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1 

Whenever we try to predict or shape the future, it is invariably in the 

image of our understanding of the past. This is especially so in areas 

as complex as economic policy-making at a national level, and policy 

coordination at an international level. In trying to indicate the direc¬ 

tions in which economic policies need to proceed both nationally and 

internationally during the 1990s, this volume draws inspiration from 

an analysis of the golden age’ of the post-war economic boom, and 

tries to blend historical analysis with economic theory. It marks, I 

believe, an important stage in the continuing development of econo¬ 
mics. 

It would be foolish to imagine that we can somehow reproduce in 

the 1990s the conditions which gave rise to the rapid growth of the 

1950s and 1960s. It would be even more foolish, however, to ignore 

the experience of those years. At least we have one advantage over 

the policy-makers and economists who struggled to understand the 
post-World War II system at the time, which is, that we know that 

the system broke down. But why it collapsed remains a controversial 
yet highly relevant issue. 

Was the fundamental cause of the breakdown the structure of the 
international economic order itself? Did the system collapse through 

its ‘internal contradictions’, as some economists predicted at the 

time? Or was the international system itself made possible only by a 

unique set of conditions at the national level, the weakening of which 

undermined its foundations? Was the collapse of the 1970s the result 

of accidental nominal and real ‘shocks’ (a concept that only entered 

the economic vocabulary during that decade), or was it rather due 

to the inevitable working-out of long-term systemic, forces? The 

answer suggested by the research presented in this volume is that 

both domestic and international conditions were required to sustain 

the ‘golden age’; and that it broke down when these forces ceased 

reinforcing one another, and began instead to undermine one other. 

Chapter 1, by Stephen Marglin, introduces the volume by provid¬ 

ing an overview of the historical and theoretical arguments of the 

book. The lesson I would urge upon readers is the distinction drawn 

between what I would call causes and triggers. Conventional wisdom 
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dates the end of the ‘golden age’ by the first oil shock, OPEC I, 

in 1973. The second oil shock, OPEC II in 1979, in turn is con¬ 

ventionally argued to have ushered in the current phase of neo¬ 

liberalism, monetarism, and the return to the market. In Marglin’s 

argument, by contrast, OPEC I and OPEC II are not fundamental 

causes but triggers which set off forces that had deep roots in the 

internal economies of the industrial countries and in the relation¬ 

ships among them and between them and the Third World. OPEC 

I triggered reactions to a full employment profit squeeze which was 

well under way before OPEC appeared as an actor on the world 

stage. OPEC II triggered the retreat from growth-oriented policies. 

But the climate in which growth could continue had already been 

destroyed by the demise of US hegemony, a process which also was 

well under way by the end of the 1960s and was signalled by the 

suspension of gold convertibility and the breakdown of the Bretton 

Woods system between 1969 and 1973. We may summarize in tabu¬ 

lar form the relationship between the underlying reasons why differ¬ 

ent periods of postwar capitalism ended (‘causes’) and the events that 
sparked off these ends (‘triggers’). 

The periods of postwar capitalism, why they ended 
and the triggering events 

Period Cause of period’s end Triggers 

Golden age Full employment OPEC I 
(1950s and 1960s) profit squeeze 

(late 1960s and early 
1970s) 

Transition—golden age Demise of OPEC II 
policies without American hegemony 
golden age structures 
(1970s) 

(late 1960s and 1970s) 

Neo-liberalism 
(1980s) 

? ? 

The historically oriented analysis by Andrew Glyn, Alan Hughes, 

Alain Lipietz, and Ajit Singh in Chapter 2 is concerned with the six 

major OECD countries (France, Germany, Italy, Japan, United 

Kingdom and United States) during the ‘golden age’ and its after- 
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math. The chapter follows the ‘regulation’ approach invented by 

French economists such as Michel Aglietta, Robert Boyer, and Alain 

Lipietz, and developed as well by Americans such as David Gordon 

and Michael Piore. The important innovation developed in this 

volume is the emphasis on the interaction of internal and external 

forces, forces operating within each country and forces operating in 

the international arena. By developing this interplay of domestic and 

international forces, this chapter tells the story of how once mutually 

reinforcing institutional structures became mutually destructive. 

Chapter 2 is supplemented, in Chapter 3, by a more systematic 

analysis of the nature of demand management. Gerald Epstein and 

Juliet Schor show that monetary policy in particular was very import* 

ant, first in accommodating the post-war boom and later, in restrict¬ 

ing demand during the phase of stagnation. The central contribution 

of the chapter lies in its attention to the institutional requirements 

for policy-making, especially the implications of the degree of inde¬ 

pendence enjoyed by central banks in formulating national monetary 
policies. Epstein and Schor find that the UK and the US, two 

countries with independent central banks, pursued significantly more 

restrictive monetary policies during the ‘golden age’. By contrast, the 

continental countries and Japan had much more accommodating 

policies. Given contemporary enthusiasm for monetarist-type ap¬ 

proaches and increased central bank independence, it is worth re¬ 
membering that during the ‘golden age’ these more accommodating 

countries posted significantly higher growth rates than the US and 
the UK. 

These analyses of post-war economic history and policy provide a 

rich background for theorizing. Chapter 4 by Stephen Marglin and 

Amit Bhaduri and Chapter 5 by Samuel Bowles and Robert Boyer 

take up this challenge, and provide a sharper theoretical formulation 
to selected aspects of the historical analysis. 

Marglin and Bhaduri explain the importance of the macroecon¬ 

omic ‘climate’, especially the investment climate, in generating dif¬ 

ferent economic regimes according to differences in the relationship 

between real wages and investment and hence employment. The 

empirical investigation of this issue has been inconclusive so far, and, 

for any econometric study indicating a positive relationship between 

these variables, one can find another study indicating a negative 

relationship, or indeed no relationship at all. Yet a resolution of the 
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issue remains important as policy-makers in developed countries 

invariably act as if they believed that higher real wages always lead to 

higher unemployment. 
The impact of a wage change on economic growth and employ¬ 

ment is complex. There are two effects on demand. Consider the 

impact of a fall in wages. A wage reduction will lower consumption 

demand. Whether there is an offsetting rise in investment demand 

depends on the responsiveness of the individual firm to a higher 

profit margin as wage costs fall. What happens to aggregate demand 

and employment, therefore, depends crucially on how vigourous the 

‘animal spirits’ (in Keynes’s phrase) of entrepreneurs are. Corres¬ 

ponding to whether ‘animal spirits’ are weak or strong, the analysis 

distinguishes between a ‘stagnationist’ and an ‘exhilarationist’ Key¬ 

nesian regime. In the former, a fall in wages always lowers aggregate 

demand through the effect on consumption. In the latter, it raises 

aggregate demand by stimulating investment. 

This work defines the relationship between real wages and unem¬ 

ployment in a manner which sheds light on the crucial policy issue. 

Consider a wage increase. In the ‘stagnationist’ regime higher real 

wages do not lead to higher unemployment; the adverse effects on 

incentives to invest resulting from lower profit margins do not offset 

the beneficial effects of higher wages on demand. By contrast, in the 

‘exhilarationist’ case investment effects dominate, and higher real 

wages do lead to higher unemployment. In the ‘stagnationist’ case 

higher real wages are indeed necessary to promote a process of 

wage-led growth; in the ‘exhilarationist’ case higher real wages inter¬ 

fere with investment-led growth, so that wage restraint becomes the 
preferred policy stance. 

In Chapter 5, Bowles and Boyer focus on the theoretical implica¬ 

tions of another aspect of the institutional arrangements that went 

into the making and unmaking of the ‘golden age’, namely the 

relations between capital and labour and the organization of the 

labour process. They arrive at theoretical results complementary in 

many ways to those obtained by Marglin and Bhaduri. Their paper 

integrates the Marxian insight of the importance of the labour pro¬ 

cess with modern-day macroeconomic analysis, and the ‘labour ex¬ 

traction function’ in their scheme has a role analogous to the ‘invest¬ 

ment function’ in more traditional Keynesian analysis (e.g. that of 

Marglin and Bhaduri in Chapter 4). In particular, close analogues of 

exhilarationist and stagnationist’ regimes emerge from an analysis 
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of the incentive effects of wages and unemployment on effort and 
productivity. 

The two final chapters of the book by Rowthorn and Glyn and by 

Aoki draw out more explicitly the lessons of the past for formulating 

future policies. In my view, they reinforce the basic thrust of this 

book, namely that the formulation of future economic policies must 

proceed from an intelligent understanding of previous experience. 

The first analyses the experience of various countries in coping with 

unemployment after the ‘golden age’ of capitalism began to tarnish in 

the 1970s. This chapter shows that while the slowdown in growth 

has had adverse effects everywhere, the capacity of a country to 

maintain high levels of employment depended crucially on the exist¬ 

ence of appropriate social, economic and political institutions, along 

with the ability to mobilize effective coalitions to act through these 

institutions. This, in the view of Rowthorn and Glyn, is the key to 

the superior performance of small countries—Austria, Sweden, and 

Norway—that are often seen as exemplars of the virtues of ‘social 

corporatism’. This chapter has indeed stimulated a separate WIDER 

research project on the social corporatist model of economic manage¬ 

ment whose distinctive feature is the negotiation of a centralized 
wage bargain between employers and workers. This is being under¬ 

taken jointly with the Finnish Labour Research Institute and will 

include an assessment of Finnish experience in the 1980s along with 

that of countries where social corporatism has had more mixed 
results. 

Aoki’s contribution, which concludes the volume, addresses the 

question of how Japan has been able to maintain a rate of growth of 

labour productivity consistently at the forefront of the OECD coun¬ 

tries. Aoki analyses the organization of production in the Japanese 

firm and contrasts it with the organization of production in the 

Western firm. In his view, superior flexibility, the ability to respond 

to local ‘shocks’, such as interruption in the supply of parts or the 

breakdown of a machine, results from the larger scope for workers to 

exercise initiative and is the key to the Japanese success story. 

Aoki thus makes us question the bias in Western management 

theory and practice towards hierarchy and centralized control. The 

challenge Aoki presents to this bias may be important in unlearning 

the prejudices that clog our brains, which as Keynes taught long 

ago, is perhaps the single most important step in the formulation of 

solutions adequate to the magnitude of our economic problems. One 



x Preface 

of the important lessons of this volume is the necessity to restructure 

the relationship between labour and capital, and while no one may 

have either the wish or the ability to copy the Japanese system of 

production, everyone can learn from the Japanese experience. 

My own recent preoccupations tempt me to apply some of the 

arguments of this volume to the problem of the persistent imbalances 

in international trade that plague the world economy today. It seems 

to me that the situation of the surplus countries, namely Germany 

and Japan, which are conventionally called upon to expand their 

economies in the interest of improved global macroeconomic co¬ 

ordination, can be understood in terms of the distinction drawn 

between ‘stagnationist’ and ‘exhilarationist’ regimes. Germany and 

Japan would, in terms of what we know about their entrepreneurial 

behaviour patterns, belong in the ‘exhilarationist’ category, where 

any slackening of consumption demand due to a policy of wage 

restraint is more than offset by the increased investment demand of 

dynamic entrepreneurs, so that aggregate demand also increases. Per 
contra, these are economies where higher real wages would mean 

lower aggregate demand because of the disproportionate fall in in¬ 

vestment. The fears of policy-makers in these countries concerning 
higher real wages cannot simply be dismissed as illogical. 

What is also important for Germany and Japan is the fact that 

aggregate demand stems, in their case, substantially from their ex¬ 

port sectors as well, and from a significant build-up of export sur¬ 

pluses which triggers a foreign trade multiplier impact on their 

domestic economies. A higher real wage would thus, in all probabil¬ 

ity, reduce their international competitiveness and slacken the growth 

of effective demand at home. From this point of view also, wage 

restraint does indeed make sense as a national policy, as does its 

corollary, namely extreme caution in adopting expansionary domestic 

policies in the interests of improving the international balance of 
payments adjustment process.. 

But it remains an open question in what sense, and to what 

degree, this behaviour can be sustainable over time because, de- 

finitionally, the persistent Japanese and German export surpluses 

that result are the counterpart of deficits elsewhere in the world 

economy which must sooner or later be corrected. The problem is to 

ensure that the correction occurs while maintaining global economic 

activity at a high enough level. Leaving this to the discipline of the 

market alone would risk reducing activity unnecessarily, and perhaps 
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disrupting global financial arrangements. Specifically, the problem is 

that of ensuring that the deflationary impact of the required turn¬ 

around in the US deficit is matched by corresponding expansion 

elsewhere, the conventional candidates for which are the surplus 

economies. Put another way, the positive contribution of the US 

deficit must be given its due amidst the hand-wringing about the US 

economy. Unless some substitute is found for this stimulus to world 

production, putting the American house in order may bring the 
world house down. 

Yet there is today an alternative to surplus countries pursuing too 

far the expansionary policies that they are understandably reluctant 

to adopt, if their characterization as ‘exhilarationist’ regimes makes 

sense. This is that of their continuing to run moderate surpluses, and 

of seizing the extraordinary opportunity for global cooperation impli¬ 

cit in this. If some substantial part of Japan’s and Germany’s export 

surpluses could be diverted from financing the US deficit, towards 

supporting Third World development through long-term loans, this 

would enhance developing-country import capacity, currently being 

threatened by the ‘double squeeze’ of low primary commodity prices 

and a heavy debt servicing burden. In particular, the US payments 

deficit would benefit from larger exports to the Third World and a 

growth impulse restored thereby to the US economy. More gen¬ 

erally, it would help counter the deflationary bias implicit in the 

required correction of the US deficit placed by many analysts at 
between $150 to $200 billion and equivalent to 8 to 10 per cent 

of world exports, in a situation where the offsetting expansion in 
surplus economies seems both unlikely and unwarranted. 

Any such switching of surpluses away from financing the US 

deficit towards financing Third World development raises complex 

issues of phasing, coordination and domestic policy reform in both 

the US and the developing countries. Recycling need not always be a 

euphemism for taking from the prudent to give to the profligate, for 

transfer in turn to the irresponsible, an accusation levelled against 

the private banking community who lent so boldly to developing 

countries in the 1970s. In a WIDER Study Group design for recycl¬ 

ing, the profligate would be appropriately disciplined, and the irres¬ 

ponsible penalized to a degree. The design involves an international 

debt reconstruction facility, which passes on the discounts on debt in 

secondary markets to developing countries in exchange for domestic 

policy reform packages. It looks to Japan to take an initiative and 
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has attracted widespread international attention;1 as the debt crisis 

worsens and Japan continues to run surpluses, the tide may well run 

in favour of solutions of this kind. 
I must of course, leave it to the reader to decide how much this 

book improves our understanding of post-war economic history. But 

I do not hesitate to suggest that it has a particular value in the 

provocative blend of history and theory that it provides. There can 

be little doubt that this mode of analysis has continuing relevance. 

The book will serve its purpose if it acts as an antidote to ahistorical 

and vacuous, ‘pure theory’ exercises in economic analysis on the one 

hand, and unfocused historical description on the other. 

Lai Jayawardena 

Director, WIDER 

NOTE 

1. Saburo Okita, Lai Jayawardena and Arjun Sengupta, Mobilizing International 

Surpluses for World Development, A WIDER Plan for a Japanese Initiative, 

WIDER Study Group Series No. 2, May 1987. See, e.g., London Financial 

Times, 8 and 11 May 1987, International Herald Tribune, 29 May 1987, The 

London Economist Financial Report, 19 May 1987, The Hindu, International 
Edition, 16 May 1987. 
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Lessons of the Golden Age: 
An Overview 

STEPHEN A. MARGLIN 

This book, though directed towards the future, is largely about the 

past. Its premiss is that any attempt to restore economic performance 

in the OECD countries to the levels achieved in the 1950s and 1960s, 

the ‘golden age’ of twentieth-century capitalism, must be based on an 

understanding of the key economic arrangements of those years. 

How did these arrangements mutually interact to produce consistent¬ 
ly high rates of growth—averaging over 4 per cent annually in the 

1950s and near 5 per cent in the 1960s, compared with 3 per cent 

in the 1970s and 2 per cent in the 1980s? Equally important is an 

understanding of how these arrangements disintegrated. Were the 

problems essentially domestic ones, problems internal to the func¬ 

tioning of each national economy, or were the problems rather in the 

international sphere, in the political and economic relationships that 

linked national economies with one another? Only after answering 

basic questions such as these can one proceed to think constructively 
about economic reform and restructuring. 

None of this is to be read as a suggestion that policy should be 

directed to reproducing the economic arrangements of the 1960s in 

the 1990s. Such an attempt runs counter to another premiss of this 

book, namely that economic arrangements are changed over time by 

their very functioning, by the actions conscious and unconscious of 

economic agents who modify the framework within which they oper¬ 

ate, with the result that this framework continually evolves and to 

that extent is beyond the control of policy-makers. Policy-makers’ 

freedom, to paraphrase Hegel, presupposes insight into the necessi¬ 

ties which constrain their choices. To apply the lessons of the golden 

age, we must understand not only what allowed capitalism to deliver 

the goods for a reasonably long period of time, and where things 

went wrong, but also the ways in which the very success of the 

system in the 1950s and 1960s undermined it and eventually led to 
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the drift of the 1970s and the stagnation of the 1980s. We must 

understand in what ways the givens of today’s arrangements are 

different from those of yesterday’s. 
It is not necessarily for the worst that policy-makers do not have as 

free a hand as is sometimes imagined—especially given the present 

political mood and climate. It is all too easy to lose sight of the 

positive side of the changes which were instrumental in undoing the 

golden age. For instance, it will be argued that increasing labour 

militancy contributed importantly to the profit squeeze which in the 

late 1960s altered the economic climate to the detriment of capital 

accumulation and growth. But the other side of the coin to labour 

militancy was a real and substantial gain with respect both to work¬ 

ing conditions and remuneration. The growth of the welfare state 

and the persistence of low unemployment may have made workers 

less responsive to pressures from their employers to increase produc¬ 

tivity and maintain profits, but these features of the golden age also 

gave a new security and confidence to people whose lives had pre¬ 

viously been characterized by all too little of both. 

On the international side, it will be argued that the decline of 

American hegemony (the Greek hegemon means leader, but the Eng¬ 

lish suggests an imposed leadership) not only contributed to the profit 

squeeze by making important raw materials—chiefly oil—more ex¬ 

pensive, but more importantly ultimately crippled the use of fiscal 

and monetary policies to manage aggregate demand by the major 

players. But the end of American hegemony also reflected both the 

economic and political recovery of those belligerents—winners as 

well as losers—that had emerged from World War II with severely 

demaged economies and polities, and the emergence of new forces 

out of the wreck of the colonial empires that fell in the aftermath of 

war. Prosperity at the price of the dignity of individuals or nations 

would not be much of a bargain even if it were on the policy menu. 

This book, then, seeks to understand the making and the unmak¬ 

ing of capitalism’s golden age in terms of the arrangements which 

fostered sustained growth and high employment after World War II 

and the forces which undermined the effectiveness of these arrange¬ 
ments in the 1960s and, increasingly, in the 1970s. We make two 

passes at this target, one historical (Chapters 2 and 3) and one 

theoretical (Chapters 4 and 5). Chapter 2 discusses the historical 

evolution of the key arrangements, which together provided the 

historical framework of the post-war regime. First are the arrange- 



3 Lessons of the Golden Age 

merits which shaped the macroeconomic climate internally, what we 

term the macroeconomic structure’. Second are the arrangements 

which framed the international economy, the ‘international order’. 

Third are the institutions within which capital-labour relations 

evolved, here termed the ‘system of production’. And finally the 

mechanisms for eliciting the requisite behaviour on the part of indi¬ 

vidual agents, the rules of co-ordination’. This four-part schema is 

in the first instance simply a classificatory device, a beginning of 

theory, and these four components appear one way or another in 

many descriptions of capitalist development (for example, Aglietta 
1976, Bowles et al. 1983; Piore and Sabel 1984). But more than mere 

classification is at issue: our analysis focuses on the interactions 

between the macroeconomic structure and international order, the 
system of production, and the rules of co-ordination. 

Chapter 3 has a narrower focus: it analyses the evolution of a 

particularly important aspect of the macroeconomic structure, name¬ 

ly demand management. Once again the focus is on the interaction 
of this part of the puzzle with other parts—a key question is how 

monetary policy related to other forms of government intervention 

in the management of aggregate demand—fiscal policy, trade policy, 
and policies dealing with capital flows. 

The two chapters that follow analyse features of the historical 

narrative, the investment climate, and its impact on accumulation 

and growth (Chapter 4), and capital-labour relations (Chapter 5). 

These chapters are intended to serve two purposes: first, to spell out 

more precisely our view of the relationship between key features of 

the macroeconomic structure and the system of production, and, 
second, to elaborate the discussion of how the evolution of the 

investment climate and labour-capital relations is affected, and was 

affected by, the evolution of other features of the post-war regime. 

Thus the historical chapters set the stage for and frame the theoretical 

chapters, and the theory illuminates and focuses the history. 

Finally a first cut is made at applying the lessons of the past to the 

future. Chapter 6 analyses the characteristics of those countries 

which have maintained high employment levels after the golden 

age and focuses on four countries—Austria, Japan, Norway, and 

Sweden—which have been particularly successful in this regard. It 

should be noted at the outset that these ‘star performers’ have been 

less stellar in maintaining high rates of growth. Nevertheless the 

experience of these countries is important in indicating both common 
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features and differences in ways in which the system of production 

and the rules of co-ordination can successfully cope with economic 

adversity. Chapter 7 speaks to the question of restructuring labour- 

capital relations; an important implication of the historical and 

theoretical analysis of Chapters 2-5 is that fundamental reorganiza¬ 

tion of the system of production is a precondition for the resumption 

of growth on a sustainable, long-term basis. Recognizing this neces¬ 

sity we, like legions of social scientists before us, have been drawn 

to Japanese labour-capital relations as an alternative to the model 

that has dominated in the West. We share the widespread view that 

the West has much to learn from Japan, but, as Chapter 7 shows, 

we believe the proper lessons are generally obscured by the extensive 

use of ‘made in Japan’ as a cover for one sort or another of special 

pleading. A concluding section of this chapter poses the question of 

the ‘exportability’ of the Japanese system of production: to what 

extent can specific techniques that have proved successful in Japan 

be transplanted to Western soil? 

I. THEME AND VARIATIONS 

A central theme of this book is that the golden age of capitalism, like 

other historical epochs, must be understood as a set of interlocking 

institutions, and that the interactions between the institutions that 

operate in different spheres are crucial. 

1.1 The Historical Background 

As background to how these institutions functioned during the gol¬ 

den age, the historical record of Depression and War is essential. 

The first legacy of the Depression was the commitment to the wel¬ 

fare state. The trauma of unemployment on a scale too wide to be 

plausibly blamed on the shortcomings and failures of the individual 

worker permanently changed the way people throughout Europe and 

North America would think about the role of the government. What 

conservatives—except for the fringe of the New Right—and liberals 

argue about today are the margins of the welfare state, not its 

principles. 
Changes in both law and customs that enhanced the power of 

organized labour were another legacy of the Depression, particularly 

in the United States. In other countries the position of trade unions 
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improved in the aftermath of World War II rather than during the 
Great Depression. However, except in the United Kingdom and 
in the Scandinavian countries, organized labour did not achieve the 
power it won in the United States. An initial eruption of grassroots 
radicalism, which for a time threatened to convulse Europe and 
Japan, was repulsed soon after the war ended; by and large, trade- 
union leaders worked to contain more radical workers (Armstrong 
et al. 1984, ch. 2). 

Nowhere did the trade unions mount a coherent and sustained 
challenge to capitalists’ prerogatives to organize work, control pro¬ 
duction, or determine investment. Trade-union leaders, for the most 
part, accepted a bargain in which managing was left to the bosses. In 
so far as union demands went beyond the division of the pie, the 
focus was on one or another issue of employment security, such as 
respect for seniority in deciding who would be promoted or laid off. 

The institutionalization of aggregate demand management is gener¬ 
ally thought to date from the publication of Keynes’s General Theory 
in 1936. But whereas the General Theory was important in providing a 
justification for aggregate demand management, the commitment 
came only in the wake of war. That was no accident. The Soviet 
Union, along with Germany, was generally conceded to have abolished 
unemployment while the capitalist democracies were wallowing in 
Depression. Germany’s economic success was widely attributed to 
the militarism and rearmament that culminated in World War II. 
Early military successes may have enhanced the prestige that Ger¬ 
many enjoyed in circles in the West that had earlier chosen to ignore 
or play down the political concomitants of Nazi economic successes. 
But with the turning of the tables came a growing prestige for the 
Soviet Union; one aspect of this was the contrast between the dismal 
employment record of pre-war capitalism with the performance of 
Soviet socialism. In consequence, the Western democracies were put 
under considerable political pressure to prevent output and employ¬ 
ment from being regulated by swings in private confidence. This 
political demand took on special urgency as victory approached: it 
seemed unfair to the larger part of the population of the Western 
allies, even to people otherwise little sympathetic to the Left, that 
young men should be asked to give up their lives for their country 
while their country was willing to consign their livelihoods to the 
vicissitudes of the market. 

Another important legacy of war was the emergence of the United 
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States as the dominant power internationally, both politically and 

economically. On the political side, the United States assumed the 

role of international policeman from the British after the inter¬ 

regnum of the inter-war years, and regularly intervened covertly 

and occasionally overtly to prevent hostile elements from coming to 

power. Iran in 1953, Guatemala in 1954 are well-known instances 

of covert intervention. In Lebanon in 1957 and in the Dominican 

Republic in 1965, the marines actually landed. 
The war also made the United States the dominant power economi¬ 

cally, as the only major belligerent to emerge with its productive power 

enhanced. For many years after the cessation of hostilities, 

there was a range of goods which only the United States could pro¬ 

duce competitively at any reasonable exchange rate, and certain 

goods which only the United States could produce at all. 

In short, as the dominant power both politically and economically, 

the United States faced little effective opposition to its attempts to 

carve out a new international order, one responsive to its interests 

and its perceptions of the larger interests of the world economy— 

America was not the first hegemonic power in world history to 

confuse the two. 
It was, then, in the context of the welfare state, a trade-union 

movement that was tame even where it was powerful, the commit¬ 

ment to demand management, and American international leader¬ 

ship, that the regime of post-war capitalism—the macroeconomic 

structure and international order, the system of production, and the 

rules of co-ordination—had to operate. Let us see how these cir¬ 

cumstances conditioned the functioning of each. 

1.2 The Macroeconomic Structure 

A macroeconomic structure is a set of mechanisms for managing the 

overall level of economic performance—output, employment, and 

growth. To be successful, macroeconomic management must meet 

two requirements. On the one hand, the level of aggregate demand 

must be set at a level adequate to utilize fully the available produc¬ 

tive resources, both capital and labour. On the other hand, the share 

of output devoted to capital formation must be sufficient to achieve a 

high rate of growth of the capital stock, and over time the demand 

for investment and the supply of saving must grow in balance with 

each other. 
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A critical element of the post-war macroeconomic structure was 

investment demand. Most views of investment demand (Kalecki 

1971; Malinvaud 1980; Tobin 1969) take the expected rate of profit 

relative to the cost of capital as the crucial determinant, but most 

economists have taken profit expectations as playing a distinct role 

only in the short period. Capital markets are conventionally assumed 

to eliminate any gap between profits and capital costs in the long 

period, at least at the margin. Indeed mainstream economists might 

even define the long period as one in which the returns to capital and 

capital costs are equalized. In the analysis of the long period it is only 

neo-Keynesians like Joan Robinson (1956, 1962) who have empha¬ 

sized the centrality of profit expectations as an independent variable. 

The expected rate of profit, in turn, can be related to three compon¬ 

ents of the current rate of profit—the output per unit of capital at 

some standard rate of capacity utilization, the rate of capacity utiliza¬ 

tion relative to that standard rate, and the share of profit in value 

added. The first of these components, which we may identify with 
the ratio of potential GNP to the capital stock, need not detain us 

until much later in the story, when it begins to decline markedly. 

Nor was the profit share problematic, at least at the outset of the 

golden age. As we shall see, one consequence of the war was to 

temper wage demands for a long time. Profits in the early post-war 

period reflected the substantial decline in real wages (continental 

Europe) and the substantial growth in productivity (the United 

States). In the United States even the intense wave of strike activity 

in the immediate aftermath of the war did not significantly under¬ 

mine profit margins. Japan, where war damage was most extensive 

and production in total disarray, was an exception to the general 

pattern of profits in excess of pre-war shares of GNP (Armstrong et 

al. 1984, Chart 6.4). 
Once the political challenge to capitalism from the Left was con¬ 

tained, the problem for investment demand lay in the prospects for 

selling the additional goods that new capacity would generate. Here 

is where the new role of trade unions and the commitment to govern¬ 

ment intervention to maintain aggregate demand proved essential 

to fostering a successful macroeconomic structure. The gospel of 

‘co-operative capitalism’ was that high and growing wages and high 

and growing government expenditure would guarantee a stable ex¬ 

pansion of demand and utilization of newly installed capacity. This 

gospel may have initially been received with considerable scepticism, 
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clashing as it did with vivid memories of the dismal demand per¬ 

formance of the Great Depression. But investor confidence re¬ 

sponded in time to the evidence that demand expansion could and 

would be maintained, so that low capacity utilization would not 

undermine profitability. 
On the saving side of the problem of business capital accumu¬ 

lation, the post-war macroeconomic structure depended heavily on 

corporate profits. In the United States, for example, household sav¬ 

ing was directed in large part to investment in owner-occupied 

housing, and business relied primarily on earnings and depreciation 

allowances and, increasingly, on the saving of pension funds (Marg¬ 

lin 1984, ch. 17). 
Thus profits played a double role in the post-war regime. On 

the one hand, profits today increased investor confidence in profits 

tomorrow and thereby spurred investment demand. On the other 

hand, profits provided a substantial part of the saving required for 

investment. 

1.3 The International Order 

It has been noted that the United States emerged from the war 

politically and economically dominant, with a new ability to in¬ 

fluence the international order. American political dominance enters 

the story at several points. First, the ‘Pax Americana’ facilitated an 

orderly flow of goods between the so-called less developed and the 

advanced countries. An orderly flow of goods at ‘reasonable’ prices: 

those were the days when oil sold for two dollars per barrel. Second, 

American political dominance contributed to the political dominance 

of the Centre-Right in Western Europe. The splintering of the 

trade-union movement virtually everywhere in Europe but the Un¬ 

ited Kingdom and Scandinavia, at once cause and consequence of the 

ascendance of the political centre, played an important role in main¬ 

taining and enhancing profit margins. The containment of trade- 

union militancy postponed for a considerable period of time the 

threat that high employment inherently poses to profitability under 

capitalism, about which we shall have more to say presently. Third, 

political dominance gave the United States a stake in the economic 

well-being of Western Europe and Japan that allowed the traditional 

isolationism of important segments of the American polity to be 

overcome. The first fruit of the new internationalism was the Mar- 
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shall Plan, which certainly contributed enormously to the recovery of 

Western Europe, and perhaps was an essential economic and political 
foundation of that recovery. 

Finally, American political dominance provided the context for the 

post-war regime of international trade and finance, usually called the 

‘Bretton Woods system’, even though the Bretton Woods agreement 

covered a limited range of issues and many of the subsequent steps 

envisioned by the signatories of Bretton Woods never came to pass. 

The new international order was to be one in which restrictions on 

the flow of goods would gradually be eliminated; trade would invigo¬ 

rate the world economy as a whole. The founders of Bretton Woods 

envisioned an international order that would contrast sharply with 

both the pre-war tendency to protect domestic production by means 

of trade barriers and the post-war reality, outside the United States 

at least, of a world economy largely in shambles. As the first step, 

the Bretton Woods agreement itself put into practice a system of 

fixed parities among the currencies of the major economic powers, 

parities which were to be adjusted only periodically and with the 

consent of the international body set up under Bretton Woods, the 

International Monetary Fund. The idea was to steer a middle course 

between the excessive rigidity of gold and a gold-exchange standard 

and the excessive uncertainty of a floating-rate regime. 

American political dominance was necessary but hardly sufficient 

to make the Bretton Woods system function smoothly. For any 

fixed-rate system has inherent economic problems. In a celebrated 

series of papers that he began to publish as early as 1947, Robert 

Triffin outlined the internal contradiction of a fixed-rate system, in 

which the reserve currency is convertible to gold. In Triffin’s view, 

the main problem is that the steady expansion of international liquid¬ 

ity in line with the volume of trade requires chronic deficits on the 

part of the key currency country or countries, but these very deficits 

can only undermine confidence in the key currency and ultimately 

force suspension of gold convertibility. 
Accordingly, Triffin predicted the demise of the Bretton Woods 

system. Triffin was better as prophet of the end-result than as 

prophet of the mechanism. Deficits turned out to be less crucial than 

Triffin, working out his position in the late 1940s and the 1950s, 

could have imagined. The introduction of Eurodollars made US 

trade deficits unnecessary for system liquidity. With Eurodollars, the 

international banking system had a way to meet liquidity require- 
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ments by money created out of whole cloth. Even as American 

surpluses decreased in the 1960s—or rather despite the decreases in 

American surpluses—credit money came to play an ever more im¬ 

portant role in providing liquidity through the Eurodollar market. 

In actual fact, a fixed-rate regime requires the opposite of what 

Triffin supposed, namely an excess demand for the reserve currency. 

Without persistent excess demand, the vagaries of supply and de¬ 

mand will result in periodic pressure on the reserve currency; when 

the key currency is in excess supply, it is obviously difficult to 

maintain the fixed-rate system. 
For some period of time, political dominance may be sufficient to 

create and maintain an excess demand for the hegemon’s currency. 

To the extent military might and political power made the United 

States a safe haven for rentiers grown fearful for the prospects for 

private wealth in their own countries, the result would be a strong 

demand for dollars irrespective of the economic position of the 

United States. But excess demand is unlikely to persist for a long 

period of time unless the hegemon is economically dominant as well, 

so that its goods are in short supply in world markets. 

In the event, World War II made the United States the dominant 

power economically as well as politically. It has been observed that 

for many years after the cessation of hostilities, there was a wide 

range of goods which only the United States could produce competi¬ 

tively. In consequence of the importance of these goods to produc¬ 

tion and particularly to capital formation, the dollar was in effect 

undervalued in economic terms, as evidence by large US current 

account surpluses in the 1950s. 

The importance of the Bretton Woods arrangements to the success 

of the post-war capitalist regime is controversial, but there were 

undoubted advantages. Indeed one of the supposed disadvantages of 

the fixed-rate system, the lack of a mechanism for correcting sur¬ 

pluses and deficits, was very likely a positive factor in the growth of 

the capitalist world economy in the early post-war period. As has 

been noted, the United States enjoyed considerable surpluses. Not 

only would a floating-rate system have failed to eliminate these 

surpluses ‘automatically’, as recent experience shows, but the quality 

of capital flows would likely have been much less beneficial if a 

floating-rate system had been in operation. Exchange rate uncertain¬ 

ty would have put a great premium on liquidity, so that the foreign 

investment which is the necessary concomitant of a trade surplus 
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would very likely have taken the form of accumulation of financial 

assets. The assurance (or illusion) of stability that the fixed-rate 

system provided undoubtedly facilitated the recycling of the US 

surpluses into fixed capital formation. Direct foreign investment, 

concentrated most heavily in Western Europe, was doubtless a boon 

to American profits, but it also contributed to capital formation and 

productivity growth abroad, particularly as it was a vehicle for other 

countries to plug into more advanced American technologies. 

A floating-rate system is supposed to allow individual countries 

more autonomy in managing domestic demand; exchange rate flex¬ 

ibility is supposed to unbind the foreign-balance constraint. In fact, 

fluctuating exchange rates have not decreased the importance of the 

foreign-balance constraint. In a fixed-rate system, at least one coun¬ 

try can manage aggregate demand without too much heed to a 

balance-of-payments constraint, provided its currency is under¬ 

valued. Pursuing expansionary policies, a country with the economic 

weight of the United States would not only stimulate its own eco¬ 

nomy, but would through its imports stimulate production and in¬ 

come abroad. All countries would benefit from such ‘international 
Keynesianism’. 

The United States did not in fact play its Keynesian card inter¬ 

nationally until the mid 1960s, and then more in response to the 
exigencies of President Johnson’s policy of guns and butter than in 

response to a sense of responsibility for the international economy. 

And, ironically, by this time the days of American economic and 

political hegemony were numbered. The late 1960s were the time 

when trade surpluses shrank and American political power came 

increasingly under attack. But, partly because of the expansionary 

fiscal stance of the United States at this time, the 1960s were a period 

of general prosperity, the brightest years of the golden age. 

For a long time, the United States willingly accepted the costs as 

well as the benefits of its political and economic hegemony. For 

instance, the United States was prepared to incur short-run costs to 

promote European recovery and, beyond recovery, development and 

integration. The long-run interests of the world capitalist economy as 

a whole were served by improved productivity in Europe and Japan 

even though the relative position of American exports would suffer 

as European countries looked increasingly to one another. 

There were of course substantial benefits to leadership. In the first 

place, prosperity is a non-zero-sum game, and America, as the 
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biggest player in the game, stood to profit the most. There were also 

more immediate and tangible benefits. Because of the widespread use 

of the dollar as an international means of payment, the United States 

could earn a banker’s profit in exchanging short-term liabilities for 

long-term assets. In the extreme version the reserve currency country 

can finance direct foreign investment by merely printing banknotes, 

an accusation levelled at the United States, particularly by the 

French, in the late 1960s, when the US current account was more or 

less in balance, but its foreign direct investment continued as if it 

were the 1950s and early 1960s, when the US current account was in 

surplus. 

1.4 The System of Production 

Capital-labour relations, summarized in the term ‘system of produc¬ 

tion’, exhibited much more continuity with the past than did the 

macroeconomic and international order. The organization of work in 

factories, the use of machinery, the organization of firms as large 

corporations—all this had a long history. While these forms of pro¬ 

duction developed after World War II, it could hardly be said that 

they represented a new departure. 

More dramatic was the extension of what Richard Edwards (1979) 
has called ‘technical’ and ‘bureaucratic’ systems of control, machine- 

paced and rule-directed systems which share a common aim of 

replacing the direct and personal knowledge, authority, and respon¬ 

sibility of the worker by their impersonal counterparts in the 

machine and the rule-book. Chapter 2 uses the term ‘Taylorization’ 

to describe this process, after the father of ‘scientific management’, 

Frederick W. Taylor. Even here innovation in the system of produc¬ 

tion was largely confined to Europe. The United States had been 

experimenting with Taylorism since before World War I, although it 

must be said that Taylorism had always been more of a capitalist 

project than an achievement: workers consistently resisted being 

Taylorized. And Japan never travelled very far down the road of 

Taylorization. Although early on Japan experimented with a variety 

of systems of production, and there was considerable enthusiasm for 

this system, which could lay claim to being not only Western and 

modern but also scientific, Taylorism never meshed very well with 

Japanese cultural models or political exigencies. Even before World 
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War II, the worker as family member—rather than the worker as 

interchangeable part—became established as the dominant metaphor 
(Nakagawa 1979). 

It was not coincidental that expansion of Taylorist production in 

Europe took place against the background of war. The war pressed 

home the conclusion on allies and enemies alike that the torch had 

passed from the Old World to the New, and this realization made 

Europe more open to American methods and systems. Productivity 

missions, under the aegis of the Marshall Plan, spread the word 

(Brown and Opie, 1953). 

1.5 The Rules of Co-ordination 

The term ‘rules of co-ordination’ describes the methods by which the 

actions of agents, individuals, firms, and states are brought into 

line with one another as well as with the exigencies of the macro¬ 

structure and the systems of production. Capitalist economies have 

always relied to a great extent on the price mechanism as a mode 

of co-ordination, profits guiding the allocation of capital as well as 

stimulating its accumulation, and wages guiding the allocation of 

labour as well as stimulating effort. Of course the price system has 

never functioned in the moral, cultural, and political vacuum which 

mainstream economic theory assumes. Political compulsion and cul¬ 

tural values have always played an important role in every set of rules 

for co-ordinating economic activity. 
In particular, capitalists have never been entirely comfortable with 

the price mechanism as a means of extracting labour from workers, 

or to use the Marxian terminology (which is only reasonable since 

Karl Marx pioneered the analysis of the problem), as a means of 

converting labour power into labour. Typically what the worker sells 

is not a definite amount of corn delivered to the capitalist’s barn but 

a quantity of time spent in the capitalist’s field. The capitalist is left 

with the problem of transforming the worker’s labour power into 

corn. Nor is the capitalist in general free to make the most produc¬ 

tive use possible of the time he has purchased. The length of the 

working day, its intensity, the organization of work—which is to say, 

the system of production—remain objects of struggle. 

Piece-rate wages represent one attempt to induce the worker to 

become the agent of the extraction of labour from his own labour 
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power, but piece-rates have historically been at best a partial success. 

For one thing, piece-rates can be used only when the individual 

worker produces an identifiable product which can be directly attri¬ 

buted to his or her efforts. Equally important, even where there is an 

identifiable and attributable product, piece-rates themselves are the 

object of dispute and struggle, particularly in an environment in 

which technology and effort are rapidly and continuously changing. 

How the gains of productivity growth are to be shared in the revision 

of piece-rates is the dynamic counterpart of the original problem: 

how to extract labour from labour power. In the struggle over 

piece-rates it is evidently in the interest of the worker to minimize 

effort and apparent productive capacity: his best effort has a way of 

becoming the norm by which he and his mates are subsequently 

calibrated. Management is obviously at a disadvantage in monitoring 

a worker’s performance if the workers possess the greater part of 

knowledge about the production process. 

Taylorism may be seen as an attempt to solve this problem. By 

recombining and reconstituting workers’ knowledge into a new sys¬ 

tem in which the capitalist (or in practice his agents—engineers, 

planners, and time-and-motion specialists) monopolizes the knowl¬ 

edge of production, management intends to circumvent a major 

obstacle to the extraction of labour (Marglin, forthcoming). Here the 

system of production joins up with the rules of co-ordination—or 

rather the solution to inherent problems of co-ordination is sought in 

the system of production. But Taylorism has proved only a partially 

effective solution to the labour-labour power problem: when they are 

able, workers consistently resist Taylorization. No wonder that the 

capitalist rules for co-ordinating production have—before and since 

Taylor—provided other solutions to this problem. 

One solution is the use of the wage mechanism itself, what has 

come in the economic literature to be called ‘efficiency wages’ 

(Bowles 1985; Calvo 1979; Salop 1979, Shapiro and Stiglitz 1984; 

Yellen 1984). The basic idea is an old one. Over a century and a half 

ago Andrew Ure, the early apologist for the factory system and later 

bete noire of Marx, asked ‘how with . . . surplus hands the wages of 

fine spinners can be maintained at their present high pitch’ (Ure 

1835, p. 336), why in other words the wage rate failed to respond 

to demand-supply conditions and to clear the labour market. His 

answer contained the central idea behind efficiency wages: 
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one of the best informed manufacturers made me this reply: ‘We find a 
moderate saving in the wages to be of little consequence in comparison of 
contentment and we therefore keep them as high as we can possibly afford, 
in order to be entitled to the best quality of work. A spinner reckons the 
charge of a pair of mules in our factory a fortune for life, he will therefore 
do his utmost to retain his situation, and to uphold the high character of our 
yarn. 

Long before economists invented the term ‘efficiency wages’, capital¬ 

ists were using the wage mechanism to purchase the commitment, 

loyalty, and effort of their workers along with their labour power. 

But for at least an equally long period the carrot of efficiency 

wages has been complemented by the stick of direct supervision and 

control of the production process. Indeed, supervision and control 

are arguably the key to the emergence of the factory as a central 

feature of the capitalist system of production in the late eighteenth 

and early nineteenth century (Marglin 1974). Supervision and con¬ 

trol—monitoring of the production process—have been key elements 
of the rules of co-ordination ever since. 

How effective efficiency wages and supervision are in extract¬ 

ing labour from labour power depends critically on the economic 

arrangements in force, for these arrangements determine the cost of 

job-loss to the worker if he or she fails to respond to the carrot or the 

stick—and is found out. The chief determinants of the cost of 

job-loss are the rate and duration of unemployment and the level of 

unemployment insurance (Schor 1985a). 

The essential point about the role of unemployment was made by 

Michal Kalecki (1943). Kalecki argued that high employment would 

eventually undermine worker discipline and adversely affect pro¬ 

ductivity. Ultimately, profits would have to suffer even though the 

day of reckoning would be postponed because the impact on profits 

would be disguised for a time by the beneficial effects of high capa¬ 

city utilization that generally goes along with high employment. 

Kalecki drew the conclusion that sustained full employment was not 

in the interest of capitalists and would therefore be unlikely under 

capitalism. Even earlier, Wesley Clair Mitchell (1913) had observed 

that the general rate of unemployment affects productivity through 

its effect on discipline. In short, when alternative jobs are plentiful, 

the cost of job-loss is relatively low. When alternative jobs become 

scarce, the cost of job-loss rises. 
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II. EVOLUTION OF THE INSTITUTIONS 

Innovations with respect to the welfare state and the management of 

aggregate demand after World War II had a significant impact on the 

rules of co-ordination. Over time, as we shall see, the cost of job-loss 

fell dramatically, which reduced the effectiveness of efficiency wages 

and supervision as co-ordinating rules. In due course, this had im¬ 

portant repercussions on both the supply of saving and the demand 

for investment, that is, on the macroeconomic structure. 

These developments played themselves out in the relationship 

between productivity growth and wage growth. Over the 1950s, the 

OECD countries in general maintained a neat balance between pro¬ 

ductivity and wage growth, so that profits remained a roughly con¬ 

stant share of output. Japan was able to contain wage growth more 

successfully, so that the Japanese profit share actually grew substan¬ 

tially over the 1950s. The overall stability of the profit share reflected 

the stability of the growth process, and this, it has been suggested, 

would in the circumstances of the times translate into improved 

profit rate expectations: the actual performance of demand did much 

to dispel the fears of depression and excess capacity. At the same 

time, high rates of growth very likely added to the resources which 

corporate retentions of earnings and depreciation allowances made 

available for accumulation; households found themselves with in¬ 

comes rising more or less continuously and consequently found it 

relatively easy to save while learning how to spend their new riches. 

Thus both the demand for investment and the supply of saving grew 

at an even faster rate than output, and by the end of the 1950s 

the share of GDP devoted to gross business fixed investment in 

the OECD countries as a whole was 20 per cent higher than at the 

beginning. (In Japan and Europe the increase was even more striking; it 

was the United States, where the growth process was less smooth, 

which held the average down.) During this period, the rules of 

co-ordination and the macroeconomic structure reinforced each other, 

both resting on a system of production that generated a high rate of 

productivity growth and continued wage growth. 

Thus the new economic arrangements of the post-war period in¬ 

itially worked smoothly. Internally, the welfare state, the power of 

trade unions to raise wages, and demand management combined to 

maintain high capacity utilization and stable profits. Internationally, 

American hegemony maintained a smooth flow of raw materials 
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from the less developed countries at stable and low prices (the com¬ 

modity price shocks of the Korean War years were a flash in the 

pan). Within the OECD countries, the excess demand for the dollar 

and the disposition of the United States to recycle trade surpluses 

initially allowed growth to proceed unconstrained by problems of 
external balance. 

To be sure, there were clouds on the horizon. The cost of job-loss 

fell, in line with the new arrangements for demand management 

(which kept unemployment low) and with the growth of the welfare 

state (which increased both the coverage and levels of unemployment 

insurance). But the memories of the Depression made workers and 

trade-union leaders alike hesitate to act in terms of the new realities, 

to take actions that would threaten the steady march of productivity 

and profits. On the international side, although the difference in 

rates of productivity growth—the United States consistently lagged 

Europe and Japan—undermined the dollar, the initial undervalua¬ 

tion perpetuated excess demand for the dollar for a considerable 

period of time, and even allowed the international order to survive 

for a time with the key currency country clearly headed for deficit. 

Things began to unravel in the 1960s. Increasingly as the decade 

wore on and even more so in the early 1970s, the balance between 

productivity growth and wage growth was upset. However the pro¬ 

cess was not the same everywhere. As Table 1.1 shows, productivity 

growth fell in the United States while wages maintained a roughly 

steady growth rate. In Europe and Japan, by contrast, productivity 

growth fell less dramatically, but wage growth accelerated. 

There are many reasons why productivity growth fell. Some 

favour the mature economy thesis, which explains the slow-down in 

terms of the exhaustion of the possibilities of technologies and the 

saturation of markets. Others lean towards an explanation in terms of 

the limits of Taylorization, in which the key problem is that capital¬ 

ists ran out of workers to Taylorize. Still others emphasize labour 

militancy and its effects on resistance to Taylorization. In this view 

the key element is the fall in the cost of job-loss, which reduces the 

responsiveness of workers to the carrot of efficiency wages and the 

stick of supervision, while increasing the pressure on real wages. 

The wage acceleration of the late 1960s and the early 1970s has 

been widely commented upon; suffice it to say that in our perception 

the fall in the cost of job-loss once again looms large. The importance 

of the fall in the cost of job-loss both to the slow-down in productiv- 
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Table 1.1. Productivity and wage growth, 1964-1973 

Average Average Difference 

annual annual (1)—(2) 
productivity wage 

growth growth 

(1) (2) (3) 

US 1964-8 2.4 2.5 -0.1 

1969-73 1.0 2.0 -1.0 

Europe 1964-8 4.5 4.3 + 0.2 

1969-73 4.2 5.0 -0.8 

Japan 1964-8 8.7 7.6 + 1.1 

1969-73 7.8 10.6 -2.8 

Note: The series in columns (1) and (2) are not strictly comparable so column (3) is only an 
approximation to the change in the wage share. ‘Average annual productivity growth’ is the 
growth rate of GDP per person in civil employment, whereas ‘average annual wage growth’ is 
the growth rate of the product wage in the business sector. ‘Europe’ is an unweighted average 

of France, Germany, Italy, and the UK. 

Source: Armstrong and Glyn (1986). 

ity growth and to the acceleration of wage growth raises an obvious 

question: why did the cost of job-loss fall? 
The answer lies in the behaviour of two components of the cost of 

job-loss; the ease or difficulty of finding another job, and the loss of 

earnings between jobs. 
Although memories of the Depression and fears of another kept 

workers in line for a time, the threat of being fired progressively lost 

its sting as low levels of unemployment persisted through the 1950s 

and into the 1960s. Memories fade, and if Ford was hiring down the 

street, a GM worker did not need to be so concerned about losing 

her job. At the same time the welfare state increasingly cushioned 

the blow and reinforced the effects of low rates of unemployment. 

The result was that by the end of the 1960s, the cost of job-loss, and 

more important the perception of this cost, had fallen; productivity 

growth began to suffer and pressure on wages increased. The ex¬ 

isting rules of co-ordination, operating in a system of production in 

which the interests of capital and labour were fundamentally at odds, 

lost their effectiveness in extracting labour from labour power. (The 

fall in the cost of job-loss was only one among many complementary 

causes of the fall in productivity growth and wage acceleration. As 

Chapter 2 makes clear, the data do not permit us to sort out the 
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relative importance of different problems, but we do not believe that 
we mislead by emphasizing the cost of job-loss.) 

H I Full-employment profit squeeze 

Whatever the sources of the productivity growth slow-down and the 

wage acceleration, together they had a strong impact on the macro- 

economic structure. Profits fell markedly since the decline in pro¬ 

ductivity growth in no way impeded the power of workers to impose 

wage demands on their employers; in Europe especially, it has been 

observed, this power was enhanced by the fall in the cost of job-loss. 

But the pressure on wages had deeper underpinnings. Steady growth 

in real wages was a tacit part of post-war economic arrangements, 

and none the less real for being tacit. Indeed, having renounced any 

real say in the organization of production, trade-union leaders were 

under all the more pressure to deliver the goods in the form of real 

wage increases, regardless of productivity growth. In consequence 

the profit share fell almost everywhere. In Europe the decline was 

from a high of 25 per cent in the mid 1950s to 20 per cent at the end 

of the 1960s, in the United States, from 20 per cent to 15 per cent. 

Only in Japan, where the system of production and the rules of 

co-ordination were substantially different, were profits higher in 

1970s than in the mid 1950s, but soon (before the first oil shock) 

Japanese profits too were substantially reduced, from an average of 

about 35 per cent of corporate output in the mid 1960s to 30 per cent 

in 1973. There was, in short, well before the oil shock, a general 

‘full-employment profit squeeze’ throughout the OECD countries. 

This was not a phenomenon associated with business ‘cycles’—that is 

with swings of a few years’ duration—but the result of a long period 

of sustained growth, rising wages, high employment, and increasing 

economic security for working people. 

This full-employment profit squeeze had a direct effect on accu¬ 

mulation. The rate of growth of the capital stock fell in the wake of 

the profit squeeze; for the OECD countries as a group the decline 

was from a rate of over 5 per cent p.a. in the late 1960s to about 4 

per cent in the late 1970s. But this decline was the result of a fall in 

the output/capital ratio rather than a fall in the investment share. 

Indeed, the share of GDP devoted to business investment proved 

remarkably resilient in all countries except Japan! 

How can the resilience of the investment share be accounted for in 
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terms of a logic of accumulation based on the centrality of profits? 

The arguments developed in Chapter 4 lead to an answer along the 

following lines: investment remained strong because until the very 

end of the golden age and possibly beyond, profit expectations de¬ 

clined by much less than profit realizations. The paradox is explained 

by the gradual erosion of fears of Depression; profit expectations 

improved as these fears dissipated despite static and even declining 

profits. Indeed, profit expectations only caught up to actual profits as 

the tide began to recede markedly in the late 1960s, and even then 

actual profits fell by more than expected profits. This relative resili¬ 

ence of profit expectations was reinforced by declining real interest 

rates as inflation accelerated and was accommodated by relatively 

passive monetary policy. 
If this explanation is correct, then time-series data obscure rather 

than illuminate the connection between profit and investment shares. 

Had the profit share remained constant, the investment share would 

have risen, which would have offset the fall in the capital/output 

ratio and allowed the capital stock to continue to grow in the 1970s at 

more or less its accustomed rate. 
The view that profits strongly influence investment is supported 

by the cross-country data. For example, until very recently the 

Japanese profit share has exceeded the British share by roughly the 

same margin—50 per cent—by which the Japanese investment share 

has exceeded the British. And overall the cross-country correlation 

between the two shares, while not as striking as these two extreme 

figures, is impressive. 

II.2 Bretton Woods and Pax Americana 

The harm done to accumulation by the profit squeeze was com¬ 

pounded by international developments. Bretton Woods was under¬ 

mined by slower productivity growth relative to real wage growth 

in the United States than elsewhere. The productivity growth dif¬ 

ferential was presumably due primarily to the difference in initial 

conditions—the United States was way out in front at the end of the 

war. The recycling of United States’ trade surpluses into foreign 

direct investment helped to improve productivity and competitive¬ 

ness abroad, and ultimately helped to turn the dollar problem of 

the 1950s—too few dollars—into the problem of the late 1960s—too 

many dollars. The requirements of international liquidity made the 
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reduction in the US surplus not only tolerable but functional for a 

time, but the development of the Eurodollar market soon rendered 

the US balance of payments superfluous as a source of liquidity. 

During the 1960s the dollar was transformed from an undervalued to 

an overvalued currency, and as the 1960s wore on the United States, 

increasingly torn by strife over the Vietnam War, looked less and less 

like a safe haven, despite the return of political unrest to Europe 
after an interlude of 20 years. 

The first symptom of change was that European countries were 

able to remove exchange controls that had been imposed to cope with 

the dollar shortage of the immediate post-war period. More ominous 

signs appeared as the 1960s wore on: the decline in the US balance- 

of-payments surplus persisted and deepened, and the United States 

pulled back from full convertibility of the dollar into gold. Finally, 

Bretton Woods could no longer function and in 1971 was definitively 

and unilaterally abandoned by the United States. The consequences 

were momentous, if somewhat delayed: faced with an external con¬ 

straint for the first time since the war, the United States could no 

longer play a leadership role in the management of aggregate demand 

internationally. In the late 1970s when the United States attempted 

to induce a global expansion by stimulating aggregate demand, the 

rest of the world was no longer willing to accept a flood of US 

dollars, except at a price which sent shudders through the financial 

community from New York to Zurich and from London to Tokyo. 

Though modest in terms of more recent experience, the fall in the 

dollar appeared to threaten the stability of the international financial 

system. The United States did not persist in expanding aggregate 

demand, and the stage was set for a new head of the US central 

bank, Paul Volcker, to introduce a restrictive thrust into Federal 
Reserve management of monetary policy. 

The retreat from Keynesian policies of demand management, it 

should be said, was based on internal as well as an external consid¬ 

erations. From the vantage-point of capital, expanding output and 

employment would only exacerbate the problem of work-force disci¬ 

pline and motivation which had already cut deeply into productivity 
growth and profits. 

Moreover, gains in production and employment would come at the 

cost of higher rates of inflation. Now reasons for disliking inflation 

are many and varied, and the deepest reasons are probably psycholo¬ 

gical rather than economic, at least if we confine our attention to 
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rates of inflation characteristic of the industrial economies in the 

post-war period. In a world where all values ethical, moral, and 

social as well as economic—are in flux, price stability serves the 

important symbolic value of connecting the older generation to its 

past, to a world which seems, in retrospect at least, simpler, safer, 

and surer. 
Speculative as this explanation might be, there is no reason to be 

apologetic. It is the worst-kept secret in the economics profession 

that no one has a convincing story about why inflation, even at the 

highest rates that prevailed in the OECD countries in the 1970s and 

early 1980s, should be regarded as such an evil that all economic 

policy had to be directed to its containment. (For the United States 

alone, the costs of containing inflation—in terms of output forgone 

since 1980—have been estimated in hundreds of billions and even 

in trillions.) The best story mainstream economists can offer is that 

inflation is like pregnancy: there is no such thing as a little bit. 

Single-digit inflation, if allowed to continue, will inexorably develop 

into double digits, and double digits into triple digits. The next thing 

we know the advanced capitalist countries will be in the position of 

Germany in the 1920s, when money finally lost all its value. 

In contrast with psychological costs of inflation, which are widely 

felt if only dimly perceived, its economic costs (and gains) are in¬ 

finitely complicated to work out. But it is worth reflecting on the fact 

that the sure losers from inflations of the kind that prevailed in the 

industrial countries are the very rich who constitute the bulk of the 

holders of assets denominated in nominal terms. Unlike common 

stocks or houses or other assets whose returns rise more or less in 

line with the underlying income streams, bond income and principal 

are generally fixed in nominal terms. Now according to a recent 

Survey of Consumer Finances (Federal Reserve Board 1984, pp. 679— 

792) in the United States, 40 per cent of federal government and 

corporate bonds and 70 per cent of non-taxable holdings, chiefly 

municipal bonds, are held by the wealthiest 2 per cent of American 

families. Even without introducing psychological considerations, it is 

easy to see why the rich would oppose inflation. 

In short, while there may be adequate reasons for a retreat from 

Keynesian policies rooted in international considerations, these were 

at the very least reinforced by domestic considerations of both 

capital-labour conflict and the acceleration of inflation. Once again 
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internal and external problems became intertwined, perhaps inextric¬ 
ably so. 

Other international developments also had an immediate bearing 

on the macroeconomic structure. The defeat of American forces in 

Vietnam formally signalled the end of the Pax Americana. OPEC was 

quick to take advantage of the changes in America’s world position; 

there was nothing accidental in the timing of its dramatic entry into 

prominence in 1973. If instead of in 1973 OPEC had tried to raise oil 

prices and restrict production in 1953 or in 1963, American marines 

would almost certainly have been dispatched to teach the lessons that 

were taught to the Lebanese in 1957 and the Dominicans in 1965. 

It seems clear that the increase in the price of energy contributed 

to the reduction in the output/capital ratio in the 1970s, which 

accounts in large part for the slow-down in the rate of accumulation. 

Outside the energy sector, value added per unit of capital would 

surely have fallen as a larger share of output was required to pay 

for energy. But, as Chapter 2 shows, it is difficult to sort out the 

contribution of energy price increases from other changes that oc¬ 

curred almost simultaneously, particularly the sharp decreases in 
the rate of capacity utilization. 

III. THE END OF THE GOLDEN AGE: 

AN ASSESSMENT 

We now have the ingredients at hand to essay a preliminary answer 

to one of the key questions that has motivated this study: are we to 

understand the demise of the golden age, and hence to conduct the 

search for new institutions, in terms of problems internal to each of 

the economies of Western Europe and the United States or in terms 

of the relations among the OECD countries and between these 

countries and the rest of the world? Evidently the historical account 

can be read two ways, first, that the essential problem was an 

internal one, the full-employment profit squeeze that resulted from 

the failure of the system of production and the rules of co-ordination 

to accommodate the basic conflict between labour and capital; 

second, that the essential problem lay on the international side, in 

the erosion of profits that resulted from the energy shock(s), trace¬ 

able to the erosion of American hegemony, and the demise of inter¬ 

national arrangements that effectively suppressed the constraint of 
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external balance for the United States as hegemonic power and allowed 

relatively expansionary demand management policies both in the 

United States and elsewhere—without the disorder and uncertainty 

of floating exchange rates. In the first reading, the end to the golden 

age comes about 1970, when productivity growth began to decline 

markedly throughout the OECD countries. In the second reading, 

the real end comes in 1979 when OPEC II triggered a new round 

of inflation, which in turn catalysed doubts about the international 

order into fears of a total collapse of the dollar-based financial sys¬ 

tem. In this climate, the United States proved unwilling to continue 

to expand the world economy by stimulating the American economy 

and US imports, for fear of a fall in the value of the dollar of 

unprecedented proportions. (Subsequently, the United States has 

run enormous deficits and the dollar has gyrated on international 

exchanges—without the dire consequences that were generally antici¬ 

pated from such behaviour. But that is another story.) In this read¬ 

ing, the post-war regime foundered on the shoals of pluralism. 
The part of wisdom is probably to reject both of these single-cause 

explanations. Having emphasized the interaction of complementary 

institutions as the key to understanding both success and failure, 

it makes relatively little sense to search for a single essence. The 

internal problems which produced a profit squeeze are adequate to 

explain why the growth in the investment share achieved in the 

1950s and 1960s did not continue into the 1970s, though even here 

international problems (OPEC I in particular) contributed to the 

profit squeeze. But it is the perception (if not the reality) of an 

external constraint in the late 1970s that explains why the United 

States, and hence other countries, were no longer disposed to use 

Keynesian policies to maintain the high levels of employment and 

capacity utilization as in the earlier period. Thus there are different 

explanations for the decline in growth rates (where internal issues 

come to the fore) and the rise in unemployment rates (where the 

emphasis is on the international side). 

The preceding discussion is not intended as a summary of the 

chapters that follow, even though it draws extensively on these 

chapters. Each chapter is a distillation of a larger work, and summar¬ 

ies of summaries are unlikely to illuminate. Even then we do not 

pretend to a complete account. Our research thus far gives relatively 

little attention to the increasing importance of managerial capitalism; 

transnational corporations; the rise of competition from the newly 
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industrialized countries like Brazil and South Korea; the direct im¬ 

pact on accumulation of the increase, relative to the pre-war period, 

in government spending on civil and military account—to mention 

only some of the considerations without which the story of the 
golden age and its demise is incomplete. 

The purpose of this introduction rather is to connect the various 

chapters, to indicate why the general historical narrative of Chapter 2 

is followed by discussion of monetary policy and its role in aggregate 

demand management (Chapter 3), and why these two historical 

discussions are followed by theoretical discussion of the investment 

function and its role in determining macroeconomic outcomes (Chap¬ 

ter 4), and of the theory of labour extraction and its role in shaping 

macroeconomic equilibrium (Chapter 5). It also should be clear why 

we find it important to investigate how some countries have man¬ 

aged, in the face of adversity, to adapt the system of production and 

the rules of co-ordination to the end of high employment (Chapter 

6). Finally, our perspective on the Japanese alternative to Taylorism 

and carrot/stick regulation should now be apparent, as should the 

context in which Chapter 7 is intended to be read. 

IV. LESSONS OF THE GOLDEN AGE: 
METHODOLOGICAL, ANALYTICAL, AND 

POLITICAL 

A final purpose of this introduction is to suggest the lessons which 

emerge from the study as a whole. We believe there are methodolo¬ 

gical, analytical, and policy lessons to be drawn. The main methodo¬ 

logical point is the need to integrate history and theory. In our view 

the failure of most economic analysis, particularly neoclassically in¬ 

spired analysis, to provide any useful insight into the successes and 

failures of post-war capitalism lies in excessive abstraction. 

The key word is ‘excessive’. All theory is abstraction and we have 

nothing against abstraction in principle. The problem of theorizing is 

to trade off the potential generality of the theory, which leads one to 

institutional sparseness, against the need to say something specific 

about specific problems in specific historical circumstances. The 

balance is obviously a delicate one, but it seems clear enough that the 

kind of theory which dominates in the economics profession has 

erred in the direction of too much abstraction. In pursuing general¬ 

ity, neoclassical theory has become so sparse in its institutional 
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specification that it has next to nothing to say about concrete prob¬ 

lems. The ad hoc assumptions that are then added to make the theory 

operational are, to say the least, far from compelling. 

By contrast, the theory of growth that underlies the present 

volume is firmly rooted in capitalist institutions. We draw heavily on 

Marxian and Keynesian traditions to make up for what we perceive 

to be the deficiencies of mainstream theory: the Marxian tradition for 

the discussion of the system of production, particularly the analysis 

of labour extraction, and the Keynesian tradition for the discussion 

of macroeconomic structure, particularly the analysis of saving and 

investment. Each tradition makes assumptions that tie the analysis 

closely to the conditions of a developed capitalist society. 

Both of these traditions make the rate of profit central to the 

growth of the capitalist economy. In part this is because both tradi¬ 

tions, drawing on classical economics, place considerable emphasis 

on profits as a source of saving. In our view, the distribution of 

income, particularly between corporations and households, is central 

to the determination of the overall propensity to save, in sharp 

contrast with the mainstream insistence on a uniform propensity to 

save that is independent of distribution. Observe that the Kalecki- 
Robinson-Kaldor ‘neo-Keynesian’ tradition, in which we would situ¬ 

ate our own view of saving and investment, has in some respects 

parted company not only with the mainstream but, arguably, with 
Keynes himself. 

Our view of saving differs from the mainstream of the profession 

for two reasons. First, when we speak of ‘saving’ we have something 

very different in mind from what the mainstream intends by this 

term. In the mainstream view, saving consists of additions to the 

stocks of all durable goods, although empirical work which uses 

national income accounts excludes durables other than housing. By 

contrast, our interest focuses on plant, equipment, and related ‘pro¬ 
ductive’ capital. 

Second, we mean something very different by the term ‘house¬ 

hold’. In accordance with the logic of their theory, purists in the 

mainstream attribute virtually all private saving to households by 

reason of the beneficial ownership that one way or another is attri¬ 

butable to households. In our view, saving by organizations like 

corporations and pension funds is not reducible to households, at 

least not behaviourally, whatever the legal situation might be. 

At issue here is an important difference with neoclassical theory as 
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to how saving behaviour is to be viewed. Neoclassical theory assumes 

that saving behaviour, like all economic behaviour, is purposefully 

calculated: the preferred models, Franco Modigliani’s life-cycle 

hypothesis (Modigliani and Brumberg 1954) and Milton Friedman’s 

permanent-income hypothesis (1957), are concocted in terms of 

household utility maximization over a long period of time. It 

obviously fits such a framework to assume that households take 

account of the saving done by the corporation or pension funds of 

which households are beneficial owners. The corporation or pension 

fund is in effect simply an extension of the household. 

We see households as more reactive than reflective, for the most 

part responding to the stimulus of income by the action of spending, 

with some saving taking place as incomes rise simply because there is 

a lag in the adjustment process. There are, to be sure, exceptions: 

the salaried professional whose life prospects are reasonably certain 

and whose life experience reinforces the notion that he or she is 

‘in control’—a necessary precondition for the utility-maximization 

framework to make psychological sense. (A colleague once observed 

that the life-cycle hypothesis is exactly the theory of saving behaviour 

one might except of a middle-aged college professor!) And then there 

are the rich and super-rich—about whose saving behaviour we must 

admit we know next to nothing. 
Since we regard long-period utility maximization as an exceptional 

basis for household saving behaviour rather than the normal basis, 

we consider corporations and pension funds to be distinct behav¬ 

ioural entities, which cannot be assimilated to households. Unlike 

the ‘assimilationists’ (for example, Feldstein 1973), we regard the 

relatively high observed rate of corporate profit retention as indica¬ 

tive of a structural relationship between profit and saving—not the 

mere substitution of one kind of household saving for another. 

For all these reasons, we put relatively little emphasis on the 

household as a source of saving in the modern capitalist economy 

(Japan, and to a lesser extent Italy, being exceptions to the general 

pattern). Our working hypothesis is that the more income stays in 

the hands of organizations like the corporation and the pension fund, 

the higher will be the community’s propensity to save. 

But the role of profits in determining the propensity to save is only 

part of the story, and the other parts of the Marxian and Keynesian 

theories are very different, indeed diametrically opposed to each 

other, despite the fact that the rate of profit is central to both. The 
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Marxian theory focuses on a chain of causality running from real 

wages and productivity to the rate of profit, whereas the Keynesian 

theory emphasizes the interconnections between profit and invest¬ 

ment demand. 
Marx begins from the notion of a ‘subsistence wage’ inherited 

from Smith and Ricardo. Although Marx went to great lengths to 

emphasize the historical, social, and moral elements that enter into 

wage determination, ‘subsistence’ still suggests to many a biologically 

determined standard of living bordering on malnutrition or even 

starvation. In our view, it is not biology but community standards 

which play the central role in determining real wages. 

