominant political forces in
their countries. The Swedish social democratic party (SAP, Sveriges Socialde-
mokratiska Arbetareparti) governed uninterruptedly from 1932 to 1976, and
with a three-year interruption in the early nineties, has been in power again
since 1982. Interrupted only by the German occupation, the Norwegian social
democrats (DNA, Det Norske Arbeiderparti) governed from 1935 until 1963.
In the thirty-five years since, they have been in office for roughly twenty-three
years. German and Dutch social democrats, in contrast, have found themselves
in a rather weak position. While the German Social Democratic Party (SPD,
Sozialdemokratische Partei Deutschlands) became the strongest political force
after the collapse of the German Empire, its fortunes turned with the onset of
recession in the early twenties. Except for a two-year period in the late twenties,
it was out of office from 1924 to 1966. It suffered a similar fate in the recession
of the early eighties, when it was forced to leave office after its liberal coalition
partner deserted in 1982. It has only been able to return to office in 1998. The
Dutch social democrats traditionally required the consent of the Christian dem-
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ocrats to enter government and had to remain on the opposition benche§ .until
1939. They became a regular coalition partner after the war, but their ability to
pursue their preferred policies always remained sharpl&‘ constrained by tl.le
pivotal position of the Christian democrats. As economic pressures mounted in
the mid-seventies, they had to leave office and were unable to return until 1989.
However, as before, since 1989 it, too, has governed on the basis of a coalition
in which it confronted parties of equal or greater strength. The British Labour
Party occupies a middle position. Due to the absence of coalition governments,
it can wield considerable power when in office, yet it managed to govern on a
regular basis only during the decades of prosperity after 1945. Apart from two
short-lived governments, it was out of office in the interwar period. Mainly due
to its inability to handle the economic crisis, it was voted out of office in 1979
and did not manage to return until 1997.

The main argument of this study is that rather than being determined by
the political strength of social democratic parties, the success or failute of the
social democratic program depends crucially on the institutional and political
ability to combine growth with a fair degree of price stability. The economic
growth required to achieve the goals of full employment and a well-develope.d
welfare state can only be brought about by an expansionary macroeconomic
regime. Macroeconomic policies, however, can concentrate on growth only if
labor market institutions can assume a major part of the responsibility for
keeping inflation down.

THREE REGIME CHANGES

Three fundamental turning points in the fate of the social democratic policy
program in Western Europe can be distinguished since 1918. In the tense
political and economic situation following the end of the war, full employment
and growth enjoyed top priority. While many wartime regulations were quickly
abolished, frequently at the behest of labor, monetary policies remained expan-
sionary so as to promote growth. Within five years after the armistice, however,
all governments had come to see the attempt to foster growth and employment
by means of discretionary macroeconomic management as a mistake. Full em-
ployment was accompanied by rampant inflation, which was perceived to be the
result of ill-guided attempts to mitigate domestic distributional conflicts by
means of fiscal expansion and the printing press. Accordingly, the resurrection
of the fixed exchange rate regime of the gold standard was to provide a “knave-
proof” protection against politically caused economic instability, limiting as
much as possible the access of domestic political actors to monetary policy
decisions. The deflationary policies required to return to the gold standard at
the prewar parity initiated a long period of mass unemployment. But, since the
experience of high inflation had allegedly shown that macroeconomic policies
could not durably alter output, responsibility for growth and employment
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apparently could not be placed with the state but instead had to rest with civil
society. Especially with respect to demands for employment policies, govern-
ments stressed that the unobstructed operation of the labor market was the most
promising road to full employment. In this zero-sum situation the accommo-
dation between capital and labor that had started during the war could not
proceed.

Although, with the exception of Sweden, non—social democratic govern-
ments initiated the return to the gold standard, social democrats saw no alter-
native. As a result, they found themselves confronting the dilemma of having
to agree that the major impulse to growth and employment had to come from
domestic cost reduction, while at the same time being unable to politically
accept the consequences in terms of social security and wages. Unable to identify
a viable policy alternative, many social democrats relapsed into a sort of Marxist
fatalism, which postponed all practical policies for the improvement of the lot
of the working class to that mythical time when the socialist revolution would
arrive.

