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'With this book Peter Hall and David Soskice are opening a new chapter in
the analysis of contemporary capitalism. They have succeeded in
bringing together in one compelling formulation historical-institutional
and rationalist-individualist analytical perspectives. The empirical applica-
tions in Varieties of Capitalism illuminate in a profound way how both
scholars and policy makers will benefit when they link macro- and micro-
level analyses across the many different sectors that define contemporary
capitalism in its many forms. Economists and political scientists, finally, are
able to meet on common ground. This book will become a classic in the
field.'

Peter }, Katzenstein, Walter S. Carpenter, Jr. Professor of International
Studies, Cornell University

This invaluable contribution to the comparative capitalism literature
vigorously argues against the notion of convergence so popular in the
globalism debates. The authors expand our understanding of national
"production systems" to see new connections and show that the differ-
ences among them allow countries to pursue distinctly different stra-
tegies of international competition. A must read.'

Peter Gourevitch, Professor, Graduate School of International Relations and
Pacific Studies, University of California, San Diego

'This book has been well worth waiting for. It demonstrates the wealth
of insights that could be achieved through Soskice's innovative research
program that began to change the agenda of Comparative Political
Economy more than a decade ago. The volume combines a definitive
restatement of the varieties-of-capitalism approach with illuminative
applications to the range of research areas covered by it and with some
fascinating theoretical extensions. Excellent!'

Professor F. W. Scharpf, Max Planck Institute for the Study of Societies,
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PREFACE

Are there fundamental differences in national political economies condi-
tioning economic performance and social well-being? How should these
differences be construed? Can we expect them to survive the pressures
that integration into an international economy places upon nations?
These have long been fundamental issues in the field of comparative
political economy. They have acquired a new urgency in the contempo-
rary era, as technological change and the developments associated with
'globalization' shift the climate for business around the world, calling
into question many settled understandings.

This book outlines a new approach to the comparison of national
economies that can be used to answer such questions. Building on the
new economics of organization, it develops an approach to understand-
ing the macroeconomy and the institutions within it that moves beyond
earlier conceptions built on influential distinctions between 'strong' and
'weak' states or 'neo-corporatist' and 'pluralist' societies. It brings the
firm back into a central position in our understanding of the political
economy and, as such, should be of interest to scholars of business as
well as political economists. It applies concepts drawn from game theory
and the new institutionalism in economics to the problem of under-
standing national economies, effecting an integration between theories
of the firm and conceptions of the macroeconomy relevant to economics
as well as political science.

For many years, discussions of international trade have been domin-
ated by theories of comparative economic advantage. However, recent
patterns in the movement of goods across national borders have called
into question classic theories of comparative advantage. At the same time,
endogenous sources of growth based on economies of scope, learning by
doing, and positive externalities have led some to argue that the institu-
tional frameworks within which firms operate may condition what they
can do. This raises the possibility that nations may derive comparative
advantages from their institutional infrastructure, but few theories have
been developed to explain precisely how institutions generate such
advantages or in what they consist. The approach to comparative capit-
alism developed in this volume fills that gap, offering an account of how
the institutions structuring the political economy confer comparative
advantages on a nation, especially in the sphere of innovation.
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This theory of comparative institutional advantage has wide implica-
tions. It generates predictions about what kinds of activities firms will
move across national borders when international markets become more
open and where they will move them. It provides a new analysis of the
pressures governments experience as a result of globalization and one
capable of explaining the diversity of policy responses that follow. It
offers a novel perspective on the positions governments are likely to take
in international economic negotiations. Perhaps most important, it calls
into question the presumption that increasing international economic
integration will force the institutions and regulatory regimes of diverse
nations into convergence on a common model.

The implications for policy-making of this approach to comparative
political economy are equally radical. It casts the fundamental problems
facing economic policy-makers in a new light, suggesting that their prin-
cipal task is not to identify endeavors in which firms can excel and
provide incentives for pursuing them, but rather the more difficult one
of improving the capacities of firms to coordinate with other actors in
the economy. It calls for a reexamination of social policy and a reinter-
pretation of the welfare state. Social policies are often seen as measures
that impede the operation of markets, forced on an unwilling business
community by labor or the political left. However, the essays in this
volume suggest that many kinds of social policies actually improve the
operation of markets and enhance the capacities of firms to pursue
distinctive strategies, thereby inspiring active support in the business
community.

Building on the distinction between 'liberal market economies' and
'coordinated market economies' that is central to the approach, the con-
tributors to this volume explore many of the institutional complementar-
ities found in such economies. They show how firms develop corporate
strategies to take advantage of the institutional support available in any
economy for particular modes of coordination, deriving from this a new
perspective on issues in strategic management. They examine how
national legal frameworks for contracting and standard-setting reinforce
specific patterns of business coordination and the ways in which monetary
regimes interact with industrial relations systems to generate distinctive
patterns of economic performance. The result is a textured account of how
some institutions in the political economy can reinforce the operation of
others to generate nationally distinctive forms of capitalism.

Although grounded in large bodies of empirical research, the contribu-
tions to this volume are bold and bound to be controversial. Even at this
length, the volume covers only some of the issues raised by this approach
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to comparative political economy and a few of the nations to which it can
be applied. We construe the book, however, not as the end of a story but
as its beginning. Above all else, it is an effort to open research agendas in
multiple fields by suggesting new lines of inquiry and analysis. We hope
that readers will find the contents as stimulating as we found the works
on which we have built.

The artwork on the cover of this book, Work by Ford Madox Brown, is
now in the Manchester City Art Gallery. Painted between 1852 and 1865
on Heath Street, Hampstead, it portrays two intellectuals, Thomas Carlyle
and F. D. Maurice, observing work in its social context during an earlier
era of intense economic change, much as the contributors to this book
observe the processes of globalization today.

This volume has had a long gestation. It is the culmination of a project
begun in 1992 as a collaborative effort between the Minda de Gunzburg
Center for European Studies at Harvard University and the Wissen-
schaftszentrum in Berlin to bring together a group of young political
economists to discuss the issues associated with varieties of capitalism
that we led jointly with Suzanne Berger of MIT. The participants met
twice a year over five years for intensive debate, and many spent
extended periods of time at the WZB. These discussions provided some
of the most exciting intellectual experiences of our lives, and we have
learned more than we can ever acknowledge from those who took part
in them.

We owe a particular debt to Suzanne Berger whose leadership was
indispensable to the project and whose lively intelligence and empathetic
criticism influenced many of the formulations in these pages. Tom
Cusack, Geoffrey Garrett, and Jonas Pontusson were also mainstays of
this project from the beginning whose intellectual contributions to it have
profoundly influenced our thinking. Among those who participated in
many of the sessions, we want to thank Carles Boix, Jonah Levy, Richard
Locke, Paul Pierson, Peter Swenson, Anne Wren, and Nicholas Ziegler.
Those who provided important contributions to specific sessions include:
Richard Clayton, Elie Cohen, John Ferejohn, David Finegold, Andrew
Glyn, John Griffin, Ellen Immergut, Wade Jacoby, Horst Kern, Desmond
King, Peter Lange, Gerhard Lehmbruch, Ton Notermans, Claus Offe,
Sofia Perez, Fritz Scharpf, Wolfgang Streeck, Gunnar Trumbull, Steven
Vogel, and John Zysman.

For the financial support that sustained this project, we are grateful to
the Wissenschaftszentrum and the Program for the Study of Germany
and Europe at Harvard. We thank Charles Maier, the Director of the
Center for European Studies, Abby Collins, its Associate Director, and



viii Preface

Friedhelm Neidhardt, the President of the WZB, for active encourage-
ment at crucial stages of the proceedings. Without the logistical support
of Hannelore Minzlaff and Ilona Kohler at the WZB as well as Lisa
Eschenbach at CES, our meetings would have not have been possible.
As usual, we are deeply grateful to them. Support for the preparation of
the Introduction was also provided through a grant from the research
and writing initiative of the Program on Global Security and Sustain-
ability of the John D. and Catherine T. MacArthur Foundation. Jessica
Berger, Alison Fleig, Holger Frank, and Daniel Gingerich worked with
efficiency and dispatch to prepare this volume for the press.

Over the years in which we have been working on this book, we
have received encouragement and constructive criticism from so many
friends and colleagues that it is impossible to list them all, but they
should know we are grateful. Among those who deserve special thanks
for the advice or close readings they provided are: Rainer Fehn, Peter
Gourevitch, Michel Goyer, Rogers Hollingsworth, Peter Katzenstein,
Stephan Leibfried, Margaret Levi, Philip Manow, Andrew Martin, and
Jonathan Zeitlin as well as the anonymous readers for the press.

Finally, for intellectual stimulation and sustained support, we owe
more than we can express to Nicola Lacey and Rosemary C. R. Taylor.

P.A.H.
D.S.

Cambridge and Berlin
January 2001
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1

An Introduction to Varieties of Capitalism

Peter A. Hall and David Soskice

1.1 Introduction

Political economists have always been interested in the differences in
economic and political institutions that occur across countries. Some
regard these differences as deviations from Tjest practice' that will
dissolve as nations catch up to a technological or organizational leader.
Others see them as the distillation of more durable historical choices for
a specific kind of society, since economic institutions condition levels of
social protection, the distribution of income, and the availability of collec-
tive goods—features of the social solidarity of a nation. In each case,
comparative political economy revolves around the conceptual frame-
works used to understand institutional variation across nations.

On such frameworks depend the answers to a range of important
questions. Some are policy-related. What kind of economic policies will
improve the performance of the economy? What will governments do in
the face of economic challenges? What defines a state's capacities to meet
such challenges? Other questions are firm-related. Do companies located
in different nations display systematic differences in their structure and
strategies? If so, what inspires such differences? How can national differ-
ences in the pace or character of innovation be explained? Some are
issues about economic performance. Do some sets of institutions provide
lower rates of inflation and unemployment or higher rates of growth
than others? What are the trade-offs in terms of economic performance
to developing one type of political economy rather than another? Finally,
second-order questions about institutional change and stability are of
special significance today. Can we expect technological progress and the
competitive pressures of globalization to inspire institutional conver-
gence? What factors condition the adjustment paths a political economy
takes in the face of such challenges?

The object of this book is to elaborate a new framework for under-
standing the institutional similarities and differences among the devel-
oped economies, one that offers a new and intriguing set of answers to
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such questions.1 We outline the basic approach in this Introduction.
Subsequent chapters extend and apply it to a wide range of issues. In
many respects, this approach is still a work-in-progress. We see it as a set
of contentions that open up new research agendas rather than settled wis-
dom to be accepted uncritically, but, as the contributions to this volume
indicate, it provides new perspectives on an unusually broad set of
topics, ranging from issues in innovation, vocational training, and cor-
porate strategy to those associated with legal systems, the development
of social policy, and the stance nations take in international negotiations.

As any work on this topic must be, ours is deeply indebted to prior
scholarship in the field. The 'varieties of capitalism' approach developed
here can be seen as an effort to go beyond three perspectives on institu-
tional variation that have dominated the study of comparative capitalism
in the preceding thirty years.2 In important respects, like ours, each of
these perspectives was a response to the economic problems of its time.

The first of these perspectives offers a modernization approach to compar-
ative capitalism nicely elucidated in Shonfield's magisterial treatise of
1965. Devised in the post-war decades, this approach saw the principal
challenge confronting the developed economies as one of modernizing
industries still dominated by pre-war practices in order to secure high
rates of national growth. Analysts tried to identify a set of actors with
the strategic capacity to devise plans for industry and to impress them
on specific sectors. Occasionally, this capacity was said to reside in the
banks but more often in public officials. Accordingly, those taking this
approach focused on the institutional structures that gave states lever-
age over the private sector, such as planning systems and public influ-
ence over the flows of funds in the financial system (Cohen 1977; Estrin
and Holmes 1983; Zysman 1983; Cox 1986). Countries were often cate-
gorized, according to the structure of their state, into those with 'strong'
and 'weak' states (Katzenstein 1978b; Sacks 1980; Nordlinger 1981; Skoc-
pol and Amenta 1985). France and Japan emerged from this perspective
as models of economic success, while Britain was generally seen as a
laggard (Shonfield 1965; Johnson 1982).

1 We concentrate here on economies at relatively high levels of development because we
know them best and think the framework applies well to many problems there. However,
the basic approach should also have relevance for understanding developing economies as
well (cf. Bates 1997).

2 Of necessity, this summary is brief and slightly stylized. As a result, it does not do full
justice to the variety of analyses found within these literatures and neglects some discus-
sions that fall outside them. Note that some of our own prior work can be said to fall within
them. For more extensive reviews, see Hall (1999, 2001).
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During the 1970s, when inflation became the preeminent problem
facing the developed economies, a number of analysts developed a
second approach to comparative capitalism based on the concept of neo-
corpomtism (Schmitter and Lehmbruch 1979; Berger 1981; Goldthorpe
1984; Alvarez et al. 1991). Although defined in various ways, neo-
corporatism was generally associated with the capacity of a state to nego-
tiate durable bargains with employers and the trade union movement
regarding wages, working conditions, and social or economic policy.3

Accordingly, a nation's capacity for neo-corporatism was generally said
to depend on the centralization or concentration of the trade union move-
ment, following an Olsonian logic of collective action which specifies that
more encompassing unions can better internalize the economic effects of
their wage settlements (Olson 1965; Cameron 1984; Calmfors and Driffill
1988; Golden 1993). Those who saw neo-corporatist bargains as a 'polit-
ical exchange' emphasized the ability of states to offer inducements as
well as the capacity of unions to discipline their members (Pizzorno 1978;
Regini 1984; Scharpf 1987, 1991; cf. Przeworski and Wallerstein 1982).
Those working from this perspective categorized countries largely by
reference to the organization of their trade union movement; and the
success stories of this literature were the small, open economies of
northern Europe.

During the 1980s and 1990s, a new approach to comparative capitalism
that we will term a social systems of production approach gained currency.
Under this rubric, we group analyses of sectoral governance, national
innovation systems, and flexible production regimes that are diverse
in some respects but united by several key analytic features. Respond-
ing to the reorganization of production in response to technological
change, these works devote more attention to the behavior of firms.
Influenced by the French regulation school, they emphasize the move-
ment of firms away from mass production toward new production
regimes that depend on collective institutions at the regional, sectoral, or
national level (Piore and Sabel 1984; Dore 1986; Streeck and Schmitter
1986; Dosi et al. 1988; Boyer 1990; Lazonick 1991; Campbell et al. 1991;
Nelson 1993; Hollingsworth et al. 1994; Herrigel 1996; Hollingsworth and
Boyer 1997; Edquist 1997; Whitley 1999). These works bring a wider
range of institutions into the analysis and adopt a more sociological
approach to their operation, stressing the ways in which institutions

3 An alternative approach to neo-corporatism, closer to our own, which puts less
emphasis on the trade union movement and more on the organization of business was also
developed by Katzenstein (1985s, 19856) among others (Offe 1981).
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generate trust or enhance learning within economic communities. As a
result, some of these works resist national categories in favor of an
emphasis on regional success of the sort found in Baden-Wurttemberg
and the Third Italy.

Each of these bodies of work explains important aspects of the eco-
nomic world. However, we seek to go beyond them in several respects.
Although those who wrote within it characterized national differences in
the early post-war era well, for instance, some versions of the modern-
ization approach tend to overstate what governments can accomplish,
especially in contexts of economic openness where adjustment is firm-
led. We will argue that features of states once seen as attributes of
strength actually make the implementation of many economic policies
more difficult; and we seek a basis for comparison more deeply rooted
in the organization of the private sector.

Neo-corporatist analysis directs our attention to the organization of
society, but its emphasis on the trade union movement underplays the
role that firms and employer organizations play in the coordination of
the economy (cf. Soskice 1990s; Swenson 1991). We want to bring
firms back into the center of the analysis of comparative capitalism
and, without neglecting trade unions, highlight the role that business
associations and other types of relationships among firms play in the
political economy.

The literature on social systems of production accords firms a central
role and links the organization of production to the support provided by
external institutions at many levels of the political economy. However,
without denying that regional or sectoral institutions matter to firm
behavior, we focus on variation among national political economies. Our
premiss is that many of the most important institutional structures—
notably systems of labor market regulation, of education and training,
and of corporate governance — depend on the presence of regulatory
regimes that are the preserve of the nation-state. Accordingly, we look for
national-level differences and terms in which to characterize them that are
more general or parsimonious than this literature has generated.4

Where we break most fundamentally from these approaches, however,
is in our conception of how behavior is affected by the institutions of the
political economy. Three frameworks for understanding this relationship

4 One of the pioneering works that some will want to compare is Albert (1993), who
develops a contrast between the models of the Rhine and America that parallels ours
in some respects. Other valuable efforts to identify varieties of capitalism that have influ-
enced us include Hollingsworth and Boyer (1997), Crouch and Streeck (19976), and Whitley
(1999).
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dominate the analysis of comparative capitalism. One sees institutions as
socializing agencies that instill a particular set of norms or attitudes in those
who operate within them. French civil servants, for instance, are said to
acquire a particular concern for the public interest by virtue of their
training or the ethos of their agencies. A second suggests that the effects
of an institution follow from the power it confers on particular actors
through the formal sanctions that hierarchy supplies or the resources an
institution provides for mobilization. Industrial policy-makers and trade
union leaders are often said to have such forms of power. A third frame-
work construes the institutions of the political economy as a matrix of
sanctions and incentives to which the relevant actors respond such that
behavior can be predicted more or less automatically from the presence
of specific institutions, as, for instance, when individuals refuse to pro-
vide public goods in the absence of selective incentives. This kind of logic
is often cited to explain the willingness of encompassing trade unions to
moderate wages in order to reduce inflation.

Each of these formulations captures important ways in which the
institutions of the political economy affect economic behavior and we
make use of them. However, we think these approaches tend to miss or
model too incompletely the strategic interactions central to the behavior of
economic actors. The importance of strategic interaction is increasingly
appreciated by economists but still neglected in studies of comparative
capitalism.5 If interaction of this sort is central to economic and political
outcomes, the most important institutions distinguishing one polit-
ical economy from another will be those conditioning such interaction,
and it is these that we seek to capture in this analysis. For this purpose,
we construe the key relationships in the political economy in game-
theoretic terms and focus on the kinds of institutions that alter the out-
comes of strategic interaction. This approach generates an analysis that
focuses on some of the same institutions others have identified as impor-
tant but construes the impact of those institutions differently as well as
one that highlights other institutions not yet given enough attention in
studies of comparative capitalism.

By locating the firm at the center of the analysis, we hope to build
bridges between business studies and comparative political economy,
two disciplines that are all too often disconnected. By integrating game-
theoretical perspectives on the firm of the sort that are now central to
microeconomics into an analysis of the macroeconomy, we attempt to
connect the new microeconomics to important issues in macroeconomics.

5 There are a few notable exceptions that influence our analysis, including the work of
Scharpf (1987, 1997a) and Przeworski and Wallerstein (1982).
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Ours is a framework that should be of interest to economists, scholars of
business, and political scientists alike. We turn now to an elucidation of
its basic elements.

1.2 The Basic Elements of the Approach

This varieties of capitalism approach to the political economy is actor-
centered, which is to say we see the political economy as a terrain popu-
lated by multiple actors, each of whom seeks to advance his interests in
a rational way in strategic interaction with others (Scharpf 1997a). The
relevant actors may be individuals, firms, producer groups, or govern-
ments. However, this is a firm-centered political economy that regards
companies as the crucial actors in a capitalist economy. They are the key
agents of adjustment in the face of technological change or international
competition whose activities aggregate into overall levels of economic
performance.

1.2.1 A Relational View of the Firm

Our conception of the firm is relational. Following recent work in eco-
nomics, we see firms as actors seeking to develop and exploit core compe-
tencies or dynamic capabilities understood as capacities for developing,
producing, and distributing goods and services profitably (Teece and
Pisano 1998). We take the view that critical to these is the quality of the
relationships the firm is able to establish, both internally, with its own
employees, and externally, with a range of other actors that include sup-
pliers, clients, collaborators, stakeholders, trade unions, business associa-
tions, and governments. As the work on transactions costs and principal-
agent relationships in the economics of organization has underlined, these
are problematic relationships (Milgrom and Roberts 1992). Even where
hierarchies can be used to secure the cooperation of actors, firms
encounter problems of moral hazard, adverse selection, and shirking. In
many cases, effective operation even within a hierarchical environment
may entail the formation of implicit contracts among the actors; and many
of a firm's relationships with outside actors involve incomplete contract-
ing (cf. Williamson 1985). In short, because its capabilities are ultimately
relational, a firm encounters many coordination problems. Its success
depends substantially on its ability to coordinate effectively with a wide
range of actors.

For the purposes of this inquiry, we focus on five spheres in which
firms must develop relationships to resolve coordination problems central



Introduction 7

to their core competencies. The first is the sphere of industrial relations
where the problem facing companies is how to coordinate bargaining
over wages and working conditions with their labor force, the organ-
izations that represent labor, and other employers. At stake here are
wage and productivity levels that condition the success of the firm
and rates of unemployment or inflation in the economy as a whole. In the
sphere of vocational training and education, firms face the problem
of securing a workforce with suitable skills, while workers face the
problem of deciding how much to invest in what skills. On the outcomes
of this coordination problem turn not only the fortunes of individual
companies and workers but the skill levels and competitiveness of the
overall economy.

Issues of coordination also arise in the sphere of corporate governance,
to which firms turn for access to finance and in which investors seek
assurances of returns on their investments. The solutions devised to these
problems affect both the availability of finance for particular types of
projects and the terms on which firms can secure funds. The fourth
sphere in which coordination problems crucial to the core competencies
of an enterprise appear is the broad one of inter-firm relations, a term we
use to cover the relationships a company forms with other enterprises,
and notably its suppliers or clients, with a view to securing a stable
demand for its products, appropriate supplies of inputs, and access to
technology. These are endeavors that may entail standard-setting, tech-
nology transfer, and collaborative research and development. Here, co-
ordination problems stem from the sharing of proprietary information
and the risk of exploitation in joint ventures. On the development of
appropriate relationships in this sphere, however, depend the capac-
ities of firms to remain competitive and technological progress in the
economy as a whole.

Finally, firms face a set of coordination problems vis-a-vis their own
employees. Their central problem is to ensure that employees have the
requisite competencies and cooperate well with others to advance the
objectives of the firm. In this context, familiar problems of adverse
selection and moral hazard arise, and issues of information-sharing
become important (see Milgrom and Roberts 1992). Workers develop
reservoirs of specialized information about the firm's operations that can
be of value to management, but they also have the capacity to withhold
information or effort. The relationships firms develop to resolve these
problems condition their own competencies and the character of an
economy's production regimes.
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1.2.2 Liberal Market Economies and Coordinated
Market Economies

From this perspective, it follows that national political economies can be
compared by reference to the way in which firms resolve the coordination
problems they face in these five spheres. The core distinction we draw is
between two types of political economies, liberal market economies
and coordinated market economies, which constitute ideal types at the
poles of a spectrum along which many nations can be arrayed.6

In liberal market economies, firms coordinate their activities primarily via
hierarchies and competitive market arrangements. These forms of coor-
dination are well described by a classic literature (Williamson 1985).
Market relationships are characterized by the arm's-length exchange of
goods or services in a context of competition and formal contracting. In
response to the price signals generated by such markets, the actors adjust
their willingness to supply and demand goods or services, often on the
basis of the marginal calculations stressed by neoclassical economics.7 In
many respects, market institutions provide a highly effective means for
coordinating the endeavors of economic actors.

In coordinated market economies, firms depend more heavily on non-
market relationships to coordinate their endeavors with other actors
and to construct their core competencies. These non-market modes of
coordination generally entail more extensive relational or incomplete
contracting, network monitoring based on the exchange of private infor-
mation inside networks, and more reliance on collaborative, as opposed
to competitive, relationships to build the competencies of the firm. In
contrast to liberal market economies (LMEs), where the equilibrium
outcomes of firm behavior are usually given by demand and supply
conditions in competitive markets, the equilibria on which firms coord-
inate in coordinated market economies (CMEs) are more often the result
of strategic interaction among firms and other actors.

Market relations and hierarchies are important to firms in all capitalist
economies, of course, and, even in liberal market economies, firms enter

6 In other works by the contributors to this volume, 'organized market economy' is some-
times used as a term synonymous with 'coordinated market economy'. Although all of the
economies we discuss are 'coordinated' in the general sense of the term, by markets if not
by other institutions, the term reflects the prominence of strategic interaction and hence of
coordination in the game-theoretic sense in CMEs.

7 Although we do not emphasize it here, this is not meant to deny the observation of
Granovetter (1985) and others that market relations are usually underpinned by personal
relationships of familiarity and trust.



Introduction 9

into some relationships that are not fully mediated by market forces.8

But this typology is based on the contention that the incidence of
different types of firm relationships varies systematically across nations.
In some nations, for instance, firms rely primarily on formal contracts
and highly competitive markets to organize relationships with their
employees and suppliers of finance, while, in others, firms coordinate
these endeavors differently. In any national economy, firms will gravi-
tate toward the mode of coordination for which there is institutional
support.

1.2.3 The Role of Institutions and Organizations

Institutions, organizations, and culture enter this analysis because of the
support they provide for the relationships firms develop to resolve co-
ordination problems. Following North (1990: 3), we define institutions as
a set of rules, formal or informal, that actors generally follow, whether
for normative, cognitive, or material reasons, and organizations as
durable entities with formally recognized members, whose rules also
contribute to the institutions of the political economy.9

From this perspective, markets are institutions that support relation-
ships of particular types, marked by arm's-length relations and high
levels of competition. Their concomitant is a legal system that supports
formal contracting and encourages relatively complete contracts, as the
chapters by Teubner and Casper indicate. All capitalist economies also
contain the hierarchies that firms construct to resolve the problems that
cannot be addressed by markets (Williamson 1985). In liberal market
economies, these are the principal institutions on which firms rely to
coordinate their endeavors.

Although markets and hierarchies are also important elements of co-
ordinated market economies, firms in this type of economy draw on a fur-
ther set of organizations and institutions for support in coordinating their
endeavors. What types of organizations and institutions support the
distinctive strategies of economic actors in such economies? Because
the latter rely more heavily on forms of coordination secured through

8 This point applies with particular force to market relationships in which one or more
of the participants has substantially more market power than the others, as in cases of
oligopoly, oligopsony, and the relations found in some supplier chains. We are not arguing
that all markets in LMEs are perfectly competitive.

9 Note that, from time to time, we refer loosely to the 'institutions' or 'organization' of
the political economy to refer to both the organizations and institutions found within it.
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strategic interaction to resolve the problems they face, the relevant
institutions will be those that allow them to coordinate on equilibrium
strategies that offer higher returns to all concerned. In general, these
will be institutions that reduce the uncertainty actors have about the
behavior of others and allow them to make credible commitments to each
other. A standard literature suggests that these are institutions providing
capacities for (i) the exchange of information among the actors, (ii) the
monitoring of behavior, and (iii) the sanctioning of defection from coopera-
tive endeavor (see Ostrom 1990). Typically, these institutions include pow-
erful business or employer associations, strong trade unions, exten-
sive networks of cross-shareholding, and legal or regulatory systems
designed to facilitate information-sharing and collaboration. Where these
are present, firms can coordinate on strategies to which they would not
have been led by market relations alone.

The problem of operating collaborative vocational training schemes
provides a classic example. Here, the willingness of firms to participate
depends on the security of their beliefs that workers will learn useful
skills and that firms not investing in training will not poach extensively
from those who do, while the participation of workers depends on
assurances that training will lead to remunerative employment. As
Culpepper's chapter in this volume indicates, it is easier for actors to
secure these assurances where there are institutions providing reliable
flows of information about appropriate skill levels, the incidence of
training, and the employment prospects of apprentices (Finegold and
Soskice 1988; Culpepper and Finegold 1999).

Similarly, the terms on which finance is provided to firms will depend
on the monitoring capacities present in the economy. Where potential
investors have little access to inside information about the progress of
the firms they fund, access to capital is likely to depend on highly
public criteria about the assets of a firm of the sort commonly found
on balance sheets. Where investors are linked to the firms they fund
through networks that allow for the development of reputations
based on extensive access to information about the internal operations
of the firm, however, investors will be more willing to supply capital to
firms on terms that do not depend entirely on their balance sheets.
The presence of institutions providing network reputational monitoring
can have substantial effects on the terms on which firms can secure
finance.

In short, this approach to comparative capitalism emphasizes the pres-
ence of institutions providing capacities for the exchange of information,
monitoring, and the sanctioning of defections relevant to cooperative
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behavior among firms and other actors; and it is for the presence of such
institutions that we look when comparing nations.

In addition, examination of coordinated market economies leads us to
emphasize the importance of another kind of institution that is not
normally on the list of those crucial to the formation of credible commit-
ments, namely institutions that provide actors potentially able to coop-
erate with one another with a capacity for deliberation. By this, we simply
mean institutions that encourage the relevant actors to engage in col-
lective discussion and to reach agreements with each other.10 Deliberative
institutions are important for several reasons.

Deliberative proceedings in which the participants engage in extensive
sharing of information about their interests and beliefs can improve the
confidence of each in the strategies likely to be taken by the others. Many
game-theoretic analyses assume a level of common knowledge that is
relatively thin, barely stretching past a shared language and familiar-
ity with the relevant payoffs. When multiple equilibria are available,
however, coordination on one (especially one that exchanges higher
payoffs for higher risks) can be greatly facilitated by the presence of a
thicker common knowledge, one that extends beyond the basic situ-
ation to a knowledge of the other players sufficiently intimate to provide
confidence that each will coordinate on a specific equilibrium (Eichen-
green 1997). Deliberation can substantially thicken the common know-
ledge of the group.

As Scharpf (1987: ch. 4) has pointed out, although many think only of
a 'prisoner's dilemma' game when they consider problems of coopera-
tion, in the political economy many such problems take quite different
forms, including 'battle of the sexes' games in which joint gains are
available from more than one strategy but are distributed differently
depending on the equilibrium chosen. Distributive dilemmas of this sort
are endemic to political economies, and agreement on the distribution
of the relevant gains is often the prerequisite to effective cooperation
(Knight 1992). In some cases, such as those of collaborative research and
development, the problem is not simply to distribute the gains but
also the risks attendant on the enterprise. Deliberation provides the
actors with an opportunity to establish the risks and gains attendant on
cooperation and to resolve the distributive issues associated with them.
In some cases, the actors may simply be negotiating from positions of

10 One political economist who has consistently drawn attention to the importance of
deliberation is Sabel (1992, 1994) and the issue is now the subject of a growing game-
theoretic literature (see Elster 1998).
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relative power, but extensive deliberation over time may build up specific
conceptions of distributive justice that can be used to facilitate agreement
in subsequent exchanges.

Finally, deliberative institutions can enhance the capacity of actors
in the political economy for strategic action when faced with new or un-
familiar challenges. This is far from irrelevant since economies are
frequently subject to exogenous shocks that force the actors within them
to respond to situations to which they are unaccustomed. The history of
wage negotiations in Europe is replete with examples. In such instances,
developments may outrun common knowledge, and deliberation can
be instrumental to devising an effective and coordinated response,
allowing the actors to develop a common diagnosis of the situation and
an agreed response.

In short, deliberative institutions can provide the actors in a political
economy with strategic capacities they would not otherwise enjoy; and
we think cross-national comparison should be attentive to the presence
of facilities for deliberation as well as institutions that provide for the
exchange of information in other forms, monitoring, and the enforcement
of agreements.

1.2.4 The Role of Culture, Informal Rules, and History

Our approach departs from previous works on comparative capitalism
in another respect.11 Many analyses take the view that the relevant
outcomes in economic performance or policy follow more or less directly
from differences in the formal organization of the political economy.
Particular types of wage settlements or rates of inflation and unemploy-
ment are often said to follow, for instance, from the organizational struc-
ture of the union movement. Because we believe such outcomes are the
products of efforts to coordinate in contexts of strategic interaction,
however, we reject the contention that they follow from the presence of
a particular set of institutions alone, at least if the latter are defined
entirely in terms of formal rules or organizations.

As we have noted, the presence of a set of formal institutions is often
a necessary precondition for attaining the relevant equilibrium in
contexts of coordination. But formal institutions are rarely sufficient
to guarantee that equilibrium. In multi-player games with multiple
iterations of the sort that characterize most of the cases in which we are

11 Here we depart from some of our own previous formulations as well (cf. Hall 1986;
Soskice 1990&).
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interested, it is well known that there exist multiple equilibria, any one
of which could be chosen by the actors even in the presence of institu-
tions conducive to the formation of credible commitments (Fudenberg
and Maskin 1986). Something else is needed to lead the actors to coor-
dinate on a specific equilibrium and, notably, on equilibria offering high
returns in a non-coooperative context.12 In many instances, what leads
the actors to a specific equilibrium is a set of shared understandings
about what other actors are likely to do, often rooted in a sense of what
it is appropriate to do in such circumstances (March and Olsen 1989).

Accordingly, taking a step beyond many accounts, we emphasize the
importance of informal rules and understandings to securing the equi-
libria in the many strategic interactions of the political economy. These
shared understandings are important elements of the 'common know-
ledge' that lead participants to coordinate on one outcome, rather than
another, when both are feasible in the presence of a specific set of formal
institutions. By considering them a component of the institutions making
up the political economy, we expand the concept of institutions beyond
the purely formal connotations given to it in some analyses.

This is an entry point in the analysis for history and culture. Many
actors learn to follow a set of informal rules by virtue of experience with
a familiar set of actors and the shared understandings that accumulate
from this experience constitute something like a common culture. This
concept of culture as a set of shared understandings or available 'strat-
egies for action' developed from experience of operating in a particular
environment is analogous to those developed in the 'cognitive turn'
taken by sociology (Swidler 1986; DiMaggio and Powell 1991). Our view
of the role that culture can play in the strategic interactions of the polit-
ical economy is similar to the one Kreps (1990) accords it in organiza-
tions faced with problems of incomplete contracting.

The implication is that the institutions of a nation's political economy
are inextricably bound up with its history in two respects. On the one
hand, they are created by actions, statutory or otherwise, that establish
formal institutions and their operating procedures. On the other, re-
peated historical experience builds up a set of common expectations that
allows the actors to coordinate effectively with each other. Among other
things, this implies that the institutions central to the operation of the
political economy should not be seen as entities that are created at one
point in time and can then be assumed to operate effectively afterwards.

12 Culpepper documents this problem and explores some solutions to it in this volume
and Culpepper (1998).
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To remain viable, the shared understandings associated with them must
be reaffirmed periodically by appropriate historical experience. As Thelen
emphasizes in this volume, the operative force of many institutions
cannot be taken for granted but must be reinforced by the active
endeavors of the participants.

1.2.5 Institutional Infrastructure and Corporate Strategy

This varieties of capitalism approach draws its basic conceptions of how
institutions operate from the new economics of organization. We apply
a set of concepts commonly used to explain behavior at the micro level
of the economy to problems of understanding the macroeconomy
(Milgrom and Roberts 1992). One of the advantages is an analysis with
robust and consistent postulates about what kind of institutions matter
and how they affect behavior. Another is the capacity of the approach to
integrate analysis of firm behavior with analysis of the political economy
as a whole.

However, there are at least two respects in which our account deviates
from mainstream views in the new economics of organization. First,
although we make use of the influential dichotomy between 'markets'
and 'hierarchies' that Williamson (1975) has impressed on the field, we
do not think this exhausts the relevant variation. Markets and hierarchies
are features of LMEs and CMEs but we stress the systematic variation
found in the character of corporate structure (or hierarchies) across
different types of economies and the presence of coordination problems
even within hierarchical settings (Milgrom and Roberts 1992). Even
more important, we do not see these two institutional forms as the
only ones firms can employ to resolve the challenges they confront.
In coordinated market economies in particular, many firms develop rela-
tionships with other firms, outside actors, and their employees that are
not well described as either market-based or hierarchical relations but
better seen as efforts to secure cooperative outcomes among the actors
using a range of institutional devices that underpin credible commit-
ments. Variation in the incidence and character of this 'third' type of rela-
tionship is central to the distinctions we draw between various types of
political economies.13

Second, it is conventional in much of the new economics of organiza-
tion to assume that the core institutional structures of the economy,

13 Williamson (1985) himself acknowledges the presence of institutionalized relationships
extending beyond markets or hierarchies, albeit without characterizing them precisely as
we do here.
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whether markets, hierarchies, or networks, are erected by firms seeking
the most efficient institutions for performing certain tasks. The postulate
is that (institutional) structure follows (firm) strategy (cf. Chandler 1974;
Williamson 1975, 1985; Chandler and Daems 1980). In a restricted sense,
this is certainly true: firms can choose whether to contract out an
endeavor or perform it in-house, for instance, and they enjoy some
control over their own corporate form.

However, we think it unrealistic to regard the overarching institutional
structures of the political economy, and especially those coordinating the
endeavors of many actors (such as markets, institutional networks, and
the organizations supporting collaborative endeavor), as constructs
created or controlled by a particular firm. Because they are collective
institutions, a single firm cannot create them; and, because they have
multifarious effects, it may be difficult for a group of firms to agree on
them.14 Instead, as Calvert (1995) observes, the construction of coord-
inating institutions should be seen as a second-order coordination prob-
lem of considerable magnitude. Even when firms can agree, the project
may entail regulatory action by the government and the formation of
coalitions among political parties and labor organizations motivated by
considerations going well beyond efficiency (Swenson 1991, 1997).

As a result, the firms located within any political economy face a set of
coordinating institutions whose character is not fully under their control.
These institutions offer firms a particular set of opportunities; and com-
panies can be expected to gravitate toward strategies that take advantage
of these opportunities. In short, there are important respects in which
strategy follows structure. For this reason, our approach predicts system-
atic differences in corporate strategy across nations, and differences that
parallel the overarching institutional structures of the political economy.
This is one of the most important implications of the analysis.

Let us stress that we refer here to broad differences. Of course, there
will be additional variation in corporate strategies inside all economies in
keeping with differences in the resource endowments and market settings
of individual firms. The capabilities of management also matter, since
firms are actors with considerable autonomy. Our point is that (institu-
tional) structure conditions (corporate) strategy, not that it fully deter-
mines it. We also agree that differences in corporate strategy can be
conditioned by the institutional support available to firms at the regional
or sectoral levels (Campbell et al. 1991; Hollingsworth et al. 1994; Herrigel

14 At the sectoral or regional level, of course, large firms may be able to exercise substan-
tial influence over the development of these institutions, as Hancke shows in this volume
(see also Hancke forthcoming).
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1996). Many of the works making this point are congruent with our own
in that they stress the importance of the institutional environment to firm
strategy, even though there has been fruitful disagreement about which
features of that environment matter most (cf. Streeck 1992b).15

However, we emphasize variations in corporate strategy evident at
the national level. We think this justified by the fact that so many of the
institutional factors conditioning the behavior of firms remain nation-
specific. There are good reasons why that should be the case. Some of
the relevant institutions were deeply conditioned by nationally specific
processes of development, as are most trade unions and employers'
associations. In others, the relevant institutions depend heavily on
statutes or regulations promulgated by national states, as do many insti-
tutions in the financial arena and labor market, not to mention the sphere
of contract law.

In sum, we contend that differences in the institutional framework of
the political economy generate systematic differences in corporate
strategy across LMEs and CMEs. There is already some evidence for this.
For instance, the data that Knetter (1989) has gathered are especially
interesting. He finds that the firms of Britain, a typical LME, and those
of Germany, a CME, respond very differently to a similar shock, in this
case an appreciation of the exchange rate that renders the nation's goods
more expensive in foreign markets. British firms tend to pass the price
increase along to customers in order to maintain their profitability, while
German firms maintain their prices and accept lower returns in order to
preserve market share.

Our approach predicts differences of precisely this sort. We would
argue that British firms must sustain their profitability because the struc-
ture of financial markets in a liberal market economy links the firm's
access to capital and ability to resist takeover to its current profitability;
and they can sustain the loss of market share because fluid labor markets
allow them to lay off workers readily. By contrast, German firms can
sustain a decline in returns because the financial system of a coordinated
market economy provides firms with access to capital independent of
current profitability; and they attempt to retain market share because the
labor institutions in such an economy militate in favor of long-term
employment strategies and render layoffs difficult.

15 It is possible to apply the general analytical framework of this volume to variations
at the regional or sectoral level, as the chapter by Hancke does in some respects. From the
perspective of this volume, institutional variation at the regional or sectoral level provides
an additional layer of support for particular types of coordination and one that enhances
a nation's capacity to support a range of corporate strategies and production regimes.
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These are only some of the ways in which the institutional arrange-
ments of a nation's political economy tend to push its firms toward
particular kinds of corporate strategies. We explore more of these below
with special emphasis on innovation.

To put the point in the most general terms, however, firms and
other actors in coordinated market economies should be more will-
ing to invest in specific and co-specific assets (i.e. assets that cannot
readily be turned to another purpose and assets whose returns depend
heavily on the active cooperation of others), while those in liberal market
economies should invest more extensively in switchable assets (i.e. assets
whose value can be realized if diverted to other purposes). This fol-
lows from the fact that CMEs provide more institutional support for
the strategic interactions required to realize the value of co-specific
assets, whether in the form of industry-specific training, collaborative
research and development, or the like, while the more fluid markets
of LMEs provide economic actors with greater opportunities to move
their resources around in search of higher returns, encouraging them
to acquire switchable assets, such as general skills or multi-purpose
technologies.16

1.2.6 Institutional Complementarities

The presence of institutional complementarities reinforces the differences
between liberal and coordinated market economies. The concept of
'complementary goods' is a familiar one: two goods, such as bread and
butter, are described as complementary if an increase in the price of one
depresses demand for the other. However, complementarities may also
exist among the operations of a firm: marketing arrangements that offer
customized products, for instance, may offer higher returns when
coupled to the use of flexible machine tools on the shop floor (Jaikumar
1986; Milgrom and Roberts 1990, 1995).

Following Aoki (1994), we extend this line of reasoning to the institu-
tions of the political economy. Here, two institutions can be said to be
complementary if the presence (or efficiency) of one increases the returns
from (or efficiency of) the other.17 The returns from a stock market trading

16 For examples in one sphere, see the essay by Estevez-Abe, Iversen, and Soskice in this
volume.

17 Conversely two institutions can be said to be 'substitutable' if the absence or ineffi-
ciency of one increases the returns to using the other. Note that we refer to total returns,
leaving aside the question of to whom they accrue, which is a matter of property rights,
and we define efficiency as the net returns to the use of an institution given its costs.
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in corporate securities, for instance, may be increased by regulations
mandating a fuller exchange of information about companies.

Of particular interest are complementarities between institutions
located in different spheres of the political economy. Aoki (1994) has
argued that long-term employment is more feasible where the financial
system provides capital on terms that are not sensitive to current
profitability. Conversely, fluid labor markets may be more effective at
sustaining employment in the presence of financial markets that transfer
resources readily among endeavors thereby maintaining a demand for
labor (cf. Caballero and Hamour 1998; Fehn 1998). Casper explores
complementarities between national systems of contract law and modes
of inter-firm collaboration, and we identify others in the sections that
follow.

This point about institutional complementarities has special relevance
for the study of comparative capitalism. It suggests that nations with a
particular type of coordination in one sphere of the economy should tend
to develop complementary practices in other spheres as well.18 Several
logics may be operative here. In some cases, the institutions sustaining
coordination in one sphere can be used to support analogous forms
of coordination in others. Where dense networks of business associations
support collaborative systems of vocational training, for instance, those
same networks may be used to operate collective standard-setting.
Similarly, firms may pressure governments to foster the development of
institutions complementary to those already present in the economy in
order to secure the efficiency gains they provide.

If this is correct, institutional practices of various types should not be
distributed randomly across nations. Instead, we should see some clus-
tering along the dimensions that divide liberal from coordinated mar-
ket economies, as nations converge on complementary practices across
different spheres. Fig. 1.1 presents some support for these proposi-
tions. It locates OECD nations on two axes that provide indicators
for the character of institutions in the spheres of corporate finance
and labor markets respectively. A highly developed stock market indi-
cates greater reliance on market modes of coordination in the financial

18 Of course, there are limits to the institutional isomorphism that can be expected across
spheres of the economy. Although efficiency considerations may press in this direction, the
presence of functional equivalents for particular arrangements will limit the institutional
homology even across similar types of political economies, and the importance to institu-
tional development of historical processes driven by considerations other than efficiency
will limit the number of complementarities found in any economy.
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FIG. 1.1 Institutions across sub-spheres of the political economy

Note: Employment protection refers to the index of employment protection developed by Estevez-
Abe, Iversen, and Soskice in this volume. Stock market capitalization is the market value of listed
domestic companies as a percentage of GDP.

Source: International Federation of Stock Exchanges, Annual Report.

sphere, and high levels of employment protection tend to reflect higher
levels of non-market coordination in the sphere of industrial relations.19

Although there is some variation within each group, a pronounced clus-
tering is evident. Nations with liberal market economies tend to rely on
markets to coordinate endeavors in both the financial and industrial rela-
tions systems, while those with coordinated market economies have
institutions in both spheres that reflect higher levels of non-market co-
ordination.

Among the large OECD nations, six can be classified as liberal market
economies (the USA, Britain, Australia, Canada, New Zealand, Ireland)
and another ten as coordinated market economies (Germany, Japan,
Switzerland, the Netherlands, Belgium, Sweden, Norway, Denmark,

19 The employment protection index developed by Estevez-Abe, Iversen, and Soskice in
their chapter for this volume is a composite measure of the relative stringency of legisla-
tion or collective agreements dealing with hiring and firing, the level of restraint embedded
in collective dismissal rules, and the extent of firm-level employment protection. Stock
market capitalization is the market value of listed domestic companies as a percentage of
GDP.
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TABLE 1.1 The economic performance of liberal and coordinated market
economies

Liberal market economies

Growth rate of GDP GDP per capita Unemployment rate

Australia
Canada
Ireland
New Zealand
UK
United States

LME average

61-73

5.2
5.3
4.4
4.0
3.1
4.0

4.3

74-84

2.8
3.0
3.9
1.8
1.3
2.2

2.5

85-98

3.3
2.3
6.5
1.7
2.4
2.9

3.2

74-84

7932
9160
4751
7378
7359

11055

7939

85-97

16701
18835
12830
14172
15942
22862

16890

60-73

1.9
5.1
5.0
0.2
2.0
4.9

3.2

74-84

6.2
8.4
9.1
2.2
6.7
7.5

6.7

85-98

8.5
9.5

14.1
6.9
8.7
6.0

8.9

Coordinated market economies

Growth rate of GDP

Austria3

Belgium
Denmark
Finland
Iceland
Germany
Japan
Netherlands1'
Norway
Sweden
Switzerland

CME average

61-73

4.9
4.9
4.4
5.0
5.7
4.3
9.7
4.9
4.3
4.2
4.4

5.1

74-84

2.3
2.0
1.8
2.7
4.1
1.8
3.3
1.9
4.0
1.8
.58

2.4

85-98

2.5
2.2
2.2
2.2
2.7
2.2
2.6
2.8
2.9
1.5
1.3

2.3

GDP per capita

74-84

7852
8007
8354
7219
8319
7542
7437
7872
8181
8450

10680

8174

85-97

17414
17576
18618
15619
18285
16933
18475
16579
19325
16710
21398

17902

Unemployment rate

60-73

1.6
2.2
1.4
2.0
0.6
0.8
1.3
1.5
1.6
1.9
.01

1.3

74-84

2.2
8.2
7.1
4.8
0.6
4.6
2.1
5.6
2.1
2.3
0.4

3.6

85-98

5.3
11.3
9.3
9.4
2.5
8.5
2.8
6.8
4.3
4.8
2.5

6.1

Notes: Growth rate of GDP: average annual growth in GDP, averaged for the time-periods indi-
cated. GDP per capita: per capita GDP at purchasing power parity, averaged for the time-periods
indicated. Unemployment rate: annual unemployment rate.

a Unemployment series begins in 1964.
b Unemployment series begins in 1969.

Sources: Growth rate of GDP: World Bank, World Development Indicators CD-ROM (2000); except
for Germany, for which data were taken from OECD, Historical Statistics (1997), for 1960-91, and
WD7 for years thereafter. GDP per capita: OECD, OECD Statistical Compendium CD-ROM (2000).
Unemployment rate: OECD, OECD Statistical Compendium CD-ROM (2000).
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Finland, and Austria) leaving six in more ambiguous positions (France,
Italy, Spain, Portugal, Greece, and Turkey).20 However, the latter show
some signs of institutional clustering as well, indicating that they may
constitute another type of capitalism, sometimes described as 'Mediter-
ranean', marked by a large agrarian sector and recent histories of exten-
sive state intervention that have left them with specific kinds of capacities
for non-market coordination in the sphere of corporate finance but
more liberal arrangements in the sphere of labor relations (see Rhodes
1997).

Although each type of capitalism has its partisans, we are not arguing
here that one is superior to another. Despite some variation over specific
periods, both liberal and coordinated market economies seem capable of
providing satisfactory levels of long-run economic performance, as the
major indicators of national well-being displayed in Table 1.1 indicate.
Where there is systematic variation between these types of political
economies, it is on other dimensions of performance. We argue below
that the two types of economies have quite different capacities for in-
novation. In addition, they tend to distribute income and employment
differently. As Fig. 1.2 indicates, in liberal market economies, the adult
population tends to be engaged more extensively in paid employment
and levels of income inequality are high.21 In coordinated market
economies, working hours tend to be shorter for more of the population
and incomes more equal. With regard to the distribution of well-being,
of course, these differences are important.

To make this analytical framework more concrete, we now look more
closely at coordination in the principal spheres of firm endeavor in coord-
inated and liberal market economies, drawing on the cases of Germany
and the United States for examples and emphasizing the institutional
complementarities present in each political economy.

1.3 Coordinated Market Economies: The German Case

As we have noted, we regard capitalist economies as systems in which
companies and individuals invest, not only in machines and material

20 Luxembourg and Iceland have been omitted from this list because of their small size
and Mexico because it is still a developing nation.

21 The Gini Index used in Fig. 1.2 is a standard measure for income inequality, measured
here as post-tax, post-transfer income, reported in the Luxembourg Income Study for the
mid- to late 1980s. Full-time equivalent employment is reported as a percentage of poten-
tial employment and measured as the total number of hours worked per year divided by
full-time equivalent hours per person (37.5 hours at 50 weeks) times the working-age popu-
lation. It is reported for the latest available of 1993 or 1994.
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FIG. 1.2 Distributional outcomes across political economies

Note: Full-time equivalent employment is defined as the total number of hours worked per year
divided by full-time equivalent hours per year per person times working age population. GINI
refers to the gini coeffficient measuring post-tax, post-transfer income inequality.

Sources: For full-time equivalent unemployment: OECD (1996a). For GINI index: Spain, Japan,
New Zealand are from Deiiiiger and Squire (1996); the remaining countries are from OECD
(1996s).

technologies, but in competencies based on relations with others that
entail coordination problems. In coordinated market economies, firms
resolve many of these problems through strategic interaction. The result-
ing equilibria depend, in part, on the presence of supportive institutions.
Here, we use the case of Germany to illustrate how non-market coord-
ination is achieved in each of the principal spheres of firm endeavor. Of
course, the institutions used to secure coordination in other CMEs may
differ to some extent from those of Germany.

(i) The financial system or market for corporate governance in coordinated
market economies typically provides companies with access to finance
that is not entirely dependent on publicly available financial data or
current returns. Access to this kind of 'patient capital' makes it possible
for firms to retain a skilled workforce through economic downturns and
to invest in projects generating returns only in the long run. The core
problem here is that, if finance is not to be dependent on balance-sheet
criteria, investors must have other ways of monitoring the performance
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of companies in order to ensure the value of their investments. In
general, that means they must have access to what would normally be
considered 'private' or 'inside' information about the operation of the
company.

This problem is generally resolved in CMEs by the presence of dense
networks linking the managers and technical personnel inside a
company to their counterparts in other firms on terms that provide for
the sharing of reliable information about the progress of the firm.
Reliability is secured in a number of ways. Firms may share information
with third parties in a position to monitor the firm and sanction it for
misleading them, such as business associations whose officials have an
intimate knowledge of the industry. Reputation is also a key factor:
where membership in a network is of continuing value, the participants
will be deterred from providing false information lest their reputation in
the network and access to it suffer. CMEs usually have extensive systems
for what might be termed 'network reputational monitoring' (Vitols et
al. 1997).

In Germany, information about the reputation and operation of a
company is available to investors by virtue of (a) the close relationships
that companies cultivate with major suppliers and clients, (b) the know-
ledge secured from extensive networks of cross-shareholding, and (c)
joint membership in active industry associations that gather information
about companies in the course of coordinating standard-setting, tech-
nology transfer, and vocational training. Other companies are not only
represented on the supervisory boards of firms but typically engaged
closely with them in joint research, product development, and the like.
In short, firms sit inside dense business networks from which potential
funders can gain a considerable amount of inside information about the
track record and projects of a firm.22

The overall structure of the market for corporate governance is equally
important. Since firms often fund their activities from retained earnings,
they are not always sensitive to the terms on which external finance
is supplied. But they can be forced to focus on profitability and share-
holder value if faced with the prospect of hostile takeover by others
claiming to be able to extract more value from the company. Thus, the
corporate strategies found in many CMEs also depend on tax provi-
sions, securities regulations, and networks of cross-shareholding that

22 In previous decades, the German banks were also important contributors to such
networks by virtue of their control over large numbers of shares in industrial firms (Hall
1986: ch. 9). In recent years, the role of the large commercial banks has declined, as they
divest themselves of many holdings (Griffin 2000).
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discourage hostile mergers and acquisitions, which were very rare until
recently, for instance, in Germany.

(ii) The internal structure of the firm reinforces these systems of network
monitoring in many CMEs. Unlike their counterparts in LMEs, for
instance, top managers in Germany rarely have a capacity for unilateral
action. Instead, they must secure agreement for major decisions from
supervisory boards, which include employee representatives as well as
major shareholders, and from other managers with entrenched positions
as well as major suppliers and customers. This structural bias toward
consensus decision-making encourages the sharing of information and
the development of reputations for providing reliable information,
thereby facilitating network monitoring.

In the perspective we present, the incentives facing individuals,
whether managers or workers, are as important as those facing firms. In
CMEs, managerial incentives tend to reinforce the operation of business
networks. Long-term employment contracts and the premium that firm-
structure places on a manager's ability to secure consensus for his pro-
jects lead managers to focus heavily on the maintenance of their
reputations, while the smaller weight given to stock-option schemes in
managerial compensation in CMEs relative to LMEs inclines them to
focus less on profitability than their counterparts in LMEs. The incentives
for managers are broadly aligned with those of firms.

(iii) Many firms in coordinated market economies employ production
strategies that rely on a highly skilled labor force given substantial work
autonomy and encouraged to share the information it acquires in order
to generate continuous improvements in product lines and production
processes (Sorge and Warner 1986; Dore 1986). However, companies that
adopt such strategies are vulnerable to 'hold up' by their employees and
the 'poaching' of skilled workers by other firms, while employees who
share the information they gain at work with management are open to
exploitation.23 Thus, CMEs need industrial relations institutions capable of
resolving such problems.

The German industrial relations system addresses these problems by
setting wages through industry-level bargains between trade unions and
employer associations that generally follow a leading settlement,
normally reached in engineering where the union is powerful enough to

23 'Hold up' is Williamson's (1985) term for the withdrawal of active cooperation to back
up demands.
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assure the labor movement that it has received a good deal. Although
union density is only moderately high, encompassing employers' asso-
ciations bind their members to these agreements. By equalizing wages
at equivalent skill levels across an industry, this system makes it diffi-
cult for firms to poach workers and assures the latter that they are
receiving the highest feasible rates of pay in return for the deep commit-
ments they are making to firms. By coordinating bargaining across the
economy, these arrangements also limit the inflationary effects of wage
settlements (Streeck 1994; Hall and Franzese 1998).

The complement to these institutions at the company level is a sys-
tem of works councils composed of elected employee representatives
endowed with considerable authority over layoffs and working condi-
tions. By providing employees with security against arbitrary layoffs or
changes to their working conditions, these works councils encourage
employees to invest in company-specific skills and extra effort. Their effec-
tiveness is underpinned by the capacity of either side to appeal a dis-
puted decision to the trade unions and employers' associations, who act as
external guarantors that the councils function as intended (Thelen 1991).

(iv) Because coordinated market economies typically make extensive
use of labor with high industry-specific or firm-specific skills, they
depend on education and training systems capable of providing workers
with such skills.24 As Culpepper notes in his chapter, the coordination
problems here are acute, as workers must be assured that an appren-
ticeship will result in lucrative employment, while firms investing in
training need to know that their workers will acquire usable skills and
will not be poached by companies that do not make equivalent invest-
ments in training. CMEs resolve these problems in a variety of ways.

Germany relies on industry-wide employer associations and trade
unions to supervise a publicly subsidized training system. By pressur-
ing major firms to take on apprentices and monitoring their participa-
tion in such schemes, these associations limit free-riding on the training
efforts of others; and, by negotiating industry-wide skill categories and
training protocols with the firms in each sector, they ensure both that the
training fits the firms' needs and that there will be an external demand
for any graduates not employed by the firms at which they apprenticed.
Because German employer associations are encompassing organizations

24 Compared to general skills that can be used in many settings, industry-specific skills
normally have value only when used within a single industry and firm-specific skills only
in employment within that firm.
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that provide many benefits to their members and to which most firms in
a sector belong, they are well placed to supply the monitoring and
suasion that the operation of such a system demands as well as the delib-
erative forums in which skill categories, training quotas, and protocols
can be negotiated. Workers emerge from their training with both
company-specific skills and the skills to secure employment elsewhere.

(v) Since many firms in coordinated market economies make extensive
use of long-term labor contracts, they cannot rely as heavily on the move-
ment of scientific or engineering personnel across companies, to effect
technology transfer, as liberal market economies do. Instead, they tend
to cultivate inter-company relations of the sort that facilitate the diffusion
of technology across the economy. In Germany, these relationships are
supported by a number of institutions. Business associations promote the
diffusion of new technologies by working with public officials to deter-
mine where firm competencies can be improved and orchestrating
publicly subsidized programs to do so. The access to private informa-
tion about the sector that these associations enjoy helps them ensure that
the design of the programs is effective for these purposes. A consider-
able amount of research is also financed jointly by companies, often in
collaboration with quasi-public research institutes. The common technical
standards fostered by industry associations help to diffuse new tech-
nologies, and they contribute to a common knowledge-base that facili-
tates collaboration among personnel from multiple firms, as do the
industry-specific skills fostered by German training schemes (Lutz 1993;
Soskice 1997b; Ziegler 1997).

Casper's chapter in this volume shows that Germany has also devel-
oped a system of contract law complementary to the presence of strong
industry associations that encourages relational contracting among com-
panies and promotes this sort of technology transfer. Because of the many
contingencies that can arise in close inter-firm relationships involving
joint research or product development, tightly written, formal contracts
are often inadequate to sustain such relationships. However, the German
courts permit unusually open-ended clauses in inter-firm contracts on the
explicit condition that these be grounded in the prevailing standards of
the relevant industry association. Thus, the presence of strong industry
associations capable of promulgating standards and resolving disputes
among firms is the precondition for a system of contract law that encour-
ages relational contracting (cf. Casper 1997; Teubner in this volume).

In these respects, German institutions support forms of relational
contracting and technology transfer that are more difficult to achieve in
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liberal market economies. One of the effects is to encourage corporate
strategies that focus on product differentiation and niche production,
rather than direct product competition with other firms in the industry,
since close inter-firm collaboration is harder to sustain in the presence of
the intense product competition that tends to characterize LMEs. The
chapter by Estevez-Abe, Iversen, and Soskice examines the linkages
between these product market strategies, skill systems, and social-policy
regimes.

The complementarities present in the German political economy
should be apparent from this account. Many firms pursue production
strategies that depend on workers with specific skills and high levels of
corporate commitment that are secured by offering them long employ-
ment tenures, industry-based wages, and protective works councils. But
these practices are feasible only because a corporate governance system
replete with mechanisms for network monitoring provides firms with
access to capital on terms that are relatively independent of fluctuations
in profitability. Effective vocational training schemes, supported by an
industrial-relations system that discourages poaching, provide high
levels of industry-specific skills. In turn, this encourages collective stan-
dard-setting and inter-firm collaboration of the sort that promotes tech-
nology transfer. The arrows in Fig. 1.3 summarize some of these
complementarities. Since many of these institutional practices enhance
the effectiveness with which others operate, the economic returns to the
system as a whole are greater than its component parts alone would
generate.

1.4 Liberal Market Economies: The American Case

Liberal market economies can secure levels of overall economic perfor-
mance as high as those of coordinated market economies, but they do
so quite differently. In LMEs, firms rely more heavily on market relations
to resolve the coordination problems that firms in CMEs address more
often via forms of non-market coordination that entail collaboration and
strategic interaction. In each of the major spheres of firm endeavor,
competitive markets are more robust and there is less institutional
support for non-market forms of coordination.

(i) Several features of the financial systems or markets for corporate govern-
ance of liberal market economies encourage firms to be attentive to cur-
rent earnings and the price of their shares on equity markets. Regulatory
regimes are tolerant of mergers and acquisitions, including the hostile
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FIG. 1.3 Complementarities across subsystems in the German coordinated
market economy

takeovers that become a prospect when the market valuation of a firm
declines. The terms on which large firms can secure finance are heavily
dependent on their valuation in equity markets, where dispersed in-
vestors depend on publicly available information to value the company.
This applies to both bonds, share issues, and bank lending.25 Compen-
sation systems that reward top management for increases in net earnings

25 Firms in LMEs tend to rely on bond and equity markets for external finance more
heavily than those in CMEs. However, bank lending in such economies also privileges
publicly accessible, balance-sheet criteria, since banks find it difficult to monitor the less-
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or share price are common in such economies. Liberal market economies
usually lack the close-knit corporate networks capable of providing
investors with inside information about the progress of companies that
allows them to supply finance less dependent on quarterly balance sheets
and publicly available information. The relevant contrast is with CMEs,
where firms need not be as attentive to share price or current profitabil-
ity in order to ensure access to finance or deter hostile takeovers.

Of course, there are some qualifications to these generalizations. Com-
panies with readily assessable assets associated with forward income
streams, such as pharmaceutical firms with a 'pipeline' of drugs,
consumer-goods companies with strong reputations for successful prod-
uct development, and firms well positioned in high-growth markets,
need not be as concerned about current profitability. New firms in high-
technology fields can often secure funds from venture-capital companies
that develop the resources and technical expertise to monitor their
performance directly and trade ownership stakes in these firms for the
high risks they take.26 On the whole, however, the markets for corporate
governance in LMEs encourage firms to focus on the publicly assessable
dimensions of their performance that affect share price, such as current
profitability.

(ii) In the industrial relations arena, firms in liberal market economies
generally rely heavily on the market relationship between individual
worker and employer to organize relations with their labor force. Top
management normally has unilateral control over the firm, including
substantial freedom to hire and fire.27 Firms are under no obligation to
establish representative bodies for employees such as works councils;
and trade unions are generally less powerful than in CMEs, although
they may have significant strength in some sectors. Because trade unions

obvious dimensions of corporate progress in an environment that lacks the close-knit cor-
porate networks conveying such information in CMEs. Intense monitoring by a loan officer
is feasible only when small sums are involved, since it exposes the bank to problems
of moral hazard that are especially acute in countries where officers can take advantage of
fluid labor markets to move elsewhere.

26 Note that we avoid a distinction often drawn between countries in which firms can
raise 'long-term' capital versus those in which only 'short-term' capital is available because
this distinction is rarely meaningful. Many companies in LMEs with established market
reputations can raise capital for projects promising revenues only in the medium to long
term, and firms often finance the bulk of their activities from retained earnings. Of more
relevance are the rules governing hostile takeovers, whose prospect can induce firms to
pay more attention to corporate earnings and the price of their shares.

27 Partly for this reason, the market valuation of firms in LMEs often depends more
heavily on the reputation of its CEO than it does in CMEs.
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and employer associations in LMEs are less cohesive and encompassing,
economy-wide wage coordination is generally difficult to secure. There-
fore, these economies depend more heavily on macroeconomic policy
and market competition to control wages and inflation (see Franzese in
this volume; Hall and Franzese 1998).

The presence of highly fluid labor markets influences the strategies
pursued by both firms and individuals in liberal market economies. These
markets make it relatively easy for firms to release or hire labor in order
to take advantage of new opportunities but less attractive for them to pur-
sue production strategies based on promises of long-term employment.
They encourage individuals to invest in general skills, transferable across
firms, rather than company-specific skills and in career trajectories that
include a substantial amount of movement among firms.

(iii) The education and training systems of liberal market economies are
generally complementary to these highly fluid labor markets. Vocational
training is normally provided by institutions offering formal educa-
tion that focuses on general skills because companies are loath to invest
in apprenticeship schemes imparting industry-specific skills where they
have no guarantees that other firms will not simply poach their appren-
tices without investing in training themselves. From the perspective of
workers facing short job tenures and fluid labor markets, career success
also depends on acquiring the general skills that can be used in many
different firms; and most educational programs from secondary through
university levels, even in business and engineering, stress 'certification'
in general skills rather than the acquisition of more specialized compe-
tencies.

High levels of general education, however, lower the cost of additional
training. Therefore, the companies in these economies do a substantial
amount of in-house training, although rarely in the form of the intensive
apprenticeships used to develop company-specific or industry-specific
skills in CMEs. More often, they provide further training in the mar-
ketable skills that employees have incentives to learn. The result is a
labor force well equipped with general skills, especially suited to job
growth in the service sector where such skills assume importance, but
one that leaves some firms short of employees with highly specialized or
company-specific skills.

(iv) Inter-company relations in liberal market economies are based, for
the most part, on standard market relationships and enforceable formal
contracts. In the United States, these relations are also mediated by
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rigorous antitrust regulations designed to prevent companies from col-
luding to control prices or markets and doctrines of contract laws that
rely heavily on the strict interpretation of written contracts, nicely sum-
marized by MacNeil's dictum: 'sharp in by clear agreement, sharp out
by clear performance' (Williamson 1985). Therefore, companies wishing
to engage in relational contracts with other firms get little assistance from
the American legal system, as Casper observes.

In some fields of endeavor, such as after-sales service, companies can
engage successfully in incomplete contracting by building up reputations
on which other parties rely. But extensive reputation-building is more
difficult in economies lacking the dense business networks or associa-
tions that circulate reputations for reliability or sharp practice quickly
and widely. Because the market for corporate governance renders firms
sensitive to fluctuations in current profitability, it is also more difficult
for them to make credible commitments to relational contracts that
extend over substantial periods of time.

How then does technology transfer take place in liberal market
economies? In large measure, it is secured through the movement of
scientists and engineers from one company to another (or from research
institutions to the private sector) that fluid labor markets facilitate. These
scientific personnel bring their technical knowledge with them. LMEs
also rely heavily on the licensing or sale of innovations to effect technol-
ogy transfer, techniques that are most feasible in sectors of the economy
where effective patenting is possible, such as biotechnology, micro-
electronics, and semiconductors. In the United States, the character of
standard-setting reinforces the importance of licensing. Since few sectors
have business associations capable of securing consensus on new stan-
dards, collective standard-setting is rarely feasible. Instead, standards are
often set by market races, whose winners then profit by licensing their
technology to many users (see also Tate in this volume). The prominence
of this practice helps to explain the presence of venture-capital firms in
liberal market economies: one success at standard-setting can pay for
many failed investments (Borrus and Zysman 1997).

In LMEs, research consortia and inter-firm collaboration, therefore, play
less important roles in the process of technology transfer than in CMEs
where the institutional environment is more conducive to them. Until the
National Cooperative Research Act of 1984, American firms engaging in
close collaboration with other firms actually ran the risk of being sued for
triple damages under antitrust law; and it is still estimated that barely
1 to 7 per cent of the funds spent on research and development in the
American private sector are devoted to collaborative research.
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It should be apparent that there are many institutional complemen-
tarities across the sub-spheres of a liberal market economy (see Fig. 1.4).
Labor market arrangements that allow companies to cut costs in a down-
turn by shedding labor are complementary to financial markets that
render a firm's access to funds dependent on current profitability. Educa-
tional arrangements that privilege general, rather than firm-specific, skills
are complementary to highly fluid labor markets; and the latter render
forms of technology transfer that rely on labor mobility more feasible. In

FIG. 1.4 Complementarities across subsystems in the American liberal
market economy
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the context of a legal system that militates against relational contracting,
licensing agreements are also more effective than inter-firm collaboration
on research and development for effecting technology transfer.

Special note should be taken of the complementarities between the
internal structure of firms and their external institutional environ-
ment in liberal and coordinated market economies. In LMEs, corporate
structures that concentrate authority in top management make it easier
for firms to release labor when facing pressure from financial markets
and to impose a new strategy on the firm to take advantage of the
shifting market opportunities that often present themselves in economies
characterized by highly mobile assets. By contrast, in CMEs, where access
to finance and technology often depends on a firm's attractiveness as a
collaborator and hence on its reputation, corporate structures that impose
more consensual forms of decision-making allow firms to develop repu-
tations that are not entirely dependent on those of its top management.
By reducing the capacity of top management to act arbitrarily, these
structures also enhance the firm's capacity to enter credibly into rela-
tional contracts with employees and others in economies where a firm's
access to many kinds of assets, ranging from technology to skills, may
depend on its capacity for relational contracting. Lehrer's chapter
explores some of these linkages between corporate structure and the
external environment in more detail.

1.5 Comparing Coordination

Although many of the developed nations can be classified as liberal or
coordinated market economies, the point of this analysis is not simply
to identify these two types but to outline an approach that can be used to
compare many kinds of economies. In particular, we are suggesting that
it can be fruitful to consider how firms coordinate their endeavors and to
analyze the institutions of the political economy from a perspective that
asks what kind of support they provide for different kinds of coordina-
tion, even when the political economies at hand do not correspond to the
ideal types we have just outlined.

It is important to note that, even within these two types, significant
variations can be found. Broadly speaking, liberal market economies are
distinguishable from coordinated market economies by the extent to
which firms rely on market mechanisms to coordinate their endeavors
as opposed to forms of strategic interaction supported by non-market
institutions. Because market institutions are better known, we will not
explore the differences among liberal market economies here. But a few
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words about variation in coordinated market economies may be appro-
priate, if only to show that variation in the institutional structures under-
pinning strategic coordination can have significant effects on corporate
strategy and economic outcomes.

One important axis of difference among CMEs runs between those that
rely primarily on industry-based coordination, as do many of the northern
European nations, and those with institutional structures that foster
group-based coordination of the sort found in Japan and South Korea. As
we have seen, in Germany, coordination depends on business associa-
tions and trade unions that are organized primarily along sectoral lines,
giving rise to vocational training schemes that cultivate industry-specific
skills, a system of wage coordination that negotiates wages by sector, and
corporate collaboration that is often industry-specific. By contrast, the
business networks of most importance in Japan are built on keiretsu, fam-
ilies of companies with dense interconnections cutting across sectors, the
most important of which is nowadays the vertical keiretsu with one major
company at its center.

These differences in the character of business networks have major
implications. In Germany, companies within the same sector often
cooperate in the sensitive areas of training and technology transfer. But
the structure of the Japanese economy encourages sharp competition
between companies in the same industry. Cooperation on sensitive
matters is more likely to take place within the keiretsu, i.e. among firms
operating in different sectors but within one 'family' of companies. The
sectoral cooperation that takes place usually concerns less sensitive
matters, including recession cartels, licensing requirements, and entry
barriers as well as the annual wage round (Soskice 1990«). Partly for this
reason, the attempts of MITI to develop cooperative research projects
within sectors have had very limited success; serious research and
development remains the preserve of the laboratories of the major
companies.

This pattern of keiretsu-led coordination also has significant implica-
tions for patterns of skill acquisition and technology transfer. Serious
training, technology transfer and a good deal of standard-setting take
place primarily within the vertical keiretsu. Workers are encouraged to
acquire firm- or group-specific skills, and notably strong relational skills
appropriate for use within the family of companies within which they
have been trained. In order to persuade workers to invest in skills of this
specificity, the large firms have customarily offered many of them life-
time employment. And, in order to sustain such commitments, many
Japanese firms have cultivated the capacity to move rapidly into new
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products and product areas in response to changes in world markets and
technologies. This kind of corporate strategy takes advantage of the high
levels of workforce cooperation that lifetime employment encourages. To
reinforce it, Japanese firms have also developed company unions
providing the workforce with a voice in the affairs of the firm.

Japanese firms tend to lack the capacities for radical innovation that
American firms enjoy by virtue of fluid market settings or for sector-
centered technology transfer of the sort found in Germany. Instead, the
group-based organization of the Japanese political economy has encour-
aged firms there to develop distinctive corporate strategies that take
advantage of the capacities for cross-sector technology transfer and
rapid organizational redeployment provided by the keiretsu system.
These translate into comparative institutional advantages in the large-
scale production of consumer goods, machinery, and electronics that
exploit existing technologies and capacities for organizational change.
Although Japan is clearly a coordinated market economy, the institu-
tional structures that support group-based coordination there have been
conducive to corporate strategies and comparative advantages somewhat
different from those in economies with industry-based systems of co-
ordination.

The varieties of capitalism approach can also be useful for under-
standing political economies that do not correspond to the ideal type of
a liberal or coordinated market economy. From our perspective, each
economy displays specific capacities for coordination that will condition
what its firms and government do.

France is a case in point, and the chapters in this volume by Lehrer,
Culpepper, and Hancke explore some of the implications of this approach
for it. Collaboration across French companies is based on career patterns
that led many of the managers of leading firms through a few elite
schools and the public service before taking up their positions in the
private sector. Lehrer observes that the top managers of many French
firms, therefore, have close ties to the state and weak ties to the rest of
the enterprise. As a result, he argues, they are less likely to pursue the
corporate strategies found in Britain or Germany and more likely to look
to the state for assistance than their counterparts in other nations. Using
the case of vocational training, however, Culpepper shows that there are
clear limits to what states can do in the absence of strong business asso-
ciations capable of monitoring their members. Hancke examines how
large French firms are adapting to these limits, suggesting that many are
taking industrial reorganization upon themselves, sometimes devising
new networks to coordinate their activities.
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In sum, although the contrast between coordinated and liberal market
economies is important, we are not suggesting that all economies
conform to these two types. Our object is to advance comparative analy-
sis of the political economy more generally by drawing attention to the
ways in which firms coordinate their endeavors, elucidating the con-
nections between firm strategies and the institutional support available
for them, and linking these factors to patterns of policy and performance.
These are matters relevant to any kind of political economy.

1.6 Comparative Institutional Advantage

We turn now to some of the issues to which this perspective can be
applied, beginning with a question central to international economics,
namely, how to construe comparative economic advantage. The theory of
comparative economic advantage is important because it implies that
freer trade will not impoverish nations by driving their production abroad
but enrich them by allowing each to specialize in the goods it produces
most efficiently and exchange them for even more goods from other
nations. It can be used to explain both the expansion of world trade and
the patterns of product specialization found across nations. The most
influential version of the theory focuses on the relative endowment of
basic factors (such as land, labor, and capital) found in a nation and sug-
gests that trade will lead a nation to specialize in the production of goods
that use its most abundant factors most intensively (Stolper and
Samuelson 1941).

However, recent developments have dealt a serious blow to this
account of comparative economic advantage. The most important of
these include the expansion of infra-industry trade and increases in the
international mobility of capital. If the theory is correct, nations should
not import and export high volumes of goods from the same sector; and
there is a real possibility that international movements of capital will
even out national factor endowments. As a result, some economists have
become skeptical about whether comparative advantages really exist, and
many have begun to seek other explanations for the expansion of trade
and the geographic distribution of production.

Some explain the growth of trade, and intra-industry trade in particu-
lar, as the result of efforts to concentrate production in order to secure
returns to scale (Helpmann 1984). Others explain the concentration of
particular kinds of production in some nations as the result of firms'
efforts to secure the positive externalities generated by a group of firms
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engaged in related endeavors at the same site, whether in the form of
appropriate labor pools, the availability of relevant intermediate prod-
ucts, or technological spillovers. This approach predicts that companies
making similar products will cluster together, whether in Silicon Valley
or Baden-Wurttemberg (Krugman 1991).

Both of these theories are valuable as far as they go, and nothing in
our own is inconsistent with them, but we think they do not go far
enough. Both explain why the production of some kinds of goods might
be concentrated in a nation, but they say little about why production of
that type should be concentrated in that particular nation, while other
nations specialize in other kinds of production. Agglomeration theory
explains why firms engaged in similar endeavors cluster in places like
Silicon Valley or Baden-Wurttemberg, but it cannot explain why firms
engaged in activities that entail high risks, intense competition, and high
rates of labor turnover cluster in Silicon Valley, while firms engaged in
very different activities that entail lower risks, close inter-firm collab-
oration, and low rates of labor turnover locate in Baden-Wurttemberg.
We still need a theory that explains why particular nations tend to
specialize in specific types of production or products.

We think that such a theory can be found in the concept of compara-
tive institutional advantage. The basic idea is that the institutional struc-
ture of a particular political economy provides firms with advantages for
engaging in specific types of activities there. Firms can perform some
types of activities, which allow them to produce some kinds of goods,
more efficiently than others because of the institutional support they
receive for those activities in the political economy, and the institutions
relevant to these activities are not distributed evenly across nations.

The contention that institutions matter to the efficiency with which
goods can be produced receives considerable support from the growing
body of work on endogenous growth. Many economists have observed
that national rates of growth cannot be explained fully by incremental
additions to the stock of capital and labor and fixed rates of technical
change. Endogenous growth theorists have suggested that the insti-
tutional setting for production also seems to matter to national rates of
growth; and various efforts have been made to specify what features
of that setting might be important, generating suggestions that include:
economies of scale available from oligopoly positions, economies of
scope arising from experience in related endeavors, network externalities
generated by firms engaged in similar activities, and the nature of
property rights regimes (Romer 1986, 1994; Grossman and Helpmann
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1992; Aghion and Howitt 1998).28 There is now widespread recognition
that the institutional context can condition rates of growth and techno-
logical progress.

To date, however, most efforts to specify these institutions have
concentrated on market relationships and the legal framework for them,
neglecting the non-market relations that may be equally important to such
outcomes. The latter receive more emphasis in the literature on national
innovation systems and some analyses of competitive advantage (Dosi
et al. 1988; Porter 1990; Barro and Sala-i-Martin 1995; Edquist 1997). Most
of this literature, however, looks for the ingredients of absolute advan-
tage, i.e. it identifies factors more of which will improve the perform-
ance of any economy. We seek institutional features that might confer
comparative advantage and, thus, be better suited to explaining cross-
national patterns of product or process specialization (Zysman 1994).

The basic logic of our approach should be apparent. We have argued
that, in some political economies, firms make more extensive use of non-
market modes of coordination to organize their endeavors, while in
others firms rely mainly on markets to coordinate those endeavors.
Broadly speaking, these differences correspond to the level of institutional
support available for market, as opposed to non-market, coordination in
each political economy. Using a distinction between liberal and coord-
inated market economies, we have identified many of the institutional fea-
tures of the political economy relevant to these differences and suggest
that these correspond to cross-national differences in corporate strategy.

The important point to be added here is that the availability of these
different modes of coordination conditions the efficiency with which
firms can perform certain activities, thereby affecting the efficiency with
which they can produce certain kinds of goods and services. In short, the
national institutional frameworks examined in this volume provide
nations with comparative advantages in particular activities and pro-
ducts. In the presence of trade, these advantages should give rise to
cross-national patterns of specialization.

Although there may be types of comparative advantage that these
institutional frameworks confer that we have not yet explored, we focus
here on their impact on innovation since a firm's capacity to innovate is
crucial to its long-run success. The key distinction we draw is between
radical innovation, which entails substantial shifts in product lines, the
development of entirely new goods, or major changes to the production

28 Note that strategic trade theory focuses on a similar set of variables (cf. Krugman 1986;
Busch 1999).
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process, and incremental innovation, marked by continuous but small-
scale improvements to existing product lines and production processes.
Over the medium to long term, efficiency in the production of some
kinds of goods requires a capacity for radical innovation, while, in
other kinds of goods, it requires a capacity for incremental innovation.

Radical innovation is especially important in fast-moving technology
sectors, which call for innovative design and rapid product development
based on research, as in biotechnology, semiconductors, and software
development. It is also important to success in the provision of complex
system-based products, such as telecommunications or defense sys-
tems, and their service-sector analogs: airlines, advertising, corporate
finance, and entertainment. In the latter, competitiveness demands a
capacity for taking risks on new product strategies and for the rapid
implementation of such strategies within large, tightly coupled organ-
izations that employ a diverse personnel.

Incremental innovation tends to be more important for maintaining
competitiveness in the production of capital goods, such as machine tools
and factory equipment, consumer durables, engines, and specialized
transport equipment. Here, the problem is to maintain the high quality
of an established product line, to devise incremental improvements to it
that attract consumer loyalty, and to secure continuous improvements in
the production process in order to improve quality control and hold
down costs.

Coordinated market economies should be better at supporting incre-
mental innovation. This follows from the emphasis we have put on the
relational requirements of company endeavors. It will be easier to secure
incremental innovation where the workforce (extending all the way down
to the shop floor) is skilled enough to come up with such innovations,
secure enough to risk suggesting changes to products or process that
might alter their job situation, and endowed with enough work auton-
omy to see these kinds of improvements as a dimension of their job. Thus,
incremental innovation should be most feasible where corporate organ-
ization provides workers with secure employment, autonomy from close
monitoring, and opportunities to influence the decisions of the firm,
where the skill system provides workers with more than task-specific
skills and, ideally, high levels of industry-specific technical skills, and
where close inter-firm collaboration encourages clients and suppliers to
suggest incremental improvements to products or production processes.

The institutions of coordinated market economies normally provide
high levels of support for these relational requirements. Highly coordin-
ated industrial-relations systems and corporate structures characterized by
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works councils and consensus decision-making provide employees with
the guarantees that elicit their cooperation. The training systems of CMEs
typically provide high skill levels and the requisite mix of company-
specific and more general technical skills. Appropriate contract laws and
dense networks of inter-corporate linkages allow firms to form relational
contracts with other firms; and systems of corporate governance that insu-
late firms against hostile takeovers and reduce their sensitivity to current
profits encourage long employment tenures and the development of the
inter-firm and employee relations that foster incremental innovation. By
encouraging corporate strategies based on product differentiation rather
than intense product competition, these inter-corporate networks also
tend to promote incremental, rather than radical, innovation. A reputa-
tion for risk-taking or cut-throat competition is rarely an asset in such
networks.

By contrast, although some can occur there, the institutional features
of liberal market economies tend to limit firms' capacities for incremental
innovation. Financial market arrangements that emphasize current
profitability and corporate structures that concentrate unilateral control
at the top deprive the workforce of the security conducive to their full
cooperation in innovation. Fluid labor markets and short job tenures
make it rational for employees to concentrate more heavily on their
personal career than the firm's success and on the development of
general skills rather than the industry- or company-specific skills con-
ducive to incremental innovation. The complexion of contract law and
antitrust laws discourages inter-firm collaboration in incremental product
development.

However, the institutional framework of liberal market economies is
highly supportive of radical innovation. Labor markets with few restric-
tions on layoffs and high rates of labor mobility mean that companies
interested in developing an entirely new product line can hire in
personnel with the requisite expertise, knowing they can release them
if the project proves unprofitable. Extensive equity markets with dispersed
shareholders and few restrictions on mergers or acquisitions allow firms
seeking access to new or radically different technologies to do so by
acquiring other companies with relative ease, and the presence of ven-
ture capital allows scientists and engineers to bring their own ideas to
market. As Lehrer's study of the airline industry shows, the concentra-
tion of power at the top typical of corporate organization in an LME makes
it easier for senior management to implement entirely new business
strategies throughout a multi-layered organization delivering complex
system goods or services. Such firms can also acquire or divest
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subsidiaries quickly. Inter-firm relations based primarily on markets
enhance the capacities of firms to buy other companies, to poach their
personnel, and to license new products — all means of acquiring new
technologies quickly.

By contrast, in CMEs, although dense inter-corporate networks facili-
tate the gradual diffusion of technology, they make it more difficult for
firms to access radically new technologies by taking over other com-
panies. Corporate structures characterized by strong worker representa-
tion and consensus decision-making make radical reorganization of a
firm more difficult, as each of the affected actors contemplates the con-
sequences for his relationship to the company. The long employment
tenures that such institutions encourage make it less feasible for firms to
secure access to new technologies by hiring in large numbers of new
personnel.

In short, the institutional frameworks of liberal market economies
provide companies with better capacities for radical innovation, while
those of coordinated market economies provide superior capacities for
incremental innovation. Therefore, to the extent allowed by transport
costs and the efficiency of international markets, there should be national
patterns of specialization in activities and products; and these should
reflect rational responses to the institutional frameworks identified here
rather than random geographic agglomeration.