Community standards depend in some part on the course of class 

struggle and the balance of class power between capitalists and 

workers. In part, the norms that govern real wages come out of a 

shared cultural tradition about what constitutes a fair day’s pay. 

Wages are thus a matter of convention in two senses of the term, one 

being the idea of custom, the other the idea of an agreement, accord, 

or contract. Indeed, ‘conventional wage’ better fits our understand¬ 

ing of the Marxian view of wage determination than does the older 

terminology of subsistence, with its misplaced connotation of a biolo¬ 
gically determined wage rate. 

Over a period of time like the one this book covers, the conven¬ 

tional wage cannot be conceived of as an unchanging norm: produc¬ 

tivity growth must be reckoned in. However, it is not primarily 

through the demand for labour, as mainstream theory would have it, 

that productivity has affected wages. Rather, it is through the cul¬ 

tural assumption, common to the advanced capitalist countries, that 

workers may, by right, lay claim to a share of productivity growth. 

Community standards combine with the power of the working class 

to dictate that real wages should rise roughly in line with productiv¬ 

ity. As time goes on, the presumption of wage growth takes on a 

life of its own, in the form that collective bargaining agreements 

assume and in the general expectations of workers and capitalists. It 
was partly the persistence of the momentum of wage growth as 

productivity growth declined in the late 1960s which led to profit 
squeeze in most of the industrialized capitalist world. 

It will immediately occur to many to ask how a conventional wage 

can suspend the laws of supply and demand. The Marxian answer is 

that, in the long run, demand and supply operate quite asymmetri¬ 

cally in the labour market. Over the long period the supply of labour 



29 Lessons of the Golden Age 

is highly elastic at the conventional wage because of the ‘reserve 

army’ of labour. The reserve army is not a static concept, not a 

number of bodies to be counted, but a force which expands (and 

contracts, albeit with greater difficulty and a considerable lag, hence 

the complex relationships analysed in Chapter 6 between population 

growth, participation rates, output growth, and unemployment in 

the period of slow-down after the early 1970s) to fit the needs of 

capitalist growth. 

Students of economic development will recognize a strong connec¬ 

tion between this conception of the labour market and W. Arthur 

Lewis’s ‘unlimited supplies of labour’ (1954). Lewis took the Marx¬ 

ian notions of conventional wages and the reserve army and applied 

these ideas to poor, densely populated countries with large rural 

populations and correspondingly large agricultural sectors, particu¬ 

larly in Asia. But this conception, in our view, remains applicable to 

the capitalist economies of Western Europe, North America, and 

Japan. 

The post-war reserve army was constituted out of a variety of 

sources. In virtually all the capitalist countries, workers were drawn 

from the farm and the kitchen: the agricultural labour force shrank 

to insignificance and women entered into capitalist production in 

increasing numbers. Europe (and Canada) also relied heavily on 

immigration, as the United States had done in an earlier epoch of 

expansion. 
With the long-run labour supply highly elastic at the conventional 

wage, the wage rate is in the first instance a supply-side issue. The 

demand for labour operates on the wage only indirectly, through its 

impact on the conditions of class struggle and accommodation. It 

took a quarter century of golden age growth to produce the confron¬ 

tational conditions in which wage growth began to diverge sharply 

from productivity growth. 
Productivity, like wages, is treated very differently in a Marxian 

account of profit determination from the way it is treated in the 

mainstream story. Mainstream views emphasize technology to the 

virtual exclusion of other considerations. In the Marxian perspective, 

technology is an important, but not the sole, determinant of produc¬ 

tivity. Productivity also depends upon the system of production 

which, under capitalism, reflects both the underlying antagonism of 

the interests of bosses and workers and the accommodations made to 

allow the two classes to get on with the business of production in 
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spite of their fundamental differences. Once again, naked power and 
cultural norms both play a role; together they determine what is 
acceptable as a ‘fair day’s work’, the other side of the coin of a ‘fair 
day’s pay’. Mechanisms of labour extraction, ranging from close 
supervision and monitoring to the payment of high wages, a la Ure 
(see Section 1.5), are ways by which the capitalist seeks to enhance 
labour productivity. ‘Stints’ and ‘pacing’ are ways by which workers 
defend themselves. The important point for present purposes is not 
the specific accommodation through which the conflict is resolved, 
but the idea that conflict and accommodation take place, are central 
to the determination of productivity, and change over time as eco¬ 
nomic, political, and social conditions change. Since productivity 
is central to profitability, the rate of profit cannot be reduced to 
the operation of technological parameters mediated by impersonal 
markets. 

The Marxian theory of growth, to summarize, starts from the 
conventional wage and the system of production to determine the 
rate of profit. The propensity to save out of profits determines the 
rate of growth of the capital stock. In the long run at least, saving 
determines investment—as it does in neoclassical theory. 

This is of course not the only possible interpretation of Marx. The 
labour-extraction model of Chapter 5 is firmly grounded in the 
Marxian distinction between labour and labour power and on this 
basis argues for a positive relationship between labour productivity 
and unemployment and a negative relationship between the wage 
rate and unemployment. In this model, the reserve army fails to 
adjust the supply of labour in time; it reacts to an increase in labour 
demand by increasing the supply of labour, but too late to avoid a 
squeeze on profits. This profit squeeze reflects the fall in the cost of 
job-loss, which both induces workers to produce less and requires 
capitalists to pay them more. 

Although the labour-extraction view of the labour market is diffe¬ 
rent from one that emphasizes the endogeneity of the labour supply, 
the two views can be reconciled: the labour supply can be taken as 
endogenous in the long run but fixed in the short run. This would 
make the dependence of labour extraction on the unemployment rate 
a phenomenon of the short run of the business cycle, and open the 
door to a different explanation of profit squeeze in the long period. 
Labour extraction would remain an issue in the long period, but be 
tied less strongly to the unemployment rate and more strongly to long 
period changes in the realities of class relations and perceptions of 
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those relations on the part of both capitalists and workers. These 

long period changes would replace the unemployment rate as the 

central explanation of the change in the relationship between wage 

growth and productivity growth that occurred in the late 1960s and 
early 1970s. 

Formally, the difference between the two explanations is that the 

‘class-relations’ model interprets profit squeeze as a shift in the 

aggregate supply schedule relative to a fixed aggregate demand sche¬ 

dule, whereas the ‘unemployment’ model interprets profit squeeze as 

a shift in the aggregate demand schedule along a fixed aggregate 

supply schedule. Of course, this puts the difference between the two 

models in the starkest possible way. In fact, the two chapters which 

attempt to apply formal models to the question of profit squeeze 

(Chapters 4 and 5) tell more nuanced stories, in which both aggre¬ 

gate demand and aggregate supply schedules shift. 

Neo-Keynesian theory, it has been observed, shares the Marxian 

view of saving as a function of the distribution of income. Where it 

offers a novel and distinctive interpretation of growth is in its em¬ 

phasis on the capitalist as investor, and particularly on his psycholo¬ 

gical state as a determinant of the propensity to invest. In the 

neo-Keynesian view, businessmen as a class, if not individually, have 

the power of self-fulfilling prophecy. Suppose businessmen are opti¬ 

mistic about the future and therefore about the prospects for profit, 

and that they are consequently disposed to take a chance in commit¬ 

ting their capital to specific physical forms, as investment requires but 

saving does not. Then investment demand will be high and the rate 

of profit will have to be high in order that the requisite saving be 

forthcoming; that is, in order that the demand for investment and 

the supply of saving be equal, as macroeconomic equilibrium re¬ 

quires. By the same token, if investors are pessimistic and little 

investment demand is forthcoming, the rate of profit required to 

equate desired investment with desired saving is relatively low. In 

short, the ‘animal spirits’ of businessmen, their state of confidence, 

rather than rational calculation, brings about a corresponding state of 

affairs. As Keynes put it in the preface to Essays in Persuasion, 

‘There is a subtle reason drawn from economic analysis why. . . faith 

may work. For if we act consistently on the optimistic hypothesis, 

this hypothesis will tend to be realized; whilst by acting on the 

pessimistic hypothesis, we can keep ourselves forever in the pit ol 

want.’ 
This is not the place to elaborate a neo-Keynesian theory of 
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investment in any detail. That ground is partially covered in Chapter 

4 and more extensively in Marglin (1984, 1987). Suffice it to say here 

that a variety of auxiliary assumptions enter into the neo-Keynesian 

view. These range from endogenous, or at least passive, money to 

the assumption of slack resources, in the manner of a Marxian 

reserve army. Here we shall focus on only one of these assumptions, 

namely that adjustments in the real wage accommodate propensities 

to invest and save. The essential point is the sluggishness of money 

wages compared to prices: prices respond to demand with greater 

alacrity than do money wages. In the General Theory, this process 

accompanies changes in the level of capacity utilization and output, 

or rather drives producers to change the level of capacity utilization, 

which adjusts in accordance with the dictates of profit maximization. 

But from the point of view of growth, it is changes in the distribu¬ 

tion of income between wages and profits which are primary, since 

profits affect both saving and investment. In the long run, distribu¬ 

tional changes can take place whether or not capacity utilization 

changes. 
In short, in the neo-Keynesian view, it is investment and saving 

which jointly determine rates of profit and growth, even as each is 

separately determined by the rate of profit. Productivity is deter¬ 

mined by technology, and the real wage is a residual, determined by 

the output that remains after businessmen’s appetites for accumula¬ 

tion have been satisfied. 

Evidently this is a very different point of view from the Marxian 

(not to mention the mainstream) view. In contrast with Marxian 

theory, the rate of profit and the rate of growth are determined 

within the macroeconomic structure, rather than within the system 

of production. The system of production plays a role only in so far as 

it influences investors’ animal spirits. 

An obvious question at this point is whether two such diametri¬ 

cally opposed interpretations of the basic mechanisms of capitalist 

growth can be harnessed together into a single, coherent theory— 

one, it may be hoped, which does not rely on empirically doubtful 

propositions like the relative rigidity of money wages as compared 

with prices. There are at least three alternative tacks that might be 

followed. First, we might treat inflation as a safety-valve which 

resolves the tension between the pressure of conventional wages and 

productivity and the pressure of aggregate demand on profits. Infla¬ 

tion can erode both the real wage and investment, as well as the real 
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value of government spending, and thus ‘harmonize’ the conflicting 

claims on a limited economic pie. In this hybrid of Keynes and 

Marx, conventional wages and productivity on the one hand and in¬ 

vestment and saving on the other jointly determine the profit rate and 

the growth rate—each of these elements operates with diminished 

force relative to a pure strain of Marxian or Keynesian model. This 

is the tack followed in Rowthorn (1977, 1980) and Marglin (1984). 

An alternative is to treat the conventional wage, aggregate de¬ 

mand, and aggregate supply as constraints which may or may not be 

binding. That is, the space of possible outcomes is partitioned into 

distinct sub-spaces, each associated with a regime in which the 

conventional wage or aggregate demand or aggregate supply drops 

out of the picture. This ‘regime’ approach is followed by Edmond 

Malinvaud (1980) in a somewhat different context. 

A third possibility is to drop the assumption that producers deter¬ 

mine output by profit maximization but retain the notion that capac¬ 

ity utilization responds to aggregate demand. In this model, aggre¬ 

gate demand affects the profit rate through its effect on capacity 

utilization, whereas the real wage is not, in contrast with the General 

Theory, determined by capacity utilization alone. This model, unlike 

the pure Keynesian one, has room for a Marxian conventional wage. 

Kalecki (1971, chs. 1-8) is the intellectual father of this approach; 

although in Kalecki the conventional wage is transformed into a 

mark-up determined by what he calls the ‘degree of monopoly’. 

Chapters 4 and 5 of this book can be interpreted as Kaleckian 

hybrids, Keynesian models with an admixture of Marx. The differ¬ 

ence between the two is that Chapter 4 emphasizes the investment 

function and Chapter 5 the labour-extraction function. In this sense, 

the two chapters tell complementary stories about the golden age and 

its demise. 

None of these theories, however they might be combined with 

one another, offers more than a bare-bones analytic structure, an 

approach to understanding growth in the post-war capitalist economy 

rather than a detailed blueprint or econometric model of how the 

post-war regime functioned. In particular, these theories do not have 

much, if anything, to say about the international economy, nor do 

they have much to offer on the relationship of the state to other 

actors in the economy. 

The basic premiss of this book in respect to both the state and the 

international economy is more Marxian than Keynesian: the state 
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and the international economy are each regarded fundamentally as 

arenas of conflict. This fundamental conflict does not however pre¬ 

vent at least some of the contending players from mutually benefiting 

from compromise and agreement, explicit or tacit, which may endure 

for substantial periods of time. This was the case, at least until the 

golden age began to tarnish, both as regards the internal class com¬ 

promise that governed the intervention of the state in the domestic 

economy and the international understandings that underlay Amer¬ 

ican hegemony. 

V.l Beyond Keynes and Marx 

A major innovation of this book is the attempt to situate the theory 

of growth within an institutional framework, and to explain the 

successes and failures of the post-war regime in terms of the mutual 

interaction of these institutions. One virtue of this approach is that it 

allows us to transcend the reductionism inherent in separating the 

analysis of the internal and external aspects of the golden age. Not 

only does the emphasis shift from ‘external shocks’ like OPEC I and 

II (which became effects of the erosion of American hegemony rather 

than independent causes) to more fundamental issues, but individual 

causes are seen in their relation to the whole. The question no longer 

is whether the demise of the golden age was the result of the 

breakdown of internal cohesion of the productive system or the 

result of the breakdown of international arrangements. It becomes 

instead how the internal and international institutions played upon 

one another and how these institutions stopped reinforcing and be¬ 

gan to undermine one another—in short, how the successes of indi¬ 

vidual parts of the system bred failure of the system as a whole. 

Major policy conclusions follow from this way of looking at things. 

Take the economic policies produced by right-wing governments 

in the United States and the United Kingdom during the 1980s. 

In terms of the perspective developed in this book, both ‘Reagano¬ 

mics’ and ‘Thatcherism’ may be understood as an attempt to con¬ 

struct new institutional arrangements to foster a resumption of 

growth. Reaganomics, in this view, aims to create conditions under 

which an essentially Keynesian macroeconomic structure can once 

again function. 

Of course, this has not been the rhetoric. For Reagan and his ilk 

of supply-siders, Keynes was the demon of profligacy incarnate. But 
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like Moliere’s Monsieur Jourdain, who spoke prose for 40 years 

without knowing it, Reagan—whatever he calls his macroeconomic 

policy—could not have followed the fiscal precepts of Keynes better 

if he had studied at the feet of the master. To be sure, Reagan’s 

brand of fiscal stimulus was highly skewed towards the rich: the 

regressiveness of the tax breaks and ‘reforms’ that have been enacted 

over the last few years would have been unthinkable in an earlier era. 

But this difference should not obscure the logic of budget deficits. 

Nor is this aspect of Reaganomics in itself unappealing. In a world 

awash with saving, the budget deficits of the Reagan years have had a 
positive impact on our own and on the world economy. 

It is the other planks of the Reagan platform that are distressing 

from the point of view of this book. First, Reagan’s peculiar vision of 

a new international order has led to a vast expenditure of money and 

rhetoric on restoring American political hegemony. Grenada seems to 

be all there is to show for this expenditure, unless destabilization in 

Nicaragua and counterterror in Libya are counted as successes. The 

odd thing is that no serious attempt has been made to play a leader¬ 

ship role in forging new international economic arrangements. A 

charming if rather naive faith in the market has substituted for real 
efforts at leadership. 

The main focus of Reaganomics, macro-stimulus apart, has been 

to resurrect the system of production and rules of co-ordination of 

the early post-war period, in which primary reliance was placed on 

unemployment, or rather the fear of unemployment, to discipline 

labour, raise productivity, hold wages in check—all to restore profits 

as the engine of investment, saving, and growth. (This too has been 

the goal of Thatcherism. Indeed, Thatcherism might be charac¬ 

terized as Reaganomics without macro-stimulus.) 

Thus the containment and even the roll-back of the welfare state. 

Thus the assault on organized labour. Thus the deepest recession 
since the Great Depression. 

How well has all this succeeded? Better, it must be admitted, than 

many of us would have expected. But the costs have been staggering. 

As has been noted, estimates put the costs to the American economy 

in terms of forgone output in trillions of dollars. 

And if the recession of the 1980s imposed significant costs on the 

people of the United States and other countries of the First World, 

the advanced capitalist countries, the results have been nothing short 

of disastrous in the poor countries of the Third World, particularly 
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in Latin America. Estimates of unemployment run from 30 per cent 

in Peru to 20 per cent in Mexico; real wages in Latin America are 

estimated to have fallen by as much as one-third in the wake of the 

debt crisis triggered by the Volcker—Reagan recession. For the first 

time in living memory, perhaps for the first time since the era of the 

conquistador es, net capital flows from the First to the Third World are 

negative: they are aiding us! 
Costs and equity apart, the Reagan-Thatcher solution is prob¬ 

lematic on its own terms. It is a quick fix rather than the basis for 

renewal. The problem is not the massive US budget deficits. The 

problem is rather that under Reaganomics and Thatcherism prosperity 

relies on labour rolling over and playing dead, a posture workers are 

unlikely to acquiesce in once jobs are, and are widely perceived to 

be, plentiful, and the perceived cost of job-loss accordingly returns 

to pre-1980s levels. Once prosperity becomes sustained and general, 

the internal problems that undid the arrangements of the golden age 

are likely to undo the Reagan-Thatcher-era arrangements, despite 

the undoubted weakening of trade unions in both the United States 

and the United Kingdom—unless the lack of a stable international 

order produces a global recession first. 
There is a further problem. Even if the Reagan restoration has 

finally succeeded in bringing unemployment below its level when 

Reagan took office, the recovery is incomplete in an important re¬ 

spect, namely the behaviour of business investment. Although the 

initial recovery from the trough of 1983 was strong, non-residential 

fixed investment has since declined relative to gross national product, 

so that by 1987 the ratio had fallen below 10 per cent to its lowest 

level since 1964 (Council of Economic Advisers, 1988, Table B-l). 
Conventional wisdom blames the dismal performance of business 

investment on high interest rates associated with the US budget 

deficit—crowding out and all that—but a more basic problem lies 

elsewhere, in the international arena. 

Austerity, attacks on the welfare state, union bashing, which along 

with deregulation are the conventional wisdom practically every¬ 

where in the capitalist world today, at best address only part of the 

problem. Even on the most optimistic assumptions about the effects 

on worker motivation and in turn on labour productivity, it is 

unlikely that capitalists will respond to higher profit margins with a 

higher rate of accumulation—the uncertainties of the international 

economic order are likely to dampen investor enthusiasm as fears of 

major depression did earlier. 
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By the same token, any solution’ which deals with only one aspect 

of the problem—the internal or the international—is likely to be a 

temporary stop-gap at best. For example, co-ordination of fiscal and 

monetary policies, the liberal answer to Reagan and Thatcher, and 

not a bad one at that, aims to reproduce the international Keynesian¬ 

ism that characterized the last phase of American hegemony in the 

1960s. It is quite likely that such a measure, permitting a simul¬ 

taneous expansion of the major industrial economies, would provide 

substantial relief on the employment front. But since co-ordination 

fails utterly to address the problem of profit squeeze, it could hardly 

make much of a contribution to restoring the growth rates of the 
golden age. 

VI. CONCLUSION 

Full employment and high growth can be restored, but only on 

condition that policy-makers face up to the need for a profound 

restructuring of the system of production, and along with it the rules 

of co-ordination, the macroeconomic structure, and the international 
order. 

We do not question the need for arrangements geared to a high 
rate of growth of the capital stock, although we are more disposed to 

argue the case for growth in terms of the need to provide employ¬ 

ment than in terms of the need for more goods and services. But if 

we are persuaded of the need for a high rate of investment, and the 

need for a macroeconomic structure and an international order con¬ 

ducive to investment and saving, we are less sure of the ramifications 

for the system of production and the rules of co-ordination. 

The first problem is that there are various ways of restructuring 

the accumulation process. At one end of the spectrum one can 

imagine totally new mechanisms that do away with the need for 

profit as a catalyst to investment and a source of saving. More 

modestly, one can imagine retaining profit as the motive for invest¬ 

ment or the means for saving, and formulate the problem instead as 

one of how to restore profitability. 

The implications of these two strategies for the system of produc¬ 

tion and the rules of co-ordination are obviously different. The first 

alternative presupposes drastic revision of the institutions that gov¬ 

ern labour and capital relations. The second requires revision of the 

bargain between labour and capital, but this revision of the bargain 

could take place more or less within existing institutions. In this case 
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the question becomes: what is a satisfactory quid pro quo if labour is 

to acquiesce in pressure to increase productivity without compensa¬ 

tion in the form of higher wages? The problem is not how to roll 

back wages under conditions of labour weakness such as have char¬ 

acterized the 1980s in the aftermath of the recession of the early 

1980s. Roll-backs of one kind or another are fairly easily achieved in 
these circumstances. The problem is how to lay a foundation that 

endures even during a period of sustained prosperity, when labour 

historically becomes much stronger. 
We could approach the problem from the other direction and ask 

what the implications are for the macroeconomic structure and the 

international order of changes in the system of production or the 

rules of co-ordination. For example, consider a strategy of eliciting 

the loyalty and commitment of workers by democratizing the work¬ 

place. How would a project of giving workers a greater voice in the 

workplace affect the prospects for a high rate of investment and 

saving? Could a reasonable start on the project of democratizing 

work relations be made within present institutions, with workplace 

democracy the quid pro quo for wage restraint? Or would it be 

necessary to do away altogether with an institutional framework 

based on profits in order to advance the project of democracy? In this 

case, how would the compatibility of accumulation and democracy 

be fostered? In particular, what institutions would ensure that demo¬ 

cratically controlled enterprises ploughed enough income back into 

expanding the means of production? 
Finally, it must be recognized that however necessary, no reform 

of the internal institutions of individual capitalist economies will 

be sufficient for a renewal of prosperity. There must as well be a 

restructuring of capitalist economic relations internationally. A cen¬ 

tral issue here is whether there are alternatives to hegemony. If no 

single country any longer has the political and economic clout to 

impose its leadership on to the others, is there nevertheless a set of 

practices, a system of behaviour, which one or more major powers 

can follow in order to induce co-operative behaviour on the part of 

the others? 
In the answers to these questions may lie the future of capitalism. 
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The Rise and Fall of the Golden Age 

ANDREW GLYN, ALAN HUGHES, 

ALAIN LIPIETZ, AND AJIT SINGH 

I. INTRODUCTION 

In 1972 after two decades of what has been termed a golden age of 

economic performance it could be confidently written that 

there is no special reason to doubt that the underlying trends of growth 
in the early and middle 1970s will continue much as in the 1960s . . .the 
growth objectives and the capacity of governments broadly to achieve them, 
have not altered significantly and no special influence can now be fore¬ 
seen which would at all drastically change the external environment of the 
European economies (United Nations 1972, p. 125). 

Similar optimism could be found in forecasts and comments about 

the prospects for the OECD as a whole at that time. Whereas in the 

early 1960s OECD real GNP growth potential was forecast to grow 

by 4.1 per cent p.a. in the medium term, this had been revised 

upwards to 4.6 per cent by the mid 1960s and to 5.1 per cent by the 

early 1970s (McCracken et al., 1977, p. 38). 

Now after a decade and a half of stagnation and policy confusion 

the growth objectives of governments and their capacity to achieve 

them are viewed in a much more circumspect way. In contrast to 

earlier real growth rates of around 5 per cent OECD output growth 

in the medium term is currently forecast to grow at less than 3 per 

cent p.a., with no significant changes in unemployment rates by the 

end of the decade. A key question facing policy-makers in the 

advanced and developing economies is whether this represents a 

permanent or long-term decline in the growth prospects in the in¬ 

dustrial countries, for on their rates of progress hinge prospects for 

the world economy as a whole. 
We attempt in this chapter to throw some light on this vitally 

important question by adopting a historical approach to the pattern 

of post-war development across the advanced capitalist countries 
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(ACCs). This approach is designed to examine the factors which lay 

behind the emergence of the period of rapid and sustained post-war 

advance in economic performance in these countries, as well as the 

factors that lay behind the erosion of the ‘golden age’ and which 

account for the uneven and erratic progress since the early 1970s. We 

hope to isolate those factors which may be expected to persist as a 

permanent influence on progress in the longer term, as compared to 

those which are more transitory, as well as to reveal the fundamental 

characteristics of the golden age itself. 
Our analysis ends in 1979. The appointment of Paul Volcker as 

Chairman of the Federal Reserve in that year symbolized the 

triumph of monetarist policies and ushered in a period of deliberate, 

heavy deflation, widely imitated abroad, especially in the UK. This 

effectively put paid to any prospect of overcoming the second oil 

price increase by conventional demand management. It finally ended 

attempts to breathe life back into the golden age economic regime. 

The chapter begins with a short outline of the principal macro- 

economic characteristics of the golden age in the biggest six ACCs, 

(the US, the UK, Japan, Germany, Italy, and France).1 The length, 

steadiness, speed, and spread of the post-war boom are revealed to 

be so exceptional in the history of capitalism as to suggest that an 

explanation for its occurrence must be found in a unique economic 

regime rather than in a chance set of particularly favourable economic 

circumstances. We have thus organized our analysis of the function¬ 

ing and emergence of the golden age in Section III in terms of a 

fourfold division of the principal characteristics of this pattern. 

We discuss first the macroeconomic structure, which summarizes 

the macroeconomic relations which ensure the perpetuation of the 

growth path. Under this heading come the relations between wages 

and productivity, between profits and capital employed, and between 

investment and consumption. In this connection we place special em¬ 

phasis on the profits-investment-productivity-wages-profits chain. 

The key relationship between investment and productivity growth 

rests on far more than a technical relationship between machines and 

output. It is important to isolate the system of production, or general 

principles governing the techniques of production and the organ¬ 

ization of work, most typical of a particular period. Such an excur¬ 

sion beyond what is conventionally regarded as economics into the 

spheres of industrial organization and sociology is, we believe, essen¬ 

tial to a rounded account of patterns of growth. 
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Our third area of analysis is of the rules of co-ordination which 

produce compatibility between individual behaviour and the macro- 

economic pattern. This includes the systems of wage-setting and 

pricing which generate the path of distribution between wages and 

profits, the state fiscal and credit policies which guarantee incomes or 
maintain demand and so forth. 

Finally, individual countries combine to form an international 

system, with a particular configuration of trade and capital flows 

reflecting a hierarchy of competitiveness, and function according to 

certain implicit or explicit rules. This is the fourth element in the 

pattern of development—the international order. 

We believe that a particular pattern of development has to exhibit 

a coherence not just within these spheres, but between them as well. 

The macroeconomic structure of individual countries during the 

golden age was founded on and reproduced by a particular system of 

production, was regulated by a set of co-ordinating rules, and func¬ 

tioned within a particular international order. Such a structure could 

be undermined by problems originating in one or more of these 

spheres which then threw the others out of synchronization. The way 

in which this occurred is analysed in Section IV, which deals with 

the erosion of the golden age. This is followed by a final section in 

which we present our principal conclusions. 

We trust that the account of the golden age and its erosion that we 

give in the course of this chapter will demonstrate that our approach 

is a valuable way of interpreting economic history.2 We hope that it 

helps to create a clearer understanding of the constraints and chal¬ 

lenges facing policy-makers in their pursuit of a return to a more 

stable, full-employment growth path. 

II. THE GOLDEN AGE IN HISTORICAL 

PERSPECTIVE 

There is little doubt that the quarter century following post-World 

War II reconstruction was a period of unprecedented prosperity and 

expansion for the world economy.3 Between 1950 and 1975 income 

per person in the developing countries increased on average by 3 per 

cent p.a., accelerating from 2 per cent in the 1950s to 3.4 per cent in 

the 1960s. This rate of growth was historically unprecedented for 

these countries and in excess of that achieved by the developed 

countries in their period of industralization (World Bank 1978). In 
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Table 2.1. Growth characteristics of different phases, 1820-1979 
(arithmetic average of figures for 16 individual countries) 

Phases 

Annual average compound growth rates 

GDP GDP per 
head of 
population 

Tangible 
reproducible 
non-residential 
fixed capital 
stock 

Volume of 
exports 

I 1820-70 2.2a 1.0a (na) 4.0b 

1870-1913 2.5 1.4 2.9 3.9 

II 1913-50 1.9 1.2 1.7 1.0 

III 1950-73 4.9 3.8 5.5 8.6 

IV 1973-9 2.5 2.0 4.4C 4.8 

a Average for 13 ACC’s. 
b Average for 10 ACC’s. 
c 1973-8. 

Source: Maddison (1982). 

the developed countries themselves Table 2.1 shows that GDP and 

GDP per head grew almost twice as fast as in any previous period 

since 1820. Labour productivity grew twice as fast as ever before, 

and there was a massive acceleration in the rate of growth of the 

capital stock. The increase in capital stock represented an investment 

boom of historically unprecedented length and vigour. 

Rapid though the rate of growth of GDP was, it was outstripped 

by the growth in the volume of trade which was eight times faster 

than in the period 1913-50 and twice as great as in the century from 

1820 (Table 2.1). Trade among the Western industrial economies 

was the most dynamic element in this,4 with trade and output 

growth especially marked in manufactures. For the world as a whole 

output of manufactures more than quadrupled between the early 

1950s and the early 1970s, and world trade in manufactures grew 

eightfold (Batchelor et al. 1980; United Nations 1972). The major 

industrial countries began the golden age with an inheritance from 

the inter-war Depression of a historically low proportion of manufac¬ 

tures exported and a low level of trade in manufactures (Table 2.2b). 

They ended it with the position radically transformed. 

There were also major structural changes in the sectoral composi¬ 

tion of total output and in the sectoral distribution of the labour 

force. These represented the continuation of the long-term structural 
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Table 2.2. Export shares of GDP 1950-1984 and proportion of production 
of manufactures exported, 1899-1959 

(a) Export shares 

1950 1955 1960 1965 1973 1979 1984 

OECD Total 
Current prices 10.3 11.8 13.1 13.1 16.1 19.0 21.2 
Constant prices3 9.0 9.8 11.6 12.4 16.8 19.3 21.3 

OECD Europe 
Current prices 22.3 20.9 21.8 21.0 25.4 28.3 31.7 
Constant prices 12.7 14.8 16.7 18.1 25.6 28.3 32.0 

Japan 
Current prices 12.7 10.7 10.8 10.5 10.0 11.6 15.2 
Constant prices 4.7 3.9 5.6 6.9 9.0 12.2 17.1 

US 
Current prices 4.3 4.4 5.1 5.1 6.9 9.1 7.5 
Constant prices 4.3 4.6 5.6 5.8 7.9 9.4 8.2 

Note: Constant prices are 1980 prices and exchange rates linked to 1963 prices and exchange 
rates. 

Source: OECD National Accounts 1950-68 and 1960-84. 

(b) Proportion of manufactures exported (%) 

1899 1913 1929 1937 1950 1955 1959 

France 33 26 25 12 23 18 18 
Germany 31 31 27 15 — — — 

West Germany — — — 17 13 19 23 
UK 
Other Western 

42 45 37 21 23 19 19 

Europe 17 18 23 21 17 18 21 
US 5 5 6 5 5 4 4 
Japan 25 40 29 40 29 26 23 

TOTAL 19 18 15 12 10 10 11 

Note: 1955 constant prices. 

Source: Maizels (1963), p. 223. 

transformation in employment away from agriculture towards indus¬ 

try and then services (Rowthorn and Wells 1987; Singh 1977, 1987). 

In this period the principal employment shift was towards services, 

with the industrial share peaking and then falling between 1960 and 

1981 (Table 2.3). Since productivity growth in industry was substan¬ 

tially higher than in services between 1950 and 1973, the output 

share of industry did not shift to the same extent as employment. 
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Table 2.4. Cyclical characteristics of different phases (ACC’s) , 1820-1979 
(arithmetic average of figures for individual countries) 

Phases Maximum 
peak-to- 
trough fall 
(or smallest 
rise) annual 

Maximum 
peak-to- 
trough fall 
in export 
volume 

Average 
unemployment 
rate 
(% of labour 
force) 

Average 
annual 
rise in 
consumer 
prices 

I 1820-73 —6.7a -21.7b (na) 0.2b 
1970-1913 -6.1 -18.2 4.5C 0.4 

II 1920-38 -11.9 -36.5 7.3 —0.7d 

III 1950-73 +0.4 -7.0 3.0 4.1 

IV 1973-9 -1.3 -6.4 4.1 9.5 

a Denmark, France, and UK, only. 
b France, Germany, Sweden, UK, and US only. 
c UK and US, 1900-13. 
d 1924-38 for Austria and Germany, 1921-38 for Belgium. 

Source: Maddison (1982). 

The years 1950-73 were also characterized by a marked improve¬ 

ment in stability. Table 2.4 shows that fluctuations in GDP and in 

export growth were substantially lower than ever before, with unem¬ 

ployment rates one-third lower than in the period 1870-1913 and 

less than one-half of those during 1928-30. Consumer prices, 

however, drifted upwards at an average of 4 per cent p.a., faster than 

in the previous periods analysed. 

After 1973 there was a deterioration in the performance of the 

world economy and the industrial countries within it. Whilst invest¬ 

ment in capital stock held up reasonably well to 1979 (Tables 2.1 and 

2.4), output, productivity, and export growth all fell sharply, insta¬ 

bility in export volumes and GDP increased, and unemployment and 

inflation both rose. Even so performance during the period 1973-79 

still looks comparatively good in long-term historical perspective. 

The position deteriorated radically after 1979. 

Whilst all the major industrial countries shared in this period of 

prosperity and stability to some degree, there were significant differ¬ 

ences between them (Table 2.6). Thus the US experienced a more 

modest acceleration in output and capital stock growth than its 

principal industrial competitors and experienced levels of unemploy¬ 

ment quite comparable with long-term historical experience (except 

for the worst Depression years). Equally marked was the failure of 
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Table 2.5. 
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Productivity levels per man-hour relative to US (US= 100) 

1870 1913 1950 1973 1979 

US 100 100 100 100 100 

UK 114 81 56 64 66 

France 60 54 44 76 86 

Germany 61 57 33 71 84 

Italy 63 43 32 66 70 
Japan 24 22 14 46 53 

Sources: Maddison (1982). 

the rate of productivity growth in the US to match the acceleration 

experienced elsewhere. The growth of output per hour worked in the 

US remained around 2.5 per cent from the turn of the century to the 

1970s (before collapsing dramatically in the period 1973-81) (Maddi¬ 

son 1982). This was in stark contrast to the experience of the other 

major industrial countries, and has been consistently related by 

commentators to the technological leadership role of the US in the 

golden age (Maddison 1982; Freeman et al. 1982). As Table 2.5 

shows, between 1870 and 1913 technical leadership, as proxied by 

relative levels of output per hour worked, passed from the UK to the 

US. In 1950 only the UK of the major industrial countries had a 

productivity level over half that of the US. By 1973 productivity 

levels ranged between one-half and three-quarters of the US level 

and the gap continued to narrow thereafter. 

These differential productivity performances were, as Table 2.6 

also shows, paralleled by export and trade performance, output and 

capital stock growth, the rate at which capital intensity changed, 

and in inflation and unemployment. Against this background of the 

long-term statistical record we can now turn to the first of our tasks, 

an account of the genesis of the golden age, and the nature of the 

economic regime on which it was based. 

III. THE GOLDEN AGE AND HOW IT EMERGED 

In this section we outline the main features of the golden age and 

indicate briefly how they emerged from post-war reconstruction. 

III. 1 The Macroeconomic Structure 

The central features of the macroeconomic pattern during the golden 

age were: (i) rapid and parallel growth of productivity and capital 
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stock per worker; and (ii) parallel growth of real wages and produc¬ 

tivity. The significance of these two relations is that they guaranteed 

both a roughly constant profit rate and roughly equal growth rates of 

consumption and production, thus perpetuating the initial rate of 

accumulation. 
Of course such golden age growth took place at very different rates 

in different countries (fastest in Japan, slowest in the US and UK 

with continental European countries somewhere between). Growth 

was mainly centred on the domestic market. Although international 

trade grew rapidly, it began from a very low base so that for indi¬ 

vidual countries (other than the very small ones) the domestic market 

dominated the overall growth of demand. Moreover, an increasing 

proportion of international trade took place between the advanced 

countries. Thus it was the internal market of the advanced coun¬ 

tries as a group that provided the demand necessary to justify the 

investment. 
As already emphasized the golden age saw an unprecedented 

growth rate of labour productivity along with a similarly high rate of 

capital accumulation (growth rate of the capital stock) (Fig. 2.1). 

Based on the generalization of mass-production systems (see Section 

III.2 below) it was this high rate of capital accumulation per worker 

employed that permitted the acceleration of productivity growth as 

compared to previous periods. Simple econometric estimates based 

on the experience of capitalist countries over the last 100 years 

suggest that for every 1 per cent growth of capital stock per worker 

employed, hourly labour productivity increases by 0.75 per cent. 

Given that on average capital per worker grew around 2.5 per cent 

p.a. faster over the period 1950-73 than during 1870-1913, this 

would account for about two-thirds of the 3 percentage points in¬ 

crease (from about 1.5 per cent p.a. to almost 4.5 per cent p.a.) in 

productivity growth actually observed. This point deserves emphasis 

because of the continued popularity of neoclassical growth account¬ 

ing which typically attributes much less weight to capital stock 

growth.5 
The rough parallelism between the growth rate of capital per 

worker and productivity growth in turn ensured that the output/ 

capital ratio remained roughly constant. This is an over-simplifica¬ 

tion inasmuch as other factors such as hours of work and relative 

rates of productivity growth in consumption and capital goods sec¬ 

tors are involved; nevertheless, taking the average of the ACCs, the 
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FIG. 2.1 ACC production, capital stock, productivity, and employment, 
1955-1980. Source: Armstrong and Glyn (1986) 

ratio of net output to net business capital stock hardly varied be¬ 
tween the early 1950s and the late 1960s (Fig. 2.2). 

The profit rate depends on profit share.6 This in turn depends on 

the growth rate of product wages (that is, measured in terms of 

business product rather than workers’ consumption) rising in line 

with the growth rate of labour productivity. Fig. 2.3 shows that 

these constituents of the profit share grew in parallel. Together with 

a stable capital/output ratio this contributed to the rough constancy 
in the profit rate (Fig. 2.4). 

The balance between the growth of real wages and productivity 

does not simply ensure that the profit rate is maintained; it also 

allows consumption to grow roughly in line with production. Be¬ 

tween 1952 and 1970 the private consumption of the ACCs rose by 

4.2 per cent p.a. whilst production rose by 4.5 per cent. A fun¬ 

damentally new development of the post-war period was that the 

massive growth in production was counterbalanced by an equal 

growth of consumption—a growth of consumption which, as a result 

of the institutional and policy innovations discussed below (Section 
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FIG. 2.2 ACC business mechanization and output/capital ratio, 1955-80. 
Source: Armstrong and Glyn (1986) 

III.2) came to be more or less universally forecast and anticipated, 

extending to all sectors of the population but first and foremost to 

wage-earners. 
The significance of the growth of consumption lay not only in the 

impact on mass living standards but on the assurance it gave to those 

taking investment decisions of a steadily growing market. This 

together with the maintenance of what was frequently an already 

very high profit rate, in relatively tranquil political conditions, pro¬ 

vided the essential conditions for the perpetuation of the very high 

accumulation rates which had seemed likely to fade with the accom¬ 

plishment of the tasks of post-war reconstruction. 

These high rates of accumulation were certainly also bolstered by 

the rapid growth of international trade which permitted the most 

successful individual companies to invest at rates which could not 

have been justified simply by the growth of their national markets. 

The ratio of exports to GDP at constant prices increased from 9 per 

cent to 12.4 per cent between 1950 and 1965 and then accelerated to 

reach 16.8 per cent in 1973. Exports of manufactures also grew faster 
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FIG. 2.3 ACC business productivity and product wages, 1955-80. Source: 
Armstrong and Glyn (1986) 

in volume terms than production, though for countries other than 

Germany this trend did not emerge strongly until the 1960s, and 

in part the overall figures reflected the relatively rapid growth of 

Europe and Japan where much larger proportions of manufactured 

output were exported. Despite this strong growth of the volume of 

exports, the proportion of resources devoted to exports (measured by 

the current price ratio of exports to GDP) actually declined in 

Europe and Japan up to the mid 1960s as productivity growth 

in the export sectors was relatively fast (see Table 2.2a). Moreover, 

whilst the proportions of imports in supplies of manufactures rose 

steadily in the European countries, by the early 1960s they were still 

below the levels of 1913 (Maizels 1963; Batchelor et al. 1980). So the 

stress placed on the growth of trade must be a nuanced one; whilst 

certainly important for individual sectors it was not until the end of 

the 1960s that production for international trade absorbed an increas¬ 

ing proportion of labour within the advanced countries—in this sense 

the golden age growth could be regarded as primarily domestically 

based. 
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FIG. 2.4 ACC profit rates, 1955-80. Source: Armstrong and Glyn (1986) 

Under the golden age pattern of development the inflation rate was 

not determined prior to the growth process and in principle could 

take on a range of values. The actual rate reflected the ‘real’ macro- 

economic pattern of productivity and income distribution determina¬ 

tion. Unlike an (idealized) gold standard, where the determination 

of the price level reflects relative productivity growth in gold-mining 

as compared to production as a whole, the post-war structure of 

macroeconomic relations could have taken place in principle at any 

rate of inflation (positive or negative). The actual rate reflected the 

patterns of wage-bargaining, price-setting, credit creation, and inter¬ 

national economic relations outlined in Sections III.3 and III.4 be¬ 

low. Here we note that inflation was moderate at around 4 per cent 

p.a. between 1952 and 1968 in the advanced countries, slower in 

sectors where productivity growth was particularly rapid (exports, 

manufactures). 

Our description of the macroeconomic structure of the golden 

age has left aside the question of how it was established within the 

various countries. It should not be assumed that it emerged relatively 
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unproblematically from the exigencies of post-war recovery; quite a 
complex and differentiated process was involved. 

In the US the business capital stock grew at around 4 per cent p.a. 

from the end of the war up to the mid 1950s (this was double the 

average inter-war rate but no higher than before 1914). The end of 

the war saw exceptionally high profits, even after tax the profit rate 

was similar in 1945 to the 1929 peak. Demand was kept high initially 

by pent-up post-war demand (including net exports to countries 

reconstructing after war damage) and then by Korean War spending 

and rearmament. Indeed as the latter burst of spending fell away, so 

did the accumulation rate. It fell to 2.5 per cent at the end of the 

1950s until it was revived by the Kennedy—Johnson fiscal expansion, 

associated with social programmes and then Vietnam War spending. 

Post-war institutional and policy development did not generate the 

level of investor confidence required to push up the corporate prop¬ 

ensity to invest to a level sufficient to drive demand up to full 

utilization of capacity (and thus realize the potential full-employment 

profit rate). The US only experienced a brief period of exceptional 

accumulation (growth rate of the capital stock of nearly 5 per cent) in 

the latter part of the 1960s. To adapt Joan Robinson’s colourful 

phrase, the US experience of the golden age was rather a limping one 

(giving rise to under-consumptionist analyses of the US of which 
Baran and Sweezy’s (1968) was the most famous). 

In the other major countries, by contrast, the rate of accumulation 

edged up more or less steadily to reach peak rates in the early 1960s 

(mid 1950s in Germany). The 1950s, therefore, saw an enormous 

investment boom. In Europe the rate of accumulation doubled after 

the late 1940s to reach some 5.5 per cent in the early 1960s; in Japan 

the acceleration was even more spectacular, a quadrupling of the 

growth rate of the capital stock to 12 per cent. This levered up pro¬ 

ductivity growth and allowed output to continue to grow rapidly 

after the reserves of spare capacity and unemployed labour had been 

used up. The other side of this investment boom was that business 

investment was also the most dynamic element of demand. As a 

percentage of GDP it rose from 10 per cent to 13 per cent in Europe 

between 1952 and 1961 and from 13 per cent to 24 per cent in Japan 

over the same period. Over the same period total government spend¬ 

ing on goods, services, and transfers (at current prices) stayed rather 

steady at around 27 per cent of GDP in Europe and 16 per cent in 

Japan (Armstrong and Glyn 1986). 
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What role did high or rising profits play in this process of acceler¬ 

ated accumulation? After the war the balance between productivity 

and wages allowed the profit share to be at least at comparable levels 

to pre-war (even in Germany and Italy where pre-war meant the 

fascist system). These high rates of profit were generally maintained 

until the end of the 1950s, before the slow downward trend set 

in (see Section IV. 1). Japan was the exception where profitability 

climbed from far below the pre-war figure to a level probably exceed¬ 

ing it by the end of the 1950s (Armstrong et al. 1984, Chart 6.4; 

Armstrong and Glyn 1986). 
This high level of profitability was a necessary condition for the 

investment boom of the 1950s (and in Japan in particular was further 

increased by that boom—(Armstrong et al. 1984, ch. 8). But it would 

be wrong to see that investment boom as simply flowing mechanical¬ 

ly from the high profit rate. All these countries, with only the UK a 

partial exception, underwent periods of severe deflation during the 

period 1947-50. Conservative governments bolstered by Marshall 

aid, a potent symbol of US support, sought successfully to restore 

the ‘social and financial discipline’ which had been disrupted by the 

turbulence of the immediate post-war years (Armstrong et al. 1984, 

chs. 4 and 6). 
Whilst successful, these deflationary policies did not immediately 

restore confidence in the vision of a smooth progression of the 

economy towards US productivity and consumption standards. In 

1951 stock markets in Europe registered share prices, adjusted for 

inflation, well below the pre-war level. The UN Economic Commis¬ 

sion for Europe reported ‘The general impression was that, after the 

Korean boom, Western Europe—with the notable exception of W. 

Germany—had entered a period, not of outright downturn, but 

rather of protracted stagnation’ (UNECE 1955, p. 3). In the same 

report the UN noted that such expectations had been disproved and 

that ‘one of the notable features of the present upswing in Europe is 

the great increase in purchases of consumer durable goods’ (p. 21). 

This underlines the fact that whilst investment, underpinned by high 

profits, was the most dynamic factor the growth of consumption 

expenditure was an essential part of the process of expansion. 

In Japan the pattern was rather different; between 1955 and 1961 

production of investment goods trebled, whilst consumption (public 

and private) rose by less than 50 per cent. This extraordinary burst 

of investment, probably unparalleled in the history of advanced 
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capitalist countries, defies any simple explanation; with hindsight it 

is clear that all the preconditions—high profits, abundant and now 

docile labour supply, access to new technologies, an active indus¬ 

trial policy, and a state committed to rebuilding positions in world 

markets—were there, but that hardly accounts for the virulence 

of the upswing. It was not till the 1960s that Japan exhibited 

the macroeconomic pattern of more balanced growth typical of the 
golden age. 

The golden age structure was reached at different times, by differ¬ 

ent routes, and corresponding to different rates of expansion in the 

various ACCs. It should be seen as a way of comprehending the most 

important trends and interrelationships, rather than as a precise 

description of the course of development within individual countries. 

III.2 The System of Production 

The golden age saw the consolidation and extension of the Taylorist 

principles of work organization (Braverman 1974; Coriat 1978): 

(i) Rigorous standardization of work practices through analysis of 

the ‘one best way’, covering both the manual operations them¬ 
selves and the time taken to carry them out. 

(ii) A corresponding separation between the conception of work 
(design, engineering) and its execution. 

Taylorism was aimed at increasing productivity in its strict sense 

(output per unit of effort) by the generalization of the most efficient 

methods of production, themselves the product of a collective pro¬ 

cess of ‘learning by doing’. But Taylorism was also aimed at control 

of the intensity of work (effort per hour worked) through the stan¬ 

dard procedures with which the worker was obliged to comply. 

The expansion of Taylorism was partly extensive. The proportion 

of those at work who were self-employed, and therefore not directly 

subject to Taylorist methods of control in the workplace, fell from 34 

per cent of total employment in 1954 to 17 per cent in 1973. The 

most important reason for this was the run-down of numbers work¬ 

ing in agriculture. Industrial employment (the traditional heartland 

of Taylorism) rose more slowly than services, but Taylorist princi¬ 

ples were extended into many service sectors as well (supermarkets, 

typing-pools) (Lipietz 1978). 
But the most important expansion of Taylorism was intensive—the 
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incorporation of work norms into the machinery itself. The classic 

example, and the symbol of post-war mass production, is the car 

assembly line where the operations required of workers and the time 

allowed to carry them out are dictated, mechanically, by the machin¬ 

ery. The separation of conception and execution is thereby deepened 

because the design of new machinery, as well as associated work 

practices, is entirely divorced from those who work the machines. 

Mechanization was not of course a new phenomenon, but the un¬ 

precedented rate at which it occurred during the post-war period 

justifies singling out the golden age system of production as a 

qualitatively distinct combination of Taylorism and mechanization. 

The spread of best-practice American technologies and systems 

of work organization throughout Western Europe and Japan was 

reflected at the macroeconomic level in the slow process of ‘catch-up’ 

of average productivity levels. In the immediate post-war years 

employers in some countries (notably Japan and Italy) faced the 

strong and organized opposition of workers to rationalization which 

was the precondition for the introduction of such technologies. It 

was not until the late 1940s that the employers’ hands were suffici¬ 

ently strengthened to move ahead as they wished. In other countries 

(Sweden) a more or less explicit bargain was made whereby labour 

traded off growing wages against managerial freedom to reorganize 

production. Common to all were productivity missions sent to the 

US to bring back the message as to how American prosperity could 

be emulated. Thus the delegation sent from the UK by the TUC to 

study the role of US trade unions in promoting productivity em¬ 

phasized the need to come to terms with ‘scientific management’.7 

The various joint industry teams from the UK were unanimous in 

recommending ‘more standardization, more research; the use of 

more effective managerial techniques (e.g. time study and budget 

control), more mechanization (especially of, handling operations), 

and the better layout of existing factories (Leyland 1952, p. 395). 

Ill. 3 Rules of Co-ordination 

Our interpretation of the golden age has emphasized a macroeco¬ 

nomic structure which was characterized by: profit shares roughly 

stabilized as a result of roughly parallel growth in productivity and 

earnings; an unprecedented investment boom; persistent but by 

later standards moderate inflation; and an overall balance between 

the rate of growth of productive potential and the demand for out- 
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put. However, capturing the essence of the golden age requires more 

than defining arithmetically the macroeconomic conditions for ba¬ 

lanced growth. It also requires a discussion of the rules of co¬ 

ordination which led decisions by economic agents—firms, groups of 

workers—into paths consistent with those macroeconomic condi¬ 

tions. It is, thus, a question of the social acceptance of these condi¬ 

tions and of the institutions seen as guaranteeing them. 

Two aspects are of central importance: first the interrelationships 

between price and wage formation, productivity growth and profits; 

and second the role of the state in macro-and micro-economic policy 

formation (e.g. demand management, competition policy, and the 
provision of social welfare). 

Prices, Wages, Productivity, and Profits 

In the golden age prices of industrial goods were much as before 

determined by adding a mark-up to costs in a way which was 

relatively insensitive to short-term variations in demand. Primary 

products, however, remained more sensitive to short-term fluctua¬ 

tions in the balance of market forces.8 By contrast there were im¬ 

portant developments in the pattern of wage formation. Wages were 

determined by a bargaining procedure that was increasingly collec¬ 

tive and centralized in nature. In wage and price determination 

the state took an increasingly active role via incomes and prices 

policies, welfare state provisions, and its role as a major employer and 
producer. 

Wage Determination 

Increasing concentration was associated with increased insensitivity 

of mark-up-based pricing to short-run variations in demand and with 

concentrated industries having more stable mark-ups over the cycle 

(Blair 1972; Hultgren 1965; Means 1935; Boyer and Mistral 1978). 

Given the system of fixed exchange rates which characterized the 

international order in this period, the ability to maintain margins in 

the face of international competition depended essentially on control 

over input costs. Since raw material costs were largely set on interna¬ 

tional markets, control of unit wage costs, through superior produc¬ 

tivity growth and the ability to strike a keener wage bargain was 

crucial. It was a primary characteristic of the golden age that the 

money wage bargains produced nevertheless a rapid rise in real 

wages, linked more or less closely to productivity growth. 

This link did not emerge on the same terms, or in the same way, 
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in the individual ACCs. Once established, however, its more or less 

explicit recognition became embedded in the particular institutions 

of the wage-determination process, so that a general law could be 

said to have emerged, in which the rate of money wage increases 

corresponded to the rate of change of prices plus the rate of change 

of productivity. Institutionally this involved elements of the follow¬ 

ing processes (Eatwell, et al. 1974; Turner and Jackson 1970; OEEC 

1961; OECD 1979; Tylecote 1981): 

• Leading companies in the most dynamic sectors reached collective 

agreements with their workers, incorporating a cost-of-living ele¬ 

ment and an annual improvement factor. These agreements then 

spread across companies in those sectors, either spontaneously, or 

under union pressure, by the authority of employers’ associations 

or as a result of state action. 
• Similar wage increases spread out to the non-leading sectors 

through the pressure of labour-market collective bargaining and/or 

indexed minimum-wage regulations. 

Depending on the relative strength of these mechanisms (leading 

sectors, plus comparability and wage drift), the money wage rises 

were more or less general and the labour markets more or less ‘dual’. 

This implied an upward drift in prices but also that the general rise 

in productivity would be reflected in a general rise in consumer 

purchasing power. Since business expectations came to reflect this, 

the overall effect was a general encouragement to capacity-expanding 

investment. There was also a particular encouragement for leading 

firms because the most efficient producers were able to squeeze the 

margins of their less efficient competitors by forcing up their wage 

costs. They were also encouraged by rising wages to scrap their own 

least efficient plant (Salter 1959). 

All of this is not to suggest that individual wage bargains were 

made explicitly on the basis of anticipated macroeconomic outcomes. 

Rather it was the mechanisms of wage-bargaining and competitive 

rivalry in fix-price markets for manufactured goods that tended to 

produce that effect. 

Market Structure and Price Determination in Industrial Goods 

The increase in centralization and collective bargaining in the labour 

market was matched by structural changes in product markets. The 

period between the 1930s and the early 1950s saw slight downward 



59 The Rise and Fall of the Golden Age 

movements in aggregate concentration in the US, Japan, and the 

UK, and there were initially concerted efforts to deconcentrate and 

restructure German and Japanese industry during the US occupa¬ 

tion. But outside the US the golden age was marked in all the major 

industrial economies by an upward drift in the concentration of 

domestic production especially in the mid and late 1960s. The tech¬ 

nical basis of this, in terms of capital intensity and scale economies, 

was reflected in a parallel but much less marked tendency for average 

plant sizes to increase and in the emergence of similar industrial 

patterns of concentration, across countries. These trends were rein¬ 

forced at the beginning of the period in France, Italy, and the UK by 

a substantial programme of public ownership and nationalization, 

and later by extensive merger activity. This was predominantly hori¬ 

zontal in character in Europe and Japan, and conglomerate in the US 

(Hughes and Singh 1980; Lieberman 1977; Caves and Uekusa 1976). 

The renewed tendency for domestic production to be concentrated 

in fewer hands was not associated with a general increase in the 

degree of monopoly power. In fact the period was marked by an 

increasingly widespread anti-trust attack on restrictive trade prac¬ 

tices, and cartelization (Edwards 1967). More significantly, the in¬ 

creasing concentration of domestic production was the outcome 

of a competitive process that was increasingly international in char¬ 

acter. The enormous expansion of manufactured exports and intra- 

European trade, coupled with substantial direct investment flows as 

the period wore on, was associated with an increase rather than a 

diminution in the intensity of competition. Whereas domestic con¬ 

centration rose, world market concentration was stable or fell in a 

wide range of primary and manufacturing industries (e.g. auto¬ 

mobiles) and US and UK multinational dominance was challenged 

by the growth of European and especially Japanese corporations 
operating and trading on a world scale (Vernon 1977; UN 1978; 

Franko 1978). 

Welfare State Transfer Payments and the Growth of the Public Sector 

Collective agreements, minimum-wage legislation, and the com¬ 

petitive process provided the essential framework within which the 

incomes of active wage-earners rose with productivity. A similar out¬ 

come for the economically inactive emerged with the growth of 

welfare state transfer payments. 
The social conflicts of the first half of the century (and the rivalry 
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between fascist, communist, and social democratic systems) led to 

the successive introduction of collective provision for those rendered 

inactive by industrial accidents, sickness, and age, and to a limited 

degree by involuntary unemployment. The golden age was characte¬ 

rized by a great expansion in the coverage and level of support for 

those made unemployed (including those formerly self-employed); 

the introduction of family allowances; the indexation of pensions to 

cost-of-living changes; and the introduction of earnings-related be¬ 

nefits and pension schemes. There was also a significant convergence 

in levels of support between countries9 (Flora and Heidenheimer 

1981; Shonfield 1968). 
In Europe the share in current price GDP of transfer payments 

and subsidies to households as a whole rose from around 8 per cent 

in 1955-7 to around 12 per cent by the late 1960s and around 16 

per cent by the mid 1970s whilst the share of income maintenance 

expenditures rose from 8.3 per cent in 1962 to 11.4 per cent in 1972 

(Sawyer 1982).10 
To the extent that these transfer and benefit incomes were them¬ 

selves indexed to prices, and to earnings growth amongst the active 

population, then the tendency was reinforced for positive anticipa¬ 

tions to develop of an upward general trend in purchasing power. 

Moreover, these payments contributed to an increase in the short¬ 

term stability of demand and of income. This eased the ability of 

wage-earners to raise loans, thus facilitating the expansion of con¬ 

sumer credit arrangements. 
The combination of public sector income maintenance and the 

high wage-high investment pattern was so successful in maintaining 

effective demand that the policy problem for much of the golden age 

appeared to be how to damp down excess demand rather than how to 

boost it to maintain full employment. 

There seem to have been two broadly defined routes to the imple¬ 

mentation of welfare state policies. In some countries the golden age 

saw the emergence of a social democratic consensus in favour of full 

employment, the welfare state, modernization, and Keynesianism. In 

others a liberal capitalist restoration based on a more or less explicit 

suppression of radical elements in the labour movement was associ¬ 

ated in time with the granting of similar reforms (Keohane 1984; 

Katzenstein 1978; Goldthorpe 1984). 

The most obviously social democratic consensual systems have 

been those of the Nordic countries, especially Sweden, whose post- 
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war system has its roots in the pre-war period. There collective 

bargaining was centralized between strongly organized employer and 

trade-union federations, and based on an explicit recognition of the 

twin constraints of international competition and of the macro- 

economic accumulation pattern. It included a conscious diffusion 

of settlements across different sectors of the economy and different 
classes of income recipient (Edgren et al. 1973). 

In Germany a solution along the liberal capitalist restoration route 

emerged. Its elements included decentralized wage-bargaining, and 

pattern-making settlements in key sectors; the use of its occupational 

power status by the US to prevent the emergence of socialist indus¬ 

trial initiatives; a union movement organized on US initiative on 

sectoral lines, concerned more with co-determination and recovery 

rather than short-term money wage gains; and the use of Marshall 

aid to restore, via the banking system, the essentially pre-war corpo¬ 

rate structure. The result was the development of a virtuous circle of 

high profit, high investment-led growth cycles (Kindleberger 1967; 

Shonfield 1968; Esping-Andersen and Korpi 1984; Hennings 1980; 

Faxen 1980; Markovits 1986). 

Fiscal Policy and the Expansion of the Public Sector 

A second important aspect of public sector activity was state civilian 

expenditures (e.g. on health, education, and other public-good and 

service provision), which (with Japan as a notable exception) rose 

half as fast again as output in the OECD economies in the period 

1950-70. This growth along with the even faster expansion of trans¬ 

fer payments meant a substantial increase in the share of overall 

public sector expenditure in GNP, notwithstanding a relatively stable 

share of government investment expenditure and a declining share in 

GNP for expenditure on defence (Delorme and Andre 1982). Where¬ 

as public expenditure was around 28 per cent of GNP in the OECD 

economies in the mid 1950s, it was around 34 per cent by the late 

1960s and 41 per cent by the mid 1970s (OECD 1979). 
This increase was largely but not entirely financed by taxation. 

The increased fiscal leverage meant an increase in automatic stabi¬ 

lization over the cycle. The balanced budget multiplier and when not 

balanced the tendency for the average fiscal stance to be expansion¬ 

ary ensured that private sector effective demand was reinforced and 

sustained by public expenditure patterns (see Fig. 2.5). Whether 

based on explicitly Keynesian commitments to full-employment de- 
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FIG. 2.5 Public expenditure, total tax revenue, and government deficits as a 
percentage of GDP, 1960-1981. Source: OECD (1985b) (unweighted aver¬ 
age for seven major OECD countries); averages for 1960-4 exclude Japan. 

mand management or not, public expenditures directly fostered and 

reinforced expectations of high and stable demand. Thus whilst 

private consumption and investment demand played the crucial 

dynamic role in the golden age without recourse to systematic public 

sector deficit financing, the fact that there was a growing perception 

that governments would run deficits if necessary was an essential 

complement to that role. By the 1960s policy-makers everywhere 

were claiming to be Keynesian, most significantly perhaps in the 

United States which until the 1960s had alone among the industrial 

nations persistently run its economy at below full capacity (Cornwall 

1977; Maddison 1982). 

Credit Supply and Inflation 

In the macroeconomic pattern which we have described, the growth 

in the volume of transactions is determined by capital accumulation 
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and productivity. Nominal prices and incomes are the outcomes of 

more or less formalized price and wage-determination procedures. 

Given the velocity of circulation credit must be available to finance 

the resulting nominal value of total transactions. Credit creation to 

achieve this was possible in the golden age without the constraints 

imposed by adherence to national metallic currency standards, which 

proved so restrictive in earlier periods. This development of a pure 

credit money system at the national level was matched by the emerg¬ 

ence at the international level of a dollar standard (see Section III.4 

below). Adherence to fixed parities relative to the dollar in the 

Bretton Woods fixed exchange rate system obviously imposed limita¬ 

tions on the extent to which individual countries could vary their 

money supply for internal policy purposes. Nevertheless monetary 

policy operating under a typically hierarchical central bank-com¬ 

mercial bank system (Aglietta and Orlean 1982; Lipietz 1983) was 

sufficiently malleable to form an important element in macroecono¬ 

mic demand management (e.g. in the US and Germany in the 

1960s); and the ability to create credit at the national level was an 

important facilitating condition for sustained growth of real incomes. 

The question remains however of the extent to which real growth 

was accompanied by a particular inflation rate. 

The process of price and wage determination described earlier is 

consistent with any overall rate of price change. The macroeconomic 

pattern of the golden age involved a sharing out of the gains of 

productivity between firms and wage-earners, the latter being the 

majority of customers. In principle this could be achieved by a 

stability in nominal wages, and a diffusion of the benefits of produc¬ 

tivity in lower prices direct to customers. However, with productiv¬ 

ity bargaining in leading sectors this is not possible. Moreover, to the 

extent that these bargains diffuse to other sectors an upward bias is 

imparted to prices elsewhere as they are marked up on wage costs. 

This effect can only be offset by reduced margins or improved 

productivity in the affected sectors. Without these forces leading to 

fully offsetting price and productivity changes, the net effect is that 

relative price changes were brought about at the cost of a chronic 

upward drift in the overall price level (Lipietz 1986; Morgan 1966; 

Streeten 1962). 
Given that in these circumstanaces some upward drift in inflation 

is inevitable what forces if any set an upper limit? What constrained 

firms from improving margins, and unions in their claims for higher 

nominal wages? 



64 A. Glyn, A. Hughes, A. Lipietz, and A. Singh 

As we have seen, the possibility of a profit push exerting an 

independent upward pressure on prices through rising monopoly 

power was not a feature of this period. Mark-ups were therefore 

maintained rather than increased. Price responded instead to the 

pressures of cost changes via the mark-up, though the cost changes 

of course embodied the effects of demand changes in the domestic 

and international economies (Brown 1984). In a fixed exchange rate 

system, with the dollar as a reserve currency pegged to gold, inflation 

in the US fixed the average rate around which the inflation rates 

of the other industrial countries had to move if they were to avoid 

international payments imbalance, pressure on their currencies, and 

pressure to use domestic credit and fiscal policy management to 

deflate their economies. As long as US inflation, as determined by 

internal demand pressure and the upward drift required by relative 

price changes and productivity bargaining, was relatively low, the 

system as a whole was stable at low inflation rates. Endogenous 

credit creation to validate changes in nominal values was corres¬ 

pondingly limited. Currency and credit expansions much below or 

above this range introduced as an aspect of domestic policy would 

be constrained by corresponding pressures on the exchange rate 

via the reserves and capital movements. Thus the fixed exchange rate 

system effectively constrained the extent to which countries could, 

in the medium to long term, pursue credit creation policies much 

different from those necessary to validate the real growth of output 

and a rate of price change of the same order of magnitude as that 

experienced in the USA. 

III.4 International Order 

The rules of co-ordination in each national economy functioned with¬ 

in and interacted with the international order. This comprised a co¬ 

herent set of international monetary, financial, and trading arrange¬ 

ments under which economic interchange, particularly between the 

industrial capitalist countries, could take place in a more orderly and 

mutually beneficial manner than in the inter-war period. 

The Evolution of the Post-War International Economic Order 

The ‘new’ international economic order which came into being after 

the war was not a spontaneous development. It was carefully plan¬ 

ned, mainly by the governments of the US and the UK, while World 
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War II was still in progress. It rested on the view that an expansion 

in the volume of international trade would be essential to the attain¬ 

ment of full employment in the US and elsewhere, to the preserva¬ 

tion of private enterprise, and to the development of an international 
security system. 

Moreover, the international economic system would need effective 

leadership by the US if a liberal international economic order along 

these lines were to be established (Penrose 1953; Gardner 1969; 
Maier 1978; Scammel 1983). Action required would include the 
following: 

1. An international organization for the maintenance of exchange 

stability and to deal with balance-of-payments problems. 

2. An international organization to deal with long-term international 
investment. 

3. An international agreement on primary-commodity price control. 

4. International measures for the reduction of trade barriers. 

5. The international organization of relief and reconstruction 

6. International measures to maintain full employment. 

This comprehensive programme of international economic plan¬ 

ning was the basis of numerous initiatives following the end of the 

war (Scammel 1983; Milward 1984). In the event the entire plan was 

never fulfilled. In particular items (3) and (6) were not embodied in a 

new institution, although some efforts in these directions were made. 

The first two points of the programme were implemented by the 

establishment of the International Monetary Fund (IMF) and the 

International Bank for Reconstruction and Development (IBRD). 

There is a voluminous literature on the negotiations and considera¬ 

tions leading to the Bretton Woods agreement and the setting-up of 

the IMF (see Gardner 1969; Van Dormael 1978; Horsefield 1969; 

Harrod 1951; Milward 1984). As is well known, there were basically 

two plans for the proposed new monetary authority: the more 

expansionist Keynes plan put forward by the British side and the 

more orthodox White plan submitted by the United States. In the 

end, the US plan carried the day and the result is an international 

monetary authority which has inherent in it a deflationary bias in 

that it imposed most of the burden of adjustment on the deficit 

countries and relatively little or none on the surplus countries. The 

original Keynes plan envisaged a more equitable sharing of the 

burden of adjustment between the surplus and deficit countries; 



66 A. Glyn, A. Hughes, A. Lipietz, and A. Singh 

Keynes’s conception of the IMF also involved an automatic mechan¬ 

ism for increasing international liquidity in accordance with the 

needs of world trade and world economic growth. These shortcom¬ 

ings in the actual institutional arrangements of the IMF became 

highly significant in the 1960s and 1970s as we shall see later. 
The institution of an international trade organization proved much 

more difficult. The Havana Charter and the International Trade 

Organization, negotiated in 1947, were stillborn. Instead, a less 

ambitious General Agreement on Tariffs and Trade (GATT) became 

the central vehicle for the promotion of free trade. The central 

principle of GATT was non-discrimination, as embodied in the 

concept of the most favoured nation. This stipulated that any advan¬ 

tage, favour, privilege or immunity granted by any contracting party 

to any product originating in or destined for any other country shall 

be accorded immediately and unconditionally to the like product 

originating in or destined for the territories of all other contracting 

parties.11 
Over the years, the GATT has provided the main forum for 

multilateral negotiations to reduce trade barriers and tariffs between 

countries. 
The international regulatory framework which emerged from the 

Anglo-US plans was the result of the interaction of domestic and 

foreign policy in both the economic and political spheres. In this 

process the US held the upper hand. It had emerged from the war 

with its relative economic power greatly enhanced. The US also 

owned nearly 60 per cent of the world’s gold reserves and the other 

main rival economic power (the UK) was heavily in its debt. In 1946, 

the European countries had a balance-of-payments deficit of $5.8bn. 

with the rest of the world; in 1947, the deficit rose to $7.6bn., in part 

as a result of rising US prices in the aftermath of the abolition of 

price controls (Fodor 1986). West European reserves in 1948 

amounted to only $6.7 bn. In contrast, the US surplus on goods and 

services was more than $7bn. in 1946 and $llbn. in 1947. These 

were the years of the dollar shortages. 

The Dollar Shortage and the Marshall Plan 

From the point of view of countries other than the United States a 

US surplus on current account and an accompanying dollar shortage 

became a serious problem when it implied either a restriction of their 

imports, unemployment in order to avoid a continual loss of reserves 
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to the USA, or borrowing on terms that were either financially or 
politically expensive (Kahn 1950). 

The dollar shortage also implied difficulties for the US since im¬ 

port restrictions by, or recession in, her trading partners threatened 

her own activity levels. Hence the policy conclusion was drawn that 

maintenance of US export levels would require a large foreign aid 

programme since neither the infant IMF or IBRD were politically 

or financially up to the task of maintaining activity levels both in 
the US and Europe. 