The liberal policy regime ended abruptly in the Great Depression of the
1930s. The liberal belief in the self-regulating matket now came to be widely
considered erroneous, and not only by social democtats. The price governments
apparently had to pay for their abstention from discretionary policies was the
worst economic recession in recorded history and a threat to the legitimacy of
liberal democracy. Governments now resorted to widespread regulation of prices
and quantities in order to halt what was diagnosed as a process of ruinous
competition in unregulated markets. In a full U-turn, independent central
banks, which in the preceding decade were heralded as the strong institutions
that would restore monetary discipline, came to be seen during the depression
as one of the major villains in the piece, who had sacrificed the interests of
society in favor of the interests of hawute finance. Moreover, Keynes’s contention
that contracyclical fiscal policies rather than unobstructed wage adjustment were
required in order to maintain full employment became a generally accepted
dogma for most governments after World War I1.

Politically the Great Depression ushered in the golden age of social democ-
racy. The social democratic critique that the liberal management of the economy
at best benefited a narrow elite while subjecting the economy to instability and
crises now seemed incontrovertible. Social democracy’s political opponents on
the center and right of the political spectrum also had to recognize the bank-
ruptcy of laissez-faire and accordingly found themselves on the ideological
defensive. Moreover, at the moment when market regulation was deemed nec-
essaty to prevent ruinous competition, and growth and employment were to be
achieved by macroeconomic stimulation, welfare arrangements and organized
economic interests no longer appeared as impediments to prosperity but rather
could be interpreted as valuable stabilizing elements in an inherently unstable
market economy. Accordingly, the polarization between capital and labor grad-
ually gave way to accommodation.
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It was not until the early seventies that this policy consensus was funda-
mentally challenged. Confronted with escalating inflation, the reemergence of
mass unemployment, unstable exchange rates, burdensome social welfare sys-
cems, and rising budget deficits, governments throughout Western Europe
found it necessary to reconsider the policy convictions inherited from t‘he Great
Depression. Government intervention now came to be seen as the main source
of, rather than the cure for, economic instability. British Labour prime minister
James Callaghan’s (1987: 426) famous recantation of macroeconomic interven-
tionism at the 1976 Labour Party annual congress would gradually come to be
shared by most parties on the Continent: “We used to think that you could
spend your way out of a recession, and increase employment by cutting taxes
and boosting government expenditure. I tell you in all candour that that option
no longer exists, and that in so far as it ever did exist, it only worked on each
occasion since the war by injecting a bigger dose of inflation into the economy,
followed by a higher level of unemployment as a next step.” Not unlike the
twenties, maintaining price stability now again came to be considered the only
legitimate task for macroeconomic policies. Growth and employment again tbus
began to be considered microeconomic matters, which inevitably cast extensive
welfare arrangements and high wages in the role of main culprits for stagnation
and crisis.

Politically the advent of a disinflationary regime in the seventies and eight-
ies marked the decline of social democratic ideological hegemony. In the period
following the first oil price shock, Western European social democratic govern-
ments either changed from the government bench to that of the opposition or,
when remaining in office, abandoned their commitment to full employment and
pursued economic policies that implicitly admitted the correctness of much of
the liberal critique. As social democrats could not identify an alternative to the
new macroeconomic policy interpretation in what was diagnosed as an increas-
ingly global economy, they came to agree that competitiveness held the key to
economic prosperity. And since any reference to socialism had become utterly
unattractive after the Soviet experience, they were left to present themselves as
the party that could implement the neoliberal program in a more efficient or
more humane way.