Figs. 1.5 and 1.6 provide some evidence for these propositions. Using
data from the European Patent Office, they report indices measuring the
degree to which innovation in Germany and the United States is concen-
trated into any of thirty technology classes that vary according to
whether technological progress in them is typically characterized by
radical or incremental innovation.29 Higher scores reflect greater special-
ization in that kind of technological innovation, and the charts include
data from 1993-4 as well as 1983-4 to assess stability over time.

The striking finding is that Germany specializes in technological devel-
opments that are just the reverse of those in the USA. Fig. 1.6 is almost
the mirror image of Fig. 1.5. Firms in Germany have been more active
innovators in fields predominantly characterized by incremental inno-
vation, including mechanical engineering, product handling, transport,

29 The data are from the European Patent Office and calculated for thirty classes of tech-
nologies. For technology class i (e.g. machine tools) Germany's relative specialization is
measured by the share of German machine-tool patents in total German patents less the
share of global machine-tool patents in global patents. We are grateful to Tom Cusack for
substantial assistance with the calculations for Figs. 1.5 and 1.6. See Cusack and Frosch
2000 and Grupp et al. 1995.



FIG. 1.5
Patent specialization
by technology classes
in the United States,
1983-1984 and
1993-1994

Note: Positive figures
indicate the nation
specializes more heavily in
patents in that technology
class. For details, see n. 29.

Source: European Patent
Office data.



FIG. 1.6
Patent specialization
by technology classes
in the Federal Republic
of Germany, 1983-1984
and 1993-1994

Note: Positive figures
indicate the nation
specializes more heavily in
patents in that technology
class. For details, see n. 29.

Source: European Patent
Office data.
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consumer durables, and machine tools, while firms in the United States
innovate disproportionately in fields where radical innovation is impor-
tant, such as medical engineering, biotechnology, semiconductors, and
telecommunications. These patterns are consistent over time and pre-
cisely the ones our analysis would expect. There does appear to be
specialization in innovation across nations, with firms in the liberal
market economy specializing in radical innovation, while those in the
coordinated market economy concentrate on incremental innovation.

We have focused on innovation here because it is one of the most
crucial dimensions of economic success. However, the institutional struc-
tures of LMEs and CMEs may confer other kinds of comparative advan-
tages yet to be explored. Firms in coordinated market economies, for
instance, are well placed to secure high levels of quality control, by virtue
of their close relationships with workers and suppliers; and such a
capacity may give them advantages in products for which demand turns
more heavily on quality relative to price. Conversely, the ease with which
firms in liberal market economies can cut costs by releasing workers,
given fluid labor markets and high levels of managerial prerogative, may
provide them with advantages in products for which demand is highly
price-sensitive.

Economists have also long believed that skill levels can be important
to comparative advantage, and our analysis suggests that the availability
of labor with particular types of skills will be dependent on precisely the
kinds of institutions that distinguish liberal from coordinated market
economies. The extensive facilities for inter-firm collaboration that foster
high levels of industry-specific skills in some CMEs and company-
specific skills in others may provide those nations with advantages for
producing goods that require such labor, while the fluid labor markets
and support for the development of general skills in LMEs may make
the production of goods and services that require less skilled but lower-
cost labor more viable there.

We have stressed the paradigmatic cases of liberal and coordinated
market economies, but the perspective can be extended to institutional
variation of other types. As we have noted, for instance, the group-based
coordination characteristic of some CMEs provides firms with better
capacities for diffusing technology across sectoral boundaries than do
industry-based systems of coordination; and these capacities may give
nations with group-based coordination special advantages in particular
industries (Soskice 1994a). We have provided an explicit basis for under-
standing how comparative institutional advantage might operate, but
there are many dimensions to it that remain to be investigated.
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1.7 New Perspectives on Comparative Public
Policy-Making

Comparative political economists have been as interested in patterns
of economic policy-making as in problems of economic performance.
Accordingly, it is appropriate to note that the analytical framework
developed in this volume also opens up substantial new perspectives on
both economic and social policy-making with relevance for the domestic
arena and international relations.

1.7.1 Economic Policy-Making

The approach we take to the political economy suggests some important
revisions in the way we normally think about the problematic facing
economic policy-makers, especially on the supply side of the economy.
A substantial literature in comparative political economy, going back to
Shonfield (1965), construes the problem facing policy-makers as one of
settling on the actions that firms or other private-sector actors should
take in order to improve economic performance and then devising a set
of incentives, whether regulatory or financial, to induce them to take
those actions. This was what the 'strong' states of France and Japan were
once said to be so effective at doing (Johnson 1982; Zysman 1983).
Broadly speaking, the problem was seen as one of inducing economic
actors to cooperate with the government.

From our perspective, however, the principal problem facing policy-
makers is quite different: it is one of inducing economic actors to co-
operate more effectively with each other.30 This follows from our view
of the economy as an arena in which multiple actors develop compe-
tencies by devising better ways of coordinating their endeavors with one
another. When firms coordinate more effectively, their performance will
be better, and the result will be better overall economic performance. In
some cases, more effective coordination among other actors, such as
trade unions and employers, will also enhance performance.31 Accord-
ingly, one of the principal ways in which policy-makers can improve
national economic performance is to secure better forms of coordination
among private-sector actors.

30 The formulations in these paragraphs are influenced by the work of Pepper Culpepper
(1998, forthcoming) and owe a good deal to conversations with him.

31 Here, as elsewhere in this chapter, when we refer to 'more effective' coordination, we
mean coordination by the actors on actions providing equilibria that are Pareto-superior to
those that preceded them in the sense that they make at least some of the actors better off
without making others worse off.
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In some cases, markets can be used to secure this coordination, and so
the task facing policy-makers is to improve the functioning of markets.
This is not always easy, but there are some well-known techniques for
accomplishing this task. However, there are other cases in which firms
can perform certain endeavors well (whether wage-bargaining, collabor-
ating with other firms in research and development, or the like) only by
coordinating with others in contexts of strategic interaction. Here, the
problem is one of improving the equilibrium outcomes that arise from
strategic interactions, and less is known about how to accomplish that.
Culpepper describes this problem as one of securing 'decentralized co-
operation'. It entails persuading private-sector actors to share inform-
ation, improving their ability to make credible commitments, and altering
their expectations about what others will do. As we have noted, the
development of supportive institutions and the cultivation of a base of
common knowledge may be crucial here (Ostrom 1990; Ramirez-Rangel
2000; Culpepper forthcoming).

This formulation highlights the difficulties facing economic policy-
makers, especially when they are seeking to enhance non-market co-
ordination. In such contexts, states cannot simply tell economic actors
what to do, not only because the outcomes are too complex to be dictated
by regulation but because states generally lack the information needed
to specify appropriate strategies. States may establish agencies, but
what agencies can do is limited. In many cases, effective strategic co-
ordination depends on the presence of appropriately organized social
organizations, such as trade unions and employer associations, that
governments can encourage but not create. As Culpepper's analysis of
vocational training shows, effective cooperation also requires common
knowledge that may develop only out of experience over time. Where
norms and institutions supporting effective cooperation already exist,
policy-makers may be able to improve its operation with complementary
regulations, but it is difficult to induce such cooperation ex nihilo
(Culpepper 1998).

It follows that economic policies will be effective only if they are incen-
tive compatible, namely complementary to the coordinating capacities
embedded in the existing political economy (Wood 1997). In liberal mar-
ket economies, where coordination is secured primarily through market
mechanisms, better economic performance may demand policies that
sharpen market competition, while coordinated market economies
may benefit more from policies that reinforce the capacities of actors for
non-market coordination. Because the institutional context of the British
economy encourages the acquisition of general skills and militates against
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sectoral coordination, its government is likely to enhance skill levels more
by expanding formal education than by trying to foster sectoral training
schemes modeled on the German. Conversely, competition policies that
serve Britain well might erode the capacities of German firms for non-
market coordination.

Wood (1997 and this volume) goes beyond this to argue that the
viability of policy depends not only on the organization of the political
economy but on the organization of the political realm (see also
Katzenstein 1978b, 1987).32 Let us distinguish between 'market incentive'
policies and 'coordination-oriented' policies. The former rely on market-
based incentives to induce actors to perform more effectively. The latter
attempt to improve the competencies of firms, such as their skill levels
or technological capabilities, by addressing firm needs with relative
precision. Thus, coordination-oriented policies must be based on high
levels of information about the activities of the firm. But, as Wood points
out, firms are reluctant to share such information with governments
whose position as powerful actors under a range of unpredictable influ-
ences raises the risks that they will defect from any agreement and use
the information they have acquired against the firm. The transaction
costs to governments of coordinating the activities of many private-sector
actors can also be prohibitively high. In short, this kind of policy-making
is marked by information asymmetries, high transaction costs, and time-
inconsistency problems.

The governments of coordinated market economies have taken advan-
tage of the strong business associations, trade unions, and other para-
public organizations in their political economies to resolve these
problems. Because such associations are independent of the government
and responsible to their member-firms, the latter are more inclined to
trust them with enough private information to administer a coordina-
tion-oriented or 'framework' policy effectively. And because these asso-
ciations are in a good position to monitor and even gently sanction their
members, they can often secure the coordination that a policy demands
with lower transaction costs. Thus, producer-group organizations enter
into 'implicit contracts' with the government to administer the policy,
drawing some benefits of their own in the form of enhanced resources
and authority.

This is where the organization of the political realm matters. Business
associations and their members will be willing to form such contracts,

32 The analysis in the following paragraphs owes a great deal to Wood (1997) as well as
his chapter in this volume.
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which usually entail some information-sharing, only if the government's
commitment to abide by them is credible. As Wood (1997) observes,
however, that commitment will be more credible where the relevant
producer groups have enough structural influence to punish the govern-
ment for any deviations from its agreements. This structural influence
may rest on a number of bases: the authority of producer organizations
inside political parties, the entrenchment of neo-corporatist practices in
enough spheres of policy-making that defection in one can be punished
in another, or policy-making procedures decentralized enough to allow
producer groups many points of access and some veto points. Of course,
the influence of producer groups will also depend on the character of
those groups themselves: they must be encompassing and powerful
enough to mobilize a serious constituency if they need to sanction the
government. In short, coordination-oriented policies should be more
feasible in nations with both a coordinated market economy and a
political system in which producer groups enjoy substantial structural
influence.

Coordination-oriented policies will be more difficult to implement in
liberal market economies because their business and labor associations
usually lack the encompassing character required to administer such
policies well. In addition, producer groups may be less willing to enter
into such implicit contracts in nations where they do not possess enough
structural influence to sanction the government for deviations from
them. This should be an especially important problem in nations where
the powers of the state are highly concentrated in the political exec-
utive or where the influence of producer groups inside political parties
is very limited.

In contradistinction to some others, then, this analysis suggests that
the attributes normally associated with the 'strength' of a state may
prevent governments from implementing many kinds of policies effect-
ively. Wood (1997) shows that the failures of successive British schemes
for industrial rationalization were rooted, not in the 'weakness' of the
British state, as many who underline the limited levers in the hands of
the authorities have suggested, but in its very strength: the Westminster
system concentrates so much power in the political executive that
producer groups were reluctant to trust it (cf. Sacks 1980; Leruez 1975;
Shonfield 1965). Despite its many powers, the French state has also had
difficulty implementing schemes for regional or technological develop-
ment that require coordination among private-sector actors, partly
because it concentrates power in Paris and cannot find encompassing
producer groups to operate them (Culpepper 1998; Levy 1999«).
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In general, liberal market economies should find it more feasible to
implement market-incentive policies that do not put extensive demands
on firms to form relational contracts with others but rely on markets to
coordinate their activities. These include regional development schemes
based on tax incentives, vocational programs focused on formal instruc-
tion in marketable skills, and government subsidies for basic research.
Because of the bluntness of the instruments available to states and the
importance of markets to these economies, deregulation is often the most
effective way to improve coordination in LMEs.

This analysis of institutional complementarities between political
regimes and political economies raises some intriguing issues about the
patterns observable in the developed world. Many liberal market
economies have Westminster systems of government that concentrate
power in the political executive, while coordinated market economies
tend to be governed by consociational, coalitional, or quasi-corporatist
regimes. Several factors could lie behind this congruence.33 However,
some amount of co-evolution cannot be ruled out. If regimes that provide
structural influence to encompassing producer groups find it more
feasible to implement coordination-oriented policies, while states in
which power is highly concentrated have more success with market-
incentive policies, the character of the political regime may contribute to
the development of a particular type of economy. Levy (19990) argues
forcefully for a variant of this view in the case of France.

To put a similar point in more general terms, the character of the polit-
ical regime may condition the levels of asset specificity found across
nations (see Alt et al. 1996). We have already argued that the institutional
structure of the economy encourages certain kinds of investments. The
fluid market settings of liberal market economies encourage investment
in switchable assets, while the dense institutional networks of coord-
inated market economies enhance the attractiveness of investment in
specific or co-specific assets. Political regimes characterized by coalition
governments, multiple veto points, and parties that entrench the power
of producer groups may also be more conducive to investment in specific
assets than ones that concentrate power in highly autonomous party
leaders, because (i) regimes of this sort are well positioned to provide
the framework policies that sustain the institutions supporting specific
investments and (ii) because they provide producers with more direct
influence over government and the capacity to punish it for deviating

33 Since many LMEs were once British colonies, the diffusion of cultural norms in the
economic and political spheres may be a factor here, and, of course, the USA provides a
notable exception to this rule.
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from its agreements, such regimes offer investors more assurance that
policy will not shift in such a way as to damage the value of assets that
cannot readily be switched to other uses.34 Thus, we should expect to
find more investment in specific assets in nations with such regimes.
These are issues that merit further investigation.

1.7.2 Social Policy

The varieties of capitalism approach to political economy also opens up
new perspectives on social policy. In particular, it highlights the import-
ance of social policy to firms and the role that business groups play in the
development of welfare states. Convention associates the development of
social policy with organized labor and progressive political parties, on the
assumption that business generally opposes such initiatives. However,
Mares (1998« and this volume) shows that business groups have played
key roles in the development of social policy for over a century and devel-
ops a parsimonious model to explain the policies in which various types
of firms will have interests. Her work advances an important literature
exploring the contribution that business groups have made to the con-
struction of welfare states (Pierson 1995«; Martin 1999; Swenson 1997,
2001; Mares I997b, 1998; Estevez-Abe 19990).

The relational approach we take to company competencies naturally
draws attention to the support that social policies can provide for the
relationships firms develop to advance their objectives. Social policy is
often thought to interfere with labor markets by raising labor costs or the
reservation wage. But the contributors to this volume explore the ways
in which social policies can improve the operation of labor markets,
notably from the perspective of the firm. Unemployment benefits with
high replacement rates, for instance, can improve the ability of firms to
attract and retain pools of labor with high or specific skills. Disability
benefits and early retirement benefits can allow firms that operate
production regimes requiring employee loyalty to release labor without
violating implicit contracts about long-term employment. There are many
respects in which social policies can be crucial to the relational strategies
of firms.

For this reason, there should be a correspondence between types of
political economies and types of welfare states. And that appears to be
the case. Virtually all liberal market economies are accompanied by

34 Katzenstein (1987) shows how the structural features of the German political system
hem in most governments, while Gamble and Walkland (1987) show how frequently British
governments have changed regulatory regimes important to business.
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'liberal' welfare states, whose emphasis on means-testing and low levels
of benefits reinforce the fluid labor markets that firms use to manage
their relations with labor (Esping-Andersen 1990). As Estevez-Abe,
Iversen, and Soskice note, liberal social-policy regimes also encourage
individuals to develop the general, rather than specific, skills that cor-
porate strategies in LMEs tend to require.

Although the social-policy regimes that accompany coordinated mar-
ket economies are more varied, there are many respects in which their dis-
tinctive features lend support to the corporate strategies found in such
economies. Large companies in Japan find it easier to secure employee
loyalty and company-specific skills because they provide many of the
social benefits that might otherwise be the responsibility of the state
(Estevez-Abe 1999a). Many of the firms in CMEs operate product market
strategies and associated production regimes that require a workforce
equipped with high levels of industry-specific skills. Workers must be
persuaded to invest in such skills, however, especially given the risk that,
if they are laid off and must take employment in another sector, they may
never realize their investment. In such contexts, as Estevez-Abe, Iversen,
and Soskice point out, the pension and unemployment-benefit schemes
offering generous replacement rates closely tied to wages often found in
coordinated market economies help to assure workers that they can
weather an economic downturn without having to shift to a job in which
their investment in specific skills does not pay off.

Governments introduce social legislation for many reasons, some of
them conditioned by partisan competition and the demands of labor. But
the contributors to this volume argue that business also has important
interests in social policy and a role in its development. Mares (1998)
traces the way in which social policy emerges from alliances between
business groups, trade unions, and public officials in Germany and
France, while Estevez-Abe (19990) and Iversen and Soskice (2000) explore
the politics that leads specific types of political economies toward dis-
tinctive welfare states. In the sphere of social policy, the varieties of
capitalism approach is helping to open up several new research agendas.

1.7.3 National Interests in the International Arena

The international arena is also an important sphere for policy-making.
What states cannot secure domestically, because of political resistance or
transnational externalities, they often seek in negotiations about inter-
national regimes (Krasner I983b; Keohane 1984; Putnam 1988). These
regimes now have a substantial impact on national societies, especially
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in Europe where the regulations of the European Union have become
almost as important as national policies. For this reason, it is important
to understand how the rules or regulations of such regimes are deter-
mined, and a number of approaches can be taken to that problem. One
of the most influential, however, argues that the character and regula-
tions of regimes and of the EU are determined by their member states,
operating from conceptions of national interest (Moravcsik 1991). In this
context, it has become important to be able to specify what a govern-
ment's conception of its national interest will be and whence such
conceptions derive, especially in the economic sphere.

Analysts have taken several approaches to identifying the conceptions
of national economic interest that motivate governments in international
negotiations. Some formulations associate them with prevailing economic
conditions, such as the levels of inflation or unemployment in the nation
(Moravscik 1998). Others employ neoclassical economic doctrine to
specify the welfare gains likely to accrue to the nation from a particu-
lar outcome, such as freer trade (Frieden and Rogowski 1996). The
conceptions of national interest from which government officials operate
in international negotiations are most often seen, however, as a response
to pressure from domestic interests. The direction of that pressure can
then be specified in a number of ways. Most who take this approach use
an economic theory to identify the impact a decision will have on par-
ticular sectors and an institutional theory to predict which sectors will
have more influence over the government (Milner 1988, 1997; Frieden
1991; Garrett and Lange 1996).

There is some value in all these approaches, especially for specific
cases, but the conceptions of national interest they generate can be nebu-
lous or of limited generality, especially when rooted in transitory eco-
nomic conditions or shifting parallelograms of sectoral pressure. Without
prejudice to the alternatives, the approach to comparative capitalism
developed in this volume provides another way of specifying how states
will define their national interests in international economic negotiations.
It suggests that their stance toward new regulatory initiatives will be
influenced by judgements about whether those initiatives are likely to
sustain or undermine the comparative institutional advantages of their
nation's economy. Governments should be inclined to support such
initiatives only when they do not threaten the institutions most crucial
to the competitive advantages their firms enjoy35

35 Note, of course, that governments can misperceive the impact of a proposed regula-
tion and that other factors will often also enter into calculations of national interest. These
formulations are deeply influenced by the work of Fioretos (1998).
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In this volume and others (1998), Fioretos applies this perspective to
the positions taken by Britain, Sweden, France, and Germany in negoti-
ations leading up to the Maastricht Treaty. He argues that many of the
conflicts between Britain and the other member-states of the EU, leading
to its opt-out from the social charter, can be traced to British efforts to
protect the institutions of its liberal market economy. The positions taken
by member states in those negotiations toward the industrial policies of
the EU also correspond to the concerns they were likely to have about
preserving the distinctive institutional infrastructures of their nations
and particular types of relations among firms.

This approach can be applied to a wide range of issues associated with
the evolution of the European Union. Germany's reluctance to accept
deep financial deregulation may derive, for instance, not simply from a
desire to maintain the rents of its financial sector but from a concern to
preserve the capacities for network monitoring that sustain the terms on
which domestic capital is available to its firms (cf. Story and Walter 1997).
Britain's efforts to secure regulations that enhance market competition in
many sectors may reflect an interest in securing a competitive edge for
its own firms, whose corporate strategies and structures are already
appropriate for operating in such environments.

Even some of the positions that member-states have taken toward the
development of the institutions of the European Union may be explicable
in these terms. We have argued that the success of a national economy can
depend on whether it is supervised by a state with institutions appropriate
for supplying the kind of economic policies that sustain it. As the EU takes
on additional economic responsibilities, its members may be concerned to
ensure that the agencies and techniques used to administer them are
congruent with the needs of their own economies. Thus, states and actors
from coordinated market economies can be expected to seek institutions
conducive to the formation of implicit contracts between public author-
ities and business associations, while those from liberal market economies
should want to avoid agencies interventionist enough to interfere with the
operation of market mechanisms. Such considerations cannot fully
explain the design of European institutions, but they may figure in the
process (cf. Schmidt 1997; Pollack 1997).

This perspective may help explain why it has been so difficult for the
EU to secure full regulatory harmonization and why it has resorted,
instead, to the 'mutual recognition' of national regulations (K. Nicolaides
1993). Transaction costs alone do not seem to provide enough of an ex-
planation. If the structure of the European economies were broadly simi-
lar, it should be possible to agree on 'best practice', allowing a transition
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period for laggards to catch up. But there are profound institutional
differences among the political economies of Europe, on which the firms
of each nation have come to rely for competitive advantage. Although,
as market economies, all can agree on some measures, to enforce high
levels of regulatory homogeneity on the member-states would be to
compromise the institutions and firm strategies on which national
comparative advantages depend. It is not surprising that there has been
no consensus on such matters. More than national tradition has been at
stake. This suggests that, despite some significant effects, international
negotiations are unlikely to be vehicles for the cross-national institutional
convergence that some expect from them.36

1.8 The Dynamics of Economic Adjustment

Although we have emphasized differences among political economies
that have been relatively durable, ours is not a static conception of the
political economy. On the contrary, we expect the corporate strategies,
policies, and institutions of each nation to evolve in response to the
challenges they face, and our approach contains a number of conceptual
tools for understanding both the nature of contemporary challenges and
the shape this evolution is likely to take. In this section, we discuss some
of the dynamic elements of the analysis that are covered in more detail
in subsequent chapters.

1.8.1 The Challenge of Globalization

The developed economies are currently experiencing profound changes.
A technological revolution is creating entirely new sectors, based on
biotechnology, microprocessors, and telecommunications, whose prod-
ucts are transforming business practices across the economy. A wave of
managerial innovations has seen companies around the world adopt new
forms of supplier-client relations, just-in-time inventory systems, quality
control, and team production. Economic activity is shifting from the
industrial sector into the service sector. Capitalism seems to be in the
midst of one of those 'cycles of creative destruction' that Schumpeter
(1950) identified.

36 As Streeck (1996fc) and Scharpf (1995: ch. 2) have pointed out, precisely because they
cannot legislate regulatory convergence, international regimes and the EU may resort to
measures that enhance market competition, thereby intensifying the pressures for conver-
gence that come from another direction, namely via processes of competitive deregulation.
There is much to be said for this view. For further discussion, see the section on 'globaliza-
tion' below.
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If technology provided the spark for this revolution, the accelerant has
been liberalization in the international economy. With declining trans-
port and communication costs, more liberal trade and financial regimes
have inspired vast new flows of goods and capital across national
borders, including a large increase in foreign direct investment. All the
developed economies are more open than they were twenty years ago,
and intense international competition is enforcing innovation on many
firms. The watchword for these developments has become globalization
— a term summing up the hopes of some for global prosperity and the
fears of many that their way of life will be lost to international forces
beyond the control even of their government (Berger and Dore 1996;
Keohane and Milner 1996; Friedman 1999).37

For political economy, the principal issue raised by globalization
concerns the stability of regulatory regimes and national institutions in
the face of heightened competitive pressure (Boyer and Drache 1996;
Rodrik 1997). Will institutional differences among nations of the sort we
have identified remain significant or will the processes of competitive
deregulation unleashed by international integration drive all economies
toward a common market model?

To these questions, the conventional view of globalization prominent in
the press and much of the literature gives an ominous answer. It is built
on three pillars. First, it sees firms as essentially similar across nations at
least in terms of basic structure and strategy. Second, it associates the
competitiveness of firms with their unit labor costs, from which it follows
that many will move production abroad if they can find cheaper labor
there. And, third, these propositions generate a particular model of the
political dynamic inspired by globalization, of the following type.

In the face of threats from firms to exit the economy, governments
are said to come under increasing pressure from business to alter their
regulatory frameworks so as to lower domestic labor costs, reduce rates
of taxation, and expand internal markets via deregulation. What resis-
tance there is to such steps will come from trade unions, seeking to protect
the wages of their members, and social democratic parties, seeking to
preserve social programs. The precise effects that each nation suffers
in the face of globalization will thus be determined by the amount of
political resistance that labor and the left can mount to proposals for

37 We use the term 'globalization' in this chapter to refer to the developments that have
made it easier for companies to locate operations abroad, including the liberalization of
trade, the deregulation and expansion of international financial markets, the new accessi-
bility and expansion of markets in what was the communist world, and declining trans-
portation or communication costs.
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change. But, because international interdependence provides capital with
more exit opportunities than it does for labor, the balance of power is
said to have shifted dramatically toward capital. In short, this is a model
that predicts substantial deregulation and a convergence in economic
institutions across nations. Conventional views of globalization contain
a 'convergence hypothesis' analogous in force, but considerably less san-
guine in implications, to an earlier one based on theories of industrialism
(Kerr et al. 1960; Graubard 1964).

To date, the principal challenges to this view have come in two forms.
Some scholars argue that the internationalization of trade and finance has
not been as extensive or unprecedented as is often believed. Others argue
that national governments are not as defenseless in the face of these
developments as they appear, because governments have simply used
international institutions or the excuse of global pressure to pursue
reforms they wanted in any case (Wade 1996; Boyer 1996; Cohen 1996).
There is some validity to both arguments. However, the analysis de-
veloped in this volume provides another basis for reevaluating the effects
of globalization.

1.8.2 Reconsidering Globalization

The varieties of capitalism approach calls into question each of the
assumptions underpinning the conventional view of globalization. First,
it suggests that firms are not essentially similar across nations. On the con-
trary, firms in LMEs and CMEs develop distinctive strategies and struc-
tures to capitalize on the institutions available for market or non-market
coordination in the economy. There is substantial evidence that firms in
different types of economies react differently to similar challenges
(Knetter 1989). Thus, we should not expect identical responses from them
to globalization.

Second, our perspective suggests that firms will not automatically
move their activities off-shore when offered low-cost labor abroad.
Cheaper labor that comes with commensurate skill and productivity
levels is always attractive, but firms also derive competitive advantages
from the institutions in their home country that support specific types of
inter- and infra-firm relationships. Many firms will be reluctant to give
these up simply to reduce wage costs. Comparative institutional advan-
tages tend to render companies less mobile than theories that do not
acknowledge them imply.

Of course, with international liberalization, there will be some move-
ment of corporate activities across national borders, as firms seek access
to new markets and new sources of supply, but our approach suggests
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dimensions to this movement that conventional views do not anticipate.
It implies, for instance, that firms based in LMEs may be more inclined
to move their activities abroad to secure cheaper labor than companies
based in CMEs, because the former already coordinate their endeavors
using the market structures that less developed nations usually provide,
while the latter often pursue corporate strategies that rely on high skills
and institutional infrastructure difficult to secure elsewhere.

Our concept of comparative institutional advantage also suggests that
firms may exploit new opportunities for movement to engage in a form
of institutional arbitrage. By this, we mean that companies may shift par-
ticular activities to other nations in order to secure the advantages
that the institutional frameworks of their political economies offer for
pursuing those activities. Thus, companies may move some of their
activities to liberal market economies, not simply to lower labor costs, but
to secure access to institutional support for radical innovation. This helps
to explain why Nissan locates design facilities in California, Deutsche
Bank acquires subsidiaries in Chicago and London, and German phar-
maceutical firms open research labs in the United States. Conversely,
companies may locate other activities in coordinated market econ-
omies in order to secure access to the quality control, skill levels, and
capacities for incremental innovation that their institutional frameworks
offer. General Motors locates its engine plant in Diisseldorf rather than
in Spain. Over time, corporate movements of this sort should rein-
force differences in national institutional frameworks, as firms that have
shifted their operations to benefit from particular institutions seek to
retain them.

Finally, our perspective calls into question the monolithic political
dynamic conventionally associated with globalization. It predicts one
dynamic in liberal market economies and a different one in coordinated
market economies. In the face of more intense international competition,
business interests in LMEs are likely to pressure governments for de-
regulation, since firms that coordinate their endeavors primarily through
the market can improve their competencies by sharpening its edges. The
government is likely to be sympathetic because the comparative advan-
tage of the economy as a whole rests on the effectiveness of market mech-
anisms. Organized labor will put up some resistance, resulting in mild
forms of class conflict. But, because international liberalization enhances
the exit options of firms in LMEs, as noted above, the balance of power
is likely to tilt toward business. The result should be some weakening
of organized labor and a substantial amount of deregulation, much as
conventional views predict.
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In coordinated market economies, however, the political dynamic
inspired by globalization should be quite different. Here, governments
should be less sympathetic to deregulation because it threatens the
nation's comparative institutional advantages.38 Although there will be
some calls for deregulation even in such settings, the business commu-
nity is likely to provide less support for it, because many firms draw
competitive advantages from systems of relational contracting that
depend on the presence of supportive regulatory regimes. In these
economies, firms and workers have common interests to defend because
they have invested in many co-specific assets, such as industry-specific
skills. Thus, the political dynamic inspired by globalization in these coun-
tries is likely to entail less class conflict and to center around the forma-
tion of cross-class coalitions, as firms and workers with intense interests
in particular regulatory regimes align against those with interests in
others (cf. Swenson 1991, 1997).39

This analysis explains several outcomes in the spheres of policy and
politics that are otherwise puzzling. Globalization was expected to
weaken trade unions across the industrialized world. But comparative
data show that trade union membership and the locus of collective
bargaining has dropped far more substantially in some nations than in
others (Lange et al. 1995; Ebbinghaus and Visser 2000). Our analysis
predicts most of the patterns observed (see Table 1.2). Trade unions have
been weakened by business initiatives and deregulation in LMEs but
remain strong in CMEs where cross-class coalitions help to preserve them
and some degree of wage coordination (see also Thelen in this volume).

Instead of the monolithic movement toward deregulation that many
expect from globalization, our analysis predicts a bifurcated response
marked by widespread deregulation in liberal market economies and
limited movement in coordinated market economies.40 This is precisely

38 Note that we are not claiming all types of non-market institutions contribute to the
efficiency of the economy. We have identified some specific types of inter- and infra-firm
relations and supporting institutions that we associate with effective firm performance.
There are other 'non-market' institutions in many economies that simply generate economic
rents or detract from economic efficiency. The point is to distinguish among them and not
to label all 'non-market' institutions efficient or inefficient.

39 Note that this observation corresponds to the predictions of Frieden and Rogowski
(1996) that class conflict is more likely in economies where switchable assets predominate
and sectoral conflict characterized by cross-class coalitions more likely in economies where
asset specificity is high. However, because firms and workers share some interests in all
economies, we do not exclude the possibility that some cross-class coalitions will also be
formed in liberal market economies, as Swenson (1997) suggests.

40 We use 'deregulation' as a convenient shorthand to refer to policies that remove regu-
lations limiting competition, expand the role of markets in the allocation of resources, or
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TABLE 1.2 Changes in trade union density and the level of collective
bargaining, 1950 -1992

Liberal market economies

Trade union density Bargaining level3

Australia*
Canada
UK
United States

LME average

1950 - 73

54
30
45
29

39

1974 - 84

52
33
51
23

40

1985 - 92

49
32
41
15

34

1950 - 73

3.0
1.0
1.7
1.3

1.7

1974 - 84

3.1
1.8
2.1
1.0

2.0

1985 - 92

3.0
1.0
1.0
1.0

1.5

Coordinated market economies

Trade union density Bargaining level"

1950 - 73

Austria
Belgium
Denmark
Finland
Germany
Japan
The Netherlands
Norway
Sweden
Switzerland

CME average

63
48
59
41
38
34
40
58
71
37

49

1974 - 84

58
68
77
78
40
31
36
61
86
35

57

1985 - 92

55
69
81
88
37
25
28
63
95
29

57

1950 - 73

2.2
2.0
4.0
3.2
2.0
1.4
3.7
3.8
3.7
2.0

2.8

1974 - 84

2.0
2.9
3.3
2.8
2.0
2.0
3.4
3.6
3.7
2.0

2.8

1985 - 92

2.0
2.5
2.8
2.8
2.0
2.0
2.1
3.6
2.9
2.0

2.5

a 1 = plant-level wage-setting; 2 = industry-level wage-setting; 3 = central wage-setting without
sanctions; 4 = central wage-setting with sanctions. Value recorded is the average for the period
indicated.
b Trade union series ends in 1989.

Sources: Visser (1996). Compiled in Golden et al. (1997).

the pattern of policy across the OECD in recent decades. Deregulation
has been far-reaching in the liberal market economies of Britain, the
United States, New Zealand, Canada, and Australia but much less exten-
sive in the coordinated market economies of northern Europe and east

sharpen market incentives in the economy. Of course, we recognize that all deregulation is
implicitly a form of reregulation (Vogel 1996).
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Asia (Vogel 1996; Ellis 1998; Story and Walter 1997; Wood 1997; King and
Wood 1999).41 Moreover, Wood and Thelen report finding just the sort of
politics this approach would lead one to expect in both liberal and coor-
dinated market economies in recent years (this volume; Wood 1997;
Thelen 2000).

Ultimately, it is not surprising that increasing flows of trade have not
erased the institutional differences across nations. After all, world trade
has been increasing for fifty years without enforcing convergence.
Because of comparative institutional advantage, nations often prosper,
not by becoming more similar, but by building on their institutional
differences.42

1.8.3 Developments in the Market for Corporate Governance

There is another side to globalization, however, with effects that some
argue are more ambiguous. It lies in the pressures stemming from the
internationalization of finance, where developments have recently been
dramatic, if not unprecedented.43 International flows of capital have
grown exponentially in the past two decades, raising levels of both direct
and portfolio investment (cf. Simmons 1999). This puts pressure on the
institutions of coordinated market economies in several ways. Inter-
national financial markets have become increasingly important sources
of capital for large firms. But, lacking the facilities to monitor the progress
of a company closely, distant investors usually prefer to supply capital
on arm's-length terms that emphasize transparent, balance-sheet criteria.
Therefore, firms seeking access to these funds face pressure to revise their
accounting standards, appoint independent directors, and deliver the
high rates of return associated with 'shareholder value'.

Even more important is the wave of international merger and acquisi-
tion activity that has taken place over the past decade, as firms of all
sorts reposition themselves to take advantage of the liberalization of
world markets. It has had several effects. Firms based in coordinated

41 We predict some, if more limited, deregulation in CMEs because, alongside non-market
institutions, they also use market mechanisms whose operation can be improved by a
measured amount of deregulation.

42 The effects of trade integration seem to have fallen, less substantially on the differ-
ences between CMEs and LMEs, and more heavily on practices of state intervention of the
sort once prominent in France and the developing world, as governments found that
dirigiste policies cannot ensure competitiveness on international markets (cf. Hall 1990;
Ziegler 1997; McArthur and Scott 1969).

43 As Zevin (1992) points out, international capital markets were probably more inte-
grated in the decades before World War I than they have ever been since.
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market economies, such as Germany, that have usually not been as
concerned about their rate of return on capital or share price as American
firms have acquired a new interest in such matters because many hope
to use their own shares to make foreign acquisitions to consolidate their
competitive position in global markets that are opening and reconfig-
uring rapidly44 Shares that are highly valued can be a significant asset
in merger and acquisition contests.

Similarly, some of the large banks and insurance companies in CMEs
that once cultivated close relations with manufacturing firms have been
disengaging from them in order to free up resources for global expan-
sion. The German government has recently facilitated such moves by
lowering capital-gains taxes on the sale of corporate shareholdings.
Where steps such as these reduce cross-shareholding enough to undercut
the protection it provides firms against hostile takeovers or government
regulations on such acquisitions are relaxed, the heightened dangers of
takeover could also provoke changes in corporate strategy in CMEs.
Many firms would have to become more attentive to the value of their
shares and earnings in order to deter takeovers.

These developments threaten traditional practices in CMEs in several
ways. On the one hand, they could disrupt the intricate systems of cross-
shareholding and inter-corporate linkage that provide capacities for
network monitoring, thereby reducing the access of firms to capital that
is not tied to current profitability. On the other, they could force firms
whose strategies and structure have reflected responsiveness to a wide
range of stakeholders, including employees, to become more attentive to
shareholders and rates of return; and this might reduce their capacity
to make credible commitments to long-term collaborative relationships
with other firms and employees. That could engender shifts in strategy
extending all the way down to production regimes.

However, while important, the impact of international financial devel-
opments can easily be misinterpreted. There is no doubt that large
companies in CMEs will have to make the long-run, risk-adjusted real
rates of return demanded by world financial markets. But that is not
inconsistent with internal management practices that maximize compar-
ative institutional advantage. These pressures have led many companies
to develop closer relationships with works councils rather than the
reverse, simply because employee cooperation becomes more, not less,
important in such contexts. Moreover, it is not a rational strategy for

44 We are grateful to Michel Goyer for drawing our attention to this point (see Goyer
2001).
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shareholders to insist on Anglo-Saxon management practices if that has
the effect of lowering rates of return.

Germany provides a case in point. Although the large German banks
are seeking a global role, they are still engaged with German industry and
regional banks maintain important Hausbank relationships (cf. Ziegler
2000; Griffin 2000; Vitols 2000).45 Many German firms have embraced
international accounting standards, but there are still few independent
directors on their boards and 'shareholder value' has been used mainly as
a slogan to justify reorganizations that would have been dictated in any
case. Although hostile takeovers have become more common in France,
they remain rare in Germany, where regulatory regimes and cross-share-
holding militate against them.46 The market for corporate governance is
changing but at a pace that may allow firms to retain many aspects of their
long-standing strategies.

1.8.4 Analyzing Change in National Systems

Much of the work on comparative capitalism lacks developed concep-
tions of how national systems change. As a result, the literature on glob-
alization tends to cluster around two poles. On one side are works that
focus on institutions and the ways in which they reproduce stable
patterns of behavior. Their relatively static view implies that national
systems are unlikely to change very much in the face of globalization.
On the other are works that attribute great force to the pressures associ-
ated with globalization. They tend to see national practices as inertial
factors that will be transformed by these pressures.

Our approach offers a more dynamic conception of national political
economies in the sense that it anticipates change in them and contains
specific propositions about the processes through which it will occur.
Some of these should already be apparent from the account we have
given of globalization. However, it may be useful to summarize some of
the key implications about dynamics in this approach.

We see national political economies as systems that often experience
external shocks emanating from a world economy in which technologies,
products, and tastes change continuously. These shocks will often un-
settle the equilibria on which economic actors have been coordinating

45 The important role played by the German banks in the rescue of the construction group
Philip Holzmann provides one example.

46 As of 1999, the combined equity stake of hard-core shareholders and the shares voted
by German banks in the firms on the German DAX-30 still averaged 39% of those firms'
shares (figures supplied by Michel Goyer).
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and challenge the existing practices of firms. We expect firms to respond
with efforts to modify their practices so as to sustain their competitive
advantages, including comparative institutional advantages. Thus, much
of the adjustment process will be oriented to the institutional recrea-
tion of comparative advantage. In its course, firms and individuals will
modify their relational investments, seeking new competencies that
entail new relations with other firms or employees.

To do so, they will call on the existing institutional structures support-
ing coordination in the economy, including those that allow for deliber-
ation and the making of credible commitments. In many cases, firms will
need the cooperation of government, but we expect governments to be
responsive to efforts to restore coordination, because they will come
under pressure from producer groups and voters with substantial inter-
ests in existing institutions to do so (Iversen and Soskice 2000; Wood this
volume). If coordination entails strategic interaction, however, more than
institutional support is required to establish it. As we have noted, this
sort of coordination also depends on the presence of a common know-
ledge set of beliefs that reflect relatively complete understandings of the
roles and interests of the participants in the arrangement, as well as some
confidence in the trustworthiness of the relevant institutions. Economic
shocks and interim attempts to cope with them can unsettle such under-
standings. Therefore, their restoration will be a crucial, and difficult,
component of the adjustment process.

Several points follow from this perspective. First, although we expect
firms to attempt to sustain or restore the forms of coordination on
which their competitive advantages have been built, after an economic
shock, these efforts may entail changes to existing institutions or prac-
tices in the economy. Second, the importance of common knowledge to
successful strategic interaction implies some asymmetry in the develop-
ment potential of these systems. Because they have little experience of
such coordination to underpin the requisite common knowledge, LMEs
will find it difficult to develop non-market coordination of the sort
common in CMEs, even when the relevant institutions can be put into
place. Because market relations do not demand the same levels of com-
mon knowledge, however, there is no such constraint on CMEs deregu-
lating to become more like LMEs. However, we have noted that the
business communities of CMEs will not automatically support deregu-
lation, since many firms may want to retain competitive advantages that
depend on high levels of regulation.

Institutional complementarities should play an important, if ambig-
uous, role in these processes of adjustment. On the one hand, they raise
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the prospect that institutional reform in one sphere of the economy could
snowball into changes in other spheres as well. If the financial markets
of a CME are deregulated, for instance, it may become more difficult for
firms to offer long-term employment. That could make it harder for them
to recruit skilled labor or sustain worker loyalty, ultimately inspiring
major changes in production regimes (cf. Aoki 1994). Financial deregu-
lation could be the string that unravels coordinated market economies.
On the other hand, institutional complementarities generate disincentives
to radical change. Firms and other actors may attempt to preserve
arrangements in one sphere of the economy in order to protect comple-
mentary institutions or synergies with institutions elsewhere that are of
value to them. Many German firms have devoted energy to revising
rather than abolishing their vocational training schemes because they
operate production regimes that demand particular types of skills.

The types of adjustment problems encountered in a coordinated
market economy are well illustrated by some of the recent difficulties
afflicting the German system of wage coordination.47 For many years, the
capacity of this system to generate wage increases moderate enough to
sustain the competitiveness of German industry has depended on the
ability of employers' associations to mount resistance to exorbitant wage
demands, if necessary orchestrating lockouts of the workforce. In many
cases, the major firms in a sector would resist high industry settlements,
even if they could afford them, in order to maintain solidarity with
smaller firms that could not afford them, increasing their own workers'
wages only after an industry agreement had been reached.

In some sectors, the large firms have now rationalized their operations
to take advantage of the opportunities presented by higher levels of inter-
national integration, moving some operations off-shore and reconfiguring
supply chains. As a result, they have become increasingly sensitive to
interruptions in production and inclined to veto lockouts. But this shift
in stance has disrupted the existing equilibrium. Without the coopera-
tion of large firms, employers' associations can no longer mount effec-
tive resistance to wage demands. As a consequence, some smaller or less
efficient firms are dropping out of them; and trade union leaders who
would normally be inclined to accept moderate wage increases in order
to preserve employment are now finding themselves unable to do so
because of pressure from their militants, who are no longer deterred by

47 We owe this example to Kathleen Thelen (see Thelen and Kume 1999a; Thelen and
Wijnbergen 2000).
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the threat of lockouts.48 The result has been a deterioration in the
effectiveness of wage coordination and of employers' associations in
some German sectors (Thelen and Kume 1999«; Thelen and Wijnbergen
2000; see also Manow and Seils 2000).

This is the type of adjustment problem that often arises in coordinated
settings. However, there are good reasons for thinking that effective co-
ordination can be restored in most such cases. As Thelen points out, such
problems are not unprecedented in coordinated market economies. The
equilibrium outcomes on which actors coordinate have been unsettled
by economic shocks many times in the past. In each case, new equilibria
have been found through processes of negotiation and compromise. The
process of adjustment may well entail a period of conflict and sub-
optimal outcomes, as each side tests the power and resolve of the other.
But the presence of institutions that entrench the power of the actors,
whether employers or trade unions, give them strong incentives to co-
operate with each other, and the availability of deliberative institutions
facilitates coordination.

In 'negotiated economies' such as these, adjustment is often slower
than it is in economies coordinated primarily by markets; but markets
do not necessarily generate superior outcomes. Where encompassing
producer groups have extensive 'strategic capacity' and strong incentives
to reach agreement, the results can be equally satisfactory.49 Coordinated
market economies have a track record of meeting these kind of chal-
lenges (Hall 1997; Global Economic Forum 2000). In Sweden, for instance,
peak-level bargaining broke down during the 1980s because it was no
longer meeting the needs of firms facing new technologies and greater
international competition; but the trade unions and employers developed
new forms of wage-bargaining recoordinated at the sectoral level rather
than revert to purely liberal arrangements (Pontusson and Swenson
1996).

In sum, this is an approach to political economy designed not only to
identify important patterns of similarity and difference across nations but
also to elucidate the processes whereby national political economies

48 Of course, with the advent of economic and monetary union, the Bundesbank no
longer has the capacity to discipline union members by threatening tighter monetary pol-
icies, and the capacity of the European central bank to do so is much lower now because
it stands at one remove from the German economy (see Hall and Franzese 1998).

49 By 'strategic capacity', we mean the capacity to formulate a collective strategy for the
group and to mobilize support for it among the group. Typically this entails highly artic-
ulated organization.
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change. It anticipates institutional change in all the developed democra-
cies, as they adjust to contemporary challenges, but provides a frame-
work within which the import of those changes can be assessed.

The chapters that follow elaborate many of the themes raised in this
introduction. Each uses the basic approach outlined here to explore a
more specific set of issues, but we have not imposed a rigid template on
the contributors and there are differences of emphasis among them.
These essays encompass a wide range of cases, issue areas, and method-
ologies. They illuminate both the potential in the approach and the scope
of the research agenda it opens up. Since we have referred to many chap-
ters in the course of this Introduction, we will simply outline the organ-
ization of the volume here.

Part I of the volume displays the wide range of topics for which the
varieties of capitalism approach has implications. The first two chapters
explore issues in industrial relations with an emphasis on the institu-
tional complementarities relevant to this sphere. Thelen examines recent
developments in the industrial-relations arena, showing how institutions
at the macro and micro levels of the economy interact to generate a pol-
itics that produces different outcomes in liberal and coordinated market
economies. Franzese shows how the institutions for wage coordination
and monetary policy-making interact with each other and with the
sectoral composition of the organized workforce to influence national
patterns of economic performance. These essays show why different
types of economies can be expected to react quite differently to economic
challenges.

The next two chapters investigate some of the implications of this
approach for our understanding of social policy. Estevez-Abe, Iversen,
and Soskice examine the relationship between particular varieties of cap-
italism and social-policy regimes, emphasizing the way in which different
types of social policies encourage workers to develop specific or general
skills, thereby reinforcing the product market strategies characteristic of
firms in various types of economies. Mares makes a more general case
for the contention that employers have strong interests in social policy
and will want to influence its development. She devises a parsimonious
model to elucidate the interests of different types of firms in social policy
and presents case-study evidence to show that the interests they have
articulated conform to her model. This work suggests that it is time to
reevaluate the welfare state: social policies that were once seen as impedi-
ments to the operation of markets, imposed by labor or the left on busi-
ness in the name of social protection, may actually be important adjuncts
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to markets with real value for firms who have been actively involved in
their design.

Fioretos concludes this part of the book by indicating how a varieties
of capitalism approach can be used to address important issues in inter-
national relations, particularly the problem of how national interests are
constructed for the purposes of international negotiations. He argues that
the conceptions of national interest applied in such contexts are often
rooted in the organization of their political economy and shows that the
differences between German and British capitalism can explain many of
the positions taken by these nations in the negotiations leading up to the
Maastricht Treaty of the European Union.

Part II of the volume displays some of the new perspectives on public
policy-making that this varieties of capitalism perspective opens up.
Wood compares the development of labor market policy in Britain and
Germany with a view to showing how the organization of the political
realm interacts with the organization of the political economy to generate
distinctive patterns of policy across liberal and coordinated market econ-
omies. Culpepper takes on issues of reform, exploring efforts to trans-
plant vocational training schemes of the sort practiced in West Germany
to East Germany and France. His analysis shows how difficult it is for
governments to secure such coordination and how dependent the results
are on the presence of supportive employer organizations. Hancke
focuses on the case of France, arguing, contrary to conventional images
of its dirigiste regime, that recent industrial adjustment there has been
led, not by the state, but by large firms using the business networks avail-
able to them.

Part III of the book explores issues of corporate governance, firm
strategy, and the law. Vitols provides a detailed comparison of the sys-
tems for corporate governance found in Britain and Germany and argues
that, despite recent challenges, they remain distinctive. Lehrer takes the
analysis down to the level of corporate strategy, developing a varieties
of capitalism approach to strategic management that links the structure
of the political economy closely to corporate strategy. Using the case of
the airline industry, he shows how the approach can be used to explain
national differences in corporate strategy. The chapters by Casper and
Teubner show how a varieties of capitalism approach can be used to inte-
grate work in comparative political economy with legal studies. Casper
explores the way in which contract law and corporate strategies inter-
lock in Germany and the United States. He shows that specific types of
legal systems support distinctive forms of business coordination and that
the latter influence the development of the law. Teubner also explores
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the co-evolution of law and corporate behavior. Taking up 'good faith'
doctrine in the British case, he argues that the character of a nation's
production regimes will influence its receptivity to specific legal concepts
and the application of those concepts. Finally, Tate examines the dif-
ferences in systems of standard-setting characteristic of different vari-
eties of capitalism, stressing the impact that collective arrangements for
standard-setting can have on corporate behavior.

Together these essays suggest that a varieties of capitalism approach
can be the basis for fruitful interchange among scholars interested in
many kinds of issues in economics, industrial relations, social policy-
making, political science, business, and the law.
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Varieties of Labor Politics in the
Developed Democracies

Kathleen Thelen

2.1 Introduction

Industrial-relations systems in the advanced industrial countries are
experiencing serious new strains as a result of intensified market com-
petition and adjustment pressures. More volatile international markets
since the 1980s have intensified conflict with employers who are seeking
greater flexibility through a retreat from uniform, national standards in
favor of local bargaining on issues such as wages, working times, and
work reorganization. Although expressed in different ways in different
countries, two important and pervasive changes have occurred in the
past two decades. The first involves widespread structural pressures by
employers for more flexibility to respond to changing market conditions,
sometimes though not always linked with a push for more decentralized
wage-bargaining. These structural pressures are in turn associated with
a second, substantive shift in the content of bargaining, away from
macroeconomic steering and full employment policies of previous
decades and toward greater emphasis on production issues. Both trends
are related to broader developments (often subsumed under the rubric
of 'globalization') and their combined effect has been to reorient labor
politics in the advanced capitalist countries away from labor's traditional
national distributional agendas toward employers' firm-level concerns
with productivity and efficiency.

This chapter explores the implications of these changes for labor and
for labor scholarship through an examination of recent trends in indus-
trial relations across several countries. I take issue with 'globalization'
theories that view contemporary changes as part of a universal move on
the part of employers to deregulate labor relations, and which attribute

I wish to thank Nils Elvander, Peter Hall, Chris Howell, Harry Katz, Richard Locke, Marino
Regini, Peter Swenson, Lowell Turner, Michael Wallerstein, and the participants in the
'Varieties of Capitalism' project for helpful comments on this chapter. Christa van
Wijnbergen provided invaluable research assistance.
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cross-national differences in outcomes primarily to the differing capaci-
ties of unions to resist these changes. Instead, I argue that recent trends
in industrial relations are better captured through what the editors of
this volume are calling a 'varieties of capitalism' approach that distin-
guishes different types of political-economic systems and explores the
different institutional arrangements and behavioral 'logics' that sustain
them. Contemporary changes are best understood not as movement
along a continuum (deregulation culminating in convergence) but rather
in terms of continuing and if anything increasing divergence between
the 'coordinated' and 'liberal' market economies (Thelen 1996; Kitschelt
et al. 1999b; Iversen and Pontusson 2000).

Furthermore, I argue that the divergence in outcomes between the two
types of economies at the macro level (in the structure of bargaining, in
the overall position of labor) goes back to fundamental differences in the
micro-level strategies pursued by employers as they respond to the new
terms of competition. In the liberal market economies, employers' 'search
for flexibility' (Boyer 1988) at the plant level has brought them sharply
into conflict with overarching union structures. Here, collective bargain-
ing institutions rested more on union strength than on employer organ-
ization and were always less encompassing than in the coordinated
market economies. In the absence of complementary institutions (long-
term financing and collective provision of skills, for example) employers
falling within the purview of union-enforced mechanisms for labor regu-
lation experienced these as constraining. As the deregulation literature
suggests, they have taken advantage of the prevailing political and
market climate since the 1980s to restore 'managerial freedom.' Even
those employers who have sought to meet the demands of high-quality
production with intensified cooperation with labor have done so in ways
that clash with traditional union structures, pursuing strategies that sever
the link between plant-based industrial relations and overarching insti-
tutions for the collective representation of labor. Thus, where organized
labor has not been left behind altogether, employers have frequently
demanded and won changes in union structures and rights that bring
these in line with internal labor markets.

Things look rather different in the coordinated market economies.
In these countries, employers have also sought (and largely achieved)
changes in traditional bargaining institutions that give them greater flex-
ibility in personnel and wage policy at the plant level. In these cases, how-
ever, overarching (sectoral) bargaining institutions have proved more
resilient. The reason for this lies again in the connection between national
collective bargaining structures and plant-level strategies. Here the joint
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regulation of labor markets is embedded in other institutional arrange-
ments that have taken employers further in orienting their competi-
tive strategies around high-quality, high value-added production that
depends on a high degree of stability and cooperation with labor (Streeck
1991; Hall and Soskice, this volume). In such countries, national-level
bargaining institutions have been shored up not just by strong unions,
but by employers who realize the extent to which the plant-level co-
operation that they seek with labor is underwritten and sustained by the
collective management of labor markets above the plant level.

While illustrating the analytic leverage afforded by the Varieties of cap-
italism' approach elaborated in this volume, I also advocate further devel-
opment of this approach, focusing especially on two issues that have not
received sufficient attention in this literature. The first is the alternative
logic of employer strategies in the liberal market economies. The dynam-
ics of LMEs have been explicitly outlined for some areas (e.g. especially
technology policy, see Soskice 1996«), but in the industrial relations litera-
ture, LMEs are more a residual category. Such systems are mostly char-
acterized in negative terms, that is, in terms of what they lack (above all,
employer coordination), rather than analyzed in terms of the alternative
logic that animates them (see also Crouch and Streeck 1997«: 8-9). This
tendency is reminiscent of the corporatism literature of the 1970s, which
heaped attention on a relatively small number of northern European
countries, while other economies were defined more in terms of what
these systems were not (namely corporatist) than what they were.

The second issue that merits more attention is the political dynamics
behind non-market coordination in the coordinated market economies.
Much of the literature in this area treats such coordination as a 'thing'
that some countries have and others lack, when in reality coordination
is a political process, and an outcome that has to be actively sustained
and nurtured. The varieties of capitalism literature has given us powerful
tools for understanding differences in the logic of employer strategies in
different countries. But the language of equilibrium sometimes obscures
the significant changes taking place even in the coordinated market
economies, all of which are in fact in the midst of a fundamental renego-
tiation of the terms of coordination and in some cases of the political
settlement on which it is based.

This chapter proceeds as follows. First, I address the continuing legacy
of the corporatism literature and discuss the way that this has framed con-
ventional understandings of the effects of globalization on labor unions
in the advanced industrial countries. The traditional framework was
essentially built around a continuum, in which cross-national differences
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were conceived as differences in degree ('more' versus 'less' corporatist
countries) and in which, in consequence, change within countries over
time was viewed in terms of movement along this continuum. Just as the
traditional corporatism literature saw any decentralization of bargaining
as a move away from corporatism and toward pluralist fragmentation, so
too do many contemporary globalization theories equate decentralization
with deregulation.

Second, against the traditional view, I set an alternative perspective
that distinguishes the different logics of employer strategies within the
liberal market economies and the coordinated market economies. I begin
with an overview of developments across a wide range of advanced
industrial societies, showing how employers in different contexts pursue
similar goals through very different strategies, with radically different
consequences for labor and for the collective regulation of labor markets
generally. This is followed by a more detailed treatment of five countries
—Germany, Sweden, and Italy as examples of coordinated market
economies, and Britain and the United States as examples of liberal
market economies. The goal here is to trace in more detail the distinc-
tive trajectories of change in the two types of systems.

The concluding section returns to the two issues flagged above, the
alternative logic of employer strategies in the liberal market economies
and the political dynamics that sustain non-market coordination in the
coordinated market economies. While building on the varieties of cap-
italism framework developed in the introduction to this volume, I
attempt to advance the debate a step further. For the liberal market econ-
omies, I argue that employers seeking to pursue high-quality production
(and lacking the strong non-market coordination mechanisms that sup-
port this in the CMEs) often turn to strategies that involve internalizing
skill formation and instituting various plant-based mechanisms for
securing labor cooperation and peace. However, the lack of complement-
ary institutions renders such strategies in industrial relations unstable,
and employers more often than not fall back on the lower-cost route of
pure deregulation. For the coordinated market economies, I elaborate the
political dimension of the institutional equilibrium described by the
editors. By exploring the power relations on which different equilibria
are founded, we can see that non-market coordination, far from being a
self-sustaining feature of particular systems, in fact involves a political
settlement and indeed one that has to be renegotiated periodically.
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2.2 Against Convergence

Traditional conceptions of what industrial relations consist of—and
especially of what distinguishes different industrial relations systems
from each other—continue to exert a strong pull. Much of the contem-
porary literature implicitly embraces the underlying logic of the corpo-
ratism literature of the 1970s.1 In particular, observed trends toward
decentralization and flexibility are often viewed in very zero-sum terms,
that is, decentralization is explicitly or implicitly equated with a general
weakening of labor because it impinges on the ability of unions to estab-
lish and enforce uniform national standards. The globalization literature
sees change in terms of a seemingly inexorable, inevitable slide toward
deregulation, as high unemployment and increased capital mobility
allow employers to dispense with strategies based on accommodating
labor and instead to shop for the best (i.e. least restrictive, least expen-
sive) labor regime. The result is a convergence theory that sees changes
in the 'strong labor' countries as moving them in the direction of the
weak labor countries in ways that are very reminiscent of the 'con-
tinuum' thinking of the corporatism literature.

These formulations, however, fail to make sense of observed trends,
both at the cross-national level and at the level of individual countries.
First, this literature's predictions of convergence and homogenization
through competitive deregulation have simply not been borne out (Ferner
and Hyman 1992«; Hyman 1994; Berger and Dore 1996; Boyer 1996;
Zysman 1996b; Iversen 1996, 1999a; Wallerstein et al. 1997; Regini 2000).
The deregulation literature appears to apply rather well to some econ-
omies, like the United States and Britain, where the decline of unions and
of collective bargaining has continued unabated. But developments else-
where are more complicated. Sweden and Denmark, for example, have
abandoned peak-level negotiations but retained systems of highly coor-
dinated multi-industrial bargaining. In Italy and Spain, the trend has been
toward centralization not decentralization and the renewal of tripartite
bargaining (Regini 1997b; Regini and Regalia 1997; Perez 2000).

Second, the causal connections at the heart of conventional theories
are not borne out by the evidence. Against the idea that unemployment
is what gives the employer offensive its momentum, we find that unions
are more embattled in countries (such as the United States and Britain)
where unemployment is among the lowest in the advanced industrial
world. By most conventional measures (union membership, for example),

1 I have explored the implications of this at length elsewhere; see Thelen (1994).
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unions in much of continental Europe have weathered the crisis rather
better than their Anglo Saxon colleagues, despite much higher levels
of unemployment. Finally, against the common characterization of the cri-
sis of industrial relations as a neo-liberal employer offensive against
embattled unions, we find that in countries like Germany, the tensions in
traditional bargaining institutions go back not so much to union weak-
ness but above all to a lack of employer solidarity (Thelen and Kume 19990;
Thelen 2000; Thelen and van Wijnbergen 2000).

These empirical anomalies underscore the need for a somewhat more
decisive break with traditional concepts and categories. The alternative
perspective developed in this chapter is built on several observations that
depart from the assumptions and the logic of the conventional model.
First, and following Soskice and others, I take issue with conceptualiza-
tions that see industrial relations as an entirely zero-sum game between
employers and unions. In fact in many settings employers need unions
and find them useful in regulating competition among themselves, and
—nowadays, especially—in ensuring peace and predictability on the
shop floor. Second, I maintain that a dichotomous understanding of
centralization and decentralization obscures important changes in the
relationship betiveen bargaining at the two levels. As I show below, in some
economies, employers' goals in decentralized bargaining are not incom-
patible with—indeed, in many ways they rest on—continued coord-
ination and negotiation at higher levels (Thelen 1991, 2000).

To set the context for the analysis that follows, I submit that a very
important source of pressure toward 'disorganization' in industrial-rela-
tions systems today goes back to the new terms of market competition
rather than simply efforts on the part of employers to 'get out from
under' union regulation. The received wisdom is that globalization—
understood mostly as capital mobility or the threat of exit—has shifted
the balance of power decisively toward capital. I do not wish to dispute
this general claim; indeed there is much evidence to support this view,
particularly in the liberal market economies. However, I want to suggest
that there is another face to globalization, and one that in fact has rather
different implications for labor relations. Increasingly integrated global
markets have heightened the competitive pressures that many firms face.
Where firms compete on the basis of quality and reliability in the context
of just-in-time production, the capacity to adjust depends rather heavily
on stable and cooperative relations with labor at the plant level.
Recognizing this aspect of contemporary market relations is necessary to
explain why in countries such as Germany and Sweden, employers are
in fact extremely reluctant to undertake full decentralization, why they
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are 'deathly afraid' (as one German employer put it) of industrial conflict,
and why some of their traditionally most potent weapons (above all the
lockout) are looking increasingly obsolete.

To understand how this alternative face of globalization plays out
cross-nationally, we need to focus on the link between employer strat-
egies at the plant level and macro structural changes. For both the CMEs
and the LMEs, changes in national-level institutions and processes have
been driven in part by the changing interests of labor and employers at
the firm level. To understand the nature of this link it is useful to begin
with a distinction between 'collectivist' and 'segmentalist' strategies.2

Very briefly, and in ideal-typical terms, collectivist strategies involve the
collective regulation of labor markets, and are generally sustained in
large part through negotiations by highly organized employer associa-
tions and unified and encompassing labor movements. Collectivist
governance of labor markets serves employers' interests in labor market
stability through measures that dampen competition among firms
for labor (especially skilled labor), coordinate wage formation, share
the costs of skill formation, and monitor and punish poaching.
'Segmentalism' is another strategy designed to stabilize labor markets,
but it is based on very different principles. Here individual employers
attempt to shield themselves from competition over labor by erecting
barriers to the outside labor market. This translates into measures such
as internal career ladders, seniority wages, and company-based training.3

For firms whose competitive strategies depend on a high degree of
social peace and cooperation with labor at the plant level, context is
everything. In the CMEs, where labor markets are regulated in a collec-
tivist fashion, plant-level cooperation relies in important ways on
continued coordination between unions and employers at higher levels.
Collective bargaining above the level of the firm supports plant-level
cooperation by 'bracketing' divisive distributional issues and 'deperson-
alizing' industrial conflict (see esp. Streeck 19960: 36). The mediating
effects of bargaining outside the firm are particularly important where
plant-level labor representatives enjoy extensive participatory rights.
Studies have shown that in such contexts, local bargaining over wages

2 This distinction was very much inspired by and draws on the one made by Peter
Swenson between 'solidaristic' versus 'segmentalist' strategies (Swenson 2001). I substitute
the term collectivism for solidarism only because Swenson's definition of the latter is more
specific and invokes some elements (e.g. the creation of labor market scarcity through insti-
tutions that set wages below the level at which the market will clear) that are not part of
the argument I develop here.

3 In addition to Swenson's characterization, see also the literature on dual labor markets
and labor market segmentation, e.g. Doeringer and Piore (1971) and Edwards et al. (1975).
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undermines the constructive, efficiency-enhancing effects of plant-based
co-determination (Freeman and Lazear 1995; Sadowski et al. 1995).

The situation is very different in LMEs such as Britain and the United
States. Here we find widespread attempts to impose unilateral manager-
ial control, and where there are attempts at fostering cooperation with
labor, these are more often undertaken in conflict with (and directed
against) unions. Here again, the context is decisive. In the LMEs, em-
ployers lack the coordinating capacities that characterize the CMEs
(supporting standardized wages and the collective provision of skills, for
example). They are thus more likely to try to stabilize their core work-
force and to enhance peace on the shop floor through strategies built on
strong internal controls — in-house training and company-based partici-
pation schemes for labor, for example. Whereas collectivist strategies rely
on encompassing unions and national bargaining structures, segmen-
talist strategies clash with both. This is why we find that where
employers in LMEs are pursuing such strategies, it is frequently without
unions (as in Japanese transplants, but also large companies such as
IBM). Where deals have been struck with unions, they have frequently
involved cutting the local union off from national-level bargaining struc-
tures and negotiating trade-offs—typically, job security for a core work-
force in exchange for internal labor market flexibility—that conform to
the dictates of segmentalism.

2.3 Contemporary Industrial-Relations Systems:
an Overview

Space does not permit a full survey of developments across the whole
range of advanced industrial democracies (but see Thelen and Turner
1997). However, a cursory review reveals that if anything, the gap
between the 'liberal market economies' and the 'coordinated market econ-
omies' is growing (see also Kitschelt et al. I999b; Iversen and Pontusson
2000). In the former, it is entirely appropriate to talk about a trend toward
deregulation, including attempts to escape union regulation at all
levels. The coordinated market economies, by contrast, appear to be seek-
ing flexibility through controlled decentralization (not deregulation but
reregulation of various issues at lower bargaining levels), but along with
a continued commitment to coordination (especially of wage-bargaining)
at the multi-industrial level (though less and less at the confederal level).

Moreover, one trend that appears to be common, cutting across both
types of economies (CMEs and LMEs alike), is the growing importance
of shop-floor bargaining, often combined with attempts on the part of
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employers to secure labor's cooperation in enhancing firm productivity
and efficiency. In both the CMEs and the LMEs, this has been expressed
in a strong preference on the part of employers for a reliable, respon-
sible, and unitary bargaining partner at the plant level. However, in the
LMEs this frequently translates into strategies that are specifically
designed to undercut union influence or hold unions at bay.

The following sections consider broad, cross-national trends in two
areas: the link between centralized and plant-level bargaining and shop-
floor institutions.

2.3.1 The Link between Centralized and Plant-level Bargaining

As noted above, analyses that posit a general trend toward deregulation
through bargaining decentralization fail to capture important aspects of
the interaction between centralized and decentralized bargaining. Where
— as in the CMEs—employers possess institutions that facilitate coordi-
nation among themselves and where they (employers) confront strong
unions, the attempt so far has not been to deregulate industrial relations,
though we can certainly speak of a widespread trend toward a renego-
tiation of the relationship between centralized collective bargaining and
local bargaining (Thelen 1996). Such a characterization would capture the
gist of important changes in Sweden (where the shift from confederal to
industry-level bargaining has been accompanied by changes allowing
more room for plant-level flexibility, especially with respect to plant
wage structures). But it would also capture the intent of reforms in
Italy in the 1990s which went in the opposite direction—recentralizing
bargaining but at the same time clarifying the link between central and
plant-level bargaining and establishing the primacy of central contracts
which lay down the parameters for local negotiations (Locke and Baccaro
1999). Rather than deregulation through decentralization, employers in
these countries appear to be groping toward changes that will continue
to capture the benefits of national coordination (which include damp-
ening competition for skilled labor but also facilitating cooperation with
labor on production issues at the plant level by explicitly bracketing
distributional issues). But these efforts are combined with reforms that
allow firms to adjust more flexibly to changes in market conditions
through decentralized negotiations.

All of this, however, contrasts sharply with the recent experiences of
the liberal market economies. In these cases, wage-bargaining (less
centralized and encompassing to begin with) has been further decen-
tralized—to the level of the plant if not the individual worker—a
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process accompanied by a further weakening of unions, along often with
the collapse of important employers' associations (e.g. the Engineering
Employers' Federation in Britain). King and Wood (1999) have suggested
why labor market deregulation recommends itself especially in the
LMEs. Because employers' ability to coordinate among themselves is low
and non-market regulation of labor is primarily a matter of union organ-
ization, employers do better by deregulating their relations with labor as
well. Thus, we find in these countries not just a decline of union capac-
ities, but also (further) erosion of employers' own institutions and
capacity for collective action. This divergence is significant in light of the
large literature that emphasizes the economic benefits (e.g. in the area of
skill formation) that can flow from employer coordination, usually in the
context of strong unions (Soskice I990b, 1991; Streeck 1992&).

2.3.2 Shop-floor Institutions

A second theme that runs through recent developments in industrial rela-
tions across the advanced industrial countries is strong evidence of
employers' increased interest in a predictable and constructive relation-
ship with labor on the shop floor, linked to a distinct preference for a
unitary bargaining partner at that level (Thelen 1996). This commonality
cuts across very different political economies. For example, the strategy
of some British employers to replace multi-unionism with single-union
agreements shares many similarities with Danish employers' goal of 'one
company, one agreement' and with initiatives toward 'co-worker' agree-
ments in some large Swedish firms, despite the very different institu-
tional arrangements governing labor-management relations in these
three countries. In both Denmark and Sweden, the national-level restruc-
turing mentioned above has in fact been explicitly connected to plant-
level initiatives designed to neutralize divisions on the shop floor that
are rooted in national-level cleavages—between white- and blue-collar
representation (in Sweden) and between skilled and unskilled unions (in
Denmark). Likewise in Italy, in the context of a series of major industrial
relations reforms in 1993, employers insisted on rules for shop-floor
representation that were designed to prevent further fragmentation of
labor by strengthening the 'most representative' unions against growing
challenges by new and often more militant local organizations (Locke
and Baccaro 1999: 253-4).

Indeed, even in some cases in which firms have been on the attack
against unions, employers have at the same time pursued policies
designed to give them the stable and responsible interlocutor at the plant
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level that they think they need to adapt to changing market conditions.
In Britain, for example, companies that have 'derecognized' unions
nonetheless have sometimes allowed the old representatives to retain
'some form of representative and/or consultative rights.'4 The same type
of apparently contradictory policies toward local unions are on display
as well in the United States. Those American employers who are not
trying actively to avoid unions (and many that are) are often attempting
at the same time to enlist labor's cooperation and participation in new
forms of collective bargaining and 'cooperative' plant structures,
although almost invariably in exchange for concessions in traditional
union job controls (Turner 1991; Cutcher-Gershenfeld et al. 1996). Finally,
several observers have noted that France leads the rest of Europe in the
introduction of quality circles, a fact that is probably not unrelated to the
collapse of unionism and the crisis of shop-floor representation there.
Hyman (1994: 7) has even suggested that the extensive introduction of
quality circles in France may be best understood as an effort 'not to
bypass . . . [but] to compensate for the lack of "normal" mechanisms of
effective interest representation.'

This strong interest in promoting or preserving reliable, responsible,
and wherever possible unitary bargaining partners at the local level is
perhaps best understood in the context of the new strategic problems
that employers face. These involve the need to manage ongoing adjust-
ment to market conditions that are more volatile than ever before (Streeck
1987: 285). It appears that employers across a range of countries see co-
operative relations at the plant level as a precondition for such adjust-
ment, though differences in institutional starting points have led them
to pursue this goal in different ways cross-nationally.

Summing up, the cross-national evidence does not point toward
convergence across industrial-relations systems, but rather, if anything,
to a growing gap between LMEs and CMEs. Despite many differences
among the CMEs, employers in general have (1) settled for or actively
supported continued coordination (especially in wage-bargaining) while
at the same time in most cases they have (2) sought changes in the link
between plant-level negotiations and industry-level bargaining that allow
greater flexibility—in plant wage structures and in work organization,
for example—to adapt to rapidly changing markets. The experience in
these counties has thus been quite different from that in the LMEs, where
employers have been more likely (1) to eliminate higher-level bargaining

4 European Industrial Relations Review, June 1994: 24, based on a survey of companies that
had 'derecognized' unions.
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structures altogether (in the process, dismantling their own coordinating
capacities while attacking those of the unions), and (2) to drive unions off
the shop floor entirely, or to force a radical renegotiation of organized
labor's rights and role at that level.

2.4 Trajectories of Change in CMEs and LMEs

As we have seen, the broad distinction between 'coordinated' versus
'liberal' market economies represents a crucial (even if not perfectly
'clean') distinction that sheds considerable light on the very different
patterns of industrial relations across the developed democracies. By
identifying distinct types of systems that operate according to different
logics, this approach gives us greater analytic leverage in explaining
the lack of convergence in industrial relations, despite the putatively
common trend toward globalization. In order to understand the different
trajectories of change in the two types of economies, we need to delve
deeper into recent developments in individual countries. Thus, this
section reviews evidence from five cases—Germany, Sweden, and Italy
as examples of coordinated market economies, and the United States and
Britain as examples of liberal market economies. The idea is not so much
to provide a full account of recent developments in each country, but to
demonstrate in each case how micro-level strategies have affected the
macro-level dynamics of change in the CMEs and the LMEs.

2.4.1 Germany

Cross-national studies have coded Germany as a paragon of stability
(e.g. Wallerstein et al. 1997) but such characterizations mask substantial
tensions and also important changes within still stable formal institu-
tions. The German system consists of multi-industrial 'pattern' bargain-
ing, typically led by the metalworkers' union (IG Metall). This system
of coordinated wage-bargaining has survived pressures by employers
for more flexibility, though there has been an important shift toward the
increasing importance of plant-level negotiations on other (non-wage)
issues.

Struggles over flexibility in Germany date back to the 1980s, when a
major conflict between employers and unions over working-time reduc-
tion was resolved through a trade-off between lower overall working
hours and more plant-level variation in working times. This compromise
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brought an end to a costly dispute in 1984, and it helped to avoid further
strife in subsequent negotiations over working-time reduction. However,
the terms of the deal activated previously dormant cleavages within key
employer associations like Gesamtmetall (the association for metal-
working employers). The working-time contracts turned out to be par-
ticularly expensive for small and medium-sized firms (i.e. Germany's
large and important Mittelstand), which had to absorb the costs of overall
reductions in working hours, but were not generally capable of taking
advantage of the compensating 'flexibility' clauses (Silvia 1997: 194-8).
The result has been growing disgruntlement in the 1990s on the part of
the Mittelstand, chafing against the domination of the large firms within
Gesamtmetall.

These conflicts have intersected with new tensions within the em-
ployers' associations in the wake of unification. Given the substantial
gaps in productivity between firms in the East and West, many eastern
companies have stayed out of the employers' associations in order to
avoid being bound to the wage and working-time contracts they nego-
tiate with the unions (Schroeder and Ruppert 1996; Silvia 1997).
Defections are of two sorts and they are no longer limited to eastern
firms. In some cases, firms opt out of the employers' association, some-
times to join new organizations that offer many of the benefits of asso-
ciation membership (e.g. legal assistance) but that are not parties to
collective agreements with the unions. In other cases, member companies
simply ignore the terms of the central bargain, certainly with the know-
ledge of the works council and often with its blessing. The combined
effect has been seriously to weaken the coordinating capacities of asso-
ciations like Gesamtmetall.

These developments have opened up a major debate within Germany
on the appropriate balance between centrally bargained parameters and
plant-level flexibility. The direction of change so far has been to shore up
industry-level coordination by 'flexibilizing' central contracts, in the
process delegating more bargaining competencies to plant-level works
councils. This is in some ways a continuation of previous patterns
(Thelen 1991), but flexibility clauses increasingly are used to address the
concerns of firms that might otherwise exit national bargaining arrange-
ments altogether. In extreme cases, flexibility has been extended to cover
wages, where works councils (legally) have no independent jurisdiction.
Thus, for example, in 1996 the chemical workers' union agreed to an
opening clause in the central contract that allows works councils in strug-
gling firms to negotiate wage reductions of up to 10 per cent in exchange
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for employment guarantees. More often, however, central contracts dele-
gate new bargaining responsibilities to works councils over other issues,
leaving wages set at the industry level. For instance, a 1997 agreement
in metalworking allows works councils and managers to negotiate deals
that ease elderly workers out of the workforce on rather generous terms,
in exchange for new hires.

In short, recent collective bargaining rounds—in metalworking but
more generally—have moved in the direction of dealing with contem-
porary strains, both between unions and employers but especially within
the employers' associations themselves, through the flexibilization of
central contracts and the delegation of new bargaining competencies to
works councils. This has resulted in a partial renegotiation of the terms
of coordination, but not the abandonment of industry-wide bargaining.
Against conventional accounts, however, this outcome is not solely the
result of unions' successfully resisting employers' push for decentraliza-
tion. Instead, employers' own interests, as much as German unions'
continued strength, accounts for the resilience of traditional bargaining
institutions in Germany (Thelen and Kume 1999fl; Thelen 2000).

In fact, a number of collective bargaining rounds in the mid- to late
1990s dramatically revealed the extent to which the competitive strategies
that German employers are pursuing in the market have rendered them
deeply ambivalent about abandoning sectoral bargaining arrangements.
When (in 1995) IG Metall initiated a strike in Bavaria — a bastion of hard-
liners and disgruntled Mittelstandler—it appeared that the union was in
for an existential fight. However, while the union held together, the
employers' militant strategy quickly collapsed as individual employers
worried openly about the effects of a conflict on the cooperative relations
they had painstakingly built with their works councils over the past
years.5 In the face of mounting resistance from within their own ranks,
the employers' association (Gesamtmetall) abandoned its hard-line posi-
tion, and dropped its plans for a lockout. Even the unions were taken
aback at how quickly employers settled (at a very high level of wages);
the agreement was widely viewed as a 'catastrophic' defeat for Gesamt-
metall. Employers publicly bemoaned the fact that they could no longer
hold out against the union and argued that something needed to be done
to redress the 'lack of parity' (favoring labor) in collective bargaining.6

5 For a full account of the strike, see Thelen (2000).
6 Handelsblatt, 19 Dec. 1996; Tageszeitung, 19 Dec. 1996; Wirtsclwftsivoche, 13 Dec. 1996;

and Suddeutsche Ztitung, 10 Dec. 1996.
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Subsequent skirmishes—in 1996 over sick pay, in the East German steel
industry in 1998, and in the 1999 wage round—followed a similar script.
Gesamtmetall now avoids conflict like the plague and speaks of trying to
achieve its goals through a 'new partnership' with labor (Gesamtmetall
1999).

The rhetoric among German employers has been quite militant at
times. However, at the end of the day, most of them would much prefer
to reform the current system rather than dismantle it.7 What employers
clearly like about industry-level bargaining is the predictability and
peace it sustains at the plant level. These are features that have if
anything become more dear to them in the context of tightly coupled
production and the need to deliver high-quality products on a just-in-
time basis (Thelen and Kume 1999a). Industry-level bargaining removes
divisive distributional issues from the shop floor and it provides a
uniform and concentrated timetable for negotiations—thus protecting
firms from disruptive rolling wage disputes (Streeck 1996«).

For these reasons, German employers have been approaching the
issue of bargaining decentralization very gingerly. Previous calls for
a revision in the Works Constitution Act that would allow plant-level
works councils to negotiate wages (under the current law, a right
restricted to the industrial unions unless opening clauses in central
contracts specifically allow local bargaining) have been all but
abandoned. A recent report on workplace co-determination, adopted
unanimously by a committee composed of representatives of labor and
employers, argues instead that while works councils can be vehicles
for 'controlled flexibilization' no changes in the law should be contem-
plated. The report explicitly acknowledges the 'relief functions afforded
by the (industry-level) collective bargaining contract, and argues that
without it, 'cooperative relations between works councils and employers
would be difficult to achieve.'8 The tension within key employers' asso-
ciations such as Gesamtmetall remains a serious threat to the system
(Thelen and van Wijnbergen 2000). At this writing, however, the most
striking feature of recent developments in Germany—in contrast to
Britain and the United States — is the lengths to which most employers
have been willing to go to manage new pressures for flexibility within
traditional institutions.

7 'Arbeitgeber lehnen eine Anderung des Tarifrechts ab/ Frankfurter Allgemeine Zeitung,
27 Jan. 1998: 11.

8 Arbeitsausschufi 'Mitbestimmung und Tarifwesen' 1997: 2.
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2.4.2 Sweden

A great deal of attention has been devoted to the breakdown of the
Swedish model, and situating this case within the varieties of capitalism
framework can help resolve ongoing debates about whether Sweden is
exceptional or exemplary.9 The central feature of what was known as the
'Swedish model' was the highly centralized (confederal-level) system of
wage-bargaining and the labor movement's policy of solidaristic wages,
which had resulted in a substantial narrowing of wage differentials
across the national workforce. As the comparative literature of the 1970s
emphasized, these structures and policies helped to dampen inflation in
the 1950s and 1960s and to promote the movement of Swedish firms out
of low-productivity sectors and technologies and into more efficient and
productive technologies and industries.

Developments in the late 1960s and early 1970s, however, put new
strains on the system and contributed to the eventual breakdown of
the Swedish model (see esp. Pontusson and Swenson 1996). First, the
less-productive public sector, which had been excluded from solidaristic
wage policy as it was originally conceived, demanded and won agree-
ments that brought its workers' wages in line with those of the higher-
productivity private sector. Second, early solidaristic wage policy
focused only on intersectoral wage disparities and did not touch differ-
ences between skilled and unskilled workers. However, in the late 1960s,
unskilled workers were able to use their political power within the
central union confederation (LO) to win new clauses in central contracts
that would compensate them for skilled workers' previous year's wage
drift. These clauses resulted in an overall, institutionalized ratcheting up
of wages, as wage drift in manufacturing rose in the 1980s to 50 per cent
for both white- and blue-collar workers (Elvander 1997: 13). Apart from
their inflationary effects, these developments complicated national-level
wage-bargaining because negotiators had to adjust their positions and
adapt the bargain to take account of anticipated plant-level drift.

These changes in the meaning and scope of solidaristic wage-
bargaining contributed to a revolt on the part of employers in key indus-
tries against peak-level bargaining. In 1983, the employers' association
for the metalworking industry (Verkstadsforeningen, now Verkstads-
industrier, VI) withdrew from confederal negotiations and struck a
separate deal at the industry level (with the metalworkers' union, Metall)

9 Pontusson and Swenson (1996) treat it as exemplary of broader trends (e.g. post-
Fordism), while Wallerstein and Golden (2000) see it as exceptional.
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that traded more generous wage increases for an elimination of the
clauses that linked skilled and unskilled workers' wages. Some of the or-
ganization's most influential members—firms like Ericsson, Volvo, and
ABB — saw this as a first step toward full decentralization of bargaining
to the company level.

However, events in the 1990s stabilized industry-level bargaining and
have even promoted a degree of recentralization on new terms.10 First of
all, it became clear that VI was quite isolated within the employers'
confederation, SAP. Whereas VI sought to push negotiations down to the
company level, most of the other sectoral associations were content to
stop at industry-level bargaining. Second, it turns out that full decen-
tralization was controversial even within VI, as the organization's smaller
firms expressed a strong preference to preserve collective negotiations at
the industry level. Third, the radicals within VI encountered stiff resis-
tance to their drive for full decentralization, even from unions that on
the surface might have appeared easiest to co-opt.11

Most consequentially, however, events of the mid-1990s revealed the
pitfalls of full decentralization in a context in which employers have
become increasingly vulnerable to industrial strife (and in which, as in
Germany, unions' capacity to organize strikes remains high). In 1995,
negotiations in the Swedish engineering industry were disrupted by an
abrupt and very high settlement by employers and unions in the (then
booming) paper and pulp industry. Confronted with demands by the
engineering workers' union (Metall) for a similar wage increase—backed
up with overtime bans and strike threats—VI could not resist the pres-
sure to settle. As Elvander (1997: 49-50) notes, lean production and just-
in-time scheduling had rendered engineering firms extremely sensitive
to disruptions in production, and so they were 'unable to use their
strongest weapon, the big lockout, without hurting themselves' (see also
Kjellberg 1998: 91, 95 ff.).

The events of 1995 underscored the disadvantages of uncoordinated
bargaining, and thus set the scene for a broader accommodation be-
tween unions and employers across the entire industrial sector. In 1996,
eight major employers' associations responded to an invitation by their

10 This account is based on interviews in 1998 and 1999 with representatives of Metall,
VI, Almega, and LO.

11 For instance, Ericsson attempted to strike a decentralized deal with the local chapter
of the Union of Graduate Engineers (CF), but the national union prohibited its local branch
from even engaging in negotiations, citing the commitment it had made to other unions
to support industry-wide coordination.
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counterpart unions to engage in joint negotiations over wage formation
and mediation procedures.12 The result, less than a year later, was a new
'Agreement on Industrial Development and Wage Formation' designed
to support 'constructive negotiations' and to avoid 'the need to resort to
industrial action' (18 Mar. 1997, appendix A, paragraph 1). The Agree-
ment provides for an impartial chairman to accompany industry-level
wage negotiations and to facilitate peaceful compromise. The new frame-
work also supports coordination in bargaining across the export sector
as a whole (also between blue- and white-collar unions), though impor-
tantly, not a return to confederal bargaining (something that both
employers and unions in manufacturing oppose).13 For the unions,
but especially for Metall, the Agreement marks the abandonment by
VI of its earlier efforts to push for full decentralization, thus ending years
of struggle in this key industry over the structure of negotiations.
Employers, for their part, praise the new conflict mediation procedures
that lie at the center of the Agreement and that they see as crucial to
managing their heightened vulnerability to strikes.