This perspective provided one basis for the Marshall Plan. How¬ 

ever, as Block (1977) notes, the Marshall Plan was far more than 

an effort to finance the US export surplus for a few more years. It 

simultaneously attacked all the forces which were moving Western 

Europe away from the liberal, capitalist, multilateral, international 

economic order desired by the US: the strength of the European 

Left, the relative weakness of the European economies, and the pull 

from the Soviet Union. These political factors and the Cold War 

were decisive in the passage of the Marshall Plan legislation through 
the US Congress. 

As Milward (1984, p. 466) puts it, the US objective in facilitating 

the recovery programme in Europe (ERP) was ‘the total political 

reconstruction of Western Europe, not just its economic recovery’. 

The goal was the integration of Western Europe into one common 

economic area before the end of ERP’, an immediate US political 

interest in this process being the foreign policy objective of binding 

West Germany firmly into a Western alliance. Marshall aid thus was 

part of a more general policy of isolating communist parties and 

trade unions as adversaries of production, and of ameliorating social 

conflict over distribution in favour of a consensus on growth (Maier 

1978; Scammel 1983). As we have seen in our discussion of national 

aspects of the transition from reconstruction to the long boom, this 

side of the Marshall aid programme played a critical part in the way 

the subsequent national rules of co-ordination were to develop.12 

Marshall aid was massive, amounting to around 1 per cent of US 

GNP in each of the years 1948 to 1952 (OEEC 1958, pp. 22-3). It 

also involved a high degree of conditionality.13 The most important 

economic objectives of the Marshall Plan were: the restoration of 

multilaterialism, price stability, and recovery of production. In pur¬ 

suit of these goals, under US encouragement and pressure, the 

European countries carried out major realignments of their curren- 
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cies. In September 1949, sterling was devalued by nearly 30 per cent 

against the US dollar. This was followed by similar changes in the 

exchange rate in thirty other countries. These events were combined 

with deflationary policies between 1947 and 1949 in Italy, France, 

Germany, and other countries. Wage increases were to be prevented 

from cutting into profits and expenditure on social services to be 

curtailed in order to promote industrial investment. The upshot in 

economic terms in the immediate period of Marshall aid was to allow 

the continuation of the domestic programmes of recovery in the 

European economies with an income distribution tilted towards 

profits and investment (Armstrong et al. 1984). 

In the event the successful pursuit of a national recovery pro¬ 

gramme in individual countries (itself facilitated by Marshall aid) 

and the foreign policy objectives of Britain and France thwarted 

rapid movement towards a widely based supra-national Western 

European union. Increased integration of a different kind did 

however emerge after 1950 via the European Payments Union and 

the European Coal and Steel Community (ECSC). The formation of 

the latter was strongly supported by the United States and served the 

purpose of bringing about closer relations between West Germany 

and France by resolving the historical conflict over the Saar. It also 

provided an answer to the politically emotive issue of German 

rearmament (Block 1977; Camps 1966; Milward 1984). In the cir¬ 

cumstances US ambitions for a greater European union were ulti¬ 

mately transformed into support for a ‘little’ Europe of the six which 

was seen as a more practical alternative (Camps 1966). 

The US interest in Little Europe’s unity coincided with the aims 

of the Christian Democratic Parties in the leading European coun¬ 

tries as well as those of certain European technocrats and intellec¬ 

tuals who had in various forms long pursued these objectives. The 

EEC was established with the signing of the Treaty of Rome on 

24 March 1957. 

The International Economy under US Leadership 1945-1968 

In contrast to the post World War I period, a coherent institutional 

framework for international trade, finance, and payments came into 

being under US leadership after 1945. By the end of the 1950s, most 

European countries had made their currencies convertible and the 

Bretton Woods system had come into its own. The European Com¬ 

munity had been established. Under the auspices of GATT but with 
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active US leadership, a number of so-called ‘rounds’ of multilateral 

tariff reductions took place in the 1950s and 1960s. By the mid 

1960s, after the Kennedy Round reductions, tariffs on dutiable non- 

agricultural products were reduced to an average of 9.9 per cent in 

the US, 8.6 per cent in the six EEC countries, 10.8 per cent in the 

UK, and 10.7 per cent in Japan. The establishment of this post-war 

international trading and financial system generated the enormous 

increase in world trade which we underlined in Section II. 

The crucial leadership function of the US in guiding the capitalist 

international economy and in managing the imbalances in the system 

in the two decades following the war cannot be overestimated. Apart 

from promoting currency realignments and monetary stability and 

other measures noted earlier, the US took several steps to facilitate 

adjustment. In the short term, foreign aid and military expenditures 

helped to offset the huge trade surpluses with Europe and Japan; the 

Bretton Woods goal of convertibility was abandoned; and trade 

discrimination by Europe and Japan against the United States 

accepted. The US supported the European Payments Union which 

also discriminated against the dollar. In the longer term, aid to 

Europe and Japan, and the abolition of occupation controls in the 

defeated Axis countries, were aimed at rebuilding productive and 

export capacity in the expectation that this would ultimately widen 

the market for American exports. (Spero 1977, p. 37) 

As a consequence of these measures, and of the European and 

Japanese economic recoveries, and also in part as a result of govern¬ 

ment spending overseas especially on the Korean War, after 1950 the 

US surplus on goods and services fell sharply and the country started 

to run overall deficits. The US balance on goods and services fell 

from an average of over $6bn. in 1948-9 to an average of less than 

$2bn. per annum in the four years 1952 to 1955. The US overall 

balance excluding net military expenditure but including government 

grants and capital transactions as well as private capital transac¬ 

tions was $1.0bn. in 1948, $0.2bn. in 1949, —$2.1bn. in 1953, and 

— $1.5bn. in 1954. (See Argy (1981) for full details of the US balance 

of payments during this period.) European governments were en¬ 

couraged to use their corresponding surpluses to build up reserves. 

The resulting redistribution was considered to be highly desirable. 

Further, the US deficits were financed almost entirely by the creation 

of liabilities against herself. As Argy (1981) notes, between 1950 and 

1958 the foreign exchange component of world reserves increased by 
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nearly $7bn.; all of this took the form of US dollars. Thus during 

this period, the dollar was the world’s reserve currency and the US 

was the world’s central bank. The overall outcome was an interna¬ 

tional trade and payments system that facilitated an unprecedented 

boom in the growth of trade and of national output and productivity. 

For the greater part of the period, the US authorities followed 

conservative economic policies, and the US, and hence the world rate 

of inflation—given relatively stable commodity prices—remained re¬ 

latively low by later standards. 
However, as early as the beginning of the 1960s, the weaknesses of 

this international economic system were becoming manifest. The 

root cause of these difficulties was the continuing deterioration of the 

US balance-of-payments position. The US-led international financial 

system was not truly multilateral and was not therefore capable of 

dealing with the imbalances caused by the US itself. By the 1960s the 

European countries were no longer willing to accept this situation 

without appropriate constraints on US economic policy. Thus the 

system of international order which complemented the national sys¬ 

tems of production, macroeconomic structure, and rules of co¬ 

ordination was put under stress by the patterns of relative national 

performance to which they gave rise. 

Comments on the Logic of the Whole 

The interdependence of the system of production, the macroecono¬ 

mic structure, the rules of co-ordination, and the international order 

make it very difficult to identify the driving-force behind growth. 

Explanations focusing on one aspect of the pattern of development 

such as export-led growth (Beckerman 1962), dynamic economies of 

scale (Kaldor 1967), reserves of surplus labour (Kindleberger 1967), 

or Keynesian demand management (Boltho 1982) tend to neglect 

these interrelationships. The system of production and rules of co¬ 

ordination underpins a certain macroeconomic structure. This in 

turn justifies the extension of the system of production and reinforce¬ 

ment of the institutional mechanisms. In fact, it is the right balance 

between these three factors and, more especially, a social consensus 

on the value of this pattern of development in its various forms 
which account for its success. 

Thus in the golden age pattern of development the extension of 

Taylorist systems of working organization, combined with rapidly 

deepening mechanization, generated enormous productivity gains. 
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These were particularly important in the mass-production consumer 

goods industries, especially durables. Problems of ‘under-con- 

sumptionism’ or inadequate demand were avoided by the persistent 

increase in real wages, fast enough to provide a market but not fast 

enough to jeopardize the profit share. The extension of collective 

bargaining and of welfare state spending ensured this growth of 

demand and in turn reflected a degree of social consensus and se¬ 

cured the necessary degree of ‘informal involvement’ of workers at 

work. Anticipation of high profits and expanded markets justified the 

high rate of investment. The system appeared to operate in a stable 

fashion against the background of a coherent world trade and pay¬ 

ments system and with relatively marginal domestic regulation in 

terms of wages and credit policy. This stability however could 

obviously be threatened by difficulties in the system of production, 

the rules of co-ordination, the macroeconomic structure, or interna¬ 
tional order. For instance: 

1. If productivity growth falters because of problems in the system 

of production, and is not sufficiently matched by a corresponding 

moderation of real wage growth or offset by revised systems of 

management and production, then pressures on profit margins 

and output capital ratios may threaten the macroeconomic struc¬ 
ture. 

2. Similar pressures arising from changed bargaining Strengths or 

aspirations may threaten the rules of the co-ordination framework 

within which the existing margins and distribution of income are 

accepted. These pressures could arise both from tightening labour 

markets as well as from increasing recognition by employees of 

international differences in living standards. 

3. Raw material cost pressures in the international system (which for 

most of the golden age were slight because of stable or improving 

terms of trade with primary producers) could threaten real wage 

growth unless offset by higher productivity growth or squeezed 

margins, thus creating difficulties in the macroeconomic struc¬ 

ture. 
4. A weakening of US economic performance—higher inflation 

and cost or production problems—coupled with unwillingness in 

other industrial countries to accept a US deficit at fixed parities, 

could undermine the international order. 

5. Historical cost-based mark-up pricing behaviour, and incorrect 
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anticipation of the pace and magnitude of wage increases in condi¬ 

tions of increasing inflationary pressure,14 may lead to a squeeze 

on margins, and threaten the macroeconomic pattern. 

As we shall see elements of each of these possibilities appear in 

the period of erosion of the golden age. 

IV. THE EROSION OF THE GOLDEN AGE 
1968-1979 

It is clear in retrospect that 1973 marked the watershed between the 

golden age years of rapid growth and the stagnation which followed. 

What is more contentious is whether the golden age pattern of de¬ 

velopment was undermined by its own internal tensions or alterna¬ 

tively was derailed by relatively exogenous factors such as the OPEC 

oil price increases. We seek in this section to justify the former view. 

Nineteen sixty-eight marks a symbolic starting-point for the ero¬ 

sion of the golden age both internally, being for instance the year of 

the May events in France, and internationally as it marked the break 

up of the gold pool. Although the major decline in growth rates can 

be dated from 1973, we must carry the story on into the late 1970s. 

For it was during the years after 1973 that it became obvious that the 

basis for a return to rapid growth would not be restored by a 

temporary recession and that the institutional and behavioural 

framework of the golden age proved incapable of containing the 

pressures deriving from deteriorating economic performance. The 

appointment of Volcker as Chairman of the US Federal Reserve 

indicated commitment to pre-World War II financial orthodoxy. 

Thus 1979 can be taken as symbolic of a much broader recognition 

that the post-war economic regime had come to an end. 

IV. 1 The Macroeconomic Structure 

The first part of this section seeks to demonstrate that there was a 

rather general and widespread deterioration in key macroeconomic 

relations prior to 1974 which makes it quite implausible to attribute 

to OPEC I the main responsibility for the subsequent stagnation. We 

discuss the growth of labour productivity first, both in absolute 

terms and in relation to the increase in capital intensity (the ‘produc¬ 

tivity slow-down’). Then we discuss the relationship between the 

growth rates of real wages, real materials costs, and labour produc¬ 

tivity (the ‘profits squeeze’). These two relations in turn determine 
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the trend in the profit rate and we assess the implications of the 
decline in the profit rate for capital accumulation. 

The Productivity Slow-down 

Conventional wisdom dates the productivity slow-down from 1973.15 

This is an over-simplification, as there are signs of labour productiv¬ 

ity problems in some important countries well before 1973. And of 

equal significance, there is widespread evidence of a deterioration of 

the trend of the output/capital ratio indicating a tendency towards a 

decreasing effectiveness of investment in maintaining productivity 
growth. 

Table 2.7 shows that in the three most important capitalist 

countries—the US, Germany, and Japan—there was a slippage in the 

growth rate of hourly labour productivity in business as a whole in 

the late 1960s or early 1970s. The same pattern shows up in manu¬ 

facturing, except that in the USA productivity growth rebounded in 

the early 1970s after a sharp decline in the late 1960s. The slow¬ 

down is not universal—in the UK productivity growth rates were at 

their peak in the early 1970s. Nevertheless the fact that productivity 

growth rates had slipped back in both the ‘leader’ country, and its 
two key followers, must be regarded as of significance. 

The pattern for the output/capital ratio (Table 2.8) complements 

these conclusions in an important way. In none of the three major 

countries (and French manufacturing) where the trend of labour 

productivity deteriorated in the late 1960s, or early 1970s, was this 

offset by an improvement in the trend of the output/capital ratio 

(such as would be implied by a neoclassical explanation of declining 

productivity growth reflecting a slowing of capital intensification). 

Indeed, the trend of the output/capital ratio was at best maintained 

(German business), typically deteriorated (US, Japanese, and Ger¬ 

man manufacturing), and sometimes deteriorated to record a value 

unprecedented in post-war experience (Japanese business, French 

manufacturing). It is striking that in both Germany and Japan 

output/capital ratios were falling by 2-3 per cent p.a. in the early 

1970s. A similar pattern of, at best, maintenance of the trend of the 

output/capital ratio is observable in the other European countries, 

but in most cases (UK, French business, Italian manufacturing) any 

deterioration was at least partly counterbalanced by some improve¬ 

ment in labour productivity growth (see Sargent (1982) for a neo¬ 
classical interpretation). 

A way of summarizing these comments is to compare the experi- 
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Table 2.7. Hourly productivity growth 
(average annual percentage growth rates) 

1950s Early 1960s Late 1960s Early 1970s 

US* 
Business 4.1 2.9 3.9 2.1 2.3 

Manufacturing 3.3 1.8 3.9 1.6 4.2 

Japanh 
Business 7.7 9.9 10.7 7.8 

Manufacturing 9.0 8.6 11.4 9.5 

Germanyc 
Business (6.6) 5.8 6.3 5.4 

Manufacturing 6.8 6.8 6.2 5.0 

UKd 
Business 1.9 2.4 3.0 3.3 

Manufacturing 2.9 3.4 4.1 5.1 

Francee 
Business 4.9 5.5 5.6 6.3 

Manufacturing 5.5 6.5 7.6 6.1 

Italyf 
Business 5.8 7.3 6.9 7.0 

Manufacturing 5.8 8.1 7.3 8.6 

a 1948-53, 1953-60, 1960-6, 1966-9, 1969-73: Kendrick and Grossman (1980). 
b 1954-61, 1961-4, 1964-70, 1970-3: Dennison and Chung (1976). 
c 1952-61, 1961-5, 1965-69, 1969-73: Volkswirtschaftliche Gesamtrechungen. 
d 1950-60, 1960-5, 1965-9, 1969-73: National Income and Expenditure. 
e 1951-60, 1960-6, 1966-70, 1970-3: DMS disaggregated data-set. 
f 1951-61, 1961-6, 1966-70, 1970-3: Annuario di Contabilita. 

Sources: Manufacturing data adjusted and updated from US Bureau of Labor Statistics, Under¬ 
lying Data for Indices of Output per Hour’ (1984). Business data main sources as indicated 

above. Dating is cyclical peaks. 

ence in the early 1970s with what would have been expected on the 

basis of the achieved growth of fixed capital per worker. As com¬ 

pared to the early 1960s, the capital/labour ratio grew faster in the 

biggest six countries over the early 1970s. This ‘should’, according to 

the relationship obtaining in the golden age already described, have 

led to hourly productivity growth increasing by around 0.5 per cent 

p.a. in business and manufacturing. In actual fact it declined by on 

average 0.5 per cent p.a. in business and by 0.1 per cent p.a. in 

manufacturing. So, relative to accumulation, there was a distinct 

decline in labour productivity growth. The trend of the output/ 

capital ratio should have also deteriorated a little16 but the failure to 

get the ‘expected’ labour productivity improvement, means that the 
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Table 2.8. Output/capital ratios 
(average annual percentage growth rates) 

1950s Early 1960s Late 1960s Early 1970s 

US 
Business 0.4 2.6 0.4 0.9 
Manufacturing -1.5 4.5 -1.6 1.3 

(adj. cap. ut.) 0.4 1.6 -0.1 1.4 
(adj. hrs.) — — — — 

Japan 
Business 4.6 -0.3 0.2 -3.4 
Manufacturing 5.0 -3.4 0.5 -2.4 

(adj. cap. ut.) 3.5 -1.1 -0.4 0.1 
(adj. hrs.) 4.5 -2.4 1.5 -1.4 

Germany 
Business 0.4 -2.6 -1.8 -2.3 
Manufacturing 0.3 -1.6 -0.3 -2.1 

(adj. cap. ut.) 0.3 -1.6 -0.3 -1.5 
(adj. hrs.) 1.3 -0.8 -0.3 -1.2 

UK 
Business -0.2 0.4 -1.5 -0.7 
Manufacturing -1.3 -0.1 -0.4 -0.7 

(adj. cap. ut.) -1.2 0.4 -0.2 -1.1 
(adj. hrs.) -1.2 0.6 0.1 0.3 

France 
Business (2.0) 1.6 0.2 0.1 
Manufacturing — 2.3 1.7 0.0 

(adj. cap. ut.) — 1.7 1.3 0.8 
(adj. hrs.) — 1.7 2.1 0.3 

Italy 
Business 1.8 -0.1 2.4 -1.2 
Manufacturing 0.3 -0.2 4.1 0.3 

(adj. cap. ut.) 0.4 0.7 2.5 0.3 
(adj. hrs.) 0.4 1.3 5.2 3.6 

Note: For each country line (3) adjusts for estimated changes in capacity utilization. Line (4) 
adjusts for hours of work. 

Sources: As Table 2.7 plus Artus (1977) for capacity utilization. 

deterioration in the trend of the output/capital ratio was that much 

worse. 
Our conclusion is that there is some evidence of productivity 

problems in a number of the major countries prior to 1973. After 

1973 the decline in productivity growth is not in contention. Table 

2.9 shows a further deterioration over the period 1973-79 in the 
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Table 2.9. Productivity and output/capital ratios manufacturing 1965-1985 

(% change per annum)  

Late 1960s 1973-9 1979-85 

US 
Hourly/labour productivity 4.2 1.3 3.4 

Output/capital ratio 1.3 —1.6 -0.7 

Japan 
Hourly labour productivity 9.5 5.6 6.2 

Output/capital ratio -2.4 -0.8 2.8 

Germany 
Hourly labour productivity 5.0 4.3 3.1 

Output/capital ratio -2.1 -0.4 -0.3 

France 
Hourly labour productivity 6.1 4.9 3.5 

Output/capital ratio 0.0 -1.1 -3.8 

UK 
Hourly labour productivity 5.1 1.2 3.9 

Output/capital ratio -0.7 -3.1 -1.7 

Italy 
Hourly labour productivity 8.6 3.3 3.3 

Output/capital ratio 0.3 0.0 -1.0 

Sources: Table 2.7 plus OECD Economic Outlook, Dec. 1985, Table 18; December 1987, Table 

20. 

growth rates of hourly manufacturing labour productivity, which was 

very marked except in Germany and France. The pattern for the 

output/capital ratio is more mixed with both Japan and Germany 

showing an improvement despite the slower growth of output. By 

1973-9 the growth of labour productivity was unprecedentedly low 

by golden age standards in all countries other than the US and 

France. The trend of the output/capital ratio was unprecedentedly 

bad in France and the UK. Only the US escaped having one or other 

indicators exceptionally unfavourable. The precedents for the US 

pattern (late 1950s, late 1960s) does not make the 1.3 per cent 

growth of manufacturing productivity (and similar decline in output 

per unit of capital) any less feeble. 

The Profit Squeeze 

As summarized in Table 2.10 the share of profits in net value added 

had, by 1973, declined by about one-quarter in each of the three 

main blocs—US, Japan, and Europe, as compared to peak shares. 
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Table 2.10. Profitability, 1960-1973 (%) 

ACCa US Europe Japan 
PROFIT RATES 

Business 
Peak yearb 16.2 19.8 16.5 32.0 
1973 12.9 13.1 11.3 19.6 
1973 h- peak year 0.80 0.66 0.68 0.61 
Manufacturing 
Peak yearb 24.1 35.5 20.7 46.8 
1973 19.4 21.8 12.9 33.5 
1973 -1- peak year 0.80 0.61 0.62 0.72 

PROFIT SHARES 

Business 
Peak yearb 23.5 22.5 25.2 38.4 
1973 20.0 16.7 18.9 30.4 
1973 h- peak year 0.85 0.74 0.75 0.79 
Manufacturing 
Peak yearb 23.7 23.0 25.0 40.7 
1973 20.4 17.4 17.9 32.9 
1973 -f peak year 0.86 0.76 0.72 0.81 

OUTPUT/CAPITAL RATIOS 

Business 
Peak yearb 0.69 0.88 0.66 0.83 
1973 0.64 0.78 0.60 0.64 
1973 -f- peak year 0.93 0.89 0.91 0.77 
Manufacturing 
Peak yearb 1.01 1.54 0.83 1.15 
1973 0.95 1.26 0.72 1.02 
1973 h- peak year 0.94 0.82 0.87 0.89 

a ACC refers to average of the largest seven OECD countries. 
b Year before sustained decline in profitability, which is ACC—1968; US—1966; Europe- 

1960; Japan—1970. 

Source: Armstrong and Glyn (1986). 

This decline, whilst of remarkably common extent once the four 

major European countries are averaged, varied in intensity, being 

extended over three cycles in Europe, two in the US, and one in 
Japan. 

Some indication of the factors underlying the profit squeeze can be 

gleaned from the analysis of manufacturing profitability shown in 

Tables 2.11 and 2.12. These tables present decompositions of the 

trend in the profit rate in manufacturing for the average of the 
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biggest six countries (unweighted in Table 2.11, weighted in Table 

2.12). Line (3) shows the real growth rate of wage and profit income 

combined which is permitted by the growth of hourly productivity 

after allowing for changes in the real cost of non-labour inputs. The 

wage share in value added rises or falls (line (5)), depending on 

whether the growth of product wages (wages deflated by the price of 

manufacturing output, line (4)) rises faster or slower than the growth 

of total factor incomes. Line (6) translates this growth rate of the 

wage share into a growth rate for the profit share (opposite in sign 

and greater in magnitude in proportion to the ratio of wages to 

profits). Also relevant to the interpretation are the memorandum 

items (a)-(c) which show the impact of changes in hours of work and 

of the price of consumer goods (relative to manufactured goods) on 
the growth rate of workers’ real wages.17 

Already in the early 1960s the share of wages in value added was 

rising by 0.4 per cent p.a. as hourly product wages rose faster than 

what was available for distribution as real factor incomes (wages plus 

profits). The falling real cost of inputs of materials (and depreciation) 

halved the impact on the wage share of the excess of product wages 
growth over productivity growth. 

The more severe profit squeeze of the early 1970s reflected a 

reversal of the favourable input cost trend (reducing the growth rate 

of real factor incomes by 0.6 per cent p.a.) whilst product wages 

growth increased a little. Whilst hours of work were declining faster 

in the early 1970s, consumer prices grew hardly faster than manufac¬ 

turing prices. This was in contrast to much faster relative growth of 

consumer prices in the early 1960s and allowed real weekly wages (in 

terms of what workers could buy) to rise by 1.5 per cent faster in the 
period.18 

These unweighted results show the ‘typical’ position amongst the 

major countries. Developments in the USA dominate the differences 

between them and the weighted estimates (Table 2.12). The weight¬ 

ed pattern is for profit squeeze to develop in the late 1960s due to a 

slow-down in productivity, and to intensify in the early 1970s due to 

the sharp increase in real input costs despite the recovery in produc¬ 

tivity and a slight slow-down in product wage growth. 

Any such ‘accounting’ for the profit squeeze does not establish 

causation. For example, a slowing down of productivity growth, or 

adverse trend in real materials costs, only leads to profit squeeze if 

product wages do not absorb the deterioration. Maintenance of real 
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mark-ups would automatically offload on to workers a share of this 

reduction in the growth of real factor incomes and allow the profit 

share (of a more slowly growing total) to be maintained. That this did 

not happen suggests a combination of pressures on profit margins 

first, workers’ bargaining position had been somehow strengthened 

which allowed them to maintain, and actually increase, the growth 

rate of the real wages they bargained for, despite the adverse move¬ 

ments in input costs and on occasions productivity; second, some 

forces inhibited a full passing on of these cost pressures in the 
form of higher prices. Prices did accelerate—in the early 1970s 

manufacturing prices were rising at around 5 per cent p.a. as com¬ 

pared to 1 per cent p.a. in the early 1960s—but not sufficiently to 

prevent the continuing and intensifying profit squeeze. 
So in addition to the underlying factors of productivity and input 

costs the situation in both labour and product markets has to be 

considered. The tight labour markets established in the early 1960s 

in Europe, mid 1960s in the US, and early 1970s in Japan, un¬ 

doubtedly strengthened labour’s bargaining position as reserves of 

unemployed and underemployed labour were eroded.19 The extent 

to which a regular growth of real wages had become etched into 

workers’ expectations was most dramatically manifested in the wage 

explosions of the late 1960s. The behavioural and institutional back¬ 

ground to these changes is discussed in Section IV.3 below. 

The failure of product wages to slow in line with real factor 

incomes had a positive effect on productivity. It forced the earlier 

scrapping of the less productive vintages of equipment. But such a 

pattern also reflected pressures preventing prices accelerating in line 

with money wages. A Keynesian explanation of such a peak-to-peak 

profit squeeze, in terms of lack of aggregate demand, could hardly be 

convincing since demand was very high at the cyclical peaks in the 

late 1960s and early 1970s. The lags in the application of mark-up 

rules could of themselves lead to reduced real profits as cost increases 

accelerated. No doubt an important role in inhibiting faster adjust¬ 

ment of mark-ups was played by competition from new vintages of 

equipment, and especially international competition as tariff barriers 

fell and international trade between the advanced countries expanded 

rapidly (see Section IV.3 below).20 
Our eclectic summary of influences on the profit squeeze prior 

to 1973 would emphasize productivity slow-down, rising real input 

costs, tighter labour markets which had lead to a secular increase in 

workers’ bargaining position, and intensified competition, especially 
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across national boundaries, as contributory factors. Attempting to 

attribute relative importance to these would be a very tricky counter- 

factual exercise. It is one we can side-step by noting that the domin¬ 

ant forces in this process were clearly not of a temporary character. 

In the years up to 1979 the profit squeeze continued at a rather 

similar rate to that of the early 1970s (Tables 2.11 and 2.12). Produc¬ 

tivity growth slowed markedly and there was a much faster rise in 

the real cost of inputs (both materials and depreciation) than in the 

early 1970s. So despite a halving of the growth rate of product wages 

they were still increasing by more than 1 per cent faster than real 

factor incomes. The squeeze on profits was at its most intensive over 

the recession years of 1974 and 1975—the profit share in manufactur¬ 

ing halving in Japan and nearly halving in Europe (the falls in 

business were much less dramatic—Armstrong and Glyn (1986)). 

The growth of productivity was slowest, and the rise in materials 

costs steepest, in those two years of recession induced by the oil 

crisis. But the recovery after 1975 neither returned the growth of 

productivity to its pre-1973 rate nor wholly relaxed the continuing 

pressure from materials costs. So although product wages continued 

to grow much more moderately than prior to 1973 the recovery in 

the profit share only made up for part of the ground lost during 

1973-5. By 1979 the profit share was typically around two-thirds of 
its peak level (half for Japanese manufacturing, see Table 2.13). 

The Profit rate and Investment 

As shown earlier the movement of the profit rate can be decomposed 

into movements in the profit share and in the output/capital ratio. 

Whilst the fall in the profit share dominates the pre-1974 pattern 

(Table 2.10), declines in the output/capital ratio of the order of 

one-tenth contributed to the fall in the profit rate in each of the 
major blocs.21 

By 1973 the profit rate had declined by about one-third in North 

America, Western Europe, and Japan, in both manufacturing and 

business. The output/capital ratio declined sharply in 1974-5, 

reflecting mainly excess capacity. Although there was some recovery 

by 1979, the ratio was still below the 1973 level and so contributed, 

along with the fall in the profit share after 1973, to the further 

decline in the rate. By 1979 the profit rate in both business and 

manufacturing was around half or less of the peak rate in each of the 
major blocs (Table 2.13). 

Such a substantial fall in the profit rate, even before 1974, estab- 



84 84 A. Glyn, A. 

Table 2.13. Profitability, 

Hughes, A. Lipietz, 

1973-1979 (%) 

and A. Singh 

ACCa US Europe Japan 

PROFIT RATES 

Business _ „ , 
1973 12.9 13.1 11.3 19.0 

1979 10.6 10.7 9.4 14.7 

1979 4- peak yearb 0.63 0.54 0.57 0.46 

Manufacturing 
1973 19.2 21.8 12.9 33.5 

1979 12.7 15.5 9.6 14.2 

1979 4- peak yearb 0.53 0.44 0.46 0.36 

PROFIT SHARES 

Business _ . 
1973 20.0 16.7 18.9 30.4 

1979 18.4 15.7 16.7 26.6 

1979 4- peak yearb 0.78 0.7 0.67 0.66 

Manufacturing 
1973 20.4 17.4 17.9 32.9 

1979 15.6 15.1 13.3 19.2 

1979 -4- peak yearb 0.66 0.66 0.53 0.47 

OUTPUT/CAPITAL RATIOS 

Business 
1973 0.64 0.78 0.59 0.64 

1979 0.57 0.68 0.56 0.55 

1979 -f peak yearb 0.83 0.77 0.85 0.66 

Manufacturing 
1973 0.95 1.26 0.71 1.02 

1979 0.81 1.03 0.72 0.74 

1979 -r- peak yearb 0.80 0.67 0.87 0.64 

a ACC refers to average of the biggest seven OECD countries. 
b Year before sustained decline in profitability, which is ACC—1968; US—1966; Europe 

1960; Japan—1970. 

Source: Armstrong and Glyn (1986). 

lishes rather clearly that the golden age pattern was being eroded. 

But just what were the implications of this fall in profitability, in 

particular for the rate of accumulation which was the motor of the 

whole process? 
Contrary to earlier work (see, for example, Helliwell 1976) recent 

econometric analysis has supported the importance of profitability in 

explaining investment trends (see Lindbeck 1983; Weisskopf 1985; 

Bruno 1986). Following this approach we explored the relationship 

between the growth rate of the capital stock and profitability using 
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Table 2.14. Accumulation and profit share regressions, 1952-82 
(dependent variabale—growth rate of gross stock of fixed capital (K)) 

Const K(-l) PS(-l) R2 Durbin’s 
t-stat 

Chow’s 
F-stat 

Japan 
Business -3.54 

(2.0) 
0.67 

(6.6) 
0.2 

(2.9) 
0.84 0.5 1.2 

Manufacturing -2.28 
(1.2) 

0.36 
(1.7) 

0.29 
(2.6) 

0.73 1.3 0.6 

Germany 
Business -1.65 

(3.3) 
0.54 

(5.6) 
0.17 

(5.0) 
0.92 1.6 2.1 

Manufacturing -2.74 
(5.2) 

0.57 
(6.6) 

0.22 
(5.7) 

0.96 3.3 2.6 

US 
Business -0.41 

(0.5) 
0.71 

(5-5) 
0.08 

(2-1) 
0.53 1.0 2.2 

Manufacturing -1.31 
(1.4) 

0.72 
(6.0) 

0.12 
(2.6) 

0.58 1.7 11.8 

France 
Business -0.19 

(0.3) 
0.88 

(14.1) 
0.04 

(1.4) 
0.87 2.9 12.7 

Manufacturing -0.08 
(0.2) 

0.9 
(12.1) 

0.03 
(1.4) 

0.83 0.5 6.1 

UK 
Business 0.09 

(0.2) 
0.81 

(8.4) 
0.03 

(1.8) 
0.72 0.4 0.2 

Manufacturing 0.87 
(1.8) 

0.27 
(1-5) 

0.07 
(3.2) 

0.46 0.4 0.5 

Italy 
Business -0.5 

(1.1) 
0.71 

(7.5) 
0.11 

(3.7) 
0.85 1.2 4.6 

Manufacturing -1.17 
(1.3) 

0.84 
(8.3) 

0.12 
(2.1) 

0.75 1.4 6.0 

Notes: t values in brackets (5% confidence interval t = 1.7, 1% t = 2.5) K(-l) is lagged 
growth rate of the capital stock. PS(-l) is the lagged net profit share. Durbin’s t: autocorre¬ 
lation (with lagged dependent variable). Chow’s F: structural break at 1973 (2.7, 5% 
confidence). 

data on business and manufacturing for the ACCs (see Armstrong 

and Glyn 1986). We report the results in Table 2.14 using the lagged 

profit share as our profitability indicator (see Chapter 4). With lagged 

capital stock growth also included the profit share is significant 

everywhere except France (where it is not far from significant). 

Whilst we have not carried out fully specified tests of alternative 
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Table 2.15. Pooled regressions, 1952- 
of gross stock of fixed capital (K)) 

-82 (dependent variable— -growth rate 

Const. PR(-l) R2 

Business 
1952-82 0.71 0.33 0.60 

(2.6) (17.7) 

1952-73 0.13 0.36 0.59 

(0.3) (14.1) 

Manufacturing 
1952-82 0.7 0.24 0.49 

(2.0) (14.2) 

1952-73 0.73 0.24 0.42 

(1.3) (10.1) 

Notes: t values in brackets (5% confidence interval t — 1.7, 1% t — 2.3). PR( 1) is the lagged 

net profit rate. Countries covered: as Table 2.14 plus Canada. 

hypotheses it is noteworthy that experiments with other specifica¬ 

tions including the addition of lagged output growth left profitability 

significant more often than not, and more often than lagged output. 

These experiments (not reported here) suggest that profitability is 

not just proxying for accelerator terms.22 
Table 2.15 presents some pooled regressions for the seven coun¬ 

tries, using the profit rate rather than the profit share. For the period 

up to 1973 the lagged profit rate explains 42 per cent of the variance 

(across countries and time) of the manufacturing accumulation rate 

and 59 per cent of the variance of the business accumulation rate. 

Applying the estimated coefficients to the fall in profit rates would 

imply a fall in the rate of accumulation in business of about 1.5 per 

in Europe, 2 per cent in the US, and 4 per cent in Japan between the 

years after peak profit rates (1960, 1966, and 1970 respectively) and 

1974. The actual outcomes were very close to the predictions for 

Europe and Japan (1.25 per cent and 4 per cent respectively), but 

with very little fall in the US. The patterns for manufacturing are 

similar, except that there was a larger actual decline in the accumula¬ 

tion rate in Europe and a small decline in the US.23 
In the absence of a more fully articulated explanation of the deter¬ 

minants of profitability and accumulation, and the links between the 

two, these results are suggestive. They indicate that by 1974 the 

pressures which had driven profit rates down had made a definite 

dent in the accumulation rate, especially in Japan and Europe. Of 
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course causality need not run from a decline in profits to a decline in 

investment. It is quite possible, as Chapter 4 argues, that it was the 

decline in the output/capital ratio which drove the rate of growth of 

the capital stock downward. Had profit margins been maintained the 

increase in investment per unit of profit might have offset the de¬ 

crease in the output/capital ratio. In the event, the failure of pro¬ 

fitability to recover in Europe and Japan in the years up to 1979 was 

reflected in a further slippage in the accumulation rate. By 1980 the 

growth rate of the capital stock in European business was 3.8 per 

cent, as compared to peak rates of 5.8 per cent in the early 1960s; in 

Japan the fall was to 6.7 per cent, just under half the peak reached 

in 1970. In manufacturing accumulation rates were about one-third 

of peak rates in Europe and Japan. Only in the US was the decline in 

profitability without a strong impact on investment; accumulation 
maintained its rather limping path. 

Internationalization 

We have characterized the golden age structure of growth as being 

primarily focused on the internal market. International trade grew 

rapidly, but from a very low starting-point. Although the volume of 

exports grew more rapidly than GDP or manufacturing production 

the faster productivity growth of exporting sectors prevented the 

share of exports in the value of production rising. The end of the 

1960s saw an important change. Between 1965 and 1973 the increase 

in the volume of exports was so strong in both Europe and the US 

(rising by more than one-third as a ratio to GDP) that the current 

price ratio increased as well (see Table 2.2a). It was only Japan, 

where output growth as a whole was so enormous over this period, 

that the ratio rose in neither current or constant price terms. Japan 

was also unique in having a share of imported manufactures in 

manufacturing supply far below its pre-World War I level (5 per cent 

in 1971 as against 34 per cent in 1913) whereas the UK and Germany 

regained historical levels of import penetration rates and the US was 

for the first time importing substantial volumes of manufactures. 
This growing internationalization was paralleled by capital flows— 

direct, portfolio, and banking. As already noted it played a role in 

cementing the pressure on wages from tight labour markets and 

militant unions into a decisive squeeze on profits. The most import¬ 

ant sense in which this contributed to the erosion of the golden age, 

however, was that it weakened the ability of individual countries to 
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regulate their macroeconomies through demand and exchange rate 

management. 

Inflation 

The modest inflation rates of the golden age reflected the pattern of 

wage-bargaining, price-setting, credit creation, and international re¬ 

lations as described earlier. The real pressures on the golden age 

macroeconomic structure which we have identified—tendency to de¬ 

clining productivity growth, increasing cost of imported inputs—put 

pressure on inflation rates as well, as did the erosion of the reserves 

of labour and the consolidation of trade union organization. Increas¬ 

ing real costs of production coincided with increased capacity for 

organized labour to press its claims. Whilst increased international 

competition acted as a constraint on price increases the incapacity of 

the international monetary system to absorb the strains resulting 

from this increased competition led to the breakdown of fixed ex¬ 

change rates, and the limitation that imposed on inflation rates. The 

combination of these pressures, and in particular the oil price in¬ 

crease of 1973, had pushed the inflation rate up from 3 per cent in 

1965 to over 15 per cent by 1974. Slower growth thereafter only 

provided some remission, with the inflation rate stuck at around 8 

per cent throughout the rest of the 1970s. 

IV.2 The System of Production 

The writing was already on the wall for the Fordist system of 

production in the 1970s. As three Harvard Business School Profes¬ 

sors commented of the US automobile industry: ‘Having in the most 

deliberate manner possible committed themselves to standardization, 

managers usually believed they had no alternative to sticking with 

it to the bitter end. As events have shown the end has been bitter 

indeed’ (Abernathy et al. 1983, p. 18). 
By the early 1980s it was ‘officially’ pronounced outmoded in an 

authoritative article in the Harvard Business Review: 

At the heart of this traditional model is the wish to establish order, exercise 
control and achieve efficiency in the application of the workforce. .. the 
model’s real father is F. W. Taylor . . . Recently, however, changing expecta¬ 
tions among workers have prompted a growing disillusionment with the 
apparatus of control. At the same time of course, an intensified challenge 
from abroad has made the competitive obsolescence of this strategy clear. . . 
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Especially in a high wage country like the United States, market success 
depends on a superior level of performance, a level that, in return requires 
the deep commitment, not merely the obedience—if you could obtain it—of 
workers. And as painful experience shows, this commitment cannot flourish 
in a workplace dominated by the familiar model of control (Walton 1985, 
pp. 77-8). 

The search for a way out of productivity problems seems to 

express a fundamental weakness in the golden age system of produc¬ 

tion. On the one hand the mass of unskilled workers are systemati¬ 

cally and in principle excluded from the search for new technologies. 

The design of these, and the work patterns required to implement 

them, is carried out exclusively by specialist departments (research 

and development, industrial relations, and so forth). And yet the 

effective functioning of the new machinery does require workers’ 

involvement in the process of production. This is in order to guaran¬ 

tee the smooth running of the process in the face of hiccups in the 

supply of components, mechanical malfunctioning, or breakdowns.24 

That such informal involvement (Linhart and Linhart 1985) is 

assumed by management is demonstrated most clearly by the fact 

that the ‘work-to-rule’ is a weapon in the hands of workers rather 

than representing their ultimate compliance with Taylorist norms. 

Workers’ experience and ingenuity was systematically disregarded 

in the design of new technologies but implicitly relied on in their 

implementation. Drawing on workers’ experience could become in¬ 

creasingly necessary if the possibilities of generalizing existing tech¬ 

niques of production began to slacken and/or if returns from special¬ 

ized research and development activity began to weaken. Equally, 

implementation of new technologies might become problematic if 

increasingly sophisticated processes and products began to rely more 

on the informal involvement of workers, thus cutting against the 

grain of formal organization of work and incentive structures. Simi¬ 

lar tensions could arise if improved security and bargaining position 

on the shop-floor reduced the pressure on workers to display such an 

unrecognized commitment to what they were doing. Some combina¬ 

tion of these pressures seems the most plausible way of understand¬ 

ing the factors underlying the slow-down in productivity growth and 

the search for a new system of production which emerged in the 

1970s. 
What further light can be shed on this through examination of 

productivity patterns in more detail? Mainstream accounting for the 
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Table 2.16. Cars and mining labour productivity3 (annual average percen¬ 
tage increases) 

1950s Early 1960s Late 1960s Early 1970s 

Transport equipment 
US (hrly) 3.7 4.4 0.9 3.8 
Japan 12.4 14.0 10.3 2.3 
Germany (hrly) — 6.1 5.3 3.9 
UK (hrly) 6.1 2.9 2.6 0.5 
Italy 10.0 7.5 4.0 -0.2 
France — 6.7 4.5 5.5 

Mining 
US (hrly) 3.5 4.8 3.2 -1.0 
Japan 8.8 15.2 6.8 3.3 
Germany 4.3 6.3 6.3 3.9 
UK 0.4 3.7 4.6 1.6 
Italy 9.7 2.3 8.4 2.4 

Output per working or per hour worked (hrly). 

Sources: as Table 2.7. 

slow-down of productivity growth after 1973 centres on the slower 

increase in the capital/labour ratio, resource allocation effects, and 

the observed positive relationship between manufacturing output 

growth and productivity growth—the Verdoorn effect. According to 

Maddison’s survey (1984), quite substantial unexplained residual 

slow-downs remain, though these would be much smaller if more 

weight were placed on capital accumulation.25 However, the much 

slower overall growth makes it especially difficult to disentangle the 

source of productivity problems after 1973. Thus the period prior to 

1973 is particularly interesting. We assembled as comprehensive as 

possible a disaggregated industrial data-set on productivity to ex¬ 

amine pre-1973 trends. 
The automobile industry is generally seen as epitomizing the 

golden age system of production. The US industry did suffer a dis¬ 

astrous period during 1966-9, with labour productivity growth 

declining to 1 per cent p.a., and the output/capital ratio falling. 

However, in common with the rest of manufacturing, the 1969-73 

cycle saw a rebound in both variables, with productivity growing at 

nearly 4 per cent p.a. Table 2.16 also shows very sharp declines in 

labour productivity growth in the transport equipment sectors in all 

the other major countries except France (the Japanese case may be 

affected by the inclusion of shipbuilding). In Italy and Japan there 
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Table 2.17. Comparative productivity levels in 1967 
(Output per worker; US level = 100) 

France Germany UK Japan 

Construction materials 45 50 30 50 
Metal manufacture 45 60 40 55 
Textiles 45 60 40 55 
Wood/Paper 40 55 40 35 
Mechanical engineering 45 55 25 45 
Electrical engineering 40 40 35 45 
Transport equipment 25 35 20 30 
Chemicals 65 55 45 35 
Food 50 45 50 35 

Total Manufacturing 45 50 35 45 

Note: Figures are heavily rounded to emphasize the necessarily very approximate nature of 
calculations. 

Source: Calculated from Guinchard (1984), Tables 1 and 2. 

were sharp deteriorations in the output/capital ratio trend in the early 

1970s, and this was also true in France. The level of labour produc¬ 

tivity in transport equipment varied from around one-fifth the US 

level in the UK (Table 2.17) to one-third in Germany; this strongly 

suggests that the difficulties in maintaining the momentum of pro¬ 

ductivity growth must stem more from social rather than technical 

limits. 

The pattern in other industries (not shown in the table for rea¬ 

sons of space) varies. Non-electrical machinery sometimes shares the 

slow-downs detected in transport equipment (Japan, Italy, and 

France) but not elsewhere. The ‘heavy’ sectors—chemicals and metal 

manufacture—showed exceptionally poor productivity growth only 

in Germany (a world leader in chemicals and the most important 

European steel producer). Textile productivity growth was excep¬ 

tionally poor only in the US. Indeed it is striking that in the US, 

which has the highest level of productivity in all these sectors (Table 

2.17), and thus is presumably more susceptible to any impending 

exhaustion of existing technologies, several important industries 

show productivity growth as fast (chemicals, non-electrical machin¬ 

ery) or faster (clothing, paper, wood) in the early 1970s as over any 

previous cycle. 
Construction productivity declines in the US, and does poorly in 

Japan and the UK, but not elsewhere. Mining—a barometer indus- 
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try for industrial relations—shows productivity slowing typically to 

half its previous rate (Table 2.16); by contrast agriculture and energy 

show peak productivity growth rates. 
Hours of work typically fell around 0.5 per cent p.a. faster in the 

early 1970s than in the late 1960s; in some countries (France and 

Italy) this was an unprecedented reduction by post-war standards, 

whilst in Japan and Germany it was rather a reversion to previous 

trends (OECD 1985e). This might suggest a stronger position for 

workers on the shop-floor which could extend to work practices as 

well; there seems outside Japan, however, to have been a trend 

towards increasing shift work typically covering an additional 0.25- 

0.5 per cent of manufacturing employment each year (Prais 1981; 

Barou 1979; Cette and Jolly 1984). 

This brief survey of our disaggregated productivity data falls short 

of a definitive conclusion. In the great majority of cases either labour 

productivity or output per unit of capital decelerate in the early 

1970s (or late 1960s) whilst the trend in the other variable is at best 

maintained. The more adverse cases include Japanese business, 

French manufacturing, and a large number of transport equipment 

and machinery sectors. 

As far as the US is concerned, the deterioration in productivity 

performance generally pushed growth rates back down to the level of 

the 1950s. In the main industries typical of the golden age model 

productivity rebounded in the early 1970s (the problem industries 

were mining and construction). There was still a very wide produc¬ 

tivity gap in the mid 1960s between other countries and the US (at 

least according to some of the available estimates—see note to Table 

2.17). This makes it hard to credit ‘catch-up’ with the US (or limits 

to the further generalization of existing technologies) as the main 

explanation for slow-downs outside the US. On the other hand the 

fact that the trends in the early 1970s were generally less unfavour¬ 

able in Italy, France, and the UK, where class conflict was of 

exceptional severity from the mid 1960s, suggests that traditional 

systems of production could be effectively strengthened and tight¬ 

ened under some circumstances. Whilst the widespread nature of 

productivity problems is confirmed, the lack of a clear pattern leads 

us back to the rejection by employers of the golden age system of 

organizing work as the strongest confirmation that these problems 

reflected fundamental difficulties in obtaining the necessary degree of 
labour commitment. 
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IV.3 The Rules of Co-ordination in the Period of Erosion 

That costs and prices rose steadily during the golden age reflected 

the interaction of the system of wage settlements with mark-up 

pricing behaviour. The persistence of inflation had some important 

feedbacks on government policy which affected the nature of this 

interaction. Moreover, the tendency of the system to produce a drift 

of income share away from profits towards wages led management to 
take bargaining initiatives. 

Pressures on the Growth of Real Wages 

Where governments were committed to maintaining a fixed inter¬ 

national parity, inflation much out of line with international trends 

implied a weakening balance of payments. Attempts to control infla¬ 

tion in these circumstances took the form of deflation and/or controls 

over wages and prices.26 Both of these developments threatened the 

steady expansion of real wages. Increasing government involvement 

also led to some shift in those countries with decentralized systems 

of collective bargaining towards a more centralized approach. This 

pressure on grass-roots autonomy was reinforced by developments in 

management strategies. The growth of divisionalized management 

structures and the associated imposition of company-wide bargaining 

procedures in diversified conglomerate firms threatened the inde¬ 

pendence of plant- and enterprise-level bargaining.27 At the same 

time there was, as we have seen, a general tendency for the inten¬ 

sification of job evaluation and measurement systems. The incorpora¬ 

tion of work norms into the machines themselves further challenged 

plant-level control of the labour process. There was a growing per¬ 

ception of the costs in terms of autonomy and control of Taylorist 

scientific management and productivity bargaining (McKersie and 
Hunter 1973; OECD 1979). 

In the tightening European labour market of the late 1960s the 

response to interrupted real wage growth, and the erosion of locally 

based negotiating procedures and work practices was a wave of pre¬ 

dominantly unofficial, plant-led strikes, and an acceleration of money 

wage growth. A similar but more drawn-out process of growing 

labour unrest occurred in the United States. Only Japan with less 

severe labour-market pressures escaped relatively unscathed (Crouch 

and Pizzorno 1978; Sabel 1982). 

In the 1970s in the aftermath of these developments, and in the 
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light of the steady rise in inflation, the explicit indexation of money 

wages to cost-of-living changes became much more widespread. 

There was also a tendency everywhere for collective bargaining to 

include industry- or company-specific schemes covering such issues 

as job protection, pension provision, and working hours. 

The growth of indexation, in conjunction with historical cost 

mark-up pricing, meant that the potential for profit squeeze was 

significantly increased. The impact was particularly noticeable in the 

early 1970s as major raw material and primary commodity price 

changes fed into the system. These reflected high pressure of de¬ 

mand, natural crop failures, and diminished US raw material and 

agricultural stockpiles (which were deliberately run down in the 

1960s) as well as the erosion of the colonial and semi-colonial status 

of oil and other primary commodity producers (Maddison 1982). 
In the 1970s, then, the increasing pace of input cost and money 

wage pressures combined with mark-up pricing contributed to a 

squeeze on profits as firms failed to anticipate inflation correctly and 

were unable to recoup lost ground (Flemming et al. 1976; Martin 

1981; Lipietz 1983). This compounded the problems arising from 

competitive pressures which were being maintained or intensified in 
the 1970s. 

The Pressure of Competition 

In this period slower economic growth was associated with a reversal 

of the upward shift in the concentration of domestic production 

which had characterized the golden age. The major wave of mergers 

which marked the turn of the decade served to maintain rather than 

further increase aggregate concentration levels, at least in the UK 

and US. In both of these economies, as well as in Japan and Ger¬ 

many, concentration in aggregate was stable or fell over the 1970s 

(OECD 19846). Further, a study of over 200 European product 

markets in the period 1970-9 showed that there was a tendency for 

single-firm dominance to weaken and be replaced by more oligopolis¬ 

tic structures. Part of this was undoubtedly the result of international 
integration (EEC 1982). 

Between 1969 and 1978 the ratio of manufactured imports to GNP 

continued to rise in each of the major industrial economies.28 The 

rate of growth of direct investment, although slackening from the 

early 1970s, also held up much better than domestic capital forma¬ 

tion, and was increasingly multidirectional, both into and out of the 

US and the major European economies as well as outward from 
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Japan (OECD 1981). It is not surprising therefore that competitive 

pressures limited attempts by firms to recoup margins by raising 

prices more frequently or by greater amounts than cost changes 

could justify. Prices rose but by not enough to match costs. So 
inflation was combined with a profit squeeze. 

Income Maintenance and the Welfare State 

Meanwhile, state provision for income maintenance and employment 

protection was steadily advancing. As Table 2.18 shows the share of 

household transfers in OECD current price GDP, which averaged 

7.5 per cent in the period 1955-7, and 10.5 per cent in the period 

1967-9, rose to 13.9 per cent by 1974-6. 

In Europe in particular these financial developments were associ¬ 

ated with extended arrangements guaranteeing higher levels of job 

protection, safeguards against unfair dismissal, and provision for 

greater degrees of consultation prior to, and compensation after, 

redundancy (OECD 1979). This, along with the company-based 

non-wage elements in collective bargaining discussed earlier, led to 

the emergence of an increasingly dual labour market. Employers 

sought to maintain a flexible margin of workers whose length and 

terms of employment left them unable to qualify for state and com¬ 

pany benefits open to those in more permanent jobs (Doeringer and 

Piore 1971). Whilst the income-maintenance expenditures helped 

maintain demand, the emergence of a fringe of workers outside the 

central safety-net threatened the comprehensiveness of the system 

which had been a hallmark of the golden age. Moreover, as the 

problem of unemployment worsened, the long-term unemployed 

posed problems for systems designed for relatively short periods of 

interrupted employment.29 

Nevertheless the overall impact of public expenditure patterns was 

supportive of demand maintenance. As Fig. 2.5 shows, the steady 

progress of public expenditure as a percentage of GDP was acceler¬ 

ated in the mid 1970s. With tax revenues lagging there were big 

increases in government deficits. 
In this sense the fiscal and public expenditure patterns of the 

period of erosion were similar to the period of the golden age itself. 

Thus the main feature of the period of explicit erosion of the golden 

age (roughly speaking, the inter-oil-shock period 1974-9) is the 

stability of the rules of co-ordination. President Nixon was right in 

stating in 1971 ‘we are all Keynesians now’. 

There was an explicit attempt to manage effective demand so as to 
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maintain growth and moderate inflation. This was both the result of 

the mainstream confidence in Keynesian anti-crisis devices, and of 
the pressure of the political left and trade unions. 

Real wages increase slowed down in the 1970s and became more 

and more disconnected from gains in productivity. But there was 

generally no question that real wages should decrease. The indexa¬ 

tion of wages to prices was explicitly or implicitly strengthened and 
dominated the movement of nominal incomes. 

Keynesian policies of recovery, through deficit financing, became 

the general rule. The expansion of credit through the national bank¬ 

ing systems was permitted by an easy-money policy by central banks. 

The real dollar rate of interest was close to zero in the inter-shock 

period, so that the international central banker too was playing its 
part. 

Summary 

This ‘Keynesian’ period in the crisis after 1973 had many positive 

aspects. The greater importance granted to the ‘security-net’ of the 

welfare state helped to prevent a spiral of depression in the mid 

1970s. Credit creation and bank financing smoothed the difficulties 

of firms in the face of decreasing profitability, and of the worsening 
world trade and payments position. 

All of this could not conceal underlying problems. Increased wel¬ 

fare state provision meant increased taxes and contributions. And if 

the real post-tax income of the active population was not to decrease, 

then the profit share had to bear the burden. Resistance by workers 

or employers to these forces exacerbated inflation. This problem was 

heightened by worsening productivity performance. Finally the ris¬ 

ing indebtedness of nations, public sectors, and corporations gave 

rise to concerns about the quality of the debt held by creditors. 

Thus the institutional and behavioural framework was fraying at 

the edges. These problems of inflation, the funding of rising public 

sector deficits and expenditures, and persistent unemployment were 

superimposed upon underlying problems in the organization of the 

system of production, and in the macroeconomic structures. The 

policies applied were not sufficient to reverse the increase in unem¬ 

ployment after the first oil shock; even so the growth of real wages 

did not sufficiently lag behind productivity growth to allow a recov¬ 

ery of profitability. Neither in terms of restored confidence in high 

and stable demand growth, nor in terms of restored profitability, 
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were the conditions recreated in Europe and Japan for renewed 

accumulation at the rates achieved in the golden age. The second oil 

shock thus hit the system at a critical period and led to the final 

unhinging of the co-ordinating rules upon which the golden age had 

been based. 

IV.4 The Collapse of Bretton Woods: And the Unravelling 

of the Post-War International Order 

From Dollar Shortage to Dollar Glut: The Evolution of International 

Competitiveness among Industrial Countries 

The dollar shortage of the early 1950s became a dollar glut in the 

following decade. By then, the European countries had started to 

shift the composition of their reserves towards gold. With the persis¬ 

tent US payments deficit, this became a serious systemic problem as 

gold outflows replaced official liability financing. The ‘gold pool’ was 

created, appeals were made to European countries not to change 

their official dollars into gold (and accepted by most countries except 

France), and other measures were taken. Nevertheless whereas US 

official liabilities in 1959 were only half the size of her gold reserves 

by 1967, they were one and half times larger than them. 

Moreover, between 1960 and 1965 there was an enormous outflow 

of long-term capital from the US (mainly to Europe) and this more 

than offset improvements in the current account balance occurring in 

that period. Low-interest policies designed to combat recession at 

home encouraged large short-term capital outflows from the US into 

newly convertible overseas currencies. Expenditures on the govern¬ 

ment account (military expenditure and foreign aid) also contributed 

to the payments deficit. Finally, there was a sharp decline in the US 

trade balance by the late 1960s. From an average annual surplus of 

$5bn. during 1961-5 the US trade account deteriorated to a bare 

balance by 1968-9. 
In view of the USA’s strategic and military posture in the world as 

well as its commitment to currency convertibility and free capital 

markets, the sharp deterioration in the trade balance provided evi¬ 

dence of a ‘fundamental disequilibrium’ in the US economy. The 

principal symptoms of this were major declines in consumer goods 

and automobiles trade balances (not compensated for by a capital 

goods surplus benefiting from tied military aid). The US lead in high 
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technology goods was also shrinking. The time it took other coun¬ 

tries to duplicate an American innovation became shorter with each 
passing year (Block 1977). 

More fundamentally, the main reason for the weakening trade 

position of the US (and for that matter the UK over a similar period) 

was the uneven development of the world economy which inevitably 

meant an underlying adjustment problem in a fixed parity system. 

Uneven development was reflected in the different rates of growth of 

manufacturing production, productivity, and competitiveness of the 

leading OECD countries. The relative rate of growth of manufactur- 

ing productivity is one of the best dynamic indicators of an eco¬ 

nomy’s international competitiveness. As Table 2.19 shows, during 

the second half of the 1960s the US and UK had the poorest record 

on this criterion. Since these were also the two reserve currency 

countries, this had serious systemic implications for payments imba¬ 
lances in the international economy. 

The implications for domestic policy of these developments and 

the associated payments imbalances to which they gave rise were 

equally serious. The feasibility of a persistent US deficit depended on 

the ability to defend the parity against speculative capital flows. This 

was only viable so long as other countries were willing to accumulate 

dollars and resist the urge to convert them into gold. There were 
other forces militating against this outcome. 

US Multinational Investment and the European Reaction 

After the post-war recovery and the restoration of currency converti¬ 
bility there was an upsurge of private US long-term capital flows and 

multinational investment in Europe. By 1966, there were nearly 

9,000 American subsidiaries in Western Europe, over three times the 
number in 1957 (Spero 1977). 

As we have seen this US direct foreign investment contributed 

significantly to the deterioration in the US balance of payments, 

particularly in the first half of the 1960s. It also generated other 

tensions, for the growth rate of American subsidiaries in Europe was 

considerably greater than that of the European companies (although 

because of the relatively slow post-war growth of the United States’ 

economy, the growth rates of the American parent companies were 

in fact lower than those of their European counterparts (Rowthorn 

and Hymer 1971). 

The European response was to seek a reduction in the US 
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payments deficit so as to limit the perceived American take-over of 

European industry (Ball 1982). Hence the French decision to ignore 

the US appeals to not convert their surplus dollars into gold. 

In response to European pressures, in 1963 and again in 1965, the 

US introduced certain measures to stem capital flows (Argy 1981). 

However, these restrictions did not seriously slow down the growth 

of US multinational investment abroad which was increasingly 
financed out of borrowings abroad and reinvested profits. 

Increasing Interdependence of the Industrial Economies 

The GATT rounds of tariff reductions, the enormous increase in 

international trade, and the growth of multinational investment led to 

increasing interdependence among the industrial countries. Moreover, 

one paradoxical consequence of the US restriction on capital flows in 

the middle 1960s was to encourage the development of the Euro¬ 

dollar market and thus greater financial integration in the world 

economy. Over the decade 1965 to 1975, the Eurocurrency market 

grew at a rate three to four times that of world money supply, adding 

enormously to international liquidity. 

The growing economic and financial integration of the OECD 

countries meant that there was an increasingly large impact of eco¬ 

nomic policy changes in one country, particularly in the leading 

countries, on other economies. Deflationary (as well as reflationary) 

impulses arising from attempts to adjust imbalances at fixed parities 

were more pervasive and destabilizing in their effects. There was also 

an increasing synchronization of economic expansions. Thus in the 

late 1960s the US was reluctant to restrict demand, and Japan was in 

the middle of sustained expansion. In these circumstances Germany’s 

first post-war use of deficit financing in 1967-8 and a similar shift in 

policy stance in France in 1968, produced (in terms of the size of the 

initial impact) one of the largest recorded swings in the stance of 

fiscal policy among the OECD countries (Llewellyn et al. 1985). 

Such episodes of simultaneous fiscal or monetary expansion, whether 

brought about by accident or design, had serious repercussions for 

commodity prices, inflation, and payment imbalances in the system 

as a whole. 
The Bretton Woods system can be regarded as having broken 

down in August 1969 when President Nixon suspended the converti¬ 

bility of dollars into gold.30 The dollar remained however the key 

currency in the system. And in August 1971, when the US formally 
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closed the gold window, the world moved to a fully fledged dollar 

standard. The US then also entered into negotiations which culmin¬ 

ated in the Smithsonian Agreement of December 1971. In these 

negotiations, the US, until then still in favour of fixed exchange 

rates, demanded of its allies currency appreciation relative to the 

dollar. 
This agreement did not last long. Under the pressure of massive 

capital flows, the UK floated its currency in 1972. Subsequently, 

other European countries floated their currencies and by 1973 all the 

major currencies were floating. The world had moved from a system 

of fixed exchange rates to that of managed floats. As a consequence 

of the floating rates the US announced the elimination of all capital 

controls in January 1974. 
Was the breakdown of Bretton Woods inevitable? The mainstream 

view accepts its inevitability and is perhaps best embodied in the 

so-called ‘Triffin Dilemma’. Triffin had argued that the system was 

flawed since it had no mechanism for automatic growth of interna¬ 

tional liquidity to meet the requirements of expanding world trade 

and economic activity. Under the Bretton Woods arrangements, as 

practised, the main source of such liquidity was the payments deficit 

of the US. Over the longer term, this had serious implications since 

it was bound to lead to a loss of confidence in the reserve currency. 

If, however, the US payments deficit was eliminated, this would 

reduce world liquidity and hence the world level of activity. To deal 

with this dilemma, many proposals for reform were mooted which 

culminated in the agreement to create SDRs in the mid 1960s. 

However, the so-called problem of international liquidity lost its 

urgency with the enormous growth of the Eurodollar market in the 

late 1960s and 1970s. 
In our view the system was flawed for more fundamental reasons, 

namely the decline in US dominance due to the uneven development 

of the productive potential, and hence, the economic and political 

power of the leading industrial countries. As Block (1977) put it: 

The fundamental contradiction was that the United States had created an 

international monetary order that worked only when American political and 

economic dominance in the capitalist world was absolute. That absolute 

dominance disappeared as a result of the reconstruction of Western Europe 

and Japan, on the one hand, and the accumulated domestic costs of the 

global extension of US power, on the other. With the fading of the absolute 

dominance, the international monetary order began to crumble. The US 
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deficit was simply the most dramatic symptom of the terminal disease that 

plagued the postwar international monetary order (p. 163). 

From early 1968 the US attitude to its balance-of-payments deficit 

and to other problems of the international system had noticeably 

changed. It became more unilateral and overtly nationalistic. A 

prominent view (see Kindleberger 1965; Krause 1970) argued for a 

passive US approach to its balance-of-payments problem, a policy of 

‘benign neglect’. In effect this analysis amounted to an argument for 

flexible exchange rates as a way of freeing US economic policy from 
international constraints. 

The International Order with Floating Exchange Rates 

The collapse of the Bretton Woods system, and its replacement by 

floating rates, had serious implications for economic activity, employ¬ 

ment, and policy in the OECD countries. First, the abandonment 

of fixed parities and dollar-gold convertibility and the reduction 

in gold’s role in the international monetary system, reduced the 

constraints on the US freedom of manoeuvre over domestic and 

international policy. The US payments deficit and the position of the 

dollar remained, however, matters of concern to the US policy¬ 

makers. Some extreme proponents of the new regime had thought 

that with floating rates, the market would ensure balance-of- 

payments equilibria for all countries thus allowing each country 

autonomy in its monetary and fiscal policies.31 The balance-of- 

payments disequilibria following the first oil shock soon proved this 

view to be incorrect. Since the dollar remained the major reserve 

currency, its standing on the international currency markets was 

clearly a matter of international concern. 

Second, and more importantly, at the international level the float¬ 

ing system had serious shortcomings. Although the US is still the 

largest economy, the global economic system is no longer being 

controlled and supervised by a single all-powerful nation as it was in 

the 1950s. Thus the floating-rate system of international regulation 

lacks coherence. In particular, the post-Bretton Woods trading and 

payments system is no longer capable of dealing with imbalances in 

the system in such a way as to ensure a world level of aggregate 

demand, and its distribution among countries which would be com¬ 

patible with full employment in the OECD economies. The interna- 
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tional regime, under US hegemonic control, performed this task with 

outstanding success in the 1950s, and despite many difficulties with 

still considerable success for most of the 1960s. The inability or 

unwillingness of the US to provide the leadership necessary to re¬ 

establish an effective system of international regulation is central 

to the failure of the new regime. No effective collective or co¬ 

operative leadership among the OECD countries has been able to 

emerge to replace the former US role. Kindleberger (1985) is per¬ 

haps right in arguing that historically a collective leadership of the 

international economic system has been problematical; successful 

systems have invariably required leadership by a single hegemonic 

power. 
As an example of the relative effectiveness of the pre- and post- 

1971 regimes we may analyse how successfully the floating exchange 

rate regime coped with the huge payments imbalances generated by 

the first oil shock. Table 2.20 shows the magnitude of the payments 

disequilibria which emanated from the oil shock of 1973. OPEC’s 

current surplus rose fifteenfold to $60bn. from 1973 to 1974, whilst 

the OECD countries’ current balance deteriorated to around $37bn. 

The 1975 recession, the sharpest until then in the post-war period, 

helped to restore the current balances in the OECD countries and 

to reduce the OPEC surplus. Over the next three years, with an 

enormous increase in OPEC imports, the OPEC surplus had more or 

less disappeared. 
How efficient was this adjustment? There are several points which 

deserve attention in this connection. First, the OECD economies had 

to undergo a severe deflation in 1975 to reduce their current deficits. 

The floating exchange rates thus did not eliminate the balance-of- 

payments constraint for the industrial countries. As a proportion of 

world GDP, the OPEC surpluses were of much the same order of 

magnitude as the US surpluses during the immediate post-war years. 

The latter were gradually eliminated in the 1950s without impeding 

reconstruction and economic growth in Europe. This did not happen 

after 1973. 
Suppose the world monetary system had been under similarly 

strong US hegemonic control in the 1970s as it was in the 1950s, 

what would have been the best way of dealing with the increase in 

the price of an essential raw material (oil) produced by only one 

group of countries (OPEC) in the system? It is not difficult to see 

that the optimal course would have been to maintain as far as 
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possible the previous trend rate of growth of the world economy and 

to divert a somewhat greater proportion of this growing output to 

the OPEC countries without causing socially unacceptable rates of 

inflation in the non-OPEC economies. There would have been some 

adverse supply-side effects in the short-term because of the sharp 

changes in the relative prices of different kinds of fuels and of fuels 

and other commodities. However, as long as oil and other fuels were 

available in the necessary quantities, albeit at higher prices, and such 

prices were expected to prevail also in the future, there should have 

been a once-for-all supply-side impact of the oil price rise, with 

relatively little effect on the long-term trend rate of economic 

growth.32 Second, the achievement of this optimal solution in terms 

of world economic growth and its distribution would only have been 

achieved if the following conditions had been satisfied (Corden 1977; 

Feinstein and Reddaway 1983): 

1. The non-OPEC countries would need to run current account 

deficits for some years if world economic growth was to be main¬ 

tained; and an outflow of OPEC capital would need to finance 

them. 
2. To be able eventually to service the debt accumulated, and to 

offset the fall in the world propensity to consume arising from 

low OPEC absorptive capacity, it would have been desirable to 

increase non-OPEC investment (particularly in fuel saving and in 

the development of alternative sources of energy) and to offset the 

fall in the world propensity to consume arising from low OPEC 

absorptive capacity. 
3. The national rules of co-ordination in the non-OPEC countries 

would have needed to ensure a reduction in the rate of growth of 

real wages and other incomes in line with the deterioration in the 

non-OPEC terms of trade. Feinstein and Reddaway (1983) argue 

that: ‘This should not in principle have been a difficult operation. 

The loss of real incomes caused by the initial worsening of the 

terms of trade was a non-recurring phenomenon and was less than 

the normal gain from one year’s rise in productivity. All that 

would have been required was thus a brief pause in the normal 

advance of real wages.’ 