Like the interwar gold standard regime, the disinflationary regime of the
eighties and nineties was very effective in combating inflation but did nothing
to solve the problems of stagnation and mass unemployment. As the memory of
inflation waned, so did the popularity of neoliberal policies. With unemploy-
ment the dominant problem, it seemed to many voters that social democrats
again had a more promising recipe for managing the economy, especially since
most parties had decisively broken with the policies that had caused the eco-
nomic dislocations of the seventies. Starting around the midnineties, European
social democrats scored a string of impressive election victories. Whether the
new political dominance of social democracy will bring about a regime change
in macroeconomic policy making remains to be seen, however.
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PRECONDITIONS FOR THE SOCIAL DEMOCRATIC
PROGRAM

In sociological terms, social democracy traditionally has considered itself the
political representation of the working class. Its historical roots lie in the firm-
level struggle between workers and owners in an industrial economy. In the
labor movements’ own understanding of its internal division of labor, trade
unions are to represent workers’ interests in the bargaining process, while social
democratic parties represent their political interests on the level of the state. A
potential tension exists, however, between the firm-level conflict of interests
between workers and employers and the macrolevel desirability of a market
economy. The electoral logic of a political movement, which derives much of
its strength from a close association with trade unions, requires that social
democrats cannot be seen as wholeheartedly embracing the interests of the
employers, while its advocation of a market economy requires that it must
promote conditions under which privately owned business can prosper.

This tension implies that social democracy finds it difficult to thrive in a
world where the microlevel pursuit of workers’ interests is considered antitheti-
cal to the prosperity of the market economy. Instead, the success of the social
democratic program rests on an economic policy regime in which macroeco-
nomic management is considered to hold the key to growth and employment.
In technical terms, social democratic policies only come to be seen as constitut-
ing a superior mode of managing the economy when macroeconomic policy
management is informed by the conviction that money is not neutral, that is,
the belief that monetary expansion can have real and not only nominal effects.

The conviction that money is neutral implies that the state, on the macro-
economic level, cannot mitigate the microlevel zero-sum game between business
and labor. Expansionary monetary policies per definition only result in higher
inflation. The same argument, however, also implies that fiscal management
cannot durably alleviate unemployment and stagnation. Without monetary ex-
pansion, fiscal expansion requites that increased budget deficits be financed
either by increasing taxes or by loans. In either case, no aggregate positive effect
can be expected as the funds that the private sector could have employed for
expansion are used by the state, and the additional purchasing power is neutral-
ized by heavier taxation. Financing a deficit by creating money does not help
because it is the equivalent of expansionary monetary policies. Moteover, to the
extent that the desire to prevent inflationaty monetary policies has been insti-
tutionalized by means of a fixed exchange rate arrangement and the acceptance
of unobstructed international financial flows, the possible consequences for the
currency will generally be sufficient to prevent attempts at expansionary fiscal
management.

In regimes like the interwar gold standard or the present neoliberal one in
which macroeconomic policies are primarily assigned the goal of price stability,
the low growth and mass unemployment that tend to be characteristic of such
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periods hence are inevitably att.ributed to microeconomic causes. Extensiv§ sg?ial
welfare systems, the trade unions’ resistance to more labor market ﬁex1b111ty,
cartel agreements, and insufficient innovation come to J;e seen. as the main
impediments to renewed prosperity. In such a constellamqn, social democracy
faces the unpleasant dilemma of either supporting trade unions’ efférts, thereby
risking the loss of electoral support for appearing to lack a po.hcy that can
benefit society as a whole, or concentrating on what are considered sound
economic policies, thereby sacrificing their conviction that the market economy
is not incompatible with the legitimate demands of labor. In practice, such a
situation generally entails that social democrats lose the political initiative as
they move uneasily between the two sides of this dilemma.