The Swedish case thus provides another good illustration of how the
strategies of employers at the plant level can affect relations with labor
and bargaining structures at higher levels and vice versa. The dramatic
events of the early 1980s did not turn out to be the first step in a full-
fledged decentralization of industrial relations. Indeed, employers' new-
found interest in mediation and recent agreements with labor make it
quite clear that Swedish employers do not think they can get what they
need through deregulation. The overall result in Sweden is not a break-
down of coordination though there has been a fundamental renegotia-
tion of the terms of coordination—from national-confederal bargaining
to a more flexible system of coordinated multi-industrial bargaining—
along with increased reliance on mediation to achieve compromise
without industrial strife.

2.4.3 Italy

Italy is often seen as an ambiguous case in the varieties of capitalism
literature. However, when it comes to industrial relations, the trajec-
tory of change parallels developments in the CMEs much more closely

12 See Dagens Nyheter, 1 June 1996: A4, where the unions extended the invitation for
employers to negotiate.

13 The LO is quietly opposed to the agreement for the very reason that it precludes a
recentralization on the old terms, i.e. coordination among blue-collar unions across all
sectors.
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than those in the LMEs. As in Germany and Sweden, we find in Italy
evidence of a renegotiation of the relationship between national-sectoral
and plant-level bargaining, although in this case these developments
have involved important elements of recentmlization, especially in wage-
bargaining.

The fragmentation of Italian unions along ideological lines is well
known, and this certainly distinguishes Italy from the other CMEs
considered here. However, while relations among the three competing
union confederations deteriorated at the national level in the 1980s, labor
organizations continued to work with one another and with employers
at the local level (Regalia and Regini 1995: 131). As Ferner and Hyman
(1992a: 591) put it: 'the importance of company-level accommodations
was increased following the splits between the main unions in 1984,
which disrupted not only interconfederal relations but also national
sectoral bargaining.' Local cooperation and accommodation might not
have persisted where, as in Britain, the cleavages that separate unions
are directly 'activated' by production reorganization (which precipitates
jurisdictional disputes among craft unions). The fact that Italian unions
divide along ideological rather than skill or job lines may thus help to
account for why 'workplace trade union unity has often proved resilient
even in the case of national disagreements' among the main union
confederations (Ferner and Hyman 1992«: 543-4).

The persistence of local cooperation during the 1980s is cited as an
important factor in preventing a major assault on unions in Italy (Regalia
and Regini 1995: 159). Regalia (1995: 224-5) has noted that since the mid-
1980s Italian managers assigned works councils more and more consul-
tative functions. She suggests that 'many councils were to a large extent
sustained by a growing managerial need to find effective and not too
expensive ways to obtain greater and more active worker consent.'
Among the positive functions with which managers credit Italian coun-
cils are that 'they facilitate internal communication at lower cost than
separate managerial channels and programs, they help settle individual
and collective grievances, and they operate as a feedback mechanism on
the operation of middle management' (Regalia 1995: 236). Moreover, as
Regalia (1995: 236) notes, 'Case studies of industrial readjustment in the
1980s have shown that the existence of active and well-rooted councils
made innovation and reorganization of production easier for firms
while making the management of redundancies and changes in work
practices less traumatic for employees.' It is important to note that this
is not merely a case of employer co-optation. In fact, 'personnel managers
of multi-plant companies pointed out their preference for strong and
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even militant councils that are the undisputed leaders of the workers, as
compared to representative bodies that are weak and poorly supported.
In the former case, joint decision-making, through consultation or collect-
ive bargaining, would lead to much more reliable and therefore in the
end more efficient outcomes, while in the latter case, apparently more
convenient results might easily turn into a bothersome waste of time'
(Regalia 1995: 236).

Continued cooperation at the plant level in Italy also appears to have
provided a foundation for renewed national tripartism in the 1990s
(Regalia and Regini 1995: 154; Locke and Baccaro 1999). In 1993 the
government, unions, and employers reached a historic agreement that
abolished the national cost of living index (scala mobile), instituted a loose
incomes policy, and overhauled collective bargaining institutions.14 Far
from fighting recentralization, Italian employers strongly favored this
move, among other reasons to secure wage restraint (Perez 2000; Regini
2000: esp. 272-3). But as Locke and Baccaro (1999) point out, the recon-
figuration of wage-bargaining institutions at the national level was
closely linked to the parallel renegotiation of the institutions for labor
representation at the plant level, and the fates of the two sets of reforms
are closely intertwined.

Italy's previous factory committees (Rappresentanze Sindacali Aziendali,
or RSAs) had been dominated by the three main union confederations,
but by the late 1980s these were increasingly facing challenges from
autonomous unions and militant rank and file committees (COBAS)
which among other things opposed the unions' egalitarian wage pol-
icies. The 1993 reforms replaced the RSAs with new unitary union struc-
tures (Rappresentanze Sindacali Unitarie, or RSUs) subject to new election
rules. Two-thirds of the members are elected by a vote of all workers,
but one third of the members are to be appointed by the unions that are
parties to the national industrial contract with employers. The one-third
provision shores up the position of the three main union confederations.
Importantly, this provision was included at the insistence of employers
who wanted to make sure that there was a strong institutional link
between bargaining agreements at the national and plant levels (Locke
and Baccaro 1999: 253).

The precise nature of that link was also defined in the 1993 Accords.
Previously, the relationship among the various bargaining levels in Italy
had been unclear and contested (Regalia and Regini 1995: 135). In the

14 The Accords are summarized in detail in European Industrial Relations Review, Sept.
1993: 15-19 and Locke and Baccaro (1999: esp. 247-8).
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reforms, Italian employers sought to limit local negotiations (an inter-
esting reversal of the dominant trend in Europe, where employers
have more often been pushing for less centralized negotiations and more
local bargaining). At unions' insistence, the Accord specifically allows
for continued local negotiations; however, it imposes restrictions on
bargaining at that level and subordinates it to industry-level bargaining
(Locke and Baccaro 1999: 247-8). In particular, pay increases are to be
set at the industry level and in line with national tripartite discussions
(taking account of the projected inflation rate) and company or local
increases must be linked to productivity and other factors related to a
firm's economic performance. In addition, the Accord established the
primacy of sectoral bargaining by specifying that company bargaining
should deal with matters 'different from, and not overlapping with' those
issues that are regulated in sectoral agreements (European Industrial
Relations Revieiv, Sept. 1993: 15-19).

2.4.4 The Cases Compared: Signs of Convergence?

The conventional literature tends to emphasize differences between
Sweden and Germany (with Sweden being coded as a case of institu-
tional breakdown and Germany one of institutional stability; e.g.
Wallerstein and Golden 1997), and to draw an even sharper distinction
between these two countries and Italy. But a closer look at the dynamics
of change reveals that all three cases involve a renegotiation of tradi-
tional institutional arrangements, the results of which have if anything
brought them closer together. Most obviously, the move in Sweden away
from confederal dominance and toward coordinated industry-level
bargaining represents a shift in the direction of the German model
(Thelen 1993; Pontusson 1997). Italy appears to be moving in that direc-
tion as well, albeit from a rather different starting point. Motivated by a
desire to control inflation and reduce labor conflict, Italian employers
pushed for changes that established the primacy of industry-level
bargaining over local bargaining on wages and strengthened the links
between plant-based labor representation and national institutions by
shoring up the main unions against their rivals at the local level.

There are also signs of at least partial convergence in plant-level rela-
tions as well. For example, in the past it was common to stress the
differences between Germany's legalistic versus Sweden's more negoti-
ated versions of co-determination (Thelen 1991). However, in Germany,
there are signs that the specific legal rights that works councils enjoy
under the law are receding in importance relative to the new delegated
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bargaining competencies they have acquired through industry-level
bargains (a consequence of the trends cited above as well as the emer-
gence of new problems that are not covered in the law). To the extent
that German works councils are thus put in the position of negotiating
over a wider range of issues (but not subject to conciliation because not
covered in the law), this arguably brings their functions closer to that of
Swedish shop stewards (and where the inability of Swedish local unions
to strike is the functional equivalent of German works councils' 'peace
obligation'). Italian unions, for their part, are still possessed of much
weaker plant-level rights. However, the new RSU structure, as we have
seen, was designed specifically to counteract union fragmentation and
as such represents an attempt to move a step closer to unitary shop-floor
representation of the sort found in Germany.

2.4.5 United States

The trend in US industrial relations over the last several decades has
been toward declining union influence at both the industry and plant
levels. Here, the language of 'deregulation' and a neo-liberal offensive
against organized labor is appropriate. Union membership has fallen
more or less steadily for forty years, and unions now represent less than
10 per cent of the private-sector labor force (e.g. Troy 1999).

At the same time, however, US industrial relations has also been the
site of innovations aimed at enlisting worker participation in various
'employee involvement' schemes, suggesting a somewhat more complex
development than just a 'return to the market.' There has actually been
a dual trend. Some companies are pursuing new 'human relations/
industrial relations' (HR/IR) strategies that involve an intensification of
cooperation with labor at the plant and company levels (either with or
without unions), while others have simply sought to reimpose manager-
ial unilateralism, often through intense conflicts with unions (Weinstein
and Kochan 1995; Katz and Darbishire 1999). Examples of the latter
include the highly publicized cases of Eastern Airlines, Caterpillar, Grey-
hound Bus Lines, and Pittston Coal (Wever 1995: 7).

To make sense of the overall trend, it is useful to distinguish two
aspects of employer strategies — first with respect to coordinated bar-
gaining (which was already more tenuous and incomplete than in the
CMEs), and second with respect to labor at the plant level. In terms of
coordination, the trend in the United States has been toward severing
company- and plant-level bargaining from previous forms of coordin-
ation. Wage-bargaining in the United States was never as centralized or
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encompassing as in many European countries, but it became even more
decentralized from the 1980s with the breakdown of pattern bargaining
in industries such as coal, steel, rubber, and transportation. Even in the
automobile industry, coordination has declined significantly, as more and
more firms are outside the pattern. Supplier firms have opted out in large
numbers, Japanese transplants have resisted unionization, and even
where union influence remains relatively strong, some of the more in-
novative contracts in the past two decades (e.g. Saturn) involve separate
deals with the United Auto Workers, UAW. In other industries (e.g.
trucking and coal mining), multi-employer bargaining has similarly
declined, as companies have withdrawn from master agreements nego-
tiated with the relevant union (Katz and Darbishire 1999: 28).

The changes at the shop-floor level have been equally dramatic. Since
the 1970s, under growing pressure from international competition,
American managers have worked aggressively to reduce job classifica-
tions, renegotiate traditional work rules and seniority provisions, and
reorganize production along more flexible lines. Such changes clashed
directly with traditional union rights and structures, which is one reason
why production reorganization was originally pioneered in the non-
union sector (Kochan et al. 1986). However, there are also a number of
cases in which work reorganization was negotiated with unions. The
most publicized examples were in the automobile industry, e.g. the GM-
Toyota joint venture (NUMMI) in California and the Saturn project in
Tennessee, where the UAW agreed to trade in traditional rights and
controls for increased participation through other channels designed to
encourage more consensual decision-making (Katz and Darbishire 1999:
41-2). Similarly successful examples of labor-management partnership
at unionized workplaces were forged in the aerospace, communications,
steel, electronics, and other industries as well. Companies that instituted
such practices include Boeing, Bethlehem Steel, AT&T, NYNEX,
BellSouth Telecommunications, Xerox, Corning, United Airlines, John
Deere, and Levi-Strauss (see e.g. Wever 1995: 5, 67, and 89 ff.).

In many other companies, however, the renegotiation of work rules
provoked major industrial strife, fomented internal union conflict, and
encouraged employers to pursue elaborate union avoidance strategies.15

Many employer-created and dominated programs for worker participa-

15 And in the United States, 'cooperative' deals are often extorted from unions, as
management pits different workforces against each other by promising to retain produc-
tion sites where unions agree to the new arrangements. See, for example, Katz and
Darbishire (1999: 28).
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tion have been specifically designed to sideline and replace unions by
establishing alternative channels of communication between the work-
force and management. This is the logic behind 'human resource
management strategies' in non-union companies such as Hewlett-
Packard, Proctor and Gamble, Eastman Kodak, and Motorola (Katz and
Darbishire 1999).

Clearly, the neo-liberal trend in US industrial relations rests on a set of
political and political-economic conditions — shareholder value, short-
term financing, restrictive labor law—that are biased against union or-
ganization and collective labor representation. A large number of the most
innovative new programs to enlist workforce participation in improving
quality and enhancing firm efficiency were either specifically designed
to replace organized labor, or, if negotiated with unions, involved a
complete renegotiation of traditional union structures and rights. In line
with a more segmentalist approach, the trend has been toward the
destruction of coordinating capacities across firms (demise of pattern
bargaining) along with innovations in HR/IR that tie workers to internal
labor markets and co-opt them into company communities. Where
unions have been party to these sorts of innovations, the deal has often
been one in which they agree to co-administer more flexible internal
labor markets in exchange for no-layoff guarantees—in other words,
agreements that are very much in sync with segmentalist strategies (e.g.
Weinstein and Kochan 1995: 16).

It should be noted that the US labor movement has shown new signs
of life in the past few years. Under the inspired leadership of John
Sweeney, the AFL-CIO has made organization drives a focus of attention
and effort. After years of setbacks, organized workers have scored some
significant strike victories (UPS, Boeing, and Verizon), and launched
important new initiatives (e.g. Justice for Janitors). These are trends
worth watching, but at this writing it is doubtful that they will be suffi-
cient to restore the US labor movement to anything close to its previous
stature and membership levels. Among other things, lasting success
would almost certainly require significant reforms to existing labor law,
the prospects for which are currently anything but bright.

2.4.6 Britain

As in the United States, the trend in British industrial relations in the
last twenty years has been in the direction of deregulation in the sense
of sharply declining union influence at all levels. And here again, we can
distinguish two trends—the collapse of coordinated bargaining and the
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changing relationship between unions and employers at the plant level.
The changes in Britain have in many ways been more dramatic, since
British unions at their peak were better organized than in the United
States and collective bargaining coverage much higher.16

In Britain, the collapse of traditional bargaining institutions was vigor-
ously promoted by the Thatcher government which, beginning in 1979,
undertook a series of reforms that encouraged individualized bargaining
between an employer and his or her employees while actively discour-
aging collective bargaining and labor representation through unions
(Howell 1995, 1996: 516). Legislation under the Conservative govern-
ments of the 1980s and 1990s included measures that made it more
difficult for unions to initiate industrial action and secure collective
bargaining rights, and that eliminated completely previous mechanisms
for extending the terms of agreements in unionized plants to other firms
in the same sector (Dickens and Hall 1995; Undy et al. 1996).

Combined with changes in employer strategies due to the market
forces cited at the outset, the legislative assault on organized labor helped
bring about a broad and thoroughgoing shift toward deregulation. This
is reflected in three related trends: the collapse of multi-employer
bargaining, the rise of enterprise-level bargaining, and an overall shrink-
ing of the number of workers covered by collective agreements of any
sort. First, there has been a dramatic decline in Britain of multi-employer
bargaining as employers have step by step dismantled what apparatus
existed for the collective, joint regulation of the labor market. Fourteen
major industry agreements were dismantled between 1985 and 1995
(Howell 1995: 161-2). More generally, whereas, in 1980, 43 per cent of
workplaces were involved in multi-employer bargaining, by 1998 this
was down to 14 per cent (Cully et al. 1999: 228-9).17

The collapse of two-tier (usually industry or regional plus plant-level)
bargaining has in some cases given way to single-enterprise agreements.
Brown, Marginson, and Walsh (1995: 137) report that 'by 1990 of the
somewhat under five out of ten employees then covered by a collective
agreement, for four in ten they were . . . single employer, but for only
1 in 10 were they multi-employer agreements.' They note that one of the
advantages for employers of enterprise bargaining is that 'it allows
employers to cultivate internal labour markets. When much skill acqui-

16 In 1979, British unions organized 53% of the total working population, as against US
unions which peaked at 35% in the 1940s (Edwards et al. 1992: 31-2).

17 These figures refer to workplaces with twenty-five or more employees. The picture is
even more bleak if one singles out the private sector, where only 4% of such workplaces
engaged in multi-employer bargaining in 1998 (Cully et al. 1999: 229).
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sition is on the job and technological change is constant and incremental,
there are advantages in having fluid job titles, predictable trajectories,
and more stable internal salary structures' (1995: 138).

However, an even more pronounced trend is a decline in the number
of workers who are covered by any kind of collective bargain. As
employers' willingness and capacity to coordinate have disintegrated, so
too have the coordinating capacities of unions suffered. In Britain there
was an automaticity to union recognition embedded in industry-level
bargaining, and so the demise of the latter has had disastrous effects on
union coverage. The proportion of employees whose wages are set by
collective bargaining with unions has fallen steadily, from 70 per cent in
1984 to 41 per cent by 1998 (Cully et al. 1999: 241-2).

The effects of these trends on union membership have been disastrous.
The closed shop, once quite pervasive, is virtually gone, and a growing
number of new companies have opted not to recognize unions in the
first place (Howell 1995: 153, 162). Union membership plunged over
the years of conservative rule, falling by 40 per cent, from over 13 million
to 7.9 million workers (Howell 1999: 29).18 In strong contrast to Sweden
and Germany where employers are, as we have seen, deeply worried
about industrial strife, British employers face a much more docile union
movement. In Britain in the 1990s there were fewer stoppages and days
lost than at any time since records began being kept at the end of the
last century (Howell 1996: 517; see also Edwards 1995).

There have also been important changes in shop-floor institutions and
practices, in both the (declining) union sector and beyond. Similar to the
United States, work reorganization emerged in the 1970s and 1980s as a
key point of conflict between unions and employers. In Britain, the struc-
ture of the unions has been a long-standing source of rigidity, and one rea-
son employers prefer single-union agreements is to eliminate craft-based
multi-unionism. In such agreements, 'a union agrees to complete flexibil-
ity in the use of labor, various forms of arbitration to prevent strikes, and
the equivalent of a works council, in return for exclusive union recogni-
tion' (Howell 1995: 153). First introduced by Japanese firms in Britain,
these arrangements have been copied by British firms, especially new
ones. In fact, it appears that single unionism is virtually the only form of
union recognition occurring in the past decade (Howell 1999: 38).19

18 Trade union membership appears to have stabilized, albeit at these low levels, since
Labour took office.

19 Unions have in some cases met this trend by coordinating their demands more closely
and engaging in what is called 'single table bargaining' (Howell 1999: 54; see also Geary
1995: 375).
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As Howell (1995: 153) summarizes: 'As an indicator of the trajectory of
British industrial relations, it is now the case that newly created firms will
almost never adopt traditional forms of collective bargaining, preferring
either to forgo union recognition altogether or to opt for a single union
agreement/ Compared to the United States, outright derecognition
remains relatively rare in Britain, but partial derecognitions (i.e. derecog-
nizing particular unions or categories of employee) are on the rise, and
appear to be part of employer strategies to 'rationalize' plant-based labor
representation. Sisson and Marginson (1995:112), for example, report that
'almost one in five companies with over 1,000 employees reported that
recognition for negotiating purposes had been partially or wholly with-
drawn on their established sites.'

The kinds of employer-dominated worker involvement 'HR/IR'
schemes that have flourished in the United States have not been as
popular among British employers (Howell 1999: 39; also Sisson and
Marginson 1995). However, against the backdrop of employers' need for
stability and predictability at the plant level, it seems significant that
shop steward presence has fallen off somewhat less than overall union
membership (Millward et al. 1992: 117).20 Even in cases of outright derec-
ognition, employers have sometimes allowed stewards to retain some
representation or consultation rights (European Industrial Relations Reviezv,
June 1994: 24). Geary (1995: 375) reports that case studies show that
management often continues to rely on shop stewards to smooth the
implementation of shop-floor changes (for example, work reorganiza-
tion), and he cites examples in which 'management had not sought, nor
wished, to dismantle representative structures completely.' As Terry
(1995: 224) argues, one factor shoring up steward organization is that 'for
many employers, despite the adoption of "union free" approaches, no
thoroughgoing alternative to steward based collective bargaining has
been pursued. The basic infrastructure for wage and conditions bargain-
ing remains intact in many areas.' Apparently, even in the context of the
massive attack on unions, British employers continue to believe that
there are advantages to having labor representatives to consult and work
with at the plant level (Sisson and Marginson 1995: 112). However, as
Howell (1999: 39) notes, firms want a particular kind of bargaining
partner: 'The CBI [Confederation of British Industry] sees a continued
role for shop stewards, but . . . a very limited role for trade unions

20 Although of course the decline in union recognition reduces shop steward represen-
tation overall. Terry reports that while in 1984, a steward was present in 54% of all firms
in the WIRS survey, by 1990, the figure was 38% (Terry 1995: 213).
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external to the firm. This implies a preference, where unions do exist, for
something akin to enterprise unions, though employers do not use the
term.'

In sum, and very similar to the trajectory of change in the United
States, the two most dominant trends in Britain have been (1) escape
from all forms of union regulation, or where this is impossible or imprac-
tical (2) a strong preference for dealing with labor representatives that
are cut off from national-level bargaining structures and with local
unions that have been reorganized along unitary lines.

Responding to years of decline, British unions in the 1990s reversed
their historic commitment to voluntarism and began clamoring for
legislative changes to help them stanch the tide (Howell 1996: 535; also
Dickens and Hall 1995: 295 ff.). Since coming to power, the new Labour
government has delivered on several of its promised reforms, includ-
ing a national minimum wage, British inclusion in the EU Social Charter,
and a new Employment Relations Act that includes, among other things,
a statutory right to union recognition. While certainly a far cry from the
policies served up by the Conservatives, it is not yet clear whether these
measures will turn things around for the British labor movement. As
Chris Howell (2000: 27-8, 34) points out, New Labour has not shown
much interest in restoring organized labor to its previous position in the
political economy, and indeed many of the recent reforms reflect this,
since they involve legal regulation through the state rather than collect-
ive regulation by unions.

2.4.7 The Cases Compared: Convergence Again?

In the LMEs, employers confronted the more turbulent markets of the
1980s and 1990s with a different set of opportunities and constraints. The
opportunities to escape union regulation are many and they also appear
to be quite irresistible to employers. King and Wood's (1999) argument
—that because employers in the LMEs lack strong coordinating capaci-
ties of their own, they prefer to deregulate relations with labor as well
— appears to be confirmed, for in the countries considered here we
find strong tendencies to escape union regulation at all levels. Firms
that compete on the basis of quality and reliability may seek to foster
cooperative relations with their workforces. However, they are likely to
do so in a radically different way from the CMEs—through strategies
that either attempt to sideline unions completely, or, failing that, to re-
negotiate union structures and rights in such as way as to bring them in
line with segmentalism (breakdown of pattern or industry-level bargain-
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ing; enterprise or single-union agreements in Britain; 'human resource
management' strategies in the USA).

2.5 Conclusion: Beyond Equilibrium

This concluding section returns to the two issues flagged at the begin-
ning of this chapter—namely the alternative logic of employer strategies
in the LMEs and the political dynamics that sustain non-market coord-
ination in the CMEs.

First, in the LMEs there is ample evidence to support the claims of the
deregulation literature, manifest in a widespread move to eliminate col-
lective representation and restore 'managerial freedom.' At the same time,
in the United States and Britain, we also find examples of employer initia-
tives that are designed to enlist worker involvement and to encourage
shop-floor peace, sometimes through practices or concessions that do not
fit the strict dictates of nee-liberalism—e.g. long-term employment guar-
antees and personnel policies that favor internal over external (i.e. hire and
fire) flexibility. Such strategies recommend themselves in LMEs for the rea-
sons that King and Wood (1999) point to, namely, that they do not require
strong overarching institutions for non-market coordination. Indeed, such
strategies constitute one way in which at least the largest firms can com-
pensate for the labor market instabilities and collective action problems
that a lack of coordination—for example, in training—can generate.

Firms in the USA and UK that have established innovative arrange-
ments designed to promote cooperative relations at the plant or company
level exhibit some similarities to core firms in the Japanese economy, and
indeed many of them have been more or less explicitly modeled on the
Japanese example. The bias toward segmentalist strategies for labor
market regulation that all these countries share helps to explain why
Japan clusters with the LMEs on many dimensions—highly segmented
labor markets, low redistribution, limited labor strength at the national
political level (Rueda and Pontusson 2000). At the same time, we know
that these arrangements are both less pervasive in the large firm sector
in the USA and UK than they are in Japan, and that they are also much
less stable.21 To explain this we need to consider the broader institutional
context in which these arrangements are embedded. One important
difference is that, in Japan, segmentalist strategies do not require a funda-
mental renegotiation of labor's traditional organization and strategies,
for the obvious reason that the structure of Japanese unions already fits

21 See Wever (1995) on the failure of these practices to diffuse widely, and Weinstein and
Kochan (1995) on the high failure rate of many of the more innovative programs for
employee involvement in the United States.
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with (and historically, actually promoted) such strategies on the part of
firms (Thelen and Kume 1999&).

While it seems clear that segmentalist strategies are not compatible
with strong overarching unions, merely the absence of such unions does
not suffice to produce stable segmentalism. Here our attention is drawn
to other features of the Japanese political economy, features that explain
why Japan is frequently classified as a CME in Varieties of capitalism'
research. First, the large firm sector in Japan has demonstrated a greater
capacity for coordination, especially in wage-bargaining, than that in the
UK and the USA. This is important, because as Swenson (2001) has
pointed out, segmentalist strategies will not necessarily succeed without
some coordination, at least among the segmentalists. Among other
things, seniority-based wages only keep workers in place as long as other
firms agree to hire workers only at entry-level wages. Second, long-term
financing arrangements in Japan have shored up stable internal labor
markets to the extent that they have allowed Japanese employers to go
to extreme lengths to avoid reneging on lifetime employment guarantees
(Kume 1998; Thelen and Kume 1999«). Operating on a shorter financial
leash, employers in Britain and the United States have proven much
more likely to respond to market downturns by laying off workers.22 The
general point is that plant-based cooperation between labor and
employers itself often depends for its stability on collateral institutions
(a degree of employer coordination, long-term financing). Lacking these,
American and British firms frequently revert to the default—managerial
unilateralism.

Second, my analysis of the CMEs shows that, compared to the LMEs,
national-level collective bargaining institutions and joint (with labor)
regulation of labor markets remains relatively strong. However, most
contemporary analyses tend to attribute this stability either to institu-
tional inertia, or to the functional benefits of continued coordination. The
present analysis, by contrast, sees non-market coordination as a political
process, a dynamic equilibrium that is premissed on a particular set
of power relations—both within employer associations and between
unions and employers. Historical analysis has shown that the process of
centralization in Sweden was accomplished only when export sectors
were able to prevail over and dominate sheltered industries within the
employers' associations (Swenson 1989). And so it comes as no surprise

22 For example, Xerox and Kodak, two companies with especially strong reputations for
employment stability and long-term commitments to their workforces, ultimately resorted
to massive layoffs in the context of restructuring (Osterman et al. forthcoming: ch. 2,
pp. 8-9).
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that shifts in the balance of power—brought about by the decline of LO-
SAF hegemony and the rise of the public sector, above all—resulted in
a destabilization of traditional industrial-relations institutions there
(Iversen, this volume).

A similar story could be told for Germany, where historically industry-
level bargaining had to prevail against a coalition that favored confed-
eral bargaining led by the DGB (Pirker 1979), and where the leadership
role played by IG Metall has survived ongoing tensions through com-
promise with other industrial unions (above all, the chemical workers'
union). On the employer side, associations like Gesamtmetall have
always had to reconcile differences of interest among its extremely
diverse membership base, something that as we have seen has become
more difficult in recent years as a result of the often diverging oppor-
tunities that globalization affords to large versus small firms. The
outcome of this internal struggle has enormous implications for the
stability of traditional bargaining institutions. This is certainly clear to
the actors involved, not least union leaders who understand very well
that the strength and position of organized labor within the political
economy requires continued coordination and unity on the employer
side as well (Frankfurter AHgemeine Zeitung, 6 Apr. 1995, Augsburger
Allgemeine Zeitung, 1 Apr. 1996).

From the foregoing analysis it also seems clear that labor's continued
strength in the CMEs has been an especially important factor in sus-
taining non-market coordination in industrial relations. In Sweden and
Germany, as we have seen, employers' heightened sensitivity to indus-
trial conflict is what has brought them rushing back to the bargaining
table with central unions, in an effort to maintain peace at the plant level.
Employers' current vulnerability is in part the result of the way in
which their competitive strategies in the market accommodated labor's
(past) strength. This is what, over time, pushed them along the trajec-
tory of the kind of high-quality, high-skill, high value-added production
strategies that have now rendered them so dependent on labor's active
cooperation on the shop floor (Streeck 1992b: ch. 1). The 'labor power'
dimension to their strategies is only dimly visible if we limit ourselves
to a 'snapshot' of the situation in the 1990s (Pierson I996b). To take
one aspect, the functional contribution of strong co-determination to
economic success in these countries should not obscure the fact that,
historically speaking, employers in both Germany and Sweden opposed
the strengthening of labor's rights at the plant level. Now that they have
organized their competitive strategies around these institutions, they find
that they can scarcely do without them. We can see this as an equilib-
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rium situation—employers' dependence on labor cooperation shores up
the power of unions which in turn keeps employers focused on strategies
that depend on labor cooperation. But if so, it is also clear that this is an
equilibrium that is founded on a particular balance of power.

Summary

The trends in labor relations in the advanced industrial democracies
sketched out above cannot be captured in the dichotomies that have
served as benchmarks for much traditional theorizing—stability versus
breakdown, centralization versus decentralization. I have argued that the
'varieties of capitalism' approach elaborated in this volume provides a
more reliable foundation for theorizing because it takes us beyond the
formal structures to identify the quite different behavioral logics that
characterize various political economies. The distinction between co-
ordinated and liberal market economies, in particular, sheds light on
the sources of resiliency in labor institutions in the CMEs as well as the
fragility of traditional institutions in the LMEs. Despite important
changes in some CMEs (in particular, Sweden and Denmark), wage-
bargaining has re-equilibrated at a rather centralized level (multi-indus-
trial rather than national-confederal). While significant, these changes do
not amount to a wholesale deregulation, or to the return of widespread
employer unilateralism, as in the LMEs.

In this chapter I have specifically focused on the interaction between
national level institutional arrangements and plant-level bargaining, for
in all cases this interaction is key to understanding sources of stability
and trajectories of change. In the CMEs, where labor representatives at
the plant level enjoy rather extensive participatory rights and are linked
closely to strong overarching unions, employers' dependence on stability
and cooperation at the firm level has helped to shore up coordination at
higher levels. In the LMEs, by contrast, employer strategies at the firm
level have brought them into conflict with traditional union structures
and strategies at both the industry and plant levels. Here, employers
have seized on the current permissive political and economic environ-
ment to eliminate union influence altogether, or to force a reconfigura-
tion of industrial relations along lines that move them even further away
from the coordinated market economies.

I have also argued that the varieties of capitalism literature needs to
go beyond existing, somewhat functional, accounts to incorporate the
political dynamics that sustain the contrasting trajectories of the two
types of economies. In the case of the CMEs, recent developments have
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involved a renegotiation of the terms of coordination, more dramatic
perhaps in Sweden than in Germany, but in both cases, placing new
limits on the capacity of central unions to directly determine plant
outcomes. In these cases, we can talk of a shifting balance within struc-
tures that still afford labor an important role at both the industry and
plant levels. Not so in the LMEs, where recent developments signal a
more fundamental renegotiation of labor's position at both levels and,
indeed, in the political economy as a whole. In both Britain and the
United States, the overall trend has been toward sharply reduced union
influence and the question is not just how well organized labor will
survive but also what kinds of unions will emerge from this process.



Institutional and Sectoral
Interactions in Monetary Policy and

Wage / Price-Bargaining

Robert J. Franzese, Jr.

3.1 Introduction

Institutional political economists interested in politico-economic manage-
ment of inflation and unemployment have confronted two disparate
and partially contradictory literatures. One approach derives from
the modern neoclassical economics of monetary policy and stresses the
monetary authority's anti-inflationary conservatism and credible auton-
omy from the current government. The central claim is that credibly
autonomous and conservative central banks achieve nominal (e.g. infla-
tion) benefits at no real (e.g. employment) costs on average. The other
derives from the study of interest intermediation in democracies and
stresses institutions in labor and, more recently, goods markets. Its central
claim is that coordinated wage/price-bargaining fosters restrained
settlements by internalizing certain externalities inherent to the bar-
gains, thereby providing real and perhaps also nominal benefits. Each
argument emphasizes a single institution in the macro political economy:
the degree of central-bank independence from political authority or of
wage/price-bargaining coordination across the economy. This exclusivity
of focus clearly facilitated theoretical development; the two literatures
are now among the most influential in political economy, academically
and practically. However, monetary policy and wage/price-bargaining

I gratefully acknowledge funding during the development of these ideas from summer
1993 to present from the National Science Foundation (1991-4), the Harvard-MIT Research
Training Group in Positive Political Economy (1994-5); the Harvard Center for European
Studies, the Wissenschaftszelltrum Berlin (1993); the Mellon Foundation (1995-6); and the
University of Michigan (1996-present). Gratitude for comments, criticisms, and sugges-
tions are due especially to Peter Hall and David Soskice, and to James Alt, Alberto Alesina,
Thomas Cusack, Geoff Garrett, and Torben Iversen. Remaining shortcomings, inexcusable
given this wealth of valuable input, are my own. Complete estimation results and all data
available from http://www-personal.umich.edu/~franzese.
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are intimately related exercises, so the sorts of institutional interactions
emphasized in this volume are especially likely to operate in this
setting.

Building on these well-developed arguments and several recent con-
tributions1 beginning to combine their insights, I argue that the institu-
tions of monetary policy-making and wage/price-bargaining interact,
with each other and with the sectoral composition of the bargainers,
in macroeconomic regulation. Specifically, central-bank independence, coor-
dinated wage/price-bargaining, dominant traded sectors, and dominated public
sectors are generally substitutes in producing low inflation and complements
in producing low unemployment. More broadly, the incentives facing
politico-economic actors are determined by multiple interactions among
the set of institutions and structures of their environments. Macro-
economic regulation of unemployment and inflation, for example, rests
not on any single institution, central-bank independence or wage/price-
bargaining coordination, but rather on the broader configuration of the
set of relevant institutions and structures characterizing the political
economy.

I structure the chapter to substantiate these arguments as follows.
Sections 3.2 and 3.3 review each literature, offering a simple heuristic
model designed to highlight its principal theoretical contentions and
reproduce its core empirical predictions. Reconsideration of each argu-
ment and associated evidence reveals their contradictory theoretical
foundations and claims and some lingering empirical issues. Section 3.4
addresses these contradictions and issues by merging the literatures'
insights and stressing a sectoral-structure extension of that synthesis,
again offering a heuristic model to guide the argumentation. This
synthesis and extension restores theoretical coherence and demonstrates
the operation at the macro-political-economic level of certain institutional
complementarities of the sort emphasized in this volume. Section 3.5
employs the post-Bretton Woods macroeconomic experiences of devel-
oped democracies to evaluate the emergent hypotheses empirically.
Section 3.6 concludes.

1 Scharpf (1984, 1987, 1991) presages. Franzese (2000) reviews later advances (Cubitt
1989, 1992, 1995); Yashiv 1989; Agell and Ysander 1993; Franzese 1994, 1996, 1999a, 1999b,
forthcoming; Garrett and Way 1995fl, 1995fc, 1999, 2000; Gylfason and Lindbeck 1994; Hall
1994; Rama 1994; Jonsson 1995; Bleaney 1996; Iversen 1996,1998s, 1998b, 1998c, 2000; Jensen
1997; Ozkan et al. 1997; Skott 1997; Calmfors 1998; Forteza 1998; Hall and Franzese 1998;
Soskice and Iversen 1998, 2000; Cukierman and Lippi 1999; Velasco and Guzzo 1999;
Gruner and Hefeker 1999; Iversen et al. 2000; Sibert 1999; Zervoyianni 1997; Franzese and
Hall 2000; Sibert and Sutherland 2000).
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3.2 Central-bank Independence

3.2.1 Central-bank Independence: Reviewing the
Neoclassical Argument

Institutional political economists in the 1980s and 1990s argued convin-
cingly that central-bank independence lowers inflation.2 Due to credi-
bility advantages such central banks enjoy over elected governments, the
inflation benefit is argued to come without real economic costs (e.g.
unemployment) on average. Simplifying and summarizing, the argument
proceeds thus.

First, given nominal and real rigidities in the economy, such as those
created by wage/price-bargaining, the monetary authority has incentives
to create 'surprise' inflation, thereby lowering real wages (prices) and
thus spurring employment (real demand). Second, the private sector is,
however, aware of these incentives and incorporates their inflationary
consequences into its wage/price-setting. Thus, in rational-expectations
equilibrium, monetary authorities cannot systematically surprise
bargainers, so real wages (prices) and thus employment (output) are
unaffected on average while inflation is higher. Third, if, contrarily,
monetary authorities could credibly promise to refrain from inflationary
policy, bargainers could set lower wages (prices) without fear so that,
again, real wages (prices) and so employment (output) would be un-
affected on average, while inflation could be lower than without such
credible commitment. Lastly, institutionalizing a conservative central
bank with relative autonomy from political officials is held to provide
such credibility; therefore, central-bank independence provides nominal
benefits without adverse real effects on average.

Looking more closely, the neoclassical model begins by specifying the
utility function, V'"(-), of the monetary policy-maker (see Cukierman
1992: 27-45):

i.e., policy-makers dislike deviations of employment and inflation from
their targets (N-N* and 77-77*, with 77* = 0 for simplicity).3 A here reflects

2 Independence, in this literature, means autonomy and conservatism. Core works include
Barro and Gordon (1983a, 1983b); Rogoff (1985); Lohmann (1992). Cukierman (1992)
provides textbook compilation, and Eijffinger and De Haan (1996) offer a briefer review of
theory and evidence.

3 Any real quantity (e.g. output) can substitute for employment here. Notice (1) actually
implies policy-makers derive disutility from too high employment. To avoid this odd
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policy-makers' weight on employment relative to inflation; conservative
can therefore be defined as having lower A, N*, and/or IT*.

Next, with nominal contracts and market power, unexpected money
growth spurs employment beyond its natural rate (Nn), giving the
economy as an expectations-augmented Phillips Curve:

where TTS is expected inflation and a the slope of the Phillips Curve (i.e.
the real effectiveness of surprise money). Finally, given rational expecta-
tions and no uncertainty, abstracting from real growth or velocity shocks,
and assuming for simplicity that monetary authorities directly control
inflation, equilibrium inflation absent any commitment devices is found
by substituting (2) into (1), maximizing with respect to TT, and then apply-
ing rational expectations by setting TT = TT€:

Since this discretionary equilibrium inflation (TT*^ involves only param-
eters known with certainty by the private sector (A, a, N*, Nn), expected
inflation (ire) is actual inflation (ir*d), so employment (N) does not deviate
from its natural rate (Nn) in rational-expectations equilibrium.4 If,
however, the bank could credibly commit to lower inflation (say its target
rate, zero), expected and actual inflation would again be equal (at zero),
so equilibrium employment would still be the natural rate (Nn). Call this
commitment inflation: TT* = 0. The argument then equates central-bank
independence with credible commitment to conservative inflation policy
and thus concludes that independence lowers inflation without real costs
on average.5

That central-bank independence lowers inflation without real costs on
average has been extensively empirically tested. Typically, post-war aver-
ages of inflation and of some real outcome are regressed on indices of
independence in cross-sections of fifteen to twenty-one OECD countries;
rarely are the data temporally disaggregated or any controls included.6

implication, Cukierman (1992: 28) stipulates N* > N; alternatively, assume a full-employ-
ment target.

4 Actually, as Gylfason and Lindbeck (1994) note, the standard model assumes this result
ab initio, given rational expectations and (2), in which natural rates are exogenous.

5 Adding information asymmetry, uncertainty, and/or incomplete information to this
model, independence produces more-variant real outcomes (a real cost), but credible
commitment still lowers inflation without affecting real variables on average (see
Cukierman 1992).

6 Alesina and Summers (1993) could serve as graphical summary of the standard
approach. Eijffinger and De Haan (1996) review the empirical literature, revealing few
exceptions.
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FIG. 3.1 Bivariate relations of central-bank independence with
inflation and unemployment
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Such cross-sections reveal impressively strong negative correlation
between central-bank independence and inflation and no significant
bivariate correlation in those small samples between independence and
virtually any real outcome. Fig. 3.1 graphically summarizes the statistical
case for the neoclassical model.

Prominent real-world examples also bolstered the case. Germany,
Switzerland, and the USA have famously independent central banks and
share experiences of relatively low inflation while their unemployment
experiences differ considerably. Such eloquently logical argument, simple
but striking quantitative evidence, and prominent empirical anecdotes
have apparently convinced wide academic and policy-making audiences.
Raising central-bank independence has become a policy priority around
the world recently; and many have moved in this direction: Italy and
New Zealand most notably among developed democracies. The require-
ments for European Monetary Union and the European Central Bank
were also clearly designed with these arguments, with this evidence, and
with the template of the Bundesbank in mind.

3.2.2 CBI: Lingering Theoretical Issues and
Empirical Anomalies

First, even in its own terms, the model indicates more than has generally
been explored theoretically or empirically.7 Beyond central-bank inde-
pendence lowering inflation, (3) implies also that anything that increases
the (i) government's weight on employment relative to inflation, A, (ii)
real effectiveness of surprise money, a, (iii) government's employment or
inflation targets, N* or IT*, or that decreases the (iv) natural rate of
employment, Nn, raises discretionary inflation. Central-bank indepen-
dence then lowers actual inflation from this discretionary level toward the
bank's target level (here zero). Accordingly, it lowers inflation more (less)
the higher (lower) discretionary inflation would have been. Points (i) and
(iii), for example, suggest that independence reduces inflation more under
left than right government because the left places greater weight on
unemployment relative to inflation or has higher employment or infla-
tion targets (higher A, N*, or IT*). More importantly here, points (ii) and
(iv) begin to suggest one possible avenue for synthesizing central-bank-
independence and coordinated-wage/price-bargaining theories since the

7 Jonsson (1995), Bleaney (1996), Simmons (1996), Clark et al. (1998), Hall and Franzese
(1998), Iversen (19996) are partial exceptions. Franzese (1999a, 19996) gives the general treat-
ment.
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institutional features of the wage/price bargain directly impact the real
effectiveness of monetary expansion (a) and the natural rate of employ-
ment (Nn).

Previous estimations of the anti-inflationary impact of central-bank
independence were, therefore, mis-specified.8 Defining CBI as the degree
of central-bank independence, 0 = none and 1 = complete, the theory
more precisely predicts:

where TT*A is the discretionary inflation from (3), and TT* is commitment
inflation. Thus, the argument suggests that the anti-inflationary impact
of central-bank independence depends on everything that determines
discretionary inflation differently from commitment inflation, i.e. every-
thing to which the inflation policies of central banks and governments
would respond differently. Thus, even the neoclassical theory of central-
bank independence and inflation, correctly conceived, implies that the
inflation effects of central-bank independence depend on many other domestic
and international structural and institutional features of the political econ-
omy in which the central bank interacts. On that, neoclassical central-bank-
independence theory, coordinated-wage/price-bargaining theory, and
the synthesis and extension offered here agree. I explore this partial
agreement further below.

The theoretical and empirical problems in the standard model extend
further though; central banks' behavior and public announcements are
also anomalous from that view. For example, the US Federal Reserve
frequently announces and acts upon its intention to raise interest rates
'to defuse incipient inflationary pressures' or lower them 'to prevent
recession'. However, incipient inflationary pressures do not exist in this
model since the bank controls inflation directly; nor does relaxing that
assumption, which was merely simplifying and known false anyway,
correct matters. Theoretically, inflation is a weighted average of discre-
tionary and commitment inflation (77^ and 77*) as in (4). Tr*d, in turn, is
a function of A, a, N* and Nn as in (3), but none of these vary cyclic-
ally in a manner consistent with Fed behavior. By incipient inflationary
pressures the Fed means a strong real economy. If the government's rela-
tive weight on or target for employment (A, N*), monetary real efficacy
(a), and the natural rate (Nn) vary at all cyclically it would be to lower

8 At best, they might be reasonable estimates of the average inflation impact of inde-
pendence across the various configurations of other relevant factors occurring in their
particular sample.
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A, a, and N*-Nn in booms. That is, when the economy is pushing
capacity, governments tend to fret more over inflation than employment
(A lower), the real efficacy of monetary policy (a) diminishes by the law
of diminishing returns, and the gap from target to actual employment
(N* - N) shrinks. Thus, by this theory as seen in (3), incipient inflationary
pressures should concern central banks less in booms than busts. Also, by
this theory, by announcing its intention to lower interest rates, the bank
weakens that very policy's effect in stemming any coming slowdown.
The Fed's behavior is therefore anomalous.9

The Bundesbank behaves somewhat differently, but equally anom-
alously. It often directs its pronouncements specifically to wage/price-
bargainers or the government, more or less overtly threatening to
respond to upcoming wage/price settlements or public budgets that it
views as inflationary by raising interest rates.10 Thus, the Bundesbank
identifies the sources of the incipient inflationary pressures it perceives:
budgets and wage/price bargains. Again, though, neoclassical theory
cannot explain Bundesbank behavior. First, public budgets do not affect
inflation in this model, leaving little reason to address the government
except as a price-setter for public goods and as the public-sector em-
ployer. Second, more revealingly, wage/price-bargainers here simply
add expected money growth to desired real wage growth. No need to
threaten a response then; a credible bank announcement affixed intended
money growth will suffice.

Thus, the behavior and pronouncements of both Bundesbank and Fed
seem to contradict the theory. Moreover, that the Bundesbank speaks
differently and to different actors than the Fed is also inexplicable
from the neoclassical view. Finally, the theory has been inappropriately
tested, even in its own terms, especially on the nominal side because (4)
demands interactive empirical models, but also on nominal and real
sides because necessary controls have usually been omitted. The pro-
posed synthesis and extension, which will resolve these anomalies and
begin to fill the empirical gaps, requires that we next consider wage/
price-bargaining institutions.

9 Furthermore, the 'financial-stability motive' for the observed counter-cyclical policy
(see Cukierman 1992: 117-35) cannot explain the justification the Fed offers for its behavior.

10 The Fed, contrarily, rarely mentions wage/price-bargainers. Examples of the Bundes-
bank's quite different announcements are easily found: see e.g. Kennedy (1991: 27-53) or
Financial Times (24 June 1993: 14).
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3.3 Coordinated Bargaining

3.3.1 Coordinated Wage/Price-Bargaining:
Reviewing the Basic Argument

A largely unconnected literature developed contemporaneously showing
that encompassing (Olson 1965) wage/price-bargaining can achieve real,
and perhaps nominal, wage and price restraint and thereby has bene-
ficial employment, and perhaps inflation, effects.11 The argument, sim-
plified and summarized, proceeds thus. One person's wage earnings
(output price) are another's wage cost (input price). Therefore, if wage/
price bargains occur in highly fragmented units, this and any other
aggregate externality are ignored, so fragmented wage /price settlements
will be higher than optimal. They will include increments to offset
expected increases elsewhere in the economy.12 If, contrarily, bargaining
occurs in encompassing or coordinated units, this externality is inter-
nalized and such increments are unnecessary. Thus, coordinated wage/
price-bargaining induces wage /price restraint and therefore lowers
unemployment and inflation.

A heuristic model derived from these first principles will prove useful
later. Following the early literature, I begin with wage-bargaining from
labor's perspective. First, identify the value functions of the j worker-
bargaining units (unions). The core of the argument is that these j unions
derive utility from the real consumption value of their wages, atf, and
from their employment prospects, e-, which latter are increasing in, inter
alia, aggregate output growth, y:13

11 Headey (1970) foreshadows. Core works include Berger (1981); Lehmbruch and
Schmitter (1982); Cameron (1984); Lange (1984); Lange and Garrett (1985); Bruno and Sachs
(1987); Calmfors and Driffill (1988); Soskice (1990a). Carlin and Soskice (1990) and Layard
et al. (1991) provide textbook treatments; Calmfors (1993) is an excellent briefer review.

12 The multiple bargains are often viewed as prisoner's dilemma in which i's preferences
order thus: all units except i, all, none, and lastly only i exercise restraint. NB this ordering
assumes market power since being the only unit raising wages (prices) is most preferred,
which is only likely if employment (demand) is relatively wage (price) inelastic, which
defines market power.

13 This sensitivity of the unions' members' employment prospects to aggregate economic
performance drives the incentive for wage restraint in the standard model. It, in turn,
responds to an individual union's wage settlement in proportion to the encompassingness
of its bargain. The assumed monotonicity of these relationships has been much criticized
recently (see below).



(7) reveals the central conclusion. Unions perceive more value from
nominal wage-gains, and so exercise less wage restraint, the larger this
expression; the lower this derivative, the more wage restraint unions are
likely to exercise.14 The first term on the right indicates that the real wage
gains union; expects from any given nominal wage increase are lower the
more / expects aggregate-price inflation, TT, to parallel its wage inflation
(if.). At one extreme, j's bargain is all-encompassing, so / expects infla-
tion to move one for one with its settlement: dir/dWj = 1. Union / expects
no real wage gains because it knows the rest of the economy will exactly
follow its own nominal gains. At the other extreme, when individual
bargains are vanishingly small relative to national aggregates, no union
perceives aggregate inflation to respond to its little settlement: d-n/dw^ ~ 0.
In short, nominal wage gains are perceived to produce real wage gains in
proportion to wage/price-bargaining fragmentation. The second term in
(7) reflects the adverse aggregate-output effects of aggregate (or average)
wage gains: dy/div < O;15 unions perceive employment prospects to de-
cline with aggregate wage gains. Once again, though, the response of
aggregate output to an individual bargain's settlement (dy/drVj) is more
negative, and union j's employment prospects respond more to aggregate
output (d£j/dy), the more encompassing j's bargain. On both real-wage-
gain and employment-prospect-cost side, then, unions are more disposed
to deliver wage restraint the more encompassing their bargaining unit or,
equivalently, the greater the coordination across bargaining units.

As with central-bank independence, an impressive amount of evidence
amassed to support the coordinated-wage/price-bargaining argument

14 More precisely, more (less) wage restraint is exercised the lower (higher) Wj (wage
inflation) at which BV/clw - 0.

15 This relationship was usually under-specified. Bruno and Sachs (1987), Carlin and
Soskice (1990), and Layard et al. (1991) later specified it more exactly; the negative relation-
ship remains.

Monetary Policy and Wage-Bargaining 113

Defining terms in log changes (growth rates) for comparability with
the previous model, the growth of real consumption wages for the ;'th
union (<wf ) is the difference between its nominal wage growth (zt>;) and
the growth in consumer prices (inflation, if):

The perceived marginal value to any union . of gaining higher nominal
wage growth for itself (w) is found by substituting (6) into (5) and differ-
entiating with respect to zt>;:
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FIG. 3.2 Bivariate relations of coordinated wage /price-bargaining with
inflation and unemployment
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(see e.g. Cameron 1984; Bruno and Sachs 1987). Again, the quantita-
tive evidence has typically16 involved regressing post-war averages of
unemployment and inflation (or some other real and nominal variables)
on an index of coordination. Fig. 3.2 illustrates (the CWB index employed
is described later), and, again, prominent real-world examples added to
the argument convincingly. The Scandinavian countries and Austria were
well known to exhibit considerable bargaining coordination, admirable
unemployment, and moderate inflation. As with central-bank indepen-
dence later, the intuitive argument, striking evidence, and real-world
examples put wage/price-bargaining coordination on many economic
policy agendas. Some countries (e.g. the UK and Italy) scrambled for a
time, though mostly unsuccessfully, to institute such bargaining in their
economies (Regini 1984).

3.3.2 Coordinated Wage/Price-Bargaining: Recent
Theoretical and Empirical Extensions

Recent work extends this literature in two directions. Swenson (1989,
1991), Soskice (19900), and Layard et al. (1991) draw attention to the,
previously virtually ignored, employer side of the wage/price bargain
(the employer-side amendment). Calmfors and Driffill (1988), Layard et
al. (1991), and Calmfors (1993) draw attention to market-power assump-
tions implicit in the union preferences assumed by the early literature
(the market-competition amendment).

To consider these amendments, I reformulate the simple model
slightly. First, unions do not unilaterally set wages; rather, wage/price
settlements emerge from bargains between unions and their counterpart
employer groups (firms). Thus, whereas previous focus lay on the mar-
ginal utility unions perceive from nominal wage gains, these must now
be considered relative to the marginal disutility firms suffer from ceding
such gains and their respective bargaining strengths. Start as before with
/ unions that value the real consumption value of their wages and their
members' employment prospects, which are now more sensibly modeled
as increasing in the output of group / firms. Those j firms care about
profits, which are a function of, inter alia, product real wages (i.e. input
costs: a)f) and demand for their firms' products (y,):17

16 Exceptions were less rare in this case (e.g. Alvarez et al. 1991; Layard et al. 1991).
17 I assume exogenous productivity growth for simplicity; given that, assuming it is zero

and dropping it from these formulations is no further loss of generality.
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(8) and (9) clarify that employers and workers bargain over wages
understanding that prices will be a mark-up over wages, so they are
actually bargaining over how to trade (a) wages against employment, (8),
and (b) prices against demand, (9), and (a) against (b). Thus, the first
conclusion of the employer-side amendment is that the institutional and
structural organizations of labor and goods markets are jointly relevant
to wage/price-bargaining regulation.

Next, assuming union-firm dyads Nash-bargain over nominal wage
growth, some tedious algebra yields the common-sense conclusion that
wage/price-bargaining settlements will reflect unions' propensity to
offer restraint and firms' arduousness in demanding it proportionately
to the relative strengths of their current bargaining positions.18 Thus, for
our purposes, derivatives of (8) and (9) will suffice, as those of (5) did
above, to characterize the wage/price-restraint implications of coordina-
tion, larger derivatives again implying less restraint. First, define new
terms in (8) and (9). Growth of product real wages (w;P) is nominal wage
growth minus growth of j's product prices (TT-), not consumption-price
inflation (TT-) as for consumption real wages:

Demand for and thus output of / 's products is increasing in aggregate
income and, importantly, decreasing in j's price growth relative to its
competitors' price growth (TT^):

18 Nash bargaining is both convenient and especially appropriate because, though a
cooperative-game solution concept, it produces equilibria identical to a non-cooperative
game of offers and counter-offers such as wage/price-bargaining (Rubinstein 1982). Nash-
bargaining solutions are found by maximizing bargaining-power-weighted products of
the bargainers' utilities with respect to variable(s) being bargained, here nominal-wage
growth (iOj):

The solution sets a weighted sum of the marginal utilities to unions (firms) of getting
(ceding) a nominal wage gain to zero. The weights reflect the exogenous bargaining powers
and the initial utility levels of the unions and the firms.

Franzese (1994, 1996) details derivation of this solution.
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Now, substituting (6), (10), and (11) into (8) and (9), and differentiating
with respect to zt>;, gives the marginal (dis)utility unions (firms) perceive
from attaining (ceding) a nominal wage gain:

The employer-side amendment, embodied in these two equations, high-
lights three obvious but previously underemphasized points, (a) Con-
sumption real wages matter to unions while product real wages matter
to firms, and unions derive utility from their real wage growth while
firms derive disutility from theirs, so firms are more disposed than
workers to demand (offer) restraint, (b) Though workers' employment
concerns virtually mirror employers' output concerns, the term C)BJ/ chjj
reflects employment responses to output growth and underscores a key
difference over how much labor will be input for the amount of output
demanded at any given price, (c) Most importantly here, the term
diTj/dWj indicates the response of group j's price growth to its wage
growth; i.e. it reflects mark-up adjustments (e.g. fixed mark-ups =>
dTTj/ dWj = 1). Part of any wage/price bargain, then, is a battle over the
share of the product-price increases the market will bear that will accrue
to wage-earners, i.e. over how to distribute productivity growth and
extra-normal profits between workers and employers. The degree to
which this battle will be zero-sum depends critically on the competitive
situation of group / firms. Specifically, as price competition faced by j's
firms increases (decreases), their arduousness in resisting wage restraint
increases (decreases). The critical role that price competition among firms
plays in regulating wage/price-bargaining is central to the synthesis
and extension offered below. However obvious, points (a)-(c) underscore
that the institutions and structures of goods and labor markets interact
to structure the incentives facing bargainers. Wage bargains are more
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correctly conceived as wage/price bargains; the labor market position of
unions, their institutions and structure, are no more central to wage/
price restraint than the goods market position of firms, their institutions
and structure.

Regarding the market-competition amendment, compare (7) with (12) and
(13). The first two terms of (12) and (7) are identical. Thus, all the
(dis)incentives for unions to exercise wage restraint discussed in 3.1 are
still present, and firms share or exceed them, but the third terms of (12)
and (13) add another consideration. Namely, union j's employment
prospects and firm j's profits increase in group j's output, which in turn
decreases in the relative price of j's products (<?i/./<?p. < 0). Thus, the more
nominal-wage increases for j cause price increases for j 's products that
its competitors less than match (i.e. the greater o>p;/6te>), the more union
(firm) j will have incentive to exercise (demand) restraint. Therefore,
group j's propensity to deliver restraint also depends on their expecta-
tions of the responsiveness of competitors' prices to its own.

Therefore, as Calmfors and Driffill (1988) argued, very competitive and
very coordinated market structures both induce wage/price restraint.
Under perfect competition in labor and goods markets, workers cannot
garner wages exceeding the marginal value of their product, and, since
competitors' prices do not respond to j's, firms cannot pass the cost
increase of wage gains to consumers. Any nominal gains in excess of
productivity growth (i.e. any lack of restraint) will drastically harm
employment prospects and profits; indeed, atomized bargainers facing
perfectly competitive labor (goods) markets who exercise insufficient
restraint simply lose all their jobs (demand) with certainty. The force of
this incentive makes the externality consideration that the early coordi-
nated-bargaining literature stressed irrelevant under perfect competition.
Conversely, under perfect bargaining coordination across the entire
economy, all concerns about prices relative to domestic competitors vanish
since all domestic wages will rise with one's own. Under these conditions,
incentives to exercise restraint stem only from considerations of national
competitiveness, exactly as argued in the earliest literature. Between the
extremes, some mix of incentives applies. More specifically, Calmfors and
Driffill (1988) argue that industry-level bargaining allows workers and
firms some shelter from competitive-pricing considerations—their
competitors, being within the industry, will have the same wage/price
settlement—but, no industry being terribly large relative to the whole,
national-level concerns will still mostly be ignored. They conclude, there-
fore, that intermediate levels of coordination in bargaining are inferior
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to both zero and full coordination, yielding the now-famous hump-
shaped hypothesis.

Summarizing, modern coordinated-wage/price-bargaining theory
stresses economy-wide coordination; institutions and structures of labor
and goods markets are equally key. Modern theory also hypothesizes a
hump-shaped relation between coordination and wage/price restraint.
Zero and full coordination achieve restraint, but intermediate levels do
less well. However, as with central-bank-independence theory, theoret-
ical and empirical issues linger.

3.3.3 Coordinated Wage/Price-Bargaining: Theoretical
and Empirical Problems

Three empirical controversies continue to plague theoretical develop-
ment. First, much disagreement remains over the degree of coordination
characterizing certain country-times. Calmfors and Driffill (1988) and
Soskice (1990a), for example, dispute Japan and Switzerland. Second, a
wider debate lingers over whether and how well union-membership
structure might proxy for effective coordination.19 A third, more theoret-
ically central, debate involves whether the 'hump' exists, what shape it
takes, and where empirically nations lie on the hump. That is, coord-
ination and restraint may relate curvilinearly, but whether the hump rises
very quickly from zero coordination and then gradually declines, vice
versa, or anything in between is theoretically ambiguous. Also unknown
with any precision is where countries lie on that hump whatever its true
shape since, however one resolves the measurement issue, how the
resulting empirical index places relative to theoretical zero and full coord-
ination would remain unknown.20

Current theory insists that empirical measures consider bargaining
coordination across the economy, among employers as well as unions;
they cannot derive solely from the structure of union membership.21

Moreover, estimated coordination-restraint relationships must reflect
both the competition and coordination effects of labor and goods market

19 On this point, compare e.g. Franzese (1994, 1996, forthcoming), Hall (1994), Garrett
and Way (1995a, 1995b, 1999, 2000), Iversen (1996, 1998fl, 1998fc, 1998c, 2000), Hall and
Franzese (1998), Cukierman and Lippi (1999), Franzese and Hall (2000).

20 Zero and full coordination can be excluded though. Bargaining ipso facto implies some
market power since perfect competition in labor and goods markets allows only market-
clearing wages and prices. Conversely, any international mobility in goods or labor
excludes full coordination among all relevant bargainers.

21 Golden (1993), Golden and Wallerstein (1995), and Lange et al. (1995) add more consid-
erations.
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institutions and structures. The curvature of the relationship between
effective, economy-wide coordination and wage/price restraint must be
estimated directly as in Iversen (19980), or the competition-impacting and
coordination-impacting features of wage/price-bargaining institutions
must be separated. I follow Layard et al. (1991) in attempting the latter,
relying on union density to capture competition-reducing and a subjec-
tive index of economy-wide coordination to represent coordination-
increasing aspects of bargaining organization.

Two important theoretical omissions also remain. First, as noted
above, the central-bank-independence literature hinders consideration of
interactions between wage/price-bargaining and monetary institutions
by assuming monetary authorities control inflation directly. Coordinated-
wage/price-bargaining theory is equally ill positioned to consider such
interactions because it has generally assumed passive or accommodating
monetary policy, yet autonomous and conservative central banks would
certainly react to inflationary wage/price settlements. As stressed in
central-bank-independence theory, bargainers must consider this reaction
in their bargaining; wage/price-bargaining and monetary policy interact,
so theory must consider them jointly. Second, work in the bargaining
tradition has also generally assumed homogeneous unions and firms, yet
traded-sector bargainers have different interests, both in general and
vis-a-vis monetary policy, than do sheltered- (i.e. private-non-traded-)
and especially public-sector bargainers. I turn now to a synthesis
addressing these theoretical holes and the implied institutional-structural
interactions.

3.4 Theoretical Synthesis and Extension

Summarizing, the central-bank literature predicts centrally that inde-
pendence produces low inflation without real costs on average. This
prediction has been extensively considered empirically with apparently
favorable results. However, the theory actually predicts considerably
more, implicitly describing how much independence reduces inflation
under various political, economic, institutional, and structural condi-
tions. These predictions have gone virtually unexplored theoretically and
empirically. Moreover, the actions and pronouncements of monetary
authorities contradict these more precise predictions. Meanwhile, wage/
price-bargaining theory predicts centrally that coordination induces
nominal and real wage restraint, and thereby helps reduce both unem-
ployment and inflation. This too has been subjected to extensive empir-
ical analysis. Two recent theoretical amendments may have expanded
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our understanding but have yet to overcome several empirical contro-
versies. However, this literature has evolved largely without considering
either possible monetary policy reactions to wage/price settlements or
the sectorally determined interests of different types of bargainers.

Both lines of research provided indubitably valuable insights, mini-
mally underscoring the institutional characteristics of monetary policy-
makers and wage/price-bargainers as key variables in the politico-
economic management of the macroeconomy, yet the incompatibility of
their underlying assumptions hinders combination of their insights. On
one hand, central-bank theory has typically assumed banks directly
control inflation and that bargainers set wage growth to equal expected
money growth plus their target real wage, which is assumed indepen-
dent of labor and goods market structures. However, if wages and prices
are bargained, inflation is determined by the settlement of these bargains;
monetary policy matters because it affects these settlements. That distinc-
tion is important. Moreover, wage/price-bargaining implies market
power, leaving the possibility that workers (employers) may desire and
obtain different wages (prices) depending on expected monetary reac-
tions and their institutional and sectoral structure. On the other hand,
coordinated-bargaining theory typically (implicitly) assumed that mon-
etary policy does not respond to wage/price bargains,22 yet monetary
policy, whoever controls it, aims to manage inflation, and so must res-
pond to wage/price settlements. Any proposed synthesis, then, must
begin by redressing these contradictions.

3.4.1 A Proposed Neoclassical Synthesis

One possible redress, call it a neoclassical synthesis, I began to describe
above. Cukierman (1992) notes that, in the neoclassical model, the incen-
tive to create surprise inflation only exists and thus there is an infla-
tionary bias to discretionary monetary policy only if real wages are
excessive, possibly due to the monopoly power of unions.23 The advance
is to model the natural rate of employment (Nn) as decreasing in real
wage excessiveness («) and that excessiveness increasing in union power

22 Scharpf's (1984, 1987, 1991) work is exceptional (both senses), foreshadowing the
synthesis emerging from the references in n. 1 from which this current offering builds.

23 Specifically: 'employment [must be] a decreasing function of the real wage rate . . .
[i.e.] . . . own effects [must] dominate cross-effects in labor demands or ... the supply of
labor in the competitive segment of the labor market [must be] relatively irresponsive to
the real wage rate, or ... both conditions [must] hold' (p. 41). If any unemployment is
involuntary, then labor supply is effectively in excess and therefore wage inelastic, so
Cukierman's conditions will hold.
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(UP). That is, unions with some monopoly power target real wages
exceeding market clearing, thus creating incentives for 'surprise' infla-
tion. Thus, under discretion, inflation increases in union power because,
by (3), Trd* is increasing in (N*-Nn ), and now Nn is decreasing in w, which
finally is increasing in UP.

We could simply add to this the argument that coordination in bargain-
ing, as opposed to union power, produces wage/price restraint rather than
excessive real wages. Thus, the natural rate (Nn) increases in coordina-
tion and decreases in union power (without coordination):

This neoclassical additive combination of the two arguments would
conclude that:

(a) Unemployment is decreasing in coordination,
(b) Inflation is decreasing in independence, but less so the higher is

coordination,
(c) Inflation is decreasing in coordination, but less so the higher is

independence, and
(d) Unemployment is unaffected on average by independence.

The weighted average in (4) implies the interactive hypotheses (b) and
(c) as follows. Discretionary inflation rises as the natural rate of employ-
ment (Nn) falls, implying independence lowers inflation less the higher
is Nn. The natural rate in turn increases with coordination. Thus inde-
pendence lowers inflation less the greater is coordination. Conversely,
coordination raises the natural rate, which lowers discretionary inflation,
implying that coordination lowers inflation but less so the less discre-
tionary is inflation (i.e. the higher is independence).

3.4.2 A Fuller Synthesis

The neoclassical synthesis retains the real/nominal divide by assuming
that monetary policy directly controls inflation and that unions set wages
in real levels, with expected inflation simply added thereafter, in a
manner that does not depend on the monetary stance regardless of the
bargainers' institutional or sectoral structure. However, wage/price-
bargaining with market power in labor and goods markets cannot be so
compartmentalized. These bargains set nominal wages and prices, leaving
the monetary authority discretion over how monetary policy will react
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to these settlements rather than direct control over inflation.24 Moreover,
unions and firms may respond to expected monetary reactions differ-
ently depending on their institutional and structural configuration. The
neoclassical synthesis is therefore insufficient.

To see how, return to the heuristic model of wage/price-bargaining,
but now allow the monetary authority to respond to wage/price settle-
ments.25 As before, analyzing the marginal values to unions (firms) of
getting (ceding) nominal wage hikes (dVf /dWj, dVf/dw^ will suffice:

,

The new considerations here are the terms involving dm/ffiVj, which
are how the ;th bargaining unit expects the money supply to respond to
its settlement. Call this the monetary threat. That is, the central bank
announces that it will not accommodate excessive aggregate settlements.
If the bank can make that threat sufficiently large and credible for
bargaining unit/'s expected cost of getting (ceding) a nominal wage gain
to outweigh benefits, / will refrain from inflationary settlements and the
threat need not be enacted. The neoclassical synthesis ends there: a cred-
ible enough bank, wielding a big enough threat, achieves low inflation
at no average cost.

Note, though, that central banks cannot threaten to respond to each
individual settlement differently. With only one money, monetary policy

24 Cukierman et al. (1992) implicitly recognize this, positing (not deriving from explicit
bargaining) price inflation as determined jointly by money and nominal-wage growth.

25 por expositional simplicity, I now assume prices are fixed mark-ups on wages, thus
reducing the variables being bargained to the nominal wage growth rate, a>;.



Obviously, central-bank independence increases threat credibility, c,
but it also increases the maximum acceptable employment /inflation
trade-off since independent means conservative and autonomous. Higher
central-bank independence thus shifts the expectations-augmented
Phillips Curve inward (credibility) but also increases the slope at which
the monetary authority's indifference curve is tangent to the Phillips
Curve (conservatism). In other words, independent banks, by virtue of
their greater credibility, can trade inflation for employment at better rates
than could discretionary (i.e. political) authorities; but such banks will
also accept higher unemployment for any given inflation rate than a
government would if trades must be made.

The questions, therefore, are whether trades must be made, i.e.,
whether banks must enact monetary threats, and, if so, what the likely
(real) effects are. The answers hinge critically on the institutional and
sectoral structure of wage /price-bargaining. Recall that ffw/ffiVj increases
in bargaining coordination. When coordination is nearly full, all wages
and prices are effectively set in the central or lead bargain (dwl dw^ ~l),
so all of the bank's threat is directly perceived by that one bargaining
unit. Contrarily, when coordination is nearly nil, unions and firms do not
perceive other wages to rise with their own (dwl dw^ ~ 0), so atomistic
bargaining units directly perceive little. Therefore, when coordination is
very low, the threat, dm/dw, times its credibility, c, must be extremely
high to restrain bargainers without being enacted. In fact, the threat
would have to be incredibly large if coordination was not moderately
high.

For example, suppose some professors have some market power and
are bargaining with their university, which also has some market power.
By their market power, the professors can demand excessive wages
(beyond their productivity growth), and, by its own, the university can
cede them if it must. The settlement is likely to be inflationary. An inde-
pendent central bank could threaten to respond to aggregate inflationary
signs with monetary contraction, but this academic unit is so small rela-
tive to the aggregate that from their perspective, however credible the
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can respond only to aggregates, implying that the perceived monetary
threat, dm/dWj, involves three substantive parts: the magnitude of the
central bank's threatened response to aggregate wage growth, dm/dw,
that threat's credibility, c, and the degree to which bargaining unit j
expects its settlement to affect the aggregate, ffw/ffw-:
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threat, either the bank will contract the money supply or it will not and
nothing they do will alter that. Any aggregate threat would have to be
catastrophically large for such atomistic bargainers to feel it sufficiently
to restrain their settlement appreciably, but catastrophic threats are (trem-
bling-hand) incredible. No democratic government would idly watch its
bank inflict catastrophe.

More generally, settlements become increasingly inflationary as market
power rises (absent bargaining coordination). To restrain inflation, the
monetary authority must create real contraction by enacting its threat,
thereby raising unemployment (lowering output), thus making the next
bargain less inflationary by reducing bargainers' market power and
shifting power within bargains toward employers. Equilibrium obtains
when bargainers wish nominal increases the bank will tolerate. This
explains central bankers' concerns over incipient inflationary pressures. A
bargaining perspective predicts more-excessive settlements as market
power rises, and market power in labor and goods markets increases in
booms and decreases in recessions. Booms (recessions) also raise (lower)
unions' bargaining power relative to firms. Thus, incipient inflationary
pressures are located in wage/price-bargaining, and banks defuse them
by preventing the real economy from becoming 'too strong'. The final
step in the argument is that how strong the real economy may become
before triggering incipient inflationary pressures depends on the institu-
tional and structural configuration of the political economy as I demon-
strate below.

With perfect credibility (c = 1) and no uncertainty, monetary threats
need never be enacted (so the neoclassical conclusions will hold), but,
absent full credibility or certainty, threats must periodically be enacted
to work. Thus, the neoclassical conclusion that greater credibility is bene-
ficial remains intact because credibility helps reduce size or frequency of
threat enactment. However, in practice, central-bank independence
brings both credibility and conservatism. In (17), the former corresponds
to higher c, which is unambiguously beneficial, the latter to greater will-
ingness to increase the magnitude of the threat (dmldw) at any given cred-
ibility level. With periodic threat enactment, the latter is ambiguous,
implying the usual Keynes/Phillips trade-off between inflation and
unemployment.26

The next logical question regards the conditions under which this
unavoidable trade-off is more or less costly. Simply and abstractly put:

26 One neglected line of research, then, is the degree to which the concepts monetary
conservatism and monetary credibility are theoretically and practically separable.
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anything that lowers (raises) the enacted threat required to restrain
bargainers improves (worsens) the trade-off. As just noted, credibility im-
proves the trade-off, as the central bank literature would suggest, but
(17) also reveals that greater bargaining coordination does also by
increasing dw/dWj. Coordinated bargainers perceive monetary threats
more directly than do fragmented bargainers, so threats can be smaller/
less frequently enacted when coordination is high than they must be
when it is low. This explains the difference between the Bundesbank's
and the Fed's behavior. The Bundesbank addresses its monetary pro-
nouncements to wage/price bargainers because Germany's labor and
product market actors have the institutionally and structurally deter-
mined incentives and strategic capacity (Iversen's apt phrase) to respond.
The Fed has no such actors to threaten.

Further implications follow from the differential impact of monetary
constriction, which raises interest rates and causes exchange apprecia-
tion, across various economic sectors. Refer to (15) and (16). Higher
interest rates reduce investment and so hurt employers and workers in
sectors dependent on domestic demand, i.e. all private sectors (d\jl dm < 0,
ctyj Id\j > 0 V private sector j). Public-sector workers, contrarily, are un-
harmed or even benefit by this because public employment is counter-
or a-cyclical (dy^/dy ^0 V public sector/). The investment-reducing effect
of enacted threats therefore hurts private- more than public-sector actors,
so private-sector bargainers will be more responsive to monetary threats.
Thus, the aggregate economy must suffer disproportionately less (more)
when the bank must restrain private- (public-)sector actors.

The exchange-rate appreciation caused by enacted threats has three
impacts. First, appreciation reduces total demand for domestically pro-
duced goods and so, again, harms all sectors dependent on private-
sector demand while the public sector remains relatively unharmed or
benefits. Second, appreciation raises the price of tradables relative to non-
tradables and so is especially painful to bargaining units competing
in tradables (dp^ I dm < 0 V traded sector ;'). Finally, exchange apprecia-
tion lowers import prices thus reducing the consumption-price index. By
raising consumption real wages, this actually works against enforcing
restraint from unions,27 but I suspect this last effect is dominated by the
others. Note, though, that it implies again that employer-led coordination
is more conducive than labor-led coordination to wage/price restraint.

Adding all of these considerations, monetary-threat enactment would
be most costly to bargainers in the private and especially the private-

27 Employers qua employers are unaffected, but, of course, they benefit as consumers.
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traded sector and least costly to bargainers in the (non-competing)
public sector. Accordingly, traded-sector bargainers will be most respon-
sive to monetary threats and public-sector actors least responsive, so the
aggregate economy must suffer less to restrain trade-sector-led than
public-sector-led wage/price-bargaining. Moreover, coordinated wage/
price-bargainers are more responsive to monetary threats, and, finally, all
bargainers are more responsive the greater the credibility of the mon-
etary authority. Thus, important institutional complementarities operate
at the macroeconomic level: central-bank independence reduces inflation
most efficiently (i.e. at least real cost) in political economies characterized by
traded-sector-led coordinated wage/price-bargaining and least efficiently in those
characterized by uncoordinated bargaining or public-sector-led coordinated
bargaining.

A related set of interactions operates between bargaining coordination
and sectoral structure. Public-sector bargainers have little incentive to
exercise restraint or to respond to monetary threats appropriately;
contrarily, traded-sector bargainers are especially disposed to exercise
restraint and to respond to monetary threats appropriately. Thus, co-
ordinated bargaining operates differently depending on the sectoral
composition of the economy and the way it is institutionalized in wage-
price bargaining. Coordination is most effective, both per se and in its
interaction with monetary authorities, when traded-sector actors dom-
inate bargaining and public-sector actors follow. Provided the traded
sector continues to dominate, coordination will be more beneficial the
larger the public sector 'brought into line'. Conversely, if public sectors
dominate, coordination is less efficient per se and in interaction with
monetary authorities; public-sector-led coordination may even be costly
since a lack of restraint may be coordinated across bargains. Provided the
public sector leads, coordination will be less beneficial (more costly)
the larger the traded sector because the traded sector will most bear the
costs of monetary authorities' attempts to restrain public-sector bar-
gainers. In both cases, sheltered sectors are intermediate.

In sum, then, the proposed synthesis and extension implies:

(fll) Central-bank independence has interactive real effects: it is less costly
(or more beneficial) when bargaining is coordinated and traded-
sector-led and more costly when bargaining is uncoordinated or
coordinated but public-sector-led.

(«2) Central-bank independence has interactive nominal effects: it reduces
inflation less when bargaining is coordinated and traded-sector-
led and more when bargaining is uncoordinated or coordinated
and public-sector-led.
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(bl) Coordinated wage/price-bargaining has interactive real effects: when
traded-sector-led, it is more beneficial the higher central-bank inde-
pendence; when public-sector-led, it is less beneficial (or more
costly) the higher central-bank independence.

(b2) Coordinated wage/price-bargaining has interactive nominal effects: it re-
duces inflation more when traded-sector-led and less (possibly
increasing it) when public-sector-led. Greater central-bank inde-
pendence dampens these effects.

(c) Sectoral structure has interactive real and nominal effects: Traded-
sector dominance enhances the efficacy of coordinated bargaining
in delivering wage/price restraint and so has more beneficial real
effects the higher coordination and central-bank independence
and larger (smaller) beneficial inflation effects the higher coord-
ination (central-bank independence). Provided the traded sector
continues to dominate, these effects are magnified by larger public
sectors. Public-sector (sheltered-sector) dominance works oppo-
sitely (intermediately).

Broadly, this theoretical synthesis and extension uncovered a highly
interactive political economy; the effect of any single institutional or
structural feature on both real and nominal macroeconomic outcomes
depends on the wider configuration of other institutions and structures
present. More specifically, central-bank independence and coordinated
wage/price-bargaining with traded-dominating public sectors are gener-
ally complements in producing beneficial real outcomes—they tend to
augment each other's efficacy in, e.g., reducing unemployment—and
substitutes in producing beneficial nominal outcomes—either can suffice
to reduce inflation.28

28 The difference with the neoclassical synthesis offered above is primarily (al) that
central-bank independence has real effects (on average). These arguments extend and
modify Franzese (1994, 1996) by partitioning the monetary threat in (17), addressing the
difference between sectoral size and sectoral dominance, and more directly considering
the nominal implications and the interaction of wage/price-bargaining institutions with
sectoral structure. They extend and modify Hall and Franzese (1998) and Franzese and
Hall (2000) in these ways and by considering sectoral structure. Cukierman and Lippi
(1999) and Velasco and Guzzo (1999) differ in that wage-bargainers may also dislike infla-
tion per se. They reach some different substantive conclusions, but share core real-side
implications. Iversen (1996, 1998a, 19986, 1998c, 2000) argues differently that independence
has real benefits when centralization (not coordination) is intermediate, costs when central-
ization is high, and little effect when bargaining is decentralized. The differences arise
because his wage-bargainers also have a preference for wage equality and because he incor-
porates the hump-shaped hypothesis into the theoretical analysis differently. A resolution
of these differences is offered below. Franzese (2000, forthcoming) elaborates on this reso-
lution; the former also offers a fuller review of this burgeoning literature (see n. 1).
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3.5 Empirical Evidence

I offer first a brief review of evidence amassing in favor of existent syn-
theses and extensions and then some new evidence that, in addressing
the present theory, extends and modifies previous offerings and may
resolve one emerging controversy.

3.5.1 A Brief Review of Previous Evidence

The empirical trail begins with Hall (1994) who, charting post-war
average inflation and unemployment by wage/price-bargaining coord-
ination and central-bank independence, noted an interactive pattern. Hall
and Franzese (1998) summarize that pattern tabularly, showing post-war
average (a) inflation declines in independence and in coordination, (b)
unemployment declines in coordination, but that (c) the unemployment
costs of independence (benefits of coordination) decrease as coordination
(increase as independence) increases — real-outcome complementarity—
and (d) the inflation benefits of independence and coordination each
decrease as the other increases—nominal-outcome substitutability. Their
regression analyses employing post-war average, decade frequency, and
annual data in eighteen OECD countries support these conclusions.

Using decade frequency data in twenty-one OECD countries, Franzese
(1994, 1996) tests several hypotheses regarding interactive real effects of
independence, coordination, and sectoral structure. Beyond interactions
of independence and coordination, which yielded substantively con-
gruent and statistically stronger results than Hall and Franzese (1998),
these models include traded- and public-sector employment shares and
their interactions with independence. Results strongly supported that
public-sector employment share and independence interact detrimentally
in unemployment regulation. When independence is high, increasing
public-sector employment share increases unemployment whereas, when
it is low, increasing public-sector employment share lowers unemploy-
ment. That traded-sector employment share improves unemployment
outcomes and more so the greater independence was also supported,
though less strongly.

Garrett and Way (1995a) criticize Hall (1994) and Franzese (1994) for
their subjective coordination indices. Replacing those indices with 'union
strength' (union concentration plus wage-bargaining coverage)—a pro-
cedure argued against here, following Swenson (1989, 1991) and Soskice
(1990a) — they nonetheless find similar institutional interactions. Using
post-war quinquennial data in thirteen OECD countries, they conclude
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central-bank independence and union strength interact beneficially in
regulating inflation, unemployment, and real growth. Garrett and Way
(1995b, 1999, 2000) provide more-direct evidence of the adverse effect of
public-sector employment share on coordinated bargainers' ability to
deliver wage/price restraint. They estimate, in the same sample, a curvi-
linear relation between union strength and unemployment, allowing
'public-sector strength' (public-sector share of total union membership)
to alter that relation. They found a hump-shaped relation between union
strength and unemployment when public-sector strength is low (low
and high union strength producing low unemployment) that becomes
increasingly linear-positive as public-sector union-membership share
rises (low (high) public-sector-led union strength producing low (high)
unemployment).

Iversen (1996, 1998«, I998b, 1998c, 2000) provides further evidence of
real effects of monetary conservatism that depend on wage/price-
bargaining institutions and vice versa, but his findings differ importantly.
He argues that monetary conservatism reduces unemployment when
wage-bargaining concentration—not coordination—is intermediate and
increases (has little effect on) unemployment when it is high (low). His
findings from quinquennial data in fifteen OECD countries 1973-93
support these predictions. The sample and the measure of bargaining
concentration differ from the rest, the latter notably regarding placement
of Japan and Switzerland, which reflects the empirical controversy
between Calmfors and Driffill (1988) and Soskice (19900). The measure
of monetary conservatism and credibility also differs, using actual
exchange-rate movements additionally to an independence index. These
differences are still disturbing, though, because Iversen finds monetary
conservatism to have unemployment benefits over most of the sample
range and unemployment costs in the most concentrated-bargaining
countries: almost opposite previous results. I suggest below that the
present synthesis and extension resolves the apparent controversy, but,
first, I emphasize the agreement across all these studies.29

First, all agree that wage/price-bargaining and monetary policy-
making institutions interact in determining both real and nominal out-
comes. The classical divide between the real and nominal economy was
misleading, so institutional analysis must consider, as far as possible, the
functioning of nehvorks of institutions since the effects of any particular
institution depend on the others operating in that environment. Second,
all agree that central-bank independence operates more efficiently at

29 Cukierman and Lippi (1999) also share these agreements. See Franzese (2000) for elab-
oration and a more complete review.
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intermediate than at low coordination. They disagree more regarding
high coordination. Third, the nominal effects of central-bank indepen-
dence and bargaining coordination, and of their interaction to the degree
it has been explored, are broadly agreed.30

3.5.2 Empirical Evidence on this Theoretical Synthesis
and Extension

Empirical evaluation of theory involves determining the relevant sample,
measuring the variables identified (plus controls), specifying the model
suggested by theory, estimating that model, and inferring from the
results to the theory. First, regarding sample selection, all these argu-
ments presuppose wage/price-bargaining in relatively liberal market
economies and that central banks can attain legal autonomy from current
governments, if only partially, and conduct appreciably distinct national
monetary policy. These considerations suggest restricting the sample to
larger, established capitalist democracies. I count twenty-one such coun-
tries: USA, Japan, Germany, France, Italy, UK, Canada, Austria, Belgium,
Denmark, Finland, Greece, Ireland, the Netherlands, Norway, Portugal,
Spain,31 Sweden, Switzerland, Australia, and New Zealand. Further, I
exclude the Bretton Woods fixed-exchange-rate era as it limited national
monetary autonomy and to increase comparability with Iversen (1996,
1998a, 1998&, 1998c, 2000). Wage/price-bargaining occurs at most annu-
ally, so annual data in these twenty-one countries 1974-90 comprise the
sample.