In view of the erosion of the national regulatory regimes discussed 

earlier it was, however, extremely difficult for the industrial coun¬ 

tries to fulfil the last condition. Moreover, in a world of nation states, 
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of enormous short-term capital movements and widely fluctuating 

exchange rates, where no single state was in hegemonic control of the 

international trading and payments system, it was also far from easy 

to meet these first two conditions even in principle. This is because if 

each non-OPEC nation acted in its own national economic interest, 

rather than that of the world economy as a whole, it would be 

concerned not with the overall deficit between non-OPEC and 

OPEC, but with its own deficit with all other countries. Any single 

non-OPEC country could cover its deficit with OPEC by increasing 

its surpluses with the other non-OPEC countries. If all non-OPEC 

countries attempted to reduce their deficit in this manner (e.g. by 

deflation), the result would be a vicious circle of competitive defla¬ 

tion rather than economic expansion of the kind envisaged under 

condition (2) above. 
At the beginning of the oil crisis, international organizations 

such as the OECD exhorted the non-OPEC countries to take a co¬ 

operative approach to reducing their deficit with the OPEC countries 

and to maintain their pace of economic activity. Not all countries 

acted on this advice and those who did so (e.g. the UK and some 

small European countries) soon found themselves with large current 

account deficits. Thus the problem of oil shock was not simply one 

of non-OPEC deficits with the OPEC, but it soon became one of 

large payments imbalances among the OECD countries themselves. 

As Table 2.20 shows, W. Germany and Japan ran sizeable surpluses 

in mid 1970s, Japan’s surplus in 1978 was a huge $16.5bn., and that 

of W. Germany $13.4bn. 

Moreover, although by 1978 the aggregate OPEC current account 

surplus was small, this was due to the deficits of the high absorbers 

(e.g. Nigeria) while the six main low absorbers (e.g. Saudi Arabia) 

were still running significant surpluses (see Table 2.21). The sur¬ 

pluses of the low absorbers were as much a source of disequilibrium 

in the international payments system as those of Japan and West 

Germany. 

The difficulties facing the US under the new regime also became 

apparent in this period. In 1977 and 1978, the first two years of 

President Carter’s new administration, the US economy grew quick¬ 

ly. This boosted employment and also provided a significant stimulus 

to the world economy. The US rate of unemployment fell from 8.3 

per cent in 1975 to 5.9 per cent in 1978. The US economy was 

runing close to, if not faster than, its productive potential. However 
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Table 2.21. Oil-Exporting countries: Balance of payments on current 
account, 1973-83 (US$bn.) 

1973 1974 1975 1976 

Exports (f.o.b.) 39.0 117.9 109.6 133.2 
Oil exports 35.0 112.3 103.7 126.2 
Other exports 4.0 5.6 5.9 7.1 

Imports (f.o.b.) -20.2 -35.8 -56.2 -68.1 
Balance on merchandise trade 18.8 82.2 53.4 65.1 

Net services and private transfers -12.2 -13.9 -18.0 -24.8 
Receipts 4.3 8.8 12.1 14.6 
Payments -16.4 -22.7 -30.1 -39.4 
Balance on current account 

of which: 
6.7 68.3 35.4 40.3 

Six ‘surplus’ countries3 6.8 43.8 31.2 36.6 
Other oil exporters5 -0.1 24.5 4.1 3.7 

a Defined to include the six countries that had a current account surplus each year: Libyan 
Arab Jamahiriya, Qatar, Saudi Arabia, and the United Arab Emirates. 

b Algeria, Indonesia, Iran, Nigeria, Oman, and Venezuela. 

Source: IMF (1983). 

in the rest of the OECD, the unemployment rates over this period 

either remained steady or rose as the rate of growth of demand and 

output was considerably below the productive potential (Oppen- 

heimer and Posner 1983). Not surprisingly the net result of these 

policies was a huge deterioration in the US current balance: from a 

surplus of $21.2bn. in 1975, to a deficit of $11.6bn. in 1978 (Table 

2.20). US inflation which had been falling in the mid 1970s rose to 

7.4 per cent in 1978. The value of the dollar thus fell sharply on the 

financial markets. By November 1978, it had fallen by 20 per cent 

compared to its value a year earlier and had depreciated by 50 per 

cent against other major currencies compared with its value in 1973. 
In view of the overwhelming significance of the dollar in world 

trade and capital flows, its continuing depreciation became a subject 

of wide international concern. Further, in the second half of 1978 

foreign dollar balances in the US (excluding foreign holdings of 

liquid assets) exceeded $200bn.; there were similar amounts of dollar 

claims held by non-US residents in the Euro-banks (Oppenheimer 

and Posner 1983). The US authorities as well as the foreign finance 

ministries thus became seriously concerned by the prospect that with 

the perceived weakness of the dollar, many holders of it might wish 

to switch out at whatever the rate. 
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These developments led the US authorities to urge surplus 

countries (Japan and Germany) to expand their economies. At the 

Bonn economic summit in 1978 it was agreed that in order to re¬ 

store payments equilibrium among the OECD countries, the US 

should deflate and that Japan and Germany should take reflationary 

measures. On the basis of the preparatory work for the sum¬ 

mit by the OECD and IMF (the so-called locomotive and convoy 

theories), detailed economic measures were accepted by the summit 

countries. West Germany undertook to launch within six weeks fiscal 

expansion equivalent to about 1 per cent of GNP. Japan agreed to 

achieve a real growth target in fiscal 1978 1.5 per cent higher than in 

fiscal 1977; it also promised to keep the volume of Japanese exports 

for fiscal 1978 at or below the level of fiscal 1977 (Llewellyn et al 
1985). 

The extent to which the pledges of the Bonn summit were actually 

implemented is controversial, but soon the summit decisions were 

overtaken by the second oil shock. To reduce inflation, to correct the 

current deficit, and to improve the exchange rate of the dollar (all 

interrelated objectives), the US authorities had already adopted res¬ 

trictive monetary policies at the end of 1978. With the second oil 

price increase, these policies were reinforced in 1979 and the US 

moved to a close approximation to pure monetarism: adoption of 

money supply ranges and the quantitative targeting by the Federal 

Reserve of commercial bank reserves (Nordhaus 1982). The extreme¬ 

ly restrictive monetary targets led to a sharp deflation of demand as 

well as high and widely fluctuating nominal and real interest rates. 

With similar immediate objectives of containing inflation and current 

account deficits emanating from the second oil shock, the other 

industrial countries also put into effect restrictive monetary and fiscal 

policies. Thus unlike measures taken after the first oil shock, there 

was not even any attempt by the industrial economies in 1979 to 

counteract the deflationary consequences of the oil price increase 
itself. 

The Less Developed Econonues and the Newly Industralizvng 
Countries (NICs) 

A significant feature of the inter-shock period was the much better 

growth performance of the less developed countries (LDCs) relative 

to the OECD. As Table 2.22 shows, the first oil shock appears to 

have had little impact on the long-term trend rate of growth of GDP 
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Table 2.22. A comparison of growth rates for GDP, manufacturing value 
added (MVA), and exports of manufactures3, 1960-1980 (% change p.a.) 

Indicator 1960-70 1970-74 1974-80 1970-80 

Developing countries 
GDP, in current dollars 7.8 20.7 16.8 18.3 
GDP, in constant dollars 5.6 6.9 5.4 6.0 
Total exports in current 

dollars 7.1 40.4 16.4 26.2 
Total exports; volume 

index/constant dollars 6.9/7.3 4.3/7.3 2.3/4.4 1.5/4.4 
MVA, in current dollars 8.7 20.9 15.2 17.5 
MVA, production index/ 

constant dollars 5.9/7.1 9.1/8.8 6.0/6.0 6.9/6.9 
Manufactured exports, in 

current dollars 13.7 36.3 23.0 26.6 
Manufactured exports, 

quantum index _ _ 13.4b _ 

Developed market economies 
GDP, in current dollars 8.4 14.4 13.2 13.7 
GDP, in constant dollars 5.1 4.3 3.2 3.2 

Total exports in current 
dollars 10.0 25.2 15.7 18.9 

Total exports; volume index/ 
constant dollars 8.5/8.0 9.6/8.6 5.3/5.6 6.1/6.2 

MVA, in current dollars 8.1 15.1 12.2 12.5 

MVA, production index/ 
constant dollars 6.1/6.3 5.5/5.5 3.1/3.3 3.0/3.3 

Manufactured exports, in 
current dollars 11.5 24.8 15.7 19.0 

Manufactured exports, 
quantum index 10.0 9.6 5.3 6.5 

Centrally planned economies 
NMP, in constant dollars 6.7 6.6 4.4 5.4 

Total exports in current 
dollars 9.8 22.3 16.0 18.6 

Index of industrial 
production 9.0 8.9 6.2 7.5 

Manufactured exports, 
in current dollars 10.0 20.4 14.7 17.0 

a SITC 5-8 less 68. 
b 1975-80 

Source: UNIDO (1985). 
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in the developing countries. Between 1960 and 1970, LDC rate of 

growth of GDP was 5.6 per cent p.a.; over the period 1974-80, it 

fell slightly to 5.4 per cent p.a. In contrast, in the OECD countries 

(the middle part of Table 2.22) there was a significant decline in the 

rate of growth of GDP from 5.2 per cent p.a. to 3.2 per cent p.a. 

Similarly, manufacturing production in the LDCs rose at a rate of 

5.9 per cent p.a. between 1960 and 1970 and at a slightly higher rate 

of 6 per cent p.a. during the inter-shock period 1974-80.33 In the 

OECD countries, the trend rate of growth of manufacturing produc¬ 

tion was nearly halved between 1974 and 1980 relative to that re¬ 

corded during 1960-70. Consequently, the Third World’s share of 

world manufacturing production—which had remained more or less 

constant during the 1960s—increased appreciably during the inter¬ 

shock period: from 6.9 per cent in 1960 to 7.6 per cent in 1970; and 

to more than 10 per cent by 1980. Its share in world exports of 

manufactures also rose from 3.9 per cent in 1960 to just over 5.0 per 

cent in 1970; and to 9.0 per cent in 1980 (UNCTAD 1981). As Table 

2.22 shows, during 1974-80, the volume of manufactured exports 

from the Third World countries increased at a phenomental rate of 

13 per cent p.a. whilst those from the OECD countries grew by 5 per 

cent p.a. During the 1970s, Third World imports into the OECD 

increased at about twice the rate of imports from other sources. 

These developments led to concern about de-industrialization in 
the OECD countries on account of cheap labour imports from the 
LDCs.34 

The Third World’s economic performance during the inter-shock 

period is particularly remarkable in view of the huge payments 

deficits which the oil price increase caused in the non-oil LDCs. As a 

percentage of GDP the current account deficit of the average middle- 

income oil-importing country increased from 1 per cent in 1973 to 5 

per cent in 1975; for the average low-income economy, the deficit 

increased from 2.4 per cent in 1973 to 3.9 per cent in 1975. These 

deficits were mainly financed by an enormous increase in commer¬ 

cial loans, particularly in the case of middle-income countries (World 
Bank 1978). 

The total outstanding public long-term debt of these countries 

increased threefold between 1973 to 1979. Although the rapid in¬ 

crease of Third World exports meant that the debt to exports ratio of 

LDCs changed very little during the 1970s, other debt indicators do 
show a deterioration in the debt situation. 
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The increased Third World indebtedness in the mid 1970s was in 

line with market signals. Between 1974 and 1978, the average real 

interest rate (measured as the difference between the London Inter- 

Bank Offer Rate (LIBOR) on three-month US dollar deposits and 

the US GDP deflator) was only 0.5 per cent, and was on occasion 

(e.g. 1978), negative. By and large the LDCs used these loans to 

increase domestic savings and investment (IMF 1983; Avramovitch 
1982). 

In conclusion, superficially the floating exchange rate regime had 

coped with the huge world imbalances generated by the first oil 

shock reasonably well. Owing to a large increase in imports by the 

‘high absorber’ OPEC countries, as well as deterioration in their 

terms of trade, by 1978, the aggregate OPEC surplus had dis¬ 

appeared. Moreover, private banking systems managed to recycle 

funds to the balance-of-payments-constrained Third World eco¬ 

nomies thus enabling them to maintain their growth momentum. 

However, even before the second oil shock of 1979, the system was 

subject to serious financial and exchange rate disequilibria among the 

OECD countries themselves. Even to the extent that the financial 

disequilibria of the oil shock had been accommodated, a heavy price 
had been paid by the industrial countries. The peak-to-peak growth 

rate of the OECD countries in the period 1973-79 was only 1.9 per 

cent p.a. compared with the corresponding growth rates of 4.8 per 

cent between 1966 and 1969 and 4.6 per cent between 1969 and 1973 

(Llewellyn et al. 1985). As far as the Third World countries were 

concerned, notwithstanding their good growth record during the 

inter-shock period, they had large current account deficits and many 

countries were fast approaching their borrowing limits. In terms of 

the overall performance of the world economy, the post-Smithsonian 

system of international regulation was significantly less efficient in 

coping with international imbalances during the period 1973-8 than 

was the post-war system of international regulation under Pax Amer¬ 

icana in the decade following the end of the war. 

V. CONCLUSION AND PROSPECTS FOR 
THE WORLD ECONOMY 

This chapter has argued that the erosion of the golden age economic 

regime began well before 1973 and that even without the exogenous 

shocks it would have been difficult to sustain. Our account of the 
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pre-1973 period thus differs significantly from the best-known main¬ 

stream writing on the subject. First of all we have emphasized the 

productivity problems prior to 1973, manifested in terms of slacken¬ 

ing rates of labour productivity growth, faster reductions in hours of 

work, and declines in the underlying output/capital ratios. Neither 

Bruno and Sachs (1985), nor Lindbeck (1983), nor Maddison (1982) 

mention these latter two aspects in any detail. In relation to labour 

productivity, Maddison assumes that there was no significant de¬ 

terioration before 1973, Lindbeck asserts that there was ‘hardly any 

general slowdown of productivity among developed countries’ before 

‘approximately 1972-74’, and Bruno and Sachs play down the signi¬ 

ficance of pre-1973 productivity problems. 
Second, we have placed strong emphasis on declines in profits 

prior to 1973. This is not mentioned in Maddison’s account, and 

plays little or no role for Lindbeck (although he places great import¬ 

ance on the fall in profitability after 1973 in explaining the reduced 

rate of accumulation and productivity growth). Bruno and Sachs are 

rather the exception, pointing out that a ‘soft landing’ (after 1973) 

from the ‘burden of inherited inflation and a growing profit squeeze’ 

would have been difficult to manage even without the commodity 

and oil price explosion. They see ‘real labour costs’ manifested in 

their ‘wage gap’ (essentially a cyclically adjusted profit share) as a 

second supply factor of importance (in addition to commodity prices) 

affecting particularly Europe and Japan. They say ‘even before the 

oil shocks, therefore, many OECD countries faced a major problem 

of declining profitability and slowing growth’ (p. 167). They do not, 

however, examine this slowing growth (and particularly slackening of 

accumulation) in any detail. So in terms of the internal tensions there 

is more emphasis in our account on profitability and productivity. 

Third, we have emphasized the inevitability of the breakdown of 

the post-war system of international regulation (the Bretton Woods 

regime) as a consequence of the differential development and the 

varied evolution of competitive capacities of the leading industrial 

economies. The new system of international regulation (the floating 

exchange rate regime) which came into force after 1973 was not 

subject to hegemonic control by a single powerful nation; nor had a 

co-operative leadership emerged to replace the former US role. In an 

increasingly interdependent world economy, the new system was 

therefore not capable of resolving global financial disequilibria in 

such a way as to ensure a full-employment level of world aggregate 

demand and its appropriate distribution among countries. 
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Fourth, in view of the close interconnections between balance of 

payment disequilibria, exchange rate changes, inflation, and the level 

of activity, we have stressed throughout the important interactions 

between national co-ordinating rules and the international order. The 

fragility of the world economy in 1973 is demonstrated by the deep 

and long-lasting stagnation triggered by the oil shocks. 

During the period between the two oil shocks, the floating ex¬ 

change rate system and national Keynesian policies led to a transi¬ 

tory period with some suggestion of stability between 1975 and 1979. 

However, the overall economic performance was much inferior to 

that of the golden age itself (see Table 2.6). Moreover, the erosion of 

the institutional and behavioural framework of the golden age in¬ 

teracting with the severe tensions (e.g. the payments imbalances and 

currency movements) of the international regulatory regime made 
the new system extremely vulnerable. 

The second oil shock saw the final abandonment of what we have 

termed in section II the golden age regime. It is beyond the scope of 

this chapter to provide a proper discussion of such patterns as may 

be emerging in the post-1979 period. However, we briefly note that 

at the international level, as seen earlier, instead of attempting to 

compensate for the deflationary effects of the 1979 oil price rise, 

restrictive monetary and fiscal policies were strongly reinforced in 

the US and adopted by other major industrial countries. In an 

international economy, ever more closely linked by ‘free’ and gigan¬ 

tic capital movements, this resulted in the early 1980s in a beggar- 

my-neighbour competitive deflation and a prolonged recession. After 

1983 the expansionary impacts of US policy benefited European, 

Japanese, and NIC export growth. But from 1985 onwards the 

combined impact of the US trade and public sector deficits meant 

that the US was less and less able to play the role of an independent 

engine of growth in the international system. 

At the national level, the assault on the existing domestic rules of 

co-ordination within the individual countries has inevitably taken on 

a differentiated and uneven character. Nevertheless a number of 

common features can be discerned: 

(a) The golden age presumption that workers should bargain collec¬ 

tively to protect wages against inflation and to collect a share of 

the fruits of productivity growth was challenged. Norms of 

indexation were repudiated (Italy), and attempts made to weaken 

trade unions by legislation (UK—secondary picketing, Germany 
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—social security payments for strikers). Increasingly, collective 

bargains involved the giving up of previously established 

gains. 
(,b) Demands for wage flexibility have been paralleled by demands 

for employment flexibility—the right to hire and fire through 

rolling back employment protection legislation (UK, France). 

(c) Attempts to reduce the coverage and value of welfare state bene¬ 

fits have been general. 
(d) There has been an explicit abandonment of full employment 

policy embodied in the adoption of rules about monetary growth 

and public sector deficits. 

(e) There has been a general trend towards extending market 

pressures—privatization of nationalized industries (UK, France, 

Japan), cuts in government subsidies to loss-making firms and 

industries (Germany). 

Viewed from the standpoint of governing economic circles in the 

leading OECD countries, this emerging new economic regime has 

already been ‘successful’ in some important directions. First, there 

has been a major change in the balance of power both internationally 

and internally. Internationally, the collapse of commodity prices, 

extremely high real interest rates, and the reduction of capital flows 

(all directly attributable to the economic policies of the advanced 

countries (Singh 1987; Lipietz 1985)) have greatly weakened the 

economic and political power of Third World countries. In the mid 

1970s these countries were vociferously demanding a new interna¬ 

tional economic order, today most of them (particularly in Africa and 

Latin America) are severely constrained by adverse balance of pay¬ 

ments, heavily in debt, and in the position of supplicants before the 

IMF and the World Bank. The latter two institutions are willing to 

provide the much needed foreign exchange only if these countries 

carry out so-called ‘structural reforms’, which usually follow the 

same pattern of denationalization, deregulation, and internal and 

external liberalization of markets which are the hallmark of changes 

in the advanced countries. Similarly in the latter, the bargaining 

position of the trade unions and of the working class in general has 

been weakened at both the workplace and macroeconomic level. 
The second main success of the emerging new systems has been an 

improvement in inflationary performance compared with the mid 

1970s. Instead of the stagflation (low growth and high inflation) of 

those years the 1980s have been characterized by low growth and low 



117 The Rise and Fall of the Golden Age 

inflation. This of course has been directly related to the weakened 

bargaining power of the unions and the fall in commodity prices that 

accompanied the changing internal and international balance of 
power to which we have just referred. 

There are, however, important weaknesses in the 1980s record. 

First, although unemployment rates may benefit in the mid 1990s as 

the rate of growth of the labour force declines due to demographic 

factors, they look set to remain exceptionally high in most OECD 

countries. Only a trend increase in the rate of growth of world 

economic activity can offer the prospect of substantial improvement. 

Second, despite many years of IMF management by means such as 

austerity programmes and debt-rescheduling, there is still no solu¬ 

tion to the Third World debt problem in sight. The debtor countries 

have suffered enormous economic losses during this period without 

being anywhere near to recovering their creditworthiness or their 

pre-1980 long-term growth rates. A wide range of observers believe 

that for many countries the debt problem is no longer one of ‘li¬ 

quidity’ but is one of ‘insolvency’ (see Cline 1985; Singh 1986; 
Lipietz 1985). 

Third, there are extremely large payments imbalances in the inter¬ 

national economy which have become a source of major instability on 
the world’s currency and stock-markets. 

Nevertheless, as long as high unemployment rates in the advanced 

countries are politically acceptable, the balance of advantage (from 

the standpoint of conservative governments in the leading countries) 

lies in continuing with the current macroeconomic pattern of low 

growth and low inflation. For if expansionary policies were followed 

and the world rate of economic growth rose on a sustained basis to 

anywhere near its golden age level, it will again lead to an increase in 

the power of unions as well as a sharp rise in commodity prices, 

including oil. This in turn will rekindle a conflict over distribution 

threatening to push up inflation. For conservative policy-makers the 

only perceived benefit of a trend increase in the rate of growth of the 

world economy will be that it will greatly help towards a solution of 

the Third World debt problem. However, they fear that this will be 

at the expense of rising commodity prices, inflation, and adverse 

changes in economic and political balance of power. Since there are a 

variety of other ways of addressing the debt problem (some write¬ 

offs, interest-capping, etc.), it is unlikely that the leading OECD 

countries will seek to expand the world economy for this purpose 

alone. They may, however, respond to US pressure to boost activity 
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as a way of softening the impact of reductions in its budget and trade 

deficits. 
To be sure there is a great deal of discussion about policy co¬ 

ordination among the leading industrial countries to revive the world 

economy. However, it is important to note that the central objective 

of the policy co-ordination is not to bring about an overall increase 

in the rate of growth of world demand, but rather to redistribute 

the current level of demand among the leading countries in a way 

which will reduce their huge payments imbalances and thus help 

restore stability in the currency and financial markets. 
The foreseeable prospect for the OECD countries (and hence for 

the world economy) must be at best one of continued slow growth. 

This perspective assumes that the policy co-ordination which is cur¬ 

rently being pursued by the leading OECD countries is wholly 

successful; if it is not, the world economy is likely to grow at a still 

slower rate and even the possibility of a serious slump in the short 

term cannot be ruled out. 
Finally, there are circumstances which could lead to much higher 

rates of growth in the OECD countries. For example, if the current 

high unemployment rates become politically unacceptable again in 

the leading countries, their governments will be obliged to seek a 

higher rate of growth of world demand. Second, if the reform prog¬ 

ramme in the Soviet Union shows spectacular success leading to a 

much higher rate of growth of productivity in that country, ideo¬ 

logical and military reasons will compel the Western countries to 

improve their own economic performance. Growth rates approaching 

the golden age levels will only be feasible and sustainable with low 

inflation, on the basis of new domestic rules of co-ordination, and a 

rather different international order. However, this will require the 

abandonment of the fledgling economic regime of the 1980s. 

APPENDIX 

Decomposition of Changes in the Profit Rate 

Tables 2.11 and 2.12 are based on the following decomposition: 

1. Profit Rate 

Profit rate = r 
PROF PROF NY 

NK NY NK’ 
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where PROF — net operating surplus after adjustment for self-employment; 

NK = net capital stock at current prices; 

NY = net value added at current prices. 

Writing this expression in approximate proportionate rate-of-change - 

form, and using dots (for example, x) for the proportionate rate-of-change 

variables (x = x_1dx/dt = proportionate rate of change of x) we have: 

(PR OF\ (NY\ 

r ~ \ NY ) + 

Thus the rate of change of the profit rate is the sum of the rate of change of 

the profit share (PROF/NY) and the rate of change of the output/capital 

ratio (NY/NK). 

2. Profit Share 

Profit share = 
PROF 

NY 
= 1 - 

W 

NY’ 

where W is employee compensation adjusted for self-employment. 

Wage share = 
W 

NY 

W 

Pq ’ H 

Py • H 
NY 

Pn 
= w 

lp p; 

where Pq = price index of gross output, 

H — total hours worked, 

Py = price index for value added, 

w = hourly product wages (wages deflated by gross output prices), 

LP = hourly labour productivity. 

Writing this expression in approximate proportionate rate-of-change form: 

(*) Pq] 
= w — LP - -A 

\NYJ L Pyi 

Thus the rate of change of the wage share is the excess of the rate of change 

of product wages over the rate of change of ‘real factor incomes (the 

bracketed expression). The rate of change of real factor incomes is the rate 

of change of productivity, adjusted for the effect of changes in the ratio of 

output prices to value added prices, which in turn reflects the relative prices 

of inputs (including capital consumption) and net value added. In Tables 

2.11 and 2.12 the rate of change of product wages is estimated as the rate of 

change of real factor incomes plus the rate of change of the wage share. 
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3. Net Output I Capital Ratio 

NY _ Ny Pv 
Net output/capital ratio = ' pk 

where Ny = net value added at constant prices, 

Nk = net capital stock at constant prices, 

P* = price index for capital stock. 

NY _ q y_ Pq Py Ny _k_ 

NK k q Pk Pq y Nk’ 

where q = gross output at constant prices, 
k = gross capital stock at constant prices, 

y = gross value added at constant prices. 

Writing this expression in approximate proportionate rate-of-change form: 

Thus the rate of change of the net output/capital ratio at current prices is 

the rate of change of the gross output/capital ratio at constant prices plus 

the rate of change of real value added relative to gross output and the ‘effect 

of capital costs’ (the last four terms). The effect of capital costs includes 

relative price effects (capital goods to gross output and gross output to value 

added), the changing real weight of capital consumption (reflecting the 

output/capital ratio and its asset structure), and the ratio of gross to net 

capital stock (reflecting its average age). In Tables 2.11 and 2.12 the second 

term is ignored (materials productivity has to be assumed unchanged for 

want of data), and the effect of capital costs is estimated en bloc as the 

difference between the rates of change of the net value added/capital ratio 

at current prices and the gross value added/capital ratio at constant prices. 

Data for relative prices of the capital stock and output (the third term in the 

expression above) is shown as a memorandum item. 

NOTES 

1. For compatibility with OECD series our data-set for profitability, capital accumu¬ 
lation, and state spending covers the ‘Big Seven’ (i.e. including Canada, see 
Armstrong and Glyn (1986)). We refer to this data as covering the ACCs. In the 
text we also on occasion refer to data for the OECD as a whole. 

2. This general approach has been developed by the so-called Regulation School 
of French economists (see Aglietta 1976; Boyer and Mistral 1978; Lipietz 1979, 
1983, 1985; Boyer 1986). What we have termed macroeconomic structure and 
rules of co-ordination correspond to what is sometimes translated literally as 
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regime of accumulation and mode of regulation. The golden age pattern as a 

whole is described by these writers as ‘Fordism’. The details of, and emphasis 

within, our analysis of the golden age differ in many respects from this work 

(which in turn contains many nuances of interpretation); we draw also on other 

analyses in a broadly comparable tradition (Armstrong et al. 1984; Bowles et al. 

1983; and Rowthorn 1980 in particular). 

3. This section draws on a background of industrial country experience based on 

Angus Maddison’s seminal contribution (Maddison 1982). 

4. For the ‘Big Seven’ exports of manufactures between them rose as a percentage 

of total exports from 41% in 1950 to 62% in 1971 (Batchelor et al. 1980, Table 

2.4). 

5. This estimate was derived from a pooled regression of the growth of hourly 

labour productivity on the growth rate of the fixed stock of capital per worker 

for the big seven capitalist countries (excluding France) for three periods 

1870-1913, 1913-50, and 1950-73, using data from Appendices C and D of 

Maddison (1982). A pooled regression for growth rates of the two variables over 

successive cycles during the years 1950-73 for the big seven countries yields 

an almost identical coefficient. Lindbeck (1983) reports similar regression co¬ 

efficients. Such regression results could be interpreted within the ‘growth 

accounting’ framework as suggesting that differences in rates of technical prog¬ 

ress across countries and time-periods generated nearly proportional differences 

in rates of capital accumulation. The kernel of truth in the growth accounting 

approach is that the impact of capital accumulation on productivity cannot be 

understood independently of the technology and work organization which 

accompanies it; its basic weakness lies in the implication that new technology 

and work organization can be incorporated in the production process without 

investment. 
6. This is based on the simple decomposition of the profit rate (P/K) into P/K = 

P/Y X Y/K, where P is profits, Y is output, and K is the capital stock. We 

present a fuller decomposition in Section IV. 1 below. 

7. The history of the spread of Taylorism throughout Europe and Japan during the 

inter-war period, and its implicit or explicit acceptance by much of the labour 

movement at that time has been extensively studied. In the US, Germany, 

France, and Italy the main battles over these principles began just before or 

after World War I. Reformist elements in the trade-union movement had 
accepted the ‘bargain’ as early as the 1920s. The pro-communist ‘red interna¬ 

tional’ of trade unions did so in the 1930s. None of this of course put an end to 

resistance at the shop-floor level. (See e.g. De Montmollin and Pastre 1984.) It 

is worth emphasizing that a prominent role has been claimed for the importation 

of scientific management technique as part of the Japanese strategy of importing 

advanced technology in the post-World War II period (see for example Caves 

and Uekusa (1976) and the references therein). 
8. The original behavioural evidence behind the theory of the kinked demand 

curve—suggesting that producers try to avoid destabilizing short-term price 

warfare (especially in capital intensive industries), prefer to maintain stable 

long-term supplier—customer relationships, and more readily accept as fair 

price changes based on actual or anticipated common cost increases all pre- 
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dates the post-war golden age period (Hall and Hitch 1939; Sweezy 1939, Means 

1940). The structural basis for this behaviour, in markets where rivalry takes 

place between relatively few interdependent producers, was as we document 

below reinforced in these years. 
9. The pace of these developments and the levels of cover provided varied between 

countries with the US lagging behind Europe, and Japan providing the least 

social protection of all (Flora and Alber 1981; Kudrle and Marmor 1981; Boltho 

1975). 
10. In Japan the growth in transfer payments was by contrast very small from 3.7% 

of GNP in the mid 1950s to 4.5% by the early 1970s (Boltho 1975). 

11. Future customs unions and free trade associations were, however, under Article 

24 of GATT specifically excluded from this general rule of equal treatment 

provided that they did not involve any overall increase in trade barriers against 

countries outside the union. 
12. A number of US scholars (e.g. Kindleberger 1987) emphasize the altruism of 

the Marshall Plan. That may well have been the main motivation of some of the 

economic architects of the Plan in the State Department, but as noted above, it 

was not that of others. However, by the time the Plan was approved by the US 

Congress, the US interest and the broader aims of US foreign economic policy 

were squarely in the forefront. 
13. Recipient countries were required to sign pledges promising a range of eco¬ 

nomic actions, including the stabilization of currency and reduction of trade 

barriers, which were in many respects more stringent than under IMF condi¬ 

tions for developing countries. See Block (1977). 

14. Full cost pricing does not guarantee fixed income shares unless firms can vary 

the timing of their price increases to account for unanticipated wage increases 

and include in their mark-up an element to cover the gap between price in¬ 

creases and expected wage increases which otherwise will have to be met (at the 

going cost of finance) by borrowing (see e.g. Tariing and Wilkinson 1985; 

Godley and Cripps 1983). 

15. E.g. Lindbeck (1983) and Matthews (1982). The fact that Bruno and Sachs 

(1985) play down the suggestion of a slow-down in productivity growth before 

1974 is the more surprising since they actually find that in half the countries 

they examine the most significant break in the manufacturing productivity trend 

occurs before 1973 and they do not test whether in other cases (e.g. Japan) there 

was a break before 1973 though less severe than after 1973. 

16. This is because the golden age relationship shows every 1% faster growth in the 

capital/labour ratio increasing labour productivity by around 0.7% (and thus 

increasing the growth of the output/capital ratio by 0.3%). The regression 

coefficients are 0.76 for business and 0.68 for manufacturing. The smaller 

(unweighted) average decline in manufacturing productivity growth than busi¬ 

ness is largely accounted for by the United States where manufacturing pro¬ 

ductivity rebounded in the early 1970s, whilst business productivity growth 

remained at a low rate (see Table 2.7). For Japan the comparison is between the 

early 1970s and late 1960s which was the period of most rapid productivity 
growth. 

17. Such exercises to disentangle component influences of the profit share and rate 

were developed by Weisskopf (1979) and elaborated in Weisskopf (1985). The 
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version used here differs from his in defining product wages in terms of output 

rather than value added prices which allow more explicit account to be taken of 

input costs. The Appendix to this chapter describes our decomposition more 

formally. 

18. Looking at five periods of intensification of profit squeeze at the end of 1960s 

(US, Italy) or early 1970s (in the UK there were no such intensification) gives a 

rather different result. Productivity slowed down on average by 1.5%, real input 

costs deteriorated by 1.1% p.a. whilst product wages growth was unchanged 

(and real wage growth accelerated by 1.0% p.a.). The productivity recovery in 

the US in the early 1970s blurs the typical profit squeeze pattern in other coun¬ 

tries at that time where productivity slow-down was important. Common to these 

various analyses is the fact that product wages did not accelerate, although real 

wages did. It should be noted also that the failure of product wages to slow 

down when real input costs were accelerating means that total real direct costs 

of production do rise faster in the early 1970s (fine (d)). 

19. Unemployment rates were generally lower after the mid 1960s (Table 2.6) but 

had edged up a little in the EEC and USA by 1973. Vacancy statistics however 

suggest that strains in the labour market may have peaked rather later than 

registered unemployment, in 1970 and 1973 in Germany and Japan respectively. 

This is confirmed by data for agricultural employment which show a maximum 

rate of decline in the early 1970s in France, Germany, and especially Japan. 

20. Both the Chan-Lee and Sutch (1985) and Weisskopf (1985) studies of profitabil¬ 

ity find that indicators of international competition (relative unit labour costs 

and import penetration respectively) contributed to profit squeezes in some 

countries. The role of international competition in squeezing profits is a factor 

not analysed in the theoretical chapters in this volume. 
21. Since the profit share is defined in terms of net value added it is the trend in the 

current price net value added to net capital stock ratio which determines the 

profit rate. This differs from the trend in the constant price ratio of output to 

gross capital stock because of: (a) changes in the price of value added relative to 

gross output; as already discussed the late 1960s, and 1970s saw a rise in real 

materials and depreciation costs which further depressed the ratio of current 

price value added to the capital stock; and (b) changes in the price of gross 

output relative to the cost of capital goods; over the 1960s and early 1970s the 

prices of capital goods rose on average around 1% p.a. faster than the price of 

manufacturing output, further reducing the output/capital ratio in current 

prices. There does not appear to have been any tendency for the relative price of 

capital goods to accelerate prior to 1973 and the calculations in Tables 2.11 and 

2.12 (line (e)) suggest some deceleration after 1973. For the typical major 

country the average decline in the output/capital ratio was about 2% p.a. in the 

early 1970s. This fall was about equally comprised of a fall in the real ratio, a 

decline in value added prices relative to output, and of rises in relative capital 

goods prices (lines (7)-(9) and (e) of Table 2.11). 
22. It should be noted that our profit variables are pre-tax. In the UK in particular 

more generous tax treatment of investment meant that the post-tax profit rate 

fell much less than the pre-tax rate (see Flemming et al. 1976). This does not 

seem to have happened generally. 
23. Predictions, based on lagged profit rate decline, are 3.3% fall in the growth rate 
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of the manufacturing capital stock in the US, 1.9% for Europe, and 3.2/o 

for Japan; actual figures were 0.9%, 2.8%, and 4.6% respectively. We are not 

suggesting that the fall in the accumulation rate by 1974 in Japan and Europe 

only reflected the direct effect of the decline in profit rate recorded up to 1973. 

A regression including only the profit rate obviously incorporates the effect of 

variables—such as the growth rate—which may affect both profitability and 

investment directly. Moreover, the accumulation rate in 1974 must have been 

affected to some extent by the lack of confidence flowing from the oil crisis. It 

is striking, however, that in the manufacturing sectors of Europe and Japan 

around three-quarters of the decline up to 1974 in accumulation from peak rates 

had occurred by 1973. 

24. It is interesting to note that the ability of Japanese management systems to 

obtain the commitment and co-operation of the labour force in precisely the area 

of maintaining smooth continuous production, has been identified as the key to 

the ‘just-in-time’ or kanban system. The economies in inventory holdings which 

this system yields, depend critically on the ability to keep the production system 

going. The Japanese success in the 1960s and 1970s in dealing with this con¬ 

tradiction in the Fordist pursuit of smooth, continuous production at lowest 

cost had the added advantage of minimizing the cost of redundant inventory 

when style or quality changes were introduced in final products. This reduced 

somewhat the emphasis on long standardized production runs. Thus the com¬ 

petitive challenge they could mount was based both on cost and on flexibility of 

product quality and design (e.g. Abernathy et al. 1983; Aoki, this volume). For 

further discussion of these issues see Marglin forthcoming and Noble (1984). 

25. As argued earlier conventional growth accounting gives a relatively small weight 

to capital accumulation. Using our estimate of the elasticity of hourly productiv¬ 

ity with respect to the capital/labour ratio of 0.75 (see n. 16) the decline in the 

rate of accumulation would explain on average half of the productivity slow¬ 

down after 1973 in six major countries, and a little more if some allowance is 

made for premature scrapping of capital equipment due to energy price in¬ 

creases (data from Maddison 1984, Tables 2.1 and 2.3). 

26. Statutory controls were attempted, e.g. in the UK in the periods 1966-70 and 

1972-4 and were in force throughout the 1960s in The Netherlands. In the US 

statutory control in 1971-4 followed government-inspired voluntary restraint in 
the mid 1960s (Blyth 1979). 

27. Thus it has been argued that in the UK the spread of the multidivisional firm 

and the reorganization of industrial relations procedure following merger have 

been part of a management strategy to control wage costs and alter bargaining 
strength (Marginson 1985). 

28. Rising from 3.4% to 4.5% in the US, 8.0% to 14.2% in the UK, and 10.1% to 

15.8% in the rest of the EEC, with Japan recording a rise from 2.2% to 3.0% 

in 1973 before falling back to 2.4% in 1978 (CEPG 1979). A number of studies 

which adjust concentration ratios quantitatively or qualitatively for international 

trade and other changes in the corporate environment in this period conclude 

that competitive pressures were maintained or intensified, the latter especially in 

the case of the US and UK (EEC 1982; Marvel 1980; Utton and Morgan 1983). 

29. Thus whilst unemployment compensation expenditure rose fairly rapidly from 
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1960 to 1975, after that the growth rate fell as more stringent eligibility criteria 

were introduced, and the unemployed became increasingly long term and more 

heavily dominated by those on the outside of the dual market especially the 

young and married women (OECD 1985h). 

30. In March 1968, the US had already announced that it would no longer be 

prepared to convert privately held dollars into gold; nor would it support the 

price of gold at $35 an ounce in the free market. This led to a two-tier gold 

market, with official transactions at $35 an ounce and the free market allowed to 

reach its own level. 

31. Thus the mainstream of the economics profession was overwhelmingly in favour 

of the floating-rate regime in the early 1970s (Llewellyn et al. 1985). 

32. Dennison (1979) has estimated that this supply-side effect explained a fall of 

perhaps 0.3% p.a. in the rate of growth of US potential output after the first oil 

shock, out of a total decline of about 1.5% p.a. 

33. Since the second oil shock affected the LDCs much more severely, the relative 

economic performance of these countries over the period 1974-8 is even better 

than suggested by the data in Table 2.22. Similarly it should be borne in mind 

that not all parts of the Third World did well in the inter-shock period; the 

economies of sub-Saharan African countries suffered a significant set-back after 

1973. 
34. A wide range of systematic studies have shown that Third World exports have 

not caused de-industrialization in the North, that the rate of growth of manufac¬ 

tured imports in the Southern countries was also very high, and that most 

non-oil LDCs remained balance-of-payments constrained. Evidence shows that 

the intra-Northern trade (e.g. with Japan) was far more destabilizing for North¬ 

ern economies than their manufacturing trade with the South. For a full 

discussion of these issues, see Singh (1981), OECD (1979). 
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Macropolicy in the Rise and Fall of 

the Golden Age 

GERALD A. EPSTEIN AND JULIET B. SCHOR 

I. INTRODUCTION 

The golden age was the era of demand management. Originally with 

monetary, and then fiscal policy, the governments of the advanced 

capitalist economies attempted to enhance and guide the accumula¬ 

tion process. The six countries which we consider in this chapter 

(France, Germany, Italy, Japan, United Kingdom, United States) 

differed in their conduct of macroeconomic policy. In the three 

Continental countries and Japan, policy was aimed at maximizing the 

rate of accumulation. Monetary and discretionary fiscal policy was 

therefore systematically expansionary, notwithstanding the absence 

of an intellectual commitment to Keynesianism in these countries. In 

the United States and the United Kingdom, policy was markedly less 

expansionary. 
We will argue below that this difference can be explained by 

structural differences among the countries. Most important are the 

degree of independence of the central bank, the nature of relations 

between financial and non-financial corporations, the specifics of the 

wage-setting process, and, finally, the position of the country in the 

world economy. It is our view that the expansionism of France, 
Italy, Germany, and Japan, and the relatively more restrictive stance 

of the United States and the United Kingdom can be explained by 

reference to these factors. 
As the golden age began to unravel, things changed. In all coun¬ 

tries, the benefits from expansionary policy were reduced by struc¬ 

tural changes in the international monetary system, the growing 

strength of labour, and increasing inflation. These changes also 

eroded the distinctions between the United States and the United 

Kingdom on the one hand, and France, Germany, Italy, and Japan 

on the other. Although some countries attempted to pursue expan¬ 

sionary policies throughout the 1970s, the difficulties of doing so 
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eventually prevailed. There was a general shift to restraint, which 

was quite dramatic after 1979. 

In the pages which follow, we explore this history. We begin with 

a general outline of the structural determinants of monetary policy in 

our six countries (Section II). Next is an account of policy during the 

golden age (Section III). In Section IV we discuss the effects of the 

erosion of the golden age on macropolicy. 

II. THE POLITICAL ECONOMY OF 
MACROECONOMIC POLICY-MAKING 

A look at the pattern of macroeconomic policy-making in the ad¬ 

vanced capitalist countries reveals significant differences among coun¬ 

tries. Central bankers in England, the United States, Germany, 

Switzerland, and Finland are given wide latitude and independence, 
while their counterparts in Sweden, Austria, and France are tightly 

bound to the government. Some countries undergo frequent cycles 

of inflation and exchange rate depreciation, while others maintain 

chronically overvalued currencies. Italy is willing to run substantial 

budget deficits, while Finland refuses to incur any government debt 

whatsoever. 
In our view, these differences are to a large extent systematic, and 

can be explained by structural characteristics of the economies in 

question.1 A few key institutions and constraints exert a highly 

determinant effect on policy.'1 These are the relation between fin¬ 

ancial and industrial capital, the nature of the integration of the 

national economy into the international economy, the relative power 

of capital and labour, and the relation between the policy-making 

apparatus and the state in general.3 

II. 1 Finance and Industry 

Capitalist economies differ in the degree of integration between 

financial and industrial (or non-financial)4 capital. In Table 3.1 we 

present one measure of the degree of integration between financial 

and non-financial corporations. 
In the United Kingdom, which has the least integration of our six 

countries, banks finance virtually no long-term investment in indus¬ 

try, which gets funds either internally or through family connections. 

This has been true at least since the nineteenth century and has led 
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Table 3.1. Connections between finance and industry: 
Share of non-financial corporation liabilities held by 
commercial banks 

Average Rank 

France 0.10a 2 

Germany 0.58 6 

Italy 0.32 4 
Japan 0.39 5 
UK 0.10 2 
US 0.08 1 

a Figure for France is misleading, given other measures which 
indicate high levels of integration between finance and industry. 

Source: OECD Financial Statistics, Part 3, various years. 

banks to have little involvement with or financial stake in industry 

(Best and Humphries 1986; Hall 1986; JEC 1981). Policy tends to 

affect finance and industry quite differently; a classic example is their 

conflicting interests with respect to the valuation of sterling. 

By contrast, Germany has the most highly integrated financial and 

industrial sector of the six countries (Francke 1984; Nardozzi 1983; 
Rybczynski 1984; Langhor 1985). Banks hold equity positions and 

are highly involved in the management of industry. The fortunes of 

industry and finance are more closely tied. This has led to a ten¬ 

dency, on the part of both industry and finance, to prefer exchange 

rate undervaluation. 

Our general conclusion is that countries with more divergence 

between finance and industry will favour more restrictive macro- 

economic (and particularly monetary) policy, ceteris paribus. The 

available evidence shows that financial profitability is adversely 

affected by inflation, while non-financial profitability is not similarly 

affected (Revell 1979; Santori 1986; Federal Reserve Bank of New 

York 1984). Because expansionary policy is associated with inflation, 

and policy restrictiveness is frequently an anti-inflation measure, 

financial corporations are biased toward restrictiveness. 

In addition, in both the United States and the United Kingdom, 

the financial sector has had a strong international orientation. In both 

cases, the domestic currency is extensively used for international 

transactions. Maintenance of confidence in the currency has gen¬ 

erally entailed nominal stability. Financial interests have therefore 
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Table 3.2. Central bank independence3 

Bade and Parkin Epstein and Schor 

France 1 1 
Germany 3 3 
Italy 1 1 <1981 

2 >1981 
Japan 2 1 
UK 1 1.5 
US 2 2 

a The higher the number the more independent the bank 

Sources: Bade and Parkin (1980); Authors’ estimates. 

opposed expansionary policy on the grounds that it jeopardizes the 

international role of the currency. 

II.2 The Relation between the Policy-making Apparatus 

and the State 

In the case of monetary policy, the relation between the central bank 

and the government is an important determinant of policy. Indepen¬ 

dent central banks pursue more restrictive policies (see Epstein and 

Schor 1986; Bade and Parkin 1980; Bananian 1983, 1987). In part, 

this is because independent banks are not statutorily required to 

finance budget deficits, as many non-independent banks are. But 

even controlling for budget deficits, independent banks are less 

expansionary. To some extent this is due to a traditional and often 

statutory function of the central bank to protect the value of the 

currency. But it is also because more independent banks are often 

closely aligned with the financial sector (e.g. United Kingdom, 

United States, Switzerland). By contrast, less independent banks are 

statistically correlated with strong labour movements and labour 

parties (Epstein and Schor 1986; Martin 1986 or Uusitalo 1984).5 
This creates a preference for expansionary policies, as expansion 

helps to fulfil labour’s traditional objectives of full employment and 

high social expenditures.6 
Our econometric research, as well as two case-studies of central 

bank movements toward independence (the Federal Reserve in 1951 

and the Bank of Italy in 1981), strongly support the view that 

independent banks are more restrictive. In Table 3.2 we present a 

ranking of the degree of independence of our six central banks. 
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11.3 Class Struggle: Labour and Capital 

We made reference above to difference between labour and capital 

with respect to macroeconomic policy. At the level of broad ob¬ 

jectives, the evidence suggests that in countries where labour is 

stronger, policy is more expansionary (Cameron 1984; Lange and 

Garrett 1985).7 
However, labour markets may exhibit particular features which 

necessitate a more complex analysis. Most important are the specifics 

of the wage-setting process and the extent of employment security. If 

wage-setting is Keynesian (nominal rigidity with respect to inflation), 

depreciation or inflation will erode the real wage and raise non- 

financial profitability (Sachs 1979; Epstein 1985). Capital may favour 

expansionary policy and labour may oppose it. With Marxian wage¬ 

setting (real wage protection), labour has an unambiguous interest in 

expansionary policy, and capital has the reverse interest. 
Similarly, if there are statutory limitations on employers’ ability to 

terminate employment, capitalists may benefit less from restrictive 

policy. Austerity may reduce capacity utilization and profitability 

without generating downward pressure on unit labour costs. Thus, 

one would expect to see less policy activism overall where employ¬ 

ment security is greater. 

11.4 The International Economy 

The position of a nation in the international economy will have 

important effects on policy. As noted above, the special role of 

finance in the United States and the United Kingdom resulted in 

policy restrictiveness. Countries which have tried to follow an 

export-led model of industrialization (Japan, Germany, France, and 

Italy before 1981) often resist policy actions which appreciate their 

currencies. Finally, in the short term, policy may be often dictated 

by balance-of-payments or exchange rate crises. The more interna¬ 

tionally integrated the economy, particularly with respect to capital 

markets, the more acute these crises may be. 

11.5 The Effect of Policy on the Economy 

Before turning to the actual macropolicy of the period, it is appropri¬ 

ate to ask what the influence of policy on economic outcomes actually 

is. Not surprisingly, there is a wide spectrum of opinion on this 
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question, which ranges from the belief that policy has no impact on 

the real economy, to the view that nearly all of a country’s macro- 

economic performance can be attributed to its policy stance. We 

take an intermediate position. Both monetary and fiscal policy can 

affect real outcomes, we believe, but to a limited extent. The struc¬ 

tural characteristics of an economy are also powerful determinants 
of macroeconomic outcomes. 

Our position may be made clearer by some examples. Those who 

argue for policy ineffectiveness suggest that either the central bank 

cannot control the supply of money (because private agents are 

sophisticated enough to circumvent regulations) or even if it can 

control money, its, actions can only affect prices. In regard to the 

latter claim, we note that it is not valid under conditions of less than 

full employment. For reasons discussed elsewhere in this volume, we 

take the view that unemployment is the norm in most capitalist 

economies. This is particularly true of Europe during the period we 

are studying, on account of war devastation and the existence of large 

labour reserves. On the question of whether the central bank can 

control private agents, our research suggests that it is an empirical 

issue, and the degree of effective control depends on the time-period, 

the political power of private agents vis-a-vis the state, and the 

degree of international integration of capital markets. Our reading of 

the post-war history indicates that central banks began the period 

with more control than they ended it with, but that during no time 

could they be described as completely ineffective. 

Similar arguments can be applied to fiscal policy. Crowding out— 

the favourite mechanism of the ineffectiveness position—must be 

counterpoised to crowding in; particularly during the golden age the 

stability imparted by government policy encouraged private invest¬ 

ment. 
On balance, we believe that expansionary policy during the golden 

age made a positive contribution to the growth rate, through various 

mechanisms: easier access to credit, pegging of the interest rate, 

direct increases in aggregate demand, and the encouragement of 
investor optimism through the stabilization of activity. After the 

erosion of the golden age, policy was more restrictive, and certainly 

exacerbated the deflationary structural tendencies at work. Unfortu¬ 

nately, a thorough analysis of the precise mix between these two 

factors, and the effect of policy generally, is beyond the scope of this 

chapter. 
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III MACROPOLICY IN THE GOLDEN AGE 
(1950- 1973) 

Among the six countries discussed in this volume, policy did not 

have a uniform stance. Structural differences divide the countries into 

two groups. Group A (France, Italy, Japan, and Germany) is char¬ 

acterized by more expansionary macroeconomic policy and a more 

rapid rate of accumulation. Group B (the United States and the 

United Kingdom) exercised considerably more policy restraint. This 

difference was primarily due to the independence of their central 

banks and the international role of these two ‘imperial powers. The 

major qualification to this classification is Germany, which, like the 

United States and the United Kingdom, has an independent central 

bank. 

III.l Macroeconomic Policy in France, Italy, Japan, 
and Germany 

These four countries experienced a historically unprecedented period 

of growth, at rates substantially exceeding those of the United States 

and the United Kingdom. In all four cases, policy was expansionary 

and accommodative. The characterization of these as ‘pure credit 

money’ economies has a firm basis in the monetary policy of the 

period (Aglietta 1976; Lipietz 1985; Glyn et al. this volume). In a 

credit money economy, the supply of credit adjusts to accommodate 

the demand for credit. In the Group A countries, the central banks 

did not generally exercise their powers to limit credit, but allowed 

the supply of credit to expand with economic growth. 
The priority for macroeconomic policy during the golden age was 

to maximize the rate of growth in the corporate sector.8 With the 

exception of Germany,9 the central banks of these countries had little 

independence, either to resist the financing of fiscal deficits, or to 

enact a policy course significantly at odds with the government (see 

Table 3.2). The Bank of Japan was ‘widely regarded as no more than 

a bureau of the Ministry of Finance’ (Yamamura 1985, p. 502). The 

Bank of France, since its nationalization in 1936, has been similarly 

tied to the Treasury. The Bank of Italy was a powerful initiator and 

formulator of policy, but did not ultimately have the desire or ability 
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Table 3.3. Annual rates of growth of monetary 
measures, 1958— 1972a 

Money Quasi-money Credit 

France 9.6 12.4 12.0 
Germany 8.9 11.9 12.8 
Italy 14.2 13.6 13.7 
Japan 16.7 16.0 16.6 
UK 5.0 7.2 8.6 
US 4.2 6.4 8.0 

Group A 12.4 13.5 13.8 
Group B 4.6 6.8 8.3 

All measures are in nominal values. 

Source: IMF, International Financial Statistics, Data tape. 

to pursue a non-accommodating monetary policy during this period. 

Group A countries also shared common features with respect to 

capital markets, industry-finance relations, and the administrative 

structure of monetary policy. In all four, there was substantial in¬ 

tegration between finance and industry. The degree of internal 

corporate financing was low. None of these countries had highly 

developed private capital markets, in the Anglo-American sense. 

None had more than token markets in equities or corporate bonds, 

so the degree of banking intermediation was quite high. In Japan and 

Italy (which have the highest rates of household savings in the 

world), the household sector was consistently in surplus, and depo¬ 

sited its savings in the banking system. Banks lent these surpluses to 

industry. Furthermore, the financial sectors in these countries were 

domestically orientated (Raymond 1982; Hall 1986; Epstein and 

Schor 1986; Suzuki 1980, 1986; JEC 1981; Langhor 1985; Rybczyns- 

ki 1984). 
This structure of financing gave the central bank a high degree of 

control over credit conditions, for a number of reasons. First, the 

central bank’s statutory powers over banks were great, relative to the 

United States and the United Kingdom. Second, the central bank 

generally enacted interest rate ceilings, which generated an excess 

demand for credit from the private sector. This meant that banks 

were consistently desirous of borrowing from the central bank, in 

order to satisfy loan demand. This excess demand gave the central 

bank a high degree of leverage over the banking system. 
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These characteristics of the financial system also gave the central 

banks substantial influence over international capital flows. Regu¬ 

lations on trade financing, restrictions on capital outflows, and 

mandatory overseas borrowing were all potent tools used by these 

central banks in order to achieve balance-of-payments equilibrium 

or manage exchange rates. 
Close integration of industry and finance also created common 

interests with respect to exchange rate policy. Because banks were 

involved in the financing of investment, they had strong interests 

in industry profitability. There was no independent financial sector 

with an interest in an overvalued exchange rate, and a low exchange 

rate policy was consistently the preferred policy option. Particularly 

in Japan and Germany, which moved into external surplus during 

the 1960s, the authorities were orientated towards avoiding currency 

revaluations. There was no important sector of business which op¬ 

posed their efforts. 
The final determinant of policy is the structure of capital-labor 

relations (see Crouch 1978; Flanagan 1983; Lange 1982, Gourevitch 

1984; Sachs 1979). During the golden age the labour market institu¬ 

tions of Group A countries gave rise to common (accommodating) 

policy. Most important was the weakness of the labour movements in 

these four countries, as judged by historical standards. This weak¬ 

ness was due to a combination of labour-market conditions and 

political developments in the immediate post-war period. 
Working-class strength in the Group A countries was inhibited by 

the existence of substantial labour reserves. The largest source of 

labour supply was an internal migration from agriculture. Interna¬ 

tional migration, first from the poorer areas of Europe, and later 

from countries of the South, also contributed significantly to the 

growth of labour supply. According to EEC and OECD statistics, 

over 80 per cent of the total growth in EEC employment from 1955 

to 1970 can be accounted for by these two sources (Bernabe 1982). 

Labour was also seriously weakened by political events in the 

aftermath of World War II. In Japan and Germany, the combination 

of fascism and the policies of the American authorities during the 

occupation eroded the strength of militant unions.10 In both coun¬ 

tries, unions took a highly co-operative stance until 1970 or after. 

In France and Italy, the post-war situation was quite different. 

The popularity of the wartime resistance translated into strong sup¬ 

port for the Left, which appeared to be in control of the trade-union 
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movement. Concerned about the impact this would have on Amer¬ 

ican interests, US military, intelligence, and political authorities, 

in conjunction with representatives of the American Federation of 

Labor, undertook to destroy this support (Cantor and Schor 1987). 

Allying with conservative labour and business interests, they suc¬ 

ceeded in dividing the union movements in both countries. In each 

case a three-sided trade-union movement was created, in which the 

unions were divided along ideological (and party) lines. In both 

countries, the eventual result was a weak, internally divided union 
movement. 

The weakness of labour in all four countries meant that expan¬ 

sionary macropolicy would not be quickly translated into profit- 

threatening wage increases or discipline problems.11 

By the end of the 1960s these conditions had changed, and workers 

began to exercise significant labour-market power. Labour reserves 

had been substantially depleted. Political developments in the three 

European countries (May 1968, Hot Autumn, and similar unrest in 

Germany) strengthened labour. The result was a transcontinental 

strike wave of unprecedented proportions, and a real wage explosion 

(see Sachs 1979; Schor 1983; Soskice 1978; Lange 1982; Gourevitch 

1984; Pizzorno and Crouch 1978). 
One outcome of the growth in labour strength was the transforma¬ 

tion of European wage-setting from a process with nominal rigidity 

(Keynesian) to one with real wage rigidity (Marxian) (see Sachs 

1979). This had predictable consequences for policy, which we take 

up in Section IV. 
The above characterization of monetary policy is reflected in the 

aggregate data. Table 3.3 presents rates of growth of money, quasi¬ 

money, and credit for the each of the six countries in the study, and 

averages based on our typology of policy. In all categories (nominal, 

real, and real normalized by potential output), Group A countries 

had substantially higher rates of monetary expansion than Group B 

countries. 
What about fiscal policy? As a rule, Group A countries relied 

much less on expansionary fiscal policy. In Japan, the government 

attempted to maintain a balanced budget, cutting taxes continually 

as growth automatically raised revenues (Yamamura 1985). In Ger¬ 

many, the use of counter-cyclical fiscal policy was not even statu¬ 

torily permissible until the Stabilization Act of 1967, after which 

time the government did use traditional Keynesian policies, although 
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Table 3.4. General government 
surplus as % of GDP, 1952-1972 

France 0.7 

Germany 2.2 

Italy -2.1 

Japan 1.6 

UK -1.0 

US -0.8 

Group A 0.6 

Group B -0.9 

Source: Armstrong and Glyn (1986). 

they were always conditioned by a laissez-faire economic orientation 

(Kloten 1985). And in France, credit allocation was a far more 

prominent planning tool. Of the four countries, only Italy ran a 

persistent fiscal deficit. This evidence is summarized in Table 3.4. 

Over the period 1952-73 the average general government surplus as 

a percentage of GDP was 0.6, with only Italy showing consistent 

deficits. 
The actual surpluses are only partially revealing, however, as the 

rapid pace of economic growth and the existence of fiscal drag con¬ 

tributed to growing revenues. Unfortunately, standardized high- 

employment, or ‘structural’, budgets do not exist for the entire 

period. However, we do have an estiamte for 1955-65 (see Table 

3.5). This is a cyclically adjusted measure of the average stimulus 

of fiscal policy to the economy, according to which fiscal policy in 

Group A countries was expansionary, with an annual contribution to 

GNP growth of 0.74 per cent. 

The Group B countries had a much more expansionary actual 

fiscal stance (average of -0.9 per cent). However, on a cyclically 

adjusted basis, fiscal policy contributed almost nothing to the growth 

of GNP (an average contribution of 0.125 per cent per year).12 On 

balance, it appears that fiscal policy was mildly expansionary (on a 

structural basis) in the Group A countries. In Group B, the struc¬ 

tural budget contributed little. 

We have now sketched the broad outlines of macroeconomic 

policy in the golden age and argued that policy was systematically 

expansionary, with the aim of maximizing growth. This is not to say 

that periods of restrictiveness were absent. Indeed, the very strength 

of the accumulation process itself led to occasional restrictiveness. In 
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Table 3.5. Average annual expansionary effects, % of GNP, 1955—65a 

General Central Government 
govt. 
total Total Discretionary Automatic 
effects effects effects effects 

France 0.71 0.08 1.19 -1.11 
Germany 0.55 -0.78 
Germany5 0.90 -0.28 0.92 -1.20 
Italy 0.96 -0.22 
Italy" 1.00 -0.11 1.16 -1.27 
UK 0.00 -0.58 0.19 -0.77 
US 0.25 -0.05 0.36 -0.41 

a The annual expansionary effect is a measure of the effect of the government budget on the 
rate of growth of GDP. It is calculated on the basis of the deviation of GNP from its trend 
value. See Hansen (1968) for details. General government refers to all levels of government; 
central government excludes lower levels. All countries include public enterprises except 
Germany. 

b 1958-65. 
c 1956-65. 

Source: Estimates from Hansen (1968). 

the 1950s, balance-of-payments difficulties led to a restrictive policy 

episode in France. In 1960s, each of these countries experienced 

sharp recessions (France in 1963-5, Germany in 1966-7, Italy in 

1963-4, and Japan in 1965). Nevertheless, these periods of restric¬ 

tiveness were exceptional, and generally quite short. The dominant 

thrust of policy was to encourage rapid accumulation. 

III.2 Macroeconomic Policy in the US and the UK 

During the golden age macropolicy in the United States and the 

United Kingdom was considerably more restrictive than in Group A 

countries. The structural features which accounted for this differ¬ 

ence were the independence of the central banks, relations between 

finance and industry, and the strong economic power of labour. In 

the British case, we should add the influence of Keynesian economic 

theory.13 
In the United States the Federal Reserve gained independence 

from the Treasury in the ‘accord’ of 1951 (Epstein and Schor 1986). 

Once the Fed won the ability to set interest rates independently of 

the Treasury’s needs, it was able to pursue policies at odds with 

those of the Executive or Legislature.14 However, in its fight for 
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independence the Fed found it necessary to turn for political support 

to the commercial banking sector—a long-standing ally. This sup¬ 

port, plus the traditional corruption of relations between the regula¬ 

tor and the regulated, resulted in a symbiotic relationship between 

the Fed and the commercial banking sector. Over time, the Fed 

came to rely on the political influence of the banking sector to 

protect its independence. And the banks interests came to be repre¬ 

sented by the Fed. 
The interest of the Fed in bank profitability did not automatically 

translate into a concern for industrial profitability, because these two 

sectors are relatively separate in the US economy (see Table 3.1). 

Financial markets are highly developed in the United States, and 

firms are able to raise funds from a variety of sources. 
Like London, New York was an important centre of international 

finance. The dollar’s role in the Bretton Woods system afforded 

special advantage to US banks, and accelerated the growth of inter¬ 

national banking in the United States. The central bank was accord¬ 
ingly devoted to maintaining the international status of the dollar. 

This entailed restricting the international supply of liquidity. Infla¬ 

tion rates comparable to the Group A countries (with the exception 

of Germany) would be likely to generate anxiety about the dollar and 

could trigger a run on the gold stock. 
The situation in the United Kingdom was similar. The Bank of 

England was nominally nationalized in 1946, but nationalization was 

a ‘great non-event’ (Morgan 1984). The traditional relation between 

the City of London and the Bank continued virtually unchanged, 

as did Bank-Treasury relations. Through the famous City-Bank- 

Treasury nexus, macroeconomic policy was highly orientated to¬ 

wards the interests of the City.15 Even though the Bank of England 

was formally obligated to accommodate fiscal deficits, the policy 

consensus was sufficiently pro-City to prevent consistently expan¬ 

sionary policy. 
What were the interests of the City? The City had little involve¬ 

ment with British industry. Its profits lay largely in international 

commercial, mercantile, and financial activity—the legacy of Bri¬ 

tain’s imperial status. The constant in the macropolicy stance was 

the attempt to maintain the value of sterling, as it was still widely in 

use as an international currency.16 Throughout the golden age both 

Labour and the Tories believed that the health of the City17 de¬ 

pended on maintenance of the $2.80 sterling-dollar exchange rate. 
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This exchange rate commitment was problematic on account of 

underlying weakness in the economy’s balance-of-payments position 

and the large overhang of sterling balances which remained after the 

war. Combined with expansionary fiscal policy aimed at full employ¬ 

ment, the external weakness generated recurrent sterling crises. Ex¬ 

pansionary periods were quickly aborted by balance-of-payments 

problems (the famous stop-go policies). Sterling crises and periods 

of restrictiveness occurred in 1947, 1949, 1951, 1955, 1957, 1961, 

throughout 1964-7. The strength of the policy consensus created by 

the City-Bank-Treasury nexus can be seen by the commitment to 

the pound throughout the 1960s, despite its adverse consequences 

for the economy. Proponents of expansion were unable to enact the 

changes (e.g. devaluation, import controls) necessary for sustained 

expansion. As the data on fiscal stimulus above show, the expansion¬ 

ary fiscal policy associated with Britain’s ideological commitment to 

full employment was negated by the simultaneous commitment to 

the City. 
The United States and the United Kingdom also differed from 

the Group A countries with respect to capital-labour relations. Both 

countries emerged from World War II with the power of labour 

enhanced. While the Cold War adversely affected the political 

strength of labour, in both countries workers retained significant 

power, particularly on the shop floor.18 In our view, labour’s asym¬ 

metric power (economic strength, political weakness) was an im¬ 

portant reason for the relative restrictiveness of policy. 
As the data on both monetary and fiscal policy show, the United 

States and the United Kingdom used considerably less expansionary 

policy than the Group A countries. They had less integrated financial 

and non-financial sectors, more independent central banks, more 

economically powerful working classes, and were both attempting 

to maintain an international currency. In our view, these structural 

differences were the major determinants of the policy variation. 

IV. POLICY-MAKING IN THE AFTERMATH OF 
THE GOLDEN AGE (1973- 1986) 

By the early 1970s, the structural conditions underlying the golden 

age were eroding. Many policy-makers began to perceive that ex¬ 

pansionary macroeconomic policy would harm profitability and 

investment rather than improve them. This perception grew over 
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the decade, and finally resulted in a general shift towards restictive 

monetary and fiscal policies, even among those countries which had 

pursued accommodating policies in the 1950s and 1960s. 

IV. 1 Structural Change and the Shift to Restrictive Policy 

The wage explosions and strike waves in Europe signalled a fun¬ 

damental change in capital-labour relations.19 This change can be 

represented as a shift from a Keynesian to a Marxian wage-setting 

regime, and a quite general increase in the power of labour. One 

result was a rise in labour’s share of output, which, to varying 

degrees, occurred in all six countries. The labour market conditions 

which had facilitated expansionary policy in the Group A countries 

were a thing of the past. 
The second structural change involved the erosion of US hege¬ 

mony and the subsequent collapse of the Bretton Woods fixed ex¬ 

change rate regime. While economists and policy-makers originally 

believed that floating rates would increase policy latitude, that hope 

was not fulfilled. In most countries, the freedom of flexible rates was 
undermined by a high level of speculative international capital flows, 

which drove depreciating currencies into a vicious cycle of deprecia¬ 

tion and inflation. The 1978-9 dollar crisis revealed that even the 

United States was not immune from this problem of vicious cycles. 

By then, flexible rates and speculative capital flows may have im¬ 

parted a contractionary bias to the world economy. 
Ultimately, these structural changes blurred the distinction be¬ 

tween Group A and B countries. The growth of labour strength in 

Group A countries made expansionary policy more threatening. For 

the UK and the US, the breakdown of the fixed exchange rate 

system created new opportunities for expansionary policy. 

The oil price increases of 1973 and 1979 also undermined the pos¬ 

sibilities for expansionary policy. By worsening the current accounts 

of oil-importing countries, the price increases placed pressure on 

governments to reduce imports. They also heightened the distribu¬ 

tional struggle between capital and labour. This conflict led either to 

inflation, which harmed financial interests, or losses in industrial 

profitability. Where real wage bargaining (a Marxian regime) was in 

force, expansionary policy would harm financial profits without in¬ 

creasing industrial profits. Thus financial and industrial capital de¬ 

veloped a common interest in their opposition to expansionary 

macroeconomic policy.20 



141 Macropolicy in the Rise and Fall of the Golden Age 

Table 3.6. Monetary policy in the rise and fall of the golden age (average 
annual % change) 

Real money plus 
Real money growth quasi-money growth 

1958-70 1971-85 1958-70 1971-85 

France 4.5 0.9 7.8 3.9 
Germany 6.0 2.5 10.3 3.5 
Italy 10.5 2.4 10.5 4.2 
Japan 10.7 3.1 14.2 6.1 
UK -0.4 0.9 1.6 4.3 
US 1.2 -0.3 4.0 2.8 

a Real growth defined as rate of growth of monetary aggregate minus the rate of inflation of 
the consumer price index. 

Source: IMF, International Financial Statistics. 

By 1979 the policies of the Federal Reserve also contributed to the 

general restrictiveness, as it began a period of monetary restraint. 

The resulting appreciation of the dollar meant that other countries 

could now pursue restrictive monetary policy without fearing a loss 

of competitiveness from exchange rate appreciation. A reinforcing 

factor was the recognition that failure to pursue restrictive monetary 

policy could lead to inflationary over-depreciations of their curren¬ 

cies. Export-orientated governments, such as Germany and Japan, 

could now pursue their traditional goal of exchange rate undervalua¬ 

tion while simultaneously exercising contractionary monetary policy. 

In many countries, there were alterations in the policy-making 

structure itself during this period, as governments attempted to re¬ 

duce the use of counter-cyclical fiscal policy by subordinating fiscal 

to monetary policy. In Germany, Japan, Italy, and the UK, monet¬ 

ary targets were imposed. In France, the exchange rate was pegged 

to a strong currency. In Italy, where pressures for fiscal deficits were 

almost uncontrollable, the government pegged the lira, underwent 

an IMF stabilization programme, and eventually created institutional 

independence for the Bank of Italy. 