To be sure, during periods when the inevitability of a restrictive macroeco-
nomic regime is generally accepted, the political left tries to regain the initiative
by presenting its own version of supply-side theory, which denies Fhat the
microlevel interests of the labor force are antithetical to overall prosperity. The
leftist version, not surprisingly, inverts the neoclassical contention that a weak
labor movement is beneficial for economic performance. Improving productivity
and the attractiveness of the product mix, rather than cost cutting, is presented
as the key to prosperity. Strong trade unions and high real wages, in this Vi?W,
promote overall prosperity because they prevent the employers from (fhoos1ng
the low-cost road to competitiveness, forcing them instead to continuously
innovate and compete on the basis of quality rather than price.' But while this
may seem ideologically attractive, social democracy has historically been unable
to build an attractive alternative program based on microeconomic strategies,
simply because such strategies are economically and organizationally inappropri-
ate.

Just as their liberal (neoclassical) counterpart, social democratic supply-side
policies for improved competitiveness have been unable to provide an effective
answer to the core problem of mass unemployment because they rest on a fallacy
of composition. Competitiveness is a relative term: not every firm or country
can improve its competitiveness simultaneously. Even if a firm manages to
improve competitiveness, either by cost reduction, improved productivity, of a
more attractive product mix, there is no reason to assume that this will lead to
an increase of aggregate employment. Aggregate employment increases only if
production is increased by more than productivity gains. By itself, increased
competitiveness for one firm means loss of market shares for another firm,
whereas increased productivity of the economy means that the same level of
production will require less labor. Instead of solving the problem of unemploy-
ment and stagnation, a policy that relies on microeconomic strategies for em-
ployment under a restrictive macroeconomic regime is likely to contribute to
increased inequality between a highly paid, highly educated sector of the econ-
omy and an increasingly marginalized, underemployed, and undereducated sec-
tor.

To avoid confusion, the point is not that supply-side policies are unneces-
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sary or ineffective, but that it is inadmissible to treat microeconomic policies as
a functional equivalent of macroeconomic policies.? It is indeed hard to see how
a healthy economy can be based on high wages and low productivity. Especially
in an international system in which other countries putsue such policies, neglect
of the supply side will have high costs. The level of productivity traditionally
had to be an important concern for social democracy because it determines firm-
level competitiveness and the feasible real wage.? But there is no reason why a
high-productivity, high-wage economy cannot be at the same tirme a low-
growth, high-unemployment economy, and vice versa.

Social democratic supply-side policies are organizationally inappropriate
because, in the longer run, they tend to undermine the cohesion of organized
labor and hence are unable to prevent the cost-cutting policies to which they
were meant to provide an alterpative. Because they historically have failed to
remedy mass unemployment, they cannot provide an effective response to the
tendency of the workforce in individual firms, or even individual workers to
break away from collective bargaining in order to save their own employment.
As will be shown in Chapter 3, beginning in the late twenties the unions started
to exert massive pressure on social democratic parties to seek macroeconomic
solutions to high unemployment precisely because the existing economic con-
stellation had become an acute threat to their internal cohesion. At present,
even the huge German metalworking union IG Metall, which has long been
considered the star witness for the argument that high wages can benefit
competitiveness by serving as a productivity whip, finds itself increasingly
unable to enforce its collective agreements in the face of massive unemployment.

In contrast, the general acceptance of the postulate that discretionary mon-
etary (macroeconomic) management can durably affect growth and employment,
from roughly the midthirties to the midseventies, removed the contradiction
between the pursuit of firm-level interest and overall prosperity. Cuts in wages
and social security were no longer necessary preconditions for economic prosper-
ity. Rather, stable wages and extensive welfare arrangements could now be
argued to play a fundamental role in maintaining effective demand. Hence
social democrats could abandon the defensive view that high wages and social
security benefits perhaps had some negative economic consequences but were
desirable from a social and moral viewpoint and embrace the politically rather
more effective argument that such arrangements were beneficial to growth and
economic stability. Moreover, the view that markets are crisis prone and that
only interventionist policies can safeguard prosperity allowed social democrats
to reconcile such policies with their traditional ideological conception that a
capitalist system needs to be subjected to social control, while avoiding politi-
cally and economically dangerous experiments with socialization of the means
of production. Hence, it became possible for social democrats to successfully
extend their appeal beyond the narrow base of manual workers. Understandably,
social democrats generally consider the period from the end of the Great De-
pression to the seventies as the golden age. '
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THE POLITICAL CONSEQUENCES OF PRICE
FLEXIBILITY