Second, regarding variable measurement, the theory emphasizes
three independent variables—central-bank independence, wage/price-
bargaining coordination, and sectoral structure—and two dependent
variables — inflation and unemployment. I measure inflation (TT) by
consumer-price inflation (IMF and OECD sources).32 Unemployment (LI)
are internationally comparable figures (OECD sources). Central-bank
independence (I) is indexed 0-1, averaging five commonly used
indices.33 Wage/price-bargaining coordination (C) is indexed subjectively

30 As shown above, even the neoclassical synthesis agrees on the last point. See also
Franzese (2000).

31 Dummy variables for Greece, Portugal, and Spain, and one for authoritarian periods
therein included in both equations, acknowledging those country-years' ambiguous sample
membership.

32 IMF sources = IMF IPS CD-ROM 6/96. OECD sources = OECD Economic Outlook 61 and
Historical Supplement diskettes, and OECD Main Accounts II, Detailed Tables diskettes.

33 Cukierman's (1992) LVAU and QVAU; Grilli et al.'s (1991) PC and POL; Bade and
Parkin's (1982) CBI. Averaging expands coverage and, under plausible assumptions,
reduces measurement-error variance.
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as in Hall and Franzese (1998) and valued (0, 0.25, 0.5, 0.75, 1). C builds
from Soskice's (1990) EWC, Layard et al.'s (1991) BO and LO, and
secondary sources, and is extended here, using Layard et al. (1991),
to Greece (0), Portugal (0.25), and Spain (0). C is intended to reflect
economy-wide coordination, whether employer- or labor-led, as theory
has suggested. Regarding sectoral structure, the theory distinguishes
public, sheltered, and traded sectors. The desired data are the proportions
of employment covered by wage/price-bargaining in sectors whose
products respectively do not compete in the market, do not compete with
foreign products, and compete with foreign products. The available data
are government employment and employment by single-digit ISIC
sectors34 as shares of total employment (OECD sources). Since the theory
predicts oppositely for traded and public sectors with sheltered sector
intermediate, government employment (G) divided by manufacturing
employment (M) may serve as a proxy for public-relative-to-traded
sectoral-structure (S).35 Appendix 1 details the controls employed; note
that union density is included (union members' share of total employ-
ment) as section 3.3 suggested. I indicate these controls below by a'X1

+ y'X2 where the first term represents the constant, time-serial controls,
dummies for non-democratic country-times, and their coefficients, and
the second represents the other, more substantive, controls and their
coefficients.

Third, regarding model specification, (4) showed inflation to be a
weighted average of what it would be if the political authority fully
controlled monetary policy, TT*, and if a fully autonomous and conserv-
ative central bank controlled inflation, TT*C, with the weight on the latter
given by the degree of central-bank independence. The present theory
emphasizes wage/price-bargaining coordination, sectoral structure, and
their interaction among potential determinants of discretionary inflation,
TT/, and of unemployment, U, though a weighted average form is not
expected on the real side. Finally, in both cases, the impact of sectoral
structure (G/M) should differ according to whether the public (numer-
ator) or the traded (denominator) sector dominates. That is, the impact

34 Agriculture, extraction, construction, manufacturing, utilities, exchange, transport-
shipping-communications, finance, other services, other.

35 'Government employees' may contain workers who do not bargain wages, and some
public-sector workers as defined theoretically will not be counted in 'government employ-
ment' as measured. Most manufacturing is traded and conducts wage/price-bargaining,
but manufacturing certainly omits many other traded sectors. Plus, manufacturing is likely
more unionized than most sectors, and government employees are variably unionized and
able to bargain across countries, typically more unionized and able to bargain in countries
with large public sectors than small. All these considerations may confound G/M as a
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of G/M should be non-linear in a manner most easily enabled by entering
G/M and (G/M)2 in the regressions. The specifications matching the
theory are therefore:

The expression inside square brackets in (18) reflects the interaction of
bargaining coordination with sectoral structure in determining discre-
tionary inflation. The term (1 + j3;2I), which multiplies that and the
controls, reflects the prediction that central-bank independence lowers
inflation from discretionary levels toward the bank's target level as
independence increases. If this is true, we should estimate /3i2 < 0 (see
Franzese 1999a, 1999&).

The modeled effects of central-bank independence, wage/price-
bargaining coordination, and sectoral structure on inflation are all inter-
active. For example, the impact of independence on inflation (dir/dl) is:

We expect this to be generally negative, but its magnitude will depend
on the degree of bargaining coordination and the sectoral structure.36

The modeled effect of wage/price-bargaining coordination on inflation
(dTT/dC) is:

We expect this to be generally negative also, but the magnitude will
depend on the degree of central-bank independence and the sectoral

measure of public-relative-to-traded-sector structure as theoretically defined, but the proxy
seems the best possible at this time.

36 The effect also depends on all X2 given the weighted-average form in (4); see Franzese
(1999a, 1999&). Franzese et al. (1999) offer guidance for interpreting interactive terms in
regression.
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structure. Coordination may even increase inflation if public-sector
employment sufficiently dominates traded (i.e. if S is high enough).
Finally, the modeled effect of sectoral structure on inflation, specifically
of an increase in government-relative-to-manufacturing employment
(S=G/M), is:

which analogously depends on C and I and also on the level of S itself
since sectoral structure has non-linear effects. We expect increases in S
generally to increase inflation, especially when G is large relative to M,
though this will depend on degrees of independence and coordination.

Likewise, (19) reflects our contention that the unemployment effects of
bargaining coordination, central-bank independence, and sectoral struc-
ture are interactive. The modeled effect of independence on unemploy-
ment (dU/dT) is:

which depends on bargaining coordination and sectoral structure. The
effect may be positive or negative since independence has both conser-
vatism and credibility effects, but it should generally be decreasing as
coordination rises when the traded sector dominates (low S) and gener-
ally be increasing as coordination rises when the public sector dominates
(high S). Symmetrically, the modeled effect of bargaining coordination
on unemployment (dU/dC) is:

which should generally be negative but depends on I and S, and may
even become positive for large enough public-relative-to-traded sec-
tors and high enough central-bank independence. Finally, the modeled
effect of sectoral structure on unemployment (dU/dS) depends on the
degrees of independence and coordination and upon its own level as
follows:
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We expect a positive effect when independence, coordination, and public-
relative-to-traded sector (S) are large because under these conditions
public sectors are large in the economy and dominate any coordinated
bargains, and central banks react with costly real consequences. Con-
versely, when the public sector is not so large as to dominate, increases in
G/M actually increase the value of coordination and independence, and so
(25) could be negative at lower S.

Finally, regarding model estimation and inference, (18) and (19) were
both estimated by least squares with robust standard errors.37 Table 3.1
summarizes the inflation-equation estimation. The central result is clear:
central-bank independence, bargaining coordination, and sectoral struc-
ture interact in determining inflation. That central-bank independence
interacts with bargaining coordination and sectoral structure (and the
controls, X2) to determine inflation is reflected in the coefficient bi2 being
negative and highly statistically significant.38 Similarly the interaction of
bargaining coordination and sectoral structure is strongly supported by
the estimated coefficients bcs and bcs2 (joint significance, p = .0001).39 One
cannot read the substantive meaning of these statistically significant
results from the coefficient estimates directly or simply because the
impact of each factor depends on many other institutional and structural
variables as shown in (20)-(22). I defer substantive discussion until after
reporting the unemployment results to consider the real and nominal
effects together.

Central-bank independence, bargaining coordination, and sectoral
structure equally clearly interact in determining unemployment. The
joint significance of coefficients (e)-(k) firmly establishes the relevant
interactions: p = .02. That central-bank independence has real effects,
implying that the neoclassical synthesis is insufficient, is established by
the joint significance of coefficients (b), (e)-(g), and (j)-(k) (i.e. those on
variables involving I): p = .003. The analogous tests for bargaining coor-
dination and sectoral structure also strongly support the broad claim of

37 Specifically, I employ weighted (W) two-stage (25) least squares (LS). WLS is neces-
sary because high unemployment and inflation both exhibited greater (stochastic) variance
than low. The weights are 1/(1 + Y)5, with Y the dependent variable. I use 2SLS to miti-
gate endogeneity concerns regarding contemporaneously measured independent variables;
instruments are simply the one-year lag of all variables. White's robust standard errors are
reported since scale is unlikely to be the only source of heteroskedasticity. The inflation
equation is estimated by non-linear (N) W2SLS since its weighted-average (convex-combi-
natorial) form is not linear. The reported results are robust across applications of any subset
combination of these techniques.

38 Indeed, bj2 is not unreasonably far from the — 1 one would expect if the functional
form of (18), its variables, and their measurement were all exact.

39 Wald F-tests, more appropriate with robust standard errors, reported here.
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TABLE 3.1 Estimation results for the inflation equation (18)

Coefficient
(associated variable)

bc(Q

b,(S)
b,2(S

2)
ba(C-S)
bcs2(GS2)

bnW
ba(I(-[«I)

Estimated
coefficient

-28.150
-34.834
+ 16.000
+43.699
-19.267
-8.954
-0.691

Standard error

5.818
9.968
5.301

11.734
5.955

11.748
0.157

t-statistic

-4.838
-3.495

3.018
3.724

-3.235
-0.762
-4.413

Two-sided
p-level

0.000
0.001
0.003
0.000
0.001
0.447
0.000

Summary statistics: number of observations 347; degrees of freedom 323; R-squared 0.523; stan-
dard error of regression 1.960; adjusted R-squared 0.489; Durbin—Watson stat. 1.976.

Notes: Non-germane results suppressed to conserve space. Complete results available at
http://www-personal.umich.edu/~franzese. Estimation by weighted, two-stage, non-linear least
squares with White's robust standard errors (see n. 36).

institutional and structural interaction. Again the substantive meaning
of these statistically significant coefficients is not clear from the coeffi-
cients in Table 3.2 alone because the effects of independence, coordina-
tion, and sectoral structure on unemployment are interactive (as shown
in equations (23)-(25)).

The substantive import of these results is revealed by the estimated
impact of each variable over a relevant sample range of the other vari-
ables. I covers 0.15-0.95 in the sample; C covers 0-1; and most S=G/M
observations lie between 0.25 and 1.25). Consider, for example, the estim-
ated inflation-impact of a 0.1 increase in the central-bank-independence
index (about the spacing in the ascending sequence Sweden-Italy-
Ireland-the Netherlands-Austria-USA-Switzerland-Germany). That
effect depends on the degree of bargaining coordination and on the sec-
toral structure within which such bargaining occurs. Setting all other
variables to their means, our estimates indicate that the effect is as shown
in Table 3.3.

All theory suggests central-bank independence will generally lower
inflation. Every entry but the extreme top right—and the sample has
no observations with those characteristics—is indeed negative. The syn-
theses implied further that independence should lower inflation less
when the institutional and sectoral structure of wage/price-bargaining
is anti-inflationary anyway and more when the institutional and sectoral
structure is less anti-inflationary itself. That is, the issue is how much the
central bank must do by itself (i.e. monetarily) to constrain inflation since

http://www-personal.umich.edu/~franzese
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TABLE 3.2 Estimation results for the unemployment equation (19)

Coefficient
(associated variable)

(a) C
(b) I
(c) S
(d) S2

(e) LC
(f) LS

(g) i-s2

(h) C-S
(i) OS2

(j) i-c-s
(k) I-C-S2

Estimated
coefficient

+ 11.826
+20.314
+ 14.921
-4.924

-29.423
-35.596
+ 14.163
-22.523

+8.385
+ 54.697
-22.201

Standard error

3.847
6.885
7.132
4.372
9.204

15.317
8.753
8.465
4.740

20.051
10.651

t-statistic

3.074
2.951
2.092

-1.126
-3.197
-2.324

1.618
-2.661

1.769
2.728

-2.084

Two-sided
p-level

0.002
0.003
0.037
0.261
0.002
0.021
0.107
0.008
0.078
0.007
0.038

Summary statistics: number of observations 347; degrees of freedom 320; R-squared 0.907; stan-
dard error of regression 0.637; adjusted R-squared 0.899; Durbin-Watson stat. 2.082.

Notes: Non-germane results suppressed to conserve space. Complete results available at
http://www-personal.umich.edu/~franzese. Estimation by weighted, two-stage, linear least
squares with White's robust standard errors (see n. 36).

central-bank independence, bargaining coordination, and traded-domin-
ating public-sectoral structure are substitutes in producing low inflation.
Thus, the estimated anti-inflationary impact of independence should be
less as bargaining coordination increases, which the table affirms.

Further, as public-relative-traded-sector size increases beyond some
point it begins to reflect public-sector dominance, and public-sector
dominance is inflationary, so independent central banks should have to
do more monetarily to reduce inflation as S increases beyond that point.

TABLE 3.3 Estimated inflation impact of increasing central-bank
independence

G/M = 0.25
G/M = 0.50
G/M = 0.75
G/M = 1.00
G/M = 1.25

CWB = 0.00

-1.20
-0.81
-0.55
-0.43
-0.45

CWB = 0.25

-0.88
-0.62
-0.44
-0.37
-0.39

CWB = 0.50

-0.57
-0.42
-0.34
-0.30
-0.33

CWB = 0.75

-0.25
-0.23
-0.23
-0.24
-0.27

CWB = 1.00

+0.07
-0.04
-0.12
-0.18
-0.20

Notes: Cell entries give the estimated first-year impact of a 0.1 increase in CBI in a political
economy with the CWB and G/M listed in that column and row. The equation is dynamic, so
these impacts will accumulate over time if the hypothetical CBI increase is permanent.

http://www-personal.umich.edu/~franzese
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TABLE 3.4 Estimated inflation impact of increasing coordination of
wage / price-bargaining

G/M = 0.25
G/M = 0.50
G/M = 0.75
G/M = 1.00
G/M =1.25

CBI = 0.15

-4.13
-2.49
-1.39
-0.83
-0.81

CBI = 0.35

-3.49
-2.11
-1.18
-0.70
-0.69

CBI = 0.55

-2.86
-1.72
-0.96
-0.58
-0.56

CBI = 0.75

-2.22
-1.34
-0.75
-0.45
-0.44

CBI = 0.95

-1.58
-0.95
-0.53
-0.32
-0.31

Notes: Cell entries give the estimated first-year impact of a 0.25 increase in CWB in a political
economy with the CBI and G/M listed in that column and row. The equation is dynamic, so
these impacts will accumulate over time if the hypothetical CWB increase is permanent.

Conversely, prior to that point, the traded sector dominates and so
provides greater anti-inflationary benefits the larger the public sector it
dominates, leaving less for independent central banks to do with brute
monetary force. Thus, the anti-inflationary impact of independence
should initially decline and then begin to rise again beyond some point
as G/M increases. Table 3.3 exhibits just such a pattern. In fact, how large
the public sector must be before it begins to dominate appears to decline
as coordination increases, suggesting that public sectors dominate co-
ordinated bargaining more easily than uncoordinated bargaining.40

Consider next the inflation impact of a 0.25 increase in bargaining co-
ordination. First, theory suggests such coordination should generally
reduce inflation, and indeed every entry in Table 3.4 is negative. Second,
coordination should reduce inflation less the greater central-bank inde-
pendence since, with a more independent central bank, coordinated
bargainers need reduce inflation less on their own: a substitute property.
Reading the table left to right confirms this. Finally, as public sectors
grow relative to traded sectors, coordination should become less able to
deliver anti-inflationary wage/price restraint. Reading top to bottom, the
estimates support this also since the estimated impact of coordination on
inflation is less negative as G/M increases.

The remaining derivatives, representing the inflation effects of in-
creases in public-relative-to-traded-sector employment, G/M, are more
difficult to present because they depend on three factors—central-bank
independence, bargaining coordination, and the level of G/M itself—and
so require three dimensions. Summarizing those results (see Franzese
forthcoming), public-sector dominance increases inflation most when

40 This supports an argument of Garrett and Way (19956, 1999, 2000).
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TABLE 3.5 Estimated unemployment impact of increasing central-bank
independence

G/M = 0.25
G/M = 0.50
G/M = 0.75
G/M = 1.00
G/M = 1.25

CWB = 0.00

+ 1.23
+0.61
+0.16
-0.11
-0.21

CWB = 0.25

+0.80
+0.42
+0.14
-0.04
-0.10

CWB = 0.50

+0.37
+0.22
+0.11
+0.04
+0.01

CWB = 0.75

-0.06
+ 0.03
+ 0.09
+ 0.12
+ 0.11

CWB = 1.00

-0.48
-0.16
+0.07
+0.20
+0.22

Notes: Cell entries give the estimated first-year impact of a 0.1 increase in CBI in a political
economy with the CWB and G/M listed in that column and row. The equation is dynamic, so
these impacts will accumulate over time if the hypothetical CBI increase is permanent.

coordination is high and independence is low. That is, as argued,
increased public-sector dominance when coordination is high increases
the degree to which coordinated bargains are inflationary, producing
largest net inflationary effects absent a central bank sufficiently autono-
mous and conservative to resist that effect monetarily.

We argued that the unemployment impact of central-bank indepen-
dence may be positive or negative but should decrease (increase) in co-
ordination if the latter is traded-sector (public-sector) dominated.
Reading Table 3.5 from left to right shows that indeed the unemployment
effect of central-bank independence becomes less positive (more negative)
as bargaining coordination increases when government-relative-to-man-
ufacturing employment is low (below about one) and reverses direction
once government comes to dominate manufacturing employment.41 Thus,
central-bank independence and traded-sector-dominant/public-sector-dominated
coordinated wage/price-bargaining are complements in the production of low
unemployment. Reverse the sectoral structure, and independence and coordina-
tion become complements in the production of high unemployment.

Finally, consider the estimated unemployment impact of a 0.25 increase
in wage/price-bargaining coordination. Theory suggests coordination
generally reduces unemployment, and indeed our estimates broadly

41 However, when coordination is low, central-bank independence actually has less detri-
mental (more beneficial) unemployment effects as G/M increases. Perhaps the different
bargaining rights and strengths of public relative to traded-sector actors in high- and low-
coordination countries is behind this result. Especially in low-coordination countries,
public-sector workers may be relatively powerless in wage/price-bargaining or even be
legally denied bargaining rights. If so, their increase relative to traded workers will not
force central bank enactment of monetary threats because it decreases the proportion of
the economy that bargains. This requires further exploration but should not distract from
the strong central conclusion summarized in the text.
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TABLE 3.6 Estimated unemployment impact of increasing coordination
of wage/price-bargaining

G/M = 0.25
G/M = 0.50
G/M = 0.75
G/M = 1.00
G/M =1.25

CBI = 0.15

+ 1.04
+ 0.38
-0.12
-0.46
-0.65

CBI = 0.35

+ 0.18
0.00

-0.17
-0.31
-0.43

CBI = 0.55

-0.68
-0.38
-0.21
-0.16
-0.22

CBI = 0.75

-1.53
-0.76
-0.25

0.00
-0.01

CBI = 0.95

-2.39
-1.15
-0.30
+0.15
+0.21

Notes: Cell entries give the estimated first-year impact of a 0.25 increase in CWB in a political
economy with the CBI and G/M listed in that column and row. The equation is dynamic, so
these impacts will accumulate over time if the hypothetical CWB increase is permanent.

support that claim: most Table 3.6 cells are negative. Furthermore, pro-
vided the traded sector dominates, coordination should reduce un-
employment more the more independent the central bank because its
monetary threats help enforce restraint by coordinated traded-sector bar-
gainers and, vice versa, coordinated traded-sector bargainers respond
best to such monetary threats. However, if the public sector comes to
dominate coordination, the relationship can reverse. Independent central
banks will fight against coordination on public-sector-led bargaining
because it tends to be inflationary; thus, the impact of coordination when
both independence and G/M becomes less salutary. With a sufficiently
adverse sectoral structure, coordination will be detrimental to unemploy-
ment performance if the central bank is sufficiently autonomous and con-
servative to resist the inflationary results of such coordination monetarily.

The estimated unemployment effects of sectoral structure require
three dimensions to present (see Franzese forthcoming), but may be
summarized succinctly: increasing govemment-relative-to-manufactur-
ing employment when the public sector already dominates, coordination
is high, and the central bank is independent, increases unemployment,
as expected.

3.6 Conclusion

The arguments and evidence presented here synthesize and extend two
literatures central to institutional political economy: central-bank inde-
pendence and coordinated bargaining.

First, contrary to much neoclassical theory, central-bank independence
does have real, rational-expectations-equilibrium and on-average effects;
their manifestation depends on the institutional structure of wage/price-
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bargaining and the sectoral composition of bargainers. The real effects of
a central bank's anti-inflationary stance depend not only on the cred-
ibility of that stance, as previously emphasized, but also upon the incen-
tives and capacity of wage/price-bargainers to respond. Central-bank
independence is most costly in real terms when coordination is low or
when it is high but characterized by public-sector dominance of the
traded sector and least costly or even beneficial when coordination is
high and traded-sector-led. These are complementary relationships: the
real economic efficiency of central-bank independence and traded-sector-
led coordinated bargaining are each enhanced by a high degree of the
other. Second, central-bank independence lowers inflation less (more)
the more (less) anti-inflationary is the rest of the political economy. These
are substitute relationships: an independent central bank needs to do
less monetarily to control inflation if wage/price-bargaining (and other
factors) are already conducive to low inflation. Third, these new argu-
ments and evidence resolve two empirical anomalies for previous theory
regarding the actions and announcements of central banks. The Bundes-
bank speaks differently and to different entities than does the US Federal
Reserve because their audiences are differently structured institutionally;
and both the Fed and the Bundesbank react to real strength in the
economy as incipient inflationary pressure because real strength weakens
the incentives of bargainers to exercise wage/price restraint.

Conversely, the coordinated-wage/price-bargaining literature has
virtually ignored the likely response of monetary policy to wage/price
settlements and the impact of sectoral structure on the incentives of
wage/price-bargainers to exercise restraint autonomously and to respond
to expected monetary reactions. I have argued and the evidence supports
that the impact of coordination, on both nominal and real outcomes,
depends upon the sectoral composition of those being coordinated
and upon the institutional characteristics of the monetary authority.
Coordinated bargaining most reduces unemployment when traded-
sector actors dominate public-sector actors, especially when monetary
policy is controlled by a conservative and credibly independent central
bank. Coordination least reduces (or even increases) unemployment
when public sectors dominate traded sectors, especially when monetary
policy is credibly conservative. These are complementary relationships.
Conversely, traded-sector-led coordinated bargaining reduces inflation
but less so when the central bank is independent because then infla-
tion would have been low anyway. These are substitute relationships.

Finally, previous studies of interactions between central-bank inde-
pendence and coordinated wage/price-bargaining have highlighted
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individual interactions between some two of independence, coordina-
tion, and sectoral structure. I have argued and shown empirically that
the impact of each of these politico-economic features depends on both
of the others.

This consideration may also resolve one key point of contention in
those previous studies. Iversen (1996, 19980, I998b, 1998c, 2000) found
monetary conservatism to have beneficial unemployment effects under
intermediate bargaining centralization and detrimental effects under high
centralization. Others found central-bank independence uniformly more
beneficial as coordination increased. The italicized differences notwith-
standing, these findings seemed disturbingly different. The theory and
evidence here, showing a beneficial interaction of coordination with
independence when traded sectors dominate public sectors but the
reverse relationship when public sectors dominate, suggest a resolution.
Adverse sectoral structure combined with coordination could explain the
detrimental unemployment effects of independence Iversen observed at
high centralization. In Iversen's model, bargainers seek wage equality
and achieve it more the greater is centralization. Since economies become
increasingly service oriented as they advance, and since productivity
growth in services lags behind that in industry, wage equalization makes
private-sector service provision increasingly costly in growing economies
where wage/price-bargaining achieves wage equality. With the private
sector 'priced out' of service provision, public-sector service provision
must rise or growth and employment will suffer. Thus, centralization
or coordination with wage equalization virtually forces governments in
growing economies to increase public-sector employment, but that
sectoral trend will eventually weaken the ability of coordination to
produce beneficial nominal and real outcomes as shown here. In this
situation, governments increasingly must choose between a high-
inflation/low-unemployment equilibrium without monetary conser-
vatism, or a low-inflation/high-unemployment one with it. In this light,
much less dispute exists between Iversen's arguments and findings
and these and others' arguments than first appears. In fact, together,
they suggest that coordination accompanied by wage-equalization might
be inherently unstable in the long run because jointly they tend to
produce public-sector growth, which is incompatible with coordination
on wage/price restraint.

Concluding most broadly, this analysis demonstrated that and
explained how several institutional interactions, exhibiting both substi-
tute and complement relations, operate at the macroeconomic level. That
is, the politico-economic regulation of inflation and unemployment
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depends on the broad network of institutions and the structural setting
within which wage/price-bargainers and monetary policy-makers inter-
act. More specifically, I have shown how central-bank autonomy
and conservatism and the coordination and sectoral structure—traded,
sheltered, and public—of wage/price-bargaining interact in regulating
inflation and unemployment.



APPENDIX 3.1
CONTROLS IN THE REGRESSION EQUATIONS

Equations (18) and (19) included time-serial controls,42 dummies for
Greece, Portugal, Spain, and for the authoritarian periods therein,43

trade-openness (O: exports-plus-imports share of GDP), terms of trade
(T: export-import price-index ratio), their product, the natural log of real
GDP per capita (Y), the partisan left-right center of the current govern-
ment (CoG), a pre-election year indicator (ELE), and union density (LTD).
(18) also controlled for financial-sector employment share (F) and
average inflation in the other twenty countries in that year (7ra: inflation
abroad). Similarly, (19) controls for average unemployment abroad (Ua).
In the text, X1 refers to the time-serial controls plus dummies and X2 to
the other factors. Table 3.7 gives sample descriptive statistics.

TABLE 3.7 Descriptive statistics for the data

Mean
Median
Maximum
Minimum
Std dev

IT

87
77

290
-07

56

U

61
57

21 0
00
40

^a

90
88

150
40
32

ua

62
67
86
24
1 7

O

05
05
14
01
03

T

10
10
1 5
07
01

Y

93
93
98
85
03

CoG

55
56

100
28
1 6

ELE

03
02
14
00
03

F

68
68

11 6
21
23

UD

04
04
08
01
02

CWB

04
03
1 0
00
04

CBI

05
04
09
02
02

G/M

08
07
1 8
03
03

42 Three lags of the dependent variable proved sufficient in each equation. The resulting
residuals exhibited no significant serial correlation, and coefficients on the lags added to
well below one, erasing any unit-root or correlated-residual concerns.

43 Spain's dummy was significantly negative in (18) and positive in (19); Greece's and
Portugal's were small and insignificant in both. The authoritarian dummy was small and
insignificant in (19) and negative and nearly significant in (18).



Social Protection and the
Formation of Skills: A Reinterpretation

of the Welfare State

Margarita Estevez-Abe, Torben Iversen,
and David Soskice

4.1 Introduction

Social protection does not always mean 'politics against markets/ In this
chapter we argue, as did Polanyi (1944), that social protection rescues
the market from itself by preventing market failures. More specifically,
we contend that social protection aids the market by helping economic
actors overcome market failures in skill formation. We show, in this
chapter, that different types of social protection are complementary to
different skill equilibria.1

The market failure problem in the provision of skills is generally attrib-
uted to employers' reluctance to invest in transferable skills. Here we
pay more attention to workers' reluctance to invest in specific skills.
Young people are less likely to invest in specific skills if the risk of loss
of employment opportunities that require those specific skills is high.
Employers who rely on specific skills to compete effectively in inter-
national markets therefore need to institutionalize some sort of guarantee
to insure workers against potential risks. Without implicit agreements for
long-term employment and real wage stability, their specific skills will
be under-supplied. Employers' promises are not, however, sufficiently
credible by themselves. This is why social protection as governmental
policy becomes critical.

Original version prepared for presentation at the 95th American Political Association
Meeting at the Atlanta Hilton and the Marriott Marquis, 2-5 Sept. 1999. We wish to thank
Robert Fannion for his excellent research assistance. Thanks also to Paul Pierson and the
participants at the European Political Economy Workshop at the Center for European
Studies, 5-6 Nov. 1999 for many helpful comments. Torben Iversen gratefully acknow-
ledges financial support from the Hoover Institution while working on this paper.

1 For a discussion of complementarity, see the Introduction to this volume.

4
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The upshot of this chapter is that the shape of social protection has
bearings on national competitive advantage in international markets and
choice of product market strategies. Relative abundance in certain skills
in a given country constitutes a comparative advantage for firms in that
country. But relative abundance in, for instance, a highly flexible multi-
skilled workforce does not simply come by as an accumulative result
of individual firms' decisions. Firms' product market choices are con-
strained by the availability of necessary skills. Availability of specific
skills, in turn, requires appropriate forms and levels of social protection.2

Institutional differences that safeguard returns on specific skills explain
why workers and employers invest more in specific skills. The absence
of such institutions, in countries such as the USA and UK, gives workers
a strong incentive to invest in transferable skills. In such an environment,
it then also makes more economic sense for firms to pursue product
market strategies that use these transferable skills intensely.

We refer to the set of product market strategies, employee skill trajec-
tories, and social, economic, and political institutions that support them,
as welfare production regimes. A primary objective of this chapter is there-
fore to identify the main varieties of welfare production regimes and
their consequences for distribution and economic outcomes. In the
rapidly growing 'varieties of capitalism' literature, production regimes
are conceptualized as institutional complementarities that reinforce one
another and particular ways of producing and competing in international
markets (cf. Hollingsworth and Boyer 1997; Kitschelt et al. 1999b;
Hall and Soskice, this volume). We contend that the welfare state can
also be understood as a complement in national production systems. Our
chapter thus is part of the new efforts to understand the link between
models of capitalism and welfare states (Swenson 1997, forthcoming;
Mares 1998; Scharpf and Schmidt 2000; Estevez-Abe 19990; Huber and
Stephens 2001).

The model of micro-level links between skills and social protection we
develop in this chapter has important policy implications. First, our
model predicts what types of political alliance are likely to emerge in sup-
port of a particular type of social protection. For example, in economies

2 We are not arguing that social protection is the sole institution that makes a particular
skill formation possible. Other institutions are also necessary: for instance, in the case of
industry skills, strong employer associations are needed to develop agreed vocational
training standards; and in order for the social protection institutions to function effectively
strong employee representative organizations are required. Furthermore, different product
market strategies require access to different kinds of finance: the longer term the commit-
ments companies have to make, the longer term the finance has to be. Thus a range of
complementary institutions need to be in place.
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where companies engage in product market strategies that require a com-
bination of firm- and industry-specific skills, and where a large number
of workers invest in such skills, a strong alliance between skilled work-
ers and their employers in favor of social protection advantageous to
them is likely to emerge—even if this means reducing job opportunities
for low-skilled workers. By contrast, where business has no common
interest in the promotion of specific skills, it will have no interest in
defending any of the three components of social protection (cf. Mares, this
volume). Second, we show that different systems of social protection have
deeper ramifications for inequality than commonly assumed. Some skill
equilibria—sustained by different systems of social protection—produce
more inequalities based on the academic background of workers, while
others produce more inequalities based on gender.

That said, it should be emphasized here that our model is not intended
to explain the origin of specific social policies. Although our model helps
understand intra-class differences in policy preferences, we do not claim
to make a historical argument about origins.3 The path-breaking work
by Mares (1998) and Swenson (1997, forthcoming) shows the potential
insights that can be gained from studying questions about origins from
a political economy perspective of the sort we advocate here. But this is
not a study of origins.

The chapter is divided into four sections. Section 4.2 outlines the basic
argument. Section 4.3 ties the welfare-skill links to broader issues of
income inequality across different groups of citizens. Section 4.4 provides
empirical support for our argument. The final section concludes.

4.2 Product Market Strategies, Skill Types,
and the Welfare State

We explore the logical links between product market strategies and their
welfare implications in two steps. First, we identify three types of skills
and argue that different product market strategies are facilitated by a
workforce with particular skill profiles. Second, we then spell out how
different types of social protection influence the propensity of individ-
uals to invest in particular skills, which, in turn, determines the skill
profile of an economy.

3 There is a significant amount of work that evaluates the role of business in shaping
welfare policies, although authors disagree in terms of the actual influence of economic
interests (cf. Skocpol and Ikenberry 1983; Skocpol and Amenta 1985; Quadagno 1984;
Martin 1995; Pierson 19956, 1996s; Hacker and Pierson 2000; Mares 1998; Estevez-Abe
1999b).
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4.2.1. Skills and Product Market Strategies

This chapter distinguishes three types of skills associated with different
product market strategies: (i) firm-specific skills; (ii) industry-specific
skills; and (iii) general skills.4 These skills differ significantly in terms of
their asset specificity (i.e. portability). Firm-specific skills are acquired
through on-the-job training, and are least portable. They are valuable to
the employer who carried out the training but not to other employers.
Industry-specific skills are acquired through apprenticeship and voca-
tional schools. These skills, especially when authoritatively certified, are
recognized by any employer within a specific trade. General skills, recog-
nized by all employers, carry a value that is independent of the type of
firm or industry. Of course, any actual production system will involve
all three types of skills to some degree. Nonetheless, we can characterize
distinctive product market strategies based upon the 'skill profile' they
require.

A Fordist mass production of standardized goods does not require a
highly trained workforce. Production work is broken into a narrow range
of standardized tasks that only require semi-skilled workers. Traditional
US manufacturing industries such as automobile and other consumer
durables fall into this category. There is, however, a variant of mass
production called diversified mass production (DMP). The DMP strategy,
in contrast, aims at producing a varied range of products in large
volumes. Japanese auto-makers and domestic electronic appliances in-
dustry are good examples. This production strategy depends on workers
capable of performing a wide range of tasks to enable frequent product
changes in the line (Koike 1981). Workers are also expected to solve prob-
lems that emerge in the production line themselves to minimize down-
time (Shibata 1999). The tasks these workers perform involve high levels
of knowledge about their company products and machineries in use, and
hence are highly firm-specific.

There are product market strategies that do not mass produce. One
strategy is a high-quality product niche market strategy. It requires a
highly trained workforce with industry-specific craft skills. The proto-
type of this production strategy does not involve any scale merit, and

4 Our framework builds upon Gary Becker's distinction between general and specific
skills (1964: ch. 3). In Becker's definition, firm-specific training increases productivity only
in the firm where training takes place. General training, in contrast, raises productivity
equally in all firms. In an analogous manner, industry-specific training can be defined as
training that raises productivity in all firms in the industry, but not in other industries.
Firm-, industry-, and general skills are skills acquired through firm-specific, industry-
specific, and general training.
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the process tends to involve highly craft-intensive workshops. Custom-
made clothing, jewelry, and fine porcelain may be examples of such
production. Another strategy is a hybrid. It pursues high-quality product
lines, but takes the production out of small-scale craft shops in order to
increase the volume of production. Streeck (1992fr) calls this diversified
quality production. This production strategy requires firm-specific skills
in addition to high levels of craft skills. Germany is a prototype of this
type of production.

All the above strategies require firm-specific and industry-specific
skills to varying degrees. It is important, however, to note that relative
abundance of high levels of general skills (i.e. university and postgradu-
ate qualifications) brings comparative advantages in radical product
innovation. Let us take the example of the USA to illustrate this point. For
example, start-up software companies in the USA take advantage of a
highly flexible labor market with university-educated people combining
excellent general skills with valuable knowledge about the industry
acquired from switching from one job to another. Another example would
be American financial institutions, which have taken advantage of an
abundant supply of math Ph.D.s to develop new products such as deriv-
atives. Complex systems development (for e-commerce, for example),
biotechnology, segments of the telecommunications industry, and
advanced consulting services are other examples that fall into this class
of industries.

4.2.2 The Welfare-Skill Formation Nexus

We make the three following assumptions about workers' economic
behavior:

(i) People calculate overall return to their educational/training investment
before deciding to commit themselves. (The investment cost of further training
and education can be conceptualized in terms of zvages forgone during the period
of training and education, in addition to any tuition or training fees incurred.)

(ii) People choose to invest in those skills that generate higher expected
returns, provided that the riskiness of the investments is identical.

(Hi) Ceteris paribus, people refrain from investing in skills that have more
uncertain future returns (i.e. people are risk averse).

From these assumptions, it follows that a rational worker must consider
three factors in making skill investment decisions: (i) the initial cost of
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acquiring the skills as, for instance, when a worker receives a reduced
wage during the period of training; (ii) the future wage premium of
specific skills; and (iii) the risks of losing the current job and the associ-
ated wage premium.

The core skills required by an industry are critical for this analysis
because they vary in the degree to which they expose workers to the risk
of future income losses. Highly portable skills are less risky than highly
specific skills because in the former case the market value of the skill is
not tied to a particular firm or industry. Faced with future job insecurity,
a rational worker will not invest his or her time and money in skills that
have no remunerative value outside the firm or industry. In other words,
in the absence of institutional interventions into workers' payoff struc-
ture, general rather than asset-specific skill acquisition represents the
utility-maximizing strategy.

Let us now examine what types of institutions are necessary in order
to protect investments in asset-specific skills. We can distinguish three
different types of protection, which might be called employment protec-
tion, unemployment protection, and wage protection. Employment protection
refers to institutionalized employment security. The higher the employ-
ment protection, the less likely that a worker will be laid off even during
economic downturns. Unemployment protection means protection from
income reduction due to unemployment, and can thus reduce the uncer-
tainty over the wage level throughout one's career. Wage protection, finally,
is an institutional mechanism that protects wage levels from market
fluctuations. In this section, we first contrast the significance of employ-
ment protection and unemployment protection for firm-specific and industry-
specific skills. We will discuss wage protection in a separate section,
because it is generally not considered to be part of the welfare system.

Firm-specific skills are, ex hypothesi, worthless outside that specific
firm, and they therefore require a high level of employment protection in
order to convince workers to invest in such skills (Aoki 1988). Since
workers will only be paid the value of their non-firm-specific skills in
the external market, the greater their investment in specific skills the
greater the discrepancy between current wages and the wages they could
fetch in the external market. In order to invest heavily in firm-specific
skills, workers therefore need assurances that they can remain in the
company for a long enough period to reap the returns on such invest-
ments (see Lazear and Freeman 1996; Osterman 1987; Schettkat 1993). If
not, the expenditures of training must be commensurably lower, and/or
the premium on future wages higher. In either case, the cost of training
for the firm goes up, and it will offer less training.
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Because rational workers weigh higher expected income later in their
career against the risks of losing their current job, the only way to
encourage workers to carry a substantial part of the costs of firm-specific
training is to increase job security and/or reduce the insecurity of job
loss. Hence we can interpret institutionalized lifetime employment, or
subsidies to keep redundant workers within the firm, as safeguarding
mechanisms for firm-specific skill investment.

It should be noted here that this argument appears to conflict with
Becker's (1964) famous proposition that companies will pay fully for
company-specific skills, since they need to pay only marginally above
the market wage for the employee's marketable skills in order to retain
the employee, and can thus appropriate the full return on the invest-
ment.

Becker's argument, however, makes two critical assumptions that are
not generally satisfied. The first is that the acquisition of company-
specific skills does not reduce the maximum present value of the
employee's marketable skills, either marketable skills which the em-
ployee currently possesses or marketable skills in which the employee
will invest in at some future point. This assumption is reasonable where
relatively minor specific skills are concerned—for example, the under-
standing of specific office routines. It is implausible where the company-
specific skills constitute a major part of the employee's skill portfolio.
There are three broad reasons for this.

First, the greater the proportion of company-specific skills, the less
likely is the employee to use preexisting marketable skills; since most
skills are maintained by use, refreshment, and updating, the employee's
marketable skills will deteriorate. Second, after full-time education, a
large proportion of marketable skills are acquired by most employees at
low cost during their employment by doing different jobs (often within
the same company) and being taught, for example, the different software
packages which each job requires. If a company, however, invests heavily
in an employee's company-specific skills, the company is likely to want
the employee to focus on using those skills, hence not to move around.
Third, the greater the importance of company-specific skills across a
sector in general, the less valuable will marketable skills be to employees
in that sector. Workers will therefore only work for firm-specific skill
companies if they know the chances of job loss are very low, and this in
turn presupposes high employment protection.

A second critical assumption which Becker makes is that company-
specific skills confer no 'hold-up' power on employees. If they do, as is
often the case, then the ability of companies to appropriate the full return
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no longer holds, and then companies will seek credible guarantees from
their workforce. This typically involves cooperative arrangements with
unions, such as works councils, which in turn is made possible because
employees have made investments in company-specific assets. In order
to encourage employees to make these investments, employees require
some measure of credible protection.

For industry-specific skills, employment protection per se matters less.
If skills are truly specific only to the industry, not the firm, workers can
in principle move between firms without loss of income. Instead, what
becomes important for workers' incentives to invest in industry-specific
skills is the protection of 'skilled wages,' regardless of employment
status. Unemployment protection achieves this in part by securing
earning-related benefits and also by helping to keep the skilled wages
high even when the supply of skills exceeds the demand for those skills.
In part, generous unemployment protection is also important in so far
as it allows workers to turn down job offers outside their previous
industry or occupation. If compelled to accept a job offer outside the
worker's core competencies, either because of low benefits or a strict
requirement to accept almost any job offer, this undermines the worker's
incentives to invest in industry-specific skills.

A high replacement ratio, especially when the unemployment benefits
are earnings-related, rewards the worker for his or her specific skill
investment even when the worker is out of work. A high replacement
ratio also eliminates the downward pressure on specific skilled wages,
as unemployed skilled workers do not have to take job offers at
discounted wages. Benefit duration and the administration of require-
ments to accept a 'suitable job' further reinforce this mechanism. A longer
benefit duration permits the unemployed industry-specific skill-holders
enough time to find another job that matches their skills, especially if
they are permitted to turn down jobs that are outside their core compe-
tencies. This ensures that their reemployment will generate the same
skilled wages as before, simultaneously reducing downward pressures
on the skilled wages. In short, these two components of unemployment
protection—a high replacement ratio and 'secure' benefits — guarantee
return on skill investment sufficient to compensate for economic fluctu-
ations.

For firms pursuing product market strategies which depend heavily
on firm- and industry-specific skills, promise of employment and unem-
ployment security can thus provide a cost-effective path to improving
the firms' competitive position in international markets (cf. Ohashi and
Tachibanaki 1998; Koike 1994). Contrary to conventional neoclassical
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theory, which sees efforts to increase protection against job loss as an
interference with the efficient operation of labor markets, measures to
reduce future uncertainty over employment status—hence uncertainty
over future wage premiums—can significantly improve firms' cost
effectiveness (Schettkat 1993). And the more successful these firms are,
the greater their demand for specific skills. We are in a specific skills
equilibrium.

If there is little protection built into either the employment or the
unemployment system, the best insurance against labor market risks for
the worker is to invest in general, or portable, skills that are highly
valued in the external labor market. If general skills are what firms need
for pursuing their product market strategies successfully, low employ-
ment protection can thus give these firms a competitive edge. Indeed, if
most firms are pursuing general skills strategies, then higher protection
will undermine workers' incentives to invest in these skills, without
significantly increasing their appropriation of specific skills (because
there is little demand for such skills). In this general skills equilibrium
the neoclassical efficiency argument for little protection is more valid.5

The predictions of the argument are summarized in Fig. 4.1, which
identifies the four main welfare production regimes and gives an empir-
ical example of each (discussed below). The empirical details will be
discussed in section 4.4.

4.2.3 Wage-Bargaining Institutions and Wage Protection

The previous section argued that the greater the uncertainty attached
to employment in the use of particular skills the greater the incentive to
invest in general skills which permit mobility. The proper calculation
relates to the uncertainty of income, namely employment multiplied by
earnings. If there is uncertainty in the earnings from particular skills, this
is as much of a disincentive to sink investments in those skills as uncer-
tainty in employment.

We suggest that some wage determination systems provide what we
call wage protection. Wage protection reinforces the effects of employment
and unemployment protection by reducing the risk that the wage levels for
specific skills might drop radically in the future. In other words, wage

5 Since the general skills are portable, there is no risk associated with separation from
current employer. See Gary Becker (1964). This does not mean that high turnover in coun-
tries with more general skills does not produce negative welfare consequences from the
economy-wide efficiency perspective. For an interesting elaboration on this issue, see
Chang and Wang (1995).
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FIG. 4.1 Social protection and predicted skill profiles

protection makes it possible for workers to calculate viable lifelong earn-
ings if they were to invest in specific skills. This possibility is arguably
as important as employment and unemployment protection in making
sunk investments in human capital. In the absence of a credible lifetime
earnings, any major investment in specific skills is unlikely to result.
Thus the wage determination system should be seen by political econo-
mists not just in macroeconomic terms but as a critical linking institu-
tion between the welfare state and the production regime. Just as the
nature of employment and unemployment protection is contingent on
the type of skill investments, so too is wage protection.

At a rough first cut, then, it is necessary to provide wage protection
in order to induce front-end investments in company- or industry-
specific skills. The natural interpretation of a wage protection system is
where wage determination provides a broadly stable proportionate
distribution of earnings across different occupations. This is the result
when there is a high degree of coordination in a system of wage deter-
mination. Thus institutionally we would expect to find coordinated
wage-bargaining systems in economies in which specific skills are impor-
tant, and non-coordinated systems where they are not. And in terms of
outcomes we would expect to find stable distributions of earnings across
occupations in the first, but not necessarily the second case.

There is one complication to the above which is worth noting. A
distinction can be made between wage protection for the employed and
for the unemployed: for the employed wage protection means simply
that wages do not fall out of line with wages in other occupations. For
the unemployed, a natural definition of wage protection is that there is
some guarantee that the wage at which the unemployed person is rehired
is the same as the wage at which he or she was previously employed.
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(The unemployment benefit, it will be remembered, is part of unem-
ployment protection.)

As far as the three cases of industry-specific, industry- and company-
specific, and general skills are concerned, employed wage protection and
unemployed wage protection are the same. In the first two cases, they
are both high; in the third case they are both low. But in the case of
company-specific skills employed wage protection is high but unem-
ployed wage protection is low. This mirrors the (very) high employment
and low unemployment protection in the Japanese case. And it can be
explained in the same way: if an employee has a 'lifetime' employment
and employed wage protection guarantee, at least so long as he works
effectively, this constitutes an effective incentive for the potentially
responsible employee to invest appropriately in company-specific skills.
Low unemployment and unemployed wage protection serve as a dis-
incentive to leave the company or to work in such a way as might lead
to dismissal.

The association between skills and wage-bargaining has implications
for the distribution of earnings. Wage-bargaining systems have conse-
quences for the wage structure for three associated reasons. First, as
implied by our argument, intra-occupational compression of wages
serves as a complement to employment and unemployment protection
because it helps insure against a big drop in income if a worker loses
her job. Secondly, to the extent that collective bargaining systems are
designed to prevent poaching, they limit the ability of individual firms
to pay wages that are significantly above the negotiated rate. The third
reason has to do with the effect of collective bargaining arrangements on
the relative bargaining power of different income groups. Collective
bargaining at the industry or higher levels brings diverse income groups
into a collective decision-making process, and this affords low-income
groups opportunities to influence the distribution of wages that they lack
in more fragmented systems.

4.3 Self-reinforcing Inequalities and Political Preferences

So far the discussion has focused on the efficiency aspects of social
protection. In this section we extend the core argument to unravel two
sets of previously neglected logics by which welfare production regimes
perpetuate inequalities. First, we point out that general skill systems are
more likely to create a 'poverty trap.' Second, we cast light upon the
gender inequality consequences of different product market strategies.
Finally, we discuss how these distributive implications of different
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welfare state regimes are reproduced and perpetuated through distinct
patterns of political support for social protection.

4.3.1 Distribution, Poverty Traps, and Product
Market Strategies

Our argument has far-reaching implications for equality and labor
market stratification, some of which are poorly understood in the existing
welfare state literature. Product market strategies that rely on high levels
of industry-specific and firm-specific skills are likely to create more egal-
itarian societies than product market strategies based on general skills.
They therefore help us understand large and persistent cross-national
differences in the distribution of wages and incomes. The existing liter-
ature can only account for these differences in so far as they are caused
by redistributive state policies. This is far too narrow an approach. We
contend that most inequalities result from particular welfare production
regimes (i.e. combinations of product market strategies, skill profiles, and
the political-institutional framework that supports them).

The basic logic of our argument is straightforward. We argue that
different skill systems and accompanying training systems have impor-
tant economic implications for those who are academically weak and
strong respectively. For the bottom one third, or so, of the academic
ability distribution, a highly developed vocational training system offers
the best opportunities for students to acquire skills that are valued by
employers. When entry into vocational training is competitive, these
students have an incentive to be as good as they can academically in
order to get into the best training programs with the most promising
career prospects (Soskice 1994fr). Therefore, countries with well-devel-
oped (and competitive) vocational training systems provide a stable
economic future even to those students who are not academically strong.
General education systems, in contrast, offer these students relatively few
opportunities for improving their labor market value outside of the
school system. As a result, there are fewer incentives for them to work
hard inside the school system.

In firm-specific skill-training systems, employers develop strong stakes
in overseeing the quality of potential employees (i.e. trainees) and devel-
oping clear job entry patterns.6 Since employers are committed to make

6 It is worth noting that monitoring the quality of the general education system becomes
important where a lot of human capital investment takes place beyond the general educa-
tion system, because poor general education increases the cost of training workers in
industry-specific and firm-specific skills.
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significant initial human capital investment in new job entrants, they will
be interested in monitoring the quality of the pool of the new school
leavers. As a result, they are likely to establish a working relationship
with various schools for systematic hiring of new school leavers. Since
employers in a firm-specific skill system carry out initial job training,
new school graduates have a chance of building careers as skilled
workers. This gives young schoolgoers a strong incentive to work hard
in school. The 'from-school-to-work' transition is likely to be more insti-
tutionalized (Dore and Sako 1989).

Similarly, in the case of industry-specific skills where employers are
involved, employers take an interest in ensuring the quality of vocational
training and the certification of skills (Finegold and Soskice 1988). In
these systems, education-work transition is also relatively institutional-
ized (Ni Cheallaigh 1995; Blossfeld and Mayer 1988).

In general skill regimes, in contrast, the 'from-school-to-work' transi-
tion is less institutionalized (see Allmendinger 1989). Hiring is more
flexible. Employers hire new job entrants with different educational back-
grounds. Promotion and opportunities for further skill training are them-
selves contingent upon the job performance of the worker. There is not
so much initial human capital investment by employers as there is in
firm-specific skill systems. Because of the absence of a clear vocational
track, systems based on general skills therefore tend to disadvantage
those who are not academically inclined. Regardless of the presence or
absence of vocational schools and apprenticeship programs, for
employers who emphasize general skills a certificate from a vocational
school does not add much value to the worker. Potential workers there-
fore have to demonstrate their competence in terms of general scholarly
achievement, and getting a tertiary degree becomes an essential compo-
nent. Because there is a hierarchy of post-secondary schools, if the
student thinks there is a possibility of making it into the tertiary educa-
tional system, he or she has a strong incentive to work hard. For those
who are not academically inclined, by contrast, the system produces the
unintended consequence of undermining the incentive to work hard in
school. In the absence of a specialized vocational track, unless a student
believes that he or she can make the cut into college, there is not much
gained by being a good student.

In short, in general skill systems, since the completion of elementary
and secondary school does not qualify them for a vocational certificate
that leads to secure jobs, academically weak students face lower returns
from their educational investment. Since the opportunity for vocational
training—both on the job and off the job—for these students will remain
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low, it creates an impoverished labor pool. In contrast, at the top end
of the ability distribution, a general education system offers the larg-
est returns to those with advanced graduate and postgraduate degrees.
These returns tend to be more modest in specific skills systems because
a large number of companies depend more on industry-specific and
firm-specific skills than professional degrees or broad academic qualifi-
cations. General skill systems, therefore, reward those students who are
academically talented in terms of labor market entry. Distribution of
academic aptitude thus translates into distribution of skills, and conse-
quently into a very skewed distribution of earnings. As a consequence,
academically weak students in general skill regimes are worse off than
their counterparts elsewhere: they are more likely to be trapped in low-
paid unskilled jobs.

4.3.2 Gender Equality and Skill Types

Compared to men, women face an additional set of issues when making
skill investment choices (see Estevez-Abe 1999b). In addition to the prob-
ability of layoff, women have to take into consideration the likelihood of
career interruption due to their role as mothers (see Daly 1994; Rubery
et al. 1996). For a woman to invest in specific skills, she has to be assured
that potential career interruptions will not (i) lead to dismissal; or (ii)
reduce her wage level in the long run. A high probability of dismissal
reduces the incentives to acquire firm-specific skills. A high probability
of reduction in wages after becoming a mother—because of time off due
to childbirth and -rearing—reduces the incentives to invest in either
firm-specific or industry-specific skills.

For women, therefore, employment protection necessarily involves
two factors in addition to the employment and unemployment protection
discussed earlier. These two factors are (i) protection against dismissal,
such as maternity, parental, and family leave policies; and (ii) income
maintenance during leaves and guarantees of reinstatement to the same
job at the same wage level upon return to work.

As for industry-specific skill investments, leave programs and gen-
erous income maintenance during the leave function in the same way as
unemployment protection for male skilled workers. A higher wage
replacement ratio thus encourages specific skill investment. Firm-specific
and industry-specific skills again require slightly different institutional
guarantees. While income maintenance during leave is sufficient for
industry-specific skills, firm-specific skill investment by women faces
another issue. In firm-specific skill regimes, reinstatement to the original
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job after the leave means that women fall behind their male cohort in
skill formation and promotion. This means that despite generous income
replacement during the leave, time off due to childbirth and -rearing
reduces women's overall earnings. The very fact that the child-rearing
years for women coincide with the critical early years of employment
compounds the problem. Therefore, for women to invest in firm-specific
skills, affordable childcare is more important than a family leave policy.

In short, compared to men, it takes more institutional support to
encourage women to make specific skill investments. This means that
employers' incentives differ significantly from the earlier descriptions
of employment and unemployment protection. From the employers'
perspective, it costs more to provide incentives for women to invest in
specific skills than it does for men (Spence 1973). Not only do additional
income maintenance and childcare create a greater financial burden, but
they come with the organizational cost of hiring replacement workers
during regular workers' maternal and childcare leaves. And not only
is it expensive to hire highly skilled workers as replacement workers, but
it is also very difficult to seek those skills in the external labor market—
especially in the case of firm-specific skills.

Given these additional financial and organizational costs, employers
are unlikely to support family leave or childcare programs except under
two circumstances: (i) when someone other than the employer covers the
program expenses; or (ii) when there is an acute shortage of men willing
to invest in the skills they need.

From a woman's perspective, this means that it does not pay to invest
in skills for which there is an abundant supply of males. Even if a woman
invests to acquire a specific skill, as far as there is an abundant supply
of male skilled workers, her skill investment will not be protected to the
same degree as men's. Given this situation, women are more likely than
men to invest in general skills. Furthermore, even women who are
willing to invest in skill training will rationally choose trades and profes-
sions where there are few men. Hence a vicious cycle of occupational
segregation of women arises. In countries where there is an established
vocational training system, women's enrollment choices will reflect
women's tendency to avoid 'male jobs.'

In short, product market strategies that rely on firm-specific and
industry-specific skills are more gender segregating than product market
strategies based on general skills. As we argued, general skills provide
more flexibility without penalizing career interruptions, precisely
because they do not require any external guarantee and reinforcement.
We can thus predict that economies with a large presence of companies
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with specific skill strategies demonstrate high occupational gender segre-
gation, while general skill systems are more gender neutral.

4.3.3 Employers, Core Workers, and Median Voters

The argument presented so far explains the complementarity between
different combinations of welfare programs and product market strat-
egies, and their distributional implications. From this, it follows that
rational employers who pursue distinctive product market strategies can
benefit from welfare programs and policies that favor their production
strategy. Complementary welfare programs and policies reduce
employers' cost of providing adequate rewards to persuade workers to
invest in the skill required for specific product market strategies. We can
assume, as in the case of workers, that employers are rational and that
they are aware of the incentive structure affecting workers' skill invest-
ment decisions. In other words, a rational employer who is interested in
specific skills will support policies that ensure an adequate return for
workers who make investments in those skills. Given such benefits,
employers are likely to develop preferences for the 'right' sets of
programs and policies (Mares 1998, this volume; Swenson 1997; Estevez-
Abe 1999fl). Similarly, rational workers who have made investments in
specific skills will prefer welfare programs and policies that reward and
protect these investments in the future (Iversen and Soskice 2000).

One of the most salient divisions in employers' preferences over types
of social protection is firm size (Mares 1998). Small firms are more severely
affected by restrictions on their ability to hire and fire because they do
not have the same organizational capacity to adapt to the business cycle
as do large firms. Moreover, small firms with limited R&D capacity typ-
ically depend more on industry technologies and skills than do large
firms, which are often in a position to develop proprietary technologies
based on their own R&D effort. Depending on their particular product
market strategy, and hence skill needs, large firms are therefore more
likely to favor high employment protection than small firms, who tend
to view such protection as an unnecessary financial burden and exces-
sive restriction on their manpower flexibility. For small firms a much
more important resource in developing a healthy supply of workers with
the appropriate industry-specific skills is generous and publicly financed
unemployment benefits. This allows small firms to 'park' some of their
skilled workers in the unemployment-benefit system during downturns,
without undermining the incentives of workers to invest in relevant
skills.
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Particular welfare programs and policies also have advocates among
workers. Workers who have invested in asset-specific skills have vested
interests in retaining institutions that protect the value of these assets.
Such support will tend to be much lower among workers with heavy
investments in general skills since these workers share equally in the
costs of social provision, yet are less likely to benefit from social protec-
tion. The presumed negative relationship between income and support
for social protection, as implied by a standard Meltzer-Richards median
voter model (Meltzer and Richards 1981), is thus mediated by the asset
specificity of workers' skill investments (Iversen and Soskice 2000).
Consequently, the greater the significance of a specific skill system in
the overall national employment structure, the greater the number of
workers who possess the 'key skills/ and the more likely it is that the
median voter would be someone with an interest in supporting generous
social protection. Because the interests of these workers would be well
aligned with most employers, there would be a formidable political coali-
tion in favor of retaining and strengthening existing institutions.7

We can find empirical examples of such cases in northern Europe and
Japan. For instance, employers and unions in Germany and the Nordic
countries collaborate in setting industry-specific skilled wages, and
unions intervene to maintain earnings of skilled workers by means of
combining welfare benefits and wages. In so far as industry-specific skills
are core skills in a particular economy, not only are the key private unions
likely to protect favorable institutions in place but the proportion of the
skilled workers in the overall voting population is likely to be signifi-
cant. Those not possessing the core skills would be shot out of the most
attractive jobs, and in many specific skills countries this has meant a
secondary position for women in the labor market.

In Japan, where a large number of employers rely on firm-specific
skills, employers advocate wage subsidies during economic downturns
in order to avoid layoffs. Japanese unions, composed by protected core
workers from large corporations, support these policies. In Germany,
where large manufacturers rely on a combination of firm-specific and
industry-specific skills, we also observe that large German employers
and unions are interested in minimizing layoffs. Like Japan, Germany
provides wage subsidies from the unemployment insurance in order to
reduce layoffs. The Mittelstand sector of small firms complain about the

7 For detailed empirical support for this hypothesis see Iversen and Soskice (2000), who
use comparative public opinion data to show the effects of skill type on social policy pref-
erences among mass publics.
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costs of these protections, and advocate deregulation of hiring and firing
rules, but they have not been able to impose their preferences on the
German political economy (Thelen and Kume 1999a).

In contrast to firm-specific and industry-specific skills, general skills
do not require any institutional guarantee. Indeed, employment and
unemployment protection undermines the incentives of workers to
invest in general skills. Employers pursuing product market strategies
based on general skills thus have no incentive to support either the
employment or unemployment protection we discussed above. Because
the median voter tends to have a good general education and under-
stands that expanding benefits and job security can have adverse effects
on competitiveness, such opposition is likely also to carry the day in elec-
toral politics. We might therefore expect that countries where the dom-
inant product market strategy is based on general skills will have meager
employment protection and unemployment benefits. The USA and UK
provide good examples here.

4.4 Comparative Patterns

Our argument implies a tight coupling between employment protection,
unemployment protection, and skill formation. The dominant mode of
firm structure, as well as circumstances in the historical development
of different welfare production regimes, have led some countries to em-
phasize employment protection over unemployment protection, or vice versa.
As we noted in the theoretical discussion, political opposition to strong
employment protection legislation will be greater in countries with a high
proportion of small firms.

The predictions of our model are summarized in Fig. 4.1 above. When
neither employment nor unemployment protection is high, workers have
a strong incentive to protect themselves against labor market insecur-
ities by investing heavily in highly portable skills. Since workers are
reluctant to take on specific skills in this scenario—or at least unlikely
to share much of the cost of training such skills—firms have an incen-
tive to use technologies that rely least on specific skills. This, in turn,
increases demand for general skills, and availability of general skill jobs
makes general education more attractive for workers, thus creating a self-
reinforcing dynamic. In this case we expect skill profiles to be heavily
tilted toward general and broad occupational skills, with a weak or
absent vocational training system.

When employment and unemployment protection are both high, on
the other hand, workers will find it more attractive to invest in firm- and
industry-specific skills. In turn, this makes it more cost-efficient for firms
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to engage in production that require large inputs of labor with specific
skills. As firms specialize in this type of production, the job market for
general skills shrinks. Note here that a standard trade argument supports
the idea of self-reinforcing dynamics in both types of systems: institu-
tional comparative advantage makes an intensive use of relatively more
abundant skills an efficient production strategy.

Yet, not all countries necessarily conform to these two ideal types.
Where companies can offer very high levels of job protection and a large
and attractive internal labor market, firm-specific skill formation can
flourish in the absence of strong unemployment protection (represented
by the south-east corner of Fig. 4.1). If career opportunities are extensive
within the firm, and if the firm makes credible commitments to job secur-
ity, the external labor market will be small and workers will have an
incentive to take advantage of internal career opportunities by investing
in company-specific skills. This, essentially, is the Japanese situation (see
Aoki 1988; Koike 1981). In most other cases, firms neither have the size
nor the resources and institutional capacity to commit credibly to life-
time employment. It is for this reason that we would ordinarily expect
the development of firm-specific skills to be coupled with generous
protection against unemployment.

On the flip side of the Japanese system, we find welfare production
regimes with extensive unemployment protection, but low or only
modest employment protection. Especially in economies dominated by
small firms, with small internal labor markets and little organizational
capacity to adapt to business cycles, employment protection is a costly
and unattractive option for employers. Denmark is an archetypal
example of an economy with a small-firm industrial structure. Yet, gen-
erous unemployment protection for skilled workers is still a requisite for
workers to invest in industry-specific skills in these cases, much the same
way as employment protection is a requisite for investment in firm-
specific skills. In effect, unemployment protection increases employment
security within the industry, as opposed to security within a particular
firm. At a high level of abstraction, therefore, the industry in a country
with high unemployment and low employment protection becomes func-
tionally equivalent to the firm in a country with low unemployment and
high employment protection.

4.4.1 Measuring Protection

There are no direct measures of job security, such as the risk of non-
voluntary dismissals, that can be used consistently across national cases.8

8 See OECD (1997c: 147) for a discussion of these measurement problems.
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However, a series of indirect measures pertaining to legal and quasi-legal
rules governing individual hiring and firing have been developed by
the OECD to gauge the strictness of employment protection legislation
(EPL). The composite EPL index is based on provisions in the legal code
as well as in collective bargaining agreements, hereunder what consti-
tutes just cause for dismissals, required length of advance notice, man-
dated severance pay, compensation for unfair dismissals, the rights of
employee representatives to be informed about dismissals and other em-
ployment matters, and the rights of workers to challenge dismissals in
the courts. The OECD constructed this index to reflect as accurately as
possible the costs to employers of dismissing workers, and this is directly
relevant to our argument since such costs can be seen as a measure of
employer commitment to retain the workers they hire.

The composite EPL index is constructed for both regular and tempor-
ary employment, but our argument is only relevant for the former since
neither employers nor employees have much of an incentive to invest
in firm-specific skills when employment is time-limited. The regular
employment EPL index is calculated for two periods, the late 1980s
and the late 1990s, but since it is nearly perfectly correlated between
the two periods (r = 0.99) we have simply used an average (shown in the
first column of Table 4.1). The index is based on the regulation of indi-
vidual contracts and does not incorporate measures for protection
against collective dismissals. In OECD's latest update of the index (OECD
Employment Outlook 1999) a separate index was created to reflect the
regulation of collective dismissals, which is shown in the second column
of Table 4.1.

Neither of the OECD measures fully takes into account the employ-
ment protection that is built into the firm governance structure or into
the workings of the industrial relations system. As the OECD acknow-
ledges, 'non-legislated employment protection tends to be more difficult
to measure and may therefore be under-weighted' (OECD Employment
Outlook 1999: 51). Japan illustrates the problem because companies in
Japan offer greater protection against dismissals for their skilled workers
than the EPL index would suggest (see OECD Employment Outlook 1994:
79-80). Indeed, dismissals and layoffs are extremely rare in Japan
compared to other countries (OECD 1997c: table 5.12).9 Instead, large
Japanese firms engage in special workforce loan practices with their
suppliers, called 'Shukko', which enable them to retain workers during

9 These data are not fully comparable across countries, but the figure for Japan is of an
order of magnitude smaller than in any other country for which data are available.
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TABLE 4.1 Employment protection in eighteen OECD countries

165

Sweden

Germany

Austria

Italy

The Netherlands

Japan

Norway

Finland

France

Belgium

Denmark

Switzerland

Ireland

Canada

New Zealand

Australia

United Kingdom

United States

(1)
Employment

protection

legislation

(EPL)a

2.8
2.8
2.6
2.8
3.1
2.7
2.4
2.4
2.3
1.5
1.6
1.2
1.6
0.9
1.7
1.0
0.8
0.2

(2) (3) (4)
Collective Company-based Index of

dismissals protection' employment

protection11 protectiond

4.5
3.1
3.3
4.1
2.8
1.5
2.8
2.4
2.1
4.1
3.1
3.9
2.1
3.4
0.4
2.6
2.9
2.9

3
3
3
2
2
3
2
2
2
2
2
2
1

1

1

1

1

1

0.94
0.86
0.84
0.81
0.80
0.76
0.66
0.64
0.61
0.56
0.53
0.49
0.36
0.30
0.29
0.27
0.25
0.14

a Index of the 'restrictiveness' of individual hiring and firing rules contained in legislation and
collective agreements (high numbers mean more restrictive regimes). Weight: 5/9.

b Index of the 'restrictiveness' of collective dismissal rules contained in legislation and collec-
tive agreements (high numbers mean more restrictive regimes). Weight: 2/9.

c Measure of company-level employment protection based on three criteria: (i) the presence of
employee-elected bodies with a significant role in company manpower decisions; (ii) the exis-
tence of strong external unions with some monitoring and sanctioning capacity (especially
through arbitration); and (iii) the systematic use of employee-sharing practices between parent
companies and subsidiaries or across companies. Where at least two of these conditions are met
to a considerable degree, we assigned a score of 3; where all three are largely absent, we assigned
a score of 1. Intermediary cases were assigned a score of 2. The French case has been assigned
a score of 2 even though company-level protection is weak. The reason is that the Inspectoral
du Travail can and does intervene to prevent redundancies, and this is not captured by OECD's
legal measure of employment protection. Weight: 2/9.

d Weighted average of columns (1) — (2) after each indicator has been standardized to vary
between 0 and 1.

Sources: OECD Employment Outlook (1998: 142-52, 1999); Income Data Services (1996); Soskice
(1999).
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recessions. In other countries, and to some extent also in Japan, firms
have to consult with works councils or other employee representative
bodies before making decisions about layoffs, and often industry unions
are in a strong position to oppose collective layoffs. This is only partly
reflected in the EPL index since it considers only the need for firms to
notify works councils or unions about impending dismissals—not the
power of unions or works councils to prevent or modify the implemen-
tation of decisions to dismiss.

We have captured these 'private' employment protection arrangements
in column 3 of Table 4.1 by a simple index that measures the strength of
institutions and practices at the firm level that increase the job security
of especially skilled workers in a company. The measure is based on three
criteria: (i) the presence of employee-elected bodies with a significant role
in company manpower decisions; (ii) the existence of strong external
unions with some monitoring and sanctioning capacity (especially
through arbitration); and (iii) the systematic use of employee-sharing
practices between parent companies and subsidiaries or across com-
panies. Where at least two of these conditions are met to a considerable
degree, we assigned a score of 3; where all three are largely absent, we
assigned a score of 1. Intermediary cases were assigned a score of 2. With
the exception of Japan the index of company-based protection is consis-
tent with the rank-ordering implied by the composite index.

The final column combines the OECD and company-based measures
in a composite index that captures both the legal and more informal
aspects of employment protection. The index is a weighted average with
the following weights: 5/9, 2/9, and 2/9. The first two weights are
adopted unchanged from OECD's own weighing scheme (OECD Employ-
ment Outlook 1999: 118), and reflect the fact that collective dismissal rules
tend to build on individual dismissal rules, which are already part of the
EPL index. Since the influence of employee representative bodies over
firm-level manpower decisions is also partly captured by the EPL index,
we assigned the same (low) weight to the company protection indicator.
We feel that the resulting index of employment protection is about as
accurate as possible, and although some would quibble with the assign-
ment of weights the relative numbers are not very sensitive to changes
in these weights.

Looking at the ranking of countries, it is not surprising to find the
Anglo-Saxon countries at the low end, and Japan and many of the conti-
nental European countries at the high end of protection. Belgium,
Denmark, and Switzerland are in the lower half of the table, most likely
because these countries have relatively large small-firm sectors, but in
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terms of actual numbers the break in the employment protection index
is between this group of countries and the Anglo-Saxon countries.

The measurement of unemployment protection is more straightfor-
ward, although there are some non-trivial issues concerning the admin-
istration of unemployment-benefit systems. The most obvious indicator,
and the most commonly used, is unemployment replacement rates; i.e.
the portion of a worker's previous wage that is replaced by unemploy-
ment benefits (see column 1 of Table 4.2). We are here considering a
'typical' worker, defined as a 40-year-old industrial production worker,
'averaged' across several different family types (single, married to work-
ing spouse, and married to non-working spouse), and we are looking at
net replacement rates where cross-national differences in tax systems and
non-income subsidies for unemployed have been adjusted for (such as
rent support). Given that taxation of unemployment benefits varies
considerably across countries, gross replacement rates (for which much
more detailed data exist) can be quite misleading.

As in the case of employment protection, the Anglo-Saxon countries
again score at the bottom. But note that the three continental European
countries falling in the lower half of the employment protection index
—Belgium, Denmark, and Switzerland—now figure at or near the top
of the table. On the other hand, two countries—Italy and Japan—have
very low replacement rates compared to their position on the employ-
ment protection indicators. The pattern is broadly similar, though not
identical, when we look instead at the actual amount of money the
government spends on unemployment benefits (as a share of GDP),
compared to the number of unemployed people (as a share of the popu-
lation). As before, the three countries in northern Europe with relatively
low employment protection are among the five countries with the most
generous unemployment-benefit systems.

Table 4.2 also includes a more qualitative measure of the administra-
tion of unemployment benefits: the restrictiveness of the definition of a
'suitable job.' All national unemployment systems stipulate that in order
to receive benefits a person cannot refuse a 'suitable' job, but what consti-
tutes a 'suitable job' varies significantly from one system to another. In
principle, such variation is important for our purposes. For example, if
a skilled worker is required to take any available job, regardless of
whether it is commensurable with the worker's skills, high unemploy-
ment benefits are of limited value from the perspective of reducing the
riskiness of specific skills investments. In practice it is difficult to get any
precise comparable figures for this variable. We therefore pieced together
only a very simple three-tiered classification based on a variety of
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TABLE 4.2 Unemployment protection in eighteen OECD countries

(1)
Net

unemployment
replacement

rates3

Denmark
The Netherlands
Switzerland
Belgium
Austria
Germany
Norway
Sweden
France
Finland
Ireland
Japan
Canada
New Zealand
Australia
Italy
United Kingdom
United States

60
58

(40)
57
43
43
40
30
48
45

(38)
10
32
31
32
5

23
14

(2)
Generosity

of
benefits'1

76
74
94
99
78
66
40
52
44
20
59
48
49
44
30
18
15
26

(3)
Definition

of
'suitable' jobc

3
3
2
2
3
3
3
3
2
2
1

2
2
1

1

2
1

1

(4)
Index of

unemployment
protectiond

0.91
0.89
0.86
0.82
0.81
0.77
0.64
0.63
0.54
0.43
0.37
0.33
0.30
0.27
0.22
0.18
0.11
0.10

3 Net unemployment replacement rates for a 40-year-old representative worker. Net figures for
Ireland and Switzerland are missing from the source and have instead been estimated by taking
gross replacement rates for these countries as proportions of average gross replacement rates and
then multiplying these proportions by average net replacement rates.

b The share of GDP paid in unemployment benefits as a percentage of the share of unemployed
in the total population. Average for the period 1973 - 89.

c Index that measures the restrictiveness of the definition of a 'suitable job' in the administra-
tion of benefits to unemployed. (1) Any job qualifies as a suitable job; (2) Skilled unemployed
are given some discretion in rejecting jobs they deem unsuitable to their skills, but choice is
restricted in time and/or to certain job categories; (3) Skilled unemployed exercise wide discre-
tion in accepting or rejecting jobs on the grounds of the suitability of the job to their skills.

d Average of columns (1) — (3) after each indicator has been standardized to vary between 0
and 1.

Sources: Col. 1: Restricted OECD data reported in Esping-Andersen (1999: table 2.2, p. 22); OECD,
Database on Unemployment Benefit Entitlements and Replacement Rates (undated). Col. 2: Huber et
al. (1997); OECD Economic Outlook (various years); OECD, Labour Force Statistics (various years).
Col. 3: OECD (1991: 199 — 231); European Commission, Unemployment in Europe (various years);
and national sources.
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national and international sources. Though basically reinforcing the
pattern revealed by the other two indicators, it does affect the rank-order
position of some countries slightly.

As in the case of employment protection, we combined the various
indicators into an index of unemployment protection (see column 4). With
the possible exception of Italy, this index gives a good sense of cross-
national differences in the extent of unemployment protection. The num-
ber for Italy probably underestimates the extent of protection because
of quasi-public insurance schemes that do not show up in the official
statistics. Thus, about a third of (mainly large companies) covered by
Casa Integrazione have replacement rates between 70 and 80 per cent,
and there are normally good unemployment-benefit schemes for artisans
(i.e. craftsmen) administered at the regional level by associations repre-
senting small firms, in cooperation with regional governments.10

4.4.2 Measuring Skill Profiles

Workers' skills are difficult to measure because they are not directly
observable. However, we can rely on a number of indirect measures. The
first is median enterprise tenure rates—the median number of years
workers have been with their current employer (based on national labor
force surveys). These numbers contain relevant information about the
firm specificity of skills because firms and individuals investing heavily
in such skills become increasingly dependent upon one another for their
future welfare. The greater the investment, the higher the opportunity
costs of severing the relationship, and the lower the incentive for either
party to do so. Indeed, short tenure rates may not only be an indicator
of the absence of firm-specific skills, but a positive measure of presence of
general skills. The reason is that general skills are developed in part by
accumulating job experience from many different firms.

The drawback of using tenure rates to measure firm-specific skills is
that they may also in part reflect the costs of dismissing workers as a
result of employment protection. However, if higher tenure rates were
unrelated to the extent of firm-specific skills, then the association
between employment protection and tenure rates would be weak at best
since most job switching is known to be voluntary. But, in fact, the cross-
national association between the two variables is rather high (r = 0.75),
and where data are available tenure rates are strongly negatively related
to quit rates. From this it seems clear that at least part of the effect of

10 We thank Michele Salvati for providing this information.
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TABLE 4.3 Skill profiles in eighteen OECD countries

Austria

Germany

Sweden

Norway

Belgium

Japan

Finland

Italy

France

Ireland

The Netherlands

Switzerland

Denmark

Canada

Australia

New Zealand

United
Kingdom

United States

(1)
Median

length of
tenure3

6.9

10.7

7.8

(6.5)

8.4

8.3

7.8

8.9

7.7

5.3

5.5

6.0

4.4

5.9

3.4

n.a.

5.0

4.2

(2) (3) (4) (5)
Vocational Vocational Upper- Skill profile6

training training secondary/
shareb systemc university

educationd

22

34

36

37

53

16

32

35

28

6

43

23

31

5

9

7

11

3

Dual
apprenticeship
Dual
apprenticeship
Vocational
colleges
Vocational
colleges
Mixed

Company-
based
Vocational
colleges
Company-
based
Company-
based
Weak

Mixed

Dual
apprenticeship
Mixed

Weak

Weak

Weak

Weak

Weak

71
6

81
13
74
13
82
16
53
11

n.a.
n.a.
67
12
38
8

60
10
50
11
62
22
80
10
66
15
76
17
57
15
60
11
76
13
86
26

Firm/industry/

occupational
Firm/industry/
occupational
Firm/industry/

occupational
Industry/
occupational
Industry/

occupational
Firm/

occupational
Industry/
occupational
Firm/

occupational
Firm/
occupational
Occupational/
general
Industry/

occupational
Industry/
occupational
Industry/

occupational
Occupational/
general
Occupational/
general
Occupational/
general
Occupational/
general
Occupational/
general
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employment protection on tenure rates must go through the effect of the
former on the stock of firm-specific skills. This interpretation is sup-
ported by considerable evidence showing tenure rates across industries
within countries to be closely associated with the skill intensity of these
industries (OECD Employment Outlook 1993: 141-5).

Used as a measure of firm-specific skills (column 1 in Table 4.3), tenure
rates suggest that the stock of such skills is low in the Anglo-Saxon coun-
tries compared to Japan and most of the continental European countries
where workers stay with their firms for significantly longer periods of
time. The exceptions are Denmark, the Netherlands, and Switzerland,
where firm tenure rates also tend to be quite short.

The pattern of training suggested by tenure rates is reflected in the
character of vocational training systems (columns 2 and 3). Whereas such
systems are weak or absent in the Anglo-Saxon countries and Ireland, in
all the others vocational training is widespread and highly institutional-
ized. The share of an age cohort that goes through a vocational training
in the former varies between 3 and 11 per cent (counting short-term post-
secondary degrees, such as the American junior college system), and
there is little involvement of companies in the training system. In the
remaining countries, the percentage of an age cohort going through a
vocational training is generally between a quarter and one half of an age
cohort. The figure for Japan is only 16 per cent, but much training in this
country goes on in large companies and is not recorded in the data.

The main difference among the countries with strong vocational
training systems is in the emphasis on company- as opposed to industry-
level training. Whereas in Japan, and to a lesser extent in France and
Italy, the emphasis is on company training, the remainder have some

Notes for Table 4.3

" The median length of enterprise tenure in years, 1995 (Norwegian figure refers to 1991).
b The share of an age cohort in either secondary or post-secondary (ISCED5) vocational training.
c The character of the vocational training system according to whether most of the training

occurs at the company level (as in Japan), through a dual apprenticeship system (as in Germany),
through vocational colleges (as in Sweden), or through some mixture of the latter two (as in the
Netherlands). Where vocational training is weak, we have not distinguished between the type
of system.

d First entry is the percentage of 25—34-year-olds with an upper-secondary education; the
second entry is the percentage of 25-34-year-olds with a university degree (1996 figures). Data
are not available for Japan.

e Average of columns (1)—(4) after each indicator has been standardized to vary between 0
and 1.

Sources: Col. 1: OECD Employment Outlook (1997: table 5.5). For Norway: OECD Employment
Outlook (1993: table 4.1). Col. 2: UNESCO (1999). Col. 3: Streeck (1992fc); Finegold and Soskice
(1988); Soskice (1999). Col. 4: OECD (1999).
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combination of on-the-job training and school-based training, with heavy
involvement of employer organizations and unions. Formally, the
systems can be divided into apprenticeship systems of the German type,
vocational school systems of the Swedish type, or mixtures between the
two, but all combine theoretical, industry-specific, and direct workplace
training (column 3). The weight between the three is difficult to gauge,
but Belgium, the Netherlands, and the Scandinavian countries (less so
Sweden) tend to place more emphasis on school-based training (i.e.
provision of non-firm-specific skills) than do Austria or Germany.

An additional indicator of skill profiles is the share of young people
with post-compulsory education (column 4). Unlike tenure rates, there
is no indication on this measure that Anglo-Saxon countries are less skill
intensive than continental European countries (no comparable data are
available for Japan). As in any advanced economy, a high average stan-
dard of living in the Anglo-Saxon countries depends on heavy invest-
ment in human capital. Indeed, there is some indication that countries
with only a modest stock of firm-specific skills compensate by investing
more heavily in higher education. For example, there is a negative rela-
tionship between tenure rates and university degrees. The USA can here
be highlighted as an archetypal case of a country with a weak company
and vocational training system, but a very advanced higher education
system. Indeed, a college education in this country is widely considered
the only effective insurance against an otherwise highly volatile and
uncertain labor market.

The figures for upper-secondary education hide more subtle differences
in the content of this education. In the Anglo-Saxon countries university
education tends to be very general, and even engineering and business
schools provide very broad training that is not linked to particular indus-
tries or trades. By contrast, in Japan and most continental European coun-
tries, many university degrees are more specialized and there tend to be
close linkages between engineering and trade schools to private industry.
Combined with the other two indicators, this paints a fairly clear picture
of the skill profile in different countries, summarized in column (5) of
Table 4.3. Needless to say, all training systems produce a whole range
of skills, but each system can be roughly characterized according to its
emphasis on firm, industry, occupational, or general skills.

4.4.3 Putting the Pieces Together

Fig. 4.2 plots the eighteen OECD countries on the employment and unem-
ployment protection indexes. Countries are distributed along a primary
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FIG. 4.2 Social protection and skill profiles

Notes: Bolded numbers are mean tenure rates for the cluster of countries circled; bracketed
numbers are the percentage of an age cohort going through a vocational training.

Source: See Tables 4.1, 4.2, and 4.3.

axis, corresponding to the south-west-north-east diagonal in Fig. 4.2,
with some countries further divided along a secondary axis, correspond-
ing to the north-west-south-east diagonal in Fig. 4.2. The main axis
separates countries into two distinct welfare production regimes: one
combining weak employment and unemployment protection with a gen-
eral skills profile, represented by the Anglo-Saxon countries and Ireland;
and one combining high protection on at least one of the two social pro-
tection dimensions with firm- and/or industry-specific skills, represented
by the continental European countries and Japan. The secondary axis
divides the latter group into one with greater emphasis on employment
protection and the creation of firm-specific skills, exemplified primarily
by Japan and Italy,11 and one with greater emphasis on unemployment
protection and the production of industry-specific skills, exemplified by
Denmark, the Netherlands, and Switzerland.

11 Although the position of Italy is probably exaggerated by the failure to account for
semi-public unemployment insurance arrangements, as noted above.
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The data on skills presented in Table 4.3 have been summarized in the
form of averages for each cluster of countries (only tenure rates are rele-
vant for the division along the secondary axis). The high protection coun-
tries are also those with the most developed vocational training systems,
and tenure rates decline with employment protection. Clearly, the empir-
ical patterns we observe correspond rather closely to our main theoret-
ical thesis, namely that skill formation is closely linked to social
protection.

The coupling of social protection and skill systems helps us under-
stand the product market strategies of companies and the creation of
comparative advantages in the global economy. Thus, where there is a
large pool of workers with advanced and highly portable skills, and
where social protection is low, companies enjoy considerable flexibility
in attracting new workers, laying off old ones, or starting new produc-
tion lines. This flexibility allows for high responsiveness to new business
opportunities, and facilitates the use of rapid product innovation strat-
egies. In economies with a combination of firm- and industry-specific
skills, such strategies are hampered by the difficulty of quickly adapt-
ing skills to new types of production, and by restrictions in the ability
of firms to hire and fire workers. On the other hand, these welfare-
production regimes advantage companies that seek to develop deep
competencies within established technologies, and to continuously up-
grade and diversify existing product lines ('diversified quality produc-
tion' in the terminology of Streeck 1991).

There is considerable case-oriented research to support these propos-
itions (see especially Porter 1990; Soskice 1999; and Hollingsworth and
Boyer 1997), and they can be bolstered by quantitative evidence con-
structed by Thomas Cusack from US Patent Office data. Broken into
thirty technology classes, Cusack counted the number of references to
scientific articles for patents in each technology class and country, and
then divided this number by the world number of scientific citations per
technology class.12 The idea is that the number of scientific citations,
as opposed to citations to previous patents and non-scientific sources, is
a good proxy for the extent to which national firms are engaged in rad-
ical innovation strategies. The results are shown in the first column of

12 The data are coded into references to previous patents and others, where many of the
latter are references to scientific articles. To get a good estimate for the number of scien-
tific articles in the 'other' category, the proportion of scientific references to other refer-
ences was calculated for a random sample (6,000) for each country and technology class.
These factors were then used to correct the overall dataset so as to get a better measure of
scientific citations.
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TABLE 4.4 Scientific citation rates and low-wage service employment in
eighteen OECD countries

Ireland
United States
New Zealand
Canada
United Kingdom
Australia
Sweden
The Netherlands
Norway
Switzerland
France
Belgium
Germany
Japan
Austria
Finland
Denmark
Italy

(1)
Scientific citation

ratio3

1.514
1.310
1.267
1.032
0.837
0.804
0.757
0.754
0.690
0.639
0.601
0.598
0.592
0.586
0.575
0.552
0.536
0.491

(2)
Private service
employment"

—

23
—

20
16
26
14
14
17
—
11
13
14
—
—
11
11
9

a The average number of scientific citations per patent by national firms in each of 30 technol-
ogy classes as a proportion of the average number of citations in each class for the entire world.

b The number of people employed in wholesale, retail trade, restaurants and hotels, and in com-
munity, social and personal services, 1982—91 as a percentage of the working-age population.