The effects of these structural changes are most apparent with 

monetary policy. Table 3.6 presents data on the rate of growth of 

the real money supply, narrowly defined, and on the rate of growth 

of real money plus quasi-money. With the exception of the United 

Kingdom, the real rate of growth of both monetary aggregates fell 

dramatically between the two periods. While substantial financial 

innovation may account for part of the change, the large drop in the 
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Table 3.7. Structural budget deficits 
(% of potential GNP/GDP)3 

1970-84 1970-2 1973-8 1979-84 

France 0.0 0.7 -0.2 -0.3 

Germany -0.9 -0.1 -1.3 -0.9 

Italy -8.9 -6.8 -8.5 -10.2 

Japan -1.7 1.4 -2.0 -3.0 

UK -0.7 1.2 -3.2 0.7 

US -0.3 0.2 0.3 0.5 

Memoranda: 1983 1984 1984 minus 1979 

France -0.7 -0.1 0. 7 

Germany 0.5 1.7 4 J 0 

Italy -9.7 -9.4 0. 3 

Japan -2.2 -1.3 3 J 0 

UK 1.6 2.0 5.. 2 

US -0.2 -0.5 -1. 7 

Average surplus or deficit. Deficit is (—) 

Source: Price and Muller (1984). 

rate of growth of money plus quasi-money suggests that not all of the 

drop can be accounted for by such changes.21 
The picture is less clear for fiscal policy. Table 3.7 presents 

the OECD’s calculations of structural budget balances from 1970 to 

1984.22 The data suggest that with the exception of Italy and possibly 

Japan, most countries’ ‘full-employment’ budgets were close to bal¬ 

ance in the period 1970-84. This overall balance masks some rather 

dramatic variations over the period, however. From 1970 to 1972, 

most countries’ budgets were in surplus or balanced. By the middle 

1970s, budgets in some countries shifted to expansion. Then, within 

the period 1979-84, there was a large shift towards restriction in 

most countries, as the last column among the memoranda makes 

clear. In the United Kingdom, for example, the shift towards restric¬ 

tion was by as much as 5 per cent of GDP. Germany and Japan were 

not far behind with shifts of 4 and 3 per cent respectively. Only the 

United States moved in an expansionary direction. 

Similarly, as Table 3.8 suggests, while the overall thrust of monet¬ 

ary policy was more restrictive in the 1970s and 1980s, there was 

uneveness among the six countries. However, by 1979-82, policy 

was uniformly restrictive, especially when the narrow money supply 

is considered. 
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Table 3.8. Monetary growth in the fall of the golden age (average annual 
change) 

1970-2 1973-8 1979-2 1983-5 

Real money growth 
France 5.9 0.7 -0.8 0.1 
Germany 6.0 4.2 -2.4 2.7 
Italy 13.5 2.7 -2.0 1.9 
Japan 15.5 0.9 -0.6 1.9 
UK 4.1 -0.9 -1.9 5.4 
US 2.3 -1.8 -3.4 3.9 

Real money plus 
quasi-money growth 
France 8.6 5.0 0.3 0.9 
Germany 6.1 4.7 0.2 3.2 
Italy 9.7 6.7 -2.4 3.4 
Japan 14.9 3.8 4.5 5.1 
UK 5.8 0.9 4.9 7.2 
US 5.4 2.0 -2.9 8.0 

a Real growth defined as rate of growth of monetary aggregate minus the rate of inflation of 

the consumer price index. 

Source: IMF, International Financial Statistics. 

Thus, while the data reveal a generalized shift towards restrictive¬ 

ness, convergence was not uniform. Macroeconomic policy followed 

an extreme form of stop-go in virtually all these countries in the 
1970s and early 1980s, with a general shift towards restrictiveness by 

the end of the period. 

IV.2 Macroeconomic Policy on the Path to Contraction 
(1973-1979) 

The stop-go can be partly explained by the new, adverse environ¬ 

ment in which policy was being made. Lack of knowledge, but, 

more importantly, the combination of a lack of good options and 

high levels of political conflict led to policy instability (Boltho 1982, 
pp. 312-13). The extent of instability depended on the external 

constraints and structural differences we identified earlier. Among 

the external constraints facing each country, the monetary policy of 

the United States and international capital mobility were among the 

most important. 
The United States abandoned the Bretton Woods system first in 
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1971, and then finally in 1973. Its own macropolicy combined expan¬ 

sionary monetary policy and tight fiscal policy. The resulting fall in 

interest rates and decline of the dollar limited the degree of monetary 

tightness which export-orientated countries, such as Japan and Ger¬ 

many, could pursue without risking too great a loss of competitive¬ 

ness. To some extent, the policy also made monetary control more 

difficult for other countries, especially Germany, which were attrac¬ 

tive havens for speculative capital flows by dollar-holders.23 Yet 

while such external constraints were important, they did not com¬ 

pletely determine domestic macroeconomic policy. Structural differ¬ 

ences among the countries also helped to determine the timing and 

nature of the policies pursued. 
Countries characterized by nominal wage bargaining and indus¬ 

try-orientated governments (or central banks) or politically strong 

labour and Left movements, pursued expansionary policies in re¬ 

sponse to the stagflationary conditions of the 1970s (United States 

before 1979, Italy before 1979, France, United Kingdom, and Japan 

before 1975). France pursued expansionary, or at least ‘stop-go’ 

policies in the initial aftermath of the oil price increase. These 

policies twice prompted France to leave the European snake and 

devalue. 
Japan pursued expansionary policy in the early 1970s, partly in an 

attempt to moderate the appreciation of the yen in the face of dollar 

depreciation (OECD 1985/, p. 146). Combined with record real wage 

increases, the result was the ‘Great Inflation’ of the early 1970s 

(Suzuki 1986; Kagami 1984). 

Of all our countries, Italy was the most expansionary, for the 

longest period of time. This is not surprising, given Italy’s structural 

characteristics (non-independent central bank, close relations be¬ 

tween industry and finance, and export-orientated development pro¬ 

cess) and the striking political developments of the period. Italy 

witnessed by far the most significant increase in the strength of 

labour, and was the only country of the six in which a left-wing 

electoral party (the Communist Party) posed a serious challenge. 

Political conflict was in part eased by large fiscal deficits, which the 

Bank of Italy was statutorily obligated to monetize. 

As noted above, the United States and the United Kingdom 

gained a measure of policy latitude from the collapse of Bretton 

Woods and the growth of labour’s power in their major trading 

partners. Actually, in the United Kingdom, the key structural 
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change had come much earlier; it was the 1967 devaluation which 

altered the perception that sterling had to be defended at all cost 

(Coakley and Harris 1983, p. 23). The shift to floating rates further 

paved the way for the monetary accommodation of the early 1970s. 

In the United States, the loss of trade competitiveness in the late 

1960s and 1970s facilitated a political shift towards domestic indus¬ 

try. During the Nixon-Ford—Carter period policy favoured domes¬ 

tic, export-orientated capital. By contrast, the Kennedy-Johnson and 

Reagan administrations were more sensitive to the interests of multi¬ 
national banks and corporations (see Ferguson and Rogers 1986). 

After 1971, restoration of the US trade position became a high 

priority. Given the apparent nominal wage rigidity for most of the 

early 1970s, and the advent of flexible exchange rates, expansionary 

policy after 1974 led to a depreciation of the dollar, a decline of real 

wages, and a halt to the deterioration of the trade position. One 

result was that the shift to flexible exchange rates created a conflict 

between finance capital, which was still internationally orientated 

and anti-inflationary, and domestic industry. This conflict was re¬ 

solved in favour of expansionary monetary policy. 

Eventually, however, every country that experimented with expan¬ 

sion reversed its policy stance in response to the accompanying profit 

or inflation squeeze. The timing and form of that reversal varied 

from country to country. 
Countries with relatively independent central banks were able 

to tighten policy decisively as inflation accelerated or profits were 

squeezed, especially when elected governments either gave support 

or were too weak to resist (Germany in 1973, the United States in 

1979). Germany applied restrictive policy well in advance of the first 

oil price increase, in response to wage-push pressures. With the 

oil price explosion the Bundesbank increased its resolve to tighten 

further. In a show-down with the trade unions in 1974, the Bun¬ 

desbank, evidently with the support of the government, insisted on 

restrictive policy (Kloten 1985). Soon afterwards, Germany became 

the first country to announce monetary targets. As the dollar depreci¬ 

ated in the mid 1970s, the Bundesbank allowed the money supply to 

overshoot its target in order to avoid exchange rate appreciation. But 

once US policy tightened in 1979, the Bundesbank turned highly 

restrictive. By the early 1980s fiscal policy was becoming extremely 

tight. 
Throughout the 1970s the US dollar depreciated against most 
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foreign currencies (Epstein 1981). This decline led to accelerating 

inflation and eventually to speculative attacks against the dollar. In 

August 1979, soon after the second oil price increase, President 

Carter appointed Paul Volcker to head the Federal Reserve system. 

By October a fully fledged crisis of confidence in the dollar led 

Volcker to announce a dramatic policy shift. By pledging to target 

monetary aggregates rather than interest rates, Volcker signalled that 

the central bank would allow interest rates to rise as high as would be 

necessary to restore the value of the dollar. 
The speculative attack on the dollar in 1978-9 endangered its 

international role. Paul Volcker was brought in to restore confidence 

in the dollar and rescue the international monetary system. This 

entailed not only restrictive policy, but also a reassertion of the 

independence of the central bank, which required a strong and 

independent chairman, who would be welcome in the banking com¬ 

munity. The low-dollar, inflationary policy of the mid 1970s was 

ultimately shown to have been an aberration, as it threatened two 

important structural characteristics: the political support which 

banks give to the Federal Reserve, and the role of the dollar in the 

international monetary system. 

Japan had a relatively strong state apparatus, strong connections 

between finance and industry, and a politically weak labour move¬ 

ment, and was able to pursue a restrictive monetary policy even 

without an independent central bank. By late 1973, in the midst of 

the ‘Great Inflation’, the Bank of Japan increased its quantitative 

restrictions (‘window guidance’) and by 1975, ‘price stability’ be¬ 

came, for the first time in the post-war period, the main goal of 

monetary policy (OECD 1985, pp. 48-9; Suzuki 1975; Kagami 

1984). Both monetary policy and fiscal policy moved in a highly 

contractionary position after 1979. Between 1979 and 1982, Japan 

reduced its structural budget deficit by 2.1 per cent of potential GDP 

(Muller and Price 1984). According to Suzuki (1986), the Japanese 

monetary authorities remained committed to fighting inflation, with 

most measures of the real money supply declining between 1979 and 
1982. 

Capitalist-orientated governments which lacked independent or 

powerful central banks, but which had stronger labour movements 

than Japan, found other mechanisms to restrict policy: IMF Stabi¬ 

lization programmes (United Kingdom, Italy), pegging to a hard 

currency (France), or creating an independent central bank (Italy). 
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In France, by 1976, with rising inflation and unemployment and a 

change of government, Prime Minister Barre pursued an orthodox 

stabilization plan—balancing the budget, protecting a strong franc, 

and maintaining a tight or neutral monetary policy (Sauter 1982, 

pp. 467-8; Sachs and Wyplosz 1986, p. 268). In the process, Barre 

led France into the European Monetary System, thereby tying its 
monetary policy to the mast of the Bundesbank. 

Events in the United Kingdom were not dissimilar. Stagflation led 

to burgeoning budget deficits, and in 1976 the United Kingdom 

went to the IMF. One effect of the subsequent stabilization pro¬ 

gramme was the subordination of fiscal policy to monetary policy. By 

the end of the decade, the commitment to high employment which 

had characterized one pole of Britain’s ‘stop-go’ had been abandoned 

(Buiter and Miller 1983). The election of Margaret Thatcher sealed 

this dramatic change in policy. Her government instituted a pro¬ 

gramme to reduce the public sector borrowing requirement over a 
number of years, making that requirement consistent with monetary 

targets for sterling M3 (See Buiter and Miller 1982, 1983; Kaidor 

1982; Artis and Bladen-Hovell 1987). 

Fiscal policy quickly became very tight, as indicated by an in¬ 

crease in the structural budget surplus of 6.6 per cent of potential 

GDP between 1979 and 1981 (Muller and Price 1984; for other 

estimates see Buiter and Miller 1983 and Artis and Bladen-Hovell 
1987). Monetary policy has been more difficult to assess. Sterling M3 

greatly overshot its targets, and most measures of monetary policy 

have been expansionary (see Table 3.6). Other indicators give a 
different picture. Interest rates, corrected for anticipated inflation 

and exchange rates were quite high in 1980-2.24 The Bank of Eng¬ 

land may have allowed the money supply to exceed its targets given 

the other signs of financial stringency. In any case, by allowing 

unemployment to increase dramatically, the government made the 

important point: high employment would no longer be a policy 

concern (Buiter and Miller 1983; Kaidor 1982). 
In Italy, fundamental structural changes facilitated the turn to¬ 

wards restraint. The Bank of Italy won the right not to finance 
government deficits (see Epstein and Schor 1987; Addis 1986). The 

Bank was also able to join the EMS and to complete its long-standing 

project of integrating Italian capital markets into the EEC. By 1980, 

with labour’s loss of the FIAT strike, the power of the Left and 

working class had been been decisively weakened. The combination 
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of these developments, in the context of American restrictiveness, 

created both the structural possibilities and the political and institu¬ 

tional pressures for a more restrictive monetary policy. 

IV.3 Macroeconomic Policy: 1979 and beyond 

After 1979, both monetary and fiscal policy became more consistent¬ 

ly and severely contractionary.25 Only France pursued expansionary 

policy, beginning after the election of Mitterrand in 1981 (see Petit 

1986; Boyer 1985; Sachs and Wyplosz 1986; OECD 1985; Machin 

and Wright 1985; Melitz and Wyplosz 1985). 
Mitterrand’s policy is widely considered to have been overly ex¬ 

pansionary and demand orientated (see Cobham 1986). In fact, fiscal 

policy was only mildly expansionary and quickly reversed. And the 

monetary indicators showed only a brief expansion, because credit 

had to be periodically tightened to stave off periodic and severe 

foreign exchange crises. Mitterrand’s policies were reversed within 

two years. The explanation for the policy failure is highly controver¬ 

sial. There is little doubt that the attempt to expand independently 

worsened the current account and contributed to a flight from the 

franc (Petit 1986; Sachs and Wyplosz 1986). But the currency crises 
which ultimately tied Mitterrand’s hands were also probably induced 

by capital flight against the income-redistributing policies of the 

government (Petit 1986). Exchange controls were progressively tight¬ 

ened during the period but they were ultimately undermined by the 

decision to remain within the EMS (Sachs and Wyplosz 1986). 

After 1982, some policy divergences appeared again. The United 

States relaxed its monetary stance in response to Mexico’s suspension 

of debt payments. It had become clear that the viability of a number 

of large and medium-sized banks was contingent on the foreign debt 

situation. To ease that problem, a reduction in interest rates and an 

increase in world growth was necessary. Volcker abandoned the 

monetarist facade and began to act as a lender of last resort. 

Among the other five countries, policy was on balance more res¬ 

trictive than in the United States. One illustration of the difference is 

the estimated impact of monetary and fiscal policy on unemploy¬ 

ment, holding constant other factors such as real wages and competi¬ 

tiveness. According to estimates by John McCallum (1986) for the 

years 1979-84, policy had a negative effect on employment in every 

country but the United States. US fiscal and monetary policy after 

1982 became expansionary. 
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What explains the difference? For the United States, the resump¬ 

tion of moderately expansionary monetary policy reflects structural 

factors associated with its international role. Germany’s restrictive 

policy seems to result from a perception that golden age capital- 

labour relations have not been restored and that expansion will only 

harm profits. Other European countries, having joined the EMS, are 
now tied to German policy. 

IV.4 Alternative Explanations 

There are other plausible explanations for the stance of macroecono¬ 

mic policy in the last two decades. Perhaps most common is the view 

that by the 1980s the international integration of goods and financial 

markets was so great that governments could not pursue independent 

policies, particularly when they entailed divergence from the United 

States. While this view may be appealing for the period 1979-82, it 

cannot account for the post-1982 restraint in the European countries. 

It is also vulnerable to more specific criticisms. 

The history of macroeconomic policy in these six countries (as well 

as others) is replete with examples of policies to reduce the inter¬ 

national constraint. Italy, Japan, Germany, France, and the United 

Kingdom all utilized capital controls of various kinds. There is 

ample evidence that such controls were effective, at least in the short 

run, in creating policy autonomy even in a world of highly mobile 

capital (Argy 1982; Epstein and Schor 1988). To be sure, capital 

controls are problematic in the long run. Yet experience shows that 

they can be periodically effective in the short to medium term. The 

failure to use controls is a policy choice, which should be subject to 

the same kind of analysis as macroeconomic policy in general. Simi¬ 

larly, the decision to join the EMS or Snake, which does constrain 

macroeconomic policy, it itself a macroeconomic policy choice. The 

argument that the external constraint must be binding on policy, 

though it has a kernel of truth, takes as given what needn’t be given 

at all. 

V. CONCLUSION 

We have by now covered a wide terrain—six countries’ macroecono¬ 

mic policies over a period of nearly 40 years. How can we summarize 

the conclusions of our inquiry? A first, obvious point is that golden 

ages’ are both produced by and conducive to a permissive policy 
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stance. By contrast, periods of slow growth and fragility result in 

pressures for policy restraint, which in turn reinforces an economy s 

poor performance. 
A second point concerns the variations among countries. Our 

research on the structural differences among the six suggests that 

greater policy latitude and superior economic performance are associ¬ 

ated with more integration between finance and industry, more state 

intervention, and less independent central banks. While some coun¬ 

tries (Italy, Japan) are currently attempting to deregulate financial 

markets and create more international integration, our analysis coun¬ 

sels that this may not be a wise course. 
Third, our conclusions point to the view that the external con¬ 

straint may not be as binding as some observers claim. Countries 

have a fair degree of latitude to choose how much international 

integration they want, and can enact restrictions if necessary. Again, 

the current trends are towards more international integration, less 

regulation, and less domestic control over macroeconomic policy. 

It is not clear that these changes will benefit the citizenry in these 

countries. 
Finally, the policy experience of 1950-87 bids us to reconsider 

currently fashionable views on inflation. During the golden age the 

most successful countries were those with expansionary policy, rapid 

capital accumulation, and high inflation. In the 1970s, views on 

inflation changed and many in the economics profession and policy¬ 

making circles came to believe that inflation impedes growth. Policy 

became much more restrictive, and inflation fell. Yet growth re¬ 

mained an illusive target. Many countries continue to pursue con¬ 

tractionary policies. But to what end? The poor performance of the 

Group B countries, with strong anti-inflation financial sectors, inter¬ 

national currencies, and independent central banks should give us 

pause. 

NOTES 

1. We have developed this view on the basis of ongoing research, using a variety 
of approaches. These are: archival research, econometric modelling, interviews 
with policy-makers, and a reading of the institutional literature. For a more 
extensive discussion of our research methodology and examples of each of these 
approaches, see our earlier paper, ‘The Political Economy of Central Banking’. 
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We should note also that our research to date applies only to countries in the 
OECD. 

2. For a discussion of other theories of the determination of macroeconomic 
policy, see our earlier paper. 

3. Lest these factors appear ad hoc, we should note that they are derived from a 
neo-Marxian theory of the state, in which state activity is determined by class 
struggle and structural constraints. The relations between industry, finance, and 
labour constitute the former. The latter are the integration of the nation in the 
international economy and the structural relation between the policy-making 
apparatus and the state. See Hall (1986) for a similar view. See also Esping- 
Andersen et al. (1976); and Black (1977, 1982). 

4. Throughout, we will use the terms industrial and non-financial interchangeably. 
5. Particular country examples are Sweden, Austria, and Norway. 
6. The literature contains fairly strong evidence in favour of this proposition. See 

Cameron (1984), Lange and Garrett (1985). 
7. In cyclical Marxian models, such as that of Goodwin (1967), labour’s income 

rises with growth, as unemployment falls. This is one theoretical basis for 
labour’s preference for expansionary policy. 

8. Background literature for this section includes the following: France: Aftalion 
1983; Raymond 1982; Bruneel 1986; Sautter 1982; Hall 1986; Germany: Hen¬ 
nings 1982; Dernburg 1975; Giersch 1973; Kloten 1985; Francke 1984; Kreile 
1978; Italy: Rey 1982; Bank of Italy; Caranza 1983; De Vivo 1981; Fazio 1979, 
1980; Nardozzi 1981, 1983; Padoa-Schioppa 1985; Jossa 1985; Monti 1979, 
1983; Spaventa 1983, 1985; Japan: Suzuki 1980, 1986; Yamamura 1985; Pre- 
snell 1973; Multi-country studies: Black 1977, 1982a, b, 1984; Boltho 1982; 
Bruno 1985; Cowart 1978; Hodgman 1983; Hoibik 1973; Katzenstein 1978; 
Lindberg 1985; Thygesen 1982. 

9. The German case has certain peculiarities. The experience of two hyperinfla¬ 
tions created an unusual degree of inflation-aversion and a high sensitivity of 
policy to the maintenance of price stability. Partly as a result, the Bundesbank 
was originally created with significant independence, which it has been able to 

sustain. 
During the golden age these differences were not especially important, be¬ 

cause the inflation rate was low (both historically and in comparison to other 
European countries). The Bundesbank could accommodate demands for credit 
with relatively little fear of inflation. Monetary policy in Germany was as 
expansionary as in the other Group A countries (see Table 3.3). Indeed, the 
biggest problem of the Bundesbank was to manage the conflict between low 

inflation and an undervalued currency. 
Germany’s differences were more important after 1973, when inflationary 

pressures were strongest. Monetary policy was more restrictive than in the other 
Group A countries. Germany was the first country to move to monetary target¬ 
ing, and ‘monetarist’ economic theory. Despite strong social conflict and intense 
pressure to accommodate, the Bundesbank was able to maintain a restrictive 
stance. We believe that this was largely because of its structural independence, 

coupled with the country’s inflation-aversion. 
10. The American authorities attempted to destroy the remnants of a German 
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resistance movement. They recruited Nazis to infiltrate the labour movement in 

order to identify and discredit radicals and communits. In Japan, Gen. Mac- 

Arthur’s programme of democratization was terminated by the authorities in 

Washington and replaced with policies which gave more power to conservative 

social forces. See Chomsky (1985). 
11. Econometric tests (not shown) of the relationship between changes in unit 

labour costs and the level of economic activity in these four countries show no 

statistically significant relation. 
12. The OECD estimates of structural budgets (Muller and Price 1984) begin in 

1970. For the period 1970-3, the structural budget balance as a percentage of 

GDP was: France 0.7; Germany -0.1; Italy -6.8; Japan 1.4; UK 1.3; US 

-0.2. 

13. Background literature for this section includes the following: United Kingdom: 

Wood 1983; Blackaby 1979; Dow 1964; Elbaum and Lazonick 1986; Grove 

1967; Keegan 1979; Krause 1969; Pollard 1982; Tew 1978; Cooper 1968; 

Kareken 1968; Hall 1986; United States: Epstein 1982, 1984, 1986; Herman 

1982; Mintz 1985. 
14. Federal Reserve independence remained somewhat circumscribed as Congress 

always possessed the power to revoke the terms of the accord. 

15. There is a significant literature on the City-Bank-Treasury nexus supporting 

this view: see Sayers 1976; Pollard 1982; Ingham 1984; Keegan 1979; Coakley 

1983; Longstreth 1979. 
16. Over one-third of all international trade was still financed in sterling in the early 

1960s (Cooper 1969). 
17. The considerable contribution of the City to the balance of payments was also a 

factor in support for the City. 
18. This is in marked contrast to the situation in the Continental countries and 

Japan. See Arrighi and Silver (1984). 

19. See Chapter 2 above. 
20. In the US, where nominal wage bargaining was more the norm, a division 

developed between finance and industrial capital over expansionary monetary 

policy. See below. 

21. The behaviour of the monetary aggregates for the UK is puzzling. Extraordin¬ 

ary financial innovation may account for some of the behaviour. Also, the 

dramatic reduction in the international role of sterling capped by the devalua¬ 

tion of the pound in the late 1960s may partly account for the freeing-up of 

British monetary policy. See below. 

22. Unfortunately, earlier and later data are not available. These measures may be 

seen as lower bounds on full employment surpluses, as they are based on 

conservative estimates of potential output. 

23. For more discussion of US policy during this period, see below. 

24. Papadia (1984) estimates real interest rates at 3.26, 5.77, and 5.0% in 1980, 

1981, and 1982, respectively. 

25. With the exception of Mitterrand’s aborted reflation. See below. 

26. Muller and Price estimate that between 1980 and 1982 the structural budget 

deficit expanded by about 1.6% of potential GDP. 
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Profit Squeeze and Keynesian Theory 

STEPHEN A. MARGLIN AND AMIT BHADURI 

This chapter explores one aspect of the relationship between the 

system of production and the macroeconomic structure, namely the 

role of profitability in determining investment demand and the level 

of economic activity. Within the system of production, wages are a 

cost: the lower are profits per unit of production, the lower the 

stimulus to investment. In a Keynesian view of the macroeconomic 

structure, however, wages are a source of demand, hence a stimulus 

to profits and investment. In this view, aggregate demand provides 

the way out of the dilemma that high wages pose for the system of 
production. If demand is high enough, the level of capacity utiliza¬ 

tion will in turn be high enough to provide for the needs of both 

workers and capitalists. The rate of profit can be high even if the 

profit margin and the share of profit in output are low and the wage 

rate correspondingly high. 

I. INTRODUCTION: THE UNCOMFORTABLE 
FACTS OF PROFIT SQUEEZE 

Profit squeeze presents a problem for this Keynesian solution. How 

do we reconcile the argument that profit squeeze was a major cause 

of the decline in growth rates that took place in the 1970s with 

Keynesian doctrine on the role of aggregate demand in reconciling 

the requirements of the system of production and those of the 

macroeconomic structure? That is the task of this chapter. 
Our profit-squeeze story goes like this. First, profit squeeze is 

itself explained by a combination of downward pressure on produc¬ 

tivity growth and an upward pressure on wages. As a result of a long 

period of high employment, productivity growth began to lag behind 

wage growth in the late 1960s, and this put pressure on profits. 

Pressure on profits in turn put a two-sided pressure on the growth 

rate of the capital Stock. On the one hand, profits were an important 

source of saving, so the reduction on profits made less income 
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available for accumulation. On the other hand, the reduction in 

realized profits led business to anticipate lower profits in the future, 

and the fall in expected profits led to a reduction in the demand for 

investment. In short, high employment encouraged the growth of 

wages and inhibited the growth of productivity; this put pressure 

on profits, and the resulting pressure on profits led to a crisis of 

accumulation. 
Basically, the Keynesian objection to this view of profit squeeze is 

that a higher wage should increase aggregate demand, at least under 

the assumption that the propensity to save out of wages is less than 

the propensity to save out of profits.1 Although higher wages may 

diminish the profit per unit of output, business will make up the 
difference by an increased volume of production and sales. If invest¬ 

ment demand increases with the rate of capacity utilization, there 

will be even greater aggregate demand, and both aggregate profits 

and the profit rate will be higher even as the profit share is lower. In 

this view there is no trade-off between growth and distribution. 

High-wage policies promote income equality, output, and growth. 

Policies which increase the workers’ share of the pie also increase the 

size of the pie.2 

This argument was a cornerstone of the ‘cooperative capitalism’ 

incorporated to a greater or lesser extent in post-World War II 

regimes of all the industrialized countries, and articulated in left and 

centre-left politics and economics until the demise of the golden 

age. It is rightly thought of as Keynesian in nature since aggregate 

demand, or more precisely deficiencies of aggregate demand, are 

central ingredients of the story. But a co-operative vision of capital¬ 

ism based upon stagnationist or under-consumptionist ideas long 

antedated Keynes, as this resolution of the Leicester framework 
knitters, put forward in 1817, indicates: 

That in proportion as the Reduction of Wages makes the great Body of the 

People poor and wretched, in the same proportion must the consumption of 
our manufactures be lessened. 

That if liberal Wages were given to the Mechanics in general throughout 

the Country, the Home Consumption of our Manufacturers would be 

immediately more than doubled, and consequently every hand would soon 
find full employment. 

That to Reduce the Wage of the Mechanic of this Country so low that he 

cannot live by his labour, in order to undersell Foreign Manufacturers in a 

Foreign Market, is to gain one customer abroad, and lose two at home. . . . 

(Home Office Papers 42.160 quoted in Thompson (1963), p. 206) 
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At the turn of the century J. A. Hobson attempted to systematize 
the under-consumptionist view, as did various others in the late nine¬ 
teenth and early twentieth centuries. But it took the combination of 
Depression and the talent of Keynes to make the stagnationist view 
politically and intellectually respectable. The central point of this 
chapter, however, is to draw a distinction between a theory of a 
capitalist economy in which aggregate demand plays a central role, 
and models built on particular assumptions about the components of 
aggregate demand. It is our position that while both the general 
theory and specific models may hold at certain times, the models are 
much more bound by time and place than is a theory based on the 
centrality of aggregate demand. In particular, we view the Keynesian 
insistence on aggregate demand as an important ingredient to under¬ 
standing how modern capitalism works quite generally, but the stag¬ 
nationist model as very much bound to particular places and times. 

II. A SIMPLE MODEL 

We can present the basic ideas of this chapter in terms of a refor¬ 
mulated aggregate demand-aggregate supply model. The reformula¬ 
tion consists primarily of giving a central place to income distribu¬ 
tion in the modelling of aggregate demand. Income distribution is 
reflected in the sensitivity of both the demand for investment and the 
supply for saving to the profit share. In a second, relatively minor, 
modification of the usual model, we also introduce the rate of capac¬ 
ity utilization 0 as an additional state variable. The variables it and 
z replace the variables P and Y in the standard model. One advan¬ 
tage of the present model is that it is normalized in terms that permit 
it to be applied to the determination of equilibrium over a longer 
period than the conventional macro-model defined in terms of levels 
of prices and outputs. Here is the model in summary form: 

Accounting Identity: r = (R/K) - 
= (R/Y) (Y/Y)(Y/K) = TTza-K (1) 

Aggregate Demand (Investment and Saving) 

Saving Function: gs = (S/K) = sr = suza-1 (2) 

Investment Function: gl = {UK) = i(f{it, 0)). (3) 

Equilibrium Condition: gs = g' (4) 

Aggregate Supply (Producers’ Equilibrium) 

Flexible Mark-up TT = 7Tq + b{z). (5) 
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In these equations, /, Y, and K have their usual meanings, R is 

total profits per annum, Y is potential output, r is the actual rate of 

profit on the aggregate capital stock, re is the rate of profit antici¬ 

pated on new investment, tt is the share of profits in income, z is the 

rate of capacity utilization (—Y/Y), a is the capital/output ratio at full 

capacity output, and g5 and gl are the growth rates of the capital 

stock desired by savers and investors respectively. 
A few remarks are in order. As has been mentioned, the distin¬ 

guishing feature of our model is the centrality of income distribu¬ 

tion in the determination of aggregate demand. The saving function 

reflects the Classical (or Income Shares) Hypothesis, which assumes 

that all profit income is saved and all wage income is consumed.3 

The investment function introduced here is somewhat unortho¬ 

dox, and will be discussed and defended in some detail below. 

Suffice it to say here that our formulation is designed to emphasize a 

central element of the Keynesian view of the economy: the connec¬ 

tion between profit expectations and the existing distribution of 

income between wages and profits. 

Although the same class is assumed to save as well as to invest, 

saving and investment remain separate and distinct actions. It is not 
assumed that agents, be they households, pension funds, or corpora¬ 

tions, necessarily save in order to invest or invest only what they 

individually save. Passive, or endogenous, money may be assumed to 

bridge the gap between desired investment and effective investment 

demand when the economy is in a situation of excess demand. 

Lastly, we should make it clear that nothing of substance hinges 

on our assumptions about the supply function. As in many Keyne¬ 

sian analyses, we assume that firms use a mark-up over wage costs to 

set prices, and that the mark-up varies positively with the rate of 

capacity utilization (b'(z) > 0). The alternative of competitive profit 

maximization also yields a positive relationship of the mark-up (and 

hence the profit share) with the rate of capacity utilization, at least on 

fairly common assumptions about the production function and the 

organization of markets, specifically, an elasticity of substitution of 
less than one coupled with competitive product markets.4 

Before we analyse this model, it may be useful to present its 

geometry. This is done in Fig. 4.1, where we use the profit share and 

the rate of capacity utilization 2 as the two state variables. The 

schedule IS represents goods-market equilibrium as reflected in 

Equation (4), in which planned expenditure equals output available 
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FIG. 4.1 Macroeconomic outcome jointly determined by aggregate demand 
(IS) and aggregate supply (PE) 

and there are no unanticipated changes in inventories. PE represents 

the supply-side equilibrium, Equation (5), where producers are sat¬ 

isfied with the level of wages and prices. The upward slope of the 

PE schedule is evident from Equation (5). The slope of the IS 

schedule, however, depends on the relative magnitudes of various 
parameters which it is the purpose of this chapter to investigate. 

The stagnationist-cooperative version of Keynesian theory turns 

on the IS schedule having the shape it has in Fig. 4.1. The essence 

of stagnationist co-operation can be seen through the simple 

comparative-statics exercise of changing the profit share at each point 

on PE, that is, by displacing this schedule. Imagine the consequ¬ 

ences of a reduction in the mark-up, that is, an increase in the real 

wage, associated with each level of output. The PE schedule shifts 

downwards, as indicated in Fig. 4.2. As the picture shows, a higher 

real wage leads to a lower equilibrium profit share tt' but to a higher 

rate of capacity utilization z'. 
So far the argument says nothing about the effect on the rate of 

profit, or on the rate of growth, for that matter. The essence of 

stagnationist co-operation is that while tt is less than tt 1, r exceeds 

r* and g' exceeds g*, where g' and g* both refer to goods-market 

equilibria at which gd = gs, that is, both are points on the IS 

schedule. Since 

gs = sr = STtza l, 
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FIG. 4.2 Displacement of equilibrium by an increase in real wages 

isoprofit and isogrowth contours are both rectangular hyperbolas, as 

indicated by the dashed lines in Fig. 4.2; they differ only by the 

constant factor s. Thus, the analytical essence of the argument is that 

the IS schedule is flatter than the dashed isoquants: in this case, 

movement down the IS schedule increases rates of profit and growth 

at the same time as it increases real wages. 

Evidently this theoretical argument does not square very well with 

the argument that profit squeeze was implicated in the demise of the 

golden age, and it is difficult to reject the view that wage pressure 

was heavily implicated in the profit squeeze that set in during the 

1960s. This appears to leave us with three choices. 

First, we can throw out Keynes, that is, eliminate aggregate de¬ 

mand from the analysis altogether, in the fashion of the neoclassical 

revival that goes under various names according to time and place— 

rational expectations, equilibrium business cycles, monetarism, and 

supply-side economics. It should surprise no one that we do not take 
this route. 

A second possibility is to follow the conventional distinction be¬ 
tween the long and the short run and to argue that the writ of 

Keynes runs for the second but not for the first. In the neoclassical 

analysis of the long run, as in Fig. 4.3, the IS schedule simply 

disappears from the analysis. Equilibrium is determined by two 

supply-side considerations: one is a cleared market (CM) condition, 

which reflects the assumption that in the long run all markets, and in 

particular labour and capital markets, clear; since workers must be 
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FIG. 4.3 Long-run neoclassical equilibrium 

on their supply schedules for the labour market to clear, we may 

identify the CM schedule with a labour-supply schedule. The second 

consideration, represented by the schedule labelled R-max, is profit 

maximization. In equilibrium, price (or more generally, marginal 

revenue) and marginal cost must be equal; R-max is thus a labour- 

demand schedule. In this analysis, the wage and mark-up settle at 

levels consistent with full employment, which must be understood as 

a level of employment at which the marginal disutility of labour is 

equal to the marginal utility of the goods the worker can buy with his 

or her wages. 
In the neoclassical long run, unemployment can exist only if the 

real wage is too high, ‘too high’ here having two meanings. On the 

one hand, the wage will be too high to make it worthwhile for 

capitalists to hire the number of individuals corresponding to equi¬ 

librium employment: zls which corresponds to tti on the R-max 

schedule (at point A), falls short of 0*. On the other hand, high 

wages induce a greater supply of labour than is available at a profit- 

maximizing, market-clearing equilibrium: 025 which corresponds to 

tti along the market-clearing schedule (at point B), exceeds z . 

We reject the notion that fundamentally different theories apply to 

the short and the long period. In our opinion, despite the short-run 

preoccupations of Keynes and others who worked the same street 

(like Michal Kalecki), Keynesian theory does far more than to offer 

a theory of the short run. It offers a distinctive way of viewing the 

capitalist economy in the long run as well. The essential novelty of 
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this approach is precisely the central role attached to aggregate de¬ 

mand and particularly to investment demand as a driving force of the 

economy. Whatever the shortcomings of this theoretical perspective, 

the insistence on the centrality of demand remains an enduring 

contribution to understanding capitalism.5 

A third possibility for dealing with the apparent contradiction 

between profit squeeze and Keynesian theory is to accept the frame¬ 

work of the model outlined in Equations (1)—(5), and to argue that 

profit squeeze is the result of outward shifts of the IS schedule 

against a fixed, but downward-sloping, PE schedule. Essentially this 

is the view of Michal Kalecki (1971) and Wesley Clair Mitchell 

(1913), though neither couched their arguments in terms of a model 

like the present one. This view is developed in the following chapter, 

albeit in a model that has a sufficiently different focus from that of 

the present one to obscure the basic similarity of the framework of 

analysis: both the Bowles—Boyer model and the present one are 

hybrids of Keynes and Kalecki or, in their terminology, Keynes and 

Marx. The difference is that our analysis emphasizes the role of 

investment, whereas the Bowles—Boyer model emphasizes the dyna¬ 
mics of labour extraction. 

A fourth possibility is developed here. We utilize the framework 

summarized in Equations (l)-(5), but we do not rely on a cyclical 

squeeze of profits of the type that would be produced by an outward 

shift of the IS schedule against a fixed, but downward-sloping, PE 

schedule. Our argument is more long-run in nature, appealing to 

the evolution of both the IS schedule and the PE schedule in the 

quarter century of unprecedented prosperity that followed World War 

II. The focus of our analysis is on the determinants of investment 
demand. 

III. THE THEORY OF INVESTMENT DEMAND 

We begin with a formulation that does no violence to views as 

diverse as those of Jorgenson (1965), Tobin (1969), and Malinvaud 

(1980), with investment depending on expected profits and the cost 
of capital: 

/ = /(re, ct), (6) 

where / and r are defined as before and <j represents the real 

(inflation corrected) rate of interest. This formulation however raises 
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more questions than it answers. First, there is the problem of norma¬ 

lization: if Equation (6) is supposed to hold over a period longer than 

the Keynesian short period, in which the capital stock is fixed, it 

must be normalized to reflect growth in the scale of the economy: 

assuming the basic structural relations remain the same, given values 

of re and a can be expected to induce twice as much investment 

demand when business has doubled in size. 

But how do you measure the ‘size’ of business? By the capital 

stock, or by output, or by profits? This, of course, is an unimportant 

issue as long as the economy is on a balanced growth path, for by 

definition all economic magnitudes then expand proportionately. But 

what if the capital/output ratio or the profit share change? In this 

case the choice of one normalization or another implies a theoretical 

assertion about the investment function, namely that for given levels 

of its arguments, the level of aggregate investment demand is more 

likely to be stable as a ratio to one magnitude rather than another. 
Despite its theoretical interest, we shall elide this issue, choosing 

a normalization on the basis of simplicity and convention. On this 

basis, the capital stock is the obvious choice, and accordingly we 

shall assume that investment demand per unit of the capital stock is 

a stable function of re and a. Thus in place of Equation (6) we have 

or writing g* — UK as the rate of growth of the capital stock desired 

by investors, 

gl = i(re, a). (7) 

We shall simplify even more, by eliminating a from the invest¬ 

ment demand function, so that Equation (7) becomes 

gl = i(re). (8) 

We make this simplification not because we believe there is good 

theoretical reason for investment demand to be totally insensitive to 

the cost of capital, but because our focus lies elsewhere. Besides, it 

is a fact that over most of the period with which we are concerned, 

from 1945 to 1980, real interest rates exhibited very little trend, and 

indeed hovered near zero, despite the pronounced movement in 

nominal rates. Over the same period, actual profit rates, and pre¬ 

sumably expected profit rates, showed considerable movement. 
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Thus, in trying to understand the behaviour of investment during 

the golden age and its demise, it makes empirical as well as theo¬ 

retical sense to focus the analysis of investment demand on profit 

expectations. 
The very notion of an expected rate of profit raises important 

conceptual problems. Although the adjective ‘expected’ suggests the 

mean of a probability distribution, the terminology of probabilities 

must be used very cautiously. For it is of the essence of the Keyne¬ 

sian view of investment that the future is uncertain, which is to say 

not only that it cannot be known precisely but that it lies beyond the 

grasp of a probabilistic calculus; the outcomes of investment deci¬ 

sions are fundamentally unlike the outcomes of roulette, to a calculus 

of which (following Knight 1921) the term risk applies. 

From a Keynesian point of view, the neoclassical blurring of this 

distinction by means of the device of subjective probabilities is 

problematic, for it obscures an essential difference between invest¬ 

ment decisions and other kinds of economic behaviour. There are of 

course serious problems with the very idea of subjective probability. 

As Ellsberg (1961) and more recently Kahneman et al. (1979) have 

demonstrated, untutored individuals stubbornly refuse to obey the 

axioms of probabilistic decision-making as laid down by de Finetti 

(1937) or Savage (1954). But with due caution the idea of subjective 

probability provides a useful heuristic for describing the investment- 

decision process. It has the great merit of emphasizing the state of 

mind of the investor as a crucial determinant of investment demand. 

Indeed the problem with using subjective probabilities lies less in 

the concept itself than in its customary neoclassical bedfellow, name¬ 

ly the assumption that the world works as if the markets required 

to extend neoclassical general equilibrium theory to an uncertain 

world—the ‘contingent commodity markets’ introduced by Arrow 

(1953) and developed by Arrow and Debreu (1954) and Debreu 

(1959)—actually exist. For the existence of such markets would have 

the effect of eliminating the investor’s state of mind from the 

investment-decision process. Indeed with complete markets for 

contingent commodities over the investment horizon, there would 

never be any need for an investor to hold physical capital to back his 
or her hunches about the future. 

In fact, the inherent uncertainty that surrounds the outcome of 

any investment together with the absence of contingent commodity 

markets makes capital markets and capital accumulation fundament- 
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ally different from other economic processes. Many writers, both 

outside and within the mainstream of the economics profession (for 

example, Keynes 1936, pp. 144-5; Minsky 1986, pp. 190-2; Stiglitz 

and Weiss 1981) have recognized this fundamental truth and at least 

some of its implications, for instance in the area of adverse selection 

and moral hazard. But it is much less widely accepted that the 

imperfections inherent in capital markets require more than marginal 

changes in neoclassical theory, indeed, require a significantly dif¬ 

ferent theory of how a capitalist economy functions in the long run 

as well as in the short (Marglin 1984; Gintis forthcoming). 

In the Keynesian view, or at least in our ‘neo-Keynesian’ variant, 

the argument of the investment-demand function, re, is heavily 

influenced by the subjective probabilities, or state of confidence (to 

use an older terminology), of the capitalist class. So is the investment- 

demand function i(re) itself. In the absence of contingent commod¬ 

ity markets, capitalists play out their intuitions about the future 

prospects of the economy through their willingness to add to the 

stock of productive capital. This assumption is key to the unique 

role and power that businessmen have, in the neo-Keynesian scheme 

of things, to shape the course of capitalist development. 
In our model, the expected rate of profit depends upon the actual 

profit share and the rate of capacity utilization, as in Equation (3) 

(3) g' = i(r%Ti,z)). 

The first of these variables measures the return to capitalists on 

condition that goods can be sold; the second, an ‘accelerator’ vari¬ 

able, reflects the impact of demand conditions. The partial deriva¬ 

tives of expected profit with respect to each variable can plausibly be 

argued to be positive: a higher profit share and a higher rate of 

capacity utilization can each be argued to induce higher profit ex¬ 

pectations, the first because the unit return goes up, the second 

because the likelihood of selling extra units of output increases. 

IV. THE IS SCHEDULE 

It should be noted at once that the shape of the IS schedule in 

Figs. 4.1 and 4.2 is not guaranteed by the formulation of investment 
demand summarized in Equation (3). With the saving function 

defined by 

g5 - sjiza 1 (2) 
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and the IS schedule defined by Equation (4) 

g1 = g% (4) 

we have 

i(re(Ti,z)) = STTzd~l (9) 

and 

diT srra-1 — iz 

dz sza-1 - i-n’ 
(10) 

where 

di dre , . di dre 
= T7 "7— and b — T~e 7—. 

dr 6tt dr dz 

The shape of the IS schedule depends on the sign and magnitude 

of both the numerator and the denominator of Equation (10), but the 

qualitative structure of the model, which tells us only that and iz 

are positive, provides insufficient information to determine even the 

sign, not to mention the magnitude, of either expression. At issue is 

the relative responsiveness of desired investment and desired saving 

to it and z. 
A stagnationist regime, one in which (by definition) a lower profit 

share is associated with a higher level of economic activity, is char¬ 

acterized by a downward-sloping IS schedule: in this case, the ex¬ 

pressions sttu-1 — iz and sza~l — have the same sign. In ‘exhilar- 
ationist’ regimes, a higher profit share goes along with a higher level 

of activity: the IS curve has a positive slope, which is to say the 

numerator and denominator on the right-hand side of Equation (10) 

are of opposite signs. 

Under what conditions can we specify these signs? In much con¬ 

ventional macroeconomics the numerator is assumed to be positive 

for reasons of stability. The condition 

STia^1 — iz > o [Keynesian Stability] (H) 

says that at the margin saving is more sensitive than investment to 

capacity utilization, and this is the standard guarantee of the stability 

of equilibrium in elementary versions of Keynesian theory. It is 

tantamount to the condition that the saving schedule be steeper than 

the investment schedule in a textbook diagram like Fig. 4.4. If 

Condition (11), which we shall refer to as the ‘Keynesian Stability 
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FIG. 4.4 A stable equilibrium assured by saving (S) being more responsive 
than investment (I) to change in output 

Condition’, were not to hold, changes in capacity utilization would 

induce more investment than saving, and any disturbance to equilib¬ 

rium would set off a cumulative movement away from the initial 

equilibrium—the multiplier would magnify the initial excess or de¬ 

ficiency of aggregate demand and the process would end only at full 

capacity utilization or at zero output. 
But the Keynesian Stability Condition, though standard in the 

texts, is necessary for stability only in a model which abstracts from 

all determinants of equilibrium but the level of output, and in par¬ 

ticular, one which abstracts from the impact of the distribution of 

income between wages and profits on investment and saving. 
Once the variable tt enters into investment and saving functions, 

the Keynesian Stability Condition is not logically required to ensure 

that displacements from equilibrium are self-correcting. Moreover 

it is empirically plausible that over some portion of z X tt space 
investment will be more sensitive than saving to capacity utilization, 

in violation of the Keynesian Stability Condition. 
However even if there were adequate grounds for assuming the 

Keynesian Stability Condition, this would hardly clinch the issue. 

The slope of the IS schedule depends on the sign of the denominator 

of Equation (10) as well as on the numerator. If the Keynesian 

Stability Condition holds, then the inequality 

sza~l - K > 0 [Robinsonian Stability] (12) 
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FIG. 4.5 Robinsonian equilibrium assured by saving being more responsive 
than investment to changes in profitability 

makes dTt/dz negative and the IS schedule is stagnationist. If the 

inequality in (12) is reversed, the IS schedule is exhilarationist. 

We shall refer to Condition (12) as the ‘Robinsonian Stability 

Condition’ because of the role this inequality, or something very 

much like it, plays in certain long-period formulations of Keynesian 

theory that drew inspiration from Joan Robinson’s work (1956, 

1962), particularly Harris (1978), Roemer (1980), and Marglin 

(1984). In these models, as in the present model, prospective profits 

are supposed to drive investment, but the expected rate of profit is 

assumed to depend on the current rate of profit alone. The model is 

closed by appealing to a form of rational expectations justified by the 

long-run context of the theory: in equilibrium the expected rate of 

profit re and the actual rate r are assumed to be equal. Robinsonian 

equilibrium is pictured in Fig. 4.5; in the diagram, stability of equili¬ 

brium is assured by the assumption that saving is more responsive 

than investment to changes in profitability (Marglin 1984, ch. 4, 

where the model is called ‘neo-Keynesian’).6 In effect, the Robin¬ 

sonian Stability Condition plays the same role in the long-run model 

that the Keynesian Stability Condition plays in the short-run model. 

However, this line of argument is also problematic. The present 
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model describes a longer run than the textbook short run in which 

capacity utilization is the sole adjusting variable, but its time frame 

is shorter than the Robinsonian long run in which rational expecta¬ 

tions can be invoked to identify the expected rate of profit with the 

actual rate of profit. In our model there is no assumption that the 

rate of profit on new investment is equal to the actual rate of profit 

overall. Quite the contrary: in our time frame, the two rates will 

normally diverge. In this context, tt and z play separate roles, and 

the single-variable Robinsonian Stability Condition cannot simply be 

assumed on the grounds that otherwise centrifugal forces would 

dominate the dynamics of the model. 

We can however derive rather than assume the Robinsonian 
Stability Condition, provided we are willing to assume both the 

Keynesian Stability Condition and a condition we shall refer to as the 

‘Strong Accelerator Condition’. This last appears to be innocuous 

enough, requiring us to assume only that an increase in the rate of 

capacity utilization will, at a given rate of profit (as distinct from a 

given profit share), increase the expected rate of profit re. Write the 

investment demand function as 

gl = t(re(TT,0)) = h(r\r,z)) (13) 

with the functions i and h connected by the accounting identity 

r = 7Tza~l. (1) 

It is then straightforward to show that if the inequality 

h Z 

TT 

+ 4 > o [Strong Accelerator] (14) 

holds along with the Keynesian Stability Condition, the Robinsonian 

Stability Condition holds as well.7 
Indeed, we can prove a stronger result, namely that the IS sche¬ 

dule is flatter than the iso-profit curves, so that, as in Figs. 4.1 and 

4.2, the regime is co-operative as well as stagnationist. That is to say, 

a decreasing profit share goes along with a higher profit rate (and 

growth rate) as well as with a higher wage bill. The essence of a 

stagnationist-cooperative regime is that 

0 > 

which follows from Conditions (11) and (14).8 

(15) 
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The problem with this line of argument is that it rests on a very 

weak premiss. It has already been noted that the Keynesian and 

Robinsonian Stability Conditions cannot be carried over to the pre¬ 

sent model from the single-variable models in which only capacity 

utilization or the profit share vary. With respect to the Strong 

Accelerator Condition, the issue is more complicated. Despite its 

incorporation into many neo-Keynesian formulations of investment 

demand (e.g. Rowthorn 1982; Taylor 1985), it is by no means certain 

or even especially likely to be the case that an increase in the rate of 

capacity utilization will induce additional investment when the profit 

rate is held constant. The reason is a simple one: if the rate of 

capacity utilization increases while the rate of profit remains con¬ 

stant, it must be the case that the profit margin and share fall. So the 

effect on investment is the resultant of two forces: the positive 

impact of higher capacity utilization and the negative impact of lower 

unit profits. Mathematically hz is the difference between iz and 

C(tt/2), and the qualitative structure of the model gives us no 

grounds for asserting anything about the relative magnitude of the 

two terms. This is to say that in a linear approximation of the form 

gl = ar + fte = airza^1 + fiz (16) 

the sign of (3, where (3 = hz, is indeterminate. It requires a belief 
in rather strong capacity utilization effects to argue that 3 is positive. 

This belief would be justified if the prime concern of capitalists 

is whether or not they can sell additional output. In this case the 

capacity utilization effect may be expected to dominate, and the 

partial derivative hz will be positive. If, however, capitalists are 

confident of their ability to sell extra output, and are concerned 

rather with their profit margin, the negative, profit share, effect will 

dominate, and hz will be negative. One might ‘rationally’ except the 

capacity utilization effect to be stronger at low levels of capacity 

utilization, but the subjective aspect of expectations makes it possible 

that some or even a large number of capitalists will be confident 

about their ability to sell their output even when the overall rate of 

capacity utilization is relatively low. In short, the sign of h„ is an 

empirical matter about which we are not in a position to make any 
categorical assertion. 

As a consequence of the lack of conditions which allow us to attach 

definite signs to the numerator and denominator of Equation (10), 

both stagnationist and exhilarationist regimes—downward and up- 
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FIG. 4.6 A ‘C’-shaped IS schedule with stagnationist and exhilarationist 

branches 

ward sloping IS schedules—are possible. Indeed the slope of the IS 

schedule can change signs in various ways. For instance, it is possi¬ 

ble that the IS schedule will have the shape of a ‘C’, as in Fig. 4.6. 

Observe that in such a case there are two routes to high capacity 

utilization: one follows the stagnationist logic of higher wage shares, 

while the other follows the exhilarationist logic of higher profit 

shares. As Fig. 4.6 is drawn, neither stagnationist nor exhilarationist 

policy is ‘wrong’. Either a policy of a high wage share or one of a 

high profit share, pursued consistently and aggressively, will provide 

sufficient aggregate demand for high employment and high capacity 

utilization. In this situation the fatal error is moderation: a com¬ 

promise of middling wages and profits will provide the worst of 

possible worlds, in which low capacity utilization and low growth 

become the order of the day. 
However, if high wage and high profit shares are each consistent 

with high capacity utilization, the implications for growth and dis¬ 

tribution of the two strategies are very different. An exhilarationist 

outcome like A, representing the pair <zu tt2> is more favourable 

for capitalists and less favourable for workers (at least in its immedi¬ 

ate consequences) than a stagnationist outcome like B, which repre- 
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FIG. 4.7 A ‘U’-shaped IS schedule with stagnation and exhilaration depen¬ 
dent on capacity utilization 

sents <01, 7ti>: the point is that tt2 exceeds tti. And not only does a 

higher profit share map to a higher profit rate for a given 0; since 

investment and saving are both positive functions of the profit share, 

the exhilarationist outcome is more favourable for growth as well as 

for profit. (Thus the long-term consequences for workers are more 

favourable than the short-term ones.) 

The coexistence of exhilarationist and stagnationist branches shar¬ 

pens the point made at the outset of this chapter, that to reject the 

policies inspired by a stagnationist reading of Keynes does not re¬ 

quire one to reject the Keynesian framework of analysis. One need 

not reject the theory, as critics from Viner (1936, see especially 

pp. 162-3) to modern monetarists, supply-siders, and enthusiasts of 

rational expectations and equilibrium business cycles have done, or 

limit its applicability to the short period, as the mainstream has 

done, in order to reach neoclassical conclusions about the rela¬ 

tionship between wages, profitability growth, and the level of eco¬ 

nomic activity. The programme of a Margaret Thatcher, which is 

usually justified in terms of one version or another of neoclassical 

theory, also makes logical sense as an attempt to move the British 

economy from a stagnationist regime to an exhilarationist one. One 

may agree or disagree with the implicit assumptions about the energy 

of the British capitalist class, but this justification of Thatcherism is 

more plausible than one based on the presuppositions of monetarism 
and supply-side economics. 

An alternative to Fig. 4.6 is the ‘U’-shaped IS schedule presented 

in Fig. 4.7, in which stagnationist logic governs at low levels of 
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capacity utilization and exhilarationist logic at high levels of capacity 

utilization. In the situation described by Fig. 4.7, high wages would 

be appropriate to combat a severe depression, for in this case it is 

plausible that private investment demand would be weak. But con¬ 

tinuation of high-wage policies may be inappropriate at higher levels 

of capacity utilization, as profit prospects stimulate capitalists to 

high levels of investment demand. Economists whose imaginations 

were formed and limited by the background of depression from which 
Keynesian theory emerged might easily fail to see that the theory 

transcends its background. Temperamentally, economists as well as 

generals are better equipped to fight the last war than the next one. 

V. CO-OPERATION AND CONFLICT 

So far we have emphasized the distinction between stagnationist and 

exhilarationist regimes, but we have also had occasion to distinguish 

between co-operative and conflictual regimes, regimes in which 

workers and capitalists have a common interest in expansion and 

regimes in which one class or the other loses from an increase in the 

level of capacity utilization. If the class interest of workers is iden¬ 

tified with the size of the wage bill and the class interest of capitalists 

with the profit rate (or equivalently—since the capital stock is fixed 

in the short run—with aggregate profits),9 then the exhilarationist as 

well as the stagnationist regime is a co-operative one provided the 

IS schedule is sufficiently flat. That is, a flat IS schedule, whether up¬ 
ward or downward sloping, will exhibit a positive relationship be¬ 

tween capacity utilization and both the wage bill and the profit rate. 
For the stagnationist regime, this result has already been demon¬ 

strated: the wage rate and employment, as well as the profit rate, 

increase as capacity utilization increases—provided the IS schedule is 

flatter than the isoprofit curve described by rectangular hyperbolae 

of the general form r = sirza'1, in other words, provided the 

elasticity restriction described by Condition (15) is met. Condition 

(15), we have seen, is guaranteed by Keynesian and Robinsonian 

Stability Conditions, or by the first of these conditions along with the 

Strong Accelerator Condition. In other words, sufficient conditions 

for a co-operative and stagnationist regime are the standard stability 

condition that saving responds more strongly to changes in capacity 

utilization than does investment and the ‘innocuous’ assumption that 

the response of investment to capacity utilization, holding the rate of 

profits constant, is positive. 
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A similar elasticity restriction applies to the exhilarationist regime. 

By the very definition of exhilaration, the profit share increases with 

capacity utilization, so it only remains to establish the conditions 

under which the wage bill does too. Denote the wage bill by fl and 

write 

fi = (1 — tt) za~l K. 

Then we have 

-zd-1 -j— + (1 -tt) d~l K 
dz 

For positive d^/dz, d£l/dz is also positive provided 

1 — it dn 

— > -ar (17) 
In short, the distinction between co-operative and conflictual re¬ 

gimes refers to the elasticity of the IS schedule. By contrast, the 

distinction between stagnationist and exhilarationist regimes refers to 
the slope of the IS schedule. 

Together these two characteristics of the IS schedule character¬ 

ize wage-led and profit-led growth regimes. A flat and downward- 

sloping schedule—the intersection of co-operative and stagnationist 

regimes—describes a wage-led growth regime, a result which follows 

immediately from the definition of wage-led growth as one in which a 

higher wage share is associated with a higher rate of accumulation. 

In a world where accumulation depends on profits, this requires a 

higher rate of profit. Such a conjuncture is at once stagnationist (since 

under present assumptions the only way a higher wage share can 

induce a higher rate of profit is by increasing the rate of capacity 

utilization) and co-operative (since the wage share and the profit rate 

move together). Every other combination of elasticity and slope 

corresponds to profit-led growth. The stagnationist-conflictual 

regime is exceptional in that higher growth and profit rates are 

achieved at lower rates of capacity utilization. The other two profit- 

led regimes, which correspond to an exhilarationist IS schedule, 

are like the stagnationist-cooperative regime in that higher profit and 
growth rates go along with higher capacity utilization rates. 
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Enough of taxonomy: it must be recognized that all discussion of 

the shape of the IS schedule is necessarily hypothetical. The truth is 

that we know relatively little about its shape even in the neighbour¬ 

hood in which the economy has actually been operating and even less 

about its global shape; it is a matter of pure conjecture what invest¬ 

ment and saving propensities would be at levels of profit and capacity 

utilization far removed from those that have obtained in recent 

history. Nevertheless, we believe that the historical experience of the 

golden age suggests some general conclusions about the shape of the 

investment function at least during the 1960s and early 1970s. The 

key is that wage pressure squeezed profit rates as well as profit 

margins, a fact inconsistent with a wage-led growth regime. To 

explain profit squeeze within our framework compels the conclusion 

that the IS schedule was highly inelastic or upward sloping (or both), 
that is, either that the economy was in a conflictual-stagnationist 

regime, as in Fig. 4.8a, or in an exhilarationist regime, as in Fig. 

4.8b. The first possibility seems the more likely if we assume that the 

immediate post-war period was a time in which the assumptions of 

wage-led growth held, for the IS schedule need only have shifted 

from being relatively flat to being relatively steep in order to bring 

about the conditions of profit squeeze. 

VI. PROFIT SQUEEZE IN A KEYNESIAN 

PERSPECTIVE: FROM CO-OPERATION TO 

CONFLICT 

Here, we believe, is how investment demand evolved over the period 

1945_80. In our formulation of t(re(tt, z)), there are two steps in the 

mapping from <z, tt> to I/K; investment demand depends on re, 

and re depends on 0 and it. To recapitulate, the step from <0, tt> to 

re reflects the idea that expected profitability depends both on the 

likelihood of additional capacity being justified by demand conditions, 
and, assuming the output can be sold, on the profit margin. The 

step from re to I/K reflects pure ‘animal spirits’, which according 

to Keynes, ‘urge to action rather than inaction’ (see Keynes 1936, 

ch. 12). 
It is difficult if not impossible to make a strict separation between 

the factors which influence one component or the other of the overall 

mapping from <tt, 0> to Id/K. Some variables, like the cost of 

capital, the fiscal structure (particularly profit taxes and depreciation 
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FIG. 4.8 High-employment profit squeeze: (a) a steep, downward-sloping 
IS schedule; (b) an upward-sloping IS schedule 

allowances), and perhaps the full capacity capital/output ratio, may 

be analysed more in terms of their effect on the mapping from 

<tt, z> to re than in terms of their effect on the mapping from re to 

IdIK. But factors of a more political, social, and cultural character, 

like the state of class relations or the state of confidence in the 

international financial system, cannot be neatly compartmentalized. 

All these and other considerations were important to the evolu¬ 

tion of investment demand over the post-war period. As has been 

oberved, those who embraced Keynes and saw aggregate demand as 

the key to prosperity were deeply influenced by the depression of the 

1930s. Many Keynesians saw the Great Depression as the direct 

consequence of the unevenness of prosperity in the 1920s. In the 

United States, for example, profits grew much more rapidly than 

wages over the 1920s, and even Keynesians not completely given 

over to the gospel of wage-led growth believed that the decline in the 

wage share had led to a shortfall of demand, which in turn led to the 

pre-war crisis. 

In general Keynesians thought it extremely unlikely that private 

investment demand would play a very active role in the post-war 

economy. Even if prosperity were ‘artificially’ maintained by deficit 

spending, as Keynesians urged, the memory of the Depression and 

the fear of another would inhibit business from responding to a high 

profit share with heavy spending on plant and equipment, at least in 

the short run. Once burned, twice shy. The remedy for the post-war 

period was seen as lying in a distributional balance tilted towards 
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wages. In short, stagnationist and co-operative logic were coupled 

to produce a policy of wage-led growth, particularly in the United 
States. 

This may have been a correct diagnosis of the situation immediate¬ 

ly after World War II. Profit margins were high practically every¬ 

where in the capitalist world, higher than before the war broke out 

(Japan being an exception). In the United States the productivity 

gains of the better part of a decade had yet to be translated into 

higher real wages, and in war-torn Europe and Japan real wages had 

declined by more than had productivity. Profit margins improved 
well into the 1950s. 

But lacking confidence in the future, fearing that depression, 

which was widely predicted as the ‘natural’ aftermath of war, would 

make additonal capacity redundant, capitalists were initially reluc¬ 

tant to commit themselves to new plant and equipment. Investment, 

in short, was not very responsive to the current profit margin; in our 

terminology pre-war history had an adverse impact on the mapping 

from the current level of the profit share to the anticipated profitabil¬ 

ity of investment. Under these circumstances, the IS schedule may 

well have sloped downwards and been relatively flat; the strategy of 

wage-led growth may have been the best—indeed, the only—game in 

town. 
Wage-led growth would have benefited capital as well as labour. 

The same history that made the prospective rate of profit and hence 

investment demand unresponsive to it would increase responsiveness 

to z, the more so if a high level of capacity utilization could be 

maintained for a substantial period of time. At the very least, in¬ 

creasing wages would allow capitalists to earn the same rate of 

profit—if the increase in volume only made up for the reduction in 

unit profits. 
It is a plausible conjecture that the gospel of co-operative capital¬ 

ism was a sensible one for the particular circumstances of the im¬ 

mediate post-war period. But as time passed, profit margins re¬ 

mained high and even improved; more important, the anticipated 

depression never materialized. The consequence was that prospective 

profits increased even more than actual profits: the mapping from 
<s, tt> to re shifted outwards. And the derivative i* increased more 

than did the derivative iz. Finally, even if the Strong Accelerator 

Condition held initially, it need not have continued to hold. And 

once the prospective rate of profit became sufficiently responsive to 
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IS' 

z 

FIG. 4.9 Movement of the IS schedule over the 1950s and 1960s 

the profit share to reverse the inequality of the Strong Accelerator 

Condition, that is, once 

the IS schedule no longer was consistent with a co-operative regime, 

even if stagnation remained the order of the day.10 

That is what we believe happened over the first phase of the 

golden age, over the 1950s and into the early 1960s. The shift in the 

IS schedule is pictured in Fig. 4.9. The 1960s were by and large a 

period of great prosperity, but beginning in the late 1960s, when the 

productivity-growth slow-down and wage acceleration began to dis¬ 

place the PE schedule downwards, the equilibrium moved down 

the new, conflictual IS schedule, as in Fig. 4.10. The result was a 

modest increase in the rate of a capacity utilization, but a fall rather 

than a rise in the rate of profit. Table 4.1 documents this fall in 

profits. 

If this were all that happened, the rate of growth of the capital 

stock should have fallen as well; given our formulation of saving, 

capital-stock growth is directly proportional to the profit rate. In 

fact, the growth rate continued high well into the 1970s, as Table 

4.2 shows. Apparently the share of profit devoted to saving rose after 

the golden age began to tarnish (see below, Section VII). This in 

turn suggests that investment demand continued to increase, because 

the IS schedule appears to have moved relatively little at this time. 
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FIG. 4.10 A crisis in two parts: movement of the PE schedule in the late 
1960s and early 1970s 

(If investment demand had not increased, the IS curve would have 

shifted downwards and to the left.) 
This characterizes the situation into the 1970s. But then new 

elements enter the picture. First, the cost of energy increases drama¬ 

tically and the full capacity capital/output ratio increases. Second, 

aggregate demand management is pursued less aggressively. Finally, 

towards the end of the 1970s, the very integrity of the international 

financial system begins to play an increasingly important role. The 

shift in the position of the PE schedule against a steep IS schedule no 

longer summarizes the demise of the golden age; the part of the story 

that deals with the capital/output ratio, demand management, and 

the international financial system must be told in terms of a down¬ 

ward shift in the IS schedule and a decline in the rate of growth 

associated with a given equilibrium. This is the part of the story 

represented in Fig. 4.11. 

VII. PROFIT SQUEEZE AND INVESTMENT 

RESILIENCE 

Observe that the share of investment in output fell very little over 

the period we have been considering, except in Japan, as Table 4.3 

demonstrates. Indeed given that the profit share fell markedly (see 

Table 4.4), the propensity to save out of profits must have risen—if 

we assume capitalist economies were operating on or near their IS 
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FIG. 4.11 Crisis, part two: both the IS schedule and the growth isoquants 
shift adversely 

schedules. But this resilience of the investment share to the fall in 
profitability should not suggest that profits are irrelevant for accu¬ 
mulation. If the profit margins of the 1950s and early 1960s had been 
maintained in the 1970s and 1980s, then investment demand might 
have continued to increase, perhaps by enough to offset the decline 
in the full-capacity capital/output ratio caused by the increase in the 
price of energy. Moreover, to the extent that restrictive demand- 
management policies were themselves a response to profit squeeze 
and an attempt to restore profit margins, the case for restrictive 
policies would have been weakened considerably. In short, no accu¬ 
mulation crisis need have occurred. 

This argument does not however imply that a restoration of profit 
margins would, in the current business climate, produce immediate 
benefits in terms of growth. It is one thing to maintain the momen¬ 
tum of a long period of high profits and high growth. It is quite 
another to restore that momentum after a long interlude of desultory 
performance. If the relatively robust performance of investment over 
the post-war period is traceable ultimately to a gradual diminution of 
depressionary fears, then the resurgence of such fears—at present 
focusing on the weakness of the international financial system—may 
inhibit the responsiveness of prospective profitability to actual pro- 
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fit margins. Even a substantial improvement in actual profitability 

might fail to stimulate an investment boom because of fears that the 

improvement is only temporary. As at the beginning of the golden 

age, the stagnationist game of wage-led growth could turn out to be 
the only game in town! 

VIII. BY WAY OF SUMMARY 

The primary purpose of this chapter has been to release the Keyne¬ 

sian theory of the capitalist economy both from the stagnationist- 

cooperative straitjacket that has dominated Left Keynesian thought 

and from the marginal role that the mainstream has accorded Keyne¬ 
sian theory as a theory of no relevance to understanding the function¬ 

ing of the capitalist economy apart from the short period. In our 

view neo-Keynesians at Oxford and Cambridge like Roy Harrod and 

Joan Robinson were developing an important insight of Keynes and 

Kalecki when they argued that aggregate demand plays a central role 

in the capitalist economy, in the long run as well as in the short. 

Furthermore, at least for a large country like the United States or for 

a large unit like the European Economic Community, for which the 

small open economy model is of little relevance, investment demand 

is the centrepiece of the story, both because it is likely to be the most 

variable and elusive element of aggregate demand, and because of its 

direct role in the accumulation of capital. 
More specifically, this chapter has focused on the dual role of 

profits in a capitalist economy. Today’s profits are, on the one hand, 

a primary source of saving for the accumulation of business capital. 