Explaining the historical pattern of success and. ledlure of the soFial democrat?c
program hence essentially comes d(.)v.vn to explaining the dygarmcs of economic
policy regimes. Why have the political consequences .of majot economic crises
of this century differed so radically? Why did the crises of the early twenties
and the seventies and eighties give rise to a (neo) liberal policy regime while
the depression of the thirties established the ideological hegemony of social
democratic concepts? Why was the solution to petsistent mass unemployment
during the twenties and the seventies and eighties sought in removing obstacles
to the operation of the free market, while mass unemployment during the Great
Depression came to be interpreted as a failure of free markets? .

As most political parties operating under democratic conditions, social
democrats have tended to assume that the success of their program depends on
the amount of power resources — in particular, votes — they can muster relative
to their opponents. Given their roots in the capital-labor conflict, this assump-
tion generally amounts to explaining the success of social democracy in terms
of the relative strength of the working class versus business. Indeed, a substantial
social science literature attempts to understand the development of Western
European social democracy exactly in these terms.*

There is good cross-national evidence that strong social democratic parties
leave a specific imprint on the political management of the economy. In Norway
and Sweden, where social democrats have enjoyed a hegemonic position since
Wortld War II, welfare state arrangements came to be more extensive and more
interventionist than in countries with a weaker social democracy. Likewise,
defending full employment enjoyed higher priority than in the rest of Western
Europe. Yet the conclusion that social democracy was simply politically too
weak to prevent a change to an unfavorable regime in the early twenties and
during the last two decades is obviously inaccurate. Regime changes in most
cases do not coincide with a change in governing patrty. Mote important, both
during the twenties and at present social democrats themselves came to accept
the prevailing mode of macroeconomic management as, if not desirable, at least
inevitable. The crisis of social democratic policies in both historical instances
was not confined to electorally defeated parties but affected all.

Despite its strong position at the end of World War I, the labor movement
was not able to prevent the change from the expansionary policies pursued
immediately after the war to the restrictive policy regime of the gold standard.
Whereas the regime shift of the eatly twenries was completed throughout
Western Europe within a span of five years, it took almost eighteen years, from
the Copernican turn of the German Bundesbank to monetarist policies in 1973
to the advent of mass unemployment in Sweden in 1991, for the interventionist
Keynesian welfare state policies of the post—Great Depression era to be replaced
with a rather more liberal regime. At some point during the eighties, it hence




10 MONEY, MARKETS, AND THE STATE

might have seemed that indeed the crisis of social democracy was confined to
those countries where it was weak.” Yet, by the early nineties the conclusion
could only be that the social democratic policy program was in disarray every-
where. Despite the undeniable, and undeniably important, cross-national differ-
ences in economic management, social democratic policies at several instances
in history seem to have encountered rather definite limits. ]

As the crisis of social democratic policies proved to be of a rather general
nature, political explanations gave way to structural ones.® Social democrats
themselves discovered the argument, familiar from the interwar period, that the
internationalization of the economy, and in particular the openness of financial
markets, frustrated their policies as international investors would rather seek
refuge in countries less friendly to labor. Conservatives and liberals in turn came
to argue again that the program of an extensively regulated economy simply is
economically inappropriate as it gradually destroys those conditions under which
a market economic can function well. Yet, the more often these structuralist
arguments make a historical appearance, the less convincing they become.

Interpational capital mobility, contrary to what is often argued, is not a
phenomenon unique to the present period. The interwar period was equally
characterized by highly open, and at times highly etratic, financial flows. Yer,
financial openness in most cases did not provide an obstacle to a rather funda-
mental reorientation of macroeconomic policies once the fixed exchange rate
constraint of the gold standard was abandoned. Likewise, in the present period,
flexible management of the exchange rate has allowed countries that so desired
to pursue more expansionary policies despite open financial markets.