Source: Col. 1: United States Patent Office Data. Col. 2: OECD (1996&).

Table 4.4, with countries ranked by the average ratio of scientific citations
for patents secured by national firms. As it turns out, the Anglo-Saxon
countries and Ireland all have ratios that are significantly higher than in
the specific skills countries of continental Europe and Japan. Precisely as
we would expect.

At the low-tech end of product markets, we have to rely on a different
type of data to detect cross-national differences. In column (2) of Table
4.4 we used the proportion of the working-age population employed in
private social and personal services as a proxy. As argued by Esping-
Andersen (1990: ch. 8) and Iversen and Wren (1998), firms that rely
heavily on low-skilled and low-paid labor for profitability tend to be
concentrated in these industries. Although we only have data for a subset
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of countries, the numbers display a rather clear cross-national pattern.
Producers of standardized and low-productivity services thrive in
general skills countries such as Australia and the United States because
they can hire from a large pool of unskilled workers who are afforded
much job protection and whose wages are held down by low unem-
ployment protection. By contrast, firms trying to compete in this space
in specific skills countries such as Germany and Sweden are inhibited
by higher labor costs and lower flexibility in hiring and firing. These
differences have magnified during the 1980s and 1990s, and Britain is
now closer to the mean for the general skills countries.

In an open international trading system, differences in product market
strategies will tend to be perpetuated, which in turn feed back into or-
ganized support for existing social protection regimes. Contrary to the
popular notion of a 'race to the bottom' in social policies, differences
across countries persist and are even attenuated through open trade.
Correspondingly, from the 1970s to the 1980s and 1990s, unemployment
benefits remained stable or rose in most continental European countries,
but they were cut in Ireland and all the Anglo-Saxon countries with the
exception of Australia.13 Moreover, whereas labor markets have become
even more deregulated in the latter countries, employment protection
has remained high in the former. Although some countries have seen a
notable relaxation in the protection of temporary employment, there is
no reduction in the level of protection for regular employment (OECD
Employment Outlook 1999). This evidence, and the theoretical explanation
we provide for it, seriously challenge the notion, popular in much of the
economic literature, that social protection is simply inefficient forms of
labor market 'rigidities.' Social protection can provide important compet-
itive advantages. By the same token we question the prevalent approach
in the sociological and political science literature, which understands
social protection solely in terms of its redistributive effects.

4.4.4 Implications for Labor Market Stratification

That said, we are not implying that welfare production regimes are irrel-
evant for distributive outcomes. To the contrary, our argument has
important implications for equality and labor market stratification, and
it helps account for the political divisions over the welfare state. Partly
these effects are direct consequences of particular product market strat-
egies and their associated skill profiles; partly they reflect the effects of

13 Based on gross unemployment replacement rates published in OECD's Database on
Unemployment Benefit Entitlements and Replacement Rates (undated).
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the collective wage-bargaining system that is itself an important com-
ponent of the wage protection system.

With respect to wage protection, the most important issue is what we
have previously referred to as wage protection for the unemployed. Such
protection implies that workers with similar skills are paid the same
amount across firms and industries, and in practice this is accomplished
through collective wage-bargaining at the industry level or at higher
levels. It is striking, though not surprising, that all countries with a strong
emphasis on industry-specific skills have developed effective wage co-
ordination at the industry level. Conversely, general skills countries, and
countries with a strong emphasis on firm-specific skills (Japan in par-
ticular), lack such coordination.

Very extensive evidence has now been accumulated that demonstrates
the importance of the structure of the wage-bargaining system for the
wage structure (see especially Rowthorn 1992; Wallerstein 1999; and
Rueda and Pontusson 2000), but we believe the skill system is equally
important. Fig. 4.3, which uses the incidence of vocational training as the
indicator for skill system, clearly shows the empirical association
between skills and earnings equality, and there is a good reason. Because
specific skills systems generate high demand for workers with good
vocational training, young people who are not academically inclined
have career opportunities that are largely missing in general skills
systems. Whereas a large proportion of early school leavers in the former
acquire valuable skills through the vocational training system, in the
latter most early school leavers end up as low-paid unskilled workers
for most or all of their working lives.

In combination, the wage-bargaining system—i.e. whether it is indus-
try coordinated or not—and the skill system—i.e. whether it is specific
skills or general skills biased—provides a powerful explanation of earn-
ings inequality as we have illustrated in Fig. 4.4. The figure shows
earnings and income inequality for each combination of bargaining and
skill system. The big drop in earnings equality occurs as we move from
specific skills systems with industry-coordinated bargaining to general
skills systems where industry-coordinated wage-bargaining is lacking.
By themselves this pair of dichotomous variables account for nearly
70 per cent of the cross-national variance in income inequality14 Yet,
despite their importance for explaining inequality, neither variable is

14 The estimated regression equation is :

Income equality = 0.23 + 0.048 x Specific skills + 0.055 x Industry coordination,
where R2 = 0.69
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FIG. 4.3 Vocational training and wage inequality
a The share of an age cohort in either secondary or post-secondary (ISCED5) vocational training.
b The earnings of a worker in the top decile of the earnings distribution relative to a worker in

the bottom decile of the earnings distribution.

Sources: D1/D9 wage ratios: UNESCO (1999). Incidence of vocational training: OECD, Electronic
Data Ease on Wage Dispersion (undated).

accorded much attention in the established welfare state literature,
notwithstanding the focus on distribution in this literature. In our the-
oretical framework, on the other hand, they are integral parts of the story,
even though we have focused on micro mechanisms that emphasize the
importance of efficiency.

The hypothesized relationship between product market strategies, skill
composition, and equality points to another, and quite different, source
of evidence: academic test scores. Because specific skills systems create
strong incentives among young schoolgoers to do as well as they can in
school in order to get the best vocational training spots, whereas those
at the bottom of the academic ability distribution in general skills
systems have few such incentives, we should expect the number of early
school leavers who fail internationally standardized tests to be higher in
general skills countries than in specific skills countries.

Although the data are limited in coverage, this is in fact what we
observe (see Fig. 4.5). Whereas the percentage failing the test varies
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FIG. 4.4 Skills, the bargaining system, and equality3

a Numbers are D9/D1 earnings ratios based on gross earnings (including all employer contri-
butions for pensions, social security, etc.) of a worker in the bottom decile of the earnings distri-
bution relative to a worker in the top decile. Figures are averages for the period 1977-1993.
Numbers in parentheses are D9/D1 income ratios based on disposable income of a person in the
bottom decile of the earnings distribution relative to a person in the top decile. Most figures are
from the early 1990s, with a few from the 1980s.

b Austria, Belgium, Denmark, Finland, Germany, the Netherlands, Norway, Sweden, Switzer-
land.

c France, Italy, Japan.
d Australia, Canada, Ireland, New Zealand, UK, USA.

Sources: Skills: see Table 4.4. Bargaining system: see Iversen (1999a: ch. 3). Inequality measures:
see OECD Employment Outlook (1991, 1996); Gottschalk and Smeeding (2000: fig. 2).

between 15 and 22 per cent in the Anglo-Saxon countries, it is only be-
tween 8 and 14 in the countries emphasizing more specific skills for
which we have data. Although these differences could be due to the over-
all quality of the educational system, it is not the case that the Anglo-
Saxon countries spend less money on primary education, and there is
no systematic difference in average scores. This points to the importance
of incentives outside the school system, which vary systematically
according to the dominant product market strategies of firms and their
associated demand for particular skills.

But general skills systems are not necessarily bad for all types of
inequality. They perform better in terms of gender equality at work
(Estevez-Abe 1999fr). When we compare degrees of occupational segre-
gation, specific skills systems fare worse than general skills systems.
Specific skills systems segregate women into 'female occupations' such as
low-rank clerical and service jobs. Table 4.5 shows the occupational break-
down of women employed expressed in terms of a percentage of women
over total workforce within the same category. While the data are not
conclusive, it nonetheless shows that countries (see Germany and Sweden
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FIG. 4.5 The failure of early school leavers to pass standardized tests in
eleven OECD countries

Notes: The numbers are the percentage of all early school leavers taking the test who get a failing
score. Average across four test categories. The Belgian figure refers to Flanders only.

Source: OECD (2000).

in Table 4.5) that adopt high-quality product market strategies — thus
dependent on high industry-specific skills—employ women for produc-
tion jobs to a lesser degree. The USA, the archetypal general skills system,
shows significantly higher ratios of women in technical and managerial
positions when compared to specific skills systems. Our findings support
Esping-Andersen's argument about the US employment system being
more gender equal than that found in Germany and Sweden (Esping-
Andersen 1999). Our explanation, however, differs from his.

4.5 Conclusion

Protection of employment and income is widely seen in the welfare state
literature as reducing workers' dependence on the market and employers
('decommodification' in Esping-Andersen's terminology). In turn, this is
argued to reflect a particular balance of power between labor and capital.
We reject both theses. Although strong unions and left governments
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TABLE 4.5 Share of women by occupation (%)a

(1) (2) (3)
Professional, Adminis- Clerical

technical, trative and and
and related managerial related

workers workers workers

(4) (5) (6)
Sales Service Production

workers workers and
related

workers

USA (1989)
Japan (1988)
Germany (1986)
The Netherlands (1993)
Sweden (1989)
Australia (1987)

22
10
15
14
15
8

26
7

11
0

18

70
58
59
55
57
20

33
11
52
32
25
43

30
40
67
45
72
76

30
39b

21
12
24
31

a Percentages represent the ratio of women over the total of men and women employed within each occu-
pational category.

b The female ratio for occupational category (6) in Japan is exceptionally high due to a demographically
shrinking pool of young male workers (Estevez-Abe 1999fc).

Source: ILO (1989-90).

undoubtedly affect distributive outcomes, we have argued that employ-
ment and income protection can be seen as efforts to increase workers'
dependence on particular employers, as well as their exposure to labor
market risks. Moreover, social protection often stems from the strength
rather than the weakness of employers.

The key to our argument is the link between social protection and the
level and composition of skills. In a modern economy, skills are essen-
tial for firms to compete in international markets, and depending on the
particular product market strategy of firms, they rely on a workforce
with a certain combination of firm-specific, industry-specific, and general
skills. To be cost-effective firms need workers who are willing to make
personal investments in these skills. And if firms want to be competitive
in product markets that require an abundance of specific skills, workers
must be willing to acquire these skills at the cost of increasing their
dependence on a particular employer or group of employers. Because
investment in specific skills increases workers' exposure to risks, only by
insuring against such risks can firms satisfy their need for specific skills.

The particular combination of employment protection and unemploy-
ment protection determines the profile of skills that is likely to emerge
in an economy. Thus employment protection increases the propensity of
workers to invest in firm-specific skills, whereas unemployment protec-
tion facilitates investment in industry-specific skills. The absence of both
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gives people strong incentives to invest in general skills. These predic-
tions are borne out by the comparative data, which show that most coun-
tries combine either low protection with general skills, or high protection
with specific skills.

Two factors contribute to the distinctiveness and resilience of par-
ticular welfare production regimes. The first is that such regimes tend to
be reinforced by institutions—collective wage-bargaining systems, busi-
ness organizations, employee representation, and financial systems—
that facilitate the credible commitment of actors to particular strategies,
such as wage restraint and long-term employment, that are necessary to
sustain cooperation in the provision of specific skills. The second is that
those workers and employers who are being most advantaged by these
institutional complementaries also tend to be in strong political positions,
in terms of both economic clout and sheer numbers. For example, the
more a welfare production system emphasizes the creation of specific
skills, the more likely it is that the median voter will be someone with
considerable investments in specific skills, and the more likely it is that
employers' interest organizations will be dominated by firms pursuing
specific skills strategies. Both will contribute to perpetuating institutions
and policies that advantage firms and workers with heavy investments
in specific skills.

Our argument has broader implications for our understanding of the
welfare state that reach well beyond the immediate effects of employ-
ment and income protection. In particular, earnings dispersion, by far
the most important determinant of the overall distribution of income, is
closely related to particular skill systems as well as the wage-bargaining
institutions that tend to go with these systems. Similarly, the combina-
tion of particular product market strategies and skills has distinct effects
on the career opportunities of particular groups, especially women. Thus,
our theory implies that gender-based segmentation of the labor market
varies systematically across welfare production systems.

Clearly, what we have done in this chapter is to outline a broad
research agenda for the study of the welfare state rather than testing a
specific set of hypotheses that follows from it. Much work needs to be
done, for example, in testing whether public opinion, voting behavior,
and the preferences of employers conform to the predictions of the
theory. Another big task is to rewrite social history to take into account
the preferences of employers, and the attempt by firms to engage in
particular product market strategies. This new emphasis on firms differs
from the earlier focus on the role of welfare capitalists—particularly in
case studies of the American social policy—in its explicit effort to high-
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light links between skills, product markets, and different welfare
systems. Some work has already been undertaken (cf. Estevez-Abe 19990;
Mares 1998; Swenson 1997, forthcoming), but there are ample oppor-
tunities to expand on their pioneering research. Finally, much work
remains to be done to explore the implications of our argument for labor
market stratification. We have indicated the empirical relationship
between skill profiles, wage-bargaining systems, and labor market strat-
ification (including women's position in the labor market); most of the
empirical work is still to be done.



Firms and the Welfare State:
When, Why, and How Does Social

Policy Matter to Employers?

Isabela Mares

5.1 Introduction

A widely shared understanding of the functions of social policy that
informs the literature developed by welfare state scholars characterizes
social insurance as a compensation of workers for their disadvantaged
position in the labor market. By providing benefits to workers during
employment-related risks, social policies lower their dependence on the
labor market—or, using the terminology developed by these studies,
they 'decommodify' labor (Esping-Andersen 1990). Political and econ-
omic associations representing employees, such as trade union organi-
zations or social democratic parties, share a strong, unambiguous interest
in the provision of social insurance and in the expansion of the generosity
and coverage of social policies and regard the welfare state as an impor-
tant institutional arrangement that can offset the structural asymmetry
of the employment relationship.

It is indisputable that these labor-centered analyses capture a central
and significant component of the politics of welfare state development.
Yet the relentless search for the centrality of labor's role in the dynamics
of social policy expansion that has been characteristic of several 'gener-
ations' of research on the welfare state (Shalev 1983) has overshadowed
a broad range of questions and issues related to the significance of social
insurance to employers. Fundamentally simple questions pertaining to
firms' relationship to the welfare state remain, so far, poorly specified
theoretically. What does social policy represent to firms! Is the welfare
state only a constraint on firms, which comes in the form of higher costs

I would like to thank Carles Boix, Peter Hall, Peter Katzenstein, Philip Manow, and David
Soskice for comments on previous versions of this chapter. For financial support in writing
this chapter, I am grateful to the Center for German and European Studies, Georgetown
University.
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or unnecessary labor market rigidities, or does it also provide some
tangible and immediate benefits to employers? When do the benefits
offered by the welfare state to firms outweigh the costs imposed by social
policies on business? We currently lack a theory of the significance of
social policies to employers that specifies the sources of business interest
in social policy and the conditions under which particular firms will
actively support different social policy arrangements.

This chapter will fill this analytical gap, by providing a theory of busi-
ness preferences towards different social policy arrangements which, as
announced in the title, will explore 'when', 'why', and 'how' social policy
matters to employers. The first goal of the chapter is to identify those
institutional features of different social policies that have a high salience
for employers and specify the relevant policy trade-offs faced by firms
during the process of social policy development. The second goal of the
chapter is to formulate a number of hypotheses about the causes of inter-
sectoral disagreement among employers during the process of social
policy reform. I will develop a number of propositions about the effects
of both firm and industry characteristics (reliance on a skilled workforce,
incidence of different labor market risks etc.) in determining the sensi-
tivity of the firm towards institutional features of different social pol-
icies— the degree of risk redistribution characterizing a social policy, the
participation retained by employers in the administration of social insur-
ance, the indexation of social policy benefits to wages, and so on. This
analysis will generate strong comparative statics results identifying the
ideal social policies preferred by different firms.

The model developed in this chapter seeks to contribute to the new
direction of research in comparative political economy that places firms
at the center of the analysis and explores cross-national differences in the
nature of business involvement in the formulation and implementation
of public policies (Soskice 1996fc, 1999; Hall and Soskice, this volume;
Wood 1997, this volume; Culpepper 1998). While sharing this analytical
aspiration with most of the contributions to the volume, the chapter
simultaneously attempts to establish a link to another important body of
literature—comparative research on the welfare state (Mares 1996, 1998;
Estevez-Abe 1999a; Manow and Ebbinghaus forthcoming). The analysis
of business interests in social policy presented in this chapter is only a
first step towards a synthesis between the 'varieties of capitalism' and
the 'varieties of welfare regimes' literature and needs to be supplemented
by a fuller model specifying the different pathways of business influence
during social policy development and the conditions facilitating the
emergence of different coalitions among unions and employers (Swenson
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1991, 1997; Pierson 1995«; Mares 1997a, 2000). Yet it provides important
microfoundations for the understanding of the institutional complemen-
tarities between different systems of skill provision and other institutions
facilitating the coordination of employers, on the one hand, and institu-
tions of social protection on the other hand (Manow and Seils 1999).

Social policies create indirect, but strong institutional advantages to
employers. By providing support to workers during various employ-
ment-related risks — such as unemployment, disability, or sickness—
social policies raise the reservation wage of workers, allowing them to
reject jobs that do not correspond to their skill qualifications. Thus, indir-
ectly, social policies support the investments in skills made by employers.
Several characteristics of institutional design of social policies—such as
the indexation of social policy benefits to wages, restrictions on the type
of jobs that recipients of benefits can accept—'reproduce' the wage and
skill hierarchies of a particular firm during moments in which the
employment relationship is temporarily interrupted. (For a lengthier
elaboration of this argument see Mares 1998.) Social policies are of par-
ticular importance to employers in coordinated market economies, where
a dense network of background institutions facilitates intensive firm-
level investment in the skill formation of the workforce but also to indi-
vidual firms in liberal market economies that have made investments in
the training of their workforce (Mares 1998; Hall and Soskice, this
volume; Manow 2000).

The analytical framework developed in this volume provides impor-
tant insights for the understanding of the sources of business interest
in social policy. The skill profile of a firm—and the relative mix of
firm-specific and more 'portable' skills—remains a significant predictor
for the interest of a firm towards different social policy arrangements
and the willingness of a firm to discount the costs and financial burden
imposed by a social policy in exchange for the institutional advantages
provided by the welfare state (Mares 1996; Estevez-Abe et al. this
volume). However, this chapter will argue that to characterize the pref-
erences of employers during the process of social policy reform, we need
to consider the importance of additional variables, most significantly firm
size and the incidence of a risk facing the employees of a firm. The empir-
ical analysis of the role played by employers in the development of the
German welfare state reveals that we encounter strong intersectoral
conflict among employers when confronted with policy dilemmas
surrounding the design of new institutions of social insurance. These
intersectoral disagreements among employers cannot be predicted by
differences in the skill profiles of firms alone. Firm size, the incidence of
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a risk, and the skill composition of a firm interact in determining the
sensitivities of firms towards various questions pertaining to the design
of a new social policy and in explaining the variation in the social policy
preferences of different firms.

To lay out and test this argument, this chapter will proceed as follows.
In the following section, I will identify the most important policy trade-
offs encountered by employers during the process of social policy devel-
opment. Next, I will present a formal model of firms' utilities towards
different social policy arrangements that specifies more rigorously the
conditions under which the utility of different types of firms attains its
maximum in different points in the social policy space. Using the insights
generated by the model, I will explore the position of employers during
three episodes in the political history of the German welfare state: the
introduction of disability insurance and unemployment insurance and
the development of early retirement policies during recent decades. I
conclude by exploring the implications of the analysis for our under-
standing of the linkage between Varieties of capitalism' and 'varieties of
welfare regimes.'

5.2 The Universe of Social Policies: The Trade-off
between Risk Redistribution and Control

Social insurance—the provision of income compensating for employ-
ment-related risks — comes in a variety of institutional forms. The level
and generosity of social policy benefits, the relative mix between tax- and
contribution-based financing, the criteria used in the determination of
eligibility for insurance or assistance—vary dramatically across policies.
To get a theoretical grip on this institutional diversity, the model devel-
oped in this chapter will assume that the empirical variety among
existing social policies can be summarized in two aggregate variables.

These two dimensions, which will be called risk redistribution and
control, form the axes of the social policy space represented in Fig. 5.1.
The horizontal axis — risk redistribution—ranks different social policies
based on their ability to 'reapportion the costs of risks and mischance'
(Baldwin 1990: 1). The degree of risk redistribution of a social policy is
the aggregate effect of two features of institutional design. The first
concerns the boundary of the risk pool, in other words, how many occu-
pations are part of the common pool of risk created by social insurance.
Is the social policy restricted to the participants of a single firm (as in
some private social policies) or does the insurance cover several occu-
pations that are affected in dissimilar ways by a risk? Secondly, the
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FIG. 5.1 The social policy space

degree of risk redistribution of a social policy is affected by a number of
policy decisions that establish a relationship between the incidence of a
risk and the level of social insurance contributions. Risk redistribution is
lower if social insurance contributions mirror and reflect the actuarial
incidence of a risk; it is higher in those social policies that loosen this
relationship.

The vertical axis of the social policy space—labeled control—denotes
the residual responsibilities in the administration of social insurance
retained by employers. In other words, control seeks to capture the
participation and involvement of employers in a variety of administra-
tive decisions—ranging from the calculation of the level of social insur-
ance contributions (and their modification in response to sudden changes
in the incidence of a risk) to the determination of the level and duration
of social policy benefits and so on.

Fig. 5.1 situates a variety of social policies within the social policy
space bounded by the two axes—risk redistribution and control. At one
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extreme of the social policy space, we find universalistic social policies
that take high values of risk redistribution and low values of control. A
comprehensive risk pool that includes all occupations and flat-rate social
policy benefits that are divorced from the incidence of a risk guarantee
that for these policies 'the community of risks coincides with the entire
human community' (Baldwin 1990: 3). Since business plays no role in
the administration of social insurance, these policies take very low values
along the control axis. At the other extreme of the social policy space,
we find private-level social policies. In these policies, risk redistribution
is very low, since the risk pool is restricted to the members of a single
firm. Control, on the other hand, is very high—since private social pol-
icies can be administered exclusively by employers, who retain a high
level of discretion in initiating and withholding insurance benefits, in
targeting these benefits to particular groups of employees, etc. Contribu-
tory insurance solutions take intermediate values along both axes. In
these social policies, employers participate with bureaucratic represen-
tatives and trade unions in the administration of social insurance. The
degree of risk redistribution is lower if compared with universalistic
social policies. The risk pool is not comprehensive, as a number of occu-
pations are generally excluded from insurance. In some forms of contrib-
utory insurance, the insurance contributions required by employers and
employees mirror the incidence of a risk, as high-risk industries and
occupations pay higher insurance contributions—a policy characteristic
that further lowers the degree of risk redistribution of the policy.

Early retirement policies occupy a special position in the social policy
space. These policies are characterized by a very high involvement of
firms in the initiation of the policy, the determination of the benefits
of early retirees, etc. Thus, early retirement policies can be ranked along
the axis control in immediate vicinity to private-level social policy.
However, early retirement policies are simultaneously characterized
by a very high redistribution of risks across several subsystems of the
welfare state—unemployment, old-age, and disability insurance. It
follows that the values along the horizontal axis (risk redistribution) are
higher than the values for a contributory insurance policy. Early retire-
ment is, in fact, characterized by a unique combination of control and risk
redistribution which positions it in the upper right corner of the social
policy space.

A few additional considerations about Fig. 5.1 are, perhaps, necessary
at this point. It is important to point out that social policies character-
ized simultaneously by high values along both axes, risk redistribution
and control, do not exist. A hypothetical example for a policy situated



in the upper right-hand corner of the social policy space would be a
social policy entirely administered by the firm (or an association of em-
ployers), with no participation of labor representatives or the state, but
which remains universalistic in its character—tax financed, including all
occupations, and involving no differentiation in contributions across
industries. Such policies remain historically unknown. I will model this
as a constraint on the set of possible social policies—which is repre-
sented in Fig. 5.1 by the upper boundary of the social policy space.

The second observation about the distribution of the different social
policies in the social policy space concerns the presence of a policy trade-
off between risk redistribution and control. The diagonal axis in Fig. 5.1 link-
ing private-level social policies to contributory insurance to universalistic
social policies represents the policy trade-off between risk redistribution
and control faced by employers during the process of social policy devel-
opment. Employers are never able to achieve a maximal degree of risk
redistribution and a maximal control at the same time: policies char-
acterized by a maximal control of employers (private social policies)
remain ultimately incompatible with a very high degree of risk redistri-
bution; conversely, in policies characterized by a high degree of risk
redistribution (universalistic social policies), control is very low. The
existence of this trade-off raises, however, the interesting questions: What
firms are more interested in the advantages of risk redistribution and
what firms are more interested in the advantages of control? One of the
goals of the model developed in this chapter is to formulate a num-
ber of hypotheses about the reasons why different firms prefer social
policies situated at different points along the diagonal axis of the
social policy space.

To lay the groundwork for the formal model of firms' preferences
towards different social policies, it is important at this point to provide
a more rigorous description of the social policy space and to spell out
the assumptions about the combinations of risk redistribution and
control that remain possible. The above discussion has suggested that
we can model the social policy space by a convex region in a plane
bounded by the risk redistribution axis and a curved 'boundary'.

To be more specific, we can regard the upper boundary of the social
policy space as the graph of a function Cm = Cm(R) which models the
maximum level of Control (C) available to employers for social policies
with a level of Risk Redistribution (R). I will make the following
hypotheses about the function Cm.
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Hypothesis P 1: Cm(0) = 0.

At the origin of the social policy space, the point where both control and
risk redistribution take values of 0, only one outcome is possible — this
outcome will be labeled None. This hypothesis models the constraint that
if R = 0, C can take only the value 0, i.e. at a point of no risk redistribu-
tion, we cannot find several different social policies that differ in their
degree of control.

Hypothesis P 2: Cm(RmJ = 0.

Universalistic social policies are policies characterized by very high levels
of risk redistribution (in this model R = Kmax). As the discussion in the
previous section has pointed out, in universalistic social policies em-
ployers play virtually no role in the administration of social insurance,
which remains entirely in the hands of the state. According to the
previous discussion, this means no control. Therefore, this constraint will
be modeled by setting Cm = 0 at the point J?max.

Hypothesis P 3: There exists a level of risk redistribution Rp, such that
Cm is increasing on [0, Rp] and decreasing on [Rp, Rmax].

I will describe the significance of R through an example. Let us imagine
a social policy in which employers' control is maximal, SP (C , R ). Let
us think, for example, of a firm-level pension policy in which the bene-
fits are not based on contributions of the employee, but are entirely
financed by the employer to reward the loyalty of the workers and a life-
long career in the same firm. No benefits are paid to those employees
that leave the firm prior to retirement or who change employers during
their careers. Such social policy arrangements—encountered most often
during the early industrialization—approximate a point of maximal
control of employers (Cp = Cm(Rp)).

Social policies situated on the left-hand side of SPp (where both the
control of employers and the level of risk redistribution are lower) can
be interpreted as 'scaled-down' versions of the same policy. For example,
we can imagine possible versions of the same policy situated on the left-
hand side of SPp—characterized by lower levels of risk redistribution
(the policy is directed to fewer employees) and lower levels of control
(for example employers do not exercise unilateral discretionary power
in the administration of these benefits, some consultation with the em-
ployees is in place). The shape of the boundary of the social policy space
in the interval [0, Rp] models the constraint on employers' control posed
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by the low levels of risk redistribution that can be achieved in this private
social policy.

The second part of hypothesis 3 (Cm decreases in the interval [R , Rmax\)
models the trade-off between risk redistribution and control identified in
the previous section. Let us assume a firm offering a social policy (that
can be approximated by the policy R) which desires to move to a social
policy characterized by a higher level of risk redistribution. We can
imagine a social policy with R> R as a social policy organized and
administered by a group of employers of the same industry, involving
thus a risk redistribution among the participants of this risk pool, but no
cross-occupational risk redistribution. The higher level of risk redistrib-
ution would, however, come at the price of a decrease in control—as
social policy benefits would now become transferable across different
firms (to accommodate the increase in risk redistribution). Individual
firms would have to relinquish part of discretionary authority over the
distribution of social policy benefits in exchange for the advantages of
risk redistribution. If follows that Cm(K) < Cm(Rp)

Hypothesis P 4: Cm(R) is concave as a function of R.

This is equivalent to asking that the social policy space be convex. This
hypothesis becomes very natural once we model the social policy space
as a continuum and not as a discrete collection of different social pol-
icies. By definition, convexity of policy space requires that if two different
social policies SPl and SP2 exist, then all policies situated on the line
segment linking SPl to SP2 are also situated in the social policy space.
This requirement is satisfied, since all social policies on the line segment
between SPl and SP2 can be thought of as weighted combinations of SPl

and SP2.

5.3 Firms' Utilities for Different Social Policies

We are now ready to turn to the main question of the analysis: the ques-
tion of firms' preferences towards different social policies. I will approach
this question as follows. I will first analyze the variation in the utility of
firms along the risk redistribution dimension of the social policy space
and I will then discuss the variation along the second axis, control. For
each of the two dimensions of the social policy space, I will identify both
the benefits and costs to the firm brought about by an increase in risk
redistribution and control and will develop a number of hypotheses about
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the relative magnitude of the two effects for different firms. Next, I will
specify the conditions under which the utility of the firm will attain its
maximum at different points in the social policy space.

5.3.1 Firms' Utilities for Risk Redistribution

How does the utility of different firms vary along the risk redistribution
dimension of the social policy space? How do employers choose among
different social policies characterized by similar levels of control, but
different levels of risk redistribution? What firm and industry character-
istics are more likely to influence the importance of risk redistribution
for the individual firm?

As discussed above, a movement along the horizontal dimension of
the social policy space from private to universalistic social policies
involves both a gradual expansion of the risk pool (through the inclu-
sion of additional occupations in social insurance) and a weakening of
the insurance principle in the determination of the level of contributions
required by the employer and employee. To characterize the utility of
employers along the horizontal axis, we need to model the relative
magnitude of two separate effects: the set-up costs of a social policy
versus the benefits brought about by the participation in a common pool
of risks. In other words, the utility towards risk redistribution of the firm
(at a constant level of control C0) is

U(R, C0) = BR-KR

where BR denotes the benefits of risk redistribution, while KR denotes the
costs of the expansion of the risk pool.

Let the parameter UR denote the incidence of a labor market risk for a
particular firm. The factors that affect the magnitude of UR are risk-specific
and vary thus across different labor market risks. The level of mech-
anization and other variables characterizing the level of technological
development of the particular industry affect the incidence of the risk of
workplace accidents. Iron- and steel-producers or producers of mechan-
ical equipment employing new and complex technologies are 'high-risk'
industries; artisans and other producers involving a lower level of mech-
anization are 'low-risk' industries. The volatility in the demand for a
firm's product or the reliance of the firms on external markets affect the
incidence of the risk of unemployment. The demographic composition
of the workforce of a firm affects the incidence of yet another labor
market risk—the risk of old age.
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The incidence of a risk has immediate effects on the relative magni-
tude of BR—the benefits of risk redistribution for the individual firm—
and KR—the costs of participating in a common pool of risk. In fact, a
central hypothesis of the model will be that an increase in the incidence
of a risk will increase the net benefits of risk redistribution for the individual
firm. For these firms, private forms of insurance are often costly and
extremely ineffective, since sharing 'good' and 'bad' risks is very rarely
possible in these narrow risk pools. However, as the size of the risk pool
increases, the advantages of high inter-occupational risk redistribution
can offset the costs of social insurance to the firm. It follows that firms
characterized by a high incidence of a risk are expected to support social
policies taking high values along the risk redistribution axis.

The related hypothesis suggests that a decrease in the incidence of a
risk will lower the benefits of high risk redistribution. For firms in low-risk
industries, highly redistributive social policies may be unattractive
(BR < KR), since the inclusion in a social policy characterized by high
inter-occupational risk redistribution turns these firms into subsidizers
of high-risk industries. It follows that the utility of firms in low-risk
industries will decrease along the risk redistribution dimension of the
social policy space. We can formalize the above hypotheses as follows:

Hypothesis R: For a constant level of control, C0, the utility function affirms,
U(R, C0) = BR - KR is monotonic in R. There are two cases. If the costs asso-
ciated with an increase in risk redistribution outweigh the benefits, then
U(R, C0) decreases strictly as control increases. Conversely, if the benefits
of risk redistribution outweigh the costs, then U(R, C0) increases strictly, as
risk redistribution increases.

Hypothesis R 1: For firms affected by a high incidence of a risk, BR> KR.
Denoting by AR the partial derivative of U(R, C0), we can hypothesize that
for high-risk industries \R > 0.

Hypothesis R 2: For firms characterized by a low incidence of a risk, BR< KR'

thus AR < 0.

To recapitulate, the above analysis has hypothesized that the sensi-
tivity for risk redistribution of a firm (AR = dll/dR) is affected by the
incidence of a risk. The sensitivity for risk redistribution is expected to
be positive for industries characterized by a high incidence of a labor
market risk and negative for industries facing a low incidence of a risk.
High-risk industries are expected to favor highly redistributive social
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policies — such as universalistic social policies or contributory insurance
solutions characterized by high inter-occupational risk redistribution—
while low-risk industries are expected to oppose an expansion of the size
of the risk pool and the introduction of additional policy instruments
that increase the degree of risk redistribution of a social policy.

5.3.2 Firms' Utilities for Control

Let us now turn to the second dimension of the social policy space and
analyze the variation in the preferences of employers for control. As
defined above, control refers to the residual responsibilities in the admin-
istration of social insurance retained by employers. We can think of
control as a bundle of institutional features that captures the authority
retained by employers in the determination of both social insurance
contributions and social policy benefits, involving policy decisions such
as changes in the mode of financing of social policy in response to the
expansion or contraction of the contributory basis of social insurance,
the modification of administrative criteria defining the conditions of
entitlement of social policy benefits, and so on.

Similar to the above analysis of the utility of firms for risk redistribu-
tion, I am interested in comparing the relative magnitude of the benefits
(Bc) and costs (Kc) of an increase in control, at constant levels of risk
redistribution. In other words, the utility of a firm along the control axis
of the social policy space, at constant levels of risk redistribution, can be
written as:

U(C, R0) = BC -Kc

An increase in the level of control from universalistic social policy
(where control is assumed to be zero) to private social policies involves
an increase in the firms' share of the costs of social insurance. While uni-
versalistic social policies are generally financed by income taxes and thus
do not affect employers directly, both contributory insurance and private
social policies are financed preponderantly by payroll taxes. Yet an
increase in the level of control can bring about significant benefits to the
individual firm as well. We can consider two type of benefits of social
policies characterized by a high level of control. One type of advantage
of contributory insurance or private social policies is the tight coupling
between insurance benefits and the wage hierarchy established within
the firm. Earnings-related contributions and benefits provide guarantees
to employers that the distinctions based on skill qualifications will not
be undermined during periods in which the employment relationship is
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temporarily interrupted (such as unemployment), acting, de facto, as a
mechanism for skill retention (see also Mares 1997b; Manow 1997). (These
policy resources are unavailable to employers in universalistic, tax-
financed social policies in which flat-rate social policy benefits attempt
to 'counteract' the wage and status distinctions established during the
employment relationship (see Esping-Andersen 1990).) Secondly, in pol-
icies taking high values along the control dimension of the social policy
space the discretionary ability of firms to deploy social policy as a
resource stabilizing the demand for labor during economic downturns is
very high. The most significant example of an expansion in firms' use of
the welfare state as an instrument of adjustment is early retirement pol-
icies, which have experienced a rapid increase in all OECD countries
during recent years. It follows that the utility of firms along the control
dimension of the social policy space (assuming a constant level of risk
redistribution R0) can have both a positive and negative sign, depending
on the relative magnitude of Bc and Kc. If Bc > Kc, the utility of firms
will be increasing along the vertical axis of the social policy space; if the
sign of the inequality is reversed, the utility will decrease along this
dimension.

Two variables are likely to affect the sensitivity to control of a firm—
the skill intensity of a firm and its size. The skill intensity is likely to
exert a strong effect on the relative magnitude of the benefits and costs
of control for the firm. In the presence of skilled workers, the firm will
derive considerable advantages from social policies that protect its
investment in the training of its employees, either by 'tying' the worker
to the firm (through private social policies) or by ensuring that social
policy benefits 'reproduce' and 'mirror' the wage differentials established
within the firm, and thus create additional incentives for workers to
invest in these skills. These considerations enable us to hypothesize that,
in the presence of skilled workers, the benefits of social policies charac-
terized by higher levels of control can outweigh their costs.

Similarly, size will affect the sensitivity for control of a firm. The costs
of social policies characterized by high levels of control—such as private
or contributory social policies — form a lower proportion of the total
labor costs of large firms, as opposed to small firms. Facing tougher
financial constraints, small firms have a lower (or often no) ability to
develop private-level social policies, even if the firm might potentially
derive advantages from these policies. We can thus hypothesize that for
large firms, the benefits of control outweigh the costs, while for small
firms, the costs of an increase in control are higher than the benefits.
Summarizing this discussion:
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Hypothesis C: For a constant level of risk redistribution, R0, the utility func-
tions affirms U(R0, C) = Bc - Kc is monotonic in R. There are two cases.
If the costs associated with an increase in risk redistribution outweigh the
benefits, then U(R0, C) decreases strictly as control increases. Conversely, if
the benefits of risk redistribution outweigh the costs, then U(R0, C) increases
strictly as risk redistribution increases.

Hypothesis C 1: For large firms or firms employing skilled workers, Bc > Kc.
Denoting by Ac the partial derivative of U (R0, C), I hypothesize that for
these firms \c > 0.

Hypothesis C 2: Small firm or firms that do not employ high-skilled ivorkers
derive little advantages from an increase in the level of control. For these
firms Bc < Kc, thus Ac < 0.

The above analysis has suggested that the utility of firms towards the
two dimensions of the social policy space will be influenced primarily
by the incidence of a risk, the size and dependence of the firm on a skilled
workforce. Both a high incidence of labor market risks and an increase
in the number of skilled workers within the firm are expected to con-
tribute to a relative increase in the benefits of risk redistribution and
control to firms. In the presence of all these factors, the utility of firms
is expected to increase along both axes of the social policy space. Sum-
marizing the above hypotheses, Table 5.1 presents a first classification of
firms, according to the type of their sensitivities.

Using the above hypotheses, we are now ready to analyze the pref-
erences of firms in the entire social policy space. Due to the existence
of a policy trade-off between risk redistribution and control, we can
explore the conditions under which firms will prefer more 'private-type'
policies (characterized by a high level of control and low level of risk

TABLE 5.1 Predicted effects of incidence of risk, size, and
skill intensity on firms' sensitivities for risk
redistribution and control

Size and skill intensity

High Low

Incidence of risk

High
Low

AR :

A R <

> 0, Ac ;
c 0, Ac ;

> 0
> 0

AR :
A R <

> 0, Ac < 0
c 0, Ac < 0



This implies that the slopes of the indifference curves (OC/dR) have a
constant sign throughout the policy space. The indifference curves of
firms can be upward sloping throughout the policy space, if \R and Ac

have the same sign. If AR and Ac have opposite signs, the indifference
curves of firms will be downward sloping in the social policy space. The
two cases are represented in Fig. 5.2.

The signs of AR and Ac help us also determine the direction in which
the utility of firms increases throughout the social policy space. Let us
analyze each case separately. Consider first the case in which \R and Ac

have the same sign. As represented in Fig. 5.2 (a), if both Ax and Ac are
positive, the utility of firms increases upward, towards social policies
characterized by high levels of control. If both AR and Ac are negative, the
utility of firms decreases, as control increases. The analysis is analogous
for the case in which firms' sensitivities to risk redistribution and control
have opposite signs. We can distinguish two additional cases. If AR < 0
and Ac > 0, the utility of firms increases towards the upper boundary of
the social policy space. If AR > 0 and Ac < 0, the utility of firms increases
in the direction of the horizontal axis of the social policy space.

This discussion allows us to determine the location of the maximum
of the utilities of firms. We can distinguish four cases. If Ac > 0 and \R

1 A more elaborate analysis of the utility of firms, which involves a more complicated
functional form of AR can be found in chapter 2 of my dissertation 'Negotiated Risks:
Employers' Role in Social Policy Development'.

2 This analysis of the shape of indifference curves of firms follows from the assumption
of constant sign of i)U/('C and dU/ dR.
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redistribution) and contrast them to cases in which firms will favor more
universalistic social policies. Summarizing the above discussion, we can
write the objective function modeling the utility of a firm over the entire
social policy space as

in other words, as linear function of R, C.1 This specification of the utility
function makes the important assumption that \R and Ac have a constant
sign in the policy space.

An analysis of the indifference curves of firms allows us to locate the
maximum of the utility function of firms in the policy space. Let C = C(R)
be an indifference curve, such that U(R, C(R)) = constant.2 By implicit
differentiation, we obtain
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< 0, firms' utilities will peak on the upper boundary of the social policy
space, in the vicinity of a 'private-type' social policy. The sign of AR—
the utility of the firm along the risk redistribution dimension of the
social policy space—indicates that the firm does not benefit from social
policies characterized by a significant pooling of risks, such as contribu-
tory insurance solutions or universalistic social policies. On the other
hand, for these firms the benefits of control outweigh the costs (Ac > 0),
implying that they will favor social policies in which employers retain
discretionary authority in the administration of social insurance and the

(a) Indifference curves if AR and Ac have opposite signs (dU/dC > 0)

(b) Indifference curves if AR and Ac have similar signs (dU/dC < 0)

FIG. 5.2 The shapes of the indifference curves of firms
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FIG. 5.3 The location of the maximum of the utilities of firms

determination of the conditions of eligibility for social policy benefits and
the level of benefits.

If both the sensitivity to risk redistribution (AR) and the sensitivity to
control (Ac) are positive, the utility of firms will be maximal in the
vicinity of a contributory insurance solution. In other words, firms will
prefer a contributory insurance if they benefit from high levels of control
and risk redistribution. The implications of the model are that firms
affected by a high incidence of labor market risks and employing high-
skilled workers will prefer contributory insurance solutions to all other
social policy alternatives.

Thirdly, the firms will prefer a universalistic social policy if the sensi-
tivity to risk redistribution (AR) is positive, but the sensitivity to control
(Ac) is negative. The analysis implies that firms who face a high inci-
dence of a labor market risk (and thus benefit from risk-sharing) but
which do not rely on skilled workers (and remain uninterested in relying
on social policies as a mechanism of protection of their investment in
skills) will rank universalistic social policies higher than all other social
policy alternatives.

Finally, firms will reject all social policies, if both the sensitivity to risk
redistribution (AR) and the sensitivity to control (Ac) take negative values.
The model above has suggested that the costs of all social policies
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TABLE 5.2 Preferred social policy

Size and skill intensity

High Low

Incidence of risk
High \R > 0
Low AR < 0

Contributory
Private

Universalistic
'None'

outweigh their benefits if the firm does not rely on skilled workers and
if the incidence of the labor market risk is low. These four conclusions
of this analysis are summarized in Table 5.2.

The model generates simultaneously a number of comparative statics
results specifying the changes in the location of the ideal policy preferred
by the firm as a result of changes in the relative magnitude of the two
sensitivities, \R, the sensitivity of the firm to risk redistribution, and Ac,
the sensitivity of the firm to control. To illustrate these results, let us start
from a situation in which both sensitivities are positive. As shown above,
in this case the social policy favored by the firm is a contributory insur-
ance. Assume now that the sensitivity of the firm towards risk redistri-
bution (AR) increases relative to the sensitivity of the firm for control (Ac).
These increases in the benefits of risk redistribution for the individual
firm can be the result of an increase in the incidence of a risk facing
the firm or of a decrease in the costs of risk-sharing due to a simulta-
neous decrease in the incidence of a risk for other high-risk industries.
The consequence of this increase in the sensitivity of the firm towards
risk redistribution is a change in the slope of the indifference curves of
firms (f>C/ fJR = — \R/\C) — so that the slope becomes more negative. This
change is illustrated geometrically in Fig. 5.4 below. The optimal social
policy preferred by the firm shifts now towards a universalistic
social policy. Conversely, if the sensitivity for control (Ac) increases, while
the sensitivity for risk redistribution remains unchanged, the maximum
of the utility moves towards a private social policy. More generally,
we can observe that the maximum of the utility of a firm is displaced
towards a universalistic social policy if Ac becomes very small or \R

becomes very large. The maximum shifts towards a private social policy
if Ac becomes very large or AR becomes very small.

The model of business preferences developed in this chapter has
suggested that the incidence of a risk and the intensity in the level of
skill of the workforce are variables which predict the cleavages formed
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FIG. 5.4 Illustration of comparative statics results

among employers during the introduction of a new social policy. To put
it succinctly, firms employing high-skilled workers are expected to favor
the participation of employers in the administration of social insurance,
as an institutional guarantee for the maintenance and further reproduc-
tion of the skill differentiation established within their own enterprise.
In contrast to these employers, firms that do not rely on skilled workers
are expected to be uninterested in these institutional characteristics
of social policy. The second source of disunity and conflict among
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employers is the conflict over the degree of risk redistribution of a social
policy. Firms in industries strongly affected by a risk are expected to
favor the expansion of the risk pool, the inclusion of additional indus-
tries into social insurance, and the separation of the link between insur-
ance contributions and the incidence of a risk. Firms characterized by a
lower incidence of a risk are expected to oppose highly redistributive
social policies, fearing to become subsidizers of high-risk industries.

To test the main propositions of the above model, I will examine the
policy demands voiced by German employers during key political junc-
tures in the history of the German welfare state. (For a systematic
analysis that involves cross-national comparison see Mares 1998.)
Chronologically, these episodes cover the introduction of disability insur-
ance during Imperial Germany, the creation of compulsory unemploy-
ment insurance during the Weimar period, and the rapid growth of early
retirement policies during the last two decades. These cases allow me to
test the implications of the model for the most important risks covered
by social insurance — disability, unemployment, and old age—and to
determine the ways in which incidence of a risk, size, and skill intensity
interact in determining the shape of the utility of a firm's utility.

5.4 Employers and the Introduction of
Disability Insurance

During the last few decades of the previous century, questions about the
legal and material remedies available to victims of workplace accidents
triggered an intense process of legal and political experimentation in all
countries undergoing rapid industrialization (Ewald 1986, 1991, 1996;
Rabinbach 1996). What started as an attempt of legal experts and polit-
icians to develop new legal justifications on the basis of which these
victims could seek compensation from their employers culminated with
the creation of disability insurance and the political 'invention' of a
number of institutions and practices central to the modern welfare state.
Germany was in the forefront of this process of political reform, setting
through the introduction of compulsory accident insurance in 1884 a
policy example that was emulated by reformers in other European coun-
tries during the following decades.

As documented by a number of historians of the German welfare
state, employers in large firms have been a crucial actor in the process of
policy reform that replaced a private law solution to the risk of workplace
accidents (the Employers' Liability Act (Reichshaftpflichtgesetz) of 1871)
with a compulsory disability insurance (Ullmann 1979; Breger 1982,1994;
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Tennstedt and Winter 1993). As early as 1881, German employers sub-
mitted to the Reichstag a proposal favoring the elimination of questions
of liability of either employer and employee as a precondition for the
distribution of disability benefits to the victims of workplace accidents
(Bericht der Industrie- und Handelskammer Bochum 1881, reprinted in
Tennstedt and Winter 1993: 343-9). This reform proposal of large firms—
named, after its initiator, the Baare bill of disability insurance—recom-
mended the creation of an accident insurance fund (Arbeiterunfalls-
versicherungskasse) distributing benefits to the victims of workplace
accidents and financed by contributions of employers (half of amount),
employees (one quarter), and the local community (one quarter) (see
Tennstedt and Winter 1993: 346). The employers' draft bill—which con-
tained the basic principles of modern social insurance — exceeded in
radicalism all policy alternatives debated at the period, which recom-
mended only incremental and minor tinkering with the existing liability
laws.

There existed significant disunity among employers over the relative
advantages of a compulsory insurance over private insurance of firms
against the risk of workplace accidents. Powerful industries among
German employers, such as iron-and-steel producers, were supporters of
a social insurance establishing a unitary pool of risks (Verein Deutscher
Eisen- und Stahlindustrieller 18840: 177, 1884k 107). The number of
workplace accidents for these producers — a measure of their incidence
of risk—was two and a half times as high as the number of workplace
accidents in industries such as textiles (Zumpe 1961). To lower the insur-
ance contributions of their firms and to achieve a high level of inter-occu-
pational redistribution of risks, high-risk industries militated for the
inclusion of agriculture and other non-industrial occupations as part of
social insurance, a measure which would have justified higher levels
of public interventions (Bueck 1901: 83; Protocol of conference of German
employers of Bochum 1880: 52; Breger 1994: 32).

Proposals favoring a compulsory insurance aroused the fierce opposi-
tion of associations representing employers characterized by a lower level
of mechanization and by a lower incidence of the risk of accidents—who
denounced the plans submitted by iron- and steel-producers as a 'con-
spiracy of large firms' (Ullmann 1979: 588; Breger 1982: 81). A survey com-
missioned by the Prussian Statistical Office in 1881 among sixty-one
chambers of commerce found about 65 per cent of employers opposed to
the plans for a compulsory accident insurance favored by the
Centralverband der Deutschen Industrie (Francke 1881: 397-416). These
employers opposed the high level of risk redistribution of this policy and
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demanded that the contributions paid by each industry to social insur-
ance reflect differences in the incidence of the risk of workplace accidents.
(For these views see Chambers of Commerce Giessen and Mannheim in
Francke 1881: 413-15.) Other employers viewed the unification of insur-
ance as extremely problematic and preferred the reliance on 'competitive
private insurance' (Chambers of Commerce of Bremen, Pforzheim, and
Altenberg, see Francke 1881).

During this early episode in the political history of the German welfare
state, the question of control—the distribution of responsibilities in the
administration of social insurance among the state and private actors—
proved to be equally divisive for employers. On numerous occasions,
employers signaled their readiness to accept a compulsory insurance, if
they could participate in 'the administration of insurance, in the classifi-
cation of individual firms, the determination of the level of contributions
and the measurement of the social insurance benefits' (Chamber of Com-
merce Osnabriick in Francke 1881:401; for similar demands, see Chambers
of Commerce Muhlheim and Duisburg in Francke 1881: 407). The
peak association representing German employers, the Centralverband der
Deutschen Industriellen, opposed Bismarck's plans to create a unified
social insurance (administered by a centralized bureaucracy) and advo-
cated decentralization in the organization of social insurance and the
creation of occupational risk pools (Berufsgenossenschaften) (see Central-
verband Deutscher Industrieller 1881: 26). According to employers, these
occupational risk pools allowed for the necessary self-administration of
insurance and were an instrument that could counterbalance the adminis-
trative power retained by the state. These demands of the Centralverband
were accommodated in the final disability insurance bill, which delegated
the administration of insurance to associations of employers.

Many associations representing small firms remained uninterested in
retaining administrative control in the newly established social insurance
and were unopposed to Bismarck's plans to centralize these responsibil-
ities in the hands of the state. The most important political concerns of
these firms remained the minimization of the share of insurance contri-
butions financed by employers (Zeitschrift fur Handel und Gezverbe 1888:
374). To lower this burden, these firms demanded a greater financial
involvement of the state in the new insurance solution and the lowering
of the benefits paid to the victims of workplace accidents. Small firms
remained largely disappointed with the final disability insurance law,
which eliminated both contributions of employees and the financial
participation of the state in social insurance (Zeitschrift fur Handel und
Gewerbe 1890: 320-1).
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5.5 Business and the Development of
Unemployment Insurance

Similar conflicts among employers over the institutional design of social
insurance arose during the policy deliberations surrounding the intro-
duction of a set of policies compensating against the effects of unem-
ployment during the Weimar period (see also Fiihrer 1990; Lewek 1992;
Mares 1997fr). While high-risk industries favored an expansion of the
scope of unemployment insurance and the inclusion of occupations char-
acterized by a low incidence of the risk of unemployment (such as agri-
culture), low-risk industries opposed insurance schemes altogether or
demanded the strict adherence to actuarial criteria in the design of the
new social policy. Firms relying on high-skilled workers showed a strong
support for a contributory insurance solution to the risk of unemploy-
ment and demanded the introduction of social insurance benefits that
mirrored and reflected preexisting wage hierarchies.

During the development of unemployment insurance, the question
about the relative advantages of 'control' led to a strong disagreement
among employers over the relative merits of the insurance versus assis-
tance solution. As early as 1920, employers in large firms rejected the
existing policy of unemployment assistance (Erwerbslosenfilrsorge) intro-
duced in the aftermath of World War I and demanded the establishment
of a compulsory unemployment insurance (Reichsverband der Deut-
schen Industrie 1920). Large manufacturing producers developed two
distinct theoretical justifications in support of a contributory insurance.
The first of these arguments suggested that it was important to institu-
tionalize the participation of employers in the determination of the
level of unemployment compensation and of the definition of the criteria
of eligibility for unemployment benefits (Vereinigung der Deutschen
Arbeitgeberverbande 1925). In the policy of unemployment assistance,
these important decisions remained in the hands of the communes,
causing serious labor market disturbances and the coexistence of labor
shortages and high levels of structural unemployment. According to
employers, the failure of the policy of unemployment assistance was the
consequence of the inability of those decision-makers responsible for the
distribution of unemployment benefits to monitor effectively the 'will-
ingness to work' and the true need of the unemployed (Vereinigung der
Deutschen Arbeitgeberverbande 1925).

The second argument in support of a contributory unemployment
insurance developed by the peak association representing German firms
is of greater relevance for the analysis developed in this chapter because
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it highlights the importance of unemployment insurance as a mechan-
ism for skill protection. Under the existing policy of unemployment
assistance, unemployment benefits were flat-rate and not tied to the pre-
existing wages of the unemployed. For employers relying on high-skilled
workers, flat-rate unemployment benefits had two undesirable conse-
quences. On the one hand, they raised the relative income of low-skilled
workers, lowering their incentive to search for jobs during periods of
unemployment. For high-skilled workers, flat-rate unemployment bene-
fits had the opposite effect. Because these benefits lowered the relative
income of high-skilled workers, they pressured these workers to accept
jobs that did not correspond to their skill qualifications, undermining
employers' investment in the skills of their employees (Vereinigung der
Arbeitgeberverbande 1927: 164). To counteract these undesirable conse-
quences of a means-tested policy of unemployment assistance, large
German firms favored a policy with earnings-related benefits that tied
unemployment benefits to the existing wage and skill hierarchies estab-
lished within their firm—a Lohnklassensystem. For these firms, a contrib-
utory unemployment insurance became an important institutional
framework protecting the investment in their skills.

Firms that did not rely on skilled workers did not share this enthusi-
asm for the insurance solution, objecting to the high costs of a policy
financed through the contributions of employers (Reichsverband des
Deutschen Handwerks 1923). In numerous writings addressed to the
Imperial Employment Office, chambers of commerce and associations
representing small firms opposed an institutional solution to the risk of
unemployment bearing close resemblance to the other subsystems of the
German welfare state (Verband Mitteldeutscher Industriellen 1920;
Reichsverband des Deutschen Handwerks 1925). For some employers,
the preferred outcome remained no policy at all (Handelskammer
Hanover 1922). Other small firms proposed to reform the existing means-
tested policy of unemployment assistance (Handelskammer Bremen
1920) or supported a tax-financed solution, where the costs of unem-
ployment were not carried by employers and employees, but by the
entire community of workers (Handwerkskammer Kassel 1921).

A second source of disagreement among employers was the question
of inter-occupational redistribution of risk within unemployment insur-
ance. Employers in export industries (such as chemical electrical or
machine tools) favored a social policy characterized by high levels of
inter-occupational redistribution of risk. Faced with persistent high levels
of unemployment (that resulted from high fluctuations in the demand
for their products), these employers argued that 'high-risk' industries
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were unable to pay higher unemployment insurance contributions than
other industries; they favored a policy characterized by high levels of
inter-occupational risk redistribution (Vereinigung der Deutschen Arbeit-
geberverbande 1920: 470-6; Handelskammer Leipzig 1920: 117). The
concrete policy proposals developed by these employers suggested the
expansion of the risk pool of unemployment insurance and the inclu-
sion of 'low-risk' occupations (such as agriculture or forestry) and the
separation of the unemployment insurance contributions from the inci-
dence of the risk of unemployment (Vereinigung der Deutschen Arbeit-
geberverbande 1920: 470-6; Handwerkskammer Kassel 1925).

In contrast to these high-risk industries, employers facing a low inci-
dence of the risk of unemployment opposed the equalization of risk
within social insurance. The Central Federation of German Handiverk
raised strong objections against a unitary risk pool and supported a
proposal that 'divided firms into risk categories (Gefahrenklassen), because
this measure would require higher contributions from larger firms with
their risks than from the Handwerk' (Reichsverband des Deutschen
Handwerks 1926, 1927). Voicing similar demands, other chambers of
commerce protested 'against an insurance that placed the same burden
on industries in which unemployment is rare as on occupations with
high seasonal unemployment' and demanded the differentiation of
unemployment contributions required from employers based on the inci-
dence of the risk of unemployment of their industry (Handelskammer
Liibeck 1920).

5.6 The Role of Employers in the Development
of Early Retirement

One of the most significant social policy development of the last decades
has been the massive withdrawal of elderly workers from the labor
market and their transformation into a new clientele of the welfare
state (Kohli et al. 1991; Naschold and de Vroom 1994; OECD 1994&).
In Germany, labor force participation rates of male elderly workers (aged
55 to 65) declined from 80.1 per cent in 1970 to 52.7 per cent in 1995, a
decline steeper than in most OECD countries (OECD 1997«). Early retire-
ment policies began as a process of dispersed practices of labor shed-
ding of large firms — facilitated by a permissive legislation designed to
protect the labor market chances of elderly workers at the end of their
careers—but evolved towards complex policy arrangements, as other
political actors (such as unions, political parties, and bureaucratic repre-
sentatives) attempted to exercise influence over the initiation of these
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measures. In the development of these policies, both questions of
'control' (the distribution of administrative responsibilities in the initia-
tion of these measures) and questions of the redistribution of the finan-
cial burden of this new risk across different subsystems of the welfare
state were highly contested political issues among these actors.

Large manufacturing firms have played a key role in the initiation of
early retirement policies in Germany (Mares 1997«; Manow and Sells
1999). A number of decisions of the Federal Social Court, changes in the
German pension system, as well as labor market policies introduced
during the early 1970s created a policy environment that opened up the
legal possibility for retirement prior to the official retirement age
(Bundessozialgericht 1970; Jacobs and Schmahl 1988). Making use of
these legal provisions, firms responded to the economic slowdown by
developing complex compensation packages for their elderly employees
that induced these to accept an 'early' termination of their employment,
sometimes even ten years prior to the official retirement age. The use of
these social policy instruments by large firms generally mirrored the ups
and downs of the business cycle. Early retirement was both a cushion
during economic downturns, a mechanism of stabilization of firms'
demand for training, as well as a convenient way for firms to avoid the
costly dismissal route (Jacobs and Schmahl 1988; Mares 1996). According
to the estimates of the Federal Social Ministry, during the decade between
1970 and 1980, every second large firm made use of early retirement as
a labor market policy instrument (Kuhlewind 1986: 209-32).

The demographic structure of the workforce—a measure of the inci-
dence of a risk—remained a variable strongly predicting the use of early
retirement by large firms. Firms in industries with unfavorable demo-
graphic structure used early retirement more extensively, as compared
to firms with a younger age structure. As indicated by studies of the
German Federal Employment Office, the use of early retirement was
highest in the construction, chemical, and electro-technical industries —
industries that had a higher percentage of elderly workers as compared
to the economy-wide average (IAB Kurzbericht 1988a, 1988&).

In contrast to large firms, employers of the Mittelstand made almost
no use of the early retirement option (Zentralverband des Deutschen
Handwerks 1982). The Central Federation of German Handiverk de-
nounced on repeated occasions the reliance on early retirement by large
firms as a misuse of the generosity of the German social insurance system
(Deutsches Handwerksblatt 1982: 649), and demanded decisive legis-
lative action ending these practices (Zentralverband des Deutschen
Handwerks 1983: 417, 591-3, 754, 1984: 214). According to a publication
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of small firms, policies encouraging the reduction of the working life
posed a fundamental threat to the existence of the Mittelstand, by encour-
aging illegal employment and by increasing the non-wage labor costs
faced by all German firms (Zentralverband des Deutschen Handwerks
1982: 11).

This process of firm-based early retirement had important financial
implications for the German welfare state. Early retirement practices of
large firms created a new 'category' of social policy recipients, whose
benefits were financed, in different degrees, by old-age, unemployment,
and disability insurance. As a result of early retirement, boundaries
between different subsystems of the German welfare state that had been
once clearly institutionalized were now blurred. (On this 'blurring of
risks', see also Guillemard 1997; Mares 1998.) The contraction in the
contributory base of the welfare state was financed through an increase
in social insurance contributions and not through a different source of
fiscal revenue. Employers of large firms succeeded in shifting the costs
of the risk of unemployment of elderly workers to the broader commu-
nity of contributors to the German welfare state.

The offensive of the German Labor Ministry to stop this 'fiscal hemor-
rhage' of the German welfare system was largely unsuccessful. For a
brief interlude between 1984 and 1988, the Early Retirement Act (Vor-
ruhestandsgesetz) moved control over the initiation of early retirement
to peak associations of employers and employees (Mares 19970; Jacobs
et al. 1991). The law was rescinded in 1988, due to its costly consequences
to the German welfare state and to failure of firms to rehire new work-
ers to fill the vacancies created as a result of early retirement. After
1988, the German government introduced a number of measures that
attempted to increase firms' share of the costs of early retirement and
which required employers to compensate social insurance systems for
early retirement (Schmahl 1993). These measures failed to undermine the
externalization strategy of German firms and to increase labor force
participation rates among elderly workers.

While these policy changes failed to end early retirement, they exac-
erbated the polarization and disunity among German employers (Mares
1997«). Despite their rhetoric complaining against the costly character of
the German welfare state, large German firms continued to favor the
status quo and to benefit from a policy which financed the costs of enter-
prise reorganization through social insurance. In a number of recent
publications and statements, the Bundesvereinigung der Deutschen
Arbeitgeberverbande (the peak association representing the social policy
interests of large firms) developed an extensive range of proposals for
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change in the other subsystems of the German welfare state (sickness
insurance, long-term care insurance), but no proposal for the elimination
or reduction of early retirement (Bundesvereinigung der Arbeitgeber-
verbande 1997,1998:16-31; Bundesarbeitgeberverband Chemie 1997). To
use the conceptual framework developed in the first part of the chapter,
for large firms the status quo represented an ideal combination of risk
redistribution and control. The losers of this system remained firms of
the Mittelstand, squeezed by the costs of ever-rising contributions and
unable to offer the same generous 'private' compensation packages to
induce elderly workers to stop working prior to the retirement age. Yet
they remained unable to find the political allies necessary to facilitate a
dramatic reversal of policy.

5.7 Conclusions

The recent resurgence of interest in the study of employers and the
elaboration of firm-centered analyses of the political economy is a devel-
opment that has important analytical implications. These new pers-
pectives—pioneered by Wolfgang Streeck and Philippe Schmitter, and
refined in some of the recent varieties of capitalism approaches—intro-
duce microfoundations into the corporatist studies developed by polit-
ical economists during the 1970s and offer important insights into the
dynamics of policy change in advanced industrial societies during recent
decades (Streeck and Schmitter 1986; Kitschelt et al. I999b; Hall and
Soskice, this volume).

This chapter has been motivated by an attempt to develop similar
microfoundations for the study of social policy—and to establish a the-
oretical link between the 'varieties of capitalism' and the 'varieties of
welfare regimes' approaches. (For recent studies sharing a similar inten-
tion see Stephens et al. 1999; Manow 1997; Manow and Ebbinghaus
forthcoming.) Until recent years, comparative politics scholars have
focused predominantly on the macro-level linkages between various
welfare states and systems of collective bargaining (Wilensky 1975;
Esping-Andersen 1990), leaving out issues about the micro-level interac-
tion between the firms of a political economy and different welfare states,
or, in other words, questions about the ways in which different social
policy arrangements support and sustain the organization of the employ-
ment relationship within firms.

The model developed in this chapter has argued that social policies
can offer distinct institutional advantages to employers and has
attempted to identify the conditions under which the benefits provided
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by social policy outweigh the costs of social policy to firms. I have argued
that a number of features of social policies — such as the wage index-
ation of social policy benefits, the conditionality of social policy benefits
on a broad set of factors related to employment performance—reinforce
employers' investment in the provision of skills and reproduce the skill
and wage differentiation established at the firm level during moments
in which the employment relationship is temporarily interrupted. A
second important consideration of employers is the degree of risk redis-
tribution of a social policy. The analysis of this chapter has suggested
that the incidence of a risk will generate significant cleavages among
employers, between firms who gain from highly redistributive social
policies and firms who lose from the participation in a broad pool
of risks.

To specify the causal role played by employers in the development of
the modern welfare state, the theory of business preferences towards
different social policy arrangements developed in this chapter needs to
be supplemented by additional analyses exploring the pathways of busi-
ness influence and the broad political conditions facilitating the forma-
tion of different coalitions among unions and employers. While political
economists and business historians such as Peter Swenson, Cathie Jo
Martin, Colin Gordon, or Sanford Jacoby have begun to explore these
issues during recent years, the difficulty posed by the collection of data
on firms' preferences and business influence has, until now, strongly
constrained more systematic cross-national analyses and theory-building
(Swenson 1997; Gordon 1991; 1994, Jacoby 1997; Martin 1995, 1999).
Specifying not only business preferences for different social policies, but
also when and how employers matter in the formulation and imple-
mentation of different social policies, remains an important question of
future research for political economists and scholars of the welfare state.



The Domestic Sources of Multilateral
Preferences: Varieties of Capitalism in the

European Community

Orfeo Fioretos

6.1 Introduction

The Treaty on European Union (TEU) of December 1991 is considered by
many as causing the most extensive abdication of national sovereignty
in modern times. Popularly known as the Maastricht Treaty, it created
the European Union (EU) by adding two new 'pillars' to the existing
architecture in the form of a common foreign and security policy and
greater cooperation in justice and home affairs. However, the decision to
include these areas formally as part of a European Union did less in terms
of adding competencies than 'formaliz[ing] the status quo ante, since . . .
the two new pillars built on established circles of intergovernmental
cooperation' (Wallace 1996: 56). Instead, it was agreements affecting the
organization's economic architecture—formally labeled the European
Community and known as 'Pillar 1' after Maastricht—that placed
limits upon the economic autonomy of member-states and that signaled
a new era of economic cooperation. This gave some observers the impe-
tus to declare that the Treaty had 'the potential to change the EC beyond
recognition by the end of the century,' and to call the new organization
a 'superstate.'1 These characterizations of unity, however, mask crucial
and consequential differences in member-states' interests in the Treaty,

I thank the participants in the Varieties of Capitalism workshop at the Wissenschafts-
zentrum Berlin (June 1997) and Nick Ziegler for helpful suggestions, and in particular Steve
Casper, Priya Joshi, David Soskice, and the matchless Peter Hall for additional and exten-
sive feedback.

1 This chapter focuses on events leading up to the Maastricht agreement and empha-
sizes the first pillar of the European Union and thus primarily uses the designation
'European Community.' It employs the label EU when discussing the organization in
general and for events after November 1993 when the EU formally began to operate. The
quotations are from the Journal of Commerce, 12 Dec. 1991: 1A, and the Houston Chronicle,
II Dec. 1991: 21.
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differences that were articulated in the extensive and acrimonious nego-
tiations preceding the agreement.

Explaining why—rather than how—individual member-states agreed
to the TEU, particularly their preferences over the shape of the first pillar
concerning economic cooperation, takes us away from the traditional
emphasis on intergovernmental bargaining in studies of European inte-
gration and leads us to consider more seriously the domestic bases for
a member's decisions. The EU is an organization where bargaining
among members tends to be positive-sum, frequent, and regularized, and
where time-horizons often are long, information extensive, sanctions
possible, and decision-rules set. In such an organization, the nature of
states' 'national preferences' thus becomes a key determinant in defining
the shape of common multilateral institutions (Moravcsik 1998). This
chapter argues that with the help of the varieties of capitalism frame-
work developed in this volume, two matters of importance to current
scholarship in International Relations (IR) can be explicated: first, why
two countries may have different preferences over the structure of the
same policy area in a multilateral organization; and second, why indi-
vidual member-states may adopt divergent preferences across issue areas
in that organization.

In studying national preferences we must avoid two common prob-
lems in the literatures of IR and European integration. We must resist
taking national preferences as given, because, as Robert Jervis reminds
us, 'by taking preferences as given we beg what may be the most impor-
tant question of how they were formed . . . [and draw] attention away
from areas that may contain much of the explanatory "action" in which
we are interested' (1988: 324-5). Moreover, we must avoid being overly
general in our definition of preferences. In studies of the EU, assessments
of states' positions are often confined to broad dichotomies, such as for
or against deeper integration. For example, while Germany is often iden-
tified as a vigorous champion of greater cooperation (Bulmer and
Patterson 1987), Britain is typically characterized as a reluctant supporter
of European integration (George 1990). However, such general state-
ments not only conceal the fact that the positions of the two countries
are reversed in some cases, but also mask the reality that countries indi-
vidually prefer different degrees of integration across issue areas. A
theory of national preference formation should not only explain how
preferences are formed, but also be able to account for cross-national
variations, as well as why varying preferences across issue areas are
internally consistent in the case of individual countries. Section 6.2 briefly
examines alternative IR explanations of state preferences.
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The central proposition advanced in this chapter may be stated simply:
the shape of multilateralism that an EC member espouses depends
primarily upon the potential or actual implications of the form of multi-
lateralism on the ability of that country to sustain the comparative insti-
tutional advantages provided by its specific variety of capitalism. If this
proposition holds, then we should observe patterns of national prefer-
ences that differ across market economies. Additionally, we should
observe that the variation in states' preferences across issue areas is
consistent with the internal logic of individual market economies. This
chapter tests that proposition by examining the variation in British and
German multilateral preferences during the Maastricht negotiations in
core economic areas. The two countries represent, respectively, a liberal
and a coordinated market economy and are described in section 6.3.

Sections 6.4 and 6.5 review the Treaty on European Union and discuss
the potential implications that multilateral institutions have for national
regulatory frameworks. Particular attention is given to how the struc-
tures of the British and German market economies shape their national
preferences over the structure of the TEU's provisions for common
European monetary, social, and industrial policies. The chapter concludes
with a discussion of a set of contemporary research topics at the inter-
section of comparative and international political economy.

6.2 Explanations of National Preferences

'[E]xplicit attention to preferences helps illuminate enduring issues in
international relations, both at the theoretical level and in empirical
applications/ writes Jeffrey A. Frieden (1999: 41). Andrew Moravcsik
adds that 'The first stage in explaining the outcome of an international
negotiation is to account for national preferences' (1998: 24). However,
despite the pivotal importance of accounting for the shape of states' pref-
erences, there is little consensus among scholars on what determines
national preferences over multilateral institutions. As a preamble to how
the varieties of capitalism framework can be used to explain the struc-
ture of states' multilateral preferences, a brief review follows of two alter-
native approaches that privilege either the international or the domestic
environment as the key determinant.

6.2.1 Realism and Institutionalism

Realism and institutionalism—two dominant IR theories—both treat
states as unitary actors and explain national preferences as a function of
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the anarchic nature of the international environment. While realism priv-
ileges the balance of power among states in explaining why one point
on the Pareto frontier—i.e. the universe of possible outcomes — triumphs
(Krasner 1991), institutionalism emphasizes the conditions under which
states reach the frontier itself.

Realism explains states' support for European integration as a func-
tion of their efforts to improve security and to enhance their relative posi-
tion vis-a-vis competitors in other economic regions such as East Asia
and North America. More specifically, it accounts for the timing of the
Maastricht Treaty in terms of western Europe's efforts to boost its secur-
ity as the Cold War was coming to an unexpected end, and it explains
the shape of the Treaty with reference to the balance of power within the
EC (Grieco 1995). According to this perspective, the content of the Treaty
reflected a compromise between the three most powerful member-states
—Germany, France, and Britain—with some side-payments made to
smaller states for their support of the Treaty. However, this account of
the TEU is not fully persuasive, since both the fact and content of the
Treaty had been planned before the Cold War's sudden demise. More
importantly, realism cannot explain why the preferences of the core
member-states—whose relative power within the EC is very similar—
varied significantly. The emphasis on states as unitary actors also makes
it difficult for realism to spell out why individual states' preferences
diverge across issue areas and why they favor different points on the
Pareto frontier.

While institutionalism—often termed functional regime theory—
shares realism's ontological core, it maintains that international institu-
tions can mitigate the effects of international anarchy and allow states to
focus on the absolute gains from multilateralism (see Baldwin 1993).
Institutionalism has paid particular attention to the importance of shared
and converging preferences among states in fostering cooperation.2 The
process of preference convergence is intensified by higher levels of
economic interdependence and by membership in international regimes
like the EC which constitute a set of 'principles, norms, rules, and deci-
sion-making procedures around which actor expectations converge in a
give issue-area' (Krasner 1983fl: 1). For institutionalism, then, the timing
and shape of the Maastricht Treaty was not so much a function of the
end of the Cold War, but a consequence of converging state preferences
caused by long-term membership in the same multilateral organization

2 The renaissance of European integration in the 1980s has been debated in such terms
(Keohane and Hoffmann 1991; Moravcsik 1991).
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and by higher levels of international economic exchange. However, like
realism, institutionalism's emphasis on the unitary nature of states and
the exogenous environment as the source of their preferences makes it
difficult to explain why states that are structurally similar and are
faced with cognate constraints adopt diverse preferences. For example,
institutionalism cannot explain why, as the Maastricht negotiations
demonstrated, the empirical record of the EC suggests a continuation—
and in some cases an intensification—in the divergence of member-states'
preferences over the structure, scope, and degree of European integra-
tion. Thus, while institutionalism may account for how the Pareto fron-
tier was constructed (i.e. which alternatives were possible), it can neither
explain the shape of that frontier (Moravcsik 1997: 543) nor why member-
states prefer some points along it more than others.

Institutionalism, then, like realism, cannot explain why a member-state
prefers a particular institutional make-up at the European level. The
emphasis on the fact rather than the form of multilateralism in these
theories is problematic considering that negotiations within the EC take
place exactly because member-states vary in their preferences over the
structure of common institutions. Thus, without a better understanding
of the process that determines national preferences, we are unlikely to
provide the 'explanatory action' that Jervis advises us to search for.

6.2.2 Domestic Explanations of National Preferences

In order to address the shortcomings of the systemic realist and institu-
tionalist accounts of international cooperation and to give greater clarity
to why states adopt particular economic policies and support inter-
national cooperation, scholars in recent years have created a renaissance
in the study of the domestic sources of international relations (e.g. Milner
1997; Moravcsik 1998). These theories have ascribed causal significance
to national political and economic variables in the analysis of inter-state
relations, and these theories have been deemed particularly important in
establishing the source of states' policy preferences and choices (e.g.
Keohane and Milner 1996; Gourevitch 1996). The focus on the process
that leads states to adopt specific preferences is both appropriate and
important since it 'is analytically prior to both realism and institution-
alism because it defines the conditions under which their assumptions
hold' (Moravcsik 1997: 516, emphasis omitted). It is exactly because the
prospects of successful multilateralism rest on the credibility of national
commitments to those institutions (Ruggie 1993; Cowhey 1993) that the
sources of national preferences deserve analytical emphasis.
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Among the more sophisticated versions of the domestic approach to
IR is the so-called societal school that has developed strong microfoun-
dations for explaining why interest groups (usually firms) have distinct
policy preferences and how governments aggregate these preferences
to arrive at a specific policy choice. The societal school operates with a
broadly pluralist model and suggests that 'the national interest will be
the sum of the preferences of different interest groups as weighted by
their access to policy-making institutions' (Milner 1992: 494). Conse-
quently, it has focused much of its research agenda on determining what
variables shape the preferences of interest groups. Particular emphasis
has been given to relative factor endowments (Rogowski 1989; Shafer
1994), and other material elements such as asset specificity (Frieden 1991)
and export orientation (Milner 1988) in deriving actors' preferences.
Changes in actors' preferences are typically explained with reference to
alterations in exogenous economic conditions.

Because of its methodological rigor, theoretical parsimony, and ability
to bridge international and comparative political economy, the societal
school has become one of the dominant approaches in studies of
economic policy-making. However, it has difficulties accounting for some
crucial variations across countries. Although recent contributions in this
tradition have given greater weight to how domestic political institutions
shape the interaction between governments and interest groups (Milner
1997), the approach has not devoted much attention to how national
economic institutions shape the institutional preferences of actors. Thus,
why actors of the same category (say firms with the same type of rela-
tive factor endowments) in different countries have divergent policy or
institutional preferences is not easily accounted for by this approach.
Rather, the societal approach assumes that economic agents like firms
that are, ceteris paribus, embedded in different national contexts will
adopt the same preferences. Hence, like the study of the firm in neoclas-
sical economics, this approach assumes that firms do not have 'discre-
tionary powers' or 'autonomous qualities/ and therefore, this approach
'militates against paying attention to firm differences as an important
variable affecting economic performance' (Nelson 1991: 197-9). The
claim that actors' preferences are exogenously determined also presents
a problem for the societal approach's claim of how interests are aggre-
gated. As Geoffrey Garrett and Peter Lange note, 'it is assumed that the
effects of internationally generated changes in the constellation of
domestic economic preferences will be quickly and faithfully reflected in
changes in policies and institutional arrangements within countries'
(1996: 49). Consequently, the societal approach cannot fully explain why
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two countries with similar material profiles and interest groups that
share their general policy preferences—such as, for or against monetary
cooperation—advocate very different institutional structures in, and
across, policy domains.

This chapter suggests that we can fruitfully supplement the societal
school with insights from the varieties of capitalism research agenda
outlined in this volume as a way of understanding how differences in
national economic institutions shape actors' preferences and political
outcomes in distinct, divergent, and predictable ways across countries.
It further suggests that by building on the strengths of the societal school
and by supplementing it with a more dynamic theory of what defines
economic actors' preferences from the varieties of capitalism literature,
we are in a stronger position than are the two approaches individually
when coming to terms with how domestic and international politics are
interlinked, as well as why governments promote specific institutional
configurations in multilateral settings.

6.3 Varieties of European Capitalism

The varieties of capitalism approach that informs this volume starts from
the premiss that countries exhibit distinct, historically determined,
national institutional equilibria that tie together a number of building
blocks (such as the industrial relations, financial, corporate governance,
and vocational training systems) in a coherent fashion that defines
particular and differentiated market economies (see also Zysman 1994;
Crouch and Streeck 1997b; Hollingsworth and Boyer 1997). It suggests
that institutional complementarities prevail between the constituent units
of a market economy—that is, the efficiency and returns on some build-
ing blocks depend upon, and frequently increase with, the presence of
others (Richardson 1990; Milgrom and Roberts 1992: 108-13). The sum
of the building blocks is thus greater than its parts, and shapes the
behavior of economic agents in ways that transcend the limits and possi-
bilities of an economy's constituent units. Since the manner in which the
institutional building blocks are integrated differs across countries,
agents have access to divergent comparative institutional advantages
and, therefore, their core capacities and product market strategies often
vary (Hall and Soskice, this volume; cf. Porter 1990).

Based on this holistic and relational understanding of advanced cap-
italism, the varieties approach makes important claims. For example, it
suggests that existing institutions significantly shape policy and institu-
tional preferences of economic actors, and that similar types of firms
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embedded in different market economies are likely to support divergent
policies and institutions. As such, and in contrast to the theoretical
traditions reviewed earlier, the varieties approach endogenizes agents'
preferences.

This has important consequences for how we study processes of insti-
tutional change and continuity. For example, the varieties approach
suggests that because the transformation of one market economy to
another is a very costly, long, and uncertain process (due to the difficul-
ties of achieving a new and stable institutional equilibrium) economic
agents have strong stakes in protecting existing structures. Some studies
have demonstrated that even in times of rapidly changing external
economic circumstances, economic agents do not seek to transform the
existing institutional equilibrium, but prefer to engage in marginal insti-
tutional reform for the purposes of adapting the existing market economy
to new circumstances (e.g. Hancke and Soskice 1996; Muller 1997;
Fioretos 1998; Thelen 2000). The varieties approach expects economic
agents' institutional preferences to be relatively inelastic, and institu-
tional change to be incremental and in accordance with the logic of the
existing institutional make-up (cf. Hall 1986; North 1990; Steinmo et al.
1992). A comparison of the structure and development of Britain's and
Germany's economic institutions bears these points out.

6.3.1 Britain and Germany

The manner in which economic coordination is structured differs signifi-
cantly in Britain and Germany, a fact that has important implications for
how economic agents in the two countries respond to changes in their
economic and institutional environments. Britain's liberal market econ-
omy (LME) is characterized by low levels of business coordination and
state intervention, and deregulated markets serve as the primary coord-
inating mechanism for economic activity. As a consequence, firms are
often unable to resolve collective action problems and are rarely in a posi-
tion jointly to provide basic supply-side goods that sustain vocational
training, R&D, and long-term finance. In contrast, Germany's coordinated
market economy (CME) is distinguished by extensive coordination
among firms that is facilitated by encompassing and overlapping busi-
ness associations. Whereas membership in business associations in Britain
is below 50 per cent in most sectors (Edwards et al. 1992: 21), 95 per cent
of German firms belong to the Federation of German Industry (von
Alemann 1989: 76). These associations have allowed German firms to
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overcome collective action problems and to secure long-term vocational
training, R&D, finance, and technology diffusion.

This fundamental difference, sustained by disparities in the legal archi-
tectures of the two countries, that mandates and provides incentives for
non-market coordination in Germany, has produced different institu-
tional equilibria with far-ranging consequences. For example, Britain has
struggled with a low-skill, low-wage equilibrium because a deregulated
labor market has produced an industrial-relations system that discour-
ages producers from making long-term investments in their employees
(Finegold and Soskice 1988). In contrast, Germany has relatively inflex-
ible labor markets that have produced a high-skill, high-wage equilib-
rium, where there are institutional incentives for employers to invest in
their employees' skills acquisition (Soskice 1994fr). Extensive deregula-
tion throughout the economy allows and sometimes forces firms in LMEs
to adjust rapidly and cut their operational costs. The relatively extensive
social and economic regulations in CMEs, on the other hand, encourage
firms to adjust in incremental ways and to overcome short-term costs by
emphasizing the long-term benefits of gradual product development. As
a consequence, producers in LMEs tend to be more sensitive to relative
costs than firms in CMEs who stress the importance of increasing the
quality of their products.

Because of the structural disparities in the two countries, producers
are provided with different institutional advantages that bias them
toward adopting distinct product market strategies. The conventional
picture of Germany as a country with strengths in advanced medium-
tech manufacturing, and Britain as one with a concentration in basic
manufacturing, is accurate (Matraves 1997). Unlike in Germany, where
the industrial-relations and financial systems emphasize long-term prod-
uct development and productivity growth (Streeck 1991), British pro-
ducers have predominantly emphasized short-term profits because of a
financial system that promotes rapid turnover and an industrial relations
system that encourages employers to adopt cost-cutting practices
(Rubery 1994).

While the institutional infrastructure of the German economy presents
competitive advantages in areas that benefit advanced manufacturing
(so-called specialized supplier and scale-intensive industries in Fig. 6.1)
and are characterized by incremental innovation patterns, differences in
the financial and innovation systems have allowed Britain to outpace
Germany in high-tech areas characterized by radical innovation patterns
(Soskice 1997). Not only did the British science-based sector show a
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FIG. 6.1 The revealed comparative advantage of British and German
manufacturing industry

Note: Revealed comparative advantage 'for a particular industry (or industry grouping) is
defined as the ratio of the share of the country's exports in that industry in its total manufac-
turing exports to the share of total exports by that industry (or industry grouping) in OECD
manufacturing exports.'