Tomorrow’s profits, on the other hand, are the lure which attracts 

the investor. Under existing institutions, capital accumulation re¬ 

quires high profits, and a squeeze on profits generally leads to a 

squeeze on capital-stock growth. 
Wages also have a dual character under capitalism. On the one 

hand, wages are costs to the capitalist. On the other hand, wages, or 

more precisely, the wages of the employees of other businesses, are a 

source of demand. High wages are bad for the capitalist as producer 

but good for the capitalist as seller, especially when demand from 

other sources is weak. 
The social democrats and their academic allies, the Left Keyne¬ 

sians, put forward the political and intellectual case for the view that 

high capacity utilization would resolve the contradiction between 



184 S. A. Marglin and A. Bhaduri 

high wages and high profits. Emphasizing the demand side, neglect¬ 

ing the cost side, they believed that high wages would contribute not 

only to high levels of output and employment but also to high levels 

of profits and accumulation. Capitalists would make up in larger 

volume what they lost on each unit because of higher wage costs. 

The illusion that a new era of ‘co-operative capitalism’ had re¬ 
placed the antagonistic class relations of an earlier period persisted 

until a profit squeeze developed in the late 1960s. At this point, the 

co-operative interpretation of Keynes became increasingly inconsis¬ 

tent with the facts. One could of course deny the facts. Or deny the 

theory. Or, as a compromise, relegate the theory to the short period, 

perhaps a period in which economic agents are surprised by govern¬ 

ment actions. 
Our approach has been different. We believe that the problem has 

been the way a basically sensible conception of the economy was cast 

into a misleading model of the economy. Our purpose here has been 

to recast the model so that it retains the sense and the insight of 

Keynesian theory—particularly its insight on profit as the engine of 

capitalist accumulation. 

But the present malaise is not a problem of profits alone. Restora¬ 

tion of profit margins would probably not, at least not very quickly, 

restore the high levels of investment demand that obtained through¬ 

out the golden age and even after its demise. As Schumpeter is 

reputed to have remarked, one no more restores economic health by 

simply reversing bad economic policies than one restores the health 

of someone who has been run over by a truck by simply backing the 

truck off. A healthy capitalism requires profitability, but in circumst¬ 

ances like the present profitability may follow from wage-led rather 

than from profit-led growth policies. Over the longer run profit-led 

growth may once again be feasible, but the transition will surely 

require active demand management, presumably a possibility only 

after a successful reform of the international financial system. 

The alternative is a much more radical break with the past, a new 

institutional structure that would decouple accumulation from pro¬ 

fitability altogether, as was presumably the ultimate intention of 

the Meidner plan (Meidner 1978) of a decade ago. We question the 

timeliness of such a radical rupture, but we would hasten to add that 

the two alternatives, restoring profitability and freeing accumulation 

from dependence on profitability, need not be altogether disjoint. 

In fact, in our view the essential elements of any left alternative to 
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mainstream policies for restoring growth are (a) to recognize the 

present need for profitability, (b) to recognize the ultimate desirabil¬ 

ity of making accumulation independent of profitability, and (c) to 

provide a bridge from here to there. 

NOTES 

1. Proponents of life-cycle and permanent income hypotheses will object at once. 
And it is the case that the available empirical evidence does not suggest im¬ 
portant differences between the propensities to save out of wage and property 
income across households, at least not for the United States. This is partly due 
to shortcomings of the data, but more due to the unimportance of household 
saving, properly defined, in the accumulation of plant and equipment. The bulk 
of saving for the business sector is done by corporations and pension funds. A 
contemporary specification of the Kaldor-Robinson-Pasinetti two-class model 
would distinguish corporations, pension funds, and households, rather than capi¬ 
talists and workers. See Chapter 1 above, and Marglin (1984, chs. 17-18). 

2. A positive relationship between wages and profits can hold only up to full 
capacity utilization, at which point higher wages will induce higher prices rather 
than higher output. In the full capacity case, there can be no squeeze on profit 

margins at all. 
3. The assumption that capital formation is financial entirely out of profits is not 

necessary to the argument of this chapter, but it simplifies the exposition. It 
is necessary to assume that the propensity to save out of profits exceeds the 
propensity to save out of wages. If the propensity to save is assumed to be 
uniform across income classes, as is standard in elementary texts, it is difficult 
to produce the downward-sloping IS schedule on which the stagnationist model 

relies. 
4. It is by no means necessary to assume the PE schedule slopes upwards. A labour 

extraction model of the kind developed in ch. 5, for example, will generally lead 
to the conclusion that the PE schedule turns downwards at high levels of 
capacity utilization. Within limits, nothing in our argument hinges on the slope 
of the PE schedule, and in any case our attention here will focus elsewhere. 

For the record, we note that competitive profit maximization was Keynes’s 
own way of modelling the supply side in the General Theory. Realism apart, the 
difficulty with this approach for present purposes is that it makes the real wage 
depend exclusively on the level of capacity utilization. Within the strict confines 
of the General Theory, one simply cannot examine the consequences of a change 
in the distribution of income. Distribution is itself a consequence of demand 
and output rather than a cause, a thermometer rather than a thermostat. 

5. Marglin (1984, ch. 4) presents a long-run version of Keynesian theory in a 
comparative framework. Ch. 19 suggests some problems with the theory (pp. 
473-9), and ch. 20 attempts to synthesize Keynesian and Marxian perspectives. 

6. One aspect of the Robinsonian model which has gone generally unnoticed is that 
it implies a stagnationist-cooperative view of capitalism. Since investment 
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demand is a function of r alone, the derivative hz vanishes and the IS schedule 

in it X z space is a rectangular hyperbola. Since in this model it is the rate of 

profit that is determined by saving and investment, the profit share and the 

volume of output are inversely proportional. 

7. By assumption, we have 

TT 

hz — -1- t2 > 0 and sna-1 — iz > 0. 
z 

Combining these two inequalities gives sira — — > 0, from which 
z 

the Robinsonian Stability Condition follows directly. 

8. From Condition (14), we have 
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and from Conditions (11) and (12) 
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Hence, combining these two inequalities give us 
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9. There is an element of arbitrariness in identifying the class interest of workers 

with the wage bill, as against the wage rate. In effect, we are attaching no social 

utility to the involuntary unemployment that accompanies excess capacity. But 

there is, or may be, an important ‘insider’ vs. ‘outsider’ problem here: the gains 

of expansion accrue to the newly employed workers, the losses to the already- 
employed. 

The case for identifying the interests of the capitalist class with the profit rate 

rather than the profit share is less problematic: we need only assume that idle 
capacity depreciates as rapidly as utilized capacity. 

10. Diminution of the fear of depression could produce not only a shift in the IS 

schedule, but a change in the sign of its slope as well. If anticipated profitability 

becomes sufficiently responsive either to the actual profit margin or to the actual 

rate of capacity utilization, the regime can change from stagnationist to exhilar- 
ationist. 
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A Wage-led Employment Regime: 

Income Distribution, Labour 
Discipline, and Aggregate Demand in 

Welfare Capitalism 

SAMUEL BOWLES AND ROBERT BOYER 

This chapter addresses the relationship between wages and unem¬ 

ployment, on the one hand, and labour effort, productivity, profits, 

and aggregate demand on the other. It thus complements the pre¬ 

vious chapter’s emphasis on the relationship between profitability 

and investment. Emphasizing different aspects of a common theore¬ 

tical vision, these two chapters together formalize central features of 

a common approach to understanding capitalist development. 

I. INTRODUCTION: THE KEYNES-MARX 
HIATUS AND AN ALTERNATIVE 

The historically unprecedented post-World War II long boom in the 

world capitalist economy has baffled economists; why did output per 

capita grow three times faster during the period 1950-73 than the 

average of the previous 130 years?1 No less baffling is the unravelling 

of this golden age during the late 1960s and the enduring global 

economic instability, stagnation of living standards, and high unem¬ 

ployment during the 1970s and 1980s. 
Attempts to understand this epoch, and to fashion policy alterna¬ 

tives to continuing economic insecurity are hampered by an unwar¬ 

ranted hiatus between two major theoretical perspectives addressed 

to the problem of instability and crisis in the capitalist economy: 

those focusing respectively on aggregate demand and on class con¬ 

flict. The Keynesian tradition focuses on product markets and on the 

macroeconomic problems associated with the failure of these markets 

to clear at full employment levels. Models in the Marxian tradition 

emphasizing class conflict focus on the labour market, and the 
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debilitating consequences for capital precisely when this market does 

clear. 
Thus, according to these views, the accumulation process may 

falter in response to two quite distinct types of difficulties: insuf¬ 

ficient aggregate demand or a high-employment profit squeeze. The 

former aspect has been amply investigated in what we will term the 

Keynes-Kalecki tradition, while the latter has been studied primarily 

by economists of what has been called the labour process school 

working in the Marxian tradition. While Marx’s theory of capitalist 

dynamics took account of both sources of instability and stag¬ 

nation—crises of realization of surplus value and crises of production 

of surplus value—most recent theoretical work has pursued one or 

the other strand in isolation.2 

The unfortunate consequences of the mutual separation of the 

labour process school and the Keynes-Kalecki tradition are nowhere 

more evident than in the interpretation of the post-war boom and 

its demise in the advanced capitalist countries.3 For if the high- 

employment profit squeeze interpretation favoured by the labour 

process school provides a convincing explanation of the productivity 

slow-down, the wage explosion, and the decline in the profit rate in 

at least some of the major countries in the 1960s and early 1970s, it 

surely cannot explain why the low employment which has charac¬ 

terized these economies since 1973 did not provide the basis for 

another sustained boom. And if the low levels of capacity utiliza¬ 

tion of die late 1970s and early 1980s provide a compelling Keyne¬ 

sian explanation of deceleration of capital accumulation during this 

period, a similar explanation fails to explain the reversal of the long 

post-war acceleration in the rate of accumulation which occurred 

under conditions of high capacity utilization and buoyant aggregate 
demand during the late 1960s and early 1970s. 

In this chapter we integrate the two approaches—Keynesian and 

Marxian—by means of a model in which the income distribution is 

at once a key determinant of aggregate demand, as in the Keynes- 

Kalecki tradition, and the endogenous result of the level of employ¬ 

ment and economic activity, as in the neo-Marxian class conflict 

view. In the resulting model the wage rate will play a triple role: a 

source of consumption demand, a component of unit labour costs 

and hence a deduction from profits, and as an instrument in capital’s 

labour-disciplining strategies (and hence a determinant of output per 

hour of labour employed). From the standpoint of capital these roles 

are contradictory; depending on the relative importance of each, 
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profits may either rise or fall with the wage rate. Similarly, as we will 

see, taking account of the effect of the wage on both aggregate 

demand and the endogenous determination of output per labour 

hour, the level of employment may respond either positively or 

negatively to changes in the wage rate giving rise to what we term a 

wage-led or classical employment regime, respectively.4 
The Keynes-Kalecki approach and the labour process school share 

a conception of the wage rate as a key to understanding both stability 

and crisis; but for both approaches, the wage plays a dual rather than 

triple role in the economy. For those who focus on aggregate de¬ 

mand, the wage is both a cost to the employer and a source of 

demand for consumer goods; an ‘appropriate income distribution’ is 

one which reconciles these two aspects of the wage in such a way as 

to permit stable accumulation.5 The labour process school, on the 

other hand, focuses on labour discipline and the endogeneous de¬ 

termination of output per hour of labour employed, where the 

wage is both a cost to the employer and an employers’ instrument 

in the system of control of the labour process: under conditions of 

less than full employment, high wages enhance what may be termed 

the worker’s employment rent—the difference between the employed 

worker’s income and his or her next best alternative—and hence 

constitute both the carrot and the stick of labour discipline. The 

‘profit-maximizing wage rate’ is that which balances the costs of the 

wage against the cost of worker surveillance or alternative means of 

eliciting hard work (and good work) from workers. 
By contrast to both the Keynesian and Marxian approaches, the 

triple role of the wage rate may be elucidated in a model which 
simultaneously determines the real wage and the equilibrium level of 

employment (along with the level of labour productivity and hence 

the profit share) through the joint effects of two relationships. The 

first, based on a model of capital-labour conflict over the real wage 

and the intensity of labour, expresses the equilibrium real wage as a 

positive function of the level of employment, w* = w*(h). The 
second basic relationship of our model is an aggregate demand for 

labour function based on an income equal to expenditure condition 

similar to the Keynesian labour-demand function in that it treats 

the level of employment as a function, inter alia, of the real wage, 

h* = h*(w). 
The first relationship is derived jointly from the first-order 

conditions for cost minimization by firms (firm equilibrium) and the 

condition that while each firm takes the wage as an instrument in its 



190 S. Bowles and R. Boyer 

labour control strategy, equivalent labour must be paid equally 

throughout the economy in equilibrium {wage uniformity).6 The joint 

satisfaction of both wage uniformity and firm equilibrium conditions 

results in the general labour-extraction equilibrium (GLEE) condition 

underlying the relationship w* = w*{h). The second relationship, h* 

= h*(w), is the aggregate demand equilibrium condition (ADE); it is a 

condition for the stationarity of h requiring the absence of excess 

supply or demand on product markets. It is derived from the en¬ 

dogenously generated level of labour productivity and the com¬ 

ponents of aggregate demand, on the assumption that firms are 

always demand-constrained and hence will vary their employment 

positively with the level of excess demand. 
The joint equilibrium (JE) of this system is one in which product 

markets clear but labour markets do not clear. The failure of labour 

markets to clear even under conditions of atomistic competition and 

flexible prices and wages, as we shall see, results from the fact that 

workers do not deliver their labour costlessly to their employer upon 

the signing of the labour contract; rather the intensity of labour 

continues to be an object of class conflict. In this conflict it will 

always be in the interest of capital to pay labour more than its 

next-best opportunity; workers who know they could find equivalent 

work at equivalent pay have little reason to heed management’s 
directives when these conflict with the workers’ own work-time pro¬ 

jects, such as conviviality, safety, or simply on-the-job leisure. The 

resulting employment rent earned by the employed worker is both 

a critical part of the employer’s labour discipline strategy and axio¬ 

matic evidence of the existence of involuntary unemployment, 

which is to say, non-clearing labour markets. We will see why com¬ 

petition among workers will not eliminate this employment rent. 

To assert, as we do, that employers select an optimal level of the 

employment rent is not to suggest that they can determine the level 

of employment, much less that they deliberately generate unemploy¬ 

ment through their hiring policies so as to maintain labour discipline. 

Thus, the microeconomic reasoning which demonstrates the equilib¬ 

rium nature of non-clearing labour markets does not by itself provide 

a theory of employment and unemployment. The level of employ¬ 

ment and unemployment is not determined by capital’s labour con¬ 

trol strategy alone but by the interaction of this structure of labour 

control with the aggregate demand for goods and services. 

Our more important results may be briefly summarized. First, 
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under quite general conditions, our model exhibits a high-employ - 

ment profit squeeze. As a consequence, full employment equilibrium 

is impossible except under highly restrictive conditions. Beyond a 

limiting level of employment, aggregate demand expansion policies 

will be ineffective in the absence of institutional changes in the 

organization of the labour process and the determination of wages 

and work intensity. 
Second, we show that combining the Keynesian and Marxian 

approaches generates a series of what we term employment regimes 

—configurations of labour control systems, state spending, and 

aggregate demand. Some of these employment regimes may be char¬ 

acterized as wage-led in that the equilibrium-level of employment 

and the real wage are positively related. The possibility of a wage-led 

employment regime is hardly surprising given the complementary 

logic of the Keynesian aggregate demand and Marxian labour process 

approaches: according to both (and in sharp contrast to the neoclas¬ 

sical model), the wage may be either too high or too low from the 
standpoint of profitability, accumulation, and employment. However 

even if we adopt assumptions which would appear quite favourable 

to a wage-led employment regime—exogenous investment demand 

and no savings out of wage income—a wage-led employment regime 

is not guaranteed. 
Third, increases in the employment level, however produced, will 

eventually transform a wage-led employment regime into its oppo¬ 

site. This result does not depend in any way on non-linearities in the 

investment or savings functions; it is generated endogenously via 

the effect of the employment level on real wages and thence on 

profitability.7 
Fourth, if expansion of the welfare state takes the form of reduc¬ 

ing the difference between the wage and the social wage, the result 

will tend to generate wage-led employment regimes. Thus there may 

be a symbiotic quality to the social democratic programme which has 

insisted that wage increases and an adequate welfare state may en¬ 

hance employment. However, it is also clear from our model that 

increases in unemployment insurance benefit and other income¬ 

replacing social payments characteristic of the welfare state may 

promote a profit squeeze and thus possibly jeopardize the long-run 

accumulation process. This ‘social-wage-based profit squeeze occurs 

because unemployment insurance buffers workers from the threat of 

joblessness and strengthens labour’s bargaining power in its conflict 
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with capital over work and pay; it will thus obtain even if welfare 

state payments are not financed by taxes on capital. 
In the next section we will model the endogenous determination of 

the real wage and labour intensity, and then in Section III use these 

results to explore labour costs and profitability. A product-market- 

clearing condition and the aggregate demand for labour is introduced 

in Section IV, and the resulting macroeconomic equilibrium and 

corresponding employment regimes are described. In the concluding 

section we offer some speculations on the extent to which this model 

can illuminate the post-war boom and its end. 
Throughout, we adopt what may be termed highly competitive but 

short-run assumptions. We assume full information optimizing be¬ 

haviour by all agents; but labour supply, production technology, and 

the capital stock are assumed constant. Because general issues of 

investment and capacity utilization are addressed in the previous 

chapter, we will model the generation of aggregate demand and the 

conditions for product market-clearing on the assumption that the 

demand for investment goods and net exports is exogenously deter¬ 

mined, allowing us to focus with greater simplicity on the endoge¬ 

nous generation of savings, government borrowing, and demands for 

consumer goods financed by both the wage and the social wage. We 

turn first to the determination of the wage rate and the intensity of 

labour.8 

II. WORK DISCIPLINE, THE OPTIMAL WAGE, 
AND EQUILIBRIUM UNEMPLOYMENT 

The standard Walrasian model of the economy represents the pro¬ 

duction process as two equations: a production function and a cost 

function. This, along with a behavioural axiom of cost minimization, 

provides the fundamentals of the supply side of most neoclassical and 

Keynesian macroeconomic models. But if the extent and quality of 

labour input per hour of labour employed varies endogenously, this 

approach is nonsensical, for the labour argument of the production 

function—the amount of work actually done—is not the same as the 

labour argument in cost function—hours of labour hired. A third 

equation is required, one which relates the hours of labour hired to 

the amount of work done. This third relationship—which we term 

the labour-extraction function—is central to our approach, for as we 

will presently see it provides the basis for making labour intensity 
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and the wage rate a function of the level of employment and hence 

endogenous. 
Because labour intensity—the amount of work done per hour— 

is endogenously determined, we must distinguish between work 

effort—labour—and labour time. The former is measured in effort 

units, the latter in hours.9 Consider the production function of a 

representative firm, one of a large number which make up the 

economy: 

Q = Q(L) = qeH, (1) 

where Q = level of output per period of time, 
L = amount of labour (work) addressed to production over 

this period, 
H = hours of labour hired by the firm over the period, 

e = amount of work effort performed per hour of labour 

hired, 
q = output per unit of work effort, a constant. 

The intensity of labour, e, is influenced by workers and employers 

acting both individually and collectively through unions, employers’ 

associations, and the state. These forms of collective interaction, and 

the resulting collective bargaining agreements, health and safety regu¬ 

lations, work norms, and worker resistance and commitment to the 

work process provide the institutional environment in which e is 

determined. 
The amount of work done per hour by each worker, e, is—in 

a proximate sense—selected by each worker or work group in re¬ 

sponse to the above environment and the employer’s labour-extraction 

strategy, along with external labour market and unemployment in¬ 

surance conditions. For simplicity we assume that people work harder 

the larger is the expected cost (to the worker) of working at effort 
levels below management expectations.10 We further assume that 

labour is homogeneous, and that there are no hiring, training, or 

termination costs. Thus, the intensity of labour is determined on the 

basis of the labour-extraction function 

e = e(wc), with e' > 0, e” < 0 and e(0) = e, (2) 

where wc = the expected cost to the worker should his or her job 

be terminated; and 
e = the intensity of labour performed voluntarily by the 

worker when wc = 0. 
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The expected cost of job-loss wc is the difference between the 

worker’s current income and a weighted average of income prospects 

should the worker lose his or her job. Thus wc depends on the 

current wage, the probability of re-employment, the expected re¬ 

employment wage, and the extent of unemployment insurance or 

similar means-tested social payments.11 In highly simplified form, 

wc = w — (hwa + (1 — h)wu), (3) 

where w = the worker’s current wage, 
wa = the worker’s expected wage in alternative 

employment should the worker’s job be terminated 

and an alternative job be secured, 
wu = unemployment insurance and other income-replacing 

government payments which an unemployed 

worker may expect to receive, 
h = the probability of securing an alternative job should 

the worker lose the current job. 

The re-employment probability, h, may be plausibly equated to 

the ratio of labour demand to labour supply or the employment rate. 

For simplicity we assume that the wage, the alternative wage, and 

the income replacing ‘social wage’ are all paid in units of the pro¬ 

duced good. We assume that all social wage costs are financed by 

government borrowing, thus setting aside the issue of taxes on pro¬ 

fits or wages. It is clear from its construction that we may interpret 

wc as an employment rent, that is, an income associated with having 

a job above and beyond the worker’s next best alternative. 
As the microeconomic logic of the extraction function has been 

explored in a series of other papers (see Bowles 1985 and references 

therein), suffice it to say that ceteris paribus and for wu less than wa, 

the worker’s level of work effort is a negative function of h, the 

probability of finding new employment and, correspondingly, work 

effort is a positive function of the wage rate.12 Further, in the range 

of actually implemented employer strategies, the effectiveness of a 

change in the cost of job-loss in inducing labour effort (the derivative 

of e with respect to wc, or e') is a declining function of the level of wc 

or e" < 0. 
The firm’s problem is to select H and w so as to maximize the rate 

of profit, r. Setting the capital stock arbitrarily equal to unity the 

profit rate is equal to total profits, and 

r = (qe — w)H. (4) 
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The firm hires enough labour hours to produce its desired sales, Qd, 
and firm employment is thus 

H = Qd/qe and (5) 

r = (qe - w)Qd/qe, or (6) 

r = (1 - w/qe)Qd. (7) 

Letting w/e = c, the ratio of the hourly wage to the hourly amount 

of work done, or the cost of an effective unit of work, 

r = (1 - c/q)Qd. (8) 

The expression w/qe (or clq) is the cost in output units of a unit 

of output, or equivalently, the wage share of output. Given that 

the capital stock is unity, the profit rate is thus the profit share (one 

minus w/qe, which is the wage share of output) times output. To 

maximize profits, then, the firm must minimize w/e. 

Assuming that the level of the firm’s output does not alter the 

labour-extraction process, the firm may proceed sequentially: first 

determine the cost-minimizing w, and then determine the level of 

output.13 
Given a particular extraction function, the firm may not be able to 

impose its optimal wage, w°, of course, if it is faced with a labour 

union capable of making the firm a take-it-or-leave-it offer.14 The 

optimal wage itself will depend on the structure of competition 

among employers as buyers of labour and on the level of the social 

wage, wu. We will focus here on this last institutional determinant of 

the firm’s strategy.15 
In order to minimize c the firm will seek to set w so as to equate 

the marginal effectiveness of the extraction strategy with its average 

effectiveness: differentiating the cost of a unit of labour with 

respect to the wage and setting the result equal to zero yields: 

ew - elw = 0, (9) 

where ew is the derivative of e with respect to zv or 

ew = (e') (dwc/dw). (10) 

As all the terms in wc are exogenous to the firm except w, the 

worker’s alternative income stream, hwa + (1 — h)wu, is an ex¬ 

ogenous quantity, w, thus wc = w — w, and dwjdw is unity, a unit 

increase in the firm’s wage increasing wc by one.16 In this case the 

firm’s first-order conditions for a cost minimum are simply 

e' — elw (11) 
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FIG. 5.1 The optimal wage in firm equilibrium with endogenous labour 

intensity 

which allows us to define the optimal wage as 

w° = e(w)/e'(w) (12) 

The firm’s cost-minimization problem is illustrated in Fig. 5.1. 
The comparative static analysis of the firm equilibrium reveals, not 

surprisingly, that an increase in the employment rate, h, or the social 

wage, wu, will raise w°. Thus 

dw°/dh = (dw/dh)(dw°/dw) 
= (wa — wu)(we" — e')/we'' 

(13) 

and 

dzn°/dzuu = (dw/dwuXdw°/dw) 

= (1 — h)(we" — e')lwe". 

(14) 

The first term on the right-hand side of both expressions is the effect 

of an increase in the employment rate or the social wage payment, 

respectively on the worker’s alternative income stream, in both cases 

positive. The remainder of the numerator and the denominator are 

both unambiguously negative by the second-order conditions for a 

cost minimum. Thus 

dw°/dh > 0, and (15) 

dw°/dzuu > 0. (16) 
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FIG. 5.2 An increase in employment or unemployment insurance increases 
the optimal wage 

In Fig. 5.2 it can be seen that an increase in either the employ¬ 

ment rate or the unemployment insurance benefit shifts the extrac¬ 

tion function horizontally to the right, leading to a higher optimal 

wage and a higher average cost of an effective labour unit. A change 

in h will generally alter the optimal extraction strategy. This is 

because a higher level of h lowers e/w and raises its inverse, the cost 

of a unit of effort, thus disturbing the first-order conditions (11).17 

III. GENERAL LABOUR-EXTRACTION 

EQUILIBRIUM: THE HIGH-EMPLOYMENT 

PROFIT SQUEEZE 

Firm equilibrium requires only that the firm’s first-order conditions 

be satisfied; general labour-extraction equilibrium entails wage uni¬ 

formity, or w = zva, as well. The firm continues to adopt a strategy 

based on the first-order conditions (11) and the exogeneity of the 

alternative wage; the wage-uniformity condition does not imply that 

the firm may alter the alternative wage as an instrument in its labour 

control strategy. But the resulting wage must be such that both w = 

wa and e' — e/w obtain. 
An increase in h, for example, will generate an increase in each 
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firm’s workers’ alternative income stream, w, which will induce each 

firm to raise its wage (as the firm equilibrium analysis shows), which 

will in turn raise w, inducing another round of wage increases, and 

so on. Thus we may decompose the effect of an increase in employ¬ 

ment on the general labour-extraction equilibrium wage rate, w*, as 

the direct effect—dw°/dh—and an indirect effect associated with the 

effect of the generalization of successive rounds of the wage increases 

and its impact on the worker’s alternative wage, and hence on w. 

Thus 

dw*/dh = (dw°/dh){\ - (dwldwa)(dw°ldw)}~1. (17) 

The ‘multiplier’ term on the right of (17) reflects the indirect 

effects of an employment increase through the competitive upward 

bidding of the wage. At low levels of employment, the cumulative 

effect of successive rounds of wage increases converge, leading to a 

positive finite effect. But what may be termed the wage-explosion 

multiplier’ becomes infinitely large when 

{dwldw2){dw°ldw) =1, (18) 

or using (14), when 

h(we” — e')/we'f = h( 1 — e'/we”) = 1, (19) 

from which it is clear that w* rises with h to a /ilim < 1 at which 

dw*/dh and sx>* become infinite. Using (19) the limiting level of 

employment may be defined as 

hlim = lim(l - e'lwe'')~l, (20) 

which is clearly less than one as e' and w are positive and e" is 

negative. 
The economic basis for this high-employment wage explosion is 

that as h approaches unity each increase in the firm equilibrium wage 

is reflected in subsequent rounds as other firms pursue similar wage 

policies in response to the same labour-market conditions, in the 

workers’ alternative income stream, provoking a further increase in 

wages as firms vainly attempt to execute their optimal labour control 
1 8 

strategy. 
Before turning to the question of aggregate demand, two results 

remain to be demonstrated: first, that the equilibrium real cost of an 

effective labour unit, c*, (= w*/e*) will be a positive function of the 
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employment rate, h, and second, that the labour-extraction model 

precludes full employment as an equilibrium. 

The first proposition, that dc*/dh is positive—that labour costs rise 

with the employment level—follows from the comparative static 

analysis of the firm’s first-order conditions (11). The result is in¬ 

tuitively obvious, for it is clear that an increase in the employment 

level represents an exogenous shift in the capital-labour bargaining 

environment which is favourable to workers. Indeed as effort has a 

maximum and as the cost-minimizing real wage goes to infinity at an 

employment rate less than one, the profit squeeze will be such that 

profit disappears altogether at high levels of employment.19 

In considering the full-employment profit squeeze it will be useful 

to note that when the wage-uniformity condition holds we can ex¬ 

press the cost of job-loss as 

wc = (1 - h)(w - wu). (21) 

Considering a given wage rate, two effects will determine the move¬ 

ment of the total profits, r (which—given a particular level of capital 

stock normalized at unity—is also the profit rate), as the employment 

rate rises: increasing h will tend to raise r if profit per hour of labour 

is positive but will tend to lower r through the negative effect of 
increased labour-market tightness on the cost of job loss (—(w — wu)) 

and hence on labour intensity. Thus 

r = h(eq — w) and dr/dh = eq — w — he'q(w — wu) (22) 

indicating that for positive profits as h rises r will first rise and then 

fall, describing a high-employment profit squeeze. Correspondingly, 

the effect on total profits of a wage increase (for a constant h) reflects 

a positive labour-intensity effect operating via the impact of the wage 

increase on cost of job-loss (1 - h), offset by a negative wage effect. 

It will be unambiguously negative in the neighbourhood of the firm’s 

optimum: 

dr/dw = h{e'q(l - h) - 1} < 0 for w > wmax. (23) 

(The bracketed expression e'q( 1 - h)-1 will be zero at the wage, 
wmax, which maximizes total profits for a given level of employment. 

This is the wage which would be set by a single profit-maximizing 

cartel.)20 
We should restrict our analysis to reproducible states in which 
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FIG. 5.3 Employment limits: the wage explosion and reproducibility 

profit is non-negative. This reproducibility condition may be written 

simply as net output per hour must exceed the wage 

qe — w > 0. (24) 

The reproducibility condition defines a feasible set of outcomes in 

wh space. Its limit, defined by (24) has the slope 

dw/dh = 
qe'jdwjdh) 

1 — qe' (dwcldw) 
(25) 

which, given wage uniformity, is equal to 

dw/dh = qe'(wu - w)/{ 1 - qe\ 1 - h)}. (26) 

Thus the reproducibility frontier is horizontal for wu = w and 

vertical for 1 - qe'{ 1 - h) = 0. This last equality is obtained under 

the hypothetical condition that for each level of employment the 

capitalist class as a whole sets the wage to maximize profits.21 In Fig. 

5.3 we present the reproducibility condition, labelled r = 0, along 

with the schedule wmax, and w*, and the employment limits hhm and 

h '^max* 

Our first result, that the cost of an effective labour unit rises with 

the employment rate motivates the second proposition: that h = 1 

cannot be an equilibrium state. This is apparent by combining the 
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reproducibility constraint with the wage-determination function, 

zv*(h). Because w* goes to infinity as h goes to h^ < 1, even 

arbitrarily large increases in efficiency, q, will not maintain a positive 

rate of profit. 
The same result may be demonstrated on the basis of the extrac¬ 

tion model itself. We know that the firm will set a wage such that 

wc is positive except in the improbable case of a work process in 

which there is no conflict of interest between employer and worker. 

In this limiting case the optimal labour strategy for the employer is 

to pay the worker the lowest wage consistent with labour supply 

conditions and then let the workers do whatever they want to on the 

job. Note that were this the case it would never be rational for the 

firm to hire surveillance personnel or equipment. The fact that they 

do, as well as common sense, suggests the artificiality of the case.22 

Because each worker faces a non-zero wc and (abstracting from 

more complex representations of the worker’s utility) is hence not 

indifferent between working or losing his or her job, it follows that 

the unemployed workers (who are, by assumption, identical to the 

employed workers) are involuntarily unemployed. Though involun¬ 

tary, this unemployment is consistent with equilibrium, for should 

the unemployed offer their services to the employer at a wage less 

than that currently offered, it would be refused, for the wage 

selected by the employer is that which already minimizes costs.23 

Thus there is no way in which the unemployed workers can 

compete away the employment rents of the employed workers and 
thus eliminate involuntary unemployment. The resulting non-clear¬ 

ing labour market is in equilibrium in the conventional sense: none 

of the actors with an interest in recontracting or altering the terms of 

exchange has the ability to do so, and none of those with the ability 

to do so has an interest in any changes. The conventional axiomatic 

identification of market clearing and equilibrium is thus misplaced. 
Our analysis thus far has been throughly microeconomic, inferring 

equilibrium wages, labour intensity, labour costs, and profits from a 

given level of h. However, equilibrium in the labour market, or in 

the macroeconomy as a whole, requires an endogenous determination 

of the employment rate, h, as a function of the wage rate, w. We will 

see that the equilibrium level of employment may vary positively or 

negatively with the wage rate depending on the level of employment, 

the intensity of the high-employment profit squeeze, and the level of 

the unemployment benefit. 
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IV. THE DEMAND FOR LABOUR: 
WAGE-LED AND CLASSICAL REGIMES 

The demand for labour is simply the total demand for goods and 

services divided by the average product of labour, or what is equiva¬ 

lent, the level of employment at which excess demand for goods is 

zero. In order to model the aggregate demand for labour in the 

simplest possible way, we will assume that capitalists save all of their 

income (profits) and workers consume all of theirs irrespective of 

whether they are employed or not. Thus consumption demand is just 

the wage bill, wh, plus total unemployment insurance expenditures, 

(1 - h)wu. For simplicity we abstract from net exports, take in¬ 

tended investment as exogenous, i, and assume that the level of 

government borrowing is just autonomous borrowing to cover ex¬ 

penditures unrelated to unemployment, b, plus total transfers to the 

unemployed. Thus we may express the equality of total output and 

total demand or the aggregate demand equilibrium condition (ADE) 

as: total supply equals privately financed consumption plus socially 

financed consumption plus autonomous government borrowing and 

investment, or 

qeh — wh + (1 — h)wu + b + i (27) 

on which basis we may write labour demand as an implicit function: 

h = {wh + (1 — h)wu + b + i}/qe, (28) 

or the more familiar 

h(qe — w) — {b + (1 — h)wu) = i, (29) 

which is simply a restatement of the ADE condition as private 

savings minus government borrowing equals investment.24 

Does the equilibrium level of employment rise or fall with the 

real wage? The answer to this question is given by the slope of the 

labour-demand function, which by total differentiation of the ADE 

condition is 

dh*/dw — 
(1 - qe\ 1 - h)}h 

qe - w + wu - qhe' (w — wu) ' 
(30) 

Because investment and export demand are exogenously determined, 

the slope of the labour-demand function may also be determined from 



A Wage-Led Employment Regime 203 

the condition that along the labour-demand function, net savings (s) 
must be constant, or: 

swdw + shdh* = 0, (31) 

where sw and sh respectively are the partial derivatives of net savings 

with respect to the wage rate and the employment rate.25 From (31) 
it is clear that 

dh*/dw = — sjsh. (32) 

The numerator of d/z*/dw is recognizable: because all profits are 

saved it is simply the negative of the effect of a wage change on total 

profits, as can be determined from (23). Where the wage rate is that 

which maximizes profits for a given level of h, sw will by definition be 

zero. Hence the ADE function will be vertical where it intersects the 

wrmax function. Above wrmax the effect of wage increases on profits 

and hence on savings is negative and the numerator is positive. 

Because the firms’ wage-determination function w*(h) lies above 

wmax except at implausibly low levels of employment (h less than 
the profit share) we may regard the numerator as positive over the 

observable range of variation of h. 

The slope of the ADE function thus depends on the denominator, 

which is the derivative of net savings with respect to employment. As 

one can see, this is made up of the effect of variations in h on 

government borrowing and on profits (which in turn depends on the 

level of employment and the intensity of the high-employment profit 

squeeze). 
The slope of the ADE function, and hence the possibility of a 

wage-led employment regime thus depends critically on the labour- 

extraction process. If the labour-intensity effect, e', is small, and if h 

is low and wu is large, the ADE function will be upward sloping: 

an increase in the wage will reduce savings, and in order to restore 

balance between income and expenditure an increase in employment 

(which under these conditions will increase savings) is required. 

However, if the labour-intensity effect is large and if employment 

is high and the social wage small, an increase in employment may 

reduce rather than increase savings (because of the full-employment 

profit squeeze). In this case, the reduction in savings occasioned by 

a small increase in the wage can be offset only by an employment 

contraction (which will induce an increase in savings). Thus dh*/dw 

will be negative; a profit-led employment regime will obtain. 
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FIG. 5.4 Product market-clearing and the demand for labour. Note: The 
arrows indicate the direction of dynamic adjustment of the employment rate 
in response to the pressure of excess demand or excess supply. 

The slope of the ADE schedule, and hence the nature of the 

employment regime, depends not only on the strength of the inten¬ 

sity effect relative to the hourly profit effect but on the level of 

employment as well. Indeed as h rises the hourly profit effect (qe — 

w) goes to zero (as the reproducibility frontier is approached) and 

the intensity effect {—qhe'iw - wu)} must predominate. As a result, 

high employment levels necessarily preclude a wage-led employment 

regime whatever the form of the extraction function as long as e' 

and (w — wu) are both positive.26 Thus the increase in the level 

of employment will itself undermine a wage-led employment regime. 

We may summarize our results thus far by using (24) and (28) to 

divide (h, w) space into regions of excess demand and excess supply. 

Considering only the economically relevant regions above w^x the 

result is Fig. 5.4. In the neighbourhood of firm equilibrium a wage 

increase will lower profits and hence diminish savings and generate 

excess demand.27 Thus all points above h*(w) are characterized by 

excess demand, and conversely. The arrows indicate the direction of 

employment adjustment in each region. 

We have identified the characteristics of distinct employment re¬ 

gimes, but have explored neither the stability of the resulting 

equilibria nor the closely related question of the effectivenss of 

demand management and employment policies. To these we now 

turn. 
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FIG. 5.5 A wage-led employment regime 

V. JOINT EQUILIBRIUM: 

THE CONTRADICTIONS OF WAGE-LED 

EMPLOYMENT POLICY 

Joint equilibrium requires both aggregate demand and general labour 

extraction equilibrium. Rearranging the market-clearing function to 

arrive at an expression for w, and equating that to w*(h), 

w*(h) = zv* = qe* - (i + b)/h* - zuu(l - h*)/h*, (33) 
v„--' 

which may be interpreted as requiring that the firm’s cost-minimizing 

wage must be equal to that portion of hourly output which is not 

demanded in the form of consumption demand by the unemployed 

plus autonomous investment and autonomous government borrow¬ 
ing. 

Fig. 5.5 presents the joint equilibrium of a wage-led employment 

regime. The arrows indicate directions of adjustment based on our 

dynamic assumptions: employment increases in the case of excess 

demand on product markets and wage increases for wage rates below 

w*(h). Thus a is a stable equilibrium.28 
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FIG. 5.6 Wage-led, classical, and infeasible regimes 

Consider, now, the contrary case of a classical employment regime 

illustrated in Fig. 5.6. Because, as we have seen, an increase in the 

wage will increase excess demand, a small displacement of the wage 

above its equilibrium value will induce employment increases. But 

we know from the sign of the numerator of (32) in the case of 

classical employment that employment increases will reduce savings, 

further augmenting excess demand. The equilibrium, b, is evidently 

unstable. 

Under the savings and investment assumptions we have made, the 

boundary between wage-led and classical regimes is the point at 

which the denominator of dh*/dw, -sh, changes sign. We may write 
a locus of points for which —sh = 0; the hourly profit effect, labour- 

intensity effect, and the government borrowing effect just offsetting 

one another so that changes in employment do not affect savings. We 

may refer to this as the regime shift locus. In the economically 

relevant region above zurmax, the regime shift locus can be shown to 

slope downwards, for the transparent reason that the lower the wage 

the larger will be the hourly profit effect and hence the more likely 

will it be that employment increases raise savings. 

As can be seen in Fig. 5.6, the sh = 0 locus along with the reproduci¬ 

bility constraint and the ziymax function divide w, h space into four 
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segments, a stable wage-led employment regime, an unstable classic¬ 

al employment regime, and two regimes which are infeasible as 

competitive firms would not choose to set wages low enough to 

operate in this region. We will ignore the infeasible regimes in what 
follows. 

The limit between wage-led and classical employment equilibria, 
hz, is the intersection of the regime shift locus with the wage- 

determination function. The regime shift locus and the three em¬ 

ployment limits—the regime shift limit (hz), the reproducibility limit 

(^max)) the wage-explosion limit (/ziim)—are illustrated in Fig. 
5.6. 

We are now in a position to investigate the effect of shifts in 

economic policy, bargaining power, and investment on the wage-led 

employment equilibria depicted in Fig 5.5. An autonomous upward 

shift in the wage function—the result of a strengthening of labour’s 

bargaining position—will clearly raise both equilibrium employment 
and wages, as is shown in Fig. 5.7a. 

It is clear in this model that government demand management— 

in this case simply expenditure financed by borrowing—can regulate 

the equilibrium level of employment, h*. Total differentiation of 
the equilibrium condition (28) confirms what is obvious: that in the 

neighbourhood of the stable equilibrium a, dh*/db > 0. Thus an 

increase in autonomous borrowing shifts the aggregate demand func¬ 

tion to the right, again raising the equilibrium values of both wages 
and employment, as shown in Fig. 5.7b. 

We know from the reproducibility condition and the wage- 

explosion limit that this demand expansion cannot produce full em¬ 

ployment, but it confronts two other limits as well. First, the 

economy may move from a stable wage-led employment regime to an 

unstable classical regime, the stability limit being the level of em¬ 

ployment hz for which sh = 0 at the equilibrium wage rate. Or, 

secondly, demand expansion beyond hE in Fig. 5.7 may render h(w) 

and w(h) non-intersecting and hence may generate a configuration of 

labour relations and aggregate demand for which no equilibrium 
exists. 

Now consider the effects of varying the level of unemploy¬ 

ment insurance, wu. Interestingly, as (w - wu) falls the labour- 

intensity effect vanishes, ensuring that as long as profits per hour is 

positive (eq > zv), employment increases will increase savings and 

hence that the employment regime will be wage-led. Indeed, if the 
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FIG. 5.7 Two properties of a stable, wage-led employment regime: (a) an 
upward shift in the wage function for a given aggregate demand raises 
the equilibrium levels of both wages and employment; (b) an increase in 
autonomous expenditure raises the equilibrium levels of both wages and 
employment 

unemployment insurance replacement rate (wu/w) were unity, the 

numerator of dh*/dw is simply hourly output, qe. In this case em¬ 

ployment increases necessarily raise net savings, as consumption is 

simply a constant, w, and as employment rises, every increase in 

privately financed consumption is exactly offset by a decrease in con¬ 

sumption financed by government borrowing. Thus for wu = w, the 

employment regime is necessarily wage-led at any level of employ¬ 

ment though the corresponding demand for labour function may lie 

wholly in the non-reproducible range of values of w and h. Thus while 

the successful pursuit of high employment levels militates against the 

survival of a wage-led employment regime, the expansion of the wel- 
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fare state has the opposite effect in so far as it does not propel the 
economy into the non-reproducible region. 

An increase in the social wage will increase the employment level 

generated by each wage if the economy is at a stable wage-led 

employment equilibrium, and conversely. This may be seen from 

totally differentiating the ADE function with respect to h and 
wu: 

dh*/dwu = -V—dhll ± *_ (3$) 
qe - w + wu - hqe'(w - wu) ' y } 

In the numerator, (1 — h) is simply the effect of an increase of the 

social wage on government borrowing. Recalling that dwjdwn = 

(1 — h), it can be seen that (1 — h)(hqe') is the effect (negative) of an 

increase in zeu on total output (and hence on savings) via the effect of 

the social wage on zvc. Thus, as would be expected, the numerator is 

the negative of the effect of a change in zvu on net savings. Because as 

the social wage increases government borrowing increases and total 

output (and hence private savings) falls, the numerator is unambi¬ 
guously positive. 

As in the case of dh*/dw, the denominator determines the sign of 

dh ldwu. It is clear, and not too surprising, that wage-led employ¬ 

ment regimes are also social-wage-led employment regimes; corres¬ 

pondingly when the denominator is negative (implying a profit-led 

employment regime) an increase in the social wage will reduce 
employment. 

Because of the critical role of the social wage in the determination 

of the cost of job-loss, an increase in unemployment insurance will 

shift both the labour-demand function and the wage-determination 

function. As we have seen, an increase in the social wage will raise 

zv*. If the economy is characterized by a stable wage-led employment 

equilibrium, the result is an unambiguous increase in both equilib¬ 
rium employment and the equilibrium real wage. 

VI. CONCLUSION 

The main analytical contributions of this provisional synthesis of 

aggregate demand and labour process analysis would appear to be the 
following. 

The model provides a coherent basis for the high-employment 

profit squeeze and for the notion of a limit to the level of employ- 
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ment below the level at which there is a job for every worker. The 

limit in an employment level bears the interesting implication that, 

in the absence of changes in the organization of the labour process 

and wage determination, full employment will be unattainable even 

under the most apparently favourable savings and investment 

assumptions. While we do not model the collective determination of 

wages and work intensity by workers, it is clear from the slope of our 

reproducibility condition that more collective action on the side of 

employers and workers—wage restraint in return for investment 

guarantees, for example—may allow higher levels of employment. 
Using the model we are able to distinguish between wage-led and 

classical employment regimes, and to analyse the endogenous genera¬ 

tion of regime shifts. Social-wage-led employment regimes are also 

possible. 
One important result is that taking account of labour-intensity 

effects yields classical results—lower wages going along with higher 

levels of activity—even under rather extreme ‘Keynesian’ assump¬ 

tions concerning savings, investment, exports, and the effects of gov¬ 

ernment borrowing. Indeed, high levels of employment preclude 

wage-led employment regimes except under very high social insur¬ 

ance levels, suggesting the intrinsically contradictory nature of the 

social democratic full-employment programme. Conversely we have 

shown that increases in the social wage tend to produce a wage- 

led employment regime, indicating a strong symbiotic relationship 

among elements in the social democratic programme when the em¬ 

ployment level is low. But when combined with high employment 

levels, increases in the social wage will drive the profit rate to zero, 

inducing a crisis of accumulation in so far as investment remains 

determined by the profit expectations of capitalists. 
Four quite drastic simplifications adopted in the preceding pages 

suggest caution in interpreting these results. First, we have assumed 

a form of wage bargaining and labour extraction in which the social 

nature of the labour process is given scant attention. Reasonable 

alternative formulations would surely generate different results. Par¬ 

ticularly interesting would be to model the wage-formation and 

labour-intensity determination under more collective assumptions: 

let workers not only vary effort on the job, but exercise the threat of 

withdrawing their labour altogether through strikes; and let their 

employers recognize that while formally autonomous, each wage 

settlement affects others.30 It would be fruitful to explore the possi- 
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bility that distinct labour-extraction regimes may coexist, perhaps in 

the context of segmented labour markets, (see Zylberberg and 
Perrot-Dormont 1986). 

Second, taxes have been set aside, so as to allow the analysis of the 

effects of changes in the social wage on labour intensity and product 

market-clearing without having simultaneously to account for tax 

effects on worker’s incomes and the cost of job-loss. While the re¬ 

sulting covariation of endogenous government borrowing with the 

unemployment rate is no doubt an important feature of real capitalist 
economies, the integration of taxes into the model would generate 

a richer set of results. For example, if all social wage costs were 

financed by taxes on workers’ incomes rather than by government 

borrowing, the effects of this aspect of the expansion of the welfare 

state would appear entirely in the labour-extraction process rather 

than in the generation of aggregate demand. This result suggests a 

considerable rethinking of the public finance literature on the rela¬ 

tionship between the welfare state and the accumulation process: the 

welfare state might affect employment and growth not primarily 

through the generation of aggregate demand (as its advocates claim) 

nor through its effects on labour supply (as its detractors suggest), 

but through its effect on class bargaining over pay and work. 

Third, both investment and export demand have been exogenously 

determined; but they are clearly endogenously generated in part by 

the very movements in labour costs upon which we have focused. 

Our reproducibility condition is motivated in part by the implausibil- 
ity of positive investment with negative profits, but this is hardly 

an adequate treatment. Were we to have expressed investment and 

export demand as highly responsive functions of the profit share and 

possibly of the level of activity of the economy our results concerning 

wage-led and classical employment regimes would certainly be 

altered, though the viability of both types of regimes and the endoge¬ 

nous generation of regime shifts would most likely remain. 

Fourth, we have adopted an extreme form of the classical (or 

income shares) hypothesis—capitalists only save and workers only 

consume. A polar opposite savings hypothesis—savings proportional 

to income, for example—would significantly alter our results: as 

savings would then be determined solely by income level rather than 

by income level and distribution, wage increases would operate via 

labour-intensity effects necessarily to raise rather than lower savings, 

dramatically altering the analysis of the critical slope of the ADE.31 
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While we believe that this model—even in the radically simple 

form presented here—may cast light on the post-war boom and its 

unravelling, it would be premature to make any strong claims until 

the above suggested extensions and a substantial amount of empirical 

work have been completed. None the less, restricting ourselves to 

the terms of our model and therefore abstracting from the crucial 

issue of investment, the following may be presented as a working 

hypothesis concerning one aspect of the boom and its demise. Let us 

distinguish three phases. 
Starting from relatively low levels of employment in the 1950s, 

wage-led growth regimes obtained, allowing for the successful 

pursuit of high wage strategies by labour. Growing labour-union 

strength in the 1960s and an expansion of the welfare state led to a 

long-term upward shift in the wage function. Because the employ¬ 

ment regime was wage-led, the wage and social wage share of net 

output rose with the employment rate over the whole period, but 

most markedly in the 1960s. Thus class conflict in an economy 
with an aggregate-demand-driven accumulation process appeared as 

a non-zero-sum game just as the Keynesian model suggested. Sub¬ 

stantial gains in workers’ living standards were compatible with 

continued rapid growth and high employment. 
In the second phase, the resulting increases in the demand for 

labour during the course of the 1960s drove down the profit share 

and pushed the employment level towards the regime switch or 

instability limits. This in turn may have fostered high-employment 

macroeconomic instability and fuelled the ideological shift from ex¬ 

pansionary demand-side policies to anti-labour supply-side policies, 

and contractionary demand policies. 
Restrictive fiscal and monetary policies in the 1970s and 1980s and 

the success of the anti-labour anti-welfare state agenda ushered in the 

third macroeconomic phase. These policies dampened the demand 

for labour, reduced the wage-determination function, and shifted the 

regime shift limit to the right. The resulting higher levels of unem¬ 

ployment halted and in some cases reversed the rise in the wage 

share and possibly recreated wage-led employment regimes. 

This narrative is consistent with the empirical chapters of this 

book; with the account of the post-war boom presented by Glyn el 

al.\ with the analysis of macroeconomic policy presented by Epstein 

and Schor; and with the insights concerning the institutional basis of 

high-employment economies presented by Glyn and Rowthorn. De- 
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monstrating that this is indeed what happened, and that this is why 

it happened, would carry us far beyond the boundaries of this 
essentially theoretical exercise. 

Notwithstanding the radically incomplete nature of the project, a 

number of significant provisional results may be noted. Most broad¬ 

ly, we have found that endogenizing the labour-extraction and wage- 

determination process makes a significant difference in the analytical 

structure of macroeconomic models. Moreover the resulting model, 

suitably expanded as suggested above, might provide the basis for a 

plausible historical and theoretical account of the post-war boom and 

its demise. Finally, the model demonstrates that the organization 

of work and the determination of pay are key elements in a full- 

employment strategy; labour control systems based on the threat 

of dismissal and wage-determination systems based on competition 

among workers effectively preclude full employment. 

NOTES 

1. Averaging 12 now advanced capitalist countries, Maddison estimates that per 
capita gross domestic product grew at 3.8% p.a. between 1950 and 1973, and at 
1.19% p.a. between 1820 and 1950 (Maddison 1982, Table 4.7). 

2. An exception is Thomas Weisskopfs illuminating accounting framework, which 
integrates the two aspects of capitalist crisis (along with a third, the tendency of 
the profit rate to fall due to a rise in the organic composition of capital) and 
assesses the ability of each to illuminate movements in the profit rate in the US 
since the end of World War II. Weisskopf (1979). In many respects dis¬ 
equilibrium employment theory addresses this issue when opposing Keynesian 
to classical unemployment. See Benassy (1982). 

3. A number of accounts—especially those working within the social structure of 
accumulation or regulation framework have attempted to integrate the concerns 
of both traditions. See Armstrong et al. (1984). See also Aglietta (1976); Lipietz 
(1983); Boyer and Mistral (1983); and Bowles et al. (1983a). 

4. These two regimes may be compared with the stagnationist-exhilarationist 
distinction proposed in ch. 4. Note, however, this difference: here the real wage 
is the key variable since we determine productivity endogenously, while the 
Marglin-Bhaduri formulation is concerned with the consequences of income 
distribution for aggregate demand and so takes income shares as the starting- 
point of the argument. Observe that a ‘classical’ employment regime is not the 
same as ‘profit-led’ growth, as that term was used in the previous chapter. In 
ch. 4, ‘profit-led’ indicated a positive relationship between unit profit and 
output; here a classical regime is one in which the relationship between wages 
and employment is negative. As long as productivity is variable, the connection 
between profits and output need not be opposite to the relationship between 
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wages and employment. Output and employment need not move in the same 

direction when productivity varies with employment. 
5. The term appropriate income distribution is from Malinvaud (1980). 

6. If firms’ technologies differ in ways which affect the extraction function, the 

wage uniformity assumption will generally be violated, as firms will find it 

optimal to pay equivalent labour differently. As we have assumed that firms use 

identical technologies and that the prodution process and the extraction process 

are formally separable this possiblity does not arise in our model. 

7. This result may be compared to the analogous finding of Marglin and Bhaduri 

concerning the possibility of an IS schedule with stagnationist and exhilaration- 

ist segments. The two results are complementary, as our finding based on the 

high employment profit squeeze makes no use of non-linearities in the invest¬ 

ment function. 
8. The dependence of investment on profitability and hence labour costs, may 

readily be introduced. See Bowles and Boyer (1988). 
9. The difficulty of measurement of work effort is paradoxically what makes it so 

important to the economic theory of the production process if it were costless¬ 

ly observable the firm could buy effort rather than labour time—and at the same 

time so difficult to study empirically. The only study of the production process 

in a macroeconomic setting using actual measures of work intensity to our 

knowledge is Schor (1988). However there is a considerable amount of indirect 

evidence that the variability of effort is a product of both labour relations and 

macroeconomic conditions: see Naples (1986); Schor and Bowles (1987), 

Weisskopf et al. (1983); and Rebitzer (1987). 
10. A more complete model would take account of the employer’s worker monitoring 

or surveillance system, and a variable probability of job termination for workers 

working below management demands, as in Bowles (1985). We lose nothing in 

this case by assuming that the probability that the errant worker will be detected 

by the employer is exogenously determined, and making the no doubt extreme 

assumption that the worker found working at levels unsatisfactory to the manage¬ 

ment will always have his or her job terminated. It is perhaps paradoxical that 

while we have assumed a conflictual labour process, we have not explicitly 

modelled the role of bosses in commanding labour. Were we to take explicit 

account of surveillance labour we could enrich our model considerably. Of 

particular importance, if as seems reasonable surveillance labour were considered 

not to vary with the employment rate—bosses are overhead labour a more 

realistic picture not only of the labour process but of cyclical behaviour of output 

per hour (including the fixed hours of the supervisors) and labour costs would 

result: at low levels of employment labour productivity would vary positively 

with employment and at high levels of employment inversely. 

11. Time-series measures of wc have been estimated for the US and the UK. See 

Schor and Bowles (1987) and Schor (1988). 

12. The microeconomic logic of the class conflict theory of production is developed 

in Bowles (1985) where it is distinguished from what are generally termed 

‘efficiency wage’ models. 
13. Strictly speaking the assumption that the extraction function and the production 

function are separable and hence the firm may proceed sequentially is unrealis- 
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tic. larger firms may have labour control problems different from smaller firms, 

and in a more extended model with other inputs, the choice of technology will 

generally alter the cost of monitoring the labour process and the difficulty of 

extracting labour from labour power. On the relationship between technology 

and labour extraction, see Marglin (1974) and Bowles, ‘Social Institutions and 
Technical Change’, in Goodwin et al. (1988). 

14. We use the superscript o to denote the firm’s optimal wage offer corresponding to 

our concept of firm equilibrium; the superscript * denotes the wage in general 

labour-extraction equilibrium, that is when both firm equilibrium and wage 
uniformity obtain. 

15. A collectively bargained wage model yields similar results. 

16. Firms may of course recognize that their wage-setting will influence the wage¬ 

setting patterns of other firms, either through a wage-setting leadership pattern 

or through collective-bargaining agreements. Assuming, for example that firms 

take dwjdw to be unity rather than zero yields an interesting alternative set of 

first-order conditions, which would require a more extended discussion than we 

can provide here. National economies differ considerably in which extraction 

strategy and wage-setting patterns—including a collectively bargained wage rate 

not analysed here—are more applicable. In a more extensive treatment, distinct 

sectors of the capitalist economy might be represented by distinct labour- 

extraction and wage-setting strategies; primary labour markets being char¬ 

acterized by collective bargaining, recognition by employers of their mutual 

interdependence, and perhaps other features such as long-term employment, 

while the secondary sectors conforming more closely to the atomistic case above. 

Alternatives to dismissal-based labour-discipline systems such as long-term em¬ 

ployment arrangements and co-operative monitoring by labour may entail high 

wages as a cost of ensuring co-operation or for other reasons. 

17. With a higher average cost of effort, it will generally be optimal for the firm (if 

it continues to hire labour at all) to engage in more intensive labour extraction, 

extending the cost of job-loss until the marginal return is depressed to the now 

lower average level of effort per dollar of wage, e/w, and thus restoring the 

first-order conditions (11). 

Thus the firm will—if it adjusts fully to a change in h—adopt a higher wc at 

higher levels of h. The same result holds for increases in the social wage. This 

somewhat unexpected result was first pointed out by Herbert Gintis and Tsuneo 

Ishikawa. This result can be confirmed by inspection of the term 

dwjdw = dw°/dw - 1, 

which from (14) above is 

= (we" — e')lwe" — 1 

= 1 - e'/we" - 1 

= — e'/we", 

which from the first- and second-order conditions for the firm’s cost- 

minimization must be positive. Firms appear not to fully adjust their labour- 

extraction strategies cyclically in a manner predicted; the strongly counter¬ 

cyclical movement of an empirical estimate of wc suggests that firms do not 
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adopt an optimal extraction strategy at all points over the cycle. If firms 

adjusted their extraction strategies fully at all points in the cycle we would find a 

pro-cyclical movement of wc (and correspondingly of e as well) (see Schor and 

Bowles (1987)). Rebitzer (1987) develops a more sophisticated treatment of 

short-run variations in extraction strategies under the more realistic assumptions 

of long-term employment arrangements. 
18. It may be seen from the firm’s first-order conditions that an increase in employ¬ 

ment induces an increase in the optimal level of wc. It is this increase in wc 

which accounts for w* going to infinity at 6 < 1. If, by contrast, the firm 

adopted a constant extraction strategy over all h so that dwc/dh = 0, it would 

then be the case that 6hm = 1. 
19. The most comprehensive study of the high-employment profit squeeze to date is 

Weisskopf (1979). On real wages, see Schor (19856) and Kahn (1980). The pro- 

or counter-cyclical nature of real wages is a matter of debate, and there is 

considerable evidence that real wages move counter-cyclically—as the Keynesian 

model suggests and contrary to the model presented here—during periods of 

generalized economic crisis and instability such as the 1930s, 1890s, and possibly 

1970s. See Schor (19856) and T. Weisskopf et al. (1982). 
20. From (11) and (2) it can be shown that the atomistically competitive wage, w* 

exceeds wm3X f°r reasonable values of h, i.e. for h > (1 — w/qe), or for all 

employment rates in excess of the profit share. 

21. This is evident from the fact that qe'( 1 - h) is simply the effect of a wage 

increase on output per hour, given that under conditions of wage uniformity 

dwjdw is just (1 - h). 
22. The lowest wage the firm can pay is the social wage, at which under the 

condition of wage uniformity, zuc = 0 and hence e = e. Thus as long as eq < wu, 

profits will be negative for wc = 0. The argument that wc = 0 cannot be an 

equilibrium does not rely on any particular values of these variables, however. 

23. Essentially the employer would not believe the unemployed worker’s promise to 

work as hard for less, and with good reason in this model, given that workers 

are identical. 

24. The schedule defined by this condition is identical to the IS function in ch. 4, 

except of course that in the present formulation the focus is on the endogenous 

determination of labour productivity rather than investment. In addition, but 

less central, our formulation includes endogenous government borrowing and 

expenditures. 

25. The same result may be derived simply by totally differentiating the ADE 

function (27) with respect to w and 6, taking account of the effects of variations 

in each on wc. 

26. The transformation of a wage-led to a classical regime may, however, take place 

at levels of h for which the reproducibility condition is violated. 

27. This may be confirmed at levels of employment exceeding the profit share by the 

relationship in Fig. 5.3 of w*(h) and wmiax. 

28. As is clear from Fig. 5.5, an unstable wage-led employment equilibrium, 6, can 

also exist, depending on the relative slopes of h*(w) and w*(h). A more elabo¬ 

rate technical discussion of the stability properties of the model would serve 

little purpose here. 
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29. One thinks in this respect of the contrast drawn in ch. 6 between the social 

democratic high-employment economies and the capitalist high-employment 

case—Japan. 

30. This would involve integrating a model of strike activity along the lines 

developed in Schor and Bowles (1987) with an interdependent wage- 

determination function, and then combining this wage- and intensity- 

determination function with a model of aggregate demand generation. 

31. These four simplifying assumptions are hardly exhaustive, of course. Our total 

abstraction from the financial side of the economy is difficult to justify, parti¬ 

cularly if the endogenously generated government borrowing has effects on 

the cost of borrowing facing potential investors and consumers. Equally, our 

assumption that labour supply is exogenously determined is at best an artificial 

convenience: movements in w, e, h, and wu provide the basis for endogenizing 

labour supply and thus enhancing the model. 

32. An account of the political and institutional basis of this underlying macroeco¬ 

nomic model, and a shift to a profit-led employment regime is Bowles (1982). 
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The Diversity of Unemployment 
Experience since 1973 

BOB ROWTHORN AND ANDREW GLYN 

I. AN OVERVIEW 

The year 1973 is widely considered to be a decisive turning-point in 

the post-war history of the OECD economies. Since that date, vir¬ 

tually all OECD countries have experienced a reduction in the 

growth of industrial production; this, in turn, has induced a con¬ 

siderable, though less dramatic, fall in the growth of service output. 

In some countries, the growth of agricultural production has also 

slowed since 1973, but the deceleration is by no means universal, and 

is largely unrelated to the industrial slow-down. The scale of what 
has happened can be gauged from Table 6.1. 

The reduction in output growth has been accompanied by a con¬ 

siderable reduction in productivity growth. As a result, its impact on 

employment has been relatively small. In the OECD as a whole, the 

growth rate of total employment has fallen from 1.1 per cent p.a. 

before 1973 to 0.9 per cent p.a. since then. This represents a fall of 

only 0.2 percentage points, which is really very small compared to 

the fall in output growth. Of the fall in output growth since 1973, 

nearly nine-tenths is statistically accounted for by slower productiv¬ 

ity growth and only one-tenth by slower employment growth (see 

Table 6.1). The picture is rather different if we look at individual 
sectors. 

In the industrial sector (manufacturing, construction, mining, and 

energy), there has been a marked reversal in employment trends. 

After rising quite fast prior to 1973, industrial employment has been 

falling over the past decade. In 1985 there were 104 million people 

employed in the industrial sector of the OECD countries. If indus¬ 

trial employment had continued to rise at the pre-1973 rate, this 

figure would have been 129 million. Thus, the reversal of the pre- 

1973 trend in industrial employment represents a loss of around 25 

million potential jobs in the OECD as a whole. This loss is probably 
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Table 6.1. Output, productivity, and employment in the OECD, 1960— 
1983 (average annual % growth rates) 

1960-73 1973-85 Change 

Output (real value-added) 
Agriculture 1.6 1.6 0.0 
Industry 5.3 1.8 -3.5 
Services 5.0 3.0 -2.0 

total 4.9 2.4 -2.5 

Output per worker 
Agriculture 5.2 3.3 -1.9 
Industry 3.9 2.3 -1.6 

Services 2.6 0.8 -1.8 

total 3.8 1.6 -2.2 

Employment 
Agriculture -3.4 -1.7 1.7 

Industry 1.3 -0.5 -1.8 

Services 2.5 2.2 -0.3 

total 1.1 0.9 -0.2 

Sources: OECD Historical Statistics 1960-85; OECD Labour Force Statistics. 

the largest single factor behind the observed increase in unemploy¬ 

ment since 1973. If industrial employment had continued rising at its 

pre-1973 rate there would have been no increase at all in unemploy¬ 

ment. Official statistics indicate that the number of people unem¬ 

ployed in the OECD area rose by 20 million over the period 1973-85 

(from 11 million to 31 million), as compared to the loss of 25 million 

potential industrial jobs caused by the reversal of the pre-1973 trend. 

1.1 Labour Supply 

So far we have been talking almost exclusively about the demand for 

labour. To explain what has happened to unemployment, we must 

also look at the supply of labour. To measure the supply of labour is 

not easy and raises a host of conceptual and practical problems, some 

of which are considered below. The conventional approach is to 

regard certain activities as non-economic and to classify all people 

who perform them as ‘economically inactive . As a result, many 

students, housewives, and others potentially available for paid work 

are excluded from the supply of labour as conventionally measured. 

So, too, are the majority of retired persons, irrespective of whether 
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or not they are potentially available for paid work. When all of these 

various categories are excluded, the result is the narrow definition of 

labour supply which appears in official statistics under the heading 

‘labour force’. This measure of labour supply varies either because 

the underlying population of working age alters in size, or else 

because persons previously in the category ‘inactive’ become econo¬ 

mically active. The latter phenomenon is recorded as a change in the 

‘participation rate’. The growth rate of the labour force is equal to 

the growth rate of the population plus the growth rate of the parti¬ 

cipation rate. As explained in the Appendix, the growth of unem¬ 

ployment depends on the difference between labour-force growth 
and employment growth. 

Table 6.2 shows how these factors have contributed to the growth 

of unemployment since 1973. Information is given separately for 

males and females because the experience of these two groups has 
been so radically different. 

From Table 6.2 it can be seen that, in the OECD as a whole, 

employment and labour force grew roughly in step during the period 

1960-73. As a result, the measured unemployment rate remained 

virtually constant during this period, fluctuating in a narrow band 

between 3 and 4 per cent. Since 1973, however, the situation has 

changed radically. As previously mentioned, employment growth has 

slowed (from 1.1 per cent p.a. to 0.8 per cent p.a.), whilst labour- 

force growth has accelerated (from 1.1 per cent p.a. to 1.3 per cent 
p.a.).1 

The recent acceleration in labour-force growth is not a demo¬ 

graphic phenomenon, but has been caused by variations in the parti¬ 

cipation rate. After falling in the 1960s, the overall participation rate 

(i.e. men and women combined) began to rise in the 1970s. The 

growth rate of working-age population has not accelerated during 

this period and in most countries it has grown somewhat more 

slowly. Thus, the huge rise in OECD unemployment since 1973 is 

not in general the result of increased demographic pressures. 

1.2 Male and Female Unemployment 

Of the rise in total unemployment since 1973—male and female 

combined—about two-fifths is statistically ‘explained’ by faster 
growth in the labour force, and three-fifths by the slower growth rate 

of employment. However, as can be seen from Table 6.2, the relative 
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Table 6.2. Employment and labour force: OECD countries, 1960— 1985a 
(average annual % growth rates) 

Male and Female 

Population aged 15-64 
Participation rateb 
Labour force 
Employment 
Employment/labour forcec 
Employment/population 15-64 

Male 

Population aged 15-64 
Participation rateb 
Labour force 
Employment 
Employment/labour forcec 
Employment/population 15-64 
Industrial employment 
Services employment 

Female 

Population aged 15-64 
Participation rateb 
Labour force 
Employment 
Employment/labour forcec 
Employment/population 15-64 
Industrial employment 
Services employment 

1960-73 1973-85 Change 

1.2 1.0 -0.2 
-0.1 0.2 0.3 

1.1 1.3 0.2 
1.1 0.8 -0.3 

0.0 -0.5 -0.5 

-0.1 -0.2 -0.1 

1.3 1.1 -0.2 

-0.5 -0.4 0.1 

0.8 0.7 -0.1 

0.8 0.3 -0.5 

0.0 -0.4 -0.4 

-0.5 -0.8 -0.3 

1.3d -0.5 -1.8 

2.1d 1.6 -0.5 

1.1 1.0 -0.1 

0.6 1.2 0.6 

1.7 2.2 0.5 

1.7 1.8 0.1 

0.0 -0.4 -0.4 

0.6 0.8 0.2 

1.6d 0.1 -1.5 

3.3d 3.0 -0.3 

a For 19 countries, except for industrial and services employment for which data is available 

only for 9 countries. 

_labour force_ 
Participation rate = population aged i5_64 years ' 

c Note that employment/labour force — 1 — unemployment rate. 

d 1964-73. 