The main liberal explanation for the failures of the social democratic pro-
gram — namely, that macroeconomic policies only have nominal and not real
effects in the long run and hence should be oriented toward the goal of price
stability instead of full employment in otder to avoid inflationary mayhem — is
even less convincing. If money is indeed neutral (i.e., if inflation is stimulating
in the short run but has no real effects in the long run), price stability should
be a rather irrelevant policy goal. Moreover, the prediction that disinflationary
policies would not affect the real economy in the longer run was generally
disappointed, as both the policies of the early twenties and the midseventies
ushered in a long period of mass unemployment. The longer-run result of the
disinflationary regime initiated in the early twenties was not a return to full
employment but the Great Depression and a shift to more expansionary policies.
Similarly in the present period the long-run result of the disinflationary policies
of the seventies and eighties does not seem to be a return to prosperity but an
increasing doubt concerning their appropriateness.

This study argues that the historical successes and failures of the social
democratic policy program have to be explained in terms of the compatibility
or incompatibility of governments’ macroeconomic policy orientations and the
institutional preconditions required for the successful implementation of those

policies. A policy regime that successfully promotes growth and full employ-
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ment by macroeconomic means has to rely on the ability of labor market
institutions to contain inflation by not employing their market power to the
full. Tight labor markets inevitably imply upward pressure on nominal wages,
and if the central bank is prevented from pursuing conSistently tight policies
for fear of creating unemployment, inflation can only be contained if unions and
employers can be brought to exercise moderation in wage and price setting.
Conversely, a liberal regime characterized by mass unemployment and restrictive
macroeconomic policies requires labor market institutions that can maintain
some degree of nominal wage stability despite an excess supply of labor in order
to prevent the price level from falling.

Contrary to what is implied by most standard economic theories, a failure
of labor market institutions to show moderation in tight labor markets does not
leave the government the choice of either tolerating inflation or increasing
unemployment. Nor is it feasible for governments to ignore deflation in the
longer run in order to pursue restrictive macroeconomic policies. In the neoclas-
sical model world, in which money has no real function, rapid and prolonged
changes in nominal prices may be irrelevant. In the monetary economies of the
real world, prolonged inflation or deflation undermines the conditions under
which a market can function properly.

Major disturbances of price level stability are such a crucial problem because
they tend to become cumulative. Expectations of a falling price level increase
the attractiveness of hoarding money relative to investing in industry. Conse-
quently, investment and growth decline while unemployment increases. Debt
defaults due to the emerging recession further reduce the willingness to finance
investment. Prolonged periods of unemployment tend, moreover, to fragment
the trade unions’ power in wage setting. The resulting drop in the price level
prompts further hoarding and a further increase in unemployment, which in
turn lead to an additional decrease in nominal wages in a downward spiral. The
result is a total cessation of investment and a total collapse of the economy.
Inflation is very much a mirror image of this. Expectations of inflation make it
unattractive to hold money and more attractive to invest and speculate. Higher
investment activity reduces unemployment. As prolonged scarcity of labor frag-
ments the trade unions because employers start bidding up wages in order to
attract workers, the labor market amplifies the inflationary impulse. Yet as
inflation accelerates, short-term speculation rather than longer-term engage-
ments in productive ventures come to appear 4s a more appropriate means to
safeguard or increase the value of monetary assets. The final stage of such a cycle
is a so-called flight out of money — heavy speculation in real estate and other
real assets and a collapse of real investment.