The industry classification is based on core factors that determine competitiveness, and is
divided into: resource-intensive (food, beverages, tobacco, leather, wood, paper products, petro-
leum-refining, cement, and clay); labor-intensive (textiles, apparel, footwear, furniture, non-
ferrous and fabricated metals, other manufacturing); scale-intensive (printing, industrial
chemicals, rubber and plastics, pottery and glass, iron and steel, shipbuilding, railroad equip-
ment, cars, and other transport); specialized supplier (non-electrical machinery excluding
computers, electrical machinery excluding telecommunications and semiconductors); and
science-based (pharmaceuticals, computers, telecommunications and semiconductors, aircraft,
scientific instruments, and other chemicals industries).

Source: OECD (1992: 158-9).
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strong and growing competitive advantage in the 1970-90 period (Fig.
6.1), but it was twice the size of its German equivalent and grew much
faster.3 While there has been great continuity in the British and German
industrial profile, changes in the external institutional environment of
the two countries due to deeper European integration challenge firms'
abilities to exploit the comparative institutional advantages of the re-
spective national models.

6.4 National Institutions and European Integration

How can the varieties approach, which is primarily designed to address
issues of economic performance and institutional change at the national
level, be used to give greater clarity to a state's preferences over the struc-
ture of multilateral institutions? The following pages suggest that atten-
tion to how common European regulatory frameworks affect the
institutional equilibrium of national market economies allows us to
uncover why interest groups and governments prefer particular forms
of European multilateralism.

Common regulatory frameworks on the European level present a chal-
lenge to member-states because EC regulations can both consolidate and
undermine national institutions through intergovernmental agreements
(Moravcsik 1998) or through spontaneous processes of up- and down-
ward regulation (Vogel 1995; Scharpf 1997b). Thus, for example, while
European agreements on low social standards may protect British inter-
ests in this area, it is often feared that it would undercut Germany's
ability to maintain higher standards. Because the potential benefits or
costs of institutional change at the national level as a result of EC agree-
ments may be high, domestic interest groups and governments pay
strong attention and invest great resources in influencing and antici-
pating the direction of common European regulations (Andersen and
Eliassen 1993). However, interest groups or governments are not neces-
sarily relegated to passive 'takers' in this environment, but have exten-
sive opportunities to voice their preferences.

From the vantage point of member-states, EC institutions can generate
three general effects on national regulatory structures. First, multilateral
institutions can lock in national regulatory regimes at the multilat-
eral level. The Single European Market (SEM) and Single European Act

3 In 1990, the science-based sector in Britain made up 9.12% of industrial production,
while the figure in Germany was 4.67%. In Britain the sector grew by 78.3% between 1976
and 1990, and in Germany by 39.4%. Calculations based on figures reported in OECD
(1997b).
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(SEA), for instance, have served to strengthen the liberal free-trade pol-
icies of EC member-states. Similarly, common minimum regulations in
the social and environmental areas prevent processes of competitive
deregulation from undermining core features of national frameworks.
Second, multilateral institutions may facilitate new institutional growth
trajectories at the domestic level that a country might have difficulties
achieving on its own. Many governments and business groups, for
example, support European-wide research programs in areas where
existing national institutions are unable to facilitate rapid advances in
the high-tech sector. I call this positive institution-building because the
basic purpose of supporting the multilateral institution is to supplement
national institutions with a common European-level institutional struc-
ture for the purposes of achieving goals that member-states are unable
to achieve on their own. Third, multilateral institutions may undermine
specific domestic institutional constructs that governments or producers
are dissatisfied with. Efforts by producers in some countries (e.g. large
firms in Germany) to undermine national antitrust and merger laws that
are more restrictive than those of the EU are an example of this scenario.
I call this negative institution-building since the objective is to undo and
reduce certain national institutional frameworks that are deemed detri-
mental to achieving the desired policy outcome.

In brief, the EC should not only be seen as an institutional constraint
on member-states, but also as an organization that presents opportuni-
ties for institutional reform that may be difficult to achieve on a purely
national scale. In that sense, joining national with European institutions
presents member-states with an opportunity to explore and achieve
novel institutional complementarities.

While many of the chapters in this volume demonstrate that signifi-
cant complementarities exist between the building blocks of national
market economies, this chapter focuses on national political processes
that lead member-states to adopt specific preferences over the structure
of the EC in order to achieve complementarities between their national
institutions and those at the European level. The rationale for this focus
is simple: since the form of European multilateralism may have long-
term implications for the structure of national economic institutions,
member-states should hold specific preferences over those EC structures
that may affect the institutional landscape at home. 'Selecting institu-
tions', as George Tsebelis notes, 'is the sophisticated equivalent of
selecting policies or selecting outcomes' (1990: 118).

As noted in the earlier discussion of alternative approaches to study-
ing preferences, the formation of a national preference—that is, the
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position that a country's government will promote at the EC level—is
a process that requires us to address a set of issues. Key political actors
and their preferences in applicable policy areas must be determined.4

How their often diverse preferences are aggregated into a 'national pref-
erence' is the next step, and for that purpose I use the structure of state-
society relations to ascertain the domestic balance of power (Katzenstein
1978&). Since the likelihood of realizing the national preference in the EC
depends on the distribution of preferences among other member-states
and the environment in which EC institutions are negotiated—in particu-
lar the nature of voting rules in the relevant issue area — attention must
also be given to the strategic environment that faces member-states
(Moravcsik 1998; Pollack 1996). Following a brief overview of the Maas-
tricht Treaty, I examine how these three factors shaped the British and
German institutional preferences in crucial policy areas of the Treaty.

6.4.1 The Maastricht Treaty

The Maastricht Treaty consisted of seven titles divided into nineteen
articles that partly amended previous treaties and partly added new
competencies to the organization. Additionally, seventeen 'Protocols'
were appended that added and expanded aspects of the Treaty, including
among other things, special 'opt-outs' for some member-states (most
notably for Britain and Denmark), protocols on social policy (No. 14),
economic and social cohesion (No. 15), the structure of the European
Central Bank (No. 3), and a timetable (No. 10) and criteria (No. 6) for an
economic and monetary union (EMU).5 Here, the focus falls on three core
policy areas that were subject to negotiations at Maastricht, namely, the
structure of EC monetary, social, and industrial policies.

Monetary Policy

Perhaps the most remarkable aspect of the Maastricht Treaty was the
decision to set a timetable, define the criteria, and establish the structure
for an EMU to begin in January 1999. If EMU was the most remarkable
achievement in Maastricht, it has also proven to be its most controver-
sial aspect. The Treaty provided for the introduction of a single currency
and the transfer of monetary authority from national branches to the

4 In the following, I make an assumption that interest groups and governments largely
share a commitment to maximizing the comparative institutional advantages of their
respective market economy. Elsewhere I explore the conditions under which such a situa-
tion does not hold (Fioretos 2000).

5 For detailed accounts of the Maastricht Treaty, see Church and Phinnemore (1994).
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European Central Bank (ECB). As such, it provided a blueprint for the
relinquishment of national policy autonomy in this area and the intro-
duction of a new supranational policy domain. The Treaty stipulated that
member-states consider their economic policies a matter of common
concern and that they meet strict economic requirements to qualify
for EMU.

EMU had remained an elusive goal to the member-states since the
1970s, and the text adopted in Maastricht was preceded by many alter-
native designs and proposals (Ungerer 1997). Despite the agreement in
Maastricht to form EMU, many of the twelve member-states were reluc-
tant to support it. While Germany and France were strong advocates,
others like Britain and Denmark were given opt-out (or better, opt-in)
clauses which allowed them to defer the decision on whether to join
EMU.

Social Policy

In the 1957 Treaty of Rome there was a small section devoted to employ-
ment and working conditions. However, it was not until after the SEA
was adopted in 1987 that a more extensive discussion about the com-
petence of the EC in this area took place and that the Community was
given explicit authority to work for the advancement of a dialogue
between management and labor and for the improvement of health and
safety in the workplace. With the enactment of the SEM the discussion
continued and was generally couched in terms that some member-states
might undermine the internal market by engaging in 'social dumping'
by maintaining low social standards. As a consequence, attempts were
made to introduce a 'social dimension' to the economic dimension that
was quickly emerging. The Social Charter of 1989 entailed provisions
concerning social security benefits, freedom of association, fair compen-
sation, and the dialogue between the labor market parties. The Charter
was accepted in December 1989 by all member-states except Britain.
Eventually, most of the Social Charter was appended to the Maastricht
agreement and was called the Social Protocol (rather than Chapter)
because of Britain's opt-out. Although this protocol does not entail any
far-reaching provisions that will seriously undermine national authority
in this domain—in fact, the Protocol states that 'the Community and
the Member States shall implement measures which take account of the
diverse forms of national practices' (Art. I)—it was subject to divisive
negotiations and was only signed by eleven of the twelve member-states
at the time.
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Industrial Policy

If EMU and the Social Protocol have proven to be the most debated, cele-
brated, and to some extent most controversial issues in the aftermath of
the Maastricht meeting, then the provision for a common industrial
policy is an area that has received much less attention since the agree-
ment. Before the Maastricht Treaty, the EC's industrial policy had
primarily been designed for market liberalization and the abolishment
of discriminatory subsidies (P. Nicolaides 1993), and nowhere could one
find a statement suggesting that the Community have an activist and
interventionist industrial policy. However, the debate surrounding
Article 130 of the Treaty, which was interpreted as potentially giving
the EC the authority to pursue an industrial policy, was very heated.
The Article establishes that '[t]he Community and the Member States
shall ensure that the conditions necessary for the competitiveness of the
Community's industry exist'; that '[t]he Commission may take any useful
initiative to promote . . . coordination [between Member States and the
Commission]'; and that the Council may design 'specific measures in
support of action taken in the Member States.' The Article was largely
the result of the demands by some member-states (France and Italy)
and industry groups for a more proactive European Commission with
the authority to initiate and sustain programs that would enhance the
competitiveness of European industry. This was primarily to be done
through programs that facilitated inter-company collaboration and large-
scale industrial projects on a precompetitive basis so that European
producers would be better positioned to meet the competition from non-
European manufacturers.

Although vague statements were made to the coordinating function of
the Commission, Article 130 is in fact very much of the same essence as
previous EC policies and has not been used to justify interventionist
practices in the spirit of national industrial policies that were common
during the 1970s or 1980s. Instead, the Article's general message—that
the pursuit of competitiveness should take place 'in accordance with a
system of open and competitive markets'—and its emphasis on creating
a favorable environment for business cooperation and development
remains the guiding principle of the EC's industrial policy. Nevertheless,
the heated debate prior to and during the Maastricht meeting clearly
revealed the great diversity in member-states' attitudes in this area.
While France espoused an interventionist form of industrial policy rem-
iniscent of its dirigiste tradition, Britain advocated a minimalist version
and at times objected to the idea of the Article, and Germany adopted a
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middle-of-the road position that corresponded relatively closely with the
final outcome. How do we explain the variation in these policy positions,
and the fact that Britain and Germany not only advocated different forms
of industrial policy, but also different designs for EC's social and mon-
etary components?

6.5 Unmasking Britain and Germany at Maastricht

The central hypothesis in this chapter states that the underlying deter-
minant of a country's preferences over the structure of multilateralism is
the composition of its market economy. If this is correct, then we should
observe that individual countries' preferences constitute a coherent and
internally consistent strategy across areas, and that there are distinct
differences between countries' multilateral choices if their market econ-
omies differ. This section examines this proposition in the British and
German cases in the context of the Maastricht agreement.

6.5.1 Britain

The common perception that Britain, under the Conservative govern-
ments of Margaret Thatcher and John Major, was persistently opposed to
increased European integration is a great exaggeration. A closer exam-
ination of British policy positions in various issue areas reveals that the
logic of its engagement in the EU does not reflect a general antipathy
to the EU, but rather a calculated policy informed by the economic and
institutional rationale of its national market economy. During the 1980s
Britain supported many institutional programs that could only be char-
acterized as entailing more integration and less national autonomy,
including a strong commitment to the full implementation of the SEM
and a highly centralized competition policy. While less interested in
deeper integration during the Maastricht negotiations, it is clear that
Britain's institutional preferences during those negotiations also reflected
its attempts to promote and protect key features of its liberal market
economy.

The structure of state-society relations in Britain gives the government
a relatively high degree of autonomy from societal pressures in formu-
lating its policy due to the considerable centralization in policy-making
and the low organizational capacity of interest groups (Katzenstein
I978b). During the Maastricht negotiations, Prime Minister Major's
domestic battles were therefore less with economic interest groups
and more directed at appeasing the disparate interests of domestic
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federalists, Euroskeptics (especially in his own party), and an electorate
which was bound to treat him harshly in the 1992 election if he was
perceived to have given up key national interests. While the demands of
these political constituencies constrained the availability of policy
options to the Conservative government, they did not compromise—but
rather reinforced — the government's objective of ensuring that the insti-
tutions of the EC would serve a complementary function to its economic
policy program at home.

Originating in the Thatcher government's commitment to market
deregulation and neo-liberalism, the Major government formulated a
policy which aimed at making Britain the 'Enterprise Centre of Europe'
by offering a business environment with highly deregulated labor and
financial markets (see HMSO 1996«). This setting, it was argued, would
provide the appropriate institutional infrastructure for British companies
to flourish in global markets and to attract foreign companies to Britain.
The SEM played a key role in achieving this objective. However, the
Maastricht Treaty was seen as a potential threat to the competitive advan-
tages offered by Britain's market economy because the structure and
development in key areas were to be determined by qualified majority
voting (QMV) and thus could potentially force Britain to implement EC
regulations that would undermine the institutional logic of its LME
(HMSO 1996b: 25). The Major government's strategy at Maastricht was
therefore primarily concerned with ensuring an EC that would not
undermine mechanisms that sustained and reinforced market coordina-
tion in Britain.

Monetary Policy

While Britain has cooperated on and off with the other member-states in
monetary affairs, it was adamant not to sign on to the criteria and
timetable for EMU during the Maastricht negotiations. After lengthy
negotiations, Britain managed to secure an opt-out from EMU, which
effectively gave it full autonomy in deciding if and when it wishes to
join the single currency area. While the Tory government's reluctance
to sign on to EMU to some extent was a function of its fear of antago-
nizing Euroskeptics within its own ranks, the decision also reflects a
larger institutional rationale associated with the LME.

The British market economy provides an institutional framework that
gives a competitive advantage to firms emphasizing relatively low-cost
production, and has therefore made British producers particularly
concerned with the potential effects of a fixed exchange-rate system.
Currency devaluation becomes a particularly important mechanism to
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restoring competitiveness in Britain since its LME lacks a coordinated
wage-determination system that can control labor costs (cf. Soskice
1996c), and provides a quick solution to restoring cost-competitiveness
should prices rise too quickly at home. Accordingly, the British were
more reluctant to give up national autonomy over the exchange rate than
countries that had alternative means for controlling wages or that
depended less on low labor costs for their competitive advantage. The
reluctance to commit to 'irrevocably' fixing its exchange rate within a
monetary union was expressed in its insistence on receiving an opt-out
from the three-stage plan to construct EMU. For similar reasons, if Britain
were to enter, it was concerned with entering with an exchange rate that
was competitive vis-a-vis its partners. This reasoning urged a delayed
decision as to when to enter the currency area.

Social Policy

The dependence of British manufacturers on a low-cost and deregulated
business environment gave the British government a strong incentive to
ensure that EC-level agreements did not impose high social regulations
that would undermine the rationale of its 'Enterprise Centre of Europe'
strategy. Economic coordination in Britain's LME is secured primarily
via the market mechanism and it is generally by maintaining that
mechanism—and the discipline it enforces on individual actors in a
deregulated setting—that superior levels of coordination are achieved.
Accordingly, the British were adamant in their opposition to EC regula-
tions that would erode the market incentives on which the competitive
advantage of the economy to a large extent is constructed. This logic
extended itself most pointedly to social policy. Extensive social regula-
tions were perceived to undercut the market incentives facing the work-
force since higher levels of social benefits tend to raise the reservation
wage, thereby raising labor costs for firms that, in many cases, depended
on relatively low labor costs for their competitive edge. During the
Maastricht negotiations, the Major government thus demanded a singu-
lar opt-out from the Treaty's Social Protocol. Upon securing the opt-out,
Prime Minister Major summarized the rationale for its strong opposition
to European-level legislation in this area: 'Europe can have the social
chapter. We shall have employment . . . Jacques Delors accuses us of
creating a paradise for foreign investors; I am happy to plead guilty'
(quoted in Leibfried and Pierson 1995: 49). The opt-out allowed the
government to retain a cost-competitive business environment at home,
as well as full access to EC's other programs without committing, as John
Major put it, 'a betrayal of our national interests' (quoted in Daily
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Telegraph, 19 Dec. 1991). While the importance Britain has paid to its opt-
out from the Social Chapter is only one example of its relationship to the
EC, it signifies the importance the country attaches to structuring that
relationship in a way that is consistent with its market economy. The
Social Protocol, explained one government official, 'is absolutely
anathema to freeing up labor markets . . . [and] it makes absolutely no
sense to import European-level labor market regulations to Britain/6

Today, the UK has the best of two worlds: free access to 370 million
consumers and low social costs/ were the words used by another offi-
cial when summarizing the rationale for the British position.7 Without
membership in the EC, the government reasoned, its ability to attract
foreign investment or even maintain domestic investments would have
been seriously jeopardized. However, membership in the EC had to be
on terms that did not erode the comparative institutional advantages of
Britain's market economy. The strategy thus became one of encouraging
foreign direct investment by maintaining a cost-competitive business
environment and being a member of the internal market. Opting out of
the Social Chapter was part of that strategy on both a rhetorical and prac-
tical level. This arrangement, as the government officials suggested, has
allowed Britain to deregulate its economy, attract the largest share of
incoming foreign direct investments in Europe, and exploit the consis-
tency of this policy in an effort to secure the comparative institutional
advantages of the LME.

Industrial Policy

Industrial policy arose as an issue during the Maastricht negotiations
primarily with regard to whether the European Commission should have
the authority to orchestrate an interventionist industrial policy. While the
French championed such a solution, Britain was strongly opposed to this
initiative. The varieties of capitalism framework suggests why it would.
Since the British economy secured superior performance largely by
enhancing the market mechanism, Commission-directed interventions
that provided firms with alternative market incentives were seen as a
source of likely distortions to economic coordination in the British
economy. Instead, in the general area of industrial policy, Britain wanted
to implement a more rigorous competition policy which in part would
contribute to undermining the multiple forms of cooperation found else-

6 Author's interview with Peter Burin, director of EU Internal, Trade Policy, and Europe
Directorates, Department of Trade and Industry, London, United Kingdom (19 June 1996).

7 Author's interview with Stephen Lillie, head of section, European Union Internal,
Foreign and Commonwealth Office, London, United Kingdom (25 June 1996).
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where in Europe (in particular in CMEs) often described as cartels.
Thus, the primary concern for the British was to extend the economic
area regulated by the EC in a fashion that would enhance the market
mechanism and provide British firms with an environment they were
accustomed to and that would ensure their competitive edge.8

At the center of the discussion concerning a European industrial policy
was how the EC could contribute to industrial competitiveness by sup-
porting large-scale European R&D programs. Although Britain would be
a net monetary beneficiary of some of these programs (George 1990:199),
the government paradoxically opposed most of these programs and
insisted that this area of Community activity be governed by unanimity
voting to ensure that Britain could influence the size and structure
of future R&D programs. Again, the varieties framework suggests an
answer to the government's and business community's reluctance to give
the Commission greater resources and authority in this area. The institu-
tional infrastructure for technology diffusion that exists in CMEs does not
exist in Britain, and as a consequence the results of these programs were
questioned (Buxton et al. 1994). Moreover, since British companies
were already doing comparatively well in the high-tech sector (Fig. 6.1)
that a common European industrial policy was to target, they might
potentially have been relative losers from these programs within the EU.

There was a strong logical coherence to Britain's preferences over the
structure of the Maastricht Treaty premissed on how common European
regulations would impact its LME. It was reluctant to support common
European monetary, social, and industrial policies for fear that they
would undermine the institutional foundation of the British market econ-
omy and the basis of its strategy to attract investments and promote
economic recovery. Its position at Maastricht was primarily an attempt
to prevent the introduction of negative institutional growth trajectories
at home, which could have eroded the basis of the LME's comparative
institutional advantages.9 'Mr. Major can . . . claim that the "Thatcher

8 The British government also objected to a common EU industrial policy because it
maintained that member-states would have greater recourse to engage in competitive
bidding for advanced and high-tech manufacturing (so-called 'subsidy auctions') by
enticing investors with direct monetary contributions. Since the government was
committed to minimizing public expenditures (most EU programs must be matched by
national funds), and since it did not have the administrative apparatus to implement such
programs in the early 1990s, the government feared that a common industrial policy within
the EU would jeopardize Britain's attraction for foreign investors who had chosen Britain
over other countries because of its competitive business environment (HMSO 1994: 84-6).

9 It should be noted that the support for multilateral institutions during the Maastricht
negotiations that would prevent negative institution-building at home has not been a
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Revolution" is safe from the encroachment of Brussels/ were the words
used by one observer when describing the British 'success' (Jenkins 1991:
1). The intensity of its preferences were not in doubt. Faced with the
potential reality that it would be outvoted under the Community's rules
of QMV, it insisted, in an unprecedented move and at considerable polit-
ical costs, on receiving opt-outs from participation in the Social Chapter
and EMU to ensure that the LME remained intact. For similar reasons,
Britain refused to accept QMV in the industrial policy area and insisted
on, and won approval for, unanimity voting in matters relating to
common R&D programs. This outcome gave John Major cause to claim
'Game, set, match for Britain' (Independent, 15 Dec. 1991: 14) and ensured
a strong endorsement in the House of Commons. The support of the
business community for his achievements was also unequivocal:
'The prime minister and his colleagues have achieved exactly what busi-
ness needs — an agreement on economic and monetary union which has
left the way open for UK participation in a single European currency,
steps to secure more even enforcement of Community legislation, and
no extension of Community powers that could threaten international
competitiveness/ concluded the director general of the Confederation of
British Industry (Financial Times, 12 Dec. 1991: 4).

6.5.2 Germany

In strong contrast to the common perception of Britain as a diffident
member of the EU, Germany is often described as its Musterknabe and a
firm supporter of extensive economic integration (Bulmer and Patterson
1987). However, if the view of Britain as always reluctant to increased
European integration is an exaggeration, then the claim that Germany is
always a champion of integration is no less an overstatement. While EU's
structure—including the emphasis on federalism and subsidiarity—is
more similar to the German system than to the British, this does not
necessarily mean that Germany is always supportive of deeper integra-
tion. Like Britain, Germany's institutional preferences within the EU are
closely linked to the implications of deeper integration for the structure
of its national market economy (cf. Anderson 1997).

The manner in which a German government ensures national support

persistent pattern in British policy. During the 1980s, Britain strongly espoused multilat-
eral institutions that would lock in a liberal trade and extensive competition policy through
the construction of new institutions. In both instances Britain's EU policy reflects the liberal
bias that has existed for decades in its economic policy and its precise multilateral insti-
tutional preferences have depended on how common European regulatory programs affect
the workings of its LME at home.
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for its policies differs in crucial respects from that of its British counter-
part. Because of high levels of party discipline in the Bundestag, German
governments have generally little reason to worry about ratifying an
international agreement in parliament. Instead, because of the decen-
tralized nature of the German state and the high organizational capacity
of economic interest groups, German governments must more actively
consider the input of key societal interests and ensure their support for
the implementation of policies (Katzenstein 1978b). As a consequence,
Chancellor Helmut Kohl worried less about partisan political differences
than his British counterpart during the Maastricht negotiations. Instead,
his attention was directed towards guaranteeing the endorsement of the
Bundesbank, and raising support from the national business and labor
communities (Moravcsik 1998: ch. 6). However, these domestic constitu-
encies posed relatively few constraints on the Kohl government during
the Maastricht negotiations since their general interests were also broadly
directed at ensuring that the Treaty did not erode key institutional
domains of the German economy.10

The Kohl government, with strong support from the national business
community, used the SEM and SEA as vehicles to secure the country's
dependence on the European market and to dampen the effects of price
competition from East Asia. These were important concerns because
the strength of national labor unions made it difficult to reformulate
Germany's industrial strategy to one that would focus on lowering costs.
The internal market also cut transaction costs in Europe and was met
with optimism because German firms' superior productivity was seen
as a sure way to enhance market shares in Europe. However, as the
SEM was being implemented, concerns grew regarding the potential
effects the internal market could have in Germany if a stronger European
social dimension and greater monetary cooperation were not achieved.
The potentially negative effects on the German political and econ-
omic landscapes of an EU without stronger protection of the country's
social regulations and its monetary regime—both core components of
Germany's social market economy—became defining features of the
Kohl government's approach to the Maastricht negotiations. A closer
examination of Germany's policy and institutional preferences during
the negotiations illustrates nicely not only the differences between Britain
and Germany, but also the logical coherence to the Germany policy and

10 If anything, the political opposition and the Bundesbank wanted the Kohl government
to insist on more detailed regulations on social and monetary policy. The general direction
and content of Kohl's policy, though, were not disputed (Beuter 1994).
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the crucial role institutional considerations played in the formulation of
its institutional preferences.

Monetary Policy

Germany's CME is centered around structures that maintain a great deal
of non-market coordination, and it has contributed to the develop-
ment of competitive advantages based on the capacity to sustain high
quality control, customization of products, and incremental innovation
in products and production processes. Fig. 6.1 showed the extent to
which this structure has made Germany particularly strong in special-
ized supplier and scale-intensive goods which characterize advanced
manufacturing. However, sustaining this kind of production system also
comes at a price; in particular, German products tend to be relatively
costly to manufacture. While cooperative arrangements at home make it
unlikely that producers are undercut in terms of the price of goods, they
are vulnerable to foreign competitors who may produce goods of similar
quality at lower cost. German producers, unions, and politicians were
particularly wary of the ability of other advanced European economies
to devalue their currencies and price German products out of competi-
tion in the SEM. The risks that other members of the EC would use deval-
uations to strengthen their competitiveness was, therefore, of particular
concern to Germany since it does not have recourse to the same option
because of constitutional and political constraints (protected in large part
by a fiercely independent Bundesbank). For this reason, EMU was par-
ticularly attractive to Germany—especially to manufacturers who domi-
nate the economy—because it would impose limits on the ability of
other European countries to undercut German competitiveness. More-
over, by fixing exchange rates within EMU, German producers calculated
that they would be able to rely on their relatively superior productivity
and the flexibility of their industrial-relations system to increase the
quality and competitiveness of their products and thus enlarge their mar-
ket shares.11 The government also reasoned that with institutional provi-
sions guaranteeing price and currency stability through EMU, Germany
would be able to maintain a domestic environment that encouraged
private investments and limited public spending (Waigel 1993).

While geopolitical concerns also played a role in the minds of Europe's
political leaders during the Maastricht negotiations, the varieties
approach aids in explaining both why Germany preferred a particular

11 Author's interview with Hans-Joachim Hafi, head of section, General Trade and
Industry, Federation of German Industry (BDI), Bonn, Germany (25 April 1996).
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shape to EMU and why it could pursue this policy confident of strong
domestic support. Germany's interest in EMU should not simply be seen
as a consequence of its historical commitment to a tight monetary policy.
Rather, it must be seen within a context that pays attention to the impli-
cations of European multilateralism for the institutional structure that
underpins its market economy. Key domestic political and economic
forces feared that this structure would be undermined in the absence
of a multilateral monetary arrangement like that agreed upon at
Maastricht.12

Social Policy

Germany is one of the strongest supporters of a 'social dimension' to
European economic integration. It is frequently thought that because
Germany has relatively high social standards and extensive labor market
regulations, it promotes upward harmonization of the Community's
social policy and that its support for the social dimension is premissed
on this logic. However, this is a misrepresentation of the German govern-
ment's objectives, as well as of the preferences of the business and labor
communities. There was a political logic behind the government's efforts
to broaden EC's social dimension during the Maastricht negotiations
because of the potential political costs that organized labor and the
electorate could impose on the government if it gave up the coveted
social program at home. The content of Germany's policy was premissed
on how an integrated Europe would affect Germany's CME. More
specifically, Germany supported the establishment of common minimum
social regulations (as opposed to harmonization). This preference was a
function of a set of interrelated considerations.

The major German concern was to prevent the introduction of
processes of competitive deregulation in Europe because of their poten-

12 Events following the Maastricht meeting also show the extent to which Germany's
position on EMU is shaped by the implications of non-EMU on its national market economy
and product markets. Despite enormous social costs of meeting the Maastricht convergence
criteria, Germany insisted throughout the 1990s that even a mini-EMU be implemented
with the countries that qualify. This at first sight is puzzling since we would expect
Germany to want as many countries as possible to be part of the arrangement. However,
since the countries that qualified (or nearly qualified) were countries that produce in similar
product markets to those of German companies, Germany was particularly keen that EMU
be implemented (author's interview with Eberhard Meller, head of Brussels Bureau,
Federation of German Industry, Brussels, Belgium (27 June 1996)). The fact that many
member-states who did not seem to qualify for EMU produce in markets where German
companies are weak was not a major concern for Germany since they do not pose a sig-
nificant threat to German producers if their currencies depreciate.
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tial threat to the regulatory coherence of the German economy. Because
of the political difficulties of lowering social regulations at home, it was
feared that 'social dumping' might place German producers at a distinct
cost disadvantage. Under such circumstances it was argued that Ger-
many would have to abandon key regulatory structures that underpin
its economy and thus undermine the foundation of the CME, which
receives a large part of its comparative institutional advantage from
the 'productive constraints' imposed by relatively strict social regula-
tions (Streeck 1991; Vitols 1997). In contrast, common minimum regu-
lations would ensure that there was a floor under which no country
would allow its social regulation to fall, while at the same time giving
Germany the flexibility to exceed common standards as it saw politically
and economically fit. Agreeing on minimum standards also had the
benefit of increasing Germany's chances of finding support for its policy
under QMV rules governing this area; in contrast, insisting on applying
German standards across the Union would have ensured the opposition
of many member-states and thus presented the possibility of minimal
European social regulations.

An associated reason Germany did not support upward harmoniza-
tion was because such an arrangement would lock in common regula-
tory arrangement and would limit the future flexibility of producers and
instead establish high social costs across the EU. If that were the case,
German producers argued, industry in most of the Union would be
unable to produce competitive products and demand increased economic
support from the wealthy countries, which would translate into higher
taxes for German producers.13 By the same token, high common
social regulations would make changes to existing structures in times of
external economic changes subject to the political will of a qualified
majority of the EC, which would impose a slow, burdensome, and uncer-
tain process of regulatory change.

Industrial Policy

On the issue of a European industrial policy, the outcome at Maastricht
and the language in Article 130 corresponded closely to the German
national preference — roughly between the British minimalist and the
French maximalist positions. Unlike Britain, Germany was favorably
disposed to including an article that would commit the Community to
a horizontal industrial policy that encouraged large-scale cooperative

13 This point is stressed both by the business community (author's interview with Hafi
1996) and in government publications (Deregulierungskommission 1991: 187).
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research projects within the EU and that would entail provisions to
employ the kind of framework regulations that characterize Germany's
regulatory architecture. Unlike the French, however, Germany was
opposed to giving the Commission increased powers which could be
used to direct the disbursements of collective funds towards specific
industrial projects in particular sectors or firms. The rationale behind the
German position rests on regulatory principles that are consonant with
the principles of the CME, and the calculation that a limited EC indus-
trial policy may have beneficial effects for German producers in areas
(especially high-tech) where the German market economy has been rela-
tively weak (cf. Grewlich 1984).

In a CME like Germany, the effectiveness of industrial policy and the
provision of supply-side goods depends on the ability of the govern-
ment to make credible commitments to the national business community
that it will support firms' objectives without direct intervention. These
commitments are a combination of explicit and often implicit contracts
between the government and business, where the former provides
important resources — frequently based on regulatory mandates—that
are administered by business associations and para-public institutions
(Katzenstein 1987; Streeck 1983). Such agreements are used to enhance
the non-market coordination of the economy and improve the capacity
of business to coordinate the provision of, among other things, vocational
training, R&D, and technology diffusion. Aware of the benefits of this
system to both the government and firms, the German government and
the business community supported a similar type of arrangement at the
EC level. A highly interventionist national or European industrial policy
would be detrimental to this kind of arrangement since it assumes that
public officials have the requisite private information that business
possesses and would instead increase the power of the Commission to
act in an arbitrary fashion.

Germany's position on an EC industrial policy was in practical terms
also associated with attempts to provide German producers in the high-
tech sector with the opportunity to cooperate with firms in other
member-states. The German high-tech sector was relatively weak and
showed little growth in the 1980s (Gerstenberger 1992). A common
European industrial policy that encouraged cross-European inter-firm
relations was very attractive to the German government and industry
since it would supplement an area in which its national market economy
was comparatively weak. Moreover, since the German form of industrial
policy emphasizes the diffusion of technology (Ziegler 1997), a European
industrial policy that follows that tradition as well as providing new
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opportunities in the high-tech area would allow German producers to
make use of the comparative institutional advantages of the CME in tech-
nology transfer and diffusion while improving its innovation potential
in high-tech industry. Thus, in this context, the EC actually served the
purpose of facilitating a positive institutional growth trajectory which
Germany, only with great difficulty and costs, would be able to achieve
alone. In other words, Germany's preference in this area was shaped also
by efforts to acquire expertise that its CME had difficulties providing and
not, like Britain, by efforts to limit the involvement of the EU.

Like the British Prime Minister, the German Chancellor also claimed
success at Maastricht stating that the outcomes 'fully reflect German
conditions and interests' (quoted in UPI, 11 Dec. 1991). However, while
Britain sought to preserve essential components of its domestic market
economy by opting out from common arrangements, Germany
approached Maastricht as an opportunity to lock in features of its CME
by participating in EC-wide regulations. Although the Kohl govern-
ment was not greeted with the same ringing endorsement at home as
Major was, there was general consensus that its ability to push through
the Social Protocol and EMU despite British and Danish opt-outs was a
major achievement (Beuter 1994). In particular the principles embodied
in EMU that were broadly consonant with those of the Bundesbank, and
the emphasis on framework regulations akin to the principles of
Germany's Ordnungspolitik, were hailed as crucial milestones in ensuring
a European Community congruent with Germany's economic system.

6.6 Conclusion

A global economy and EC membership has heightened the tension
between national and European institutions in recent decades, and it has
become more important for countries to ensure that national and inter-
national institutions function in a complementary fashion. This chapter
has suggested one way of understanding the underlying political and
economic motivations that shape a country's preferences over how
national and European institutions should be integrated. More specific-
ally, I have suggested that a country's preferences over the structure of
multilateralism are primarily a function of how international coopera-
tion will affect the workings of its national market economy, and how
the preferences of actors with a stake in that process are aggregated into
a national position. The case studies of the British and German positions
on the structure of the Maastricht Treaty support this claim. The cases
also showed that common generalizations in the academic literature on
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European integration and in the media that use stark dichotomies to
portray member-states' interests in the EU mask crucial differences
within and between states. Thus they often distort the source of states'
support for specific forms of international cooperation. This chapter has
sought to provide a framework for a more nuanced understanding of
why states espouse particular institutional preferences and why these
vary across countries and issue areas.

In grounding the analysis of the process of institutional preference
formation within the varieties of capitalism literature, this chapter
reaches different conclusions than prevailing IR theories. It disputes
many of the traditional arguments in IR that rely on the relative distri-
bution of power among states as the primary determinant of a state's
international bargaining position, as well as those that expect long-
term international cooperation to produce similar policy preferences
across countries. Instead, this chapter has employed the varieties litera-
ture as a way of supplementing existing societal theories of IR in order
to address how domestic actors are affected by the institutional archi-
tecture of differentiated market economies and how existing institutions
shape their multilateral preferences. As such, the chapter provides
additional theoretical depth and empirical breadth to societal theories
of international relations by explaining why countries with similar
compositions of interest groups support different institutional programs
in the EU.

One of the strengths of the varieties of capitalism approach is that,
unlike many theories in IR, it endogenizes actors' preferences and does
not assume that actors have static preferences over time or issue areas.
Rather, this framework emphasizes how institutional preferences vary
across areas depending on how changes in one domain of the market
economy will affect the institutional infrastructure of the economy as a
whole and the complementarities it furnishes. As such, it provides a more
empirically nuanced account of events, as well as a theoretically more pre-
cise approach to understanding the domestic sources of multilateralism.
At the same time, by illustrating the importance that economic actors
attach to achieving an institutional match between domestic and Euro-
pean institutions, this chapter provides a theoretical and empirical exten-
sion of the varieties of capitalism research program, which has limited
itself primarily to events at the national level.

A competing explanation that has not been addressed thus far concerns
the explanatory value of partisan differences. In short, could a model
premissed on the notion that the ideology of the political party in office
determines national preferences explain the variation in British and
German approaches at Maastricht? This chapter suggests that such an
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explanation has serious limitations on both empirical and theoretical
grounds. During the negotiations, right-of-center parties were in power
in both countries, and yet their institutional preferences during the nego-
tiations differed greatly. A partisan explanation would suggest greater
similarities. More importantly, there has been a great deal of continuity
in the two countries' policies vis-a-vis European integration despite
recent changes in governments. Though beyond the limited scope of this
chapter, events following the Maastricht negotiations are illustrations of
this effect. In Britain, the Labour Party's electoral victory in 1997 did not
fundamentally change that country's multilateral preferences within the
EC. Despite Prime Minister Tony Blair's emphatic promise to improve
his country's somewhat tarnished reputation within the EU, his govern-
ment 'broadly followed the path taken by the Conservatives' (Driver and
Martell 1998: 145; cf. Holmes 1991). While signing on to the Social
Protocol, the Blair government claimed that the Protocol 'will not impose
the so-called German or European model of social and employment
costs,' and promised to oppose such movements 'if necessary by veto'
(Financial Times, 11 Mar. 1997). Instead, Blair pledged that there would
be no fundamental change in Britain's market economy or its attraction
to foreign investors by promising that there would be a minimum of new
social regulations (Financial Times, 11 Mar. 1997: 8). In fact, Blair's slogan
of 'a nation of entrepreneurs' sounded surprisingly similar to Major's
'Enterprise Centre of Europe' strategy.14

The 1998 victory of Gerhard Schroder in Germany illustrated a similar
path of continuity. His party's electoral manifesto echoed the policy of
the Kohl government and stressed the importance of 'renewing the social
market-economy/ using the European Union for the purposes of main-
taining key framework regulations and common social minimum regu-
lations, as well as utilizing the EU to improve the German high-tech
sector, and employing EMU in order to prevent 'currency-dumping' from
undercutting Germany's competitiveness (SPD 1998: 6, 9, 54-6). Finally,
the manner in which Blair and, in particular, Schroder backtracked from
their joint July 1999 statement of a 'third way' for Europe was indica-
tive of the practical limitations of fashioning an economic architecture
in the European Union that would meet the goals of both national
constituencies.15

14 Another instance of remarkable continuity in British policy is its lasting reluctance to
commit to EMU. This is in part due to concerns with the potentially negative consequences
that a fixed exchange rate and the limited recourse to currency depreciation would pose
for producers in Britain (cf. Financial Times, 21 Nov. 1997: p. vii).

15 The text of the joint statement, as well as other details on the Schroder government's
Neue Mitte, are found in Hombach (2000).
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The varieties framework suggests why there is such strong continuity
in the institutional preferences of the two countries. It considers the polit-
ical and economic calculations that policy-makers and interest groups
make when evaluating the consequences of institutional change. The
framework suggests that institutional continuity and adaptation are
often a shared interest among these actors because a transformation
of the existing institutional environment is seen as costly, uncertain, and
time-consuming. Under such circumstances, European integration is
approached, usually without regard to political partisanship, as a process
that must be managed with the general economic and institutional inter-
ests of the national market economy as a whole in mind. Deeper
European integration under appropriate terms helps both governments
and interest groups to achieve their joint goals in strengthening the struc-
tural competitiveness of the economy in which they are embedded. This
framework, then, suggests that there are parameters within which the
preferences of policy-makers will be shaped and that these are defined
by the extent to which national and European institutions will function
in a complementary fashion, and not significantly by changes in the ideo-
logical make-up of governments.

No doubt the subject of how national and international institutions
interact deserves more scholarly attention in the future as their interac-
tions intensify. This chapter has suggested one way of approaching this
issue, and in doing so it offers a set of implications for related topics of
interest. For example, on both empirical and theoretical grounds it
disputes the claim that economic globalization and long-term member-
ship in international organizations like the EC necessarily lead to policy
convergence or institutional isomorphism among states. Instead, the
chapter shows that economic actors process external economic signals in
a manner consistent with existing institutions and that because of the
costs associated with moving from one institutional equilibrium to
another—that is, with replacing one market economy with another—
states seek to promote existing comparative institutional advantages.
Therefore, we expect a continuation in varieties of market economies
and, as a consequence, also continued differences in states' multilateral
preferences.

Some scholars of the EC assert, however, that institutional convergence
is a prerequisite for the successful achievement of important economic
gains (Heylen and van Poeck 1995). While it is beyond the scope of this
chapter to address the solutions that the EU has devised to resolve insti-
tutional differences and conflicting demands among member-states, this
chapter questions the general claim that states' preferences will converge
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over time if they are members of the same organization. Thus, if diverse
forms of advanced capitalism continue to coexist within the EU, the
analytical emphasis in the future should not be on how convergence can
be promoted, but rather on how divergence can be accommodated.
Under these circumstances, it becomes increasingly important to uncover
the source of members-states' institutional preferences in order to under-
stand the basis of their negotiating positions, as well as under what
circumstances members are willing to compromise. This chapter suggests
that the varieties of capitalism literature can serve as a domestic theory
of international relations in order to address these issues.

A second implication of this chapter concerns the terms on which
states engage in international cooperation. It has been asserted that
states' primary goal in international organizations is to transfer the struc-
ture of their national regulatory regimes to the international level in
order to minimize the costs associated with institutional change or to
maximize their advantages over competitors (e.g. Kahler 1995: 2). This
chapter provides a more nuanced picture of states' terms of engagement
at the multilateral level. It shows that states do not necessarily seek to
replicate their national regulatory systems at the multilateral level, but
that they also use multilateral cooperation to reach objectives which
they are unable or have great difficulties achieving on their own. Thus,
for example, the German case demonstrated attempts at positive insti-
tution-building when Germany sought to acquire greater strength in the
high-tech sector through common EC programs. Conversely, knowing
that it would not be able to replicate its LME within the EU, Britain
sought to lock in significant parts of its comparative institutional advan-
tages by opting out of some areas of European cooperation like parts of
its social and monetary spheres.

This volume as a whole discusses significant issues relating to insti-
tutional change among advanced capitalist countries, and this chapter
has addressed more specifically the interaction of national and European
institutions. It shows that in an integrated Europe, institutional change
at the national level happens neither spontaneously or independently of
the institutional environment that the European Community embodies,
nor is the direction of institutional change independent of existing
constructs at home. Rather, existing national institutions shape the insti-
tutional preferences of economic agents in distinct ways, and European
institutions provide opportunities to solidify desired outcomes. Using
the intellectual framework of the societal approach to international rela-
tions and adding an institutional lens with the help of the varieties of
capitalism literature, this chapter has argued that the nature of a
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country's market economy fundamentally shapes its multilateral prefer-
ences. As such, it demonstrates the importance of examining institutional
change and national preference formation in Europe with a nuanced
perspective that pays attention to the interaction between domestic and
European-level institutions. In this context, it employs the varieties of
capitalism literature as a domestic theory of international relations and
potentially opens up a new avenue of research for scholars interested in
narrowing the gap between comparative and international political
economy as a means to acquire a fuller understanding of the contem-
porary political economy of Europe.
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Business, Government, and
Patterns of Labor Market Policy in
Britain and the Federal Republic

of Germany

Stewart Wood

The central focus of the 'varieties of capitalism' literature is the persis-
tence of differences in the organization of national political economies.
Variations between CMEs and LMEs in the structure, activities, and
strategies of companies, and in the structure of inter-firm relationships,
are well documented in the contributions to this volume. Similarly, many
of the chapters demonstrate how resilient these institutional characteris-
tics have been in the face of new political and economic challenges since
the 1980s. At the same time, however, the 'varieties of capitalism'
approach tends to underplay the importance of the political dimensions
of political economies. Economic activity is not only situated within
distinctive constitutional and political contexts, but depends upon the
legislative and regulatory activities of governments for its viability. In
striving for a firm-centered account of contemporary political economy,
it is important not to marginalize the importance of public policy to the
bundle of institutional complementarities that characterize CMEs and
LMEs.

Just as the organization of economic activity in CMEs and LMEs has
remained distinct in an era of supposed institutional convergence, so
have the varieties of public policy pursued within each variety of capit-
alism. Generous welfare policies, for example, were supposed to be
economically unsustainable in the face of highly mobile capital, and
politically unsustainable as European electorates crept to the center-right.
Yet the core features of different worlds of welfare capitalism remain
firmly in place (Stephens et al. 1999). Convergence has been equally
unforthcoming in the case of policies towards organized labor. Contrary
to expectations that the rights and functions of trade unions in advanced
industrial nations would be eroded by a combination of stronger
employers, ideologically hostile governments, and high unemployment,
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differences in the role of organized labor across OECD countries remain
(Wallerstein et al. 1997; Wood 2001). In short, the kinds of welfare and
labor market policies that are pursued in CMEs and LMEs remain differ-
ent, and different in systematic ways.

How can we explain these continuing differences in national policy pat-
terns? And in what way are the institutional characteristics of varieties of
capitalism linked to the policies governments pursue in them? This chap-
ter explores this key relationship between public policy and the or-
ganization of economic activity in LMEs and CMEs, focusing on the
case of labor market policy in Britain (an LME) and the Federal Republic
of Germany (a CME).1 It derives the policy regimes that characterize
these two cases from the very different patterns of business-government
relationship in each variety of capitalism. This understanding of policy-
making adopts Hall and Soskice's firm-centered approach to political
economy elaborated in the Introduction, and understands public pol-
icy in terms of the role it plays in supporting distinctive production
regimes in CMEs and LMEs. A government's policy options are, I argue,
fundamentally constrained, or biased, by the different organizational
capacities of employers in CMEs and LMEs.

However, it is still governments rather than companies that make
public policy. Governments may face strong pressures to deliver policies
that are congruent with production regimes and company strategies, but
they are also prone to a variety of other pressures—ideological, polit-
ical, and electoral—that compete for attention, and that may result in
(often sudden) changes in the direction of policy. Consequently, while
the content of labor market policy in Britain and the ERG is derived
from the preferences of employers, the stability of policy regimes over
time is largely determined by the power of governments to initiate re-
form or reversals. In each case, the degree of constraint on central gov-
ernment is fundamental to employers' ability to pursue those production
strategies that distinguish each variety of capitalism. First, because em-
ployers require the state to deliver certain kinds of complementary poli-
cies. Second, because the coordination of economic activities requires a
guarantee of the stability of these policies across time. In the German
case, the presence of institutional guarantees that limit the degree and

1 References to 'Germany' can be misleading if the historical period covered straddles
reunification. This chapter addresses themes in West Germany prior to reunification, as
well as in Germany after 1990. The term 'the Federal Republic of Germany', or FRG,
is used to refer to both throughout the article. Similarly the adjective 'German' is here
always used to describe aspects of the Federal Republic, either before or after 1990. In
section 7.2, where the discussion turns to policy developments in the 1980s, I also refer to
the FRG as 'West Germany'.
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type of government intervention is central to the logic of supply-side
coordination. In Britain, the absence of such guarantees makes institu-
tions of non-market coordination difficult to sustain.

The chapter is divided into two sections. In the first section, a theor-
etical framework for understanding business-government relations in
the FRG and the UK, and the public policies they produce, is developed.
For each country, the argument proceeds in three steps. First, employers'
preferences about public policy are derived from the properties of CMEs
and LMEs identified by Hall and Soskice. Second, an examination of the
constitutional and political sources of government power in Britain
and the FRG suggests significant variation in the expected stability of
policy regimes. Finally, the two variables—the preferences of employers
and the structural capacity of governments—are combined to produce
two different paradigms of business-government relations, each with
distinctive institutional and incentive properties. The second section
offers an empirical illustration of the framework with the case of labor
market policy in Britain and West Germany during the 1980s. In Great
Britain this was a decade of unprecedented neo-liberal reform, propelled
by the combination of employers agitating for the restoration of a liberal
market economy and a powerful central government under Margaret
Thatcher. In West Germany, however, the 1980s was a decade in which
reform impulses were frustrated. German employers successfully pro-
tected the institutions and policies of supply-side coordination in the
labor market. At the same time, a variety of veto players within the gov-
erning coalition prevented the Kohl administration from effecting any
substantial liberalization at all.

7.1 Business-Government Relations in Britain
and West Germany

7.1.1 Employers' policy preferences in CMEs and LMEs

In the Introduction to this volume, Hall and Soskice chart the main differ-
ences in the production regimes of CMEs and LMEs. One of the central
implications of their framework is that the structure of supply-side rela-
tions shapes the company strategies that are available to firms in each
variety of capitalism.

In CMEs, capital coordination facilitates product market strategies which
employ the collective goods it makes possible. In particular, coordina-
tion between firms enables them to produce high value-added products
targeted at niche export (as well as domestic) markets, involving highly
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and flexibly skilled workers. Capital coordination also allows a strategy
of incremental innovation in production to maintain the qualitative
advantage of products as technology, skills, and markets change. It is
important to note that these strategies are not merely the product of capital
coordination over one production input—such as skilled labor, or the
provision of stable long-term finance—but over a range of them. There
are, in other words, a number of interlocking 'subsystems of production'
(Carlin and Soskice 1997) that together direct firms towards a quality-
based competitive strategy employing incremental innovation. Conse-
quently, coordination, and the company strategies it facilitates, exhibits
strong self-reinforcing tendencies.

In LMEs, where capital coordination is absent, strategies employing
supply-side collective goods and incremental innovation are unavailable
to firms. The supply-side collective goods that are provided by and for
business in CMEs cannot be provided in LMEs. Firms are therefore
constrained in the sorts of product market strategies they can adopt.
Where marketable skills, long-term finance, encompassing employer and
labor organizations, and investment in technological development are
absent, firms are forced to concentrate on products that can be produced
at low cost using standardized production methods. These products
must compete not on the basis of quality advantages, but primarily in
terms of cost advantages. And work organization, rather than empha-
sizing flexible tasks or teamwork among highly skilled workers, will be
based upon a more rigid and conventional division of tasks.

As Hall and Soskice explain, LMEs have their own distinctive variety
of institutional complementarities. Just as company strategies in CMEs
rely upon the institutions of capital coordination, so in LMEs company
strategies rely upon markets to organize production inputs. The 'lock-in'
effects of these complementarities are as strong as in CMEs. Where mar-
kets rather than non-market coordination determine the type of skills,
technology, finance, and industrial relations available to companies, cost-
based competitive strategies involving more standardized organization
of work will be highly resilient. Efforts to stimulate supply-side coord-
ination are thus likely to be unsuccessful for two 'path-dependent'
reasons—first, because of employers' interests in maintaining their exist-
ing form of competitive advantage; and second, because employers in
LMEs are faced with enormous collective action problems in the absence
of institutions and practices of coordination.

How do these differences in company strategies in CMEs and LMEs
influence employers' policy preferences? The connection is straight-
forward— employers will look to public policy to maintain and reinforce
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the variety of institutional competitive advantage upon which they rely.
Public policy, in other words, is an important pillar of support for the
governance structures of both CMEs and LMEs. In particular, public
policy is central to the maintenance of the incentive-compatibility of the
organization of various production inputs (skills, finance, technology,
etc.), without which the viability of company strategies may be threat-
ened. Employers will therefore look to government policy to perform
two related functions.

First, framework legislation is required to underpin the institutional
architecture supporting production in both CMEs and LMEs. The sorts
of framework legislation required will vary sharply between the two. In
CMEs, business sees the state's function as one of ensuring that the rich
networks of business coordination are protected. Fundamental to these
governance structures is the provision, and periodic renewal, of the legis-
lative frameworks that invest private bodies with the (often exclusive)
authority to regulate economic activities on the supply side. Vocational
training in the FRG, for example, is governed by framework laws that
establish chambers of commerce (Kammern) as the sole 'competent
authorities' (zustandige Behorde) for oversight of training activities within
companies (Streeck et al. 1987). Framework legislation such as this is
crucial not only in providing legal authority for the coordinating activ-
ities of companies and their associations, but also in establishing areas
protected from intrusion by the state itself. The special importance
of such protection in CMEs stems from the circulation of information
required for the coordination and monitoring of company activities.
As Soskice observes, 'governments impinge across the whole range of a
company's operations; there is no guarantee that information will not be
used against the company in some other context, since ultimately govern-
ments are sovereign and cannot commit themselves or their successors'
(Soskice 1991).

While in CMEs business looks to the state to protect the institutions
of coordination, business in LMEs sees the state as an agent of market
preservation. In the absence of business coordination, companies' competi-
tive strategies depend upon maintaining deregulated product and labor
markets, and maximizing flexibility in contractual relationships with
employees. Employers will therefore look to the state for framework
legislation to remove obstacles to market-clearing, and to locate decision-
making power unambiguously in companies. For example, public policy
should ensure that wage-bargaining or vocational training remain activ-
ities controlled by companies, rather than regulated through collective
bargaining by sectoral representatives.
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A second function of public policy is to provide supporting incentives
for companies that reinforce their reliance upon distinct institutional
comparative advantages. Policy can, in this sense, act like an institution
and provide an additional, reinforcing complementarity (Pierson 2000).
An important example in the area of social policy is provided by Estevez-
Abe, Iversen, and Soskice (this volume). In their view, employment and
unemployment protection policies can be understood as systems of skill
protection. In CMEs, these policies provide income guarantees for those
contemplating the decision to invest in the acquisition of specific skills.
Generous replacement rates are therefore central to a coordinated market
economy's ability to ensure an adequate and continuing supply of skilled
labor. The opposite is true for LMEs, where company strategies do not
depend upon collective provision of transferable skills. In LMEs com-
panies view high replacement rates as simply distorting the functioning
of labor markets and increasing their costs. Consequently, their policy
preferences will be for minimal replacement rates to maximize the incen-
tive for the unemployed to reenter employment as quickly as possible.

The case of labor market policy illustrates these differences in em-
ployers' preferences, and the way they reinforce company strategies.
In CMEs, product market, innovation and work-organization strategies
depend upon collaboration with organized labor (Hall and Soskice, this
volume). One key role of public policy is therefore to maintain frame-
work legislation that protects workers' organizations, and protects their
role as partners in negotiated outcomes (Swenson 2001). A second role
of public policy is to offer additional incentives for employers to adopt
the characteristic strategies of CMEs. Legislation can be used to impose
'benign constraints' on companies, such as statutory limits on employers'
ability to hire and fire at will. These constraints reinforce their depen-
dence on long-term employee contracts and good industrial relations,
and force them to invest in the productivity of their workers (Streeck
1992b). This in turn gives employers an incentive to participate in the
provision of the relevant supply-side collective goods, and the govern-
ance structures that make this possible.

In LMEs, however, employers' preference is to weaken organized labor
as much as possible. Where firms do not rely upon production strategies
that render organized labor a virtue—in collective bargaining, or
managing process innovation, for example — they will see strong trade
unions and strong employment protection as fetters on their ability to
compete on the basis of lowering production costs. In contrast to CMEs,
the desirable role of framework legislation will be to provide statutory
limitations on the power of organized labor, at both the sectoral and the
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company level. Supporting legislation will also be demanded which
minimizes employment protection, and which maximizes flexibility in
contractual relationships with employees.

Employer preferences over public policy therefore differ systematically
between CMEs and LMEs. The extent to which public policy outcomes
actually reflect these preferences, however, is a function of the relation-
ship between business and government in specific national contexts.
Clearly there are many factors that will influence what governments are
able and willing to do. Ideological, electoral, and political influences are
all important to a full understanding of any government's policy agenda.
The framework of business-government relations developed here, how-
ever, concentrates on the factors that determine the ability (or inability)
of governments to deliver those public policies demanded by business.
The next section, therefore, explores the type and amount of power
enjoyed by central government in the two national cases explored in
section 7.2—the FRG and Great Britain.

7.1.2 The Power of Government in Britain and the FRG

The policy-making power of national governments is determined by two
sets of factors. First, governments find themselves in different constitu-
tional contexts that concentrate or disperse power in different ways
(Huber et al. 1993; Bonoli 1999). Some constitutions dictate that public
power be divided or shared between multiple institutions—both 'hori-
zontally', between the executive, the legislature, and a constitutional
court, and 'vertically', between national and subnational government. In
these cases governments' policy autonomy is low, as they are forced to
placate multiple veto players in their attempts to initiate policy change.
In other constitutions, where power is highly concentrated, governments
need only sustain a majority in the legislature to ensure their dominance
over policy-making. Second, governments face political constraints on
their ability to pursue distinct policy agendas. The most severe political
constraint is that imposed by the necessity of coalition with other parties
under different electoral systems (Huber et al. 1993). Parties in power
may also be hamstrung by their electoral or financial dependence on key
constituencies of support that constrain their leaders' room for policy
maneuver (Kitschelt 1994).

The degree of constitutional and political constraint on governments
in the FRG and the UK could not be more different. The German federal
government's constitutional position is highly constrained. First, consti-
tutionally protected federalism bars the government from intervention



254 Stewart Wood

in certain designated policy areas, and mandates cooperation in the
administration of most of those areas over which it has legislative juris-
diction (Jeffery 1996). Second, German bicameralism is of a particularly
strong variety. The second chamber, the Bundesrat, exercises coequal
powers with the lower house, the Bundestag, over most important policy
issues. Furthermore, the two houses are often governed by different
partisan majorities. Even when this is not the case, the federal basis of
representation in the Bundesrat can generate strong inter-chamber
tensions (Paterson and Southern 1994). Third, responsibility for many
key policy areas in the FRG lies outside the boundaries of the state al-
together. 'Para-public institutions' such as the Bundesbank and chambers
of commerce are private bodies invested with public power, and are
protected against central government by administrative and constitu-
tional law (Katzenstein 1987). Fourth, the German government is subject
to the rulings of a powerful Federal Constitutional Court (Bundesver-
fassungsvericht), with powers of review that are comparable to those of
the US Supreme Court (Stone 1994). Together these external constraints
on German governments suggest a state that is truly 'semi-sovereign'
(Katzenstein 1987).

Political constraints on governments are equally strong. The German
electoral system (AMS) has made coalition government necessary
throughout the history of the Federal Republic (with a brief exception
after 1957). Since the formation of the Grand Coalition in 1966, disputes
between coalition partners over key policy proposals have plagued the
legislative agendas of all German governments. A further political
constraint stems from the way in which the main Volksparteien are organ-
ized. The CDU in particular has the character of a broad coalition of
component groups, ranging from the free-market Mittelstandsvereinigung
and Wirtschaftsflugel (business wing) on the economic 'right' to the union-
affiliated Social Committees on the 'left' (Braunthal 1996). The party's
links with trade unions have been crucial in counterbalancing the more
economically liberal agenda of these groups and of the PDF (Wood 1997).
Strong federalism compounds this internal institutional diversity, pro-
ducing powerful subnational groups within the party that are not easily
controlled by the federal party elites. Most conspicuous in this respect is
the Christian Social Union (CSU)—the CDU-affiliated party in Bavaria
—which has proven to be both socially conservative on religious and
educational issues and reluctant to concede the retreat of the state from
interventionist industrial policy.

The British case could hardly provide a stronger contrast. Although (or
perhaps because) Britain does not have a written constitution, the degree
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of power enjoyed by central government is exceptional. A combination of
the doctrine of parliamentary sovereignty, a first-past-the-post electoral
system, and strong, internally hierarchical political parties gives Britain
enormously powerful single-party governments. Once in power, single-
party majorities in the Commons are little if at all hindered by the formal
powers of other institutions. Since 1911 the second chamber, the House of
Lords, has been reduced to exercising delaying rather than veto power.
British courts are limited to the review of the implementation of statutes
passed by Parliament, but as Parliament is sovereign, their review
does not extend to the content of statute law. Local government in Britain
has been reconstituted a number of times this century and enjoys no
constitutional protection. Neither do the new devolved assemblies in
Scotland and Wales, which were created, and thus may be dismantled,
by simple Acts of Parliament. The implication of these constitutional fea-
tures is that, once elected, Westminster governments can do almost any-
thing they want. It is a degree of formal power unmatched anywhere in
advanced industrial democracies (Hennessy 1994).

Similarly, British governments enjoy few political constraints on the
exercise of their vast constitutional power. Britain's first-past-the-post
electoral system almost always delivers single-party governments with
stable majorities. Parties in opposition are powerless, reduced to 'heck-
ling the steamroller' of the government legislative machine. Inside the
House of Commons, party discipline is ruthlessly enforced by powerful
party whips; voting defections are extremely rare, and on important
policy matters are punishable by expulsion from the parliamentary
party. Cabinets of both Conservative and Labour parties have consis-
tently acted autonomously of their own party organizations once in
power, often to the intense anger of the extra-parliamentary party
(Kavanagh 1998). This autonomy is particularly pronounced for Con-
servative governments. Unlike the German CDU, the British Conserva-
tive Party's parliamentary leadership is completely autonomous of
extra-parliamentary organizations in matters concerning party policy
and electoral strategy (Norton 1996).

The severity of constraints on the power and autonomy of national
governments thus differs markedly between the two cases. While
German coalition governments are strongly constrained, both constitu-
tionally and politically, British single-party governments benefit from an
extreme concentration of power and a high degree of policy autonomy
on the part of cabinets. One implication of this difference is that policy
is likely to be more stable across electoral cycles in the FRG than in the
UK. Similarly, radical policy initiatives are more likely to succeed in
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the UK than in the FRG. However, these differences in the feasibility of
policy change affect the content of policy in deeper and more subtle
ways. To understand this requires combining the preceding analyses to
develop an account of the structural relationship between business and
government in each national case.

7.1.3 The Structure of Business-Government Relations in
the UK and the FRG

In one sense, the nature of business-government relations in any country
is likely to vary across time in much the same way as relations between
government and other interest groups do. But as Lindblom observed, the
relationship between business and government is a special one, as busi-
ness occupies a 'privileged position' among the ranks of other interest
groups (Lindblom 1977). For Lindblom, the unique importance of the
business-government relationship stems from a condition of mutual
dependence in capitalist democracy. While the state is reliant upon busi-
ness for the investment and growth that will produce economic success,
and hence political success, business is reliant upon government to
deliver a congenial regulatory environment. Lindblom referred to the
power exercised by business in virtue of its privileged position as struc-
tural power, largely to distinguish it from the conception of interest-
group power advanced by pluralists.

The argument developed here shares much of Lindblom's basic
insight, and certainly shares his justification for the primacy of the nexus
between business and government. However, of central interest in this
chapter is the way in which the organization of business and the limits
on state power combine in different national contexts to produce
different policy regimes. These factors affect policy in three general ways.
First, they determine what business and government want and are able
to do; second, they bias the policy options available to governments; and
third, they determine the credibility of commitments to the continuation
of existing policy.

The FRG: Coordinated Business, Constrained Government

As shown above, business in the Federal Republic is highly coordinated,
but faces a central government with severely constrained power and
limited autonomy. This combination is crucial to the long-run main-
tenance of the institutions of coordination.

First, the capacity of any German government to erode the institutional
complementarities that support coordination is small. This is not simply
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because of the political obstacles to radical policy change that exist;
employers also enjoy a collective political strength that is in part an 'or-
ganizational externality' of supply-side coordination. With high levels of
coordination, and strong collective control over the provision of supply-
side public goods, German business is well placed to defend the govern-
ance structures that serve its interests, while governments with designs
on undermining these structures (either through political centralization
or deregulation) are unlikely to succeed. Taken together, these features
serve to assure companies that the institutions of coordination are pro-
tected from injurious state intervention in the long run. This is crucial to
business coordination because the investments required of companies in
CMEs are specific or co-specific investments (such as industry-specific
skills, or specialized technologies). These investments are costly and
risky, with returns that may only be reaped over a long period. Although
the institutions and networks of coordination in CMEs make these invest-
ments profitable, the limits to government power in the ERG provide an
additional assurance that the returns to these investments are safe.

The fact that the institutions of coordination are difficult to undermine
increases not only the likelihood of these institutions remaining in place,
but, more specifically, the likelihood that employers will continue to
control these institutions (Mares 1998). Again, the importance of employer
control lies in the assurance it provides to nervous employers. The main
purpose of business coordination is to enable the long-run provision of
supply-side investments for high value-added production. One key
problem associated with these investments is that they are plagued by
classic collective action problems — each firm has an incentive to free-
ride on the investments of others, and to poach the workers that others
train or the process innovations that others have developed. Coordinated
business solves this problem in part through ensuring the circulation
of information between companies, between business and banks, and
particularly between companies and 'monitors' such as employers' asso-
ciations and chambers of commerce. In order to cooperate willingly in
providing this information, companies must be assured that the moni-
tors who have access to it are credibly distanced from government. The
assurance of long-term control of the institutions of business coordina-
tion by business is therefore central to the functioning of coordination.

As both of these examples show, the fact that government power is
highly constrained in the ERG is central to the long-run integrity of insti-
tutions and networks of coordination. In turn, the fact that companies
enjoy a strong expectation that these institutions will remain in place,
and will remain under the control of business, increases their willing-
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ness to share information and to undertake risky specific investments.
What looks at one level like the weakness of the German state is there-
fore at another level its great strength. For its very weakness is an impor-
tant assurance to companies whose cooperation is required to make
coordination work.

A second effect of the combination of coordinated business and a con-
strained central government is its influence on the policy options avail-
able to governments in the FRG. Whatever their ideological preferences,
German governments know that policies that challenge the governance
structures of business coordination are not likely to succeed. The flip-
side of this constraint is that policies that are incentive-compatible with
existing institutional complementarities are more likely to be successful.
Thus, the fact that business is highly coordinated combined with the
limits on government power biases governments towards policies that
exploit those institutional advantages associated with CMEs. The point
can be made in a different way. Governments may see advantages in
policies that delegate control over supply-side investments to business.
In order for such policies to be effective, however, business must be
organized in a highly coordinated way—in the case of training policy, so
that it is capable of standard-setting and firm-monitoring, for example.
Where business is highly coordinated, therefore, government will be
significantly more disposed to pursue incentive-compatible policies.

The structure of the business-government relationship in the FRG
therefore produces an equilibrium policy outcome. Business requires frame-
work and supporting legislation of a certain kind in order to maintain
the governance structures on which successful economic performance
depends. However, these structures also require a credible restraint on
the power of government to undermine these governance structures. The
constitutional and political fetters on the power of German governments
overcome this problem by credibly committing governments, of what-
ever partisan stripe, to the institutions and policies supporting coordi-
nation. Furthermore, the presence of strong business coordination biases
the policy options of governments towards policies that are incentive-
compatible with existing institutional complementarities.

The UK: Uncoordinated Business, Unconstrained Government

In stark contrast to the FRG, business in the UK is uncoordinated, while
British governments face no significant constitutional or political checks
on their legislative power. What are the implications of this combination
of organizational features for the structure of business-government rela-
tions, and the public policies that result?
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First, the legislative strength of British governments brings uncertainty
to the political economy, and thereby further confirms the unavailability
of supply-side coordination. Because governments have the capacity to
introduce radical changes of policy at will, companies are unwilling
to make the risky long-term investments that would be necessary for
constructing networks of coordination. Governments are also unable to
credibly distance themselves from the sorts of business-led governance
structures that characterize CMEs. As a result companies face over-
whelming incentives to withhold rather than share information, and to
resist other behavioural requirements of coordination. The sizeable
power and autonomy of British governments therefore makes the sort of
institutional guarantees observed in the German case impossible.

Second, the absence of coordination in British business offers strong
incentives to governments to deliver the market-enhancing policies
demanded by employers. Policies predicated on supply-side coordina-
tion among employers will simply not work (their failure is heavily over-
determined!); policies to stimulate such coordination face the incentive
and credibility problems outlined earlier. Policy options are therefore
constrained by the absence of organizational capacities on the part of
British business, by business' preferences, and by existing 'liberal' insti-
tutional complementarities.

These considerations suggest that the structure of business-govern-
ment relations in the UK should produce its own brand of equilibrium
policy outcome, one in which the institutional complementarities of an
LME are maintained over time. However, the structure of business-
government relations in Britain is less stable than the corresponding
relationship in the FRG.

The problem arises from the weakness of constraints on the power of
government in Britain, and the policy inconsistencies to which this can
give rise. While it is true that government has an incentive to produce
policies that reinforce the comparative institutional advantage of an
LME, its structural power means that it is not constrained to respond to
these incentives. There are few institutional obstacles to British govern-
ments pursuing whatever policy experiments they choose. Indeed,
between 1961 and 1979 both Labour and Conservative governments
launched a series of supply-side policies that aimed, in different ways,
to bring about greater degrees of coordination in the areas of industrial
training, investment, research and development, and wage-bargaining.
These policies were inspired by a mixture of intellectual fads and
interest-group pressure, together with a pervasive sense of the need for
new policies to arrest declining growth rates (Wood 1997). Nevertheless,
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while it is true that British governments are able to initiate policies that
are not incentive-compatible with the institutional complementarities of
LMEs, these policies are unlikely to succeed. The 1961-79 period offers
ample evidence for this; it is a period littered with failures to entice busi-
ness into replacing liberal with coordinated governance structures. These
policy failures were an important factor in the emergence and electoral
success of Margaret Thatcher, and of her programme for the restoration
of Britain's liberal market economy.

What does this imply for the stability of Britain's LME? Clearly strong
incentives exist on the part of business and government to pursue cor-
porate and policy strategies characteristic of LMEs. The power of govern-
ments in the Westminster model, however, means that radical departures
from this 'equilibrium' outcome are possible; governments always have
the capacity to disturb the market-based governance structures favoured
by business. Where this occurs, the incentive-incompatibility of such
policies with company strategies is likely to defeat the policy, and im-
pose political costs on the governments that introduced them. Over time,
it is therefore likely that governments will abandon these policies, and
choose those policy options that sustain existing institutional advantages.

7.2 Labor Market Policy in Britain and
West Germany in the 1980s

The preceding section outlined a framework for understanding the struc-
ture of business-government relations in Britain (an LME) and the FRG
(a CME), and the broad patterns of public policy associated with them.
The discussion that follows does not attempt to illustrate all the argu-
ments suggested in section 7.1; nor does it present evidence over a range
of public policies. Instead, it focuses on a 'snapshot' of business-govern-
ment relations in one policy area—labor market policy—during the
1980s. Labor market policy is central to production regimes in LMEs and
CMEs, while employer preferences about it differ strongly between the
two. It is also a policy area that became highly politically charged during
the 1980s in both the UK and the FRG (in both cases as a result of indus-
trial action). Most contentious of all was the question of the role of or-
ganized labor, and it is this aspect of labor market policy on which this
section focuses.2

This section draws heavily on research presented in greater detail in Wood (1997).2
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7.2.1 Britain in the 1980s: The Attack on Organized Labor

A legislative assault on trade unions was the dominant theme of the
Conservative Party's successful electoral campaign in 1979. Trade union
power had accumulated as a result of a variety of factors during the post-
war period, not the least of which were the policies of preceding govern-
ments. Successive governments had sought to govern in collaboration
with trade unions — through incomes policies and peak-level consulta-
tion over growth targets, for example. Associated with this were attempts
to give unions statutory power in a variety of policy areas, such as indus-
trial training and collective bargaining. These policies failed in large
part because they assumed a degree of internal cohesion on the part of
the trade union movement that did not exist. Individual trade unions
remained largely autonomous of the central leadership of the Trade
Union Congress (TUC); and within unions, increasingly powerful shop
stewards at the plant level fragmented authority and control even
further. The culmination of these developments was the collapse of the
Labour government's attempt at a voluntary incomes policy in 1978, and
the resulting wave of public- and private-sector strikes that crippled the
country during the 1978-9 'Winter of Discontent' (Middlemas 1991).

Margaret Thatcher ended government consultation with trade unions
— 'beer and sandwiches at Number 10'—immediately. More subtly,
Thatcher transformed the main peak-level corporatist institution, the
Manpower Services Commission (MSC), from being an instrument of
national manpower and training policy to a mechanism for legitimizing
unemployment. The MSC's tripartite composition enabled the govern-
ment to enlist employers and unions in the management of its unem-
ployment commitments. Training' policy gradually evolved into a series
of stop-gap measures designed to reduce the visibility of the swelling
ranks of the unemployed (King 1993). Employers supported the new
MSC regime not because of its tripartite constitution, but because the
training programs that it administered provided short-term, cheap labor
to companies.

The MSC survived until 1988, when government and employers devel-
oped a new regime for the management of skills and local employment
that marginalized organized labor more explicitly. In 1988 the TUC
withdrew support for the government's Employment Training Scheme
because they interpreted it (correctly) as a device to cut wage costs (King
1995). In its place, and after collaboration with the main employers'
confederation (the Confederation of British Industries, CBI), the govern-
ment established regional Training and Enterprise Councils to administer
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government training programs. These Councils were to consist of leading
local employers but made no provision for the representation of unions
or employees whatsoever. Training and (un)employment policy was thus
by 1988 removed from the sphere of worker influence altogether (Wood
1999).

A second element of the government's policy aimed to empower
employers—individually rather than collectively—to resist trade union
demands. Measures of this variety largely took the form of restricting
trade union powers and immunities in common law, and were among
those for which British employers pushed most vociferously. The legisla-
tion that effected this transformation in industrial relations was pursued
in stages, and began somewhat falteringly. In 1980 the Conservatives
passed their first Employment Act, which set out to eliminate perceived
'excesses' of union activity in the second half of the 1970s. The Act is
notable for three measures that set the trend for the future. First, it pro-
hibited coercive recruitment by unions of new members for the purposes
of expanding an industrial dispute; second, it placed severe restrictions
on picketing activity; and third, it empowered employers to resist indus-
trial action by making a range of common-law sanctions available to
them. Statutory recognition of unions was also limited, as was the right
of recourse to wage arbitration proceedings. In the same year the Social
Security Act limited the payment of supplementary benefit to dependants
of strikers if the latter were receiving strike payments from union funds
(Davies and Freedland 1993).

A comprehensive package, perhaps, but behind the Act lay a struggle
for power within the Conservative Party between the reformers and the
revolutionaries. The split was clearly an ideological one, between those
committed to a consensual process of gradualist reform, and those who
saw trade unions as a political and economic menace in need of restraint.
A different sort of split could be observed among British employers.
While all employer organizations approved of the thrust of the legis-
lation, some, such as the Engineering Employers' Federation (EEF),
thought the 1980 Act did not go far enough. On the more radical wing,
the Institute of Directors and small employers in particular advocated a
complete ban on all secondary picketing activity, coupled with the intro-
duction of criminal proceedings for strikes deploying certain prohibited
forms of industrial action. On the more moderate side, the CBI supported
the 1980 program, and initially seemed content to reject the need for
further statutory measures (Auerbach 1990).

The turning point came in 1981, when the moderates within industry
and the Conservative government swung decisively towards a more
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radical legislative agenda. Key to this acceleration of radicalism were two
developments. The first came in mid-1981 when Chancellor Geoffrey
Howe delivered a sharply contractionary budget in the middle of a
downturn in the economic cycle. It was crucial in signalling to employers
that the government was strongly committed to driving down inflation
(and driving up unemployment), and hence that there would be no
repeat of the economic policy U-turn of the previous Conservative
government in 1970-2 when it too had tried, unsuccessfully, to contain
union power. Unlike Heath, Thatcher's onslaught on trade unions com-
bined a statutory attack on their legal standing with a macroeconomic
policy that reduced their membership and undermined their econ-
omic power. The second key development was the split in the Labour
Party caused by the formation of the Social Democratic Party in autumn
1981. In the context of a first-past-the-post electoral system this split gave
the Thatcher government a degree of electoral immunity from the effects
of its more radical economic policies. Furthermore, business also came
to believe that the government's electoral prospects would not be harmed
by the resolute pursuit of its economic and industrial-relations goals
(Taylor 1993). This impression was reinforced by the rise in real wages
for the Tory majority' in the south, coupled with the evident unpopu-
larity of trade unions in the country at large.

The CBI remained more cautious than some other employer organ-
izations, but after the 1981 Budget its position was consistently more
hard-line than before. Auerbach notes that '[t]he CBI moved from an atti-
tude of considerable skepticism, if not hostility, towards the Govern-
ment's policies, towards robust and concerted support for its legislative
proposals at the end of the year' (Auerbach 1990: 73). By 1981 the CBI
was advocating the complete removal of the immunity in tort of trade
unions, aligning itself with the radical suggestions of the Institute of
Directors (CBI 1981).

The following three years saw the most concerted attacks by employers
and the government on trade unions. Norman Tebbit's 1982 Employment
Act promulgated further restrictions on closed-shop and 'union-only'
practices, again by stripping trade unions of long-standing common-law
immunities from prosecution. Perhaps more significant was the em-
powerment of employers through the curtailment of two other types
of common-law immunity—trade disputes immunity, and the removal of
tort immunity for damages caused to a company during a dispute. Both
immunities had been in place since legislation overturning the famous Taff
Vale decision of 1906, and both were the direct product of pressure from
employers' organizations to allow legal action to be taken against unions.
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For the CBI in particular the removal of trade union immunities was the
central task of industrial-relations policy. Trade unions were also made
liable for the actions of their leaders, and given strong incentives to rein
in militant groups in order to avoid further liability. Unions thus found
themselves constrained both by legal restriction of their activities, and
increased liability for damages incurred by their actions (Taylor 1993).

Two years later the government turned to a new tactic for limiting
union power—recasting the relationship between unions and their
members. The 1983 Green Paper entitled Democracy in Trade Unions had
spelled out possible legislation on reforming internal structures of trade
unions. This document revealed the government's obsession with strikes
as the root of the ailing British economy's problems. Rather than extend
direct regulation of strike activity, the government chose to inhibit major
strike action by requiring more stringent use of pre-strike ballots. The
government's proposal was modeled on a specific analysis of trade union
militancy conducted by irresponsible shop stewards and union leaders,
who were vulnerable to more moderate rank-and-file members if the
latter could be armed with statutory powers in the name of 'extending
democracy' (Auerbach 1990).

Interestingly, employers' responses to the proposals were initially luke-
warm. Both the EEF and CBI warned of the dangers of imposing strike
ballots on union members before industrial action. For one thing, the
strategy could backfire by providing a statutory tool for union leaders
to legitimize increased militancy in the workplace. Employers instead
expressed a preference for a continuation of the path trodden by the 1982
Employment Act; increasing union liability for strike action, and
expanding the scope for employers to engage the courts in restraining
industrial action.

Despite this divergence between employers and government, however,
employers' associations were quick to pick up on the implications of the
regime that emerged from the 1984 Trade Union Act. In its final form the
Act did not give union members the power to require the holding of a
ballot, but rather gave employers the option of a remedy through the
courts subsequent to a failure to hold a ballot. The kernel of the legisla-
tion was thus an incentive for unions to hold a ballot, coupled with an
increase in employers' recourse to damages, without any more significant
form of state intervention. Soon after passage of the Act both the EEF
and CBI issued documents instructing member firms of the strategic
possibilities it opened up, even offering advice on alternative tactics that
employers could use against unions. The tone of these documents resem-
bles that of a military strategist on the eve of battle, and 'provide[s] a
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striking illustration of the extent and potential of the strategic weapon
of legal action which the legislation placed into the hand of employers'
(Auerbach 1990: 145-6).

Many considered the 1984 Trade Union Act the final word in legislative
reform of industrial relations. Employers were, however, restless for fur-
ther restrictions, and issued further pamphlets pressing for action on
strikes in essential services, as well as for measures requiring greater
observance of procedures as a prerequisite for statutory immunity (e.g.
loD 1985). Ironically, the next development in the government's legisla-
tive agenda was suggested by internal legal struggles within the National
Union of Miners (NUM) that had taken place during the year-long min-
ers' strike of 1984-5. After the refusal of Arthur Scargill, NUM president,
to hold a ballot on strike action, a series of civil actions were brought
against the national and area unions by individual NUM members. This
internecine struggle suggested to employers' associations and to govern-
ment the possibilities for further control of union activity through
empowering individual union members with legal control rights.
Although skeptical about the value of 'extending democracy' within trade
unions in 1983-4, employers now embraced the idea with zeal.

In May 1986 the loD published a document that would provide the
template for the 1988 Employment Act. Its proposals included controls
over the use of union funds, new members' rights to inspect union
accounts, restrictions on union rules permitting indemnification of mem-
bers, controls on union trustees, and, most significantly of all, the exten-
sion of the 1984 Act to allow individual workers to appeal against a union
decision to take industrial action that had not yet received approval via a
ballot (Grunfeld and Bloch 1986). That the Act which was passed by
Parliament in 1988 mirrors the loD recommendations so closely suggests
how strong the influence of employers over the Thatcher administration's
industrial-relations policy was. It is important to recognize that the 1988
Act explicitly combines the goal of desolidarizing trade unions with that
of achieving a more flexible labor market. Section 3 gave individual trade
union members the right to refuse to participate in industrial action, even
when a majority had agreed to it in a ballot. In a similar vein, employers'
dismissal powers were increased if closed-shop practices were suspected,
or strikes were conducted in illegal ways. The rationale for these
measures made explicit reference to the political goal of upholding
democratic practices within trade unions, but also to the economic goal
of eliminating obstacles to the 'proper' functioning of the labor market.
In this sense, as with previous Acts, political and economic motivations
reinforced one another.
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The strength of the employer-Tory alliance of the 1980s in industrial-
relations reform was based on their agreement on the aim of restoring
employer power in a deregulated labor market. Employers' central aim
(after a period of anxious moderation in 1979-80) was the pursuit of
more flexible labor markets through a weakening of the powers of
unions, a strengthening of employers' recourse to litigation, and a
severing of the link between the interests of the union and those of the
individual worker. For the government, attacking the trade unions was
part of an integrated economic and industrial relations policy, as well as
an attack on political opponents. From the moment Norman Tebbit
arrived at the Ministry of Employment the government explicitly recog-
nized and supported the economic argument advanced by employers for
weakening organized labor in order to free up labor markets. Ironically,
therefore, employers relied upon a powerful and radical Conservative
government to deliver their longed-for restoration of a 'liberal' indus-
trial-relations regime.

7.2.2 West Germany in the 1980s: The Deflected
Attack on Organized Labor

The emergence of Helmut Kohl's CDU-led coalition after the 1983 general
election suggested that West Germany might adopt its own version of
Thatcherism'. Trumpeting the slogan 'less state, more freedom', Kohl's
electoral campaign had been deliberately pitched towards neo-liberal
themes. As Soltwedel observed,

Many voters had high hopes and firm expectations that the new government
would in fact start with a comprehensive, systematic, and fundamental turn-
around to lift the heavy hand of government, to cut taxes and subsidies, and to
open markets through privatisation and deregulation. Seldom before had a
market-oriented approach been announced so frankly in an election campaign
and gained so much credit even in depressed regions with high long-term unem-
ployment such as the Ruhr. (Soltwedel 1989: 73-4)

Within a year a range of measures of fiscal 'consolidation' had been intro-
duced in an attempt to control public expenditure and state intervention.
In the field of labor market policy, commentators such as Sengenberger
suggested that Kohl's administration was on the verge of a radical over-
haul of the industrial-relations model, supported, no doubt, by em-
ployers keen for a reduction in wage costs (Sengenberger 1984).

But the rights and standing of unions and workers were never seri-
ously threatened in the 1980s, despite the neo-liberal tenor of the early
years of the CDU-led government. By the time of unification in 1989, the
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role of trade unions at sectoral and company level was as secure as it
had been ten years earlier. Nevertheless, this reform impetus gave rise
to two major legislative proposals during the 1980s which aimed at
weakening organized labor in different ways, and which provoked enor-
mous controversy. Each was aimed at a specific institution or policy that
was pivotal to the coordination of industrial relations. The first concerned
the ability of trade unions to pursue strike activity; the second centered
on the organization of worker representation within companies.

The 1984 metalworkers' strike over the issue of reduced working time
raised a technical but fundamental issue regarding state neutrality
during strikes. In 1984, workers directly involved in strike action were
not eligible for state benefit from the Bundesanstalt fur Arbeit (Federal
Labour Office, FLO). However, strikes in one firm lead to disruptions in
other firms linked via supply chains, and employers are empowered
under German labor law to cease production temporarily if affected in-
directly in this way. A central problem in these cases is: what means of
support should be available to workers who lose wages as a result of a
strike outside their own bargaining region (so-called 'indirectly affected
workers')? Paragraph 116 of the 1969 Work Promotion Act (AFG) laid
down a principle of payment of unemployment benefit to such workers,
subject to two restrictions: the strike could not aim at changing the terms
and conditions of the firm where the 'indirectly affected' workers were
employed; and payment of the benefits should not influence the outcome
of the strike. The decision about the applicability of these criteria in indi-
vidual cases was left to the FLO.