Source: OECD Labour Force Statistics. 

importance of these factors is quite different for men and women. 

For men, it is the growth rate of employment which is the crucial 

factor. This has fallen from 0.8 per cent p.a. before 1973 to 0.3 per 

cent p.a. afterwards. For women, on the other hand, the crucial 

factor is labour-force growth. Female employment has grown more 

rapidly since 1973 than before, but the increase has not been suf¬ 

ficient to keep pace with the even greater increase in labour-force 
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Table 6.3. Accounting for increased unemployment in 19 OECD countries, 
1973-1985 (millions) 

Unemployment Change in unemployment 1973-85 

1973 1985 Total 

due to change in growth rate3 of: 

employment participation population residual 

Male 5.1 15.8 10.7 13.2 1.4 -3.9 0.0 

Female 4.2 11.9 7.7 -1.8 10.2 -2.3 1.6 

TOTAL 9.3 27.7 18.4 11.4 11.6 -6.2 1.6 

3 as compared to the period 1960-73. 

Source: OECD Labour Force Statistics. 

growth (from 1.7 per cent p.a. to 2.2 per cent p.a.). The latter, in 

turn, is the result of a much faster growth in the female participation 

rate (from 0.6 per cent p.a. to 1.2 per cent p.a.). 

The calculations in Table 6.3 highlight this contrast. Between 

1973 and 1985 male unemployment in the OECD countries increased 

by 10.7 million. This increase is entirely the result of slower employ¬ 

ment growth as compared to the preceding period 1960-73. Between 

1973 and 1983 female unemployment rose by 7.7 million. This rise is 

entirely explained by the faster growth in female participation rates; 

it has occurred despite the fact that female employment has risen 
faster since 1973 than before. 

Thus, rising male unemployment is primarily a demand-side phe¬ 

nomenon, reflecting the slower growth of male employment since 

1973. This in turn reflects the decline in industrial employment. 

Meanwhile the growth rate of service employment for men has 

fallen. Between them, these developments explain why total employ¬ 

ment for men in the OECD has risen very slowly in recent years, and 

this accounts for the steep rise in male unemployment. 

The situation faced by women is more complex.2 Employment 

opportunities for women have increased rapidly since 1973 in most 

OECD countries. Indeed the female ‘employment rate’ (i.e. the ratio 

of employment to population of working age) has grown faster since 

1973 than before. However, this development has been accompanied 

by important structural shifts in the sectoral composition of female 

employment and in the type of women employed. On the one hand 

women, like men, have experienced a shrinkage of employment 

opportunities in the industrial sector. After substantial growth in the 

1960s, industrial employment for women—especially in traditional 

areas such as textiles and clothing—has stagnated. On the other 
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hand, there has been an extremely fast growth of employment oppor¬ 

tunities for women in the service sector with hardly any slow-down 

since the pre-1973 period. This explains why, depsite the stagnation 

of industrial jobs, total employment for women has continued to 

grow rapidly since 1973. However, such employment growth has 

been swamped by an even more rapid increase in the female labour 

force, caused mainly by the growing tendency for women to continue 

in paid employment after marriage and to return sooner to the paid 

labour force after childbirth. As a result, there has been a consider¬ 

able rise in female unemployment, as measured by official statistics, 

despite the growth in employment opportunities for women. 
The qualification ‘as measured by official statistics’ is important 

here. Official statistics are notoriously inadequate in their treatment 

of female unemployment and consistently understate its true magni¬ 

tude. However, the degree of understatement has almost certainly 

declined in recent years and so the true increase in female unemploy¬ 

ment is less than indicated by official statistics.3 
Finally, we would mention that unemployment among single, 

especially young, women has increased despite the growth of female 

employment in general. This is partly due to the fact that employers 

often prefer married women, sometimes because they are willing 

to work part-time, often for very low rates of pay, and sometimes 

because they are more experienced. Whatever the reason, the grow¬ 

ing reliance on married women may have also reduced employment 
opportunities for single women, thereby contributing to unemploy¬ 

ment amongst the latter. In some countries it may have also helped 

to increase male unemployment because married women have been 

hired in jobs which had traditionally been reserved for men. 

II. DIVERSITY OF UNEMPLOYMENT 

EXPERIENCE 

II. 1 Unemployment Rate Diversity 

We turn now to the main task of this paper: to examine the diversity 

of experience within our sample of OECD countries. 
The data in Table 6.4 show this diversity in 1985, ranging from 

Switzerland with an official rate of 0.9 per cent to Spain with a rate 

of 22.1 per cent.5 Because unemployment rates were mostly low in 

1973, the correlation between levels of unemployment in 1985 and 



Table 6.4. Unemployment and employment indicators: 1985 levels 

Unemployment rates (%) Employment rates (%) 

Total Female Male Total Female Male 

Switzerland 0.9 1.1 0.8 70.7 52.7 88.6 
Norway 2.5 3.0 2.1 75.4 66.3 84.2 
Japan 2.6 2.7 2.6 70.6 55.7 85.5 
Sweden 2.8 2.9 2.7 79.7 75.9 83.4 
Austria 4.2 3.6 4.6 63.0 48.8 77.7 
New Zealand 4.2 7.5 2.3 62.2 44.1 80.2 
Finland 4.9 4.4 5.4 72.7 70.3 75.1 
US 7.2 7.4 7.0 67.5 58.9 76.3 
Denmark 7.3 8.2 6.6 74.2 68.4 79.9 
Australia 8.2 8.7 7.9 64.0 49.9 77.8 
Germany 8.4 9.5 7.8 58.5 45.6 71.5 
Italy 10.2 16.2 6.8 52.2 34.2 71.7 
France 10.4 12.8 8.6 57.5 47.9 67.2 
Canada 10.5 10.7 10.3 65.5 55.6 75.4 
UK 11.7 8.8 13.6 64.8 54.7 74.9 
Belgium 12.3 16.5 9.4 54.4 42.1 66.6 
Netherlands 13.0 12.2 13.4 51.2 36.2 65.9 
Ireland 17.6 13.5 19.7 49.9 31.7 67.5 
Spain 22.1 25.6 20.5 42.5 25.0 60.1 
Europe 10.7 11.7 10.5 57.5 44.4 70.8 
OECD 8.0 8.5 7.9 63.3 51.5 75.4 

Participation rates (%) Part-time (% employment) 
Total Female Male Total Female Male 

Switzerland 71.4 53.2 89.4 na 
Norway 77.3 68.3 86.1 30.0 54.8 11.7 
Japan 72.5 57.2 87.8 10.5 21.1 4.8 
Sweden 82.0 78.2 85.8 25.4 46.2 7.3 
Austria 65.8 50.6 81.5 8.3 19.8 1.5 
New Zealand 65.0 47.6 82.0 14.6 28.3 5.2 
Finland 76.4 73.5 79.3 8.3 12.5 4.5 
US 72.7 63.6 82.0 14.4 23.3 7.6 
Denmark 80.1 74.5 85.5 23.7 44.7 6.6 
Australia 69.8 54.7 84.5 17.2 35.9 6.1 
Germany 63.9 50.4 77.4 12.6 30.0 1.7 
Italy 58.1 40.8 76.4 4.6 9.4 2.4 
France 64.2 54.9 73.5 9.7 20.1 2.6 
Canada 73.2 62.3 84.1 15.4 26.2 7.6 
UK 73.4 60.0 86.7 19.1 42.4 3.3 
Belgium 62.0 50.4 73.5 8.1 19.7 2.0 
Netherlands 58.9 41.2 76.1 21.2 50.3 6.9 
Ireland 60.6 36.6 84.1 6.7 15.7 2.7 
Spain 54.6 33.6 75.7 na 
Europe 64.4 50.2 78.6 na 
OECD 68.8 56.2 81.6 na 

Note: The employment rate is the ratio of employment to population of working age (15-64 
years). 

Source: OECD Labour Force Statistics, Employment Outlook. 
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changes since 1973 (Table 6.5) is inevitably high; however, it is by 

no means perfect (0.89) as there were a few countries which already 

had substantial unemployment in 1973 (Canada, US, and Italy). 

Throughout the present section our analysis will be mainly con¬ 

cerned with changes in the unemployment rate since 1973, as we are 

mainly concerned with the extent to which countries have held down 

unemployment growth in the less favourable economic circumstances 
after 1973. 

Intertemporal changes in participation rates have an important 

influence on unemployment performance. These changes vary great¬ 

ly from country to country. For example, over the period 1973-85 

the overall participation rate fell by more than 8 per cent in Spain 

and Switzerland, and rose by more than 10 per cent in Canada and 

Norway (Table 6.5).6 As a result, changes in unemployment do not 

fully capture the extent to which the economies have provided addi¬ 

tional jobs for the population.7 For example the Netherlands has 

performed better than Germany in terms of employment but worse 

in relation to unemployment, because participation rates have risen 
in the Netherlands and fallen in Germany. 

II.2 Population, Participation, and Employment 

The first panel in Table 6.6 shows how the increase in each country’s 

unemployment can be decomposed into three key variables: growth 

in population, growth in participation rates, and growth in employ¬ 

ment. The second panel repeats this analysis using changes in growth 

rates between 1960-73 and 1973-85. The latter approach is of 

interest, since changes in the growth rate of certain variables may be 

of more importance in explaining unemployment performance than 

is the absolute level of these growth rates. Tables 6.A3-6.A5 show¬ 

ing decompositions for the non-agricultural sector and for men and 

women separately, are given in the Appendix. 

A glance at the tables shows a rather bewildering diversity of 

experience. What follows, therefore, is an attempt to discern sys¬ 

tematic patterns through regression analysis. We start with the 

‘supply-side’ of the labour market—the growth of population and 

participation rates—before examining the impact of changes in em¬ 

ployment and its structure. 
On a bivariate basis, there is no systematic relation over the period 

1973-85 between the extent to which unemployment increased with- 



Table 6.5. Unemployment and employment indicators: Changes 1973-85 

Unemployment rate (%) Employment rates (%) 

Total Female Male Total Female Male 

Switzerland 0.9 1.1 0.8 -8.9 -2.7 -11.9 

Norway 1.0 0.6 1.1 12.9 34.3 0.4 

Japan 1.4 1.5 1.3 -0.4 4.2 -3.7 

Sweden 0.4 0.2 0.5 8.2 24.7 -3.1 

Austria 3.2 2.0 4.0 -6.8 -4.5 -9.0 

New Zealand 3.9 7.2 2.0 -2.3 12.6 — 8.6 

Finland 2.7 2.2 3.1 -0.1 12.9 -10.2 

US 2.3 1.4 2.9 6.5 22.8 -3.8 

Denmark 6.5 7.1 5.9 0.4 5.6 -3.7 

Australia 5.9 5.4 6.1 -5.2 8.2 -11.8 

Germany 7.4 8.3 6.9 -12.5 -6.8 -16.6 

Italy 3.8 4.8 2.5 -2.4 14.1 -8.2 

France 7.7 8.3 7.0 -10.4 0.5 -16.6 

Canada 5.0 4.1 5.4 4.8 26.2 -6.7 

UK 9.5 8.0 10.6 -7.8 4.1 -15.1 

Belgium 9.9 13.2 7.5 -10.2 2.4 -16.8 

Netherlands 10.7 10.4 11.0 -6.9 26.1 —18.6 

Ireland 11.9 9.9 13.3 -16.0 -3.4 -20.8 

Spain 19.5 23.1 17.9 -26.6 -20.9 -29.4 

Europe 8.1 8.3 8.2 -9.6 1.2 -15.5 

OECD 4.9 4.6 5.1 -2.3 9.9 -9.5 

Participation rates (%) Part-time (% employment) 

Total Female Male Total Female Male 

Switzerland -8.1 -1.6 -11.2 na 

Norway 14.0 35.1 1.6 6.5 7.2 3.0 

Japan 1.0 5.8 -2.5 2.6 6.4 0.2 

Sweden 8.6 24.9 -2.7 7.4 7.2 3.0 

Austria -3.7 -2.5 -5.1 1.9 4.2 0.1 

New Zealand 1.7 21.4 -6.7 3.8 6.3 0.5 

Finland 2.8 15.6 -7.2 1.6 2.0 1.2 

US 9.1 24.7 -0.9 0.4 -0.5 0.4 

Denmark 7.4 13.8 2.4 2.5 -0.4 0.9 

Australia 0.9 14.7 -5.9 5.8 8.6 2.7 

Germany -5.4 1.7 -10.4 2.5 5.6 -0.1 

Italy 1.8 20.7 -6.3 -1.8 -4.6 -1.3 
France -2.7 10.0 -10.2 2.5 5.4 0.0 
Canada 10.7 32.0 -1.1 4.8 5.9 2.5 
UK 2.0 13.2 -4.7 3.1 3.3 1.0 
Belgium -0.1 18.6 -10.0 4.3 9.5 1.0 
Netherlands 4.6 41.1 -8.3 na 
Ireland -3.8 7.6 -7.7 0 -1.1 0 
Spain -8.3 3.6 -13.5 na 

Europe -1.5 10.7 -8.4 na 
OECD 2.8 15.3 -4.8 na 

Note: The employment rate is the ratio of employment to population of working age. 

Sources: OECD Labour Force Statistics, Employment Outlook. 
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Table 6.6. Decomposition of unemployment changes 1973— 1985a (average 
annual % growth rates) 

U LF Emp. Resid. Pop. Particip. 

Whole economy 1973-85 
Japan 0.11 0.95 0.83 0.00 0.86 0.08 
Canada 0.41 2.61 2.15 -0.05 1.75 0.85 
US 0.19 2.15 1.94 -0.02 1.41 0.73 
Australia 0.49 1.76 1.23 -0.04 1.68 0.08 
New Zealand 0.33 1.61 1.27 -0.01 1.47 0.14 
Austria 0.26 0.41 0.14 -0.01 0.73 -0.31 
Belgium 0.83 0.60 -0.30 -0.07 0.60 0.00 
Denmark 0.54 1.03 0.47 -0.03 0.44 0.59 
Finland 0.23 0.76 0.53 -0.01 0.53 0.23 
France 0.64 0.70 0.01 -0.05 0.93 -0.23 
Germany 0.62 0.19 -0.45 -0.03 0.66 -0.46 
Ireland 0.99 1.12 -0.01 -0.14 1.45 -0.32 
Italy 0.31 0.98 0.64 -0.03 0.84 0.14 
Netherlands 0.89 1.69 0.71 -0.09 1.31 0.37 
Norway 0.08 1.73 1.65 0.00 0.62 1.10 
Sweden 0.03 0.89 0.86 0.00 0.20 0.69 
Switzerland 0.08 -0.20 -0.27 0.00 0.51 -0.70 
UK 0.79 0.64 -0.21 -0.06 0.47 0.17 
Spain 1.62 0.43 -1.42 -0.23 1.16 -0.72 

Whole economy 1973-85 less 1960- 73 
Japan 0.14 -0.34 -0.49 0.00 -0.85 0.50 
Canada 0.48 -0.21 -0.75 -0.05 -0.51 0.30 
US 0.24 0.21 -0.06 -0.02 -0.28 0.48 
Australia 0.42 -0.96 -1.42 -0.03 -0.61 -0.34 
New Zealand 0.32 -0.57 -0.90 -0.01 -0.51 -0.06 
Austria 0.37 0.61 0.22 -0.01 0.66 -0.05 
Belgium 0.90 -0.15 -1.12 -0.07 0.25 -0.41 
Denmark 0.62 -0.22 -0.87 -0.03 -0.28 0.06 
Finland 0.16 0.42 0.25 -0.01 -0.45 0.86 
France 0.52 -0.31 -0.88 -0.04 -0.13 -0.17 
Germany 0.61 0.06 -0.58 -0.03 0.30 -0.23 
Ireland 0.99 1.04 -0.09 -0.14 0.92 0.13 
Italy 0.26 1.41 1.13 -0.03 0.28 1.12 
Netherlands 0.77 0.67 -0.18 -0.08 -0.17 0.83 
Norway 0.05 0.38 0.33 0.00 -0.06 0.45 
Sweden -0.03 0.25 0.28 0.00 -0.32 0.57 
Switzerland 0.08 -1.65 -1.73 0.00 -0.72 -0.92 
UK 0.72 0.25 -0.54 -0.06 0.23 0.02 
Spain 1.61 -0.39 -2.23 -0.23 0.33 -0.71 

a The basis for this decomposition is explained in the Appendix. 
U = unemployment rate (% point change p.a.); LF = labour force; Emp. = employment; 
Pop. = population of working age; Particip. = participation rate. 

Source: as Table 6.5. 
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in a country and the growth rate of population of working age 

(Equation 1 of the bivariate regressions reported in Table 6.A4). 

Amongst the group of countries with relatively small increases in 

unemployment were the US with rapid population growth and 

Sweden with the slowest (Table 6.6). 
For most of the countries concerned, a rapidly growing population 

after 1973 represented a mere continuation of the pre-1973 trend, 

and so these economies were already geared up to providing a rapidly 

growing number of jobs. It is not surprising that their unemploy¬ 

ment after 1973 was on average no worse than in those countries with 

a slower growth of working age population throughout. However, an 

acceleration in population growth after 1973 might be expected to put 

countries at a disadvantage as compared to those where population 

growth slowed down. Indeed, changes in population growth of work¬ 

ing age after 1973 are significantly correlated with changes in unem¬ 

ployment (Equation 2). The R2 implies that nearly one-third of the 

variance of unemployment increases over the period 1973-85 as a 

whole can be accounted for by changes in the growth of working-age 

population. Whilst population of working age can be manipulated by 

immigration policies (see section IV for the cases of Austria and 

Switzerland), other changes in population growth (such as occurred 

in Japan), are entirely fortuitous. Any effect they may have had on 
unemployment since 1973 is exogenous. In the preceding section, we 

showed that demographic factors do not explain why total unemploy¬ 

ment has risen in the OECD as a whole. However, the evidence 

presented here suggests that such factors do help to explain why 

certain countries have been worse hit by unemployment than others. 

Extreme examples are Japan, which had the biggest slow-down in 

population growth (-0.8 per year), and Ireland with the biggest 

acceleration (0.9 per cent per year). 
In a few countries, a faster release of people out of agriculture after 

1973 seems to have exacerbated unemployment problems, Ireland 

and Spain being the obvious examples. In most other countries, 

however, the worsening unemployment situation has reduced the 

exodus from agriculture (often substantially), and thus helped to 

keep down the rise in measured unemployment. Not surprisingly, 

given this complex pattern, non-agricultural population growth is 

only a little better as an explanatory variable than total population 

growth in accounting for the diversity of unemployment experience 

(Equation 3).8 
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A rise in the participation rate adds to the growth of the labour 

force. If such movements were independent of employment oppor¬ 

tunities reflecting only underlying social developments (extension of 

education, changes in provision of child care, and so forth), then 

rising participation rates would tend to be associated with rising 

unemployment. Over the years since 1973 the reverse pattern oc¬ 

curred (Equation 4), with unemployment changes being inversely 
correlated with changes in participation. 

We anticipated that this negative relationship between unemploy¬ 

ment and participation rates would be stronger for women than for 

men, in line with the conventional wisdom that women are more likely 

to move in and out of the recorded labour force in response 

to economic conditions. In fact, the negative relationship between 

unemployment and participation rates applies only to men (Equations 
5 and 6). Presumably, men who lost their jobs were more able than 

women to leave the labour force via the less financially painful route of 
early retirement. 

Despite the absence of a cross-sectional relationship between changes 

in female participation and wnemployment rates, the female labour 

force does seem to respond to employment opportunities. Regressing 

participation rate changes on changes in the employment rate (Equa¬ 

tion 35), shows a strong positive relationship. The coefficient of nearly 

0.7 implies that for every 10 extra women’s jobs created after 1973 (over 

and above those necessary to keep pace with population growth) 

registered unemployment was, on average, held down by only 3. It is 

interesting to note that female participation has frequently outstripped 

job opportunities, so that female unemployment has risen despite a 

rapid increase in jobs for women. The most striking example is the 

Netherlands which has experienced the biggest percentage rise in 

female participation and the second biggest rise in the female employ¬ 

ment rate combined with the third biggest increase in female unem¬ 

ployment (Table 6.5). A possible explanation of this phenomenon is 

that much of the additional female employment consists of part-time 
jobs taken by married women. So a rapid expansion of employment in 

this category does not preclude rising unemployment amongst women 

seeking full-time jobs. 

Whilst the picture on the supply side of the labour market is 

complex, and our analysis leaves a number of intriguing loose ends, 

some basic conclusions are clear. There is a tendency for unemploy¬ 

ment to rise less in those countries where growth of population of 
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working age has slowed down after 1973. In addition, reduced employ¬ 
ment opportunities have a depressing effect on participation rates. This 
makes the growth of the labour force partially endogenous. These two 
effects work in opposite directions and over the period 1973-85 have 
statistically counterbalanced each other. As a result, there is no 
cross-sectional relationship between labour-force growth and unem¬ 
ployment changes over this period (Equation 7). 

II.3 Employment Patterns 

The growth of unemployment is simply the difference between the 
growth of the labour force and the growth of employment. There were 
very large differences between countries in the rate of employment 
growth, and these did not simply mirror differences in labour-force 
growth. As a result, the trend of unemployment was significantly 
affected by employment growth (Equations 8-10). The coefficient 
of 0.2 for the period as a whole implies that every 1 per cent faster 
growth of employment was associated with 0.2 per cent per year 
slower rise in unemployment—the remainder being accounted for 

by a faster growth of the labour force.9 
Labour can, in principle, move between sectors of the economy. It 

would therefore be natural to expect that unemployment would be 
more closely correlated with total employment than with employ¬ 
ment in any particular sector. The most striking result of our statis¬ 
tical analysis is that this is not so. The change in the growth rate of 
industrial employment is a much better predictor of relative unem¬ 
ployment performance since 1973 than is total employment (Equa¬ 
tions 17-19). Furthermore, the correlation between unemployment 
changes and the growth of sectoral employment is a good deal 
stronger in the case of industry than services (Equations 23-6). 

Thus the rise in unemployment after 1973 has a strongly structural 
character. This seems particularly true of the years since 1979, 
during which some three-quarters of unemployment diversity is sta¬ 
tistically explained by variations in the reduction of industrial em¬ 
ployment (Fig. 6.1) The much weaker correlation over the period 
1973-9 is partly accounted for by the extreme case of Switzerland 
which took special efforts to preserve a low rate of measured unem¬ 
ployment despite a big fall in industrial jobs. But even omitting 
Switzerland the correlation is much weaker than after 1979 (see 

Equations 20-2). 
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Growth of industrial employment (% p.a.) 

FIG. 6.1 Unemployment and industrial employment, changes 1973-1985 
(% p.a.) 

After discovering this relationship, we anticipated that industrial 

employment would prove a stronger predictor of male unemploy¬ 

ment than female unemployment; after all, around three-quarters of 

industrial jobs are held by men, and women also have greater access 

to service jobs. This expectation was confounded by Equations 27- 

32, which show that total industrial employment was as closely 

correlated with female as with male unemployment.10 
To summarize with Equation A1 in Table 6.A5 (total unemploy¬ 

ment, whole period), the coefficient indicates that a 1 per cent a year 
speed-up in population growth contributed about 0.4 per cent per 

year to unemployment, whilst a 1 per cent a year slow-down in the 

rate of provision of industrial jobs raised unemployment by 0.23 

percentage points per year (about twice the statistically insignificant 

coefficient for services employment). Since industrial employment 

was about one-third of the total, the latter coefficient implies that 

most of the slow-down in industrial employment was reflected in 

rising unemployment rather than in more people working in services. 

Differences between the coefficients for men and women are general¬ 

ly rather small. The variables shown in these equations ‘account for’ 
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about two-thirds to three-quarters of the overall variance in unem¬ 

ployment growth. The degree of explanation is much the same for 

each sub-period and when employment is split up by gender. 

The greater importance of industrial jobs in determining measured 

unemployment may be explained as follows. Amongst industrial 

workers the vast majority are full-time (around 95 per cent in the 

UK and Germany in 1983—Schoer 1987). Their skills are often 

specific to industrial work and of little use elsewhere in the economy. 

Moreover, industrial employment is often geographically concen¬ 

trated in particular areas. When there is a major decline in industrial 

employment this cannot be achieved through natural wastage, but 

only through wholesale redundancies in which large numbers of 

middle-aged workers are laid off. As a result, the local labour market 

in the industrial areas may be flooded with relatively immobile 

middle-aged workers, without the skills for immediate redeployment 

elsewhere in the economy. Even when the decline in industrial 

employment is achieved by natural wastage the result is a drying-up 

of job opportunities for the children of the many industrial workers 

living in the area. 
In principle a decline in industrial employment can be offset by 

increasing employment in services. However, if the industrial decline 

is severe, this is unlikely to be sufficient. Most service employment, 

such as health, education, local administration, and distribution is 

population-based and spread relatively uniformly around the eco¬ 

nomy. Such population-based employment has limited potential as a 

device for combating severe regional unemployment. Some service 

activities (for example, producer services) are more geographically 

mobile, but they often require different skills from those available in 

the old industrial areas. Moreover, many of the new service jobs 

created nowadays are part-time and do not provide adequate replace¬ 

ment for full-time industrial jobs. As a result, they are frequently 

occupied by married women drawn back into the labour force, rather 

than displaced industrial workers. Thus the growth of service em¬ 

ployment may have only a limited impact on the unemployment 

created by the loss of industrial jobs. 
The rise in unemployment, especially after 1979, has substantially 

the character of an industrial crisis. A number of countries (Spain, 

UK, Belgium, Ireland, Netherlands, France) lost industrial jobs at a 

very rapid rate (2.4 to 3.8 per cent per year), and unemployment 

increased sharply despite the fact that in some of these countries 
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(UK and Netherlands) service employment continued to grow as 

fast or faster than before 1973. In some other countries (Japan and 

Canada), where the growth rate of industrial employment also slowed 

down a great deal, the situation was eased by a very substantial 

slow-down in the growth rate of the population. 

A substantial part of the female labour force consists of women 

who require full-time work. Most industrial employment is full-time, 

so a reduction in this type of employment directly reduces the 

number of full-time jobs available for women. Moreover, if the 

decline in industrial employment is geographically concentrated it 

may have a knock-on effect in certain types of local service employ¬ 

ment through its effect on local incomes (for example, distribution), 

thereby reducing still further the amount of full-time employment 

available for women. The increase in measured unemployment refers 

mainly to a section of the female labour force directly or indirectly 

affected by the decline in industrial employment, whilst the simul¬ 

taneous creation of new service employment may provide jobs for 

women not previously in the official labour force and not, therefore, 

officially classified as unemployed. 

II.4 General Economic Performance 

At this point it may be helpful to round out the picture by consider¬ 

ing the relationship between production and unemployment. Has the 

ability to keep unemployment down flowed directly from success in 

maintaining growth rates of output, for example? 
In fact, the relationship between unemployment and GDP growth, 

far from being very close, is barely if at all significant (Equations 

37_40). Those countries which have maintained low unemployment 

rates have done so with widely differing rates of GDP growth and of 
GDP slow-down (Fig. 6.2 illustrates this rather striking result). This 

does not, of course, imply that ceteris paribus an individual country 

would not have achieved lower unemployment by faster output 

growth. 
The relationship with industrial output is a little bit stronger 

(Equations 51-3), but is much weaker than with industrial employ¬ 

ment. This suggests that the maintenance of industrial output 

growth was neither a necessary nor sufficient condition for maintain¬ 

ing industrial jobs. It was only in the second sub-period (1979-85) 

that GDP and industrial growth (and slow-downs) bore a significant 
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FIG. 6.2 Unemployment and GDP, 1973-1985 

relationship to unemployment; this could perhaps be explained by 

the reduced importance of employment protection policies by gov¬ 

ernments (and resistance to lay-offs by unions) which had attenuated 

the relationship between output and unemployment after the first oil 

shock.11 

Investment plays a complex role in unemployment deter¬ 

mination—driving up output through direct demand effects and 

through enhanced competitiveness but reducing the employment 

requirements per unit of output through the incorporation of labour- 

saving technology. The relationship between investment and unem¬ 

ployment increase is a bit more significant than GDP (Equations 

41-3). Since it is also more significant than industrial output it 

cannot simply reflect the fact that investment demand is an impor¬ 

tant component of industrial output. Moreover, since productivity 

growth is if anything positively related to unemployment increase 

(Equations 44 and 45), it cannot be because high investment has 

maintained productivity growth and competitiveness.12 A possible 

explanation could be that the ability to maintain investment growth 

is an indication of the degree of employer confidence which is simul¬ 

taneously reflected in the maintenance of employment. 
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FIG. 6.3 Unemployment and consumption per head, 1979-1985 

The years since the late 1960s have seen a pronounced slow-down 

in productivity growth and deterioration in the terms of trade in the 

OECD countries (see Chapter 2). The failure of real wages to re¬ 

spond flexibly to these conditions is a popular explanation for the 

subsequent increase in unemployment.13 On a cross-section basis 

over the period 1973-9 there was a tendency for those countries with 

faster product wage growth (or less of a slow-down) to exhibit a 

bigger increase in unemployment. About one-quarter of the variance 

in unemployment changes is statistically explained by the behaviour 

of product wages during this period (Equations 54-8). After 1979, 

however, the relationship is not significant at all. It seems likely that 

the industrial crises which provoked the big increases in unemploy¬ 

ment after 1979 reflected far more deep-seated problems than a 

temporary rise in product wages. 
Finally (Equations 46-50), increased unemployment was strongly 

correlated with the growth of real consumption per head of popula¬ 

tion over the final sub-period 1979-85 (Fig. 6.3); but not at all 

during the years 1973-9. This underlines again the different charac¬ 

ter of the two sub-periods. During the first period, it appears that 

the ability to contain unemployment was largely independent of the 
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extent to which economic circumstances were squeezing what was 

available for consumption (via slower growth, terms of trade effects, 

and so forth). In the harsher climate after 1979 economic ‘realities’ 

reasserted themselves and slow growth of consumable resources was 

frequently, although not universally, off-loaded on to one section of 

the population—the unemployed—who took a major cut in con¬ 

sumption. Impressive, therefore, was the performance of those coun¬ 

tries (Japan and Italy stand out) which held down unemployment 

after 1979 despite a much slower growth of consumption per head 

than prior to 1973. Conversely the performance of the UK since 1979 

was particularly poor in that there was a very large rise in unemploy¬ 

ment despite a relatively small fall in the growth of consumption. 

Table 6.A6 shows the results of a multivariate analysis relating the 

growth of unemployment to the slow-down of population of working 

age and changes in the growth rates of GDP and product wages. A 

little over one-third of the variance in unemployment increases is 

accounted for by these variables.14 Population slow-down is always of 

significance in reducing a rise in unemployment, GDP more or less 

significant and product wages only in the first sub-period. The lack 

of significance of the product wage rate in the second sub-period is 

probably misleading. The wage measure used here is pre-tax and 

includes such items as employers’ contributions to social security. 

Later on, when discussing the so-called ‘star performers’, we shall 

suggest that a more appropriate variable, especially in recent years, 

may be the post-tax real wage. Unfortunately, international statistics 

on this latter variable are not readily available. 

II.5 Conclusion 

It is clear that economic growth is only loosely correlated with 

unemployment; countries with similar economic growth rates have 

widely differing rates of unemployment. The impact of population 

growth on unemployment, which has generally been neglected, clear¬ 

ly deserves stress. Some countries, notably Japan, benefited substan¬ 

tially from a fortuitous slow-down in population growth of working 

age at the time economic conditions deteriorated. Most significantly 

the role of structural change, and in particular of industrial employ¬ 

ment, is of central importance in understanding the variation in 

unemployment performance. The massive rise in unemployment, 

which is concentrated in a number of European economies—France, 
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Germany, UK, Netherlands, and Belgium with Ireland and Spain on 

the fringes suffering even more severely—has substantially the char¬ 

acter of an industrial crisis. The countries which have succeeded in 

keeping unemployment down have in some way or other escaped 

from or contained this crisis. 
Our analysis suggests, therefore, that two conditions are required 

for a country to maintain a low level of unemployment: 

(i) Industrial Employment. Wholesale redundancies must be avoided 

and any decline in industrial employment must be gradual. If 

this condition is not satisfied, the result will be structural unem¬ 

ployment which cannot easily be eliminated through the creation 

of additional service employment. 
(ii) Service Employment. Sufficient service employment must be cre¬ 

ated to absorb new entrants to the labour market (be they young 

people or married women) plus transfers from the industrial 

sector (on the modest scale assumed under condition (i)). If 

condition (ii) is not satisfied the result will be an increase in 

measured unemployment even if industrial employment holds up 

reasonably well. 

The final sections of the chapter will examine the extent to which, 

and more importantly how, the so-called ‘star performers’ have met 

these conditions and thereby held down employment.15 

III. LABOUR MARKET PERFORMANCE 

COMPARED 

From the preceding discussion, it is clear that various indices can be 

used to measure the labour-market performance of a country. In 

Table 6.7 the countries of our sample are ranked according to a 

number of such indices. Two of these indices are concerned with 

unemployment, as officially measured, and the remainder with em¬ 

ployment. There is a well-defined correlation between the various 

rankings; however, it is by no means perfect. Only Norway does well 

according to all of the indices shown in the table, although the 

performance of Sweden is also very impressive. At the opposite end 

of the spectrum are Belgium, France, and Spain whose performance 

is uniformly bad. These countries have all experienced a dramatic 

reversal of fortunes since 1973. The table also reveals examples of 

inconsistency among the various indices. For example, Switzerland 
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Table 6.7. Ranking of employment performance3 

Level in 
1985 

Growth rate 1973-85 Change in 
growth rate 
1960-73 to 
1973-85 

U/L E/P U/Lb E/P E En E/P E En 

Switzerland 1 5 3 16 16 16 17 18 18 

Norway 2 2 2 1 3 2 4 2 2 

Japan 3 6 4 7 7 7 5 9 17 

Sweden 4 1 1 2 6 9 3 3 3 

Austria 5 11 7 12 12 13 10 5 6 

New Zealand 6 12 9 9 4 6 9 15 11 

Finland 7 4 6 6 10 8 2 4 10 

US 8 7 5 3 2 3 6 6 4 

Denmark 9 3 12 5 11 12 11 13 13 

Australia 10 10 11 10 5 5 14 17 16 

Germany 11 13 13 17 18 18 15 11 9 

Italy 12 16 8 8 9 4 1 1 1 

France 13 14 14 15 13 14 12 14 15 
Canada 14 8 10 4 1 1 8 12 12 

UK 15 9 15 13 15 15 13 10 7 
Belgium 16 15 16 14 17 17 18 16 14 
Netherlands 17 17 17 11 8 11 7 8 5 
Ireland 18 18 18 18 14 10 16 7 8 
Spain 19 19 19 19 19 19 19 19 19 

a Rankings are based on fastest employment growth (highest level) and slowest unemploy¬ 

ment growth (lowest level). 
b Refers to absolute change in U/L; all other ratings refer to percentage growth rates. 

Note: U/L = unemployment as percentage of labour force (national definitions); E = civil 
employment; En = non-agricultural employment (= industry and services); P = population 

aged 15-64 years. 

Source: Tables 6.4, 6.5, 6.A1. 

has maintained a low level of measured unemployment, yet its record 

on employment growth during this period is amongst the worst. The 

reason for this anomaly is a reduction in the labour force since 1973, 

which is unique to the sample (see Table 6.6). The opposite case is 

Canada, which has experienced the highest rate of employment 

growth in our sample, yet also has a very high rate of unemployment 

(more than 10 per cent), due to a 36 per cent increase in the labour 

force. In this respect the US is similar to Canada. 

A final interesting case is Italy. It is one of the few in our sample 

where employment growth has accelerated since 1973 (see Table 
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FIG. 6.4 Percentage unemployment in OECD countries3 
aOECD standardized unemployment rate. Source: OECD Labour Statistics, 

plus authors’ estimates 

6.6). Moreover, Italy is the only country where non-agricultural 

employment (i.e. industry and services combined) has grown faster 

since 1973 than before. However, because of a steep rise in female 

participation rates, Italy’s unemployment rate has actually risen. 

III. 1 The ‘Star Performers’ 

The above examples illustrate the difficulties involved in choosing an 

index of labour-market performance. In the discussion which follows 

we shall focus our assessment of performance on unemployment 

rates as standardized by the OECD (where available). To avoid the 

distortion involved in choosing a single year, we shall take as our 

index a three-year average of unemployment rates for the period 

1984-6. From Fig. 6.4 we can identify only five ‘star performers’ 

which have kept measured unemployment really low since 1973; 

Switzerland, where the unemployment rate was still only 1 per cent 
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Table 6.8. The star performers: employment performance 1973-1985 
compared (average annual % growth rates) 

Norway Sweden Japan Austria Switzerland 

Whole economy 
Employment 1.7 0.9 0.8 0.1 -0.3 
Labour force 1.7 0.9 1.0 0.4 -0.2 
Population 0.6 0.2 0.9 0.7 0.5 
Participation rate 1.1 0.7 0.1 -0.3 -0.7 

Employment by sector 
Industry 0.0 -0.9 0.3 -1.2 -1.7 
Services 3.1 2.1 1.9 1.8 1.0 

Participation rates 
Male 0.1 -0.2 -0.2 -0.4 -1.0 
Female 2.5 1.9 0.5 -0.2 -0.1 

Share of part-time 
employment 0.5 0.6 0.2 0.2 na 

Source: Tables 6.5, 6.6, 6.A2, 6.A3, and OECD Labour Force Statistics. 

in the mid 1980s; then Norway, Japan, Sweden, and Austria where 

unemployment was in the range of 21/2-31/2 per cent.16 

111.2 Common Features 

Let us now consider what features, if any, our star performers 

(Switzerland, Norway, Japan, Sweden, and Austria) have in common 

(see Tables 6.8 and 6.9). We shall consider three types of features 

structural change; industrial production; wages and consumption. 

111.3 Structural Change 

Earlier we argued that for a country to maintain a low rate of 

measured unemployment: (i) any decline in industrial employment 

must be gradual, and (ii) service employment must grow sufficiently 

fast to absorb new entrants to the labour market plus transfers from 

the industrial sector. Of our star performers, Norway and Japan 

conform to this pattern well, and Sweden moderately well. All three 

have experienced a fairly slow decline in industrial employment over 

the period 1973-85 as a whole, and also within both sub-periods 

1973-9 and 1979-85. Moreover, all three have had a sufficient 

increase in service employment. As a result, all three have experi- 
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Table 6.9. The star performers: output and consumption compared 1973— 
1985a (average annual % growth rates) 

1973-9 1979-85 1973-85 

GDP (per head) 
Switzerland -0.4 0.9 0.3 
Norway 4.3 2.5 3.4 
Japan 2.8 3.1 3.0 
Sweden 1.7 1.5 1.6 
Austria 2.5 0.8 1.7 
OECD 1.4 1.0 1.2 
Industrial production (per head)b 
Switzerland -0.7 0.4 -0.2 
Norway 6.8 3.2 5.0 
Japan 2.3 4.5 3.4 
Sweden 0.7 1.5 1.1 
Austria 2.0 0.4 1.2 
OECD 0.5 0.6 0.6 
Manufacturing output (per head)b 
Switzerland -1.0 0.2 -0.4 
Norway -0.4 -0.6 -0.5 
Japan 2.6 7.0 4.8 
Sweden 0.4 1.3 0.9 
Austria 2.3 1.2 1.8 
OECD 0.9 1.2 1.1 

Personal consumption (per head) 
Switzerland 0.7 0.2 0.5 
Norway 3.3 2.2 2.8 
Japan 3.3 1.7 2.4 
Sweden 1.7 0.1 0.9 
Austria 2.8 0.7 1.7 
OECD 1.9 0.8 1.4 

a Per head of population aged 15-64. 
b Real value added, except Switzerland where figures refer to gross product. 

Source: OECD Historical Statistics, Main Economic Indicators, National Accounts. 

enced only a very small increase in measured unemployment since 

1973. 
Austria fits the pattern less well. Industrial employment in Austria 

has fallen quite fast, especially since 1979, whilst the growth rate of 

service employment has been equal to the OECD average. Such a 

combination would normally lead to a noticeable rise in measured 

unemployment. This has been largely avoided in Austria because 

many of those who have lost their jobs are foreigners who are not 
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included in the official statistics on Austrian unemployment. The 

increase in such hidden unemployment is reflected in the overall 

participation rate which has fallen noticeably since 1973 (Table 6.6). 

Even more anomalous is the case of Switzerland, where service 

employment has stagnated whilst industrial unemployment has fallen 

dramatically. Yet measured unemployment remains negligible. As in 

the case of Austria, the reason is that unemployment in Switzerland 

has been either exported to other countries or simply ignored by 

official statistics. 

111.4 Industrial Production 

As we have seen earlier, there is a degree of inverse correlation be¬ 

tween industrial growth and unemployment. Countries which have 

experienced the greatest increase in industrial production per capita, 

have in general experienced the smallest rise in unemployment. The 

reasons are obvious. Rapid growth in industrial production makes it 

easier to maintain industrial employment, and hence avoid some of 

the structural problems which contribute to unemployment. It also 

provides in a painless fashion the material resources required to 

support expanding employment in the service sector. Of our star 

performers, Norway and Japan conform unambiguously to this 

general pattern, and Austria fits it quite well. Sweden is a striking 

exception. Over the period 1973-85 as a whole, industrial produc¬ 

tion in Sweden has risen very slowly indeed (Table 6.9). Yet the 

country created a massive number of new jobs and experienced 

virtually no rise in measured unemployment. The Swedish example 

is important. It proves that rapid industrial growth, although help¬ 

ful, is not absolutely essential for large-scale job creation and full 

employment. Under the right social conditions, both objectives can 

be achieved without rapid growth. Switzerland is another excep¬ 

tion. Industrial production has stagnated but for reasons mentioned 

above, and discussed at length below, measured unemployment has 

remained negligible. 

111.5 Wages and Consumption 

Consumption per capita is strongly influenced by pre-tax real wages, 

the share of wages absorbed by taxes, the proportion of wages saved, 

and finally, the proportion of the adult population in employment. 
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The behaviour of these variables during the period 1973-85 shows 

considerable variation within the group of star performers. In Aus¬ 

tria and Japan, both pre-tax wage rates and per capita personal 

consumption rose more or less continuously. In Switzerland, real 

wage rates also rose continuously. However, total employment fell 

and the population rose, so wages per head of population remained 
almost stationary. This explains why per capita personal consump¬ 

tion in Switzerland hardly changed over the period 1973-85 despite 

a fairly rapid growth in real wage rates. In Sweden the situation was 

reversed. Real wage rates fell noticeably from 1977 onwards (see Fig. 

6.5). However, this was accompanied by a large increase in female 

employment, mainly in the public services. As a result, total family 

income and average personal consumption were maintained. 

Interestingly, Switzerland and Sweden have had much the same 

growth of personal consumption per head. However, in Switzerland 

an increasing fraction of the population is without employment, 

whilst in the Swedish model a growing fraction of the population 

is employed. Thus, in terms of personal consumption of a typical 

family, the two models are similar. However, the Swedish model 

involves a much faster growth of public services and is, thus, super¬ 

ior both in terms of overall living standards and opportunities to 

participate in paid employment, especially for women. 

The case of Norway is interesting because during the years of 

its oil boom the country combined Swedish-style social policy with 

Japanese-style industrial growth. Real wages were kept down whilst 

industrial productivity increased because of oil production. The re¬ 

sulting oil profits were taxed to finance an increase in public sector 

employment for women, together with a large rise in incomes for 

farmers. Despite the virtual freeze on real wages, many families re¬ 

ceived a substantial increase in total income and personal consumption. 

IV. THE EXPERIENCE OF INDIVIDUAL 

COUNTRIES 

IV. 1 Switzerland 

Switzerland is frequently praised as a shining example of how to 

combine stable prices with full employment—a model of labour- 

market ‘flexibility’. In fact, its economic performance since 1973 

has been very poor. Whilst it is true that Switzerland has experi- 
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FIG. 6.5 Real wages in Sweden, a = Total labour cost deflated by net price 
index, b = Compensation after tax deflated by net price index, c = 
Compensation after tax deflated by consumer price index. Note: Calcula¬ 
tions are based on yearly income for a single industrial worker, engineering. 
Source: OECD Economic Survey of Sweden, May 1984 

enced one of the lowest inflation rates in the OECD since 1973, this 

has been purchased at enormous cost in terms of output and em¬ 

ployment. The result has been a massive, but hidden, rise in 
unemployment. 

Over the period 1973-85 Switzerland experienced the slowest 

GDP growth of any country in our sample (0.3 per cent p.a.). The 

fall in manufacturing output was second only to the UK. This 

performance on the output side was accompanied by a large fall in 

total employment. In almost any other country, such a fall in em¬ 

ployment would have led to a massive rise in measured unemploy- 
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ment. However, this did not happen in Switzerland. Many of the 

workers who lost their jobs were foreigners with temporary residence 

permits. By agreement between the unions and employers, such 
people are the first to be fired when jobs are eliminated and the last 

to be hired when new jobs become available. On being fired, unless 

they can find a new job quickly, they must leave the country. This 

mechanism provides a safety-value which permits a considerable 

reduction in employment to occur without having Swiss nationals 

unemployed. It also allows the Swiss to export their unemployment 

to surrounding countries. This mechanism was particularly import¬ 

ant after the first oil shock. Over the period 1973-7 total employ¬ 

ment fell by 280,000 (8.7 per cent), and the number of foreign 

workers in the labour force was reduced by 251,000. There was 

virtually no increase at all in unemployment as officially measured, 

which rose by a mere 12,000. Of course, Switzerland has not been 

the only country to behave in such a fashion. Germany and Austria 

have also kept down their unemployment rates by excluding fore¬ 

igners, but neither has done so on quite the scale practised by 

Switzerland. 
The large-scale exclusion of foreigners is no longer a viable option 

in Switzerland. The country’s ability to maintain near-full employ¬ 

ment more recently is due to trends in participation rates. Women’s 

participation rate has remained virtually stationary since 1977 (in 

most other OECD countries it has risen strongly). For men the 

participation rate has been falling in virtually all OECD countries, 

but in Switzerland the decline has been amongst the fastest (see 

Table 6.5). 
A simple calculation will illustrate the combined importance of 

these two factors. Assume that both the number of foreign workers 

and the overall participation rate had remained constant since 1973. 

By 1983 there would have been an additional 504,000 people in the 

Swiss labour force. Given the number of jobs actually available in 

1983, this addition to the labour force would have meant a twenty¬ 

fold increase in unemployment (from 26,000 to 530,000). Instead of 

an unemployment rate of 1 per cent the figure would have been 15 

per cent, which is higher than in any OECD country in our sample 

with the exceptions of Ireland and Spain. This is, of course, only an 

illustrative calculation. Even so, it does indicate the orders of magni¬ 

tude of the exported and hidden unemployment. 
Despite its supposed commitment to free trade and ‘labour-market 
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- Productivity3 

-Real labour costs*3 

FIG. 6.6 a = Productivity = GDP per person in civil employment at 1980 
prices, b = Real labour costs = compensation per employee (including 
employer’s contributions to social security and the like), deflated by GDP 
deflator. Source: OECD National Accounts and Labour Force Statistics. 

flexibility’, Switzerland is really a good example of so-called ‘Euro¬ 

sclerosis’.17 Indeed, the country has been strongly criticized by the 

OECD for its failure to restructure its industry by developing new 

products or shifting into new activities with long-term market poten¬ 

tial (see OECD 1984, p. 40). Switzerland has restructured by cutting 
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back and rationalizing old sectors, but has not yet developed suf¬ 

ficient new activities. This explains why total industrial output has 
stagnated since 1973. 

Another striking feature of the Swiss economy is the relatively fast 

growth of labour costs, which have risen by around 25 per cent in 

real terms since 1973 (Fig. 6.6). Given the weak state of the Swiss 

economy and its lack of dynamism, this rise in labour costs may well 

have been a factor behind the stagnation of output and the collapse 

of employment. Those who have managed to keep their jobs in 

Switzerland have done quite will since 1973, but this may have been 

at the expense of others who have lost their actual or potential jobs 

during this period. The Swiss economy is sometimes praised because 

of its apparent ability to combine a commitment to free market 

economics with a decentralized system of consensual labour rela¬ 

tions. In terms of output and employment, this combination has 

been a clear failure since 1973. Contrary to the common perception, 

the Swiss achievement has been to provide the core labour force with 

a rising standard of living at the expense of marginal groups excluded 

from this charmed circle. 

IV.2 Japan 

Both manufacturing output and industrial production as a whole 

have grown rapidly in Japan (Table 6.9). This growth is almost 

certainly of greater importance in explaining Japan’s low unemploy¬ 

ment than the ‘lifetime’ employment policies of large industrial com¬ 

panies. Such policies have helped to keep unemployment down in 

the short run, but this has been against a background of continued 

growth. It is questionable how far these policies could withstand 

prolonged economic stagnation of the kind experienced in much of 

Europe. Besides, lifetime employment policies cover only a part of 

the industrial work-force and do not explain why industrial employ¬ 

ment has held up so well in many smaller companies. 
Labour-hoarding during recessions is a well-established feature 

of the Japanese economy (OECD 1986; Hamouda and Kurosaka, 
1986; Aoki, Chapter 7 below). However, the importance of this 

factor should not be exaggerated. During the industrial crisis follow¬ 

ing the 1973 oil shock, employment fell sharply—by 10 per cent for 

males and 13 per cent for females.18 Some of this reduction occurred 

through lay-offs, often by small firms not operating lifetime employ- 
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ment policies, and some through lower recruitment by firms of all 

kinds. In most countries, such a large reduction in manufacturing 

employment would soon be reflected in official unemployment statis¬ 

tics. However, in Japan many of those who became unemployed 

were officially classified as economically inactive, and thus excluded 

from the unemployment statistics. This is especially true for women 

in the age group 25-54 years, whose labour-force participation de¬ 

clined by about 4 per cent between 1973 and 1975. With the excep¬ 

tion of Switzerland no other country experienced anything like such 

a fall in female participation during these years. 
Over the period 1973-85 employment growth in Japan has been 

about average for the OECD (Table 6.7). However, it has been much 

slower than in the preceding period 1960-73. The difference is most 

striking for non-agricultural employment (i.e. industry and services 

combined), where the growth rate has fallen from 3.0 per cent p.a. in 

the first period to 1.3 per cent p.a. in the second. Only Belgium and 

Switzerland have experienced a comparable decline in employment 

growth (Table 6.7). Why has this not led to mass unemployment in 

Japan? In purely statistical terms the answer is as follows. As em¬ 

ployment growth has slowed in the non-agricultural sector, there has 

been a virtually identical slow-down in labour-force growth in this 

sector of the economy. Prior to 1973, employment and labour force 

in the non-agricultural sector both grew extremely fast at about the 

same rate; since that year they have both grown far more slowly, 

though again at about the same rate. As a result, measured unem¬ 

ployment has not altered very much.19 Of the 1.6 per cent reduction 

in non-agricultural labour-force growth after 1973, about half is 

due to slower population growth and half to the reduced outflow of 

population from agriculture. 

To illustrate the orders of magnitude, suppose that population 

growth had continued after 1973 at its previous rate. Then, ceteris 

paribus, given the actual growth in non-agricultural employment, the 

measured unemployment rate by 1985 would have been around 12 

per cent. Moreover, if in addition the outflow of population from 

agriculture had continued on the pre-1973 scale, then by 1985 mea¬ 

sured unemployment in Japan would have been around 20 per cent 

of the labour force. Of course, faster growth in the non-agricultural 

labour force would probably have spontaneously induced some addi¬ 

tional employment in the non-agricultural sector, so the rise in 

unemployment would have been less than the figures above suggest. 
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Table 6.10. Non-agricultural employment and labour force: Japan, 
1960-1985 (% p.a.) 

1960-73 1973-85 Change3 

Contributions to labour force growth 
Total population5 1.7 0.9 -0.9 
Shift from agriculture0 1.2 0.3 -0.9 
Non-agric. population (= (1) + (2)) 2.9 1.2 -1.8 
Non-agric. participation rate 0.0 0.2 0.2 
Non-agric. labour force (= (3) -1- (4)) 2.9 1.4 -1.6 

Employment growth 
Industrial employment 3.4 0.3 -3.1 
Service employment 2.7 1.9 -0.8 
Non-agric. employment 3.0 1.3 -1.7 

a note rounding errors. 
b aged 15-64 years. 
c = gp — gp, where Pn and P are, respectively, non-agricultural and total population aged 

15_64 years; for the definition of non-agricultural population see note 8. 

Source: OECD Labour Force Statistics. 

However, one should not exaggerate the ability of the Japanese 

economy to generate employment under the harsher world economy 

conditions of the past 15 years. The lifetime employment system of 

large companies is reasonably good at preserving employment for 

existing workers, but it is not designed for the creation of jobs for 
people not already in employment.20 To have achieved this objective 

would have required a deliberate government policy, either to prom¬ 

ote much faster growth of output, or else to reduce the rate of 

productivity growth and thereby encourage firms to employ addition¬ 

al labour. 

IV.3 Norway21 

Like Japan, Norway has experienced a large increase in industrial 

production since 1973. This is mainly due to the growth of oil pro¬ 

duction; in the manufacturing sector output has remained virtually 

constant since 1973. In most countries, such a prolonged stagnation 
m manufacturing output would have been accompanied by large 

scale redundancies and considerable unemployment (OECD 19856). 

jjj Norway oil revenue has been used to subsidize ailing firms and 

slow the fall in manufacturing employment. As a result manufactur¬ 

ing employment fell by only 6 per cent during the period 1973-85. 
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Norway has also used oil revenues to finance government employ¬ 

ment, which has risen by more than 40 per cent since 1973. The 

deliberate use of oil revenues to preserve and create employment 

stands in stark contrast to the use of oil revenues in the UK under 

the Thatcher government. The Thatcher government has encouraged 

private firms to lay off workers, whilst at the same time reducing 

government employment. As a result, total employment has fallen 

and there has been a spectacular rise in unemployment. The cost of 

supporting the unemployed is considerable and absorbs much of the 

UK’s oil revenues. 

The difference between Norway and the UK is not an accident, 

nor is it the result of ‘mistakes’ in UK policy. It is due to profound 

political differences between the two countries. In Norway, there is a 

durable compromise between social classes, under which the main¬ 

tenance of full employment is one of the main objectives of govern¬ 

ment policy. Such a compromise is feasible because both workers 

and employers are centrally organized, and each organization can 

bargain on behalf of its members and ensure they largely abide by 

the terms of the agreement. On the union side, a condition for co¬ 

operation is that the government pursue a full employment policy. 

In return they contain their wage demands within limits consistent 

with this objective. Such behaviour is typical of what Mancur Olson 

(1982) calls ‘encompassing’ organizations which represent a broad 

social interest rather than the sectional interest of some narrow sub¬ 

group. By their very nature, encompassing organizations take a 

comprehensive view of events and take into account the macroeco¬ 

nomic consequences of their action. When society is dominated by 

a few such organizations a durable compromise is feasible, indeed 

likely, because each side has a powerful material interest in a com¬ 

promise which helps to stabilize the economy, and will be willing to 

pay a considerable price to make such a compromise work. 

This is, of course, a familiar theme in the literature on ‘corporat¬ 

ism’ and we shall not explore it further.22 Suffice it to say that the 

existence of strong, centralized organizations for capital and labour is 

a major element in Norway’s success in preserving full employment. 

Of these, a strong, centralized trade-union movement is the most 

important, for it allows the working class to act coherently as a class 

and impose full employment policies which might otherwise be re¬ 

jected. The existence of a strong, centralized employers organization 

is a useful bonus but is probably not the vital ingredient in explain- 
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ing why Norway has so resolutely pursued the goal of full employ¬ 

ment. 
Norway provides an extraordinary example of social solidarity. 

Between 1977, when oil and gas production began to build up, and 

1985, total industrial production rose by 44 per cent. Yet there was 

no increase at all in real wages for the bulk of employed workers. 

Instead, the revenues from oil and gas were used to achieve general 

social objectives—to repay the country’s foreign debt; to raise farm 

incomes by around 50 per cent so as to stem the outflow of popula¬ 

tion from the countryside; to expand employment in the public 

services, especially for women; and finally, to maintain employment 

in the geographically scattered manufacturing industry. With the 

exception of Sweden, no other OECD country has displayed any¬ 

thing like this degree of solidarity. In recent times the Norwegian 

economy has suffered a severe blow from the fall in oil prices. As 

a result, the country is now facing a prolonged period of austerity 

and retrenchment. However, given the degree of internal solidarity 

in the country this burden should be widely shared amongst the 

population and, it is hoped, there should be no major increase in 

unemployment. 

IV.4 Austria 

Austria has had a larger than average increase in both manufacturing 

output and industrial production since 1973 (Table 6.9). Even so, its 

growth rate has not been all that impressive and the country has 

suffered from a marked acceleration in the growth rate of working- 

age population since 1973. We would therefore have expected to see 

a much larger rise in unemployment than has actually occurred. 

There are several reasons why unemployment has been kept in 

check. In the industrial sector, much of which is nationalized, de¬ 

liberate efforts have been made to maintain employment (OECD 

1985a). Moreover, many of the workers who have lost their jobs in 

this sector are foreigners who do not appear in Austria s unemploy 

ment statistics. Both the policy of maintaining industrial employ¬ 

ment and reducing the number of foreign workers are a concession to 

Austria’s powerful labour movement (Katzenstein 1984). In Austria, 

as in Norway, there is a social compromise between well-organized 

groups. The exact nature of this compromise and the character of the 

organized groups is somewhat different in the two countries. But in 
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both cases, the labour movement is powerful and centrally organ¬ 

ized. The protection of employment for Austrians is one of the 

central goals of Austrian unions, and in large measure they have been 

able to impose this goal in return for co-operation in broader eco¬ 

nomic policy. Furthermore, because of increased production Austria 

has been able to combine a fairly high degree of employment pro¬ 

tection with rising real wages. However, there are signs that the 

social compromise is beginning to fragment. The political balance 

has shifted against the traditional labour movement in recent years 

and employment protection is no longer such a central plank of 

government policy. The massive subsidies to nationalized industries 

are to be phased out and heavy redundancies are expected. The 

result will almost certainly be a significant rise in unemployment 
(Guardian, 24 July 1987). 

IV.5 Sweden 

This brings us to Sweden. As can be seen from Table 6.9, Swedish 

manufacturing output and industrial production per capita were 

almost stationary over the period 1973-85. Yet during this period 

industrial employment declined slowly and a vast number of service 

jobs, many of them part-time, were created. Both of these develop¬ 

ments were the result of government policy. In the industrial sector a 

massive programme of job protection was implemented following the 

1973 oil shock. The idea was to preserve employment in the older 

sectors of the economy, such as shipbuilding and steel, whilst re¬ 

training workers and developing new industries. This policy was 

very effective, as even the previously sceptical OECD reports (1985c) 

now admit. The Swedish economy has now successfully restructured 

and has been growing quite fast in recent years. All this was achieved 

without the wholesale shake-out which occurred in many other Euro¬ 

pean economies faced with similar difficulties, such as Belgium or 

the UK. As far as service employment is concerned, the crucial 

factor behind the expansion was government employment which rose 

by well over a third during the period 1973-85. One of the objec¬ 

tives of this expansion in government employment was to provide 

jobs for displaced industrial workers, together with new entries to 

the labour market such as young people and married women. 

As in Norway, the conscious pursuit of full employment was the 

fruit of a social compromise in which a strongly organized and 
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centralized labour movement could impose such an objective as the 

price of its co-operation in wider economic policies.23 However, 

there is one crucial difference between the two countries. In Norway, 

the huge increase in the tax revenues from oil provided a ready 

means to finance the protection of old jobs in manufacturing and the 

creation of new jobs in government services. In Sweden, there were 

no oil revenues. On the contrary, the country is a large importer of 

oil and its energy bill was greatly increased by higher oil prices. 

Moreover, total industrial production was virtually stagnant. The full 

employment programme was therefore financed through a combina¬ 

tion of wage restraint and higher taxes. This meant a considerable 

fall in real take-home pay for the average worker (Fig. 6.5). There 

were, of course, compensations. Public services were greatly im¬ 

proved and family pay was often boosted through the provision of 

additional work for married women. Even so, the policy required 
enormous restraint on the part of well-organized workers in the more 

secure areas of the economy. Of all the OECD countries, Sweden 

exhibits the highest degree of social solidarity in the face of adversity 

over the past 15 years. The basis of this solidarity is a well-organized, 

disciplined, and politically conscious working class. The Swedish 

trade unions are not as centralized as in Austria or Norway, being 

divided into two major confederations which are sometimes in dis¬ 

pute with each other.24 Even so, Swedish workers have displayed an 

impressive degree of unity in pursuing the objective of full employ¬ 

ment. Moreover, until now at least, they have been willing to make 

the sacrifices required to achieve this objective. 

IV.6 Concluding Remarks 

The first conclusion of this chapter is unsurprising. It is that there is 

no single factor, either demographic or economic, which accounts for 

the major differences in unemployment performance amongst the 

OECD countries. There is a wide dispersion of patterns of popu¬ 

lation growth, labour force growth, and economic growth within 

which unemployment has been less successfully or more successfully 

contained. Fortuitous changes in population growth have played an 

important and neglected role. Relatively high growth rates of indus¬ 

trial production have clearly helped to keep down unemployment. So 

too has the ability of economies to adapt their employment policies to 

whatever industrial performance they have achieved and to avoid 
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wholesale industrial redundancies. However, these general findings 

do not in themselves explain the mechanisms which lie behind suc¬ 

cess or failure. A closer look at the success stories is required. 

Our list of ‘star performers’ is short: Switzerland, Norway, Japan, 

Sweden, and Austria. Of these, Switzerland is really a failure, and its 

low unemployment rate is extremely misleading. Although there are 

differences, especially between Japan and the European countries, all 

of the genuinely successful countries have had one thing in common. 

They have pursued highly interventionist economic policies, and 

their governments have played a vigorous role in guiding the eco¬ 

nomy and moulding its future. All of them have rejected the laissez- 

faire ideas of the New Right, with its emphasis on deregulation and 

market forces. Yet their performance, in general, has been impres¬ 

sive by international standards and their unemployment record good. 

Even Sweden, whose industrial growth rate was for a time very low, 

is now experiencing an industrial renaissance. 

Our second point concerns the European countries. Three of the 

European star performers—Norway, Sweden, and Austria—are ex¬ 

amples of what has been called ‘social corporatism’. In all of them, 

the working class is powerful and possesses a high degree of organ¬ 

izational unity. This strength and unity allows the working class to 

develop coherent objectives and strike an advantageous bargain with 
other social groups. In particular, it allows this class to establish full 

employment as a major national priority. Not only is such a priority 

accepted by the other social groups, but the working class in return 

honours its own side of the bargain and accepts the sacrifices re¬ 

quired to achieve its employment objectives. Norway, Sweden, and 

Austria are not the only countries which might be classified under 

the heading ‘social corporatism’. Both Denmark and Finland are 

often classified under this heading: in each of them social comprom¬ 

ise is a pervasive phenomenon, and in each of them the labour 

movement is quite strongly organized. However, in neither of them 

is the working class as powerful as in the three former countries, nor 

does it display the same internal coherence and unity of purpose (see 

Fig. 6.7). This may help to explain, perhaps, why full employment 

has not been such a priority in Denmark and Finland, and why these 

countries have higher unemployment rates than do our star per¬ 

formers, Norway, Sweden, and Austria.25 This is only a hypothesis, 
but a plausible one. 

It seems that there are three routes to full employment under 

current conditions in Western capitalist economies. There is the 
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FIG. 6.7 Labour movement strength in various countries. Source: Cameron 
(1984). 

Swiss model in which the unemployed are pushed out of the country 

or simply excluded from the official statistics. There is the Japanese 
model in which a powerful, centralized bourgeoisie formulates a 

coherent strategy for industrial development which it imposes on a 

weak and fragmented working class. This is sometimes called ‘con- 

certation with labour excluded’ (see Lehmbruch 1984). The third 

model is social corporatism, in which a powerful, unified working 

class strikes a bargain with the bourgeoisie and other social groups. 

Under the terms of this bargain, the working class co-operates in 

capitalist development in return for policies which ensure the main¬ 

tenance of a high level of employment. Both routes to genuine full 

employment, it should be noted, involve a highly interventionist 

state. But in political terms, they are at opposite ends of the spec¬ 
trum. Under the Japanese model the working class is politically 

marginalized and economically fragmented, whilst under social cor¬ 

poratism this class is a major political actor and uses its power to 
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ensure a far more egalitarian distribution of welfare (wages, social 

services, and employment conditions). 

It is clear that the institutional conditions for maintaining full 

employment in the context of world economic stagnation cannot be 

simply transplanted from one country to another. Nevertheless it 

would be interesting to investigate more fully the nature of ‘social 

corporatism’ and how it has developed in various countries, how this 

model has broken down in some countries (e.g. the Netherlands) and 

has been strengthened recently in others (e.g. Australia). It would 

also be useful to analyse the type of macroeconomic policies, both 

internal and external, which seem to facilitate full employment under 
social corporatism. 

APPENDIX 

This appendix explains the formulae linking the variables shown in Table 
6.2. As officially measured, unemployment satisfies the following equation: 

U = L - E, (1) 

where L is the labour force and E is employment. Dividing by L, we 
obtain the unemployment rate: 

Differentiating: 

(2) 

d r u i d r e i 
dr L L . dr L L \ 

E_ 

L 

E_ 

L 

J_ dL J_ dL 

L ’ dr ~ IT dr 

Sl ~ Se (3) 

where the g’s are logarithmic growth rates. Thus, the unemployment rate 
increases when the labour force grows more rapidly than employment, and 
falls when the opposite is the case. 

The participation rate is defined as follows: 

P = 
L_ 

N’ 
(4) 
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where N is the underlying population, which following the OECD 
convention, we shall take as all persons aged 15-64. Thus: 

and 

L = PN (5) 

Sl ~ Sp T g^. (6) 

Substituting in (3), we obtain the following approximate expression for 
changes in the unemployment rate: 

d U E 

dr l L \ L _ 
gN + Sp ~ gE • (7) 

This equation shows how the measured unemployment rate is affected by 
variations in population, labour-force participation, and employment. 

NOTES 

1. Hereafter ‘OECD’ refers to the sample of 19 countries (representing 93% of 
OECD employment in 1985) analysed in Section II below (see n 4). 

2. For a good general discussion of female unemployment in the OECD countries 
see Paukert (1984). 

3. The explanation for this is as follows. At one time there was a vast amount of 
hidden unemployment among married women. Millions of married women 
without jobs were excluded from official statistics on unemployment, even 
though they were potenually available for paid work. The extent of such hidden 
unemployment has declined for two reasons. First, most countries have witnes¬ 
sed a massive increase in employment opportunities for married women over the 
past 10 or 15 years. As a result, the true level of unemployment among such 
women has almost certainly fallen. Second, unemployment insurance schemes 
have become more comprehensive in their coverage of women so that a woman 
without employment is nowadays more likely to be officially classified as unem¬ 

ployed than used to be the case. 
4. Of the 24 countries for which OECD assembles comprehensive labour force 

data, we have excluded Iceland and Luxembourg because they are so small, 
having a population of well under half a million. Greece and Turkey are 
excluded because of their highly agrarian employment structure (agriculture 
accounted for 29% and 57% respectively of total employment in these two 
countries in 1985). Portugal is excluded because reliable intertemporal com¬ 
parisons are made impossible by the severe disruptions caused by the 1974 
revolution (it was also the only other country with over 20% of employment 

in agriculture). 
5. In this section we use the official definitions of unemployment used by each 

country to calculate unemployment rates as a percentage of the civilian labour 
force. The OECD’s standardized series for unemployment are not available for 
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Appendix 6.A1. Decomposition of unemployment changes: non-agriculture 
1973-1985 (% p.a. growth rate) 

U LF Emp. Resid. Pop. Particip. 

1973-85 Non-agricultural sector 
Japan 0.12 1.39 1.27 0.00 1.16 0.23 

Canada 0.43 2.75 2.27 -0.05 1.81 0.92 

US 0.19 2.25 2.04 -0.02 1.46 0.78 

Australia 0.52 1.89 1.33 -0.04 1.77 0.12 

New Zealand 0.37 1.66 1.28 -0.01 1.48 0.17 
Austria 0.28 0.77 0.48 -0.01 0.98 -0.21 
Belgium 0.84 0.70 -0.22 -0.07 0.66 0.04 
Denmark 0.57 1.33 0.72 -0.03 0.62 0.70 
Finland 0.24 1.33 1.07 -0.01 0.91 0.41 
France 0.68 1.08 0.35 -0.06 1.19 -0.10 
Germany 0.65 0.38 -0.30 -0.03 0.80 -0.41 
Ireland 1.08 2.11 0.84 -0.19 2.06 0.06 
Italy 0.30 1.68 1.34 -0.04 1.20 0.47 
Netherlands 0.93 1.82 0.79 -0.10 1.37 0.44 
Norway 0.08 2.13 2.05 0.00 0.82 1.29 
Sweden 0.03 1.09 1.06 0.00 0.32 0.77 
Switzerland 0.08 -0.11 -0.19 0.00 0.61 -0.71 
UK 0.81 0.69 -0.18 -0.06 0.51 0.18 
Spain 1.85 1.47 -0.71 -0.33 1.79 -0.31 

1973-85 less I960 -73 Non-agricultural sector 
Japan 0.19 -1.55 -1.74 -0.01 -1.77 0.22 
Canada 0.54 -0.61 -1.21 -0.06 -0.75 0.14 
US 0.27 -0.03 -0.32 -0.02 -0.44 0.40 
Australia 0.45 -1.15 -1.64 -0.04 -0.71 -0.43 
New Zealand 0.35 -0.83 -1.20 -0.01 -0.66 -0.17 
Austria 0.43 0.00 -0.45 -0.01 0.25 -0.24 
Belgium 0.93 -0.43 -1.44 -0.08 0.11 -0.54 
Denmark 0.68 -0.69 -1.41 -0.04 -0.56 -0.13 
Finland 0.20 -0.91 -1.12 -0.01 -1.60 0.68 
France 0.56 -0.99 -1.60 -0.05 -0.54 -0.44 
Germany 0.65 -0.32 -1.00 -0.03 0.04 -0.36 
Ireland 1.18 0.67 -0.71 -0.20 0.65 0.03 
Italy 0.33 0.72 0.35 -0.04 -0.29 0.99 
Netherlands 0.80 0.46 -0.43 -0.09 -0.32 0.77 
Norway 0.06 -0.16 -0.23 0.00 -0.35 0.20 
Sweden 0.02 -0.29 -0.26 0.00 -0.72 0.44 
Switzerland 0.08 -2.17 -2.25 0.00 -1.05 -1.11 
UK 0.74 0.15 -0.65 -0.06 0.17 -0.01 
Spain 1.88 -0.94 -3.16 -0.34 0.16 -1.08 

Notes and Sources: as for Table 6.6. 
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Appendix 6.A2. Decomposition of unemployment changes 1973-1985: 
women (% p.a. growth rate) 

U LF Emp. Resid. Pop. Particip. 