If the interaction of policy choices and financial and labor markets comes to
cumulatively reinforce price level trends, then the state will eventually be left
with no other option than to terminate the old regime. At that point, the
question is no longer whether but when policies will change. Rather than
operating in a neoclassical or Keynesian economy in which intervention can be
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aimed at realizing politically determined goals, governments will first of all
have to ensure the conditions under which a market economy can function
properly.” The progressing loss of control over the economy and the ineffective-
ness of traditional instruments may lead governments to stop inflationary or
deflationary cycles at an early stage. Alternatively, a regime change may have to
await the collapse of the economy. Strong social democratic governments may
exhibit a higher degree of tolerance for inflation than their conservative or
liberal counterparts for fear of creating unemployment. Yet, if it lacks the
institutional means to contain inflation, a patliamentary majority will be of
litele help for social democrats intent on pursuing their traditional program.

It is the politico-economic dynamic of monetary economies that ultimately
determined the political fate of Western European social democracy during the
twentieth century. Analyses of the development of social democracy generally
centered on the concepts of liberal democracy and a capitalist economy, which
automatically directs the attention to issues of political mobilization and the
systemic power of the owners of the means of production. Yet, the major
problems that have confronted social democracy, and which have driven its
political and ideological fate, are rooted in the coordination of a monetary
economy.

The failures of social democracy to realize its program cannot be attributed
to the systemic power of “‘capitalists,” nor are social democracy’s successes the
outcome of a mobilization of power resources, which enabled it to overcome the
opposition of “capital.” The arrangement reached after the Great Depression in
which extensive welfatre benefits and full employment were combined with
private ownership of the means of production was not a temporary compromise
that was to be discarded as soon as social democracy had accumulated enough
power resources to expropriate the bourgeoisie.® Nor can the “failure” of social
democracy to establish a socialist economy be attributed to the electoral logic
that requires social democrats to water down their program in a situation where
the working class comprises less than half of the electorate, or to the electoral
unfeasibility of a program that would lead to superior economic outcomes in
the long run but cause economic dislocations in the short run.?

Being unable both to provide an alternative solution to inflationary pres-
sutes and to politically tolerate the unemployment and wage cuts following
from the gold standard regime, social democrats during the twenties were
structurally unable to govern or advance their goals. And again during the last
two decades of the century, the disintegration of institutional devices designed
to contain inflation and the subsequent shift to a disinflationary policy regime
have marked the loss of ideological and political initiative on the part of social
democracy and the acceptance of a substantial part of the conservative or neoli-
beral policy recommendations. Conversely, as the strategy of tight macroeco-
nomic policies coupled with microeconomic flexibility drove Western European
economies into the deflation of the Great Depression, economic liberalism’s
ideological shipwreck became inevitable. While social democrats generally did
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not initiate the new policies, they eventually were to reap the electoral and
ideological benefits of liberalism’s failure. After the cataclysm of the Great
Depression, liberals now had to pay the price for labelmg the interventionist
policies of the gold standard a free-market regime, while social democrats could
claim that history had shown their postulate of the need for political regulation
of a capitalist economy to be correct.

OUTLINE OF THIS VOLUME

The structure of this book is as follows: Chapter 2 reviews the main economic
views commonly underlying political analysis and sketches an alternative view
in which the general orientation of economic policies (i.e., the regime) is seen
to be informed by the need to combat ot prevent cumulative movements in
nominal prices. The following three chapters provide a historical overview of
the three policy regime changes of this century. Chapter 3 argues that the
pursuit of expansionary monetary policies in the absence of appropriate institu-
tional and political instruments for the microeconomic control of inflation
aborted a nascent social democratic policy regime around the early twenties.
Chapter 4 interprets the regime change during the Great Depression as a
response to the destructive effects of price deflation. In contrast to a still
widespread view, it is argued that the decisive character of the new tegime did
not consist in a shift to Keynesian contracyclical policies but rather in the
elimination of the need for further deflation by abandoning the gold standard,
a policy of cheap money, and a proliferation of institutional devices designed to
promote downward nominal rigidity. Chapter 5 argues that the advent of
disinflationary policy regimes during the seventies and eighties is ultimately a
story about the slow disintegration of the ability to contain inflationary pressures
without having recourse to macroeconomic restriction and unemployment.
Chapter 6 analyzes the prospects for the social democratic policy program at the
end of the twentieth century.