Payment of benefits to these workers is a crucial issue for the unions.
If indirectly affected workers forfeit income as part of a strike conducted
elsewhere, the union's solidarity of interests across bargaining units is
severely undermined. And if the union wishes to continue the strike
action, it would be forced to finance these payments out of its own funds.
In this sense, an apparently obscure ruling about strike benefit is at the
heart of the collective power of trade unions in West Germany—if
removed, the payment of benefits would have seriously undermined the
unions' ability to bargain with employers from a comparable position of
strength (Silvia 1988).

Employers, however, contested the provision from its creation, arguing
for a more precise definition of the conditions under which payments can
be said to 'influence' the outcome of a strike. An FLO ruling in 1973 had
stated that benefit must be forfeited when the claims in the non-striking
region were 'equivalent in scope and content' to those in a striking region.
But employers had been angered by the courts' insistence on a reading of
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this 'equivalence' criterion that was sympathetic to trade unions. The last
straw came in the 1984 strike—regional labor courts overruled an FLO
decision that the commonality of the working-time issue across regions
prohibited indirectly affected workers from receiving strike benefit.

Prompted by many employers' concerns, the CDU-FDP coalition
announced before the end of the dispute that it would legislate on the
issue. Yet the history of the reform was to testify to the divergence in
motivations between German employers and those elements of the coali-
tion who wanted to weaken trade unions. To the Free Democratic Party
(FDP) and some members of the business wing of the CDU, the organ-
ization of the German labor market imposed excessive burdens on the
private economy. In March 1985 a group of 150 FDP and CDU Bundestag
representatives proposed an amendment to paragraph 116, according to
which payment would be denied to all workers indirectly affected by a
strike, irrespective of their regional location. Their motivation was clearly
to attack the solidarity of organized labor in general.

Employers' organizations, however, did not share this zeal. Certainly
they wanted a change in the rules governing strike behavior. But more
important to employers was retention of the principle of Tarifautonomie
—collective bargaining free from state interference. In June 1985, Otto
Esser, president of the German Confederation of Employers (BDA),
argued for a voluntarist rather than a statutory solution. Legislation, he
argued, would only create more latitude and need for intervention by
the courts and the FLO. By the end of 1985 it was clear that trade unions
were opposed to a voluntary accord, and the BDA reluctantly agreed to
legislation. But in its view, the purpose of legislation should remain
limited to a moderate redressing of the balance of power during strike
activity. What employers feared was intervention in the name of
enforcing neutrality. Once 'in/ the BDA feared, it would be difficult for
the state to retreat. State intervention would also politicize industrial rela-
tions to an unacceptable degree. The limited ambition of state interven-
tion was therefore repeatedly emphasized by leading employers during
this period. What was needed was clarity to prevent the need for further
intervention, not a first step towards a class battle between organized
labor and business.

Meanwhile, within the coalition the CDU's Social Committees saw the
suggested amendment as an unambiguous assault on the position of
German unions, with whom they enjoyed such strong links. This placed
the CDU leadership in a difficult position; support for the FDP was
important for the coalition, but the cost of such support seemed to be
alienation of a crucial constituency within the party, whose links to



Business and Labor Market Policy 269

worker organizations were extremely important in maintaining the
CDU's claim to be a Volkspartei. The 'left' of the party, moreover, found
themselves supported in their opposition to the more radical demands
of the FDP by both the union movement and employers' organizations.

After two years of protracted negotiations, the amendment to para-
graph 16 of the 1969 Act was passed in March 1986. It reflected a classic
compromise between the two positions. The principle of state support
for indirectly affected workers remained in place, contra the wishes of
the FDP. Payments would be withheld, however, if demands of workers
in the indirectly affected region were 'in scope and content equivalent
to the main demands of the strike, without necessarily corresponding
exactly' (Silvia 1988). On the surface, this gave great power to coordin-
ated employers. If the similarity of demands was a ground for prohibit-
ing essential payments to striking workers by the state, employers were
in a strong position to press for the regional differentiation of claims by
unions, while unions would be unable to coordinate nationwide strikes
in pursuit of national goals. In practice, however, the new wording of
paragraph 116 does not limit wage demands, partly because it is common
practice to vary regional wage demands, and partly because the new
wording actually encourages unions to differentiate their wage claims
even further. On qualitative issues, therefore, the new legislation does
indeed empower employers to undermine unions' solidarity in strike
action.

But what has been noticeable since 1986 has been the reluctance of
employers to use the new ruling to their advantage. During the 1987
bargaining round metalworking unions succeeded in concluding a
highly favorable deal (reducing the working week to 35 hours) without
employer recourse to the revised paragraph 116. In 1995, on the other
hand, when industrial action was employed by IG Metall, it was conspic-
uous that only final assemblers in one region (Bavaria) were targeted,
rather than supplier firms in the traditional region of North Baden-
Wurttemberg (Thelen 2000). As a result the level of disruption to produc-
tion was minimized, suggesting that the reform had indeed produced its
desired behavioral effect of ordering rather than undermining strike action.
To understand this self-restraint on the part of German employers it is
important to appreciate that, in their view, the aim of the reform was
different from the aims of British employers in supporting the Con-
servatives' labor market reforms. Changing the terms of receipt of strike
payments was a way of raising the costs of strike action to the union
movement, thus ensuring that neither party to a collective bargain had
a disproportionate incentive to reject discussion in favor of industrial
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action. Employers thus advocated reforming the law as a way of re-
aligning the incentives facing unions, thus promoting more orderly
collective bargaining without relying upon statutory intervention.

No less controversial was the simultaneous attempt by the coalition to
reform works council election procedures. The CDU-led administration,
neo-liberal voices within the coalition, renewed the battle over works
councils that had followed the passage of the 1976 Co-determination
Act. But the battle of the 1980s was not about the formal standing of
works councils before the law, as it had been in the 1950s and 1970s. Nor
did it tackle head-on the sets of issues over which works councils had
co-determining powers. Rather, the debate in the 1980s centred around
two separate initiatives pertaining to the de facto monopoly of power
exercised by the DGB—the main trade union confederation—within the
works council system. The first of these was concerned with the protec-
tion of minority unions (and non-unionized workers) on works councils,
and particularly in elections to these bodies; the second concerned the
establishment of representative bodies for 'middle management' distinct
from those covering the conventional workforce. Taken together, these
legislative moves amounted to an indirect but highly significant assault
on the unity of the German trade union movement, and its control
of works councils. In this chapter I concentrate on the first of these
proposals.

Control of works councils by the dominant DGB-affiliated union in
each sector was secured, inter alia, by the election laws to works coun-
cils adumbrated in the 1972 Works Constitution Act. Candidates (or
slates of candidates proposed by a union) had to receive the signatures
of one tenth of the eligible workforce in order to be nominated. Given
that no other federated union covered anywhere near 10 per cent of the
total workforce, this had the effect of guaranteeing that non-DGB-affili-
ated unions would obtain limited representation on works councils in
certain sectors only, and thus exaggerated the degree of dominance
enjoyed by the DGB in the workforce. In the coal-mining industry, for
example, between 1960 and 1975 about 93 per cent of elected works coun-
cillors were members of the DGB-affiliated German miners' union (IGBE;
Streeck 1981: 488). The 1984 strike, however, severely dented the repu-
tation of the DGB, not least because of a number of scandals about
manipulation of works council elections by DGB officials. The same year
saw over a quarter of works council seats going to non-unionized repre-
sentatives for the first time (Wood 1997). In November the 10 per cent
threshold requirement for signatures was ruled unconstitutional by the
Constitutional Court, as it generated a de facto monopoly of the DGB.
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Once again the PDF was at the forefront of support for reform of the
law, seeing an opportunity to limit the strength of the DGB on works
councils, and thus to hamper the collective voice of organized labour at
the plant level. In this endeavour it was strongly supported by the
Christian Social Union (CSU), keen to bolster the position of the Christian
trade union confederation (CGB) in German works councils. The coali-
tion announced its intention in 1985 to introduce a new, lower signature
threshold of 3 per cent (the so-called Lex-CGB). However, the CDU's
Social Committees once more showed a marked reluctance to support
any measure that could have implied a weakening of the position of
trade unions. Their strategy was to offer conditional support for the
proposal in return for obtaining concessions on two other 'linked' issues
—the extension of co-determination to questions of introducing new
technology (which they supported); and the compulsory establishment
of 'middle management committees' (which they vehemently opposed).
Kohl found himself yet again embroiled in a tussle between groups
inside his party and his coalition.

German employers maintained strong opposition to these proposals,
even though the intention of the reform was to fragment union power
at the plant level. The logic of this position is only comprehensible if we
understand the logic of coordination in industrial relations. Given the
fact that bargaining with the plant workforce is required by law over
certain issues, it is rational for employers to ensure that the internal
discipline of the works council delegation is as strong as possible—i.e.
to ensure that the works council 'speaks with one voice.' Employers have
an interest in preventing divisions between unions within the workplace,
both because it complicates the process of bargaining and consultation,
and because fragmentation of worker representation brings with it the
possibility of the politicization of works councils. Thus, the nature
of employers' support for works councils is contingent on the form of
worker representation within the councils themselves.

Public declarations of employers from early on in the dispute confirm
this interpretation. The lack of employer support for the reforms was
attributed to the fact that '[b]usinessmen are worried about industrial
peace. What they would like most of all is not to disturb the Works
Constitution Act, as each amendment threatens to bring unrest.' Pm-
ployers clearly rejected the idea that they saw the reform aspirations of
the government as an opportunity to further a 'divide and rule' strategy
in the workplace. Instead, 'most employers . . . would prefer companies
and works councils with as unified a representation of interests as
possible' (Die Zeit 1984). The initiative aiming to strengthen minority
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unions raised the likelihood of radical groups finding their way into
works councils. As the employers' association in the chemicals industry
argued, the proposals raised the spectre of a permanent electoral war
within works councils.

A similar argument was used to reject the suggestion of introducing a
proportional representation principle into the allocation of works council
committee chairs and sabbatical posts—the move 'could only, as the
unions also argued, strengthen the competition for interest representa-
tion in the works council, generate power struggles, expand the oppor-
tunities for radical groups, and significantly impede the work of the
works council' (Frankfurter Allgemeine 1985). One of the ways in which
the proposal suggested that minority unions could be strengthened was
to vest them with a right to propose a slate of their own candidates. As
the employer associations pointed out, however, this merely strength-
ened the individual unions' ability to compete with each other in works
councils.

Within the coalition, opponents of the electoral reform engineered a
complex web of concessions encompassing four different co-determina-
tion issues. As a result, and as with the 'strike payments' case, a new
law was eventually passed, but its main provisions were diluted. The
coalition of employers, Social Committees, and moderates in the leader-
ship succeeded in getting the signature threshold reduced to 5 per cent
rather than to 3 per cent as the CSU had wanted. Most significantly of
all, although proportional representation was introduced to decide the
crucial positions on works council committees, it was only applied to
groups that received over 25 per cent of the total vote. These concessions
to employers and the CDA effectively preserved the DGB's monopoly
control of works councils and their committees. In the next round of
works council elections in 1987, the DGB unions scored their highest total
vote across all sectors since passage of the 1972 Act (Wood 1997). What
remained of the initial proposal to democratize works council politics
was little more than legislative compliance with the Constitutional
Court's requirement that the 10 per cent threshold be lowered.

7.3 Conclusion

The cases of policy towards organized labor in West Germany and Britain
demonstrate the differences in employer preferences spelt out in section
7.1. In Britain, despite an initial reluctance to countenance an aggressive
attack on the legal supports for organized labor, employers supported
most of the substance of the Conservatives' industrial-relations reforms.
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Indeed in some areas they thought the government had not gone far
enough. The West German case exhibits quite different employer pref-
erences. There, despite the militancy of IG Metall during the 1984 strike
and a history of opposition to the extension of Mitbestimmung, employers
expressed a strong collective preference against legislation that would
have weakened the organizational strength of both trade unions and
works councils. These differences in employer preferences clearly derive
from differences in the production regimes and company strategies of
each variety of capitalism.

In both examples, employer influence was central to the outcome
of the respective policy initiatives. In West Germany, employers were
influential during the formulation of policy in diluting the radical ingred-
ients of the government's proposals. They were assisted in this by the
constraints imposed on the CDU by its coalition partners, and by the
need to appease powerful groups within the CDU, particularly the Social
Committees. Even when watered-down versions of both proposals were
passed, their force was further limited by employers' collective refusal
to use the legislation in the manner intended by its proponents. In
Britain, employers were as weakly coordinated as they had been during
the 1960s and 1970s, when the tide of legislation went against their policy
preferences. However, in the 1980s their representative associations
worked closely with the Thatcher government to produce a sequence
of policies that annihilated the formal and informal powers of British
trade unions. What made the Thatcher government's restoration of
market-based governance in labor markets possible was the massive
concentration of power given to it by the Westminster model and a first-
past-the-post electoral system.

I conclude with two reflections on the framework used in this chapter.
The first returns to the question of equilibria. In the case of CMEs, the
German example indicates that a highly constrained government tends
to produce a stable institutional and policy equilibrium. The combina-
tion of a CME with a weakly constrained central government may lead
to problems in sustaining supply-side coordination in the long run. An
illustration of this problem is Swedish employers' aggressive response
to what they saw as excessive legislative radicalism under Social Demo-
cratic governments in the 1960s and 1970s, culminating in the disman-
tling of centralized wage bargaining after 1983 (Pestoff 1991). In the case
of LMEs, the British example is less suggestive of an equilibrium.
Powerful central governments have oscillated wildly between liberal
and 'collectivist' policies in the post-war period. A stable institutional
and policy equilibrium in LMEs also seems to require constraints on the
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interventionist capacity of governments, once market-based governance
structures have been firmly established. The instructive example here is
that of the USA, where a Madisonian constitution that disperses power,
limits the reach of the state, and inhibits legislative radicalism, reinforces
liberal market governance structures (King and Wood 1999). In both
CMEs and LMEs, therefore, equilibrium tendencies are more conspic-
uous where the power of the state is constitutionally limited.

Secondly, the argument advanced in this chapter informs our concep-
tion of what constitutes effective policy-making in different varieties of
capitalism. It rejects the dirigiste conception of policy-making, according
to which coordination is secured by designing a set of sanctions and
incentives and imposing these patterns of behavior on firms. Instead, it
suggests that governments should produce policies that complement
the institutional comparative advantage of their respective market econ-
omies. In an LME, where relations between firms are mediated by
markets, the state will be more effective if it restores and 'sharpens'
market mechanisms. In a CME, effective policy consists in supporting
the institutions and networks of coordination that connect companies.
What it is wise for governments to do depends upon the type of market
economy in which they find themselves. Acknowledging the force of this
conclusion may dent the transformative ambitions of governments, but
they will be less likely to founder in the pursuit of bold but ultimately
fruitless policy experiments.
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Employers, Public Policy, and the
Politics of Decentralized Cooperation in

Germany and France

Pepper D. Culpepper

8.1 Introduction

The analytical framework of varieties of capitalism can be grim reading
for public policy-makers. If their countries lack the institutional frame-
work necessary for sustaining non-market coordination, then the counsel
of many of the chapters in this volume is simple: stick with the policies
that are compatible with the existing institutional framework of your
country, even if that means abandoning goals that could improve both
the competitiveness of firms and the wages of workers. In this chapter I
argue that the diagnosis generated by the varieties of capitalism frame-
work is indeed compelling; many modern problems of economic and
social policy-making are in fact problems of coordination among com-
panies, such that the goals of state policy-makers will frequently involve
convincing actors to act in concert to achieve desirable social ends. Yet
the prognosis of this chapter is rather more hopeful than others in this
volume for political initiatives that aspire to create coordination in policy
areas where it has previously not existed. Such initiatives can succeed,
even when countries lacking the framework of a coordinated market
economy attempt to create non-market coordination de novo.

The empirical case through which I demonstrate this proposition is the
showpiece of the coordinated market economies: their system of voca-
tional education and training. The German dual system of apprenticeship
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shortcomings. The author gratefully acknowledges financial support from the National
Science Foundation, the Center for European Studies at Harvard University, the Wissen-
schaftszentrum Berlin, the Social Science Research Council, and the Bourse Chateaubriand.
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training has confounded predictions that companies will not invest in
the transferable skills of their employees, since other companies should
then free-ride on these investments by poaching the newly minted skilled
workers (Becker 1964; Harhoff and Kane 1997; Acemoglu and Pischke
1998). If enough companies can be persuaded to invest in transferable
skills, the German case demonstrates that it is possible to sustain a 'high-
skill equilibrium' through institutions of employer coordination: associ-
ations can negotiate the content of skill qualifications with unions, while
circulating information about training behavior that is necessary to
ensure that firms continue to invest heavily in apprenticeship training
(Soskice 1994J>). Once established, the system is also stabilized by a
number of self-reinforcing incentives and constraints. Individual young
people, knowing that the path to lucrative firm-internal labor markets
runs through apprenticeship, will have an incentive to work hard in
school to get the best available apprenticeships (Finegold and Soskice
1988). Companies, which know that they can count on a supply of
young people with a broad base of transferable skills willing to work
for lower wages than a skilled worker, can invest in an organization of
production that maximizes the comparative advantage of their skilled
workforce (Culpepper and Finegold 1999). Unions and employers
can divide the lucrative product of the performance of these companies
in export markets, so that the high-skill equilibrium is also a high-
wage equilibrium (Streeck 1997k).1 Moreover, the German model of
apprenticeship training has captured increasing international attention
as a way to provide intermediate skills relevant to the working world
while simultaneously creating a smooth transition to work, which keeps
German youth unemployment relatively low (OECD 1994a; BMBW
2000).

Yet for those countries not already in possession of a high-skill equi-
librium, it is extremely difficult to get there from here. If any individual
company attempts to invest heavily in the provision of transferable skills,
it leaves itself open to predation by those companies that do not make
such investments. So governments that want to emulate the high-skill
equilibrium established in western Germany have to devise some method

1 As argued in the chapter by Estevez-Abe et al. in this volume, the character of the
welfare state can also provide additional incentives for workers to invest in different sorts
of skill sets. Yet these policies are only capable of stabilizing an existing high-skill equilib-
rium, rather than convincing companies to establish a high-skill equilibrium. The structure
of the welfare state does not in itself enable employers to overcome the problem of
coordination at the heart of apprenticeship training, which is the analytical problem
addressed in this chapter.
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of persuading employers to move en masse to initiate such training prac-
tices. Public policy, in other words, must find a way to convince firms to
coordinate their actions. Yet governments that have tried to convince
employers to make such a move, in the absence of the institutions of the
coordinated market economy, have typically failed (Layard et al. 1994;
Boyer 1995).

Both Germany and France confront this stylized problem of transition
to a high-skill equilibrium: the German government in transferring the
dual apprenticeship system to the new federal states of eastern Germany,
and the French government in its attempts to overhaul the in-firm
youth training system in France since 1984.2 Prior to embarking on their
reforms, neither economy had any of the institutions of a coordinated
market economy. The reforms in eastern Germany were of course more
daunting, because they involved the transformation of a command econ-
omy to an advanced capitalist economy; but the eastern Germans also
enjoyed the compensating advantage of organizational assistance from
western German employers' associations and unions. The French
economy, while already an advanced capitalist system, lacks the strong
associations of employers and labor that are necessary to sustain a high-
skill equilibrium. In both political economies, national governments
attempted to develop a self-sustaining system of vocational training
loosely based on the model of the western German dual system, in which
companies pay the bulk of the costs of in-firm training while public funds
support the provision of complementary education in schools.

In this chapter I propose a theoretical framework to explain the causes
of success and failure in an attempted transition to a high-skill equilib-
rium. The argument developed here grows out of a larger research
project in which I have argued that we can better understand such
attempted transitions as a politics of decentralized cooperation, in which
governments try to convince private actors to cooperate with each other
(Culpepper forthcoming). In this chapter I focus particularly on the roles
that employers' associations and governments can play in facilitating the
emergence of decentralized cooperation among companies in different
regions. The key to securing decentralized cooperation is the acknow-
ledgment of the central role of uncertainty in blocking change. In such
a situation of transition, the uncertainty of how other actors will behave
undermines the effectiveness of the tool of sanctioning, either by the state

2 Throughout this chapter, I use the terms East Germany and West Germany only to
denote those independent states before German unification in 1990; I refer to eastern and
western Germany when discussing these distinct, geographically defined political
economies of the politically unified Germany after 1990.
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or by private associations. Instead, what is important is to develop pol-
icies that target the most likely cooperators in the population, a group I
designate as 'waverers/ Designing policies that can disproportionately
attract waverers requires inside information about the cooperative
proclivities of firms, and this is information that governments will not
be able to acquire on their own. States are good at standardizing
measures, not at assessing contextual information (Scott 1998). Such pol-
icies can only be crafted if state policy-makers incorporate the private
information accessible to employers' associations in the design of public
policies.

In the second section of the chapter I critique existing approaches that
explain the outcome of reforms by focusing primarily on the capacity
of employers' associations or of the state. In the third section, I suggest
a theoretical synthesis and extension of the two approaches, arguing
that the two must be articulated in particular ways to maximize the
chances for success of an attempted transition to the high-skill equilib-
rium. From this framework I derive a set of testable hypotheses, and
in the fourth section I confront the hypotheses with data from firms in
France and Germany. On the basis of this evidence, we can see the
two different routes to decentralized cooperation attempted in eastern
Germany and France. Employers' associations from the west have
succeeded in facilitating the establishment of strong organizational
capacity among eastern German associations, but state governments
have not all taken advantage of the information to which these associa-
tions have access. In France, the general weakness of employers' organ-
izations has hobbled regional policies, but success has been achieved
where a strong organization has formulated a program targeting national
subsidies at waverers. The final section considers the implications of
these findings for broader problems of reform.

8.2 The Explanatory Framework

How can companies be persuaded to cooperate with one another to
improve the skill level of the workforce?3 Existing theories in political

3 Throughout this chapter, I refer in general to problems of coordination as well as to
the specific cooperative structure of the decision facing individual firms in training invest-
ment. Coordination problems require that actors come to similar expectations about an
iterated interaction, given multiple potential equilibria. For the companies discussed here,
the problem of 'decentralized cooperation' requires a cooperative move in a given inter-
action, i.e. forgoing the possible immediate gains to defection, in view of the long-term
benefits to mutual cooperation. Achieving this cooperation over repeated interactions is
itself a coordination problem (Calvert 1995).
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economy suggest at least two alternative means of encouraging com-
panies to invest in high-skill training practices: private interest govern-
ance or the state. Employer-led private interest governance is the most
widely accepted model for understanding the functioning of the high-
skill equilibrium in western Germany (Finegold and Soskice 1988;
Soskice 1994b). The alternative solution to overcoming the coordination
problems created by a reform of the skill provision system is for the state
to underwrite and regulate the achievement of decentralized cooperation
(cf. Reich 1991). Indeed, who better than the state, whose legitimization
is much more bound up with the public weal than is that of private
employers' associations, to ensure the provision of the 'public goods' that
would be provided by large employer investments in vocational train-
ing? However, as I will argue in this section, neither a capable employers'
association nor active state intervention will suffice for such reforms to
succeed in securing decentralized cooperation. Both mechanisms are
handicapped by the uncertainty created by a situation of reform, and the
key to solving problems of uncertainty is information. What sorts of
information are important, and how this information can be incorporated
into public policy, are the criteria for developing a theoretical framework
capable of explaining when reforms are likely to succeed and when they
are doomed to fail.

8.2.1 Employers' Associations, the State,
and Problems of Coordination

The premiss underlying a model of private interest governance is that
employers and unions know best the requirements of a firm-based skill
system, so they should be left to regulate it themselves, with minimal
state intervention (Ayres and Braithwaite 1992; Cohen and Rogers 1992).
Using the schematic division of coordinating functions identified by Hall
and Soskice in the Introduction to this volume, we can identify four
potential roles played by the institutions of employer coordination in
vocational training reform: information circulation, deliberation, moni-
toring, and sanctioning. Capable private interest groups are likely to be
better equipped than the state to fulfill the roles of information circula-
tion and deliberation, because they have greater access to information
about their members. The information to which these groups need access
relates to the functioning of training practices, as well as to the predis-
positions of different groups of member firms. How are existing require-
ments being taught through in-firm practice? What requirements in the
system of training regulations need to be updated to take account of new
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skill demands in production? Which firms are most likely to find an
investment in apprenticeship training beneficial? An association needs
to be able to draw this information up, from a wide base of member
firms, in order to formulate positions for negotiation on changing the
manner in which the system functions, or to create or modify new qual-
ifications. Likewise, the association must be able to diffuse information
back down to member companies, so that they are aware of new training
regulations and practices, as well as of subsidies or other advantages
from which they can benefit.

The deliberative function involves capacities for the negotiation and
resolution of internal disagreements, and it presupposes an ability for
organizations to pursue and modify these collective positions in negoti-
ations with representatives of labor and the state. The deliberative
capacity entails, first, a forum for negotiation, where members with
different interests can bargain over outcomes that will favor some actors
more than others. However, collective position-taking capacity must also
include a means for reflection among members as to the strategy to be
pursued in a given situation. Deliberation requires that organizations
balance the sometimes competing interests of different members in a
context in which the outcome of any given strategy to be chosen is uncer-
tain. Thus, deliberation is more than just a forum for bargaining, though
it is that, too.

When it comes to the more demanding capacities of monitoring and
sanctioning, however, private interest governance often falls short of
what the state can provide. Monitoring only has meaning when the asso-
ciation has regularized access to information about company compliance
with some regulations or policies for which it is responsible; that is to
say, information that it will use to try to exact compliance from com-
panies, which may not be information that the company would volun-
tarily share with the association. A firm will only allow its association
this access when it is confident that other firms are also allowing equiv-
alent access, and that the advantages of mutual verification outweigh the
potential benefits of secrecy. Monitoring usually occurs in a context in
which sanctions are exacted for non-compliance. Sanctioning obviously
requires that the association can credibly threaten to deprive firms of
something that they value. For a voluntary organization, this is not easily
done, because these organizations are subject to the demands of being
able to attract members voluntarily. As Elinor Ostrom's (1990) work has
brilliantly shown, graduated sanctions can be very effective in limiting
free-riding in common pool resource dilemmas. Yet, sanctioning by
private interest organizations is only likely to work well when operating
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in 'the shadow of the state/ since only the state is likely to be a credible
sanctioner of last resort (Scharpf 19970).

The state is strong where private associations are weak, but it is also
weak where they are strong. The greatest empirical successes of the state
in promoting information circulation and deliberation are those cited in
the literature on neo-corporatism, in which states grant employers' or-
ganizations and labor unions power over the implementation of policy
in return for organizational participation in achieving the goals pursued
by the state (Schmitter and Lehmbruch 1979; Goldthorpe 1984; Keeler
1987). Yet the drawbacks of state intervention are readily apparent if we
reconsider the functions played by employers' associations in the styl-
ized model of the western German dual system. Information circulation
and deliberation only function effectively in this model because em-
ployers have confidence that their organizations—that is, organizations
ultimately responsive and accountable to them—are the conduits for the
flow of information and the arenas for deliberation among firms. An indi-
vidual company cannot ensure that its own views will prevail within the
employers' organization, but the employers' association must have
the confidence of companies that it does in fact respond to their demands
to enjoy the coordinating capacity exercised by associations in the west-
ern German model. In fact, however, an association that ties itself too
closely to the state runs the risk of alienating members who perceive it
as having been co-opted by the state. This problem is exacerbated when
it comes to monitoring company behavior. As Soskice (1994fr) has argued,
the ability to monitor requires that companies reveal sensitive inside
information to their organizations. When employers believe their orga-
nization is as much a creature of the state as of business firms, they will
balk at giving that organization access to this information.

While these weaknesses of state intervention are all valid, the state
also has some compensating virtues that employers' organizations lack.
As noted previously, the state has a greater capacity to sanction com-
panies than do individual associations. Its potential sanctions include
imposing (or threatening to impose) more intrusive state regulations on
companies, or instituting levies that force non-training companies to pay
penalties for not engaging in apprenticeship training. No association has
the same sort of capacity to impose costs on companies. Yet, as I will
argue below, the capacity for sanctioning to promote cooperative
behavior becomes problematic in cases of sweeping policy reform. Thus,
in these reform situations, the most important capacity of the state is
budgetary: the state has much deeper pockets than any association,
which enables it to offer subsidies for cooperative action. The fiscal
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capacity of governments in the industrialized countries is not limitless,
and the goal of the vocational training reforms studied here is eventually
to induce companies to make substantial investments in human capital
development through in-firm training contracts. Compared to associa-
tions, though, the ability of governments to offer transitional subsidies
is an important tool that can help encourage companies to begin
adopting high-skill training behavior. Finally, although states cannot
replace the information circulation function of associations, they can
provide a corps of experts at the disposal of companies, associations, and
unions, which can make reliable information available to all actors
involved about the likely consequences of certain courses of action.

Both the state and private associations find their coordinating capacity
reduced under the pressures of sweeping reforms aimed at securing
decentralized cooperation. An attempted transition from one skills equi-
librium to another creates conditions that make these functions more
difficult to fulfill than is the case in an already existing equilibrium.
Moving to a high-skill equilibrium requires that firms be convinced to
invest in the provision of transferable skills. This problem is overcome
by the western German dual system. The fact that the dual system
already functions lowers the barriers to cooperation by individual com-
panies: each benefits from the history of cooperation embodied in an
already functioning system, in which previous companies have made the
investments and derived the rewards of cooperation.

The cooperative dilemmas inherent in changing a training system are
concomitantly more difficult, because actors lack the track record of a
preexisting system: there is no history of cooperation on which to build.
Even companies that have a pressing need for workers with a higher
level of general skills will not want to invest in training apprentices if
no other firm is going to make that investment. If they were to do so,
other firms could quickly lure away their workers with slightly higher
wages, and the first firm would never get the return to its investment in
the skills accumulation process. If a certain number of firms can be
convinced that other firms will respond to the policy reform by investing
heavily in apprenticeship training, then (given a sufficiently low discount
rate) that equilibrium is also supportable; this is the implication of the
folk theorem. Because reform changes the incentives facing companies,
individual companies cannot rely so heavily on past experience to
suggest how their counterparts will respond. So any attempted policy-
led move to the high-skill equilibrium must overcome the uncertainty of
companies about how others will behave.

The mechanisms described previously would seem to have a solution
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to this problem: the coordinating capacities of employers' associations
and/or the state would help stabilize the expectations among firms about
how other firms will respond. But the fact that these reforms encourage
new sorts of training behavior usually means that they require the state
and private associations to play roles that they have not ever played
before. New institutions, or institutions being called on to play new func-
tions, do not have an established track record of providing these specific
collective goods. Thus, even if they are technically capable of providing
the goods in question, such as the information circulation that is required
for the fine-tuning of a new training program, the institutions have not
established a pattern of having done it before, so actors may attach a
lower probability to their capability than they would in a situation in
which they have seen the institution(s) function normally. If employers'
associations and the state are not perceived by potential cooperators as
being able to circulate information well, it follows logically that they will
not have the access to information that would allow them to be effective
monitors.

In the area of sanctioning, both theories suffer from the fact that a new
sort of behavior is being called for, and thus a new set of responses is
being designated as 'sanctionable.' There is going to be some uncertainty
about what exactly constitutes 'defection' and what constitutes 'cooper-
ation'— on the part of both the potential sanctioner and the sanctionee
—in this new realm of cooperation. Consider the case of sanctions as
stigma, alluded to by Finegold and Soskice (1988). It is simply not cred-
ible in a situation of reform that behavior that has not previously been
considered 'out of bounds' instantaneously becomes a subject of social
stigma. This is particularly true for employers' associations, which have
to maintain the confidence of dues-paying members; if a majority of
members deviates from a newly adopted standard, an association cannot
risk alienating more than half of its members by trying to sanction them.
Thus in times of reform, not only do the institutions lack credibility to
monitor deviations from cooperation, but the nature of sanctionable
behavior is itself uncertain. In short, the very uncertainty created by
governments trying to change the political economic equilibrium dras-
tically reduces the credibility of the institutions that will be called on to
facilitate that reform.

Finally, the attempted transition to high skill creates uncertainty about
whether the causal mechanisms that supposedly generate the high payoff
to cooperation actually do deliver that outcome. In other words, does
cooperation—in the case of vocational training, high-level investment in
apprentices — actually produce a higher long-term payoff than defection?
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lida (1993) has called this latter concept 'analytic uncertainty' to distin-
guish it from the more familiar problem of strategic uncertainty, which
pertains to uncertainty about the attributes of other actors. Analytic
uncertainty refers to the misapprehension of one's own payoff matrix, as
well as the opponent's payoff, because the causal mechanisms of the new
system are not clear or well understood. A reform of the political
economy often asks players to move to a mutually beneficial pattern of
cooperation when the actors are skeptical that the causal model of policy-
makers accurately predicts the payoff they (the actors) will receive. If the
causal mechanisms underlying one's own payoff matrix are uncertain,
then there is a problem of 'pure learning' about the real causal mech-
anisms at work in the world (lida 1993).

8.2.2 Policy Design and Private Information

The prerequisite to understanding the sources of success and failure in
securing decentralized cooperation is the recognition of the central role
of information and the reduced role of sanctioning. The synthetic theor-
etical framework I propose here satisfies these criteria by recognizing the
respective strengths of private groups and public policy-makers in
securing decentralized cooperation. My argument builds in particular on
two capacities discussed earlier: the ability of associations to get access
to and be able to circulate private information, and the ability of the
state to provide transitional aid (subsidies) to hesitant new cooperators.
The inside information to which private groups alone are likely to have
access is a necessary ingredient to develop policies that can target the
most likely potential cooperators in the population. State aid and private
information must be articulated so as to create clusters of supported
cooperation, in which wavering companies are able to gain confidence
not only in the ability of institutions to perform their prescribed roles in
supporting high-skill training, but of the training investment itself to
provide a positive benefit.

The fundamental importance of employers' associations lies in their
access to information about the cooperative propensities of member
firms. Depending on the variables of size, product market, and manager-
ial strategy, the propensity of companies to engage in decentralized coop-
eration is heterogeneously distributed across the economy. Companies
are aware of this heterogeneity, and so is their association. Yet compa-
nies have an incentive to hide their individual propensities to cooperate
from the state, because it is well known that the state is willing to subsi-
dize potential cooperators. States thus face a problem of asymmetric
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information in designing their policies, and it is one they cannot over-
come on their own. This inside, relational information about company
propensities to cooperate is analogous to local information, which states
also have a difficult time acquiring and categorizing (Scott 1998).

This general handicap of the state—an inability to get access to reliable
inside information from companies—is exacerbated in transitional situa-
tions characteristic of sweeping reform. In situations in which the
incentive framework facing companies is stable, the state can at least
try to predict the future behavior of these companies based on their
past responses. When policy-makers change this incentive framework,
though, they lack any reliable method of predicting how companies will
respond to the policy changes. In normal times, companies distrust the
state and are leery of sharing information with it; in times of transition,
their distrust is only magnified by their uncertainty about the motives
of the state in trying to convince them to train.

The employers' association is the only intermediary to which
employers will be willing to grant access to their internal information.
States do of course have access to formidable technical expertise, through
the bureaucracy or special research institutions set up to study a par-
ticular policy area. Yet the information the state can acquire by using its
own research potential is conditioned by the difficulty a corps of state
experts will have in getting access to firm-internal information. Like the
drunk in the dark who looks for his keys under the lamppost—because
that is where he can see them—the sort of information available to
bureaucrats and experts is constrained by what their tools enable them
to observe. And what they are very good at observing is aggregate
outcomes: How many total apprenticeship contracts were signed in a
given area? What occupations are particularly sharply characterized by
a shortage of apprenticeship places? What demographic groups have the
most difficulty finding apprenticeships? While the advantage of the state
in transitional situations is its ability to provide subsidies to promote the
sorts of behavior it wants to encourage, the form of subsidies it can craft
remains dependent on the information to which it can get access about
the obstacles that confront firms that want to begin training. Without
access to inside information of companies, the state can only target sub-
sidies at the aggregates it can measure, and none of those provides a
clear window into which firms are actually investing (or willing to invest
in the future) in training.

The foregoing discussion yields two testable hypotheses relevant to
state policies:
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Hj: State policies devised without inside information will target only those
aggregate problems that state bureaucracies can measure.
H2: State policies devised with inside information will be designed dispro-
portionately so as to attract the most likely cooperators in the population.

In addition to their access to inside information, employers' associa-
tions will play two further roles that greatly improve the odds of success
of encouraging decentralized cooperation: deliberation and mobilization.
Rather than a mere compiling of the grievances of companies in the
wake of reforms, employers require a collective deliberative capacity that
can enable them to make decisions about which grievances to prioritize
to suit the broadest constituency of companies. The second, expressly
political capacity of employers' organizations is not generally underlined
in the varieties of capitalism framework: to mobilize companies in favor
of positions agreed on collectively, such that those companies begin
investing themselves in apprenticeship-style training. In part, the mobil-
ization function represents an extension of the information circulation
and deliberation functions. As information flows up, from individual
companies to regional affiliates to national organizations, so must infor-
mation on framework considerations about training and national policy
innovations be diffused to the firms for which it is intended. Companies
will presumably demand a much greater amount of information when
the very framework of the training system is in the process of mutation,
especially with respect to special dispensations or programs aimed at
firms with particular needs. At the same time that it delivers this infor-
mation, the association is uniquely well qualified to remind companies
of the collective interests of employers in the goal of skill provision.
Indeed, the association may have sought the development of a subsidy
policy that corresponds to the obstacles encountered by a given firm,
which gives the association legitimacy in encouraging the company to
begin training, using the available subsidies.

In light of its role in acquiring private information, deliberation, and
mobilizing capacity, we have the following general hypothesis:

H3: The presence of employers' organizations with capacities of information
circulation, deliberation, and mobilization is a necessary condition for reforms
premissed on securing decentralized cooperation to succeed.

Moreover, it is equally important to underline the presence of the dog
that does not bark in the night, according to my theoretical framework:
sanctioning. This leads to another testable implication:
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H4: In times of transition, associations possess no credible sanctioning mech-
anism to deter free-riding.

What is the hypothesized role of the state in this process? The nature
of the reform undertaken is such that the state wants to convince private
companies that it is in their individual interest to use apprenticeship
training, because it is in the collective interest if enough of them do so.
Therefore, what the state most wants to do with its principal tool for
encouraging coordination—that is, its ability to subsidize — is to use it
to encourage those companies to begin training that show promise of
being future investors in the training system. It does not want to subsi-
dize training permanently; that would vitiate the whole point of
adopting the western German model. However, the state wants to en-
courage firms that acknowledge the promise of apprenticeship-style
training, but that remain reluctant to invest in it when they are unsure
if other (like-minded) firms will invest in it. It is these firms, the
waverers, that the state most wants to convince to engage in high-skill
training practices, because they are the ones most likely to be easily
convinced of the inherent merits of such training. This suggests a final
testable implication of my framework:

H5. Programs specifically targeted at waverers are likely to succeed, whereas
those subsidy policies that distribute aid indiscriminately will fail, in
securing decentralized cooperation.

8.3 Two Routes to Decentralized Cooperation

The cases I use to test these hypotheses are the reforms of vocational
education and training systems undertaken in France since 1984 and in
eastern Germany since 1990. The two cases constitute that most serendip-
itous of events for a social scientist: roughly contemporaneous reforms
motivated by similar rationales and end-points — the West German high-
skill equilibrium. We take our experiments as we find them, and there
are certainly many dissimilarities between France, which is one of the
advanced capitalist political economies, and the reforming state-socialist
political economy of eastern Germany. In the area of vocational educa-
tion and training, though, the reforms they attempted are conceptually
quite similar, such that comparisons within and between the two cases
yield significant new understanding of the dynamics that underlie
attempted transitions to a new societal equilibrium.

The securing of decentralized cooperation followed different patterns
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in eastern Germany and France, and these different patterns reflected the
different capacities of employers' associations in the two economies.
German employers' associations have succeeded in establishing capable
organizations across the new states of eastern Germany; these organiza-
tions have access to the private information necessary to target waverers.
The divergence in results in eastern Germany grows out of the different
extent to which governments have incorporated employers' associations
into the policy-making process. The successful German employment
zones in my sample are both located in the state of Saxony, and it is the
policy of that state that is responsible for those successes. As I demon-
strate in the second part of this section, Saxon policy-makers drew on
the informational resources of employers and unions in designing state
subsidies, which allowed them to develop policies that could success-
fully attract wavering companies on the threshold of cooperation.
Saxony-Anhalt, whose policy-makers gave little input to representatives
of private interest groups, developed policies that did not target aid to
the most likely cooperators. The resultant policy mix in the state has
failed to secure widespread decentralized cooperation, as indicated by
the failures observed in my sample from that state. This policy mix has
in fact only encouraged the growth of apprenticeship training in sectors
characterized by low investment in skills (Lutz and Griinert 1999).

The major story of the French reforms is one of weak organizations of
employers proving unable to serve as interlocutors for regional govern-
ments trying to design policies to encourage decentralized cooperation
among firms. Although some regions have attempted to incorporate
private information into the policy-making process, the weakness of
these organizations in acquiring this information has undercut that effort
(Comite de Coordination 1996). Thus, in the only successful case in my
French sample—the Valley of the Arve—a private association has devel-
oped its own program for targeting waverers, using the national subsidy
programs available to all firms. Unable to influence the shape of policy
itself, this organization has influenced the course of its implementation
through mobilizing only those companies perceived as most likely to
be persuaded of the long-term benefits of investment in youth training.
This success case is in many ways idiosyncratic, and it may be difficult
to replicate elsewhere in France. But its existence demonstrates that
successful reform is indeed possible, even in an economy lacking a
history of coordinated action.
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8.3.1 An Overview of the Reforms in
Eastern Germany and France

The attempted transformation of the training system took place in the
context of German reunification after 1990, where training was but one
of a multiplicity of institutions transferred to the new federal states of
eastern Germany. In focusing on the training practices of companies
within certain regions, this chapter does not directly address the some-
times dramatic problems of transferring to eastern Germany the associ-
ational infrastructure associated with the operation of the dual system
in the west: employers' associations, unions, and chambers. The organ-
izational challenges facing these groups are important, and they have
been analyzed elsewhere (Wiesenthal 1995; Fichter 1997). Because the
central theoretical issue in this chapter is how employers coordinate their
action, I focus on how companies perceive the role played by these collec-
tive actors, and how this role has influenced firm-level decision-making
about apprenticeship training.

The GDR enjoyed an established practice of industrial apprenticeship
and shared with the Federal Republic the historical roots of apprentice-
ship training in Germany. What was radically new in post-unification
training, as in many other aspects of life in eastern Germany, was the
primacy of the market in the making of company decisions. In highly
stylized form, then, the conceptual challenge of apprenticeship training
in eastern Germany has been to convince (newly) private firms to invest
in the costs of training apprentices, as in any other long-term investment.
And it had to persuade them to make this long-term investment despite
a context of dramatic economic restructuring that resulted in the bank-
ruptcy of many companies and the unemployment of large portions of
the workforce (Wagner 1999).

In the decade since unification, eastern German firms overall have not
invested in apprenticeship training at levels that constitute anything like
a high-skill equilibrium. Whereas the hallmark of the western German
system is that firms pay for the in-firm costs of apprenticeship training,
70 per cent of the new contracts signed in eastern Germany in 1998 loere sub-
sidized by the federal or state governments. This raises the question of how
to evaluate different types of subsidies that states are offering, and how
effectively they are being used as transitional measures to convince firms
of the long-term benefits of high levels of investment in apprenticeship
training. We return to a reconsideration of these questions below.

In France, too, the challenge of in-firm training is to convince a
large number of firms to invest in the development of the skills of their
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workforces through in-firm youth training contracts. Historically, in-firm
training has occupied a much less significant place in the French than in
the German political economy: the number of students enrolled in purely
school-based professional training routinely exceeds the number of
young people trained in company-based training contracts. The chal-
lenge in France is not, therefore, to convince companies to invest in a
market context, which is nothing new to French companies. It is, rather,
to convince them to increase their investment in in-firm training contracts
for young people, rather than leaving the provision of general skills
exclusively to the educational system (cf. Maurice et al. 1986; Gehin and
Mehaut 1993). The governments that introduced three reforms of the
training system (in 1984, 1987, and 1993) adopted these laws so as to
move away from a system in which apprentices occupy a lowly social
and economic position, and do not develop broad, transferable skills, to
a high-skill equilibrium a la fmngaise.

We know that in the period since the passage of the 1993 reform, the
number and educational levels of those young people hired by French
firms in training contracts have increased (Comite de Coordination 1996).
Yet much of this increase is due to the increased state subsidies available
for youth training contracts, and it is not clear from aggregate indicators
the extent of the net investment by companies in the transferable skills of
their young employees. Recall that the problem of securing decentralized
cooperation is to convince companies to move in a coordinated fashion to
high levels of net investment, even though they cannot be protected from
poaching by other firms. Thus, to ascertain whether or not France has
made the jump to a high-skill equilibrium, we need to know whether or
not employers are investing substantially in these contracts as a future
means of procuring their skilled labor force. The data I collected from
employers in nine employment zones in the two transitional political
economies provide considerable insight into these questions.4

Table 8.1 depicts a summary of the findings across the nine employ-
ment zones I studied. Some might argue that the success or failure of
high-skill training will be solely a function of the preexisting demand for
skilled labor, and that this in turn is a function of the existing level of
unemployment. The figures in the second column, showing unemploy-
ment figures around the time the data were gathered, certainly rule out
the existence of any mechanistic relationship between unemployment
and the presence of high-skill training. The third column shows the

4 See the appendix to this chapter for a discussion of the criteria used in assembling and
evaluating these data.
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TABLE 8.1 Overall results by employment zone
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Unemployment
(%)

Arve
Plauen
Leipzig
Strasbourg
Lyon
Vimeu
Amiens
Halle
Sangerhausen

9.0
16.5
18.0
8.5

12.0
14.5
14.5
16.5
22.0

a Group
capacity1'

High
High
High
Low
Medium
Medium
Low
High
High

Subsidies

Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes

Outcomec

Success
Success
Success
Failure
Failure
Failure
Failure
Failure
Failure

N

5
5
7
9
4
7
4
5
6

a Unemployment rates are rounded to the nearest half per cent; rates for French employment
zones refer to the departmental unemployment level. Rates refer to the period during which
interviews were conducted in firms in the respective areas.

b Group capacity is measured by the ability of employers' associations to circulate informa-
tion, deliberate, and mobilize members; my estimations are based on information collected from
firms and associations, and are explained more fully in Culpepper (forthcoming). Associational
capacity among eastern German organizations I studied was uniformly high, but the greater vari-
ation in French associational capacity required that I designate three categories. Groups in the
'medium' category do not fulfill the requirements of employer coordination described above;
however, they demonstrate a limited capacity for information-circulation, which distinguishes
them from the exclusive service-provision orientation of the associations categorized as 'low.'

c Success is measured according to whether or not the proportion of companies training
according to the standards of the high-skill training model in western Germany exceeds 34%,
which is the benchmark of the western German model (Wagner 1999). See the appendix to this
chapter for a further discussion of these methodological issues.

Source: Interviews conducted in 1995 and 1996 in France and Germany.

degree of employer organizational capacity, which is invariably high in
the four German zones but varies quite a bit across the French zones.
Finally, we see that subsidies are a constant in these transitional political
economies: firms in every employment zone had access to some sort of
governmental subsidy aimed at promoting conformity with the training
objectives of the government. As we shall see below, however, the design
of subsidies varied substantially among zones.

Two results are worth noting immediately. First, success only occurs
in one third of the cases studied. In other words, decentralized cooper-
ation is not easy to secure, and indeed the majority of zones in my sample
failed in trying to secure it. Second, the data in Table 8.1 immediately
confirm hypothesis H3: success is unlikely in the absence of an em-
ployers' association with the capacities of information circulation, delib-
eration, and mobilization. Only those zones credited with high group
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capacity enjoy the capabilities of information circulation, deliberation,
and mobilization of members that I have argued are the prerequisites for
success. Yet group capacity is a necessary, but not a sufficient condition:
the results in the employment zones of Halle and Sangerhausen testify
to the fact that a high degree of employer organizational capacity does
not ensure success in promoting high-skill training practices.5 As I show
in the next section, what distinguished the three success cases from the
more numerous failures was the particular blend of private information
with public policy.

8.3.2 Eastern Germany

The signal fact of training in eastern Germany is that small and medium-
sized firms encounter the most difficulty in trying to begin investing in
training. Most of the current apprenticeship places in eastern Germany
are subsidized, and almost all the subsidies to firms go to companies
in the Mittelstand. Most of the large, private firms in eastern Germany
are owned by western German companies; these companies have, by
virtue of their ownership ties with western German companies, married
into the stabilizing influences and rigidities of the classic coordinated
market economy model characteristic of western Germany (Culpepper
1999). Their access to the financial and informational resources of their
western German ownership has allowed them to move quickly to adopt
high-skill training practices. Yet large firms in the western German
model comprise a very small proportion of the overall training places
in the economy. As the government is well aware, in order for the trans-
fer of the dual system of apprenticeship training to eastern Germany
to succeed, it must convince small and medium-sized companies to
invest heavily in youth training through apprenticeship. The question is
how.

It is clear from the evidence in my study that private-sector sanctioning
will not be sufficient to compel companies to engage in decentralized
cooperation. As representatives of firms in my eastern German sample
readily volunteered, the employers' association possesses no sanctioning
capacity other than expulsion of members, and this was not a plausible
avenue to prevent poaching. Even very large firms in my sample admit-
ted to the lack of recourse available through the employers' association

5 If the theory of transition that I am putting forward is correct, this finding creates
particular problems for France, where only one of the five employers' associations studied
manifested a high level of organizational capacity; I return to the particular case of the
Valley of the Arve below.
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to punish firms that poached their most highly skilled workers, thus
confirming hypothesis H4. One very large eastern German firm in my
sample was compelled to raise its wages to parity with the western rate
in 1991, because it had no other means of holding on to its skilled
workers, who were being poached by firms in the west. The association
lacked a viable sanctioning mechanism to prevent this problem. Even in
the case of collectively bargained wage rates, which is the original mison
d'etre of the employers' association, companies in eastern Germany defy
their association with impunity (Ettl and Heikenroth 1995). These asso-
ciations, concerned with the stagnation of membership numbers in
eastern Germany, admit that they have no credible sanctioning mechan-
ism against free-riding companies, and the companies know it.

Faced with the inability of private interest actors to solve the crisis of
the eastern German apprenticeship market on their own, state govern-
ments have subsidized firms heavily to induce them to hire apprentices.
As predicted by hypothesis Hx, these general state policies have targeted
those problems which states can easily observe. In particular, there are
four sorts of subsidies that dominate state-level aid for in-firm training,
which all the new federal states in the east have offered. First, there
are subsidies for newly founded firms, or firms that are training appren-
tices for the first time. From the perspective of the individual states,
this seems like an intuitively obvious way to help firms begin training
that have not done so before. Second, there are subsidies for firms that
hire 'supplementary' apprentices; that is, apprentices they would not
normally hire to meet their own needs, but whom they hire to help ease
problems on the labor market. Third, and similarly structured, are the
subsidies for firms that hire apprentices from other firms that have gone
bankrupt. Again, the state is paying for a reduction of the problems on
the labor market, and allowing the apprentices to finish their training
and receive their certification. Finally there is in almost every state of
eastern Germany subsidy money available for firms that hire young
women in 'atypical' female professions, which in practice usually means
technical, industrial professions.

Rather than trying to determine which sorts of firms are likely to be
convinced of the merits of investing heavily in training, these subsidies
manifest the inability of the states to discriminate between firms that are
likely to continue training and those that are not. What the state can
determine, though, is whether or not a firm is new, and so it imposes
that as a criterion for subsidizing firms. The other three common
sets of subsidies are targeted at observable social problems that their
constituents care about: in the second group, the overall supply of places
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is recognized as insufficient; in the third, the problem of apprentices in
bankrupt firms is acknowledged;6 and in the fourth, a demographic
group particularly affected by the shortage of apprenticeship places is
aided. These goals are certainly defensible on social grounds, yet only
the first addresses directly the overriding concern of the German govern-
ment to transfer a system based on firm responsibility for apprenticeship
training to the eastern states. And it does so in a way that fails to iden-
tify the firms that are most likely to continue investing in training,
without subsidies, in the future. Rather, as noted in a report on subsid-
ies commissioned by the government of Saxony-Anhalt, these subsidies
are leading to training in qualifications for which there is little future
demand and for professions in which subsidies reduce the level of firm
investment to almost zero (Lutz and Grunert 1999).

What employers' associations and unions could observe, from the
vantage point at the firm level, is that these indiscriminate subsidies were
not encouraging companies to invest heavily in apprenticeship training.
In 1995, employers and unions lobbied eastern German state govern-
ments to adopt the one policy that appeared most likely to target the
firms most interested in investing heavily in apprenticeship training:
the Verbund (training cooperative) policy. The Verbund policy had two
elements that made it especially likely to attract waverers among the firm
population. First, it phased the aid over the duration of the apprentice-
ship contract, with most aid concentrated in the first year of training,
which is the year of general training that small and medium-sized firms
in Germany find most onerous. Apprentices require an especially heavy
net investment in their first year, as they are relatively unproductive for
the firm, because they principally receive broad general training. The
high cost of this first year of training posed the largest obstacle for the
firms that wanted to invest in trainees. While eastern German states had
previously experimented with subsidizing partnerships among firms, the
Verbund laid out for the first time the explicit condition of subsidizing
over the course of an apprenticeship, with most aid coming the first year.
Those companies seeking the most lucrative subsidy might not choose
the Verbund, but those closest to being persuaded of the value of high-
skill training would. Moreover, once they had chosen the Verbund, they
were engaged with other companies in training the apprentices, which
gave them the opportunity to observe the experiences of other firms

6 Lest this seem like an isolated phenomenon, recall that between 1989 and 1991 two-
thirds of the jobs in the eastern German manufacturing sector had ceased to exist.
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investing in apprenticeship training over the three-and-a-half-year course
during which their apprentices were training.

Employers' associations teamed with unions across eastern Germany
to urge adoption of this policy by state governments in 1995. Why, then,
did Saxony adopt such a phased Verbund program in 1995 when Saxony-
Anhalt did not? Both the Saxon and Saxon-Anhalt employers' associa-
tions had reliable inside information about the needs of training
companies, which informed their advocacy to their respective state
governments. The CDU government of Saxony included employers'
organizations in working groups tasked with designing a solution to the
apprenticeship crisis, and this working group proposed the Verbund
policy that was eventually adopted. By contrast, the red-green coalition
government of Saxony-Anhalt turned a deaf ear to the demands of
employers in designing apprenticeship subsidies in 1995, despite the fact
that Verbund aid was also favored by union representatives.7 Whereas the
Saxon Economics Minister relied heavily on the informational resources
provided by employers' organizations, the employers' representative in
Saxon-Anhalt lamented the routine unwillingness of the state govern-
ment to incorporate its advice (Schramedei 1995).

In my firm sample, several companies received training subsidies of
the type discussed previously, some more generous than Saxon Verbund
aid, but only the Verbund aid was cited as leading eastern German firms
to train, which would not have done so otherwise, at levels associated
with the high-skill equilibrium in western Germany. One firm in my
sample from Saxony-Anhalt, which was not training any apprentices at
the time of interview, summarized the uncertainty about the value of
training that prevented wavering firms from investing: 'if we were going
to train, we would want to be certain that apprentices were learning their
craft, and not just being cheap labor. To do that, you need the right equip-
ment and the right personnel.' In focusing aid on exactly the concerns
that prevented wavering firms from training, the Saxon Verbund suc-
ceeded in creating pockets of cooperation. By refusing to adopt such a
policy early on, and relying instead on the more traditional, indiscrim-
inate state measures, the government of Saxony-Anhalt has limited the
ability of its subsidies to facilitate the emergence of decentralized co-
operation. Hypothesis H5 is confirmed. When the Saxon-Anhalt govern-

7 The Saxon-Anhalt government opted to continue its 'cooperation' subsidy in 1995, but
it did not concentrate aid in the first year and was one of the least generous apprentice-
ship subsidy programs in the state, offering a maximum of only one tenth the aid avail-
able in Saxony (DM 1,200 vs. DM 12,150).
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ment commissioned an impartial review of its subsidy policies in 1998,
this is the same conclusion to which the authors came: 'since appren-
ticeship Verbunde could be extremely important in securing higher
quality training in an overwhelmingly small-firm economy, it is recom-
mended that the state look into the low utilization of this policy—espe-
cially in comparison to neighboring states—and seek a remedy for it'
(Lutz and Grimert 1999: 88).8

Are there alternative explanations that can account for the divergence
in policies and outcomes between Saxony and Saxony-Anhalt? Certainly
the difference in outcomes observed between the two states has nothing
to do with level of the state subsidies for apprenticeship training. Saxony-
Anhalt spends more per capita on the subsidization of apprenticeship,
and subsidizes more places per capita, than does the Saxon government.
It is possible to argue that the CDU majority government in Saxony was
more likely to adopt an employer-friendly policy than the SPD-Green
coalition government in Saxony-Anhalt. However, a Grand Coalition
government in Berlin and an SPD government in Brandenburg both
incorporated employer demands on a Verbund policy into their subsidy
packages in 1995. Those governments, like the one in Saxony, delegated
significant influence to the social partners in designing state policies
(Culpepper forthcoming). Finally, some readers might believe that
Saxony is in fact far more endowed with social capital than is Saxony-
Anhalt. Using the associational density measure of Robert Putnam (1993),
though, the differences between the two states are negligible. Moreover,
in each state I selected the employment zone with the highest (Plauen,
Sangerhausen) and lowest (Leipzig, Halle) density of secondary associ-
ations. This difference in social capital had no effect on the propensity
of actors to cooperate with each other.

The different policies adopted in Saxony and Saxony-Anhalt were
based on the different types of information available to governments in

8 Once other states began to show the good results from having a Verbund policy, the gov-
ernment in Saxony-Anhalt eventually (in 1997) overhauled its existing 'cooperation' subsidy
to concentrate aid in the first year, while increasing the available amount to DM 6,500 over
the course of the apprenticeship for firms that wanted to train in cooperation with other
firms or training centers. However, the program remains small in comparison with Saxony's:
while Saxony has just over twice the population of Saxony-Anhalt, in 1999 it subsidized
more than nine times as many apprenticeship places through its Verbund program as did
Saxony-Anhalt through its cooperation program. The Saxon program, developed with the
private information available through employers' associations, has apparently been better
able to attract the firms most interested in investing in high-skill training than the policies
on which Saxony-Anhalt has relied.
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the two states, as predicted by my theoretical framework. In addition, it
is clear from the evidence presented above that the Verbund policy has
been far more effective than other policies in encouraging companies to
cooperate with each other through an investment in high-skill training.
This success is a function of the policy design, made possible by access
to private information, which directly targeted the problems of greatest
concern to those small and medium-sized companies most likely to be
persuaded of the value of long-term cooperation.

8.3.3 France

The French reforms have largely failed in securing decentralized co-
operation. There are two major causes of this failure: the interests of large
companies and the organizational incapacity on the part of employers
generally. Thanks to the weakness of French unions, French large firms
have considerable autonomy in choosing their product market and skill
provision strategies. Unlike their large counterparts in eastern Germany,
large French firms do not face a regulatory situation that compels them
to pursue a strategy of incremental innovation (Regini 1997a; Culpepper
1999). Adopting this sort of strategy would require that workers possess
the broad, transferable skills taught through the German dual system,
which would lead large companies in France to favor the widespread
practice of investing heavily in youth training contracts. However, given
the inability of the unions to push companies toward a strategy of incre-
mental innovation, large French firms are able to get away with a flex-
ibly Fordist production model, in which they use the education system
to provide general skills and then train only in firm-specific skills at the
firm level (Boyer 1995). Thus, French large firms have no interest in
investing in high-skill firm contracts, and they have accordingly done
nothing to promote the achievement of this goal in the wake of the
French training reforms.9 This assessment is borne out by the empirical
data in my firm sample, in which not a single company with more than
500 employees invests in training at levels consistent with western
German practice.

9 This view of large-firm activity in France is somewhat at odds with that developed by
Hancke in his chapter in this volume. While it is true, as Hancke argues, that large firms are
central figures in relations with their suppliers, there is no evidence that they provide any
collective benefits for their suppliers in the area of vocational training. In fact, some of the
firms in my sample that had moved furthest in the direction of high-level training invest-
ment were making training investments so as to enable them to acquire new, better prod-
uct market niches, as a way of diminishing their dependence on large automotive companies.
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Thus, as in eastern Germany, the potential cooperators among French
companies are to be found among the small and medium-sized firms.10

But these companies hesitate to invest in firm-based training when they
are uncertain how other companies will react. And it is here that the
organizational weakness of French employers has severely undermined
the reform project of the French government. Unlike in Germany, French
regional governments have no set of organizational interlocutors with
the capacities of information circulation and deliberation that would be
necessary to design policies based on private information about the
obstacles facing waverers (cf. Bunel 1995). Even in the region in which
policy-makers have gone to the most exaggerated lengths to incorporate
the input of employers—Rhone-Alpes—the regional association has not
been up to the task of providing such detailed information about its
member firms, and the reforms appear to have had no direct impact on
firm training behavior. The regional governments in France have adopted
a wide array of policies in the area of training, but none is designed to
identify and appeal specifically to the concerns of the most likely
cooperators in the population (Comite de Coordination 1996). National
aid policy is similarly indiscriminate, being available to any firm that
hires trainees. This experience emphatically confirms the predictions of
hypothesis Hjt state policies made without inside information about
the identity of waverers will target only those aggregate problems they
can measure.

The sole case of success that I observed in France lies in the Valley
of the Arve. The Arve is the heart of the French bar-turning industry: 60
per cent of French bar-turning production comes from the valley, with
production dominated by small and medium-sized firms. This density
of firms with similar needs for basic and advanced technical skills has
led even small firms to develop a close relationship with the national
trade association for bar-turning (SNDEC), whose offices are located
there (Poleyn 1996). In the mid-1980s the industry had faced a problem of
acute labor shortage that led the SNDEC to delegate responsibility for
industrial training to its technical center, the CTDEC. The CTDEC, rely-
ing on its close contacts with firms and in consultation with the SNDEC,
was able to canvass firm needs exhaustively and then provide a site of

10 Lacking the market power of their large compatriots, French small firms do not have
the capacity to force the social partners or the Education Ministry to tailor degrees narrowly
to their firm-specific requirements. They can be convinced to provide transferable skills
through training if it helps them attract candidates and also train them in skills specific to
the company.
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reflection about how multiple firm needs could be met most efficiently
with new qualifications. The SNDEC lobbied for these new qualifica-
tions at the national level and succeeded in having them adopted. On the
basis of the new qualifications, the bar-turning association announced its
program to train '1,000 technicians' by the end of the century, and the
CTDEC has become an aggressive lobbyist for more training from indi-
vidual companies to meet this goal. The threshold of 1,000 new techni-
cians was surpassed in 1999, one year ahead of schedule.11

As we would expect, given hypothesis H4, the SNDEC had to meet
this goal despite the fact that it lacked a credible sanctioning capacity.
Given the labor shortage in the industry, the association would have to
convince individual companies to invest despite the ever-present risks
of poaching. Multiple firms in my sample had themselves poached
employees in the past, or lost them to poaching. Yet the CTDEC had no
recourse to prevent this poaching. In fact, shortly after beginning the
initiative to promote in-firm training, the association sent a delegation to
Paris to try to introduce a contrat de fidelite that would require workers
to stay at a company for a certain period of time after their training there.
The bar-turning association, in other words, sought legal recourse for its
firms to close off the poaching problem, as it lacked an effective means
itself to prevent poaching. The proposed amendment was incompatible
with French labor law, and so was rejected by the Parliament. The '1,000
technicians' program would therefore be forced to succeed without the
benefit of any sanctioning capacity, from either the state or private
associations.

Only the access to inside information about companies by the SNDEC
and the CTDEC enabled the association to use an indiscriminate set of
national subsidies to target waverers in the population. As summarized
in an interview with the director of the CTDEC, the strategy was explicit
and deliberate: 'other places in France, the big firms hire 20 young
people and only want to hire one. Our firms hire one person and they
want to keep them.' The association targeted the analytic uncertainty of
the waverers by investing in the improvement of the training center of the
CTDEC, which could then serve a function equivalent to that of German
large firms in the Saxon Verbund: ensuring SMEs that their investment in
training would result in higher-level skills of workers. By convincing

11 The department of Haute-Savoie benefited from this program by showing a substan-
tial increase in the total number of highly skilled workers in the 1990s, whereas this propor-
tion remained unchanged in France as a whole (Poleyn 1996: 2).
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these companies to work together through the training center, it allowed
them to exchange information with one another, and thereby to be per-
suaded of the intrinsic value of in-firm training. In other words, the sec-
toral association was able to take existing national government subsidy
programs and propose a clear risk reduction to companies: 'you get some
money to cover training, and you know our center has the capacity to pro-
duce highly skilled workers/

As a result, on every available metric of high-skill training, the evidence
from my sample of companies shows that the firms in the Arve invest
more than other companies of the same size in France. They maintained
an average training ratio that was more than twice that of companies of
this size in my sample that were not from the Arve. They retained almost
90 per cent of those they trained, whereas firms throughout France, in all
sectors and size groups, retain only a miserable 29 per cent of their
trainees after the conclusion of the qualification contract (Charpail and
Zilberman 1998). The educational level of the trainees in small firms in
the Arve and elsewhere is equally, dramatically different: 70 per cent
of the trainees in Arve Valley firms had at least a bac, and over half of
those had two additional years after the bac; in the small firms in the rest
of France, 75 per cent of trainees had qualifications below the bac level.12

The sorts of figures that we observe from firms in the Arve are character-
istic of western German firms making a substantial investment in youth
training. Moreover, company attitudes towards subsidies further support
this finding. Four of the SMEs located outside the Valley of the Arve—
including one firm in the bar-turning industry, but from a different region
of France—would train fewer or no young people in the absence of state
subsidies; none of the training firms in the valley of the Arve would take
on fewer young trainees in the absence of public subsidies to training.
These subsidies have helped companies in the Arve to make the decision
to begin training, and their experience in cooperative training has already
led them to revise upward their estimates of the returns to that invest-
ment in human capital development. As predicted by hypothesis H5, the
clever combination of subsidies with private information in the Valley
of the Arve has led to a situation of uncommon success in securing
decentralized cooperation.

The case of the Arve is, in the French context, somewhat unusual: a
territory featuring a high density of small and medium-sized firms

12 The baccalaureat (or bac) is the general education certificate for the completion of
secondary school in France.
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producing for similar product markets. Yet this is also the case of another
French industrial district included in my study, the Vimeu. And, as
shown in Table 8.1, the Vimeu has failed in eliciting high-skill training
behavior from its companies. The reason for the difference is that the
association located in the Vimeu adopted an indiscriminate strategy of
targeting national aid to attract wavering companies.13 The counterex-
ample of the Vimeu similarly undercuts the explanatory power of social
capital, given that the associational density of the two districts is virtu-
ally identical. While the general findings support the argument of Levy
(1999«) about the weaknesses of French regional institutions that require
effective secondary associations in order to function, the clear success of
the Arve demonstrates that French civic associations are not doomed to
fail. It is possible for the coordinating capacity of employers' associations
in France to be mobilized effectively to support experiments in decen-
tralized cooperation, in cases where associations develop that capacity.
But to be successful, they must find a way to transform indiscriminate
policies into targeted policies that will disproportionately attract
waverers and persuade them of the benefits of engaging in decentralized
cooperation.

8.4 Conclusion

An employers' association, or some instrument controlled by employers
that can mimic the functions of an association, is a necessary condition
to facilitate the emergence of decentralized cooperation in the area of
apprenticeship training. Yet it is not a sufficient condition. There is a role
for public policy here, and it is not a role that can easily be played by
private actors. Associations are uniquely well suited to acquire private
information that is not readily obtained by the state, information about
the real barriers that keep firms from engaging in a new system of voca-
tional education and training. The association has insight about which
firms are most likely to be candidates for long-term investment in high-
skill training, and this information can help policy-makers craft policies
that target these firms specifically. State policy divorced from this private
information can only target the aggregate problems that are easily
observed, and such subsidies do not appear to facilitate the transition to
durable practices of high-skill training; this is the lesson of French policy
in most of the regions I studied. Yet the results from Saxony-Anhalt show

13 For an extended comparison of the two areas, see Culpepper (2000).
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that coordination is not enough: the problems of transition are severe,
and even capable employers' associations alone are usually incapable of
engineering the transition to a high-skill equilibrium.14

These findings provide a way to rethink, in some fundamental res-
pects, the contemporary problems of state intervention in the economy
of the advanced capitalist countries. Vocational training reform is one of
a subset of policies aimed at promoting economic adjustment on the
supply side of the economy, policies that frequently demand that social
actors (especially companies) cooperate not with the state, but with
each other (cf. Katzenstein 1985fr; Garrett and Lange 1991; Boix 1998).
Governments that want to adopt such policies must realize that they
frequently lack the information necessary to design policies that can
solve these problems of coordination. Private associations have access to
information the state cannot itself acquire, and this information appears
to be a crucial ingredient in formulating the policies that can help con-
vince private actors to begin cooperating with each other. Especially in
the political economies that lack the organizational infrastructure char-
acteristic of the coordinated market economies, the role of the state may
paradoxically be to encourage the development of associations that it
cannot control. Without the assistance of these associations, the state can
only rely on its own informational resources, whose limits I have repeat-
edly underscored.

Two points of general significance for political scientists studying
policy reforms should be emphasized here. First, the importance of reli-
able, credible information is hard to overstate. This is a finding that
converges with those of rational choice theorists who have argued that
even though talk is cheap, when communication cannot be backed up
by sanctions, communication and credible carriers of information are the
requisites of any attempt to establish cooperation from scratch (Calvert
1995; Ostrom 1998). It is for this reason that I have laid such a heavy
emphasis on the importance of employers' associations in circulating
information among companies, as well as on their capability to facilitate
deliberation among member companies about the best strategies to

14 Although I have not emphasized it in this chapter, there is of course a fundamental
prerequisite to convincing firms to invest in high-skill training: they must have a demand
for these skills in their production processes. If companies do not need the skills
taught through an apprenticeship system, no amount of employer coordination and deftly
designed public policy will convince them to invest in the training of apprentices. The diffi-
culty of moving to a high-skill equilibrium when a political economy is not currently in
one will therefore be influenced by the preexisting demand of firms for skills, as well as
the alternative means (besides apprenticeship) of procuring skilled workers (Culpepper
1999).
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pursue to assure that company skill needs are met. The capability of asso-
ciations to facilitate collective deliberation enables them to serve both as
a forum for bargaining among different companies about skill needs and
as a collective mechanism for devising strategy under conditions in
which the boundedness of individual rationality is exacerbated by the
uncertainties introduced by the reforms of the training system.

The second point of general interest is that sanctioning is overrated as
the ultimate means of resolving problems of decentralized cooperation
(cf. Ostrom 1998). Sanctions are only useful when they are credible. This
is typically the case in an environment where the rules are clear, expecta-
tions are well established, and violations are easily observable. Reforms
that require the securing of decentralized cooperation violate, ex hypothesi,
the first two conditions; and the third is often difficult to measure in
practice. As the cases of vocational training reform in eastern Germany
and France demonstrate with clarity, the uncertainty created by reforms
premissed on decentralized cooperation is substantial. An important com-
ponent of this uncertainty is the estimation by actors of the returns to
requited cooperation. Lacking a history of cooperation on which to build,
they are unsure not only of the trustworthiness of other players in the
game, but also of how they will fare if their cooperative overture is not
exploited. It is well known that many experiments in cooperation fail
because people prefer a certain status quo to an uncertain future benefit
(Ostrom 1990). The lesson of this study is that policy-makers will often be
well advised to subsidize potential cooperators—thus offsetting the risk
that, according to the status quo bias, keeps these waverers from cooper-
ating. Such an approach provides an opportunity for people to assess the
real-world costs of cooperation, which helps to overcome the problem of
analytic uncertainty. Adopting such policies will be more effective
than devising implausible sanctioning schemes, provided the state is able
to procure credible information about how to identify the most likely
cooperators in a population.

The analytic tool kit of the varieties of capitalism approach is extremely
useful in understanding the challenges posed by the politics of decen-
tralized cooperation. Countries that lack existing mechanisms for
achieving non-market coordination face long odds when they undertake
reforms premissed on convincing private actors to cooperate with one
another. To succeed, they will need to invest in building up the power
of private associations, associations that they will not be able to control.
But, although the odds are long, they are not hopeless. When there are
serious gains to be made from cooperation, policy-makers have resources
they can mobilize to defray risky experiments, and associational actors
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can be very creative in devising strategies to get the most likely cooper-
ators to take small steps on the road to reform. If private information is
prudently used to inform public policy, private actors can be convinced
to reap the gains of cooperation from any societal terrain, regardless of
its institutional history.



APPENDIX 8.1
METHODOLOGICAL NOTES ON MEASURING

HIGH-SKILL TRAINING

The high-skill equilibrium is a theoretical construct, not an easily measur-
able empirical phenomenon: there are no readily available data on the
extent of 'high-skill' training behavior by companies, even in western
Germany. In order to study the progress toward high-skill training in
France and eastern Germany, I assembled my own sample of companies
in specific areas in the two political economies studied, such that I could
ascertain the level of their investment in youth training and investigate
its links with national and state policies. The sample cited in this chapter
comes from fifty-two companies from the metal and electronics indus-
tries, all belonging to the chambers of industry and commerce in France
and in eastern Germany.15 As the most significant industrial sector in
both political economies, the metal sector is also the sector whose
outcomes are most likely to influence the overall success or failure of the
reform effort. The central goal of the vocational training reforms
attempted in the two political economies was to increase firm participa-
tion in apprenticeship training and its equivalents (i.e. the French qual-
ification contract) as paths for the creation of high-skill workers. As
western German training is the baseline for assessing these reforms, I
used two measures—the ratio of apprentices to total workforce, and the
rate of post-apprenticeship retention in a job—to compare training prac-
tices in the two countries with those patterns characterizing the western
German high-skill equilibrium.

These measures highlight the feature of German training that is most
elusive for other political economies, and most difficult to explain: why
do western German industrial companies make significant net invest-
ments in the costs of conferring both general and firm-specific skills on
their workers? The first of these two measures, which I call the training
ratio, measures the stock of apprentices currently in training. While the
figures vary, depending on a firm's exact market positioning, sector, and
phase of growth, a typical training ratio for western German industrial
metalworking companies lies somewhere between 4 and 8 per cent.
Think of this as the replacement rate of young workers coming in the

15 Since the metalworking and electronics sectors share a collective bargaining arrange-
ment, it is customary to refer to companies in these sectors as members of the metal
industry.
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pipeline to take over new jobs in the wake of departures from the work-
force.16 This ratio assumes a very high rate of retention of apprentices in
their training company, which is the second measure I use.17 Ceteris
paribus, we would expect that the higher the net investment of com-
panies in the training of their apprentices, the more of their apprentices
they will hire into regular employment after the apprenticeship. High
retention of apprentices is a signal of the sort of significant firm invest-
ment in apprenticeship training that governments have tried to
encourage in France and eastern Germany in order to facilitate the move
to the high-skill equilibrium. Similarly, having trainees with higher
educational backgrounds suggests that companies are likely to invest
heavily in their apprentices, since those with higher existing levels of
human capital are less likely to be willing to accept an apprenticeship
that does not further improve their future earning power.

To test the propositions about the role of employers' associations and
public policy in securing decentralized cooperation, I designated the
employment zone as the appropriate unit of analysis.18 There are four
eastern German employment zones included in the sample: Plauen and
Leipzig are located in the state of Saxony, Halle and Sangerhausen in the
state of Saxony-Anhalt. The five French employment zones are located
in three regions: Lyon and the Valley of the Arve are situated in Rhone-
Alpes, Amiens and the Vimeu are in Picardy, and Strasbourg is in Alsace.
For each employment zone I developed a 'high-skill training index/
summarizing the proportion of firms in the sample that trained at levels
approximating the western German standard. Only those zones where
at least 34 per cent of companies were training at this level were classi-
fied as successes. This figure is also based the western German standard
(Wagner 1999). These criteria are explicated at much greater length in
Culpepper (forthcoming).

16 If companies are training at a much higher level, they are either in a period of rapid
growth, or they do not retain the large majority of those they train. The latter is typical
practice in German craft firms. If companies train at a much lower level, they are either
shrinking or using other means of recruitment than apprenticeship training to satisfy their
labor force needs.

17 Because retention refers to the hiring of apprentices after their apprenticeship, a large
number of eastern German companies (which had only very recently started training again
when I conducted my interviews in 1995-6) had no data on retention. Assessment of eastern
German training in my sample was made on the basis of the training ratio alone.

18 In eastern Germany, these subnational units are delimited by the jurisdictional bound-
aries of the employment offices (Arbeitsiimter), while in France they correspond to employ-
ment zones as designated by the French statistical service, INSEE.



Revisiting the French Model:
Coordination and Restructuring

in French Industry

Bob Hancke

9.1 Introduction

Recent newspaper reports of takeover battles between large French firms
which were once considered close allies and between banks at the heart of
the French financial system, OECD data on French economic performance,
corporate reorganizations and business profitability in France, and the
wave of international alliances where French firms take the lead must
come as a surprise even to those only remotely familiar with the French
model of economic organization. Instead of a blocked society unable to
reform the institutions that were at the basis of its rapid post-war econ-
omic growth but which failed to deliver under global competitive pres-
sures, the French political economy has instead displayed a remarkable
capacity for adjustment, and is increasingly held up by many liberal
observers as an example for other west European economies to follow.

Both liberal and left observers seem to agree on the causes of these
changes — even though they disagree widely on their implications for
French society: the increasing importance of the market, and the simul-
taneous reduction of the state's role in the economy. This chapter argues
that both these versions of the argument contain some truth, but misun-
derstand the dynamics underlying the adjustment of the French
economy. The old French model has disappeared and a new model has
emerged, which still relies on many elements of the old French system,
in which the state and the large firms are critical actors, but it does so
against a corporate governance background which is integrated in the
international (Anglo-Saxon) capital market.

The author would like to thank Bruno Amable, Suzanne Berger, Richard Bronk, Benjamin
Coriat, Michal Federowicz, Michel Goyer, Peter Hall, Horst Kern, Richard Locke, Andrew
Martin, David Soskice, and Eric Verdier for discussions on the topic of this chapter and
comments on earlier versions. The usual disclaimers apply.
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This chapter argues that understanding this transition requires an
analysis of the shifts in the French production regime during the period
1980-95. During those fifteen years, the French political economy went
through a crisis of dramatic proportions and resolving this crisis irre-
versibly shifted the balance of power from the state to the management
of the large firms. After having gained autonomy from both the state and
the capital markets through a complex system of cross-shareholdings,
these economic elites set out on an adjustment path which allowed them
to pursue a series of profound internal corporate reorganizations. The
outcome of this adjustment process was that by the mid-1990s, French
firms were sufficiently profitable to competitively tender for foreign
capital on the rapidly grown Paris stock market.

Given the importance of the adjustment in the period between 1985
and 1996 for an understanding of the French political economy today,
this chapter will concentrate on corporate restructuring in France during
that period. After a short review of the positions in the debate on French
economic adjustment, the balance of section 9.2 will discuss the basic
mechanism at the heart of the adjustment: the particular French mode of
coordination, which encompassed elites in the state, business, and
finance. Section 9.3 will present the story in full: how the crisis of the
French production regime challenged the basic parameters of the French
model, how the state and the elite reacted, and how these reactions led
to a new organization of the French production regime. Section 9.4
concludes by summarizing the main points and by raising the question
how the mode of elite coordination is reacting to the shifts in corporate
governance structures since the mid-1990s and speculating on what this
might imply for the French model.

9.2 Explaining Adjustment in France

In 1982, after one year of rule by the first left-wing government under
the Fifth Republic, France appeared more than ever as an exception
among western political economies. More than one third of manufac-
turing GDP was under the state's direct control, the main channels for
industrial credit were state-directed, resulting in a highly autarchic
investment regime, the government attempted an expansive Keynesian
policy which resulted in high inflation rates, and the state was pursuing
highly activist industrial policies. In the workplaces low-skilled workers
performed extremely narrow tasks: as late as 1982, almost 60 per cent of
all workers in France were semi- and unskilled (d'Iribarne 1989). In
comparative perspective, France not only had a much higher supervisors
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to workers ratio (Maurice et al. 1986, 1988), but also employed, control-
ling for other relevant variables, simply more people (Lane 1989). Labor
questions were resolved through social conflicts, and attempts at organ-
izational change invariably faced fierce opposition from the labor unions.
Suppliers to industry consisted primarily of small firms, more interested
in their own survival than in the conquest of new markets and therefore
perennially under-financed and technologically backward. The corporate
governance system, finally, was a mixture of direct state control via
ownership and indirect state control through the state-centered credit
system, and the planning apparatus, all run by a small elite (Shonfield
1965; Zysman 1983).

In 1998, with another left government in power, many of the large
firms and banks in France have been partially or entirely sold off to the
private sector, FDI in France is higher than elsewhere in continental
Europe, and French inflation is lower than in Germany. Workplaces still
have a strong Taylorist flavour, but instead of isolated jobs performed by
unskilled workers, the shop floor in many companies is made up of
teams of polyvalent workers today (Benders et al. 1999; Duval 1996,
1998). Labor unions have by all accounts become irrelevant in the con-
temporary French political economy. Only some 9 per cent of the work-
force is organized today, and in the private sector alone, the organization
rate has dropped to 5 per cent. Despite their monopoly in works coun-
cils elections, labor unions have lost these to non-union slates (Daley
1999). In comparative perspective, France has become a low-strike
country: between 1980 and 1990, strike rates were converging on the low
German one, and diverging from the much higher rates in Italy and the
UK (Boltho 1996). Strikes and other social conflicts increasingly take
place outside (and often against) the labor unions, and are organized by
independent contractors, small sectional associations of public-sector
personnel and hospital workers, or concentrate on narrow firm-centered
demands (Daley 1999).

Small firms and their links with large firms have changed as well. More
than half of the small firms make a substantial share of their turnover
as suppliers to large firms: between 1980 and 1990, the proportion of
subcontracting small and medium-sized enterprises (SMEs) rose from
below 40 per cent to roughly 55 per cent (Ducheneaut 1995:199). In order
to keep their customers, the SMEs had to become much stronger tech-
nologically and organizationally: almost without exception suppliers are
certified according to the prevailing international ISO 9000 quality
management standard and, as a result, they now are an active, techno-
logically able partner to the large firms (Casper and Hancke 1999).
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Finally, between 1986 and 1993, many formerly state-owned companies
were privatized, the system for industrial credit was transformed around
the stock market, and, as a result of its increased autonomy, management
is considerably more immune to state intrusion.

How should we understand these changes? Both the literature on
economic change in advanced capitalism and the debate on the French
political economy in particular have produced two broad perspectives
to understand the transition reflected in these data. According to the first
interpretation, which has been developed in many studies of the post-
war French growth miracle, change as such is nothing new. Through the
industrial policy apparatus, the planning mechanism, and its ownership
of strategic sectors of the economy, between 1946 and 1980 the French
state succeeded in creating the conditions for a profound transformation
of the French economy from a largely agricultural society to a modern
industrial power (Berger 1972; Estrin and Holmes 1983; Hall 1986). This
policy-making apparatus, slightly modified to meet the challenges of the
new situation, was also at the basis of recent developments. The state
conceived policies that the main economic actors had to follow, and then
used industrial policy, economic planning, and the broader legislative
process to induce the latter to do so.

This interpretation explains how, as a result of direct state interven-
tion, the French car industry rebounded after a profound crisis that led
the two national car producers into virtual bankruptcy (Hart 1992). It
understands the reorganization of the French steel industry after its own
succession of crises since the late 1970s as a result of state policies that
helped companies restructure and corporate and labor union interests
converge on a new industrial plan for the industry (Daley 1996). This
argument is also at the basis of an account of the process of privatiza-
tion in France after 1986 and how it contributed to a profound restruc-
turing in many industries, and led to a substantial evolution of
management styles (Schmidt 1996).

However, these accounts do not tell the whole story. The equally
dramatic failures of some of the state policies in other industries, for
example in the computer and machine-tool industries (Ziegler 1997;
Zysman 1977) should raise questions about the omniscient and omnipo-
tent French state. Precisely at the moment, for instance, that the machine-
tool industry required higher skills and more flexible forms of work
organization in order to position itself in more quality-oriented and less
cost-sensitive markets, the French state attempted to modernize the
industry by imposing policies copied from the large firms competing in
mass markets (Ziegler 1997).
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The state-centered argument also ignores an even more important
policy development of the 1980s. What probably characterized French
economic and industrial policy most during that decade were the
attempts by the state to retreat from direct economic and industrial
policy-making. After a nationalization wave in 1981, governments (of all
political colour) have put considerable energy into privatizing the state-
owned companies. Labor relations were reorganized in such a way that
the state played a smaller role, and unions and employers were presented
with the possibility of negotiating change on their own. And in a far-
reaching attempt to reorganize the state apparatus, a series of decen-
tralization laws was passed that aimed at creating new regional and local
partnerships for economic development. All these policies were informed
by what has become known as Toquevillian liberalism/ which implied
a simultaneous reduction of central state involvement in policy-making,
and a devolution of power to local and regional societal actors—the
opposite, in short, of a state-centered, dirigiste policy.1

An alternative interpretation builds precisely on the reduced state role
in contemporary France. What explains the transition, in this view, is that
firms were subjected to new forms of competition, a process in which
the state actively participated. By deregulating the environment of
companies—in capital markets with the financial deregulation of 1984,
and in labor markets since the mid-1980s—competition in these areas
was intensified, and economic actors—banks, companies, and workers
—were forced to cope with this new situation. This interpretation has
strong adherence in France itself, mainly among progressive Gaullist and
left-wing observers, who deplore the grip of international capital markets
on the French economy and how globalization jeopardizes the tradi-
tional, mainly state-organized bonds of solidarity (Commissariat General
du Plan 1996; Hoang-Ngoc 1998; Lipietz 1998; Todd 1998).