Women 1973-85 
Japan 0.12 1.22 1.09 0.00 0.74 0.47 
Canada 0.34 4.15 3.77 -0.05 1.77 2.34 
US 0.12 3.24 3.11 -0.01 1.37 1.85 
Australia 0.45 2.89 2.40 -0.04 1.73 1.15 
New Zealand 0.60 3.15 2.51 -0.04 1.50 1.63 
Austria 0.17 0.36 0.19 0.00 0.57 -0.21 
Belgium 1.10 1.99 0.75 -0.14 0.56 1.43 
Denmark 0.59 1.49 0.86 -0.04 0.41 1.08 
Finland 0.19 1.59 1.39 -0.01 0.37 1.21 
France 0.69 1.79 1.02 -0.08 0.99 0.80 
Germany 0.69 0.60 -0.13 -0.04 0.46 0.14 
Ireland 0.82 2.11 1.19 -0.09 1.49 0.61 
Italy 0.40 2.38 1.90 -0.07 0.78 1.58 
Netherlands 0.87 4.23 3.26 -0.10 1.28 2.91 
Norway 0.05 3.14 3.08 0.00 0.58 2.54 
Sweden 0.01 2.07 2.06 0.00 0.20 1.87 
Switzerland 0.09 0.43 0.34 0.00 0.57 -0.13 
UK 0.66 1.46 0.76 -0.04 0.42 -1.04 
Spain 1.92 1.35 -0.91 -0.33 1.05 0.30 

Women 1973-85 less 1960-73 
Japan 0.16 0.39 0.22 0.00 -0.91 1.28 

Canada 0.27 -1.18 -1.49 -0.04 -0.56 -0.59 

US 0.11 0.09 -0.03 -0.01 -0.36 0.44 

Australia 0.45 -2.12 -2.60 -0.04 -0.61 -1.47 

New Zealand 0.58 -0.51 -1.13 -0.04 -0.55 0.04 

Austria 0.29 0.58 0.29 -0.01 0.74 -0.16 

Belgium 1.03 0.51 -0.66 -0.14 0.26 0.25 

Denmark 0.61 -2.32 -2.96 -0.04 -0.18 -2.12. 

Finland 0.10 1.43 1.31 -0.01 -0.45 1.87 

France 0.49 0.26 -0.30 -0.07 0.02 0.23 

Germany 0.66 0.49 -0.21 -0.04 0.39 0.10 

Ireland 0.81 1.79 0.89 -0.09 0.97 0.81 

Italy 0.09 3.11 2.97 -0.05 0.28 2.81 

Netherlands 0.77 2.02 1.15 -0.10 -0.06 2.06 

Norway -0.10 -0.16 -0.05 0.00 -0.04 -0.11 

Sweden 0.00 -0.11 -0.10 0.00 -0.25 0.14 

Switzerland 0.09 -0.96 -1.05 0.00 -0.37 -0.58 

UK 0.68 0.25 -0.48 -0.04 0.27 -0.03 

Spain 1.84 -0.88 -3.05 -0.33 0.33 -1.20 

Notes and Sources: as for Table 6.6. 
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Table 6.A3. Decomposition of unemployment changes: men 1973-1985 

U LF Emp. Resid. Pop. Particip. 

Men 1973-85 
Japan 0.11 0.77 0.66 0.00 0.98 -0.21 
Canada 0.45 1.64 1.14 -0.04 1.73 -0.09 

US 0.24 1.38 1.13 -0.02 1.46 -0.07 
Australia 0.51 1.12 0.58 -0.03 1.63 -0.51 
New Zealand 0.17 0.85 0.68 0.00 1.44 -0.58 
Austria 0.33 0.44 0.10 -0.01 0.89 -0.44 
Belgium 0.62 -0.23 -0.89 -0.03 0.64 -0.87 
Denmark 0.50 0.66 0.15 -0.02 0.47 0.20 
Finland 0.26 0.07 -0.20 -0.01 0.70 -0.62 
France 0.58 -0.03 -0.63 -0.02 0.88 -0.90 
Germany 0.57 -0.06 -0.65 -0.02 0.86 -0.91 
Ireland 1.11 0.74 -0.54 -0.17 1.42 -0.67 
Italy 0.22 0.30 0.13 0.04 0.85 -0.54 
Netherlands 0.91 0.62 -0.38 -0.08 1.35 -0.72 
Norway 0.09 0.80 0.70 0.00 0.67 0.13 
Sweden 0.04 -0.02 -0.07 0.00 0.20 -0.23 
Switzerland 0.07 -0.54 -0.61 0.00 0.44 -0.98 
UK 0.88 0.12 -0.84 -0.08 0.53 -0.40 
Spain 1.49 0.06 -1.62 -0.19 1.28 -1.20 

Men 1973 -85 less 1960-73 
Japan 0.13 -0.81 -0.95 0.00 -0.79 -0.02 
Canada 0.59 -0.10 -0.74 -0.06 -0.47 0.36 
US 0.33 0.12 -0.23 -0.02 -0.21 0.32 
Australia 0.43 -0.66 -1.12 -0.03 -0.62 -0.04 
New Zealand 0.16 -0.77 -0.93 0.00 -0.48 -0.29 
Austria 0.43 0.62 0.18 -0.01 0.56 0.07 
Belgium 0.77 -0.62 -1.43 -0.04 0.25 -0.87 
Denmark 0.61 0.91 0.27 -0.02 -0.41 1.30 
Finland 0.22 -0.41 -0.64 -0.01 -0.45 0.04 
France 0.52 -0.74 -1.28 -0.02 -0.29 -0.44 
Germany 0.58 -0.21 -0.80 -0.02 0.18 -0.38 
Ireland 1.11 0.74 -0.54 -0.17 0.87 -0.12 
Italy 0.26 0.60 0.38 0.04 0.25 0.35 
Netherlands 0.78 -0.02 -0.88 -0.08 -0.27 0.24 
Norway 0.13 0.39 0.26 0.00 -0.08 0.47 
Sweden -0.03 0.24 0.27 0.00 -0.38 0.62 
Switzerland 0.07 -2.03 -2.10 0.00 -1.08 -0.94 
UK 0.77 0.17 -0.67 -0.08 0.19 -0.02 
Spain 1.50 -0.29 -1.98 -0.19 0.32 -0.61 

Notes and Sources: as for Table 6.6. 
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Tables 6.A6 Unemployment and economic performance 

Const. Pop GDP PW R2 

[Bl] 1973-85 0.305 0.541 
(3.3) 

-0.157 
(2.2) 

0.074 
(1.0) 

0.353 

[B2] 1973-9 0.468 0.286 
(2.1) 

-0.137 
(2.8) 

0.198 
(3.0) 

0.390 

[B3] 1979-85 0.199 0.483 
(2.0) 

-0.165 
(1.4) 

0.022 
(0.2) 

0.356 

Notes: Dependent variable is average annual change in unemployment rate (% points) for 19 
countries. Independent variables are measured as changes in average annual growth rates 
between period specified and 1960-73. Pop=population of working age; PW=product wages; 
bracketed figures are t values. 

all our 19 countries. The correlation between the national and standardized rates 

of unemployment, and between changes in the two measures, is very high (0.99 

for changes in the rate between 1973 and 1983). 

6. For women, participation rates rose everywhere except Switzerland and Austria, 

and by more than one-third in Norway and Netherlands. Male participation 

rates fell everywhere except Norway and Denmark, and by 10% or more in a 

nudmber of European countries. 

7. The R2 between changes in employment rates and changes in unemployment 

rates between 1973 and 1985 is 0.69 (0.36 for women and 0.78 for men). 

8. Non-agricultural population is estimated as total population (aged 15-64 years) 

less agricultural employment. This crude method of estimation assumes that 

participation and employment rates amongst the agricultural population are 

100%. For most countries (including Spain and Italy) there are far less women 

officially recorded as employed in agriculture than men, whereas in a few 

countries (Germany and Japan) the recorded numbers of men and women are 

practically the same. In the former countries female participation in agriculture 

is probably underestimated. One simple method for correcting this defect is to 

assume that the true number of men and women employed in agriculture is the 

same. Under this assumption, total employment in agriculture can then be 

estimated simply by doubling the official figure for male employment in agri¬ 

culture. The effect of such a correction is, of course, to alter our estimates of 

non-agricultural population and its growth rate. For example, in the case of 

Spain, the growth rate of non-agricultural population over the period 1973-85 

is raised from 1.8% a year to 2.2% a year; for Italy the corresponding figures are 
1.2% and 1.4%. 

9. Except for 1973-9, the absolute growth rate of employment is more closely 

correlated with unemployment changes than is the change in employment 

growth as compared to 1960-73 (Equations 22-4). This is a little surprising 

since it might be anticipated that deteriorations in the rate of growth of jobs, 

rather than slow growth in employment, would be more closely related to 
unemployment. 

10. This picture is confirmed when changes in unemployment rates for men and 
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women are further regressed separately on industrial employment growth of 

men and women. (Data are only available for 13 out of the 19 countries and for 
the period after 1973.) 

11. Not surprisingly there is no relationship between unemployment and the growth 

of individual components of demand such as exports or government spending. 

12. We noted in Section I that most of the reduction in output for OECD as a whole 

had been reflected in lower productivity rather than slower employment growth. 

It is interesting that this ‘beneficial’ effect of productivity slow-down on unem¬ 

ployment is also reflected on a cross-sectional basis and over a substantial time 

period. 

13. This is usually explained in neoclassical terms of declining marginal productiv¬ 

ity. It is important to note that the NAIRU approach (Rowthorn 1977; Layard 

and Nickell 1986) does not necessarily include such a relationship since real 

wages are determined by companies’ mark-up on costs which may be insensi¬ 

tive to the cycle. In this approach a deterioration of the terms of trade or 

a productivity slow-down would result in a higher level of unemployment if 

wage bargainers could not be induced to accept lower real wages (or smaller 

increases). 

14. The degree of explanation may appear to be very low in comparison with the 

results of unemployment equations estimated by Bruno (1986) and McCallum 

(1986). It should be noted, however, that their results are for pooled time series 

and cross-section data and it may very well be that a disproportionate amount 

of the variance being explained is in fact of a time-series nature. The pattern of 

unemployment change over time within countries may be well explained by 

variables with little or no explanatory power in explaining unemployment dif¬ 

ferences between countries (budget balances or world trade performance, for 

example). Where the focus of interest is on inter-country differences it seems 

preferable to estimate simple cross-section equations of the type used in this 

chapter. It may also be noted that McCallum uses in his explanatory variables 

‘Okun coefficients’ which measure the response within a country of unemploy¬ 

ment to output changes. Since the diversity of such responses is amongst the 

main features to be explained, it is an unfortunate procedure and makes the R2 

quite misleading as an indicate of what is really being explained. 

15. The relation of our analysis to the NAIRU approach is discussed in Glyn and 

Rowthorn (1988). 
16. Two other countries with fairly low unemployment are New Zealand and 

Finland, with a rate of approximately 5% in the mid 1980s. Finland is a 

borderline case. The country was hit hard by the world recession in the mid 

1970s and unemployment rose noticeably, but in more recent years its perform¬ 

ance has been outstanding. Indeed, Finland is the only OECD country where 

the unemployment rate actually fell over the period 1979-85. However, an 

unemployment rate of 5% is too high to justify inclusion in our list of star 

performers. The same observation applies to New Zealand. Although its unem¬ 

ployment rate of 5% is still moderate by international standards, it represents a 

marked deterioration as compared to the early 1970s when measured unemploy¬ 

ment was virtually zero. 
17. The term ‘Eurosclerosis’ has been popularized by Giersch (1985) who criticizes 
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European countries for the supposed slowness in adapting their productive 

structures in line with new economic realities. On a purely descriptive level 

there is something in this criticism. However, for what seem to be largely 

ideological reasons, Giersch ascribes this slowness to market ‘imperfections’, 

and his remedy is extensive deregulation and free rein for market forces. The 

experience of Switzerland suggests that the analysis of Giersch is, to say the 

least, simplistic. Indeed, some of the most successful economic restructuring 

in recent years has occurred in corporatist economies, such as Finland and 

Sweden, where state intervention and labour market ‘imperfections’, in the 

sense of Giersch, are legion. 

18. The timing of this fall was different for males and females; the figure for males 

refers to 1974-8, that for females to 1973-5. 

19. Note that we are ignoring hidden unemployment in the agricultural sector and 

elsewhere. 

20. On this point see ch. 7 below. 

21. Our discussion of Norway draws heavily on the following works: Flanagan et al. 

(1983), Gustavsen and Hunnius (1981), OECD (1982a), and Olsen (1983). 

22. There is now an immense and confusing literature on corporatism. For a useful 

survey of the theoretical aspects of this topic see Williamson (1985). Amongst 

the writings on corporatism which have most influenced us are Bruno and Sachs 

(1985), Cameron (1984), and Stephens (1979). As this chapter was being revised 

we came across an interesting article by Schmidt (1987), whose approach is very 

similar to our own. Therborn (1986) also has a similar approach, although for 

reasons which are not entirely clear he is dismissive of corporatism as a useful 
theory. 

23. For a discussion of the so-called Swedish model see Korpi (1978), Lundberg 
(1985), and Morgan (1986). 

24. For a description of the stresses in this relationship see Lash (1985) and 
Peterson (1987). 

25. For the case of Denmark see Flanagan et al. (1983). 



7 
A New Paradigm of Work Organization 

and Co-ordination? Lessons from 
Japanese Experience 

MASAHIKO AOKI 

I. INTRODUCTION 

In Chapter 2 we have seen that Japan exhibited superior performance 

in the period of the golden age as well as in the aftermath of the first 

oil shock in terms of growth, the rate of unemployment, the inflation 

rate, etc. Now it is clear that Japan’s good record has extended well 

into the mid 1980s. At that time Japan’s share in the gross global 

product exceeded 10 per cent. As of 1986 Japan’s net foreign assets 

were the largest ever achieved. Japan, once regarded as a shrewd 

technological follower, seems to be gathering her industrial strength 

effectively to become a formidable technological leader in a number 

of global markets. The presence of Japanese companies is visible all 

over the world, meeting ambivalent reactions as both unwelcome 

invaders in the market and as creators of jobs. 
What is the key to the continued developmental capability of the 

Japanese economy and its flexible adaptability to changing environ¬ 

ments? Is there any specific Japanese way of running the economy at 

all? If so, is it culturally unique, or can it be emulated in the Western 

context? Alternatively, does the Japanese economy have to adapt its 

economic structure more in conformity with the Western norm in 

order to cure the international imbalance and crisis caused by its 

persistent trade surplus? Social scientists’ views on these questions 

are diverse and inconclusive. 
Within the scope of this chapter, all these problems cannot be 

dealt with in a satisfactory manner. Therefore I shall focus on an 

aspect of Japanese competitive strength: the efficient and flexible 

work organization and co-ordination in manufacturing industry. In 

Sections II and III, I discuss the nature and performance characteris¬ 

tics of Japanese work organization and co-ordination structure in 



268 M. Aoki 

comparison with the conventional Western model of hierarchy. The 

Japanese model relies very heavily upon the information-processing 

capacity of the worker and this makes the body of employees a viable 

and indispensable element of the firm. Section III discusses its im¬ 

plications for micro-behaviour of the firm and suggests some macro- 

economic implications as well. Normally as the bargaining power 

of employees is strengthened, the firm tends to restrain the growth 

of employment creating a distinction between ‘insiders’ and out¬ 

siders’. This version of the classic insider vs. outsider problem I 

call the ‘dilemma of industrial democracy’. Section IV discusses how 

this dilemma is dealt with in the Japanese economy without mass 

unemployment. Section V concludes with a brief discussion of whether 

the Japanese model is unique to Japanese culture and whether there 

is anything to be learnt and emulated in the Western context.1 

II. THE TRADITIONAL PARADIGM OF 

HIERARCHY 

In order to make a comparative assessment of the Western and 

Japanese work organizations and intra-firm co-ordination mechan¬ 

isms from the decision-making perspective, let us first distinguish 

strategic decision-making and operational decision-making. The former 

is concerned with those decisions of the firm (corporate organization) 

which structure the basic framework of its operations. Decisions 

regarding investments in new equipment and buildings, the direction 

of research and development, diversification, acquisition and divesti¬ 

ture, etc. fall into this category. Given these strategic decisions, the 

firm needs to adapt its operating tasks to evolving technical and 

human problems (the malfunction of machines, defective products, 

absenteeism of workers, etc.) and changing market circumstances. 

Such adaptation involves the assignment of specific tasks to each 

member of the work organization, operational co-ordination among 

functional work units (such as teams, shops, etc.), piecemeal im¬ 

provements in the work process, and so on. I will subsume this type 

of decision-making under the heading of operational decision¬ 

making. In this and the following sections, I assume strategic 

decision-making as given and focus attention on the operating and 

adaptive attributes of highly stylized ‘Western’ and ‘Japanese’ firms. 

In Section IV, I will consider the interactions between relations 

between the operating and strategic attributes of the two. 
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The stylized nature of operational co-ordination in the Western 

unionized firm may be captured by a simple traditional model of 

hierarchy characterized by the following three basic attributes: (i) 

every constituent unit is crystallized around a well-defined specialized 

function; (ii) each constituent unit has one and only one immediate 

superordinate to which it reports and co-ordination between any two 

(or more than two) constituent units is performed by the lowest 

superordinate common to them; and (iii) there is only one unit (the 

central office) which is superordinate to every other unit. In parti¬ 

cular, the manufacturing department may be conceived as being 

composed of several operating units, which I will call the shop 

for simplicity’s sake. The shop is further comprised of a group of 

workers, each of whom is assigned to a specific job according to an 

articulated job classification scheme as stipulated in the collective 

agreement with the union (assuming that the shop is unionized). 

Within the limit set forth in the collective agreement, the foreman of 

a shop has a discretionary power to specify concrete operating tasks 

for each job and direct co-ordination among different jobs in re¬ 

sponse to local shocks, or unusual events within the shop, such as 

work stoppage due to machine malfunction, absenteeism, an unusual 

increase in defective outputs, etc. There is a clear demarcation 

between operating jobs and jobs dealing with such local problems. 

The latter are performed by specialists such as repairmen, reliefmen, 

product inspectors, and the like. The remuneration to workers on 

the shop-floor is made in accordance with job titles. 
For simplicity’s sake, let us imagine that the adjustment of output 

levels of various final outputs in response to system shocks (e.g. 

changing market demands or supply shocks)—as well as accommo¬ 

dating adjustments in the flow of intermediate products, materials, 

parts, etc. between shops and the amounts of buffer inventories to 

be held at each shop—are directed from the centralized office of pro¬ 

duction planning (possibly through an intermediate administrative 

office). 
O. E. Williamson has advanced a most comprehensive argument 

in defence of hierarchy on the grounds of efficiency (Williamson 

1985, ch. 19). According to him, the hierarchical organization of 

work and co-ordination saves transaction costs for the following 

reasons: 
1. Saving of transaction costs: Hierarchy economizes on buffer inven¬ 

tories and expenses involved in inter-shop transportation through 
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centralized planning and co-ordination of material requirements. 

2. Economies of specialization: The talents of employees are most 

effectively utilized by the specialized assignment of different 

operating tasks as well as the separation between managerial and 

operating tasks. 
3. Economies of centralized handling of shocks: Hierarchies have the 

best responsiveness to system shocks because of the centralization 

of market and other environmental information and decision¬ 

making. Also the capacity to recognize and implement system 

innovations is high because of specialized contributions of en¬ 

gineers. 

However, he admits that hierarchy may have a certain negative 

incentive attribute: 

4. Lack of responsiveness to local shocks: Employees working under 

hierarchies may not be motivated to work intensively because the 

link between reward and effort is not direct (the payment to 

employees is normally made according to job titles). They may be 

also less responsive to local shocks because they are not autho¬ 

rized to deal with them under the job classification scheme. 

But this disadvantage (4) may be outweighed by gains from the 

specialization of jobs and the centralization (hierarchical ordering) of 

decision-making listed under (l)-(3) above. Opposing a radical view 

(e.g. Marglin 1974) that hierarchies emerged in the capitalist eco¬ 

nomy not because of their efficiency, but out of capitalists’ desire to 
control work processes, Williamson concludes: ‘Hostility to hierarchy 

thus lacks a comparative institutional foundation’ (Williamson 1985, 
p. 231). 

His comparative analysis may appear reasonable at first sight. 

However, alternatives in his analysis are primitive production organ¬ 

izations, such as the putting-out system and inside contracting, his¬ 

torically preceding and replaced by hierarchical systems. The 

alternative to a hierarchical system is an idealized utopian system, 
such as communes, in which workers rotate among various jobs on 

the basis of common ownership of capital. Such utopian organiza¬ 

tion have never grown beyond minuscule size. Implicit in his compa¬ 

rative analysis seems to be the assumption of market and technolo¬ 

gical environments in which economies of scale loom large. Suppose 

that production is for mass markets in which relatively standardized 

commodities are demanded by numerous anonymous consumers. In 
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order to exploit economies of scale, the production process may be 

subdivided into a multiplicity of tasks, each of which may be per¬ 

formed with the aid of special-purpose machines (the attribute (2) is 

relevant here). Also demands in these markets are more or less 

predictable thanks to the law of large numbers, and adaptation to 

changing market circumstances may be adequately made by regularly 

revised centralized production planning. Interim adaptation may be 

achieved through the adjustment of buffer inventories without over¬ 

all production rescheduling (the attributes (1) and (3) are relevant 

here). 
However, if economies of scale are not so important and if flexi¬ 

ble and quick adaptation to local and systematic shocks becomes 

imperative for competitive efficiency, the efficiency of hierarchical 

decision-making and co-ordination may become problematical. This 

point may be illustrated by an example. Modern car assembly-lines, 

specifically designed for the production of a particular model, are 

increasingly turning out literally tens of thousands of varieties of 

cars, distinguished by different combinations of engine and transmis¬ 

sion, colour, body type, optional extras, etc. This kind of intensive 

product diversification is becoming an important feature of modern 

factories producing goods ranging from consumer products, such as 
automotive and home-entertainment electronics, to steel products. 

Through intensifying global competition among producers from 

different countries national markets are becoming more integrated 

into a single global market, and in order to capture a larger market 

share each producer is forced to treat these markets more like 

‘fashion markets’, where product life-cycles are short, shifting demand 

from one type of product to another is volatile, the batch of production 

is small, and therefore the shortening of lead time from order to 

delivery becomes imperative. The apparent result of this trend is 

that economies of scale, so effective in mass production, are losing 

ground. It also seems to cast doubt on economies available from the 

hierarchical integration of specialized jobs for the following reasons. 

1. As product diversification within a single manufacturing depart¬ 

ment is intensified, the number of parts, materials, and half 

products to be integrated may soar, causing production co¬ 

ordination through buffer inventories to become very costly (high 

inventory costs). 
2. In adapting work organization to meet diverse and volatile market 

demand quickly and flexibly, rigid specialization based on an 
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articulated job classification scheme may not be conducive to the 

efficient utilization of the work-force. It may become necessary to 

assign diverse tasks to workers in response to evolving circum¬ 

stances. It may also become necessary to deal with local shocks 

(such as the malfunction of machines and absenteeism) quickly 

without calling in specialized help (such as engineers, servicemen, 

or reliefmen) from outside the shop. But doing so will require 

workers with more versatile skills (the rigidity of specialization). 

3. The centralization of information and decision-making may be 

subject to noise disturbance in the process of communication and 

time-lag from the perception of shocks to the implementation 

of operational response. (Information concerning volatile market 

conditions is first screened by the marketing department, and 

then transmitted to and transformed into a production plan by the 

centralized office of planning. The production plan is then com¬ 

municated to each constituent unit.) Also, if intermediate pro¬ 

duct flow is controlled centrally, valuable on-the-spot information 

available at interfaces of constituent units, such as on the quality 

of intermediate products and emergent events affecting timing of 

delivery, etc. may remain unutilized (communication costs in the 

hierarchy). 

4. The negative incentive attribute of hierarchy referred to may be 

aggravated in the increasing needs of flexible adaptation. The co¬ 

operative participation in problem-identification and problem¬ 

solving by workers may be motivated only if they participate in 

the sharing of rewards as well (the lack of incentive to respond to 

local shocks). 

Thus hierarchical decision-making and co-ordination based on 

the separation of control and specialized tasks may no longer have the 

efficient characteristics attributed to them by Williamson in the 

emerging market conditions. But are there any alternative modes of 

work organization and co-ordination mechanism which can respond 

to increasingly volatile market conditions and complex technological 
conditions more effectively? 

III. A NEW PARADIGM? THE JAPANESE 

MODEL 

The Japanese firm has a legal corporate structure and a formal 

internal organization similar to that of a Western firm. However, the 

operating and adaptive decision-making structure is somewhat differ- 
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ent from the stylized model of the Western system as described in 

Section II. Let us illustrate this point by describing the essential 

characteristics of the well-known ‘kanban’ system which is used 

to adapt the production process to changing market demand at 

Japanese automobile manufacturers. 
The structure of the automobile production process may be com¬ 

pared with that of a river. The final assembly line is analogous to the 

mouth of a river through which the stream of final output runs to the 

ocean of the ‘market’. If one goes upstream, the river (production 

process) divides itself into many streams (parts of the production 

process), each of which is in turn formed by still smaller brooks. Let 

us imagine that flow-controlling stations (shops) are set up at every 

point of confluence. One way of controlling the flow of streams at the 

mouth of the river is to set up a central office which monitors the 

difference between the desired and actual levels of the final flow and, 

depending on the difference, dispatches periodic instructions with 

regard to water control to each station. Meanwhile the need for the 

fine tuning of water control at each station to respond to unexpected 

local emergencies may be dealt with by means of reservoirs (inven¬ 

tories), the levels of which are adjusted as required. 
Needless to say, controlling the production flow of automobiles is 

much more complicated than controlling the regular flow of water, as 

the former involves the production of a thousand varieties of final 

outputs distinguished by specific combinations of thousands of parts. 

But the crude analogy of water control along the river suffices for our 

immediate purpose. It is to be noted, however, that in the central¬ 

ized control system, production of final outputs is made according to 

the centralized plan and that the demand and supply of each variety 

within a certain planning period may be matched by the use of the 
price mechanism (i.e. by the use of devices such as rebates, dis¬ 

counts, and undesired options). 
The essence of the ‘kanban’ system may be characterized as one in 

which all the communications needed for the control of water-flow 

emanate from the station at the mouth of the river and flow in 

exactly the reverse direction (upstream) to the water-flow throughout 

the entire system. More concretely, it runs as follows: a tentative 

production schedule may be worked out by the central planning 

office at regular intervals, say once every two weeks, just as in the 

hierarchical system. But this centralized schedule only provides for 

each shop a general guide-line of production for that period. In¬ 

formation regarding actual demand for types of car monitored by the 
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marketing department is utilized to fine-tune the production sche¬ 

dule in a shorter period and this schedule is directly fed into the final 

assembly line a few days before actual production takes place. In 

implementing the production schedule, the final assembly-line dis¬ 

patches a ‘kanban’ (an order form placed in a vinyl envelope) to each 

shop located at an immediately upstream location specifying the 

amount and timing of delivery of each type of part or in-process 

goods (as engine, transmission, body, etc.) to be supplied. A ‘kan¬ 

ban’ is dispatched normally a few times a day to each upstream shop 

and is returned to the final assembly-line together with the parts 

specified. Thus the ‘kanban’ plays the dual role of order form and 

delivery notice. The shop which receives a ‘kanban’ from the final 

assembly-line, in turn dispatches its own ‘kanban’ to each shop 

located at an immediate upstream position at a similar interval, and 

the chain of this bilateral order-delivery link between immediately 

neighbouring shops, intermediated by the circular flow of ‘kanban’, 

extends as far as outside suppliers who have long-term relations with 
the final assembly manufacturer. 

This ‘kanban’ system appears to be rather a crude information 

system, but it turns out to be effective in reducing the amount of 

inventory when the assembly of a multitude of parts is involved in 

producing final outputs. The upstream shops are supposed to adapt 

their production according to the order of downstream shops spe¬ 

cified in the ‘kanban’ and not to respond by the adjustment of 

inventories. In fact, the ‘kanban’ system is also called a ‘zero inven¬ 

tory’ method or ‘just-in-time’ method to capture this attribute. In 

contrast to the vertical hierarchical control, let us conceptualize the 

essential feature of the ‘kanban’ system as ‘semi-horizontal opera¬ 

tional co-ordination’, where ‘semi’ refers to the fact that prelimin¬ 

ary centralized planning needs to proceed in providing a general 

framework for horizontal informational flow. We assert that: Semi- 

horizontal operational co-ordination is effective in reducing the amount of 

inventories, when the production process involves the flow of a multitude 
of intermediate goods. 

As already stated, the essence of the semi-horizontal operational 

co-ordination is to feed information concerning the changing market 

demands directly to the production system and distribute it through¬ 

out constituent bodies, as required, without the mediation of the 

centralized office. In this way, the entire production system may be 

able to respond to diverse market demands quickly and precisely. 
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When a multitude of intermediate products (parts) are involved, this 

adaptation of the production system may require a considerable de¬ 

gree of flexibility and speed on the part of each constituent shop in 

adjusting the amount, kinds, and timing of production of its in- 

process products. Also the ‘zero-inventory’ requirement necessitates 

the effective control of local emergencies, such as the malfunction 

of machines, absenteeism of workers, quality defects, and so on in 

order to minimize their effects on the smooth operation of semi¬ 

horizontal co-ordination. 

Another important element of the Japanese system which meets 
these needs is the work organization in which job demarcation is 

ambiguous and fluid. The widely prevailing shop-floor practice at 

Japanese factories is the regular rotation of workers. The team of 
workers led by the subforeman is assigned to a cluster of intercon¬ 

nected jobs on the shop-floor and they rotate jobs among themselves 

in an egalitarian way. The size of the team and the frequency of 

rotation normally depends on the nature of the work involved as well 

as the shop convention. In typical cases the size may range from 7 to 

15 workers and the rotation may be made as frequently as every few 

hours. Even the most inexperienced workers may be assigned a very 
difficult job, in which case the most experienced workers assist by 

working side by side with them. 
This rotation scheme seems to sacrifice economies of specializa¬ 

tion, but such possible short-term inefficiency may be compensated 

in the following ways. First, through rotation, workers become 

skilled in a relatively wider range of jobs. The multi-functionality of 

workers may enable each shop to adapt its work organization flexibly 

to the requirements of the changing composition and urgency of its 

products specified in the ‘kanban’ sent in from the downstream shop. 

The assignment of a worker to a set of different kinds of machine— 

say lathe, drilling, and milling machines laid out in a linear sequ¬ 

ence, instead of multiple machines of a single type arranged around 

the operator—can save time necessary for the transport and loading 

of in-process products, as well as the amont of in-shop inventories. 

Also multi-functional workers are more effective in operating multi¬ 

purpose machines which are beginning to take over single-purpose 

machines as the emphasis shifts from economies of scale to econo¬ 

mies of timing in producing varieties of products. This follows Adam 

Smith’s dictum: ‘the extent of specialization is limited by the size of 

the market’. When demand from the downstream shop slackens, idle 
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workers may be deployed in the maintenance of machines and the 

cleaning of the shop. 
A more subtle, yet probably even more significant, reason for the 

dynamic efficiency of a rotational scheme is the one emphasized by 

Kazuo Koike (1984, pp. 44-75). According to him, the rotation 

scheme is effective in making workers familiar with the whole work 

process involved in the shop and this is not readily acquired when 

work organization is based on clear and unambiguous job demarca¬ 

tion. This familiarity or knowledge may be tacit and not readily 

transferable through formal language, but useful in identifying on- 

the-spot—and in solving semi-autonomously—local emergencies, 

such as breakdown of machines and product defects, and in im¬ 

proving on quality control. Those workers trained in a wide range 

of skills may be able to understand, for instance, why defective 

products have increased, and to devise and implement measures to 

deal with the situation, and prevent the recurrence of the problem 

without much, if any, help from ‘outside’ services. It is important for 

the smooth operation of semi-horizontal operational co-ordination that 

product defects should be spotted not at the final inspection station, 

but at the very place where the problem occurs and that remed¬ 

ial measures be taken immediately. Thus the semi-horizontal co¬ 

ordination mechanism crucially depends on the skills, judgement, 

and co-operation of a versatile and autonomous work-force on the 

shop-floor. Koike has called such a system an ‘integrative system’, in 

that operating tasks and tasks dealing with emergencies are inte¬ 
grated and not specialized. 

Not only the job demarcation among workers on the shop-floor is 

flexible, the extent of workers’ participation in local problem-solving 

and responses to local shocks may also entail a certain degree of 

blurring of job territoriality between workers on the one hand and 

foreman, engineers, programmers, etc., on the other. This blurring 

of function is also reflected in the status differentiation of employees 

within the firm. The foreman is regarded more as the leader of the 

work group, and the position often represents the most advanced 

career opportunity for blue-collar workers rather than the lowest end 

of the managerial hierarchy which exercises the control over workers. 

It is taken for granted that foremen belong to the same enterprise 

union as workers whom they they lead and their legitimacy is never 

questioned. Blue-collar workers are also paid by monthly salaries not 

by hourly wages, and fringe benefits available to blue- and white- 
collar employees are not qualitatively different. 
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To summarize: the fluid job demarcation and the job rotation system 

on the shop level may sacrifice static efficiency available in the specializa¬ 
tion scheme, but contributes to dynamic efficiency of semi-horizontal 

operational co-ordination by fostering collective learning by workers and 

encouraging semi-autonomous problem-solving and adaptation to local 

shocks by the versatility of workers on the shop-floor. 
Relative costs of sacrificing static inefficiency available in the spe¬ 

cialization scheme vis-a-vis gains from dynamic efficiency obtained in 

the rotation scheme depend on various parameters, such as the speed 

of learning relative to the rate of obsolescence of technology insti¬ 

tuted, the nature of stochastic elements, and interdependence of jobs 

involved in shop technology. In a recent paper I constructed a formal 

comparative model to analyse the relative efficiency of the two sys¬ 

tems (see Aoki 1987). One of the interesting conclusions drawn from 

the analysis was that for the system relying on collective learning to 

be relatively efficient, learning alone is not sufficient, but the initial 

level of workers’ knowledge about the nature of technology involved 

and their capacity to identify and solve local problems seems to be 

essential as well. In fact, Japanese firms have come to emphasize, 

along with the importance of learning-by-doing at the shop level, the 

importance of the formal education of workers in relevant engineer¬ 

ing and technology, in a classroom environment at regular intervals 

during their work career Koike 1987). 
An essential element of semi-horizontal operational co-ordination 

is the institutionalization of effective learning-by-doing. In Japan, 

this institutionalization is facilitated by ‘seniority’ and ‘lifetime em¬ 

ployment aspects of the production system and the rules of coordina¬ 

tion. Indeed, both seniority and tenure may be seen as incentives to 
foster learning-by-doing. Seniority means that the salary of a worker 

is determined not by his job (what his job is may not be clear), but 

by his grade relative to his number of years service with the firm, as 

well as to the degree of his skills more or less generally conceived. 

There is no formal contractual agreement for life-time employment, 

but there is a general understanding between employer and employee 
that the employment relationship will continue up to the time of 

mandatory retirement unless an unexpected emergency on either side 

necessitates its termination. In fact employment turn-over is by no 

means negligible (particularly at early stages of working life) even in 

the Japanese labour market. But leaving a job in mid-career penalizes 

a worker financially, as the mandatory retirement carries a substan¬ 

tial lump-sum payment of taishokukin (retirement compensation). 
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The theory of human capital has made it clear that a rising age- 

profile of earnings is related to having workers bear some of the cost 

of on-the-job training at the early stage of an employee’s working 

life and preserving acquired firm-specific skills by discouraging 

departure from a firm in mid-career. Also the recent development 

of contract theory suggests that rank-ordering of workers by the 

amount of learning acquired provides an incentive for a worker to 

maximize his learning potentiality throughout his working life.2 

Further the independence of the level of individual compensation 

from specific job category may facilitate, or at least not hinder, the 

acquisition of wide-ranging skills through the rotation scheme, while 

the seniority aspects of the compensation scheme may promote inter- 

generational transmission of skills through the teaching of junior 

workers by senior workers in the group. 

As already indicated, semi-horizontal operational co-ordination is a 

way of adapting quickly to changing market circumstances without 

accumulating costly buffer inventories where many types of output 

involving a large number of parts are produced. On the other hand, 

it is observed that hierarchical control of the production system 

performs adequately, and there is relatively little to be gained from 

the point of view of operational efficiency by introducing semi¬ 

horizontal co-ordination, when the system produces a relatively small 

number of homogeneous outputs involving a relatively small number 

of parts at a relatively steady rate (see Abbeglen and Stalk 1986). 

Moreover, the reduction of buffer inventories may make the system 

vulnerable to ‘large’ or drastic change. The ‘kanban’ system connects 

not only shops within a factory, but also the prime manufacturer 

and many geographically dispersed suppliers. If the transportation 

of materials and parts from a supplier to the prime manufacturer 

is disrupted by a major shock, such as natural disaster, then the 

smooth operation of the whole system operated on minimal inventor¬ 

ies may fail. Also the capacity of workers to deal with changes in the 

composition of products, as well as with local emergencies, may be 

specific to the global framework set out in the strategic decision¬ 

making of the firm. Such capacities may be effective in dealing with 

continual and incremental changes within that framework, but not 

with drastic changes in the market and other environmental factors. 

Therefore: Semi-horizontal operational co-ordination may he effective in 

response to continual and incremental changes in the system environment, 

but not to drastic shocks in the system nor to a very stable environment. 
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Finally let us turn to an incentive aspect of the Japanese system. 

My starting hypothesis is that a worker’s life-time earnings involve 

an element of sharing of quasi-rents that are made possible through 

the efficient operation of semi-horizontal operational co-ordination. 

As is clear by now, the efficient operation of the entire co-ordination 

crucially depends on workers’ collective capacity to identify and 

solve emergent local problems and, in the sense that such capacity 

can be only nurtured through collective learning on the shop-floor, it 

becomes truly firm-specific and therefore not individually market¬ 

able. But the workers as a collectivity may exercise effective bargain¬ 

ing power over the disposition of rents. 
If workers have a reasonable ground to expect, from repeated 

bargaining with management, that a fair share in forthcoming rents is 

assured for them, it would be rational for them to make efforts to 

contribute to the maximization of those rents. In a situation where 

delay in response to system and local shocks makes it possible for 

competitors to snatch away potential rents, workers may be moti¬ 

vated to find an efficient solution to such shocks without delay and in 
co-operation with management. Putting aside discussion of a possible 

free-rider problem (shirking by workers at the expense of the efforts 

of others) and other related questions, we may summarize the above 
argument as follows: Workers are likely to participate in the sharing of 

rents available from the efficient working of semi-horizontal operational 

co-ordination and thus be motivated to contribute to and be responsible for 

local problem-solving and quick responses to local as well as system shocks 

which would enhance the amount of rents. 

IV. THE SHARING SYSTEM 

As we have seen, in the Japanese firm employees are given incentives 

to develop skills relevant to the effective working of semi-horizontal 

operational co-ordination through learning-by-doing over time. If 

their career development is suspended because of lay-offs, or dis¬ 

charges necessitated by the loss of competitiveness of the employ¬ 

ing firm, the cost would be great in terms of sacrifice of otherwise 

available future returns to learning in the form of seniority premiums 
and retirement compensation. On the other hand, if the firm keeps 

expanding, better career prospects are opened for its employees in 

the form of better chances for future promotion and the increased 

earnings accompanying such promotion. Thus the utility function of 
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the representative worker includes not only the conventional variable 
of the current level of earnings but also such strategic variables as 
employment, growth rate of the firm, etc. If that is the case, it is 
not internally efficient from the viewpoint of the profit-earners 
(stockholder) and the employees that only workers’ earnings are 
determined jointly by the two parties (possibly through collective 
bargaining) and that decisions on other strategic variables relevant to 
the well-being of employees are unilaterally made by management 
which strives to maximize profits, taking the wage as given. In this 
decision-making procedure, the outcome would always be off the 
contract curve, on which efficient bargaining should settle. Both the 
level of earnings, and those strategic variables need to be determined 
conjointly. 

Suppose that both parties are ‘time-impatient’ in the sense that 
they are fully aware that potential rents may be lost if an efficient 
adjustment of the firm’s strategic market variables and mutual co¬ 
operation in their implementation is delayed. Then both parties may 
be motivated to reach an agreement, implicit or explicit, both on 
strategic market decisions and distribution without delay. A recent 
contribution to game theory shows that if bargaining on these mat¬ 
ters can take place in a ‘time-efficient’ manner (in the technical sense 
that the time-interval between proposals and counter-proposals be¬ 
comes infinitesimally small), an outcome known as the ‘Nash bar¬ 
gaining solution’ is likely to emerge as the ‘perfect equilibrium’ in 
which neither party can expect to do better (Binmore et al. 1986). 
At this equilibrium, the percentage utility gain from marginal 
change in any variable (distributional or strategic) relative to the total 
utility gain from co-operation is equalized for both parties. 

„ an analysis of the Nash bargaining solution involving the 
strategic variables of the firm, I concluded that under a certain 
regularity condition, the shares which determine the distribution 
of rents between two parties may be fixed once and for all, independ¬ 
ent of changing market conditions, reflecting their relative bargain¬ 
ing power and the equilibrium choice of strategic variables can be 
made, responding to changing market conditions, by weighting the 
optimal choices of this by their respective shares. One may call this 
the dual parametric rule.3 In other words, the equilibrium policy of 
the firm would be the weighted average of the optimal policy of 
the stockholder-controlled firm (the profit-maximizing firm) and the 
worker-controlled firm a la Ward and Domar. According to this 
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theory, if the Japanese firm chooses a lower lay-off rate than the one 

which the neoclassical paradigm of profit-maximization under the 

hourly wage system would predict, it is not because management can 

unilaterally reduce worker’s compensation to expand the employ¬ 

ment level, but because the worker’s preference for job security and 

worksharing is duly reflected in managerial policy-making, possibly 

in exchange for a lower wage-level. 

The equilibrium property of the dual parametric rule suggests that 

strategic managerial variables need not be subject to explicit bargain¬ 

ing as market conditions change once a proper share parameter is 

specified (as long as the relative bargaining power between stock¬ 

holders and workers is stable). Adjustments in managerial policy 

may be delegated and entrusted to management, provided management 

follows the weighting rule in formulating and adjusting strategic 
managerial variables, in which case the principle of sharing in 

decision-making is not lost. I regard the role of management as that 

of a referee in a bargaining game (Aoki 1984c) rather than that of sole 

agent of the stockholders as in neoclassical theory, or the maximizer 

of its own utility as in managerialist theory. 
There are two important macroeconomic implications of micro¬ 

behaviour derived from the dual parametric rule. The first concerns 

a comparison of behaviour between that derived from the dual 

parametric rule and that derived from the neoclassical rule of 

profit-maximization. The second concerns how the microeconomic 

behaviour of the firm changes when share parameters change to 

reflect the strengthening of the relative bargaining power of the 

workers. 
First, suppose an equilibrium configuration of internal distribu¬ 

tion and strategic decision-making, such as about lay-offs or the rate 

of expansion of the firm, derived by the application of the dual 

parametric rule. Then fix only the internal distribution at the equi¬ 

librium value and make managerial strategic variables changeable. 

Let us choose the profit-maximizing strategic variables and compare 

them with the equilibrium values chosen under the dual parametric 

rule. If the increased value of strategic variables enhances the well¬ 

being of the worker, other conditions being constant, then the profit- 

maximizing value is generally lower than the equilibrium value 

chosen under the dual parametric rule. This is because when the 

profit-maximizing rule is applied it is equivalent to the weighting 

rule in which zero weight is allotted to the worker (the worker is 
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excluded from sharing in decision-making), while the weight allotted 

to the profit-earners remains less than one, as used in the dual 

parametric rule. 

Therefore, even though the relative bargaining powers of profit- 

earners and employees remains constant, whether the workers’ pre¬ 

ference is duly reflected in strategic decision-making is important for 

the micro-behaviour of the firm. In general, if the collective prefer¬ 

ence of workers, as represented by the enterprise-based union, is 
such that the marginal rate of substitution between additional 

job-security (or promotional opportunities) and the current level of 

earnings is positive, one can expect that management, which would 

take account of such workers’ preference, would set the level of 

employment (or the rate of growth of the firm) higher than the 

profit-maximizing level. The neoclassical view that management 

should always maximize profit is based on the assumption that work¬ 

ers’ preferences can be dealt with in wage-bargaining. But this 

assumption is erroneous in the modern context in which the emerg¬ 

ence of internal organization and the associated long-term attachment 

of workers to the firm makes their well-being dependent on a wider 
range of strategic decision-making than the current earning level, 

unless the scope of bargaining covers issues concerned with the 
firm’s strategic decision-making. 

Secondly, consider the relative change in internal bargaining 

power between profit-earners and workers as reflected in a change 

in share parameters. The dual parametric rule suggests that, since 

the equilibrium strategic decision is the weighted average of optimal 

strategic decisions for the two bargaining parties, the result of para¬ 

metric changes can be easily predicted by examining qualitative and 
quantitative differences in strategic decision-making. 

Let us compare first the preference for the growth of the firm by 

both constituents. Even if the workers can benefit from the growth 

of the firm through better chances of promotion, their preference for 

that growth may not be as strong as that of the profit-earners. This 

can be seen from the following: First, assume the firm to be con¬ 

trolled by stockholders. The stockholders may, if they wish, opt to 

monopolize gains from growth in the form of capital gains while they 

bear all the cost of growth among themselves in the form of forgone 

dividends. (When they opt to make new members bear a part of 

the costs of growth in the form of new equity shares, capital gains 

accruing to them are reduced by an amount equal to the value of the 
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new equity issue, assuming a perfectly competitive financial market 

and no taxation.) 

Imagine next a twin firm controlled fully by the workers, but 

otherwise identical. Suppose that, in order to finance growth, the 

workers have to sacrifice their current earnings, such earnings being 

retained by the firm. Growth would normally entail the expansion 

of the work-force, unless labour-saving technological progress made 

that unecessary. Even if status differentiation is created concur¬ 

rently between the senior workers and new employees, the ongoing 

organization would normally sustain the basic features of the firm’s 

structure so that at least some of the incoming workers would even¬ 

tually participate in the sharing of benefits from growth in the form 

of promotion, etc. In other words, incumbent workers cannot mono¬ 

polize the benefits from growth, as the stockholders do, even if they 

bear the cost of growth. The possibility of external debt-financing 
would mitigate this effect to some extent as it would shift some 

portion of the cost of growth to incoming workers. 
From this, one can predict that the firm would choose slower 

growth, or more labour-saving technology if the relative bargaining 

power is tilted in favour of workers. Also when a future risk of 

lay-off is involved, the firm would choose the lower level of employ¬ 

ment so that the probability of lay-off would be reduced (see Miya¬ 

zaki 1984). Thus the increasing power of workers within the firm may 
have an adverse effect on the demand for new employment. I have 

called this conflict between outsiders and insiders the ‘dilemma of 

industrial democracy’ (Aoki 1984c). 
Evidence suggests that the Japanese firm has not escaped this 

dilemma. Since the 1973-4 depression in the aftermath of the oil 

shocks, Japanese large firms have considerably limited the expan¬ 

sion of their work-forces through limiting new employment, the in¬ 

creasing use of ‘part-time workers’, the acceleration of labour-saving 
technology, and organizational innovation through the promotion 

of efficient semi-horizontal operational co-ordination, etc. Also the 

simplification of hierarchical layers and the reduction of blue-collar 

workers have been achieved through increased hiving-off of sub¬ 

sidiaries. In my estimation, the subsidiarization alone contributed 

to a 3.5-4.5 per cent reduction in the employment/sales ratio (in real 

terms) in the electric machinery and electronics industry over the 

period 1973-82, controlling for the effect of labour-saving techno¬ 

logical and organizational innovation and the scale effect. The 
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autonomous rate of labour saving per sales due to internal organiza¬ 

tional and technological innovation is estimated to be as high as 

about 10.0 per cent per annum (Aoki 1984a). 
If Japanese firms limit new employment relative to sales, why does 

the dilemma of industrial democracy not manifest itself at the macro¬ 

level as a conspicuous phenomenon of unemployment? Unemploy¬ 

ment in Japan was fairly constant at a rather low level of around 3 

per cent up to the mid 1980s. One reason why restrictions on the 

level of employment at large firms has not led to massive unemploy¬ 

ment is the relative increase in the number of ‘part-time’ workers. 

Second, the employment policies of large firms are facilitated by the 

hiving-off of subsidiaries, increased use of sub-contractors, and the 

transfer of employees to relatively smaller, satellite companies at 

inferior conditions of employment. In the next section, I focus on the 

latter mechanism. 

V. THE DUAL STRUCTURE RE-EMERGING? 

As already mentioned, it is a conspicuous phenomenon since the mid 

1970s that large Japanese firms have been getting rid of many fully 

owned or partially owned subsidiaries as well as relying on the 

extensive use of sub-contractors in which prime manufacturers 

often have a minority holding (see Aoki 19846). These firms are 

frequently related to prime manufacturers in long-term business 

relations in a more or less systematic manner. For example, in the 

automobile industry, where such relations are most systematized, 

prime manufacturers normally maintain direct first-tier relations with 

a hundred-odd suppliers, who are frequently organized into exclusive 

associations of firms co-operating with the prime manufacturers, and 

in turn have second-tier relations with still smaller sub-contractors. 

According to a survey by the Agency for Small and Medium-sized 

Enterprises conducted in 1977, a leading auto manufacturer had 

direct relations with 122 first-tier suppliers, and indirect relations 

with 5,437 second-tier suppliers, and 41,703 third tier suppliers. Ad¬ 

justing for double-counting, this manufacturer stood at the apex 

of a corporate grouping, supported by hierarchical transactional 

relations, numbering some 35,768 enterprises (Japanese Agency for 
Small and medium-sized Enterprises 1977). 

Long-standing folklore dictates that large firms in Japan use such 

relatively small, related firms as a business-cycle buffer to maintain 
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permanent employment in larger firms. However, such relationships 

are much more subtle nowadays. For example, in the automotive 

industry many first-tier firms supply essential components, such as 

electronic parts, and brakes, for the manufacture of which the prime 

manufacturer does not have comparable technological expertise, or 

are sub-contracted to assemble particular models of final products. 

Contracts between the prime manufacturer and these first-tier sup¬ 

pliers normally extend through the life-cycle of a particular model 

and are renewable unless the suppliers fail to meet the quality and 

cost standards of the prime manufacturer in the contractual period. 

For example, between 1973 and 1984, only three firms left the 

Association of Toyota Co-operating Firms composed of first-tier 

suppliers, and 21 firms joined it. (see Sakamoto 1985). 

Prime manufacturers thus do not use their first-tier supplier firms 

to buffer business-cycle conditions. The semi-exclusive reliance of 

the prime manufacturer on first-tier firms for the supply of certain 

parts and components, and the clear demarcation of work between 

the prime and first-tier suppliers make it imperative for the prime 

manufacturers to maintain permanent transactional relations with the 

latter. A recent econometric study on sub-contracting groups indi¬ 

cates that fluctuations in income are shared between contracting 

firms and sub-contracting suppliers, normally with the former taking 

a larger share of business risks than the later (Kawasaki and Mac¬ 
millan, 1987). Since the prime contracting firm is usually in a better 

position to assume such risks than the smaller subcontracting sup¬ 

plier, through diversification in its product portfolio and the accu¬ 

mulation of financial assets, it is an efficient arrangement that the 

former absorbs more risk in exchange for its monopsonistic gain 

(Aoki 19846). 
The terms of transaction are negotiated between the prime manu¬ 

facturers and each member of the first-tier group, usually twice a 

year and at the same time as collective bargaining with the union 

regarding biannual bonuses. Prime manufacturers guarantee amor¬ 

tization charges for the specific equipment and tools required by 

suppliers, and in addition the division of the rents enjoyed by the 

group is negotiated (Asanuma 1985). 
Because of these transactional and distributional arrangements, 

first-tier firms relate to the prime manufacturer in much the same 

way as in-house divisions of an integrated firm. Indeed, workers of 

the first-tier firms are sometimes organized into a single ‘enterprise- 
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group’ union with workers of the prime manufacturer. On the other 

hand, in spite of minority holdings in first-tier suppliers by the prime 

manufacturer, the former retain considerable autonomy in opera¬ 

tional control. Moreover, many first-tier supplier firms are very 

active in pursuing their own research and development, because the 

development of new technology endows them with considerable 

bargaining power vis-a-vis the prime manufacturer over the disposi¬ 

tion of group rents. It is also not unusual for technologically adv¬ 

anced suppliers to have simultaneous transactional relations with a 

number of prime manufacturers.4 

Economies of quasi-disintegration in the form of semi-autonomous 

groupings come partly from the efficiency of the operational co¬ 

ordination mechanism. This is very similar in its functioning to the 

semi-horizontal operational co-ordination among in-house shops we 

discussed in Section III. In fact, the ‘kanban’ system normally ap¬ 

plies to communications between the prime manufacturer and first- 

tier suppliers, and may extend even to transactions between first-tier 

suppliers and second-tier suppliers. Response to system shocks, such 

as fluctuating final demand, is initiated by the final assembly-lines 

of the prime manufacturer and distributed beyond the corporate 

boundary of the prime manufacturer throughout the whole group 

through the medium of ‘kanban’ and without the intervention of a 

single higher controlling power, although responsibility to respond 

to local shocks, such as quality defects and machine malfunction, 

is placed firmly on each supplier. This semi-horizontal operational 

co-ordination beyond corporate boundaries which dispenses with a 

single corporate control may be regarded as saving transaction costs 

of the same order as are attributable to the intra-firm mechanism. 

This saving manifests itself dramatically in that the management 

hierarchy of the prime manufacturer in Japan is much flatter than 

that of large American integrated firms. In American auto manu¬ 

facturers, the chief executive officers are normally six or seven 

management-layers away from a typical plant manager, whereas 

in Japanese auto manufacturers’ main plant managers are often 

appointed to the companies’ boards of directors (which are overwhel¬ 

mingly ‘inside’ boards) and, at most, are two levels below the chief 
executive officer. 

Employees of first-tier suppliers usually enjoy benefits comparable 

with those of workers at prime manufacturers. Thus, although there 

is strong pressure on first-tier suppliers and their workers to ensure 
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Table 7.1. The rates of increase in wages and value added productivity by 
establishment size and period (%) 

500 or 
more 

100-499 30-99 5-29 

Wages 
1960-5 8.1 11.0 12.2 15.0 
1965-70 14.7 14.9 14.4 14.2 
1970-5 18.1 18.2 17.3 17.3 
1975-83 7.5 6.9 6.7 6.7 

Value added productivity 
1960-5 6.9 10.0 11.9 14.5 
1965-70 17.2 16.8 16.5 16.3 
1970-5 10.8 13.8 13.1 13.8 
1975-83 11.6 9.2 8.6 8.2 

Source: Japanese Ministry of Labour, Monthly Labour Survey, Ministry of International Trade 
and Industry, Industrial Statistics. 

the efficient functioning of operational co-ordination, one of the 

primary economic reasons for the existence of first-tier, semi- 

autonomous suppliers stems from the informational efficiency made 

possible by avoiding a high degree of integration. 
But it seems true that quasi-disintegration is also a way of securing 

benefits for workers at prime manufacturers and strong first-tier 

suppliers by limiting the number of employees at those levels. In 

this way, prime manufacturers and strong first-tier suppliers can hive 

off the potential problem of securing jobs and other benefits for 

workers to smaller satellite firms. As one goes down the hierarchy in 

the supplier group, the technological expertise of lower-tier suppliers 

becomes less and less indispensable. The fact that these suppliers can 

easily be replaced by other competitors makes their bargaining power 

over the participation in rents enjoyed by the group extremely weak. 

A look at Table 7.1 reveals that after 1975 the difference in the 

rate of increase in value-added productivity began to favour larger 

establishments, although some portion of slower productivity growth 

at small establishments was offset by relatively lower wage increases. 

However, when one compares the wages of workers in the same age 

group and with the same job tenure, differentials according to estab¬ 

lishment size are not so large. For instance, regularly paid wages to 
male workers of establishments with 10-99 employees in manufac¬ 

turing industries in the age groups 20—24 and 25 — 29 were 98.6 per 
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Table 7.2. Size differential in welfare-related labour costs3 

Welfare costs 
legally 
required 

Welfare costs 
legally 
not-required 

Costs for 
retirement 
compensation 

1973-75 76.1 44.8 32.2 
1976-79 70.1 34.8 33.9 
1980-82 72.0 29.4 29.2 

a Relative ratio for establishments with 30-99 employees; establishments with 1,000 or 
more employees = 100. 

Source: Japanese Ministry of Labour, Analysis of Labour Economy, 1983. 

cent and 94.5 per cent respectively, of those paid to workers of 

establishments with 1,000 or more in 1983 (Japanese Ministry of 

Labour 1960-83). 

Such equalization of standard wages probably accounts for the fact 

that the widening of wage differential between firms of different size 

did not mirror the difference in value-added productivity. However, 

if one compares benefits paid in the form of non-standard wages, 

such as bonuses, pensions, and lump-sum payment, on retirement, 

there is evidence of a widening of differentials between larger and 

smaller firms (see Table 7.2). It is also at these smaller firms that one 

finds a bigger proportion of ‘part-timers’ who are underpaid and 

deprived of various benefits such as job-security, bonuses, and pen¬ 
sions. 

One may provisionally assume therefore that larger firms in the 

corporate group gained increasingly larger shares in group rents, 

with the workers’ share of these rents taking the form of non¬ 

standard wage benefits; the bargaining power of smaller firms within 

the group was adversely affected, with workers there gaining only 

near-competitive wages. This appears reminiscent of the dual labour- 

market hypothesis, but the present structure is characterized more 

by fine gradation from the co-operative game that characterizes large 

firms at the apex of the group through relatively well-off supplier 

firms at the upper tier of the supplier hierarchy to the competitive 

system at the lowest tier. In the early 1960s, there was also a dif¬ 

ferential in regularly paid wages (standard wages) according to size of 

firm, but this differential was narrowed and almost disappeared in 

the period of high growth, and does not appear to have re-emerged 

since. Scale differentials appear in the form of non-standard wage 

benefits, a part of which may be understood as participation in rent. 
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This gradational structure seems to be facing a turning-point, 

however. Since the realignment of exchange rates starting from the 

intervention of G-5 and accelerated by the fall in the price of oil, 

lower-tier suppliers are losing ground to lower-cost supplies from 

abroad. Thus the prime manufacturer has begun to consider the 

merits of foreign sources, either from their own subsidiaries and/ 

or foreign suppliers. At the same time most large first-tier suppliers 

are looking for foreign bases of operation. Thus the substitution of 

foreign suppliers (or Japanese subsidiaries in foreign countries) for 

Japanese suppliers may not affect first-tier suppliers immediately to 

spoil the efficiency of close networking of semi-horizontal co-ordina¬ 

tion, but it may well have the effect of hitting employment oppor¬ 

tunities hard at the lower end of the hierarchy. 

VI. CONCLUSION: IS THE JAPANESE MODEL 

CULTURALLY UNIQUE? 

In Section III, I have suggested that semi-horizontal operational 

co-ordination, coupled with the integrative approach to operating 

and problem-solving on the shop-floor, may contribute to the dyna¬ 

mic efficiency of firms in certain industries and surpass that of a 

combination of specialism and hierarchical co-ordination. Those in¬ 

dustries for which the Japanese methods may operate more efficient¬ 

ly would be the ones in which market conditions are characterized by 

continual and incremental changes and in which production involves 

many processes. But it may not be dynamically efficient in indus¬ 

tries where market conditions are relatively stable and/or the produc¬ 
tion process is comparatively straightforward. The mass-production 

method, utilizing economies of specialization and centralized co¬ 

ordination, may operate more efficiently for such industries. 

In Section IV, I have also hinted that it is extremely costly to 

develop the integrative skills of workers to cope with drastically 

changing market or technological environments. Further, in such an 

environment, entrepreneurial leadership to seize on market and en¬ 

gineering possibilities and initiate new designs may be more crucial 

to the viability of the firm than a capacity to respond quickly to 

demands for existing products. 
Therefore one may expect that the Japanese-type , less hierarch¬ 

ical and less specialized system, would be found more frequently 

in industries characterized by medium-batch production of many 
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varieties, while the more hierarchical and more specialized system 

may be found in industries characterized by continuous or mass- 

production methods. The latter may be also found in industries 

characterized by customized production or responding to drastically 

changing market environments. Such is indeed what the ‘contin¬ 

gency’ paradigm of organization predicts and in the US there seems 

to be empirical support for this hypothesis. In Japan, however, this 

theory does not seem to hold. For example, in a recent statistical study 

of 50-odd companies in central Indiana and the Atsugi region in the 

vicinity of Tokyo, it was found that the Japanese companies had less 

specialized job classifications and that de facto, decision-making took 

place at lower levels, regardless of their industrial characteristics 

(Lincoln et al. 1986, pp. 338-64). This finding is consistent with 

often-made claims in business economics that Japan is compara¬ 

tively stronger in industries characterized by medium-range market 

volatility and multi-step manufacturing processes, such as in the 

automobile, electrical, and precision-machinery industries, but weak 

in industries characterized by stable markets or continuous manu¬ 

facturing processes such as food-processing, paper, and petro¬ 

chemicals (e.g. Abbeglen and Stalk 1986; Kagone et al. 1985). 

One may conjecture that, if the less specialized and less- 

hierarchical (in the sense that de facto the decision-making level is 

comparatively lower) method is consistently chosen in Japan, regard¬ 

less of its economic efficiency, it must be rooted in Japanese culture. 

One may continue to argue further that if the Japanese system is 

cultural, then it is unique to Japan and not exportable. But we ought 

to be careful about drawing such conclusions. 

First of all, it may be agreed that the less clear demarcation of 

jobs within a small work-group is a distinctive characteristic of the 

Japanese and that this organizational orientation may be culturally 

conditioned by the collective memory of agrarian village life, where 

the nature of rice production required co-operative working involv¬ 

ing the rotation of tasks, and ad hoc and flexible collective responses 

to continual and incremental environmental changes. But the team 

approach to work does not automatically ensure an efficient work 

system in the context of the large organizations characteristic of our 

own times. If the task of a functional unit is carried out by a 

relatively egalitarian and cohesive work-team, the latter may tend to 

become autonomous and assert its own localized interests by taking 

advantage of its monopolistic position within the organization. Co¬ 

ordination between functional units then becomes problematical. 
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This problem was no' indeed unusual in the pre-industrial age. 

Villages in the Edo period, organized as coherent, relatively homo¬ 

geneous user- imr,s of ‘he irrigation system and, except for tax obliga¬ 

tions, free of the control of castle-towns, often engaged in fierce 

disputes among themser es over the distribution of water resources. 

These disputes, known mizu-araioi (water-disputes), sometimes 

led to bloody clashes between neighbouring villages in times of water 

scarcity. Elaborate arbrration schemes along the irrigation system 

had to be developed in this period to cope with such social conflict. 

Famous agrarian leaders s' 'hat time, like Ninomiya Kinjiro and 

Mutsugawa Chiyozab mo, were associated with the organization and 

effective managemen' of their arbitration schemes. 

The need for inter-group co-ordination and conflict resolution 

is no less important for modern Japanese firms. In a criticism of 

Chie Nakane, who emphasizes The cultural uniqueness of Japanese 

organization relying on small-group values (Nakane 1979), Rohlen 

comments: 

The total company situation c more complicated. While the nature of work 

groups is best approached irons the question of their fundamental concep¬ 

tualization, it is less ../t.'i tha* an ideology emphasizing small-group values 
will have the same significance for large organizations. Company leaders 

may be devoted to such values, but they are not in a position to unite the 

personnel of a company m the -ame immediate way group leaders are, and 

the best thev can accornp.csr. i.s to make success of the directors and other 

high level small groups. Companies have been able to elaborate a wide 

manner of activities of symsohe participation buch as ceremonies, gather¬ 

ings of representatives, company-wide outings, and civic and charitable 

program*), but none of this will be sufficient to secure the sense of con¬ 

nectedness of individuals to the whole, a crucial matter to Japanese com¬ 

panies '"Rohlen 197i, pp 208—9). 

From this perspective, it is not too difficult to see that some 

elements of ‘semi-horizontal' operational co-ordination in the context 

of the modern firm are the product of conscious management design. 

For example, the van ban system was developed by the ingenious 

effort of industrial engineers at an automobile manufacturing firm 

who imported the method of replenishing on-shelf stocks of the 

American supermarket system and adapted it to the requirements of 

co-ordinating manuraenurmg and inventory control. 

The practice of rotating personnel beyond functional units is also 

a device to facilitate communications between units and restrain the 

development of unit-specific mterests. Such rotation is found, for 
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example, among engineers in the manufacturing division, who may 

be transferred to the central research laboratory to participate in the 

development of a new product, or the production site for supervising 

the setting-up of a new manufacturing process. It may facilitate the 

formation of feedback loops between the downstream and upstream 

phases of design as well as between the manufacturing process and 

the preceding design process (see Aoki 1988, ch. 6.3). 

Inter-functional unit rotation may be considered as a magnified 

version of job rotation within the small group. But while job rota¬ 

tion on the shop-floor began spontaneously through the initiative 

of foremen and sub-foremen (see Koike 1984, p. 163), the practice 

of inter-unit rotation was cultivated by management and centrally 

administered by the personnel department of the firm. Although 

the Japanese firm has come to rely on less hierarchical control over 

operating tasks, in order to ensure that the functional units, and 

members of each work-group therein, comply with the organizational 

goal, the personnel administration of the Japanese firm has become 

much more centralized than the Western firm. Decentralization in 

one dimension seems to be compensated by centralization in another. 

Even though the development of semi-horizontal co-ordination in 

Japan is a rational management response to the ‘culture’ of small- 

group values, if it turns out to be more responsive to market and 

other environmental changes of an incremental nature and thus can 

avoid the rigidity of hierarchical co-ordination, it may be worth 

considering its adoption elsewhere as an alternative to hierarchical 

co-ordination. But it is to be remembered that semi-horizontal oper¬ 

ational co-ordination in Japanese firms, which has developed as a 

response to small-group values, in turn relies on the problem-solving 

capacity of each functional unit (shop). This localized approach aims 

at the effective utilization of on-the-spot information that may be 

implied, subtle, unprogrammable, yet economically valuable for 

problem-solving.5 And such utilization is made possible by enhanc¬ 

ing the job experiences of workers, sharing knowledge among them, 

and cross-jurisdictional communications at the operating level. But is 

a less rigid, flexible job demarcation, which would facilitate the 

formation of the integrative skills of workers, possible in the cultural 

tradition of specialization?6 This question may be answered only 

after painstaking efforts in that direction on the part both of labour 

and management rather than by the intellectual exercise of scholars. 

Once the efficient and humanistic aspects of the integrative approach 

are understood, however, such effort would seem to be worth while.7 
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NOTES 

1. A more extensive discussion of these and other issues mentioned above is to be 
found in Aoki (1988). 

2. This assertion is based on the reinterpretation of McLeod and Malcomson 
(1986). See also Aoki (1988), ch. 2.2. 

3. Aoki (1984), ch. 5. There I call the second part of the dual rule the weighting rule 
(pp. 74-80). 

4. For an example, Toyota corporate group owns about 28% of the stock of Nihon 
Denso which supplies car electronic equipment, but the latter is also a member of 
the Association of Co-operating Firms for Mitsubishi Auto Industry Ltd., Fuji 
Heavy Industry Co., and Isuzu Motor Co. 

5. The emphasis on the integrative approach is also exactly the point that Swedish 
management and labour unions have agreed in the Development Contract as a 
key to productivity growth and improvement of the quality of work. 

6. See Cole (1979) for the cultural aspect of the development of specialization in the 

US. 
7. There are many stories of experiments of more flexible schemes of job classifica¬ 

tion in the US, but a true hybrid of two Japanese and American giant firms— 
New United Motor Manufacturing Inc. (NUMMI) founded in 1983 at Fremont, 
California—provides a particularly interesting example in showing that the 
Japanese rotation scheme may be a viable alternative even in the US union 

setting. 
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