Without denying that economic adjustment in France over the last two
decades has had disruptive social consequences, it is hard to see how
this could have been a direct effect of deregulation and increased compe-
tition. By all accounts, industrial concentration has increased in France
during this period: in response to the crisis that the large exporting

1 These government initiatives ultimately failed: neither the labor unions nor employers
were strong enough to carry through the reforms, and the regionalization hit very poor
soil in the regions, where no local actors could be found (or created) to provide an under-
pinning for the policies. Whether they failed or not, however, is not important for the
purposes of this argument. What matters is that they were attempts by the state to disen-
gage itself from these different fields of economic policy-making. See Levy (1999s) for full
details of these policies and their failures.
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industrial companies faced in the first half of the 1980s, the restructur-
ing of industrial sectors frequently entailed a further reduction of the
number of large firms in these sectors. In the automobile industry, for
example, two firms, Renault and Peugeot, roughly equal in size (in terms
of turnover and employment), make up the sector. The steel industry,
which was made up of a few large and many small producers before,
was consolidated into one gigantic steel conglomerate in the mid-1980s.
And the government used its ownership of the chemical industry to
restructure the industry into a small number of complementary rather
than competing firms. Overall, in most industries, one or very few large
companies accounted for over 50 per cent of turnover in 1994 (INSEE
1996). A systematic and detailed econometric analysis of industrial
restructuring in the 1980s (Amar and Crepon 1990) in fact reveals that
the increase in industrial concentration during this period has been a
major factor in improving the competitiveness of French exporting
industry.

More importantly, the abrupt and extensive deregulation of the finan-
cial sector in 1984—perhaps the main instance where a policy was intro-
duced which explicitly aimed at increasing competition—did not result
in a competitive capital market characterized by a high merger and
takeover activity, but in a highly orchestrated system of cross-share-
holdings, which were formed precisely in an attempt to prevent rampant
competition (Bauer 1988; Maclean 1995; Morin 1995). In short, none of
the outcomes conventionally associated with a market-led adjustment
process can be found in France.

Understanding adjustment in France over the last two decades requires
going beyond the state-market opposition that is central in political
economy, and bringing in firms — in the case of France the large ex-
porting companies in particular—as the key actors. The modernization
of the French economy over the last two decades was not a state- or
market-led process, but a firm-led one, whereby large firms used public
resources and institutions on their own terms and for their own adjust-
ment, and then induced other actors, through power, competition, and
cooperation, to act in a manner which supported their trajectory.

Anybody familiar with the post-war French economy will hardly be
surprised by the central role of large firms in the adjustment process.
The entire Gaullist modernization program was constructed around them
as the engines of economic development, and after the arrival of the left
in office in 1981, the nationalizations of the same year announced them-
selves as the logical continuation of the Gaullist strategy. In this situation,
however, the large firms were—with only a slight sense of exaggeration
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—instruments for broader social, economic, technological, and regional
development goals pursued by the state. In exchange, the state provided
them with an institutional infrastructure in labor relations, regional
development agencies, and technology transfer systems that offered
them stable growth. Today, however, large firms have more autonomy
in designing their goals while relying considerably less upon state initia-
tives in their implementation. Instead of being the objects of state poli-
cies, the large firms had become the agents of a profound modernization
process.

The organizational basis for this shift toward a large firm-led adjust-
ment model was the mode of coordination in France, which is based on
a particular configuration, different from both the German associational
model and the Anglo-Saxon market model of economic coordination
discussed in other chapters in this volume. It entails a system whereby
the state, banks, and large firms are intertwined through a complex elite
network. In the course of their education, the best and the brightest of a
given age cohort are selected through a series of difficult exams, which
allows them to go on to study at the grandes ecoles, from where they are
recruited into the top of the state administration. After a career in the
state apparatus, these people then move into other areas as top managers
in large companies or banks, and almost invariably start circulating
between these three spheres (Birnbaum 1994; Bourdieu 1989; Suleiman
1979; Suleiman and Mendras 1995). In the 1980s as much as in the 1960s
and 1970s, most CEOs in France have, in fact, followed this typical career
path over the grandes ecoles into the state apparatus and the govern-
ment and then into finance or business — and back, when duty called
(Bauer and Bertin-Mourot 1995).

This mode of coordination relies upon several mechanisms. The first
is the meritocratic selection mechanism, which imbues all participants
with an elitist ethos, giving the business elite a relative autonomy on the
basis of educational credentials (Bourdieu 1989). Different studies in
different eras demonstrated that the social distance between top manage-
ment and the rest of the company (who have not followed this elite
education trajectory) is vast in France (Crozier 1964; Hofstede 1980). The
meritocracy also socializes the members of the elite into one basic world
view. Empirical studies of the financial elite in France, one of the pillars
of the system, show, for example, that the educational background in the
grandes ecoles, more than political convictions and similar experience,
provides the social cement for interaction among this group (Kadushin
1995). Finally, after this initial period of socialization, the monitoring and
sanctioning mechanisms within the elite secure compliance with high
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standards. As a result of the relatively small size of the group, the track
record of individual members who pursue a career is in principle know-
ledge shared by all in the elite, and forms the basis for further career
advances. The individual reputation in this elite network, with its roots
in the state, therefore is the currency used among the financial, economic,
and bureaucratic elites in France.

In the early 1980s, a profound crisis hit the French production regime,
and this elite coordination structure became the organizational frame-
work for the subsequent adjustment. It filtered the effects of both the
financial deregulation of 1984 and the privatizations of 1986 and thus
allowed a reorganization of the corporate governance system. Deregula-
tion and privatization could — and were designed to—impose a regime
of intense competition upon CEOs, which included detailed scrutiny by
investors. In effect, however, the elite coordination mechanism led to the
opposite situation: it allowed for a large sphere of autonomy for top
management, by shielding the CEOs of large firms from outside influ-
ences—both the state and capital markets — during the process of
internal corporate reorganization. Because of this relative insulation,
CEOs were now able to pursue their conception of competitiveness and
profitability with considerably more vigor than under the state's aegis.

However, as the literature on the inertia of the French model predicted,
firms could not simply move out of the old situation by CEO fiat. In
order to pursue their internal adjustment, the companies relied heavily
on public resources. The firms used the panoply of regional government
agencies, technology institutes, and training centres, as well as the
different laws dealing with the labor market, as instruments to fill the
holes in their own adjustment capacities. By doing so, they also ended
up inducing the other relevant actors — small firms, labor unions, and
workers, but also the state—to act in a manner congruent with the path
they took.

The remainder of this chapter will develop this argument, first by
showing how exactly top management increased its autonomy, and then
by detailing how companies reorganized their ties with workers and
suppliers.

9.3 The French Political Economy in the 1980s

Between 1980 and 1985, the French production regime experienced two
separate but mutually reinforcing crises. The first was an internal crisis of
the large firms, the second a crisis of the supporting macroeconomic pol-
icy regime. Despite the mass production strategies based on economies
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of scale—which themselves were relatively successful, since many large
firms had become European market leaders in the early 1980s—the com-
panies posted dramatically low profits in this period: aggregate prof-
itability in France was among the lowest in the G7 (Glyn 1997). Moreover,
because of the implicit soft budget constraints for many among them
which resulted from the state's willingness to finance their growth, their
expansion had led to a situation where they found themselves with an
extremely high debt burden, the highest in the OECD (Hall 1986). Third,
labor productivity was low by European standards. Detailed comparative
assessments of car production, for example, demonstrated that the French
automobile industry, at that moment a market leader in Europe, was less
productive even than FIAT: Peugeot calculated that it produced 8.3 cars
per worker per year in 1983 (down from 9 in 1979), FIAT almost 12 (up
from 10) cars, and Ford-Europe 13.2 (up from 10.4) (Loubet 1998). Finally,
massive social conflicts in those sectors that spearheaded the French econ-
omy exacerbated the internal problems: semi-skilled workers refused the
organization of work and the concurrent lack of career perspectives that
came with it. Combined, these four elements led to a collapse of French
industry: between 1981 and 1985, the large firms, many of which were
owned by the state, lost over FF 100 billion (Schmidt 1996: 108).

A profound crisis of external conditions accompanied this internal
turmoil. The expansionary policies pursued by the left-wing government
after May 1981, rapidly led to profound macroeconomic disequilibria.
International capital markets began to speculate against the franc, and
the government was increasingly running into budgetary problems as a
result of the macroeconomic expansion and the nationalizations (which
had cost over FF 130 billion). In March 1983, the government therefore
decided, after serious debate (Cameron 1996; Halimi 1992), to leave
the socialism in one country policy and adopt a more restrictive macro-
economic stance (Hall 1986). The political decision to stay within the
Exchange Rate Mechanism, and thus reorient French economic policy in
order to strengthen the franc by fighting inflation, provided the broad
macroeconomic background for the crisis of the French production
regime.

The macroeconomic policy adopted after 1983, with the euphemistic
name of competitive disinflation, had two goals. The first and most impor-
tant one was to create the domestic economic conditions for a stabiliza-
tion of the franc after the devaluations of 1982-3. The instrument was
straightforward wage restraint by imposing inflation targets on wage
negotiations. As a result, France became, after Portugal and Greece, the
country with the lowest real wage growth in the EU after 1985 (Taddei



316 Bob Hancke

and Coriat 1993). The second goal followed from the first and was an
attempt to emulate the hard currency environment that had been so
beneficial to German industry: unable to rely on competitive devalua-
tions for export success, the argument went (Albert 1991), German
industry was forced to search for competitiveness in quality rather than
price.

These macroeconomic policies radically changed the broader environ-
ment of companies. In the short run, the franc fort policy raised French
interest rates to the highest level in the OECD, while, more structurally,
adherence to the Exchange Rate Mechanism also implied an acceptance
of the broader framework of competition rules regarding subsidies for
ailing companies within the EU. The high interest rates hit the companies
at the worst possible moment. Not only did they sharply raise the price
of much-needed productive investments, the highly indebted companies
were severely punished by this situation: for some of them debt servicing
accounted for more than 15 per cent of annual turnover! Finally,
budgetary constraints and the adoption of EU competition rules led to
a structurally new situation: the well-known option of having the state
finance the losses until the business cycle picked up again was increas-
ingly becoming impossible as a viable option.

9.3.1 State-Led Corporate Survival

Despite the formal restrictions on state involvement, the state played a
crucial role in the first phase of the adjustment process. Having assumed
ownership of many large firms after its advent to power in 1981, the
government could now shelter the large companies from bankruptcy and
foreign takeovers, by allowing them to become recipients of massive state
aid.2 Combined, the state-owned large firms received over FF 64 billion
in subsidies, three-quarters of which went to the steel companies Usinor
and Sacilor (subsequently merged and restructured) and Renault alone
(Schmidt 1996: 108). Without these massive capital injections survival
would have been impossible, and new productive investment would not
have taken place. It is estimated that between 1981 and 1986, the govern-
ment invested twenty times more in the state-owned companies than the

2 While nationalizing the industry and the credit sector in the first year of the Mitterrand
presidency were actions primarily couched in anti-capitalist terms, broader strategic objec-
tives, evoking the Gaullist program of maintaining a strong national industrial basis as a
precondition for political grandeur, were never far away. Mitterrand expressed this idea
powerfully when he presented the nationalizations to the public in September 1991, and
explained that if nationalizations did not take place, 'these companies would rapidly be
internationalized' (quoted in Cohen 1996: 227).
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private sector had done in these companies between 1967 and 1981
(Schmidt 1996: 124).

Importantly, however, in all cases, the subsidies were accompanied by
the negotiation of a detailed business plan. The goal of these plans
in the different industries was invariably a rapid restructuring in order
to redress the dramatic financial situation. The first effort in this regard
was the negotiation of a series of social plans to rapidly reduce the work-
force in the companies. Between 1984 and 1987, Renault thus reduced its
total workforce by almost 30,000, or 20 per cent (Freyssenet 1998). The
Peugeot group did the same: between 1980 and 1987, 57,000 workers
were laid off (23 per cent of the workforce) (Loubet 1998). The steel
industry, where the crisis had set in a few years earlier, reduced employ-
ment in the sector by 45 per cent between 1980 and 1987 (Daley 1996).
Overall, the large companies shed 20 per cent of their jobs in the 1980s
(INSEE 1993; SESSI 1997; Berger 1995).

Since hard layoffs were (and still are) very difficult in France — in
contrast to the Anglo-Saxon economies—the large firms were forced to
search for other ways to reduce employment. These were found in the
wide array of state programs made available to workers in early retire-
ment and the measures associated with more restrictive immigration
policies (Guillemard 1991). More than half of the workforce reductions
in the car industry were financed by these measures (and for the
remaining ones, the companies relied upon other state programs for
industrial conversion), the massive workforce reductions in the steel
industry were almost entirely state-financed through the early retirement
system (Daley 1996), and even the SNCF managed its workforce restruc-
turing through reliance upon the state (Cauchon 1997).

The second big cost-cutting move by the large firms was a rapid exten-
sion of subcontracting by means of outsourcing production and services.
Between 1979 and 1985, for example, the vertical integration rate of
Renault and PSA fell from 26 per cent to 19 per cent for the first and
from 35 per cent to 26 per cent for the second. Electricite de France, the
large state-owned utility company, did the same: instead of hiring new
workers, the company hired subcontractors for the maintenance of its
nuclear plants and network, and for local customer service. EDF workers
that were hired, furthermore, were hired with regular labour contracts,
not any longer on the civil servant statute typical of EDF workers (Duclos
and Mauchamp 1994).

These subcontracting operations had the advantage of rapidly clearing
the balance sheets, since many of the supporting activities associated with
the subcontracted tasks were eliminated as well: product development,
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process engineering, training, and quality control. In assembly industries
subcontracting also implied just-in-time delivery of parts upon demand,
which had the additional financial advantage of reducing capital tied up
in the inventory of parts to a minimum. Between 1984 and 1987, for exam-
ple, Renault used these plans to reduce its stock of cars that were made
but not yet sold by 55 per cent, and, despite the increase in outsourcing,
reduced its purchasing/turnover ratio by 8 percentage points between
1984 and 1988, due to the renegotiation of prices with suppliers
(Freyssenet 1998).

Through a reorganization of the production and service chain, and as
a result of dramatic cuts in their workforce, the large firms in France thus
managed a serious reduction of their immediate production costs. The
most remarkable example of such a turnaround is probably Renault:
whereas the company lost over FF 11 billion per year in 1984 and 1985,
from 1987 onwards, Renault posted high profits — and continued to do
so for the following ten years. The same happened in other large com-
panies. After the crisis of the early 1980s, for example, the French steel
industry, now concentrated in Usinor-Sacilor, became one of the most
profitable on the Continent (Smith 1998), and EDF managed to turn struc-
tural operating deficits into an operating surplus despite the govern-
ment's claims on its revenue. In short, by 1987, and as a result of the
cost-cutting measures, the large firms had secured their financial
survival.

9.3.2 Elite Coordination and Corporate Adjustment

While these restructuring plans solved the short-term cost problems and
thus helped stabilize the French political economy in the short run, they
created a series of entirely new challenges for the large firms. Sustained
profitability, which had become the main goal by the mid-1980s, was only
possible through a series of organizational innovations that increased
productivity. Two areas were, given the existing weaknesses of French
organizations, of crucial importance: workforce skills and the organiza-
tion of work, on the one hand, and subcontractors and suppliers, on the
other. The post-mass production era required broadly trained teams of
workers instead of unskilled workers as well as sophisticated suppliers
to address the volatility of demand (Piore and Sabel 1984).

Yet these were precisely the type of reorganizations that had tradi-
tionally proven to be difficult in France. Despite the presidentialism of
French management and the relative weakness of labor unions, corpor-
ate reorganizations were difficult, for different reasons: the state kept a
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close watch on the social policies of large firms, French workers were
insufficiently trained for them to be deployed flexibly, structures for
workers' participation on the shop floor did not exist, and unions man-
aged to mobilize possible sources of discontent in shop-floor reorgan-
ization and thus thwart shop-floor adjustment strategies. Moreover,
increased outsourcing was certain to raise union resistance, because it
implied huge job losses. In short, a reorganization of work could succeed
only if management proved able to neutralize both the state and the labor
unions.

Suppliers, on the other hand, had traditionally been treated as simple
executors of large firm orders, were technologically unsophisticated
without proper innovation capacities as a result, and were therefore in-
capable of dealing with any new demands from large firms. Since any
reorganization of the supplier networks of large firms would entail a
dramatic restructuring of the small-firm sector, which included dropping
some altogether and reorganizing the others through technology
programs and mergers, governments would be hard put to accept the
social consequences of such a reorganization. Again, a strategy based on
technologically well-equipped small firms could only succeed if manage-
ment had a free hand in restructuring its supplier base.

Top management autonomy thus became a necessary condition for
internal reorganizations. Autonomy from the state (and from the labor
unions, who relied on the state) was necessary to be able to drop a broad
social and political dimension from management decisions and concen-
trate solely or at least primarily on profitability; fortunately, that was
also the Fabius government's message to CEOs in the midst of the crisis
of corporate France in the early 1980s. Yet being shielded from the imme-
diate impact of the stock market was equally important, since corporate
reorganizations announced themselves as a relatively long-term pro-
cess, which required patient capital: without protection from the short-
termness of the stock market, many companies would have been unable
to survive the financial pressures they were exposed to under an open
capital market.

The elite-based coordination mechanism, which had tied the large
firms to the state, provided the conditions for management autonomy
from both the state and the stock market. As discussed before, the set-
up was one in which top management was sealed off from the rest of
the company, but tightly linked to the administrative apparatus. The
privatizations of the 1980s and 1990s grafted themselves upon this
system, but led to a profound change in the way it operated: they created
a protective circle of core shareholders recruited from the elite, which
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gave the CEO more autonomy from the state while protecting the
company against takeovers.

Understanding how this happened requires going back to the end of
the 1970s and early 1980s, before the financial reforms was implemented.
The core of the relationship between industry and the banks in France
was the vital importance of long-term debt for the financing needs of
large firms. As late as 1980, French firms were the most highly indebted
companies in the OECD, which put the banks in a position of serious
influence over the affairs of industry; and because most of the debt was
medium to long term, these banks generally took an active interest in
the production and marketing strategies of the firms they supported in
order to safeguard their investment (Cohen et al. 1985: 47; Hall 1986).

Most of these credit institutions were specialized banks which,
combined, collected and disposed of two-thirds of all deposits in the
French banking system. Beside these, there was a set of public invest-
ment funds, administering several billions of francs, that were used for
joint projects with private banks and as a discount fund for their loans
(Zysman 1983; Hall 1986).

The main problem in the system was that, by discounting the loans,
the government in fact ended up assuming the risk and thus banks were,
despite the close relationship between finance and industry, especially
poor at long-term monitoring (Goyer 1998). In order to deal with this
issue, the government's aim was to reorganize the financial system in
two ways: dismantling the sectoral credit monopolies by allowing most
banks to become universal banks, thus installing competition for loans
and deposits between them, and liberalizing the system of industrial
credit through a series of fiscal regulations that made investing in stocks
more appealing to households. These reforms thus led to a situation in
which households had a variety of ways to save, and companies a variety
of ways to obtain (a variety of) money: they could rely on long-term bank
financing, issue shares to investors, and rely on retained earnings for
investment.

The financial reform of 1984 was followed by the privatizations (under
the right-wing government after 1986) of many of the companies brought
under the state's control only a few years before. The formal goals of this
reform were simple: selling off the nationalized large firms with the tools
that had become available after the financial reform and thus creating a
popular capitalism of the Anglo-Saxon kind (Schmidt 1996; Goyer 1998).

However, the privatizations took place in a profoundly different way.
Instead of being sold to a wide collection of potential owners, the com-
panies were sold to five categories of investors only: the first was a hard
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core of stable shareholders, the so-called noyau dur, the second the work-
force, the third, quantitatively most important part, the public at large
(i.e. using the financial instruments that were born out of the financial
reform), and the fourth and fifth French and foreign institutional
investors (Cohen 1996: 237-8). The privatizations were designed so that
employees were given a preferred shareholder status by reserving them
up to 10 per cent of shares and offering discounts on the purchase
(Schmidt 1996: 156-7). Furthermore, in many cases the government
limited the maximum number of shares that individuals could buy,
thereby assuring that ownership was not concentrated. And in order to
avoid speculative bursts and unwanted swaps, shares that were not sold
for a longer period (up to eighteen months) were rewarded with an extra
share or tax advantages. Thus an ownership structure of loyal investor
cores emerged, which consisted of groups of banks, insurance com-
panies, and industrial companies that acted as long-term institutional
investors and were supposed to help govern the company and protect it
from takeovers (Schmidt 1996: 157-63).

As a result of this gigantic financial engineering operation, two stable
groups of cross-shareholdings emerged, each one constructed around a
giant utility company, a holding, a major bank, and a large insurance
company. The first one had the Lyonnaise des Eaux, the holding Suez,
the Banque Nationale de Paris and the Union des Assurances de Paris
at its core, the other the Generale des Eaux, PARIBAS, the Credit
Lyonnais, the Societe Generale and the insurance company Assurances
Generales de France (Morin 1995). Together, these financial cores had
direct and indirect controlling stakes in each other and almost all publicly
quoted large companies. For example, the UAP-BNP core held 8.8 per
cent in Air France, over 15 per cent in Saint-Gobain, 9.2 per cent in Elf,
and 7.5 per cent in Pechiney. The AGF-Paribas group held 20 per cent in
Aerospatiale, 20 per cent in Usinor-Sacilor, 14 per cent in Rhone-Poulenc,
and 7.2 per cent in the oil company Total.

Because of the particular corporate governance structure in France,
where small shareholders are neither directly nor indirectly represented
(something the proxy voting system in Germany allows), this particular
mode of privatization should have amounted to an extraordinary control
by these hard cores of investors over industry (Morin 1995). Yet the
opposite was the case. Shareholders did get a better look at the inside of
the companies—a result of the publication and accounting requirements
following the opening up of the capital market—but that did not imply
more control over management. Instead of reducing management
autonomy, the reorganization of the corporate governance system
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opened the way for the management of large firms to construct a broad
sphere of independence from outside influences.

The privatization package included a set of rules on the selection of
members of the board of directors, which gave the CEO the right to
appoint most of the board members and of the hard core of investors
more generally him- or herself. Since the companies that these people
represented were frequently entangled in complex cross-ownership
arrangements with each other and with the company on whose board
they sat, control was, if it took place at all, far from tough. Secondly,
more management autonomy also implied more financial freedom. As a
last effective safeguard against unwelcome surprises, many CEOs thus
created or took control of subsidiaries that allowed them to buy back
their floated shares. Even if the representatives of those companies on
the board took their job seriously, they were, needless to say, more than
careful not to press too hard for control. Their career depended, after all,
on the CEO that they formally controlled (see Schmidt 1996: 374-7 for
full ownership details). Francois Morin, one of the most prominent
observers of the restructuring of French capital, aptly calls this set-up
self-management by management (Morin 1989).

Large firms used their own privatization to construct a situation in
which they were able to pursue internal reorganizations without being
burdened by the traditional social policy, regional development, and
other non-financial considerations. Thus, this situation sheltered firms
from hostile takeovers during the crisis years, while it assured the com-
panies of the capital needed for the necessary restructuring. Secondly, this
holding structure also created a situation of autonomy in relation to the
state and the labor unions: it allowed firms to be reorganized through
massive layoffs if this proved necessary, since the state was no longer the
only, often socially conscious, owner. This enabled the large companies
to pursue more relentless workforce reduction policies and increase sub-
contracting and outsourcing as a way of cutting direct production costs.
It also allowed, where necessary, international corporate alliances, as in
the case of GEC-Alsthom or the planned merger between Renault and
Volvo. In sum, the internal reforms—which frequently entailed a brutal
externalization of costs onto workers and small firms — could be pursued
without state intrusion and against the will of the labor unions.

The following two sections discuss two central areas of internal cor-
porate reform: the labor-relations system writ large, and the supplier
system. Both areas were at the heart of the initial restructuring to stop
the crisis in the early years: massive layoffs and rapid externalization of
immediate production costs. A thorough redefinition of the French
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production regime, however, required more than a simple reorganization
to cut costs. Without the organizational prerequisites for a move into
more flexible mass markets (combining high volume with high quality
and product differentiation), the crisis of the French model was bound
to repeat itself, probably no later than during the next downturn in the
business cycle.

9.3.3 Restructuring Work and Labor Relations

A redefinition of the French production regime critically hinged on shop-
floor restructuring, and that, in turn, required a reorganization of the
broader labor relations system. Such a reorganization implied solving two
different but related problems. The first dealt with the basic configuration
of work organization and skills. French firms were traditionally highly
Taylorist; as a result organizational structures were inefficient, and they
incorporated a wide array of obstacles to change. Repositioning in new
market segments implied a profound overhaul of the work organization
system. The second issue had to do with union politics. French unions are
radical and, mirroring the workplace relationships based on distrust, they
are unwilling, and most likely unable, to take reform proposals, even by
progressive management, seriously. However, because of their de facto
capacity to block changes, a reorganization of the workplaces depended
either upon the labor unions' goodwill (which was not forthcoming), or
upon a strategy that sidelined them.

The reorganization of the internal labor market followed very rapidly
after the first measures that secured the survival of the companies. Since
the early 1980s, the goal of official government policy has been to assure
that by the mid-1990s, four out of five young people had a certificate of
finished secondary studies—until the age of 18 or 19, the so-called
baccalaureat or bac. In effect, by 1995, around 75 per cent of the 1977 age
cohort passed the bac exam, up from some 40 per cent in 1984 (Courtois
1995). As a direct result, higher education also increased tremendously:
almost half the students of the 1975 cohort (aged 18 in 1993) went on to
some form of higher education: 22 per cent to university, 8.5 per cent
to the ecoles superieures, and 16 per cent to short-term higher education
(the so-called bac +2, a technical-commercial degree) (Courtois 1995).

Alongside this quantitative increase in education, the contents of the
vocational and technical training programs were reorganized as well,
with France attempting to emulate the German dual training system. As
was to be expected, this attempt fell considerably short of its stated am-
bitions, since — as the French discovered along the way (Mobus and
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Verdier 1997)—many of the institutional preconditions that made the
German training system work, such as strong unions and employers'
associations, were simply not present in the French context. However, in
their implementation, curriculum reforms echoed the actual needs of
large firms. Some of the firms even managed to have new technical diplo-
mas created and sanctioned by the Ministry of Education only for them
(Verdier 1997).

While it was an important step, the revision of the vocational and tech-
nical training programs did not solve the workplace reorganization prob-
lem. The educational system may have been producing skills that were
considerably more attuned to the needs of the large firms, but many of
the older workers who were relatively ill equipped for the new forms
of work organization remained in the factories. In response, most large
firms accelerated their existing workforce reduction programs—this
time, importantly, not to cut costs, but to qualitatively adjust their work-
force to the new product market strategies they were adopting. Thus, as
elsewhere in Europe as well (Kohli et al. 1991), the French government
financed the restructuring by including many of the older workers in
early retirement programs, the so-called Fonds National de I'Emploi (FNE)
and the Fonds Industriels de Modernisation (FIM). They kept their income
but disappeared from the factories without showing up in the unem-
ployment statistics (Guillemard 1991). Most importantly, it allowed the
large firms to replace relatively old, relatively under-skilled workers with
younger, better-trained workers (Beret 1992; Midler and Charue 1993).

Thus, the basic parameters in the human resources policies of the large
firms were fundamentally changed. The evolution of the educational
system raised and customized the skill basis of the young workers,
creating a large skills reservoir. These skills were not—and cannot be,
given the initial situation—of the 'deep' technological kind that the
German system produces (Soskice 1997), but involved general skills
such as mathematics, languages and their application in industrial and
commercial activities, software and computer knowledge, and a large set
of 'social' skills, enabling the exchange of information between workers,
production units inside the company, and the company and suppliers.
In other words, they included a wide variety of skills peripheral to most
production processes — administrative skills for low-level personnel and
inventory management, as well as the skills required for quality control
and interaction between different units inside the company—but that
were essential to the large firms, since they allowed a restructuring of
tasks and a reorganization of work. The early retirement packages, then,
made sure that these younger workers could replace the older ones.
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Deploying all these very different policy instruments enabled the large
firms to integrate a series of tasks that had been outside the purview of
production workers into their jobs, which allowed them to pursue
entirely novel, more sophisticated product market strategies, away from
classical mass production (Salais 1988, 1992).

It is important not to misunderstand this outcome. French workplaces
are still highly Taylorist (Linhart 1991). In fact, a survey of workplace
practices (Duval 1996) emphasizes that between 1984 and 1990, the
central period in workplace restructuring, the number of workers in
the French engineering sector who said they performed repetitive work,
where the working rhythms were imposed by machines (typical charac-
teristics of Taylorist mass production), increased by almost a third. Yet
that was exactly the point of the new education programs and the way
they articulated with the new workplaces: they left the core contents of
the job largely untouched, but provided employers with skills for the
administrative tasks surrounding the actual work. Since historically these
had been exactly the types of jobs — administration, supervision, and
maintenance—of which French companies had disproportionately many
more than similar companies in other countries, reorganizing those tasks
offered serious potential productivity increases, while the possibility to
engage broader skills bases allowed for an increase in product and
process complexity.

Copying practices that already existed abroad, large firms thus re-
organized the production process in such a way that small groups
of workers reappropriated many of the peripheral tasks: such teams of
workers now perform primary maintenance tasks, low-level personnel
administration (such as job rotation and holidays), quality control, inven-
tory management, and sometimes on-line contacts with suppliers. It may
still be Taylorism, but it certainly takes on a different form.

Workplace reorganization was intimately tied up with the labor-rela-
tions system, because of the capacity by the labor unions to block far-
reaching changes. Thus, restructuring workplaces also required installing
forms of workplace communications that circumvented the unions. To
create those, firms redeployed a series of institutional innovations in the
labor relations system proposed by the left-wing governments of the
early 1980s to their own advantage.

In 1981 and 1982, the Assemblee passed a series of laws, the Auroux
laws, which introduced new methods of direct workers' participation on
the shop floor that were no longer monopolized by the labor unions.
While usually the unions regarded government initiatives with a mixture
of defiance and suspicion, for these reforms, both the communist CGT
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and the left-socialist CFDT, the two main unions at that moment,
dropped their radical rhetoric and attempted to make the reforms work.
The local union people, however, who were meant to implement the
reforms, were incapable of playing this novel role. Since unions had been
highly centralized prior to the reforms, the local union sections had in
fact little or no experience with the type of social democratic workplace
union activities that the Auroux laws had carved out for them (Eyraud
and Tchobanian 1985). The fundamental discrepancy between local union
capacities and the new requirements of the situation made the unions
almost collapse under the weight of the new situation.

Employers' positions developed in the opposite direction. The Auroux
reforms initially appeared as a fifth column to them, and it came there-
fore as no surprise that the employers' association CNPF and most
managers resisted their introduction (Weber 1990). Gradually, however,
employers began to see the advantages of the new institutions for shop-
floor workers' participation that the laws created (Morville 1985). This
was related to the structure of the Auroux reform project itself, which
consisted of two very different reform projects, one hidden underneath
the other: the first project was a blend of German-style social democracy
and self-management ideas carried over from the 1960s, while the second
was Japanese-style workers' integration (Howell 1992). Since the unions
—the necessary ingredient for the first project to succeed—stood help-
lessly to the side, the second scenario of the flexible workplace revealed
itself. As soon as the boom of expression groups was tapering off, French
industry witnessed an explosion of management-led quality programs
and shop-floor teams: from roughly 500 in 1981, the year of the Auroux
reform, to over 10,000 in the summer of 1984 (Weber 1990: 446). For their
internal reorganization, large firms thus simply picked from the labor-
relations policies those elements that allowed them to neutralize the
labor unions. In other words, what was initially a worker-oriented reform
package became a management tool that helped defuse the conflict-
ridden formal industrial-relations institutions and allowed for a partici-
pative management model integrating workers' skills into the production
system without integrating unions in the corporate decision-making
structure. Put differently still, in their search for competitiveness, the
large firms had simply deployed the existing policies that dealt with
the training and education system, the labor market, and labor rela-
tions in such a way that the measures ended up serving their needs,
regardless of the initial intentions.

A similar argument helps to explain the reorganization of supplier
relationships. Here as well, management of large firms exploited the
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effects of government policies for their own purposes, and used them
to raise their suppliers' general technological and organizational capa-
bilities.

9.3.4 Reorganizing Supplier Networks

The changes in the supplier relationships of the large firms have to be
understood in light of the dramatic financial problems they faced in the
early 1980s. Gigantic losses, high debt, and high interest rates put serious
cost pressures on the large firms and, in order to clear their balance
sheets, large firms attempted to externalize as many of the costs as
possible. The most convenient way to resolve the financial problem was
to drastically reduce in-house inventory, because it eliminated the capital
costs required to carry the inventory while imposing a new mode of
production which assured that these costs never reappeared. The answer
was therefore the forced introduction of just-in-time delivery systems in
French industry.3

Very soon, however, large firms realized that their suppliers were
unable to meet the organizational and technological demands that these
new, considerably more fragile systems imposed. The causes of these ad-
justment problems are historical: the upshot of the Gaullist-inspired
large-firm-led development model in France (Kuisel 1981) was that small
industrial firms were neglected in the modernization plans, if not down-
right eliminated (Ganne 1992). Despite lip service paid to the small firms,
industrial policies were, in fact, almost exclusively oriented toward the
large firms.4 As a consequence, by 1980, when adjustment relied on closer
relations between large and small firms in a subcontracting relationship,
the industrial landscape in France in effect offered the opposite of what
was needed for the reorganization: the engineers of the large firms
detailed the specifications, delivery times, and work processes, and the
SMEs diligently carried out the orders (Rochard 1987; Veltz 1996: 24-9).
When, as a result of their own internal reorganization, the large firms
imposed new complex organizational arrangements nonetheless, the
suppliers suddenly faced high costs for the externalization of inventory
associated with just-in-time parts delivery—so high, in fact, that the

3 The first mention of KanBan delivery systems in the car industry is 1982-3 (Labbe 1992);
other industries followed suit rapidly and by the end of the 1980s, just-in-time delivery
systems were generalized in France (Gorgeu and Mathieu 1993).

4 The French state was careful, of course, to further small artisanal firms because of
their role as a political reservoir for the right, and the numerical flexibility they provided
for the mass-producing large firms (Berger and Piore 1980), but not with targeted indus-
trial policies.
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adjustment process of the large firms itself was endangered by the
inability of the small firms to follow adjustment.

Again, the large firms appealed to existing policies to fill the gaps in
their own capabilities. The economic decentralization policies passed
by the first left-wing government aimed at creating a vibrant tissue of
small and medium-sized firms in the regions. While these reforms failed
miserably in that goal (Levy 19990), they had the inadvertent effect of
providing the large firms with a wide array of regional institutional
resources that they could tap into in order to modernize their suppliers'
networks.

These reforms were geared at regions which had, as a result of the
regional development program of the 1960s, in fact become industrial
monocultures: even today, in almost all of the twenty-one regions outside
Ile-de-Fmnce, one large firm dominates the region in terms of output and
(direct and indirect) employment (see the data per region in Quelennec
1997, and the analysis in Hancke forthcoming). As a result of their weight
in those regions, the large companies were easily able to use the insti-
tutions created by the decentralization programs of the 1980s to their
own advantage: they were the organizational interface between the re-
gional institutions created or mobilized by the government, and the small
firms that the policies were meant to address.

In the late 1980s, for example, Peugeot PSA used the local engineering
school in the Franche-Comte region, in the east of the country, to help
its steel suppliers upgrade their technologies and products to meet the
new corrosion standards that the car manufacturer was adopting in its
next generation of cars (Levy 1999a: 180 ff.). A similar rearrangement of
regional resources took place in the Marseilles area, where the steel
company Sollac, again the largest local company, drew on the regional
training funds to adapt the skills of its workforce to the technological
turn that the company was taking (Hildebrandt 1996). In cooperation
with the central Ministry of Education and a local training institution,
the company first created two new industry-specific technical diplomas
and then used its own training center to organize the courses—financed
by the public authorities. The same centre was also used to retrain the
suppliers' workforce, again mainly funded by the regional authorities.
Aerospatiale in Toulouse (Morin 1994), Citroen in Brittany (Gorgeu and
Mathieu 1996), and chemical companies around Lyon have adopted a
similar strategy of appropriating public resources for their own adjust-
ment: local schools and training programs, regional technical universities,
and the battery of local employment agencies, regional offices of the
Ministries of Industry and Regional Development, as well as the Foreign
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Trade Office were used to help the small firms upgrade organizationally
and technologically and then support them in finding new markets.

Importantly, however, all this attention to suppliers has not led to an
increase of their power in the relationship with the large firms. Despite
their technological capabilities, they are rarely closely involved in prod-
uct development. Product design remains heavily centralized in the large
firms' product development departments, which design new products
as a collection of discrete, standardized, and in principle independent
modules (Ulrich 1995). The gains of this product development method for
the large firms are obvious: they offer the benefits of advanced design and
flexibility without losing control over the process as a whole. Despite the
increased sophistication of the suppliers, the situation remains struc-
turally biased in favour of the customers (Hancke 1998).

The new supplier policies of the large firms, and the increased reliance
of the large firms upon their suppliers for system development and
JIT logistics for production, thus eventually ended up reorganizing
French industry into a series of regional production networks, con-
structed around one large firm, dominating the region in every aspect:
employment, output, regional investment. Increasingly, France began to
resemble a collection of quasi-autarchic regional economies, in which the
SMEs subordinated themselves to the exigencies of the large firms' local
plants, precisely because they were technologically and organizationally
closely integrated. The regional network that thus emerged was, in turn,
subordinate to the strategies conceived and developed in corporate head-
quarters, usually located in the Paris area. In embryonic form, this
multiple-layered hierarchical structure had always existed, but after the
crisis of the early 1980s, it became a building block for the large firms in
their reorganization.

9.4 Corporate Reorganization in the Late 1990s

The decade between 1985 and 1996 is, as this material indicates, best seen
as a hinge period between the old state-led French model, and a new
set-up in which large firms are exposed to a flexible capital market. The
transition from a state-led, growth-oriented model in the early 1980s to
a privately owned, profit-oriented corporate sector depended critically
on the capacity of management to gain autonomy which allowed them
to restructure the companies.

Recent developments in the French corporate sector suggest, however,
that the elite coordination mechanism which was at the core of this
adjustment process has come under tremendous pressure, as a result of
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what looks like a second wave of corporate restructuring. Even though
these events are too new to be analysed in full, a few remarks—some
based on data, other of a more speculative nature—may help put these
new developments in perspective by tying them to the analysis that
preceded.

In late 1996, one of the cross-shareholding structures collapsed, and
the years 1998-2000 have seen takeover attempts, mergers, and acquisi-
tions among firms at the core of the French elite coordination model.
At the same time, the closed French corporate governance model was
rapidly replaced by a structure which relied more on outside directors
(Goyer 2001), and new international institutional investors appeared on
the Paris Bourse: currently 35 per cent of the shares of top forty (CAC
40) firms are held by foreign investors (against 11 per cent in Japan, 10
per cent in Germany, and 9 per cent in the UK—Jeffers and Plihon 2000).
All this took place against a background of French companies looking
abroad for acquisitions and joint ventures: since 1998, Renault has
acquired a controlling stake in Nissan, EDF bought up electricity com-
panies in Germany and the UK, Rhone-Poulenc merged with Hoechst in
the new life sciences company Aventis, France Telecom acquired a large
share in the German Mobilcom, and Cap Gemini has taken over the busi-
ness consulting firm Ernst & Young. Compared with the tight and closed
structure which existed only a few years before, by the late 1990s, the
elite coordination mechanism, which had proven so useful in restruc-
turing French firms, undoubtedly had lost a lot of its power.

On first glance, these recent changes are a direct consequence of the
restructuring of the French production regime analysed before. The
typical product market strategy of French exporting firms is based on
rapid model cycles to stay ahead of the market, and where strategic deci-
sions regarding product development remain centralized with the OEM.
However, because it is top-heavy and evolves rapidly, such a product
market strategy requires heavy investment in product development,
machinery, and marketing—much more, in all likelihood, than the coun-
terparts of French firms in other countries, who rely on more long-term
product market strategies, would have to expend.

As a result of the cross-shareholdings, a lot of the capital to cover such
investments was simply not available. In some cases, as much as 40 per
cent of the market capitalization of the top forty firms listed on the Paris
Bourse was tied up in these cross-shareholdings in the late 1990s, and
combined, they immobilized FF 100 billion (Nouvel Economiste, 28 June
1996). These funds were badly needed at a time when competition heated
up again after the recession of the early 1990s, and the fastest way to have
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access to it, and assure a steady flow in the future, was by opening up the
capital structure of the companies. It allowed the large firms to produc-
tively invest their retained earnings and, since the volume of shares
floated after the privatizations of the early 1990s was simply too large
to be absorbed by French capital alone, to have access to international
capital markets. Expressed in more general terms, the unravelling of the
noyaux durs had become a necessary condition for French exporting com-
panies to pursue an innovation path that exploited their comparative
advantages, and to assure foreign investors of the transparency necessary
for them to be able to evaluate corporate performance.5

The effects of this shift in the governance structures of the French
economy are, however, far from clear. Despite the massive shift toward
capital markets which are no longer organized around either banks or
the state, many of the investors seem to offer a functional equivalent of
long-term capital in this new set-up. The majority of the large French
firms are family-owned, and the state holds large minority blocks in
many of the privatized companies (Alternatives Economicjues, June 2000).
Those institutional investors which have appeared on the French scene
since 1997 are themselves relatively long-term investors such as pension
funds (see the data in Morin 2000), which leave the actual running of the
company to management. Rather than a prima facie short-term capital
structure, French companies thus appear subjected to a mitigated long-
term financial regime, but one which requires and imposes much more
openness on management.

Against this background, the particular French model of company
organization is bound to remain relatively long term as well. Workplaces
are organized on the basis of high general skills, non-union workers'
participation schemes, and clearly defined training and career oppor-
tunities. Relations between large exporting firms and their suppliers,
which have become relatively large firms since they passed their own
wave of restructuring, may be hierarchical and highly centralized, but

5 Note that this strategy is not without problems. The French innovation trajectory in
the 1990s (and before) in fact consisted of two models. The first one was the flexible mass
production path discussed in detail in this chapter. The other was (and is) a much more
challenging form of innovation based on networking capacities that are in part provided
through the state and in part through cross-shareholdings. This latter model is exempli-
fied in telecommunications, high-speed trains, electricity provision through nuclear power,
and complex armament systems—all sectors where France is among the world leaders (see
a forthcoming issue of Industry and Innovation in the fall of 2001 on these sectors). The ques-
tion is therefore if the beneficial effects of the unraveling of the system for one sector will
be offset by its negative effects in the other, which still appears to rely crucially on co-
ordination across different companies.
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also very long term—in part because the innovation strategies of com-
panies rely on long-term collaboration between top engineers, whose
careers are determined by the internal labor markets of the large firms.

In short, the actual elite coordination mechanism is losing importance,
because it may simply not be as central anymore to the operation of the
French model as before. Over the last ten to fifteen years, the large
exporting firms have developed the internal capabilities—often because
they were sheltered by the elite system—for sustained profitability,
which has both pushed and allowed them to open up their corporate
governance structures. At the same time, however, the internal opera-
tions of companies seem well attuned to these new ownership structures,
by offering high profits—while keeping long-term orientations in the
organization of the labor market and the suppliers' structures.

In this new set-up the state organizes the background conditions for
corporate profitability. As Levy (1999W argues, social policy has now
taken the place of activist industrial policy by providing companies with
the tools that they need to rapidly restructure their workforce; the discus-
sion earlier about the shifts in the educational system also indicates that
the state sees its role as one of providing a high level of general skills to
industry. Moreover, recent state initiatives in the labor market—most
importantly, the introduction of a law generalizing a 35-hour working
week in the French economy—are informed as much by a sense of social
justice (lowering working hours will reduce the unemployment rate) as
by an attempt to offer companies — especially the large firms—more
flexible working-time arrangements: 35 hours is the annual average
hours worked, thus allowing companies to flexibly adjust their work
volume to immediate customer and production needs (Trumbull 2001).

9.5 Conclusion: Reinterpreting the Political
Economy of France

After a crisis in the early 1980s, French industry went through a dramatic
adjustment phase. During the first years of the 1980s, large firms in
France were forced to search for rapid measures to rebalance the books
and then set out to reorganize their internal structures to secure compet-
itiveness. This internal reorganization was conditional upon increased
management autonomy, especially from the state. The internal reorgani-
zation that followed allowed French firms to pursue new human
resources policies, introduce new methods of supplier integration, and
generally position themselves in new markets. At the end of this process,
French firms had become among the most profitable in the OECD (Glyn
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1997), able to survive even the tough 1992 recession and capable of
attracting foreign investment.

While the central role of the large firms in the adjustment process
heralds a profound continuity with the post-war large firm-centered
French political economy, the wider strategic context for management is
different. Under the old regime, large firms were policy instruments for
the state; precisely that configuration is fundamentally different today.
Instead of a state-led path, the French adjustment trajectory was a firm-
led one. Despite some dirigiste attempts in the 1980s, the French state
today plays a considerably smaller role in the economy than before, and
has lost much of its capacity to direct industrial and economic adjust-
ment. However, and equally important, the gap that emerged was not
filled by the market, but by a mode of coordination which included elites
in the state apparatus, large firms, and haute finance, which assured that
large firms were able to construct a novel institutional environment for
their own adjustment and then induce other relevant actors—the state,
labor unions, the workforce, other companies, and the financial world—
to act according to their preferences.

This novel perspective on France—firm-led instead of state- or
market-led adjustment—not only helps make sense of the developments
since the early 1980s, it also sheds new light on an old theme in the study
of France—the societe blocjuee. According to this perspective, reforms are
difficult to implement in France, because they are conceived with strong
societal actors in mind (in recent years because they were technocratic/illy
copied from the successful German experience), but the actors are too
weak to become the social bearers of the policies. The result is policy
failure—and a more general fundamental inability of the country to
reform its political economy. The financial deregulation, for example, led
to elite-controlled cross-shareholdings instead of popular capitalism
(Bauer 1988; Maclean 1995), because the banks were incapable of playing
the new monitoring role designed for them (Goyer 1998). The Auroux
workplace reform resulted in weaker instead of—as intended—stronger
labor unions, because the unions were incapable of turning the institu-
tional innovation into advantages for themselves (Howell 1992). And the
decentralization of policy-making led to an increased dependence on
Paris instead of the construction of new policy-making systems in the
regions to support industrial development, because the regional associ-
ations were unable to provide the type of interface between the firms
targeted and the regional institutes that were supposed to serve them
(Levy 1999a). Reforms turned into failures because the social actors that
were critical for their implementation were too weak.
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Changing the perspective to the large firms as the central agents in the
French political economy puts these apparent failures into a fundamen-
tally different light. In their adjustment the large firms deployed the
resources provided by these policies on their own terms. The financial
deregulation allowed large-firm CEOs to construct a broad sphere of
autonomy; the Auroux laws provided large firms with institutions to
defuse the perennial workplace conflict; and the administrative decen-
tralization policies offered the large firms instruments to upgrade their
regional supplier base. In short, by shifting the perspective to strategic
adjustment by the large firms, policy initiatives that are documented as
dramatic failures take the shape of institutional resources for the large
firms—a very different idea indeed than what is offered by the societe
bloquee and one which suggests that this notion is up for reevaluation
(Suleiman 1995).

Recent developments in the French political economy leave little doubt
that the country is passing through a second wave of corporate restruc-
turing: many of the elite networks that proved crucial to adjustment in
the last two decades have disintegrated, and the corporate governance
system of the large companies that has driven economic adjustment in
France since the mid-1980s has been entirely restructured as well with
the massive advent of foreign investors.

The jury is still out on what this implies for the French production
regime. While many argue that this heralds a fundamental shift to the
Anglo-Saxon regime, a careful look at some of the data indicates that
the French political economy retains, even after capital markets have
become more flexible, specifically French characteristics. Corporate prof-
itability is and remains high, companies have found a functional equiv-
alent of long-term capital on the Paris Bourse, the internal organization
of companies retains a long-term orientation, and the state plays a strong
role in supply-side adjustment.

The main difference between the old and the new French political
economy is that today the state no longer directly intervenes in the econ-
omy (as the low-key role of the Ministry of Finance in the bank takeover
attempt in the summer of 1999 and in the Elf-Total merger in that year
suggest), but concentrates on offering a social policy framework which
furthers economic restructuring and competitiveness. While it may still
be an activist state in comparative perspective (compare with Boix 1998),
French governments today, of all political colour, seem to be working
on the assumption that corporate needs for flexibility and profitability,
instead of economic growth and broader technological and social poli-
cies, should be at the heart of policy-making.
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Varieties of Corporate Governance:
Comparing Germany and the UK

Sigurt Vitols

A key concern of the varieties of capitalism (VoC) approach is the topic
of corporate governance, one aspect of which is the relationship between
firms and external providers of finance (see the Introduction to this
book). The literature on corporate governance, which originated in the
USA and UK, initially was concerned with a fairly narrow set of issues:
how can shareholders monitor and motivate management to act in their
interests, i.e. to improve 'shareholder value' through increasing share
price (Keasy and Wright 1997; Prowse 1994; Williamson 1988)? In recent
years, however, comparative work in this area has increasingly taken a
broader view of the relationships involved in running companies, and it
is now commonplace to distinguish between two different models of
corporate governance: the 'shareholder' model, in which the maximiza-
tion of shareholder value is the primary goal of the firm and only share-
holders enjoy strong formalized links with top management; and the
'stakeholder' model, in which a variety of firm constituencies—includ-
ing employees, suppliers and customers, and the communities compa-
nies are located in—enjoy 'voice' in the firm and whose interests are to
be balanced against each other in management decision-making (Kelly
et al. 1997). Most comparativists in this area have claimed that one or
the other model is economically superior and that, over time, we should
see convergence towards this model of 'best practice'. Although the
shareholder model was heavily criticized in the early 1990s for the ten-
dencies to under-invest and focus on short-term results (Porter 1990), at
present the majority view is that the shareholder model will prevail due
to the increasing dominance of institutional investors on international
capital markets (Lazonick and O'Sullivan 2000).

This debate is of great interest to the VoC approach for a number of
reasons. First of all, VoC offers a framework within which the linkages

This chapter draws on the results of a joint WZB-LSE project funded by the Anglo-German
Foundation and conducted 1995-7 as well as on subsequent research by the author.
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between external investors and other actors relevant to the firm can be
systematically explored. The concepts of coordinated market economies
(CMEs) and liberal market economies (LMEs) provide a broader insti-
tutional context within which stakeholder and shareholder models of
governance, respectively, can be analyzed. Secondly, since VoC stresses
the embeddedness of national institutions as well as the possibility of
'complementarities' between different combinations of these institutions,
VoC hypothesizes that responses to internationalizing capital markets
other than convergence are possible. Companies may respond very
differently to similar sorts of pressures and distinct sets of 'best practice'
contingent on the national context may emerge.

This chapter attempts to apply such a broader approach to corporate
governance by examining the interaction between large firms and
national institutions in Germany and the UK in the context of interna-
tionalizing capital markets. The first section relates the discussion on
shareholder versus stakeholder models of corporate governance to VoC
through an analysis of the major sets of institutions influencing post-war
company decision-making—institutions concerning ownership, indus-
trial relations and employee representation, and the structure of manage-
ment. Germany, a CME, has 'non-market' institutions, which not only
allow for inter-firm coordination, but also regulate the interaction
between owners and managers, between employees and firms, and
among top managers. In the corporate governance literature Germany is
one of the foremost examples of the stakeholder model, since the differ-
ent firm constituencies enjoy a strong formal 'voice' in decision-making
through representation on company boards. In contrast, in the UK, an
LME, markets play a much more significant role not only in influencing
inter-firm relationships but also in regulating the interactions between
the actors mentioned above. The UK is one of the primary examples
of the shareholder model of governance due to the weak formalized role
of constituencies other than shareholders in firm decision-making.

The second section of this chapter examines changes in institutions
affecting corporate governance in the two countries in recent years,
in particular reforms in financial regulation, labor law, and company
law. A widespread view is that, since international capital markets are
increasingly dominated by diversified portfolio investors (such as
mutual funds and pension funds) seeking higher returns, companies
must adopt the shareholder model or be starved of the external capital
needed to invest and survive. Thus, in order to promote the competi-
tiveness of 'their' firms, governments in countries where the stakeholder
model is predominant are forced to abandon the institutions promoting
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stakeholding. The analysis in this section shows that, with the partial
exception of financial regulation in Germany, these developments can
be clearly characterized as incremental—rather than fundamental—
changes in existing ownership, employee representation, and top man-
agement institutions.

The third section of this chapter relates the above discussion on insti-
tutions to the different comparative advantages enjoyed by large com-
panies and the financial and innovation strategies pursued by these
companies in the two countries (see Table 10.1). Non-market institutions
in Germany, which give Voice' to the different constituencies of the
firm, encourage firm-specific investments but also discourage radical
innovation and organizational changes due to high 'sunk costs.' Market
relationships in the UK in contrast represent weaker and less costly
barriers to radical innovation but also pressure companies to exit mar-
kets quickly when profitability decreases. Drawing on examples mainly
from financial services and diversified chemical/pharmaceutical firms,
this section highlights two key differences between companies in the
two countries in responding to the demands of international investors.
One difference is that, although greater attention is being paid to institu-
tional investors in both countries, 'shareholder value' principles in
the UK are typically implemented in a top-down manner by the chief

TABLE 10.1 Corporate governance institutions and firm strategies in the
UK and Germany

UK Germany

Dominant ownership
structure

Employee representation
institutions

Top management
institutions

Primary corporate goal

Competitive strategy

Small shareholdings by
portfolio investors

Voluntarist

Single board
dominated by CEO

Profitability

Radical innovation in
new sectors
Price competition in
established sectors

Large shareholdings by
strategic investors

Corporatist (board-level
co-determination)

Dual board
Multiple power centers

Multiple goals: profitability,
market share, and
employment security

Non-price competition
through incremental
innovation
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executive officer (CEO). In Germany, in contrast, consensus on changes
is generally reached before implementation through negotiation among
top managers with different functional responsibilities and between top
managers and employee representatives ('negotiated shareholder value').
This difference has significant consequences for the types of employ-
ment bargains and the kinds of performance incentives that are evolving
in companies in the two countries. A second difference is that, although
investors are increasingly pressuring diversified companies in the two
countries to sell off or close down peripheral operations in order to focus
on 'core competencies/ large German companies are generally either
relocating their 'radically innovative' activities in the UK or USA or
exiting these types of activities entirely. As a result, country specialization
in different types of innovative activities appears to be increasing rather
than decreasing.

10.1 Corporate Governance Institutions in
the UK and Germany

Traditional approaches to corporate governance, which developed in
the USA and UK, have been concerned mainly with the fundamental
conflict of interest between shareholders and top management. Whereas
shareholders primarily have a financial interest in increasing the value
of their shares in the firm, management may be more interested in
private consumption (such as luxurious corporate headquarters or a fleet
of corporate jets) or the status enjoyed with creating a large, highly
visible company through mergers ('empire-building').

Although this problem was flagged in the academic literature as early
as the 1930s (Berle and Means 1932), its appearance as a significant policy
issue is intimately linked with the rise of the 'institutional investor'. These
investors are primarily pension funds or mutual funds that manage
huge pools of financial assets using modern portfolio techniques, i.e.
by investing relatively small amounts of capital in a large number
of diversified companies. Companies are monitored mainly through a
limited number of quantifiable financial variables and decisions on enter-
ing or exiting investments are made on the basis of fairly simple decision
rules. Institutional investing is increasingly characterized by intense com-
petition to outperform standardized 'benchmarks' such as the weighted
share performance of Standard and Poors's largest 500 companies in
the USA or the Financial Times (FTSE) top 100 companies in the UK.
Outperformance of these indexes is important for mutual funds to attract
retail customers. Pension funds are also increasingly contracting out
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much of the monitoring and investment work to professional 'money
managers' whose performance is evaluated on an annual basis.

The literature of corporate governance in the USA and UK initially was
largely concerned with the point of view of institutional investors and
with the relationship between these investors and management as 'the'
key problem in running companies: what kinds of institutions are avail-
able to monitor and motivate management? In this model of corporate
governance other problems, such as the nature of company strategy and
human resources policy, were subordinated to this primary issue. As a
broader range of countries were examined, however, it became apparent
that this conception of corporate governance was dominant in only some
countries. In many countries shareholders are considered to be only one
of a number of key constituencies of the firm, and increasing share price
through boosting profitability may be only one of the top priorities (or
even a secondary priority) of the firm. Interestingly enough the charac-
terization of this alternative as a 'stakeholding' model of corporate gov-
ernance was coined in the UK by critics of the shareholder model (Hutton
1995; Kelly et al. 1997). According to them one of the strongest con-
trasts to the UK is provided by Germany, which has not only very dif-
ferent ownership patterns and financial institutions, but also has a very
different structure of industrial relations and employee representation and
also organization of the firm. Significantly, markets (as opposed to non-
market institutions) regulate all of these kinds of relationships to a much
greater extent in the UK than in Germany. These institutional differences
are reflected in different corporate practices, including longer investment
time-horizons and a greater concern with the impact of decisions on dif-
ferent constituencies of the firm. It is worthwhile to go into these differ-
ences in some detail and to paint a stylized picture of the models as they
currently exist, before turning to the issue of recent regulatory changes
and the possibility of fundamental change in corporate governance in
the future.

10.1.1 The Institutions of Ownership

The relationship between owners and large companies in the UK is regu-
lated by one of the most highly developed national equity markets. The
major investors in the UK—investment funds, pension funds, and (to a
certain extent) insurance companies—take a 'portfolio' approach to risk
management by taking small stakes in a large number of companies.
Furthermore, these portfolio investors are generally solely interested in
a high return on their shares (and thus primarily on the profitability of
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TABLE 10.2 Percentage of total shares in circulation held
by different sectors in Germany and the UK, end of
1995

Germany United Kingdom

Households 14.6 29.6
Enterprises 42.1 4.1
Public sector 4.3 0.2
Banks 10.3 2.3
Insurance enterprises and

pension funds 12.4 39.7
Investment funds and other

financial institutions 7.6 10.4
Rest of world 8.7 13.7

Total 100.0 100.0

Source: Deutsche Bundesbank (1997: 29).

the company invested in). These portfolio investors together hold 50 per
cent of shares in the UK (see Table 10.2). Households, which for the most
part also have small shareholdings, account for another 30 per cent of
ownership. Thus the types of investors generally taking smaller share-
holdings account for 80 per cent of shareholdings in Britain. The types
of investors more likely to take large strategic shareholdings—enter-
prises, the public sector, and banks—account for less than 7 per cent of
shareholdings.

Owner-company relationships in Germany in contrast are much more
likely to be characterized by one or more large shareholders with a
strategic (rather than purely share value maximization) motivation for
ownership. Ninety per cent of listed companies in Germany have a share-
holder with at least a 10 per cent stake in the company (Seibert 1997).
The types of investors likely to have strategic interests—enterprises,
banks, and the public sector—hold 57 per cent of shares (or 42.1 per
cent, 10.3 per cent, and 4.3 per cent respectively). Enterprises generally
pursue strategic business interests. Large German banks have tended to
view their shareholdings as a mechanism for protecting their loans and
strengthening their business relationships with companies rather than
as a direct source of income. They often are able to multiply their effec-
tive voting power through the extensive use of proxy voting rights,
particularly for households. The state generally pursues some public
goal. In contrast, the ownership types having smaller shareholdings—
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investment funds, pension funds/insurance companies, and households
— account for only 35 per cent of total shareholdings (or 7.6 per cent,
12.4 per cent and 14.6 per cent respectively).

Thus the UK is characterized by dispersed ownership by share-price-
oriented financial institutions while Germany is characterized by concen-
trated ownership by actors pursuing a mix of financial and strategic
goals.

10.1.2 The Institutions of Employee Representation

A second important institutional difference between the two countries
relates to the area of employee representation. Employees in large German
companies enjoy strong Voice' through corporatist bargaining and
co-determination. Every plant with at least five regular employees is en-
titled under the Works Constitution Act of 1972 (Betriebsverfassungsgesetz)
to elect a works council. This works council has the right to negotiate key
issues with management, including the hiring of new employees, intro-
duction of new technology, use of overtime and short-working time,
and, in the case of mass redundancies, the negotiation of social plans
(Sozialplane) covering redeployment, severance payments, and early
retirement.

Employee representatives are also included on German supervisory
boards under the 1976 Co-Determination Act (Mitbestimmungsgesetz),
which applies to almost all companies with 2,000 or more employees.1

This law has the following key provisions:

• Employee representatives are to comprise half of supervisory board
representatives and shareholder representatives the other half. Share-
holders, however, elect the chairperson, who may cast a tie-breaking
vote in case of a 'deadlock' between shareholder and employee blocks.

• The number of supervisory board seats are to total 12 in the case of
companies with between 2,000 and 10,000 employees, 16 in the case
of companies with between 10,000 and 20,000 employees, and 20 in
the case of companies with above 20,000 employees.

• In the case of companies with between 2,000 and 20,000 employees,
two employee representatives can be union functionaries (i.e. non-
employees); in the case of companies with more than 20,000 em-
ployees, three may be union functionaries.

1 A second, stronger form of co-determination applies only to companies mainly
involved in steel and coal mining (Montanmitbestimmung). A third, weaker form of co-deter-
mination under the Works Constitution Act of 1952, as amended in 1972, applies to most
companies with between 500 and 2,000 employees.
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In practice there is typically a close overlap between co-determination at
the board level and plant level; the head employee representative on the
supervisory board is typically a leading works council member.

In Britain, in contrast, there are no legal provisions for employee repre-
sentation on company boards. In only a few exceptional cases is there
an informal practice of including a union representative on the board.
The establishment of European Works Councils (EWCs) in larger British
firms has up to now had little influence on company practice due to the
limitation of most EWC meetings to information exchange, differences
in industrial-relations traditions, and the inexperience of many employee
representatives.

10.1.3 The Institutions Structuring Top Management

The different strengths and interests of owners and employees in the two
countries are expressed in the different board systems and corporate
constitutions in the two countries. German large companies are charac-
terized by a pluralist system whereas British companies are character-
ized by a CEO-dominated system.

The clearest manifestation of pluralism in large German companies is
the dual company board system. Strategic decisions such as major invest-
ments, mergers and acquisitions, dividend policy, changes in capital
structure, and appointment of top managers are made by the supervisory
board (Aufsichtsrat). The day-to-day running of the company in contrast
is the responsibility of the management board (Vorstand), which generally
meets once a week and includes between five and ten top managers in
the company. The management board is clearly separated from the super-
visory board. No individual is allowed to be simultaneously a member of
both the supervisory and management board. While the management
board has a chair or 'speaker', his or her role is generally the case of
'first among equals.' Top managers have a great deal of autonomy in their
individual areas of responsibility (generally defined by function such as
finance, production, personnel and social policy, etc.). Major decisions or
proposals to the supervisory board are reached through consensus. The
separate appointment of managers by the supervisory board reduces the
dependency of individual members on the chair/speaker.

Large British companies in contrast are generally run by a CEO-dom-
inated single board. This CEO is often also the chair of the board and
either hand-picks or plays a major role in choosing the other members
of the board. The typical leadership style is for the CEO, after a period
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of consultation with other managers, to make major decisions alone and
to take sole responsibility for these decisions.

10.1.4 Summing Up

Relationships between the typical large German company and its various
constituencies are largely governed by non-market institutions. Owner-
ship in Germany is highly concentrated in the hands of long-term,
strategic actors with multiple links with the company; a corporatist
system of employee representation gives employees formal participation
rights on both the plant and company level; and German company law
creates a framework for consensus bargaining between different func-
tional areas of the firm by dispersing authority among the top level of
management. Relationships in the UK, in contrast, are regulated to a
much greater extent by markets. Equity markets in the UK are charac-
terized by dispersed ownership by financial institutions mainly inter-
ested in increasing share price; the voluntarist labor-relations system in
the UK provides employees with no formal 'voice' in corporate decision-
making; and the authority of managers is much less structured than in
Germany and more dependent upon the current market situation.

10.2 Changes in the Institutions Involved
in Corporate Governance

Although it is clear that there are significant differences between the UK
and Germany in the institutions involved in corporate governance, a key
question is how enduring these differences are within the context of
'globalization.' In the early 1990s a vocal minority within the UK and
USA claimed that the stakeholder model would have to be adopted in
these countries if they wanted their industries to remain competitive in
world markets. As the stakeholder models in Germany and Japan ran
into their own sets of competitive problems, however, the debate has
shifted to focus much more on the power of institutional investors to
force convergence to a shareholder model. Institutional investors are
increasingly willing to invest outside of their 'home country' and now
'scan the world' in search of investment opportunities offering the poten-
tial of higher returns. In order to attract the capital needed to modernize
industry from these investors, it is claimed, countries in which the stake-
holder model is dominant will have to abandon the institutions
supporting stakeholding (Jurgens et al. 2000).
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The VoC approach, however, recognizes that the barriers to fundamen-
tal institutional change are very high and is therefore skeptical about
wholesale convergence arguments. Institutions derive from deeply rooted
historical traditions and typically are defended at the least by vested
interests if not by powerful actors within national systems who will rec-
ognize the comparative advantages of their institutions. The typical
nature of institutional change should therefore be incremental, reflecting
the politics of bargaining between 'traditionalists' and 'modernizers.'

To what extent has change in the institutions involved in corporate
governance in the UK and Germany actually followed this 'incremen-
talist' path? Advocates of radical change can in fact be found in both the
UK and Germany. In the UK parts of the left wing of the Labour Party
and segments of the trade union movement have advocated the impor-
tation of the German model of 'stakeholder capitalism' to combat an
alleged short-termism in industry (Kelly et al. 1997). In Germany vocal
advocates of a radical 'free-market' approach to corporate governance
and financial regulation can be found (Rosen 1997). Nevertheless, it is
striking that these advocates are clearly in the minority and have little
actual influence on the process of change in the two countries. An
analysis of change in the areas of financial regulation, labor law, and
company law shows that, with the partial exception of financial regula-
tion in Germany, changes can be clearly characterized as incremental.

10.2.1 Institutional Change in Germany

The most important legal changes in Germany in the past few years in
the area of corporate governance have been in the areas of company law
and financial regulation. In terms of company law change can clearly be
characterized as incremental; the case of financial regulation is more
complex, but the elements of continuity are perhaps more striking than
the fundamental changes that have been made.

The first significant reform of company law in over twenty years was
effected through the Law for Control and Transparency in Large Com-
panies (Kontrag) (taking effect in 1998), which modifies the Joint Stock
Company Law of 1965 (Aktiengesetz). The first significant point is that
the reform effort was motivated much more by corporate scandals rather
than the desire to adopt Anglo-American corporate principles. The law
was an initiative of the Kohl government as a political response to a
number of major failures of supervisory board oversight (Metallgesell-
schaft, Bremer Vulkan, Balsam). Thus the most significant provisions of
the law strengthen the supervisory board vis-a-vis management, for
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example in allowing the supervisory board to choose and independently
meet with the firm hired to audit company accounts. The law also modi-
fies the personal liability of corporate directors to try to make lawsuits
a more credible mechanism for ensuring accountability of board mem-
bers for their decisions. While the law also authorizes the use of stock
options for managers and share buy-back programs to allow German
companies to adopt 'typical' Anglo-American practices, this was clearly
a secondary goal of the reform, and support from German industry was
lukewarm.

Altogether then what is most significant about the Kontrag reform is
how many fundamental aspects of German company law were not
changed. Neither the dual board system nor the principle of employee
board representation were ever seriously questioned. The basic principle
of the Joint Stock Company Law of 1965, that is, that neither share-
holders, top managers, nor employees should exert unilateral control in
the company (Hefermehl 1991), remains intact. Even a relatively minor
proposal contained in the draft legislation, which did not question the
concept of stakeholder representation on the board but in fact would
have reduced the size of supervisory boards, was not included in the
ultimate version of the law due to opposition of trade unions.2

A somewhat more complex case is posed by a set of laws reforming
financial regulation (Second and Third Laws for the Promotion of
Financial Markets) in Germany. After more than a decade of opposing
pressure from the USA to substitute corporatist regulatory mechanisms
with American-style financial reform through establishing an indepen-
dent oversight agency modeled on the Securities Exchange Commission,
Germany has taken important steps in the 1990s (through the Second
and Third Laws for the Promotion of Financial Markets) to introduce
some Anglo-American-style institutions into its financial markets. These
changes have been supported mainly by the large private German banks
(particularly the Deutsche Bank and the Dresdner Bank), who have
become pessimistic about the chances of achieving high profits through
traditional corporate lending, and now wish to compete with US and UK
investment banks for more capital-market-based income such as under-
writing, asset management, derivatives, and trading on own account
(Lutz 1996). This small but powerful group of private banks clearly do

2 Although the principle of parity employee representation would have been preserved,
a reduction in the total number of board seats would have meant a reduction in the total
number of employee representatives sitting on boards. The remuneration associated with
holding a board seat is an important means for rewarding works council and trade union
activists.
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see the USA as 'the model' for financial regulation and have pushed for
financial reform to try to increase the significance of capital markets (and
thus market-related business) in their 'home territory.' Thus the Second
Law (from 1991) established oversight of securities markets through
an SEC-style Bundesaufsichtsamt fur Wertpapierhandel and imposed
insider-trading prohibitions. The Third Law (passed in 1997) liberalizes
restrictions on mutual funds and venture capital companies and allows
more liberal listing requirements to try to encourage more German and
foreign companies to list on the German stock exchange.

Although these reforms have led to a more liquid and transparent
stock exchange for the largest German companies (particularly the largest
thirty companies contained in the Deutscher Aktienindex or DAX), what
is perhaps more significant about these laws is the elements of continuity
that remain. The vast majority of German companies are in fact not listed
on the stock exchange, remain embedded in 'relational networks' includ-
ing their local banks, and continue to receive their external finance
mainly in the form of bank loans. The most important banking group —
especially for the vast Mittelstand (i.e. small and medium-sized com-
panies)—remains the publicly owned municipal savings bank sector
(Sparkassen), which continues to account for more than half of all banking
system assets in Germany. Furthermore, although a slight trend in invest-
ment in favor of stocks can be noted, in fact no steps have been taken
to radically change the distribution of ownership of financial assets or
the distribution of these assets between different categories. The biggest
step that could be taken in this direction is to promote US- and UK-style
pension funds and mutual funds by creating tax incentives for employers
and employees to defer compensation. Such a proposal was in fact made
by the nascent mutual fund industry in Germany (and in fact included
in the draft of the Third Law), but due to opposition from the insurance
industry this was dropped. Thus although financial markets have been
somewhat liberalized, the increase in the relative importance of the types
of institutional investors dominant in the UK, i.e. pension funds and
mutual funds, will be limited.

10.2.2 Institutional Change in the UK

The debate on the need for significant changes in British corporate
governance dates back at least to the issue of short-termism in British
industry in the 1960s and 1970s. The Labour Party had endorsed the
nationalization of the top 100 companies and industrial-relations com-
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missions recommended a statutory requirement for works councils-style
institutions. While this debate died down during the Thatcher govern-
ment in the 1980s, the deep recession of the early 1990s revitalized it. An
extensive argument for a German-style stakeholder model of governance
(Hutton 1995) achieved best-seller status and the concept was tentatively
endorsed by the then candidate Tony Blair in his famous Singapore
speech.

However, change under the Conservative governments in the 1990s
took the form of the voluntary acceptance of codes rather than statutory
change. The most significant developments here were the recommenda-
tions of the Greenbury, Cadbury, and Hampel committees:

• The Cadbury Committee, which was established in 1991 in response
to a number of large corporate failures (Polly Peck, BCCI, the Maxwell
companies), was given a mandate to investigate problems in financial
aspects of the UK corporate governance system. The Committee
issued recommendations for a voluntary 'code' of best practice. The
Cadbury Committee recommendations have led to a focus on account-
ability and the role of boards and non-executives: how are the activi-
ties of chief executives to be controlled?

• The Greenbury Committee, which was set up in 1995 in response to
the public perception that the top management of privatized utilities
were receiving excessive pay increases, focused on the issue of deter-
mination of executive remuneration.

• The Hampel Committee, the successor to the Cadbury Committee, has
recently issued a draft report and is planning to propose a 'super-
code' combining and updating the Cadbury and Greenbury codes.
While the Cadbury and Greenbury committees were concerned more
with the accountability of top management, the Hampel Committee is
striving to address also the forward-looking issue of business pros-
perity or entrepreneurship.

What is significant about these reports is that they all recommended the
voluntary acceptance of codes of best practice. None of these codes
suggested implementing corporatist labor practices such as the inclusion
of employee representatives on the boards, nor the encouragement of
large shareholders. Although the Cadbury Code did recommend that the
posts of CEO and chairperson be held by two separate people to reduce
unilateral control, this recommendation has not been followed by many
prominent companies (e.g. Glaxo/Wellcome, the largest pharmaceutical
company in the UK).
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Although Tony Blair appeared to endorse the concept of stakeholding
before the elections of 1998, since the Labour victory he has stressed the
need to carefully study the issue of corporate governance and to reach
consensus with the business community before making any significant
changes. A large commission has in fact been appointed to study
corporate governance and to make concrete recommendations and
does include a number of strong advocates of the stakeholder model.
However, the long-time period granted to the commission (three years),
the minority position of stakeholder advocates and their pragmatic deci-
sion to push for changes which are limited yet 'feasible', and the context
of a Labour government unwilling to take measures opposed by busi-
ness clearly mean that this commission is unlikely to be a vehicle for
introducing serious 'stakeholding' elements into the British political
economy.

10.3 Impact of Corporate Governance on Product
Market and Innovation Strategies

This section explores the relationship between these institutions and
company strategy regarding product markets and innovation. It will
be claimed that, although both British and German companies are
responding to the internationalization of capital markets by paying more
attention to institutional investors and (particularly in the case of highly
diversified companies) by focusing more on their areas of 'core com-
petencies,' in fact there are two significant differences in the typical
adjustment pattern of the two groups of companies. First, whereas share-
holder value principles tend to be introduced unilaterally by the CEO in
British companies, these principles have to be negotiated on a consensus
basis among top management and between management and the works
council before implementation. This 'negotiated shareholder value' has
consequences for the types of performance incentives and employment
relations that are evolving in the two groups of companies.3 The second
difference is that British companies tend to define their core competencies
more clearly in new, often 'radically innovative', markets than German
firms, which focus more on traditional, 'incrementally innovative' mar-
kets. Thus a tendency to divest non-core operations actually leads to a
stronger pattern of industrial specialization rather than the convergence
of industrial profiles between the UK and Germany.

3 See Wever (1995) on the related concept of 'negotiated competitiveness' in Germany.
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10.3.1 Institutions and Firm Strategies

Most sectors are characterized by some degree of heterogeneity in prod-
ucts and innovation strategy with regard to the introduction of new or
improved products. Thus firms are faced with the strategic questions
of how to position themselves within given product markets as well
as whether they wish to be market leaders or market followers with
respect to the introduction of new products (Porter 1990). A firm-based
approach to political economy seeks to establish the link between vari-
ation in national corporate governance institutions and typical product
market and innovation strategies of companies based in different coun-
tries.

As reviewed in the last section, in the UK the dominant owners are
portfolio investors who are primarily interested in share price and diver-
sify shareholdings across many companies. Due to this diversification of
risk, they are willing to accept higher risk of individual investments as
long as the overall expected return on the portfolio is higher. Although
these dispersed, portfolio-based shareholders exercise little 'voice' in
company decision-making, they support high-profitability strategies
through buying shares and withdraw support by 'exiting' through the
sale of shares. The CEO has a direct interest in the profitability of the
company and share price (through tying a higher proportion of remu-
neration to performance and providing this in the form of stock and stock
options). As a result, the incentives of the CEO and dominant investors
are strongly aligned toward strategies involving moving quickly into
new product markets and developing new products. At the same time,
companies have a strong incentive to move out of stagnating or declining
industries, i.e. industries in which competitive pressures are increasing
and thus profitability is declining.

This shareholder interest is supported by flexible external labor
markets and internal promotion and remuneration practices. Due to the
weak attachment of employees to firms, British companies can quickly
hire and reward (through strong performance incentives) 'top talent' in
new areas. This top talent is needed to pursue radical innovation strat-
egies involved in developing products in new fields (Soskice 1997). At
the same time, these companies can have mass layoffs fairly easily, both
because unions are weak and because qualified employees have a good
chance of finding a new job.

In Germany, pressures to undertake higher-profitability, higher-risk
strategies are weaker and countervailing pressures for conservative strat-
egies are stronger. Profitability and share price play a weaker role in the
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interests of the dominant shareholders. Other companies invest for strat-
egic reasons; they generally have invested because of strategic interests
and thus are equally or more concerned with market share or techno-
logical developments. Banks may have a strong interest in conservative
policies to preserve the value of their loans (and also to protect the value
of investments of their retail customers). The state is concerned with
promoting public goals. Thus there is not as much pressure to enter new
markets or exit stagnating or declining industries. This is reinforced by
employee representatives and co-determination. Representatives have
an interest in a strong commitment to existing sectors, thus the preser-
vation of jobs and the build-up of firm-specific human capital.

There is considerable evidence supporting this stylized picture of the
differences between German and British companies. At the macro level,
a much higher proportion of chief executives in British companies said
that they would protect dividends at the expense of employment (89 per
cent versus 41 per cent for Germany) (Itami 1999). Overall manu-
facturing, and particularly medium-tech manufacturing (specialized
products in traditional areas such as chemicals, machinery, and autos),
plays a much more prominent role in Germany than in the UK. However,
high-tech manufacturing (such as pharmaceuticals and information tech-
nology) is relatively more important in the UK than in Germany (BMBF
1996; Matraves 1997). The extent of corporate restructuring—e.g. selling
off of divisions, mergers with other companies, and acquisition of new
operations — is much more extensive in the UK than in Germany (Richter
1997).

A close look at the sectoral and company level also supports this view.
In particular, a survey of the financial services and pharmaceutical/
chemical industries shows that companies have responded with different
product market and innovation strategies in the two countries.

10.3.2 Financial Services

In the post-war period, banking was one of the most profitable sectors
in industrialized countries. As a result of the post-1929 worldwide finan-
cial crisis regulatory regimes were established to enhance the stability of
banking systems. Formal and informal barriers to entry were increased
and mechanisms such as maximum interest rates on deposits helped
control costs. At the same time, demand for loans for corporations and
consumers was high due to rapid economic growth and consumption.
The rate of innovation was low, in part because of regulatory opposition
to new products. The largest banks focused mainly on 'traditional'
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commercial banking activities, i.e. taking in deposits from and making
loans to corporations and retail customers.4

In the past two decades, however, a number of trends have changed
the nature of product markets in banking and related financial service
areas. First, there has been a strong trend toward deregulation of deposit
interest rates and barriers to entry in banking. Second, as economic
growth has slowed, demand for bank loans has been reduced and bank
competition for loans has increased, thereby driving down the interest
rate margin (i.e. profits made on the gap between interest paid on
deposits and interest received on loans) and thus the profitability of
banks. Third, while traditional banking business (deposit-taking and loan
origination) has been stagnating, demand for investment banking and
asset management products has increased. This has resulted from the
increased pace of corporate restructuring activities (mergers and acqui-
sitions and associated financing packages), the greater sophistication of
middle- and upper middle-class households (mutual funds and finan-
cial planning), and more demand for hedging against or speculating
on greater financial instability (derivatives and swaps). Finally, the devel-
opment of information technology has simultaneously increased the abil-
ity both to customize financial products and to save labor in the
provision of simpler services, for example through automated tellers
(ATMs), call centers, and paperless processing of transactions.

Large German and British banks have responded to these general
developments in very different ways. In the UK, the 'Big Four' banks
(Barclays, National Westminster, Midland, and Lloyds) responded to new
opportunities in investment banking and asset management very
rapidly.5 All four entered investment banking with 'Big Bang' and have
strongly moved into asset management activities.6

At the same time, these banks aggressively took advantage of infor-
mation technology to save labor in more traditional banking areas. In
particular during the recession of the early 1990s heavy investments were
made in automated tellers and electronic transactions in order to reduce
workforce and close down many retail branches.

4 According to a popular anecdote, bank managers during this era could be successful
simply by following the '3-6-3 rule'—take in deposits at 3% interest, lend out the money
at 6% interest, and be at the golf course by 3 in the afternoon.

5 Midland has been subsequently acquired by Hong Kong Shanghai Bank (HSBC
Holdings), originally a British colonial bank centered in Hong Kong.

6 As many other banks are entering investment banking and thus competition is
increasing, it now appears that some of these banks are already selectively exiting this area.
Barclays, for example, has sold much of its capital markets operations.
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The 'Big Three' German banks (Deutsche Bank, Dresdner Bank, and
Commerzbank) responded to these similar pressures in a very different
way than the British banks. First, these banks developed significant inter-
national investment banking operations much later.7 The Deutsche Bank,
the largest German bank, relied on the purchase of the British merchant
bank Morgan Grenfell in 1989 as its main mechanism for entry. Dresdner
Bank, the second largest German bank, also took a similar path six years
later by acquiring another British merchant bank, Kleinwort Benson, in
1995. Commerzbank, which to date has not made such an acquisition, is
relying on internal growth to build up its (still insignificant) international
investment banking activities.

At the same time, the Big Three German banks have been much slower
in 'rationalizing' retail banking than their British counterparts. In the late
1970s and 1980s these banks had actually combined investments in infor-
mation technology with a mass upskilling of the bank workforce
(Oberbeck and Baethge 1989). The proportion of bank employees trained
through a three-year apprenticeship increased dramatically. Information
technology was used to increase the proportion of workforce in customer
service occupations (as opposed to 'backroom' functions) and to enable
these customer service employees to in principle sell all of the bank's
products to a customer ('one-stop-shopping'). While significant invest-
ments in ATMs have been made and some division of labor between
customized and more routine tasks introduced, the pace of workforce
reductions is much more moderate than in the British case.

These differences can be seen in the aggregate data. One widespread
measure of profitability, return on equity (RoE), shows that UK banks
are about twice as profitable as German banks. UK banks receive only
half of their profits from interest income (i.e. traditional deposit-taking
and loan-making business) as opposed to two-thirds for German banks.

These different patterns of change can in large part be attributed to
the different corporate governance system in Germany. A key character-
istic of change at the UK banks is that it has been very much been tied
up with one individual, who (if need be) can restructure the company
board and implement change despite employee opposition. For example,
Martin Taylor, CEO of Barclays, played such a key role.

In Germany in contrast the nature of change has been influenced by
all three elements of the corporate governance system, including strategic
ownership, corporatist employee representation, and the structure of

7 This late entry took place despite the fact that these banks are 'universal banks' and
have thus always been involved in investment banking as well as commercial banking at
the domestic level.
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management. Despite their poor profit performance, German banks have
felt little pressure to improve profitability. Although not as extensive as
the Japanese keiretsu, the core shareholders of the large German banks
include other banks (through cross-shareholdings) as well as the insur-
ance companies such as Allianz.

The strength of employee representation through co-determination has
also played an important role. These representatives initially insisted on
the 'mass upskilling' strategy for implementing information technology
in the late 1970s and early 1980s. In the 1990s they have insisted on
slowing the pace of workforce layoffs and branch closings. They have
also opposed important management demands for promoting Frankfurt
as an international financial market, e.g. in extending working hours or
in increasing the amount of incentive pay.

Finally, the post-war internal culture of these banks has been heavily
biased toward commercial banking; involvement in corporate lending
was seen as the best way to promote one's career within the bank and
to increase chances of promotion to the management board. These 'tradi-
tionalists' have been able to slow the pace of change despite the full
commitment of the management board chairs of Deutsche Bank in the
1990s (Herrhausen, Kopper, Breuer) to a shift to a focus on investment
banking.8

10.3.3 Chemical/Pharmaceutical Industry

Large companies in the German and UK chemical/pharmaceutical
industries generally follow the same national patterns of change as the
banking industry. The similarity of these divergent patterns in these two
sectors — despite very different technical bases — strengthens the case for
the argument that national institutions are the key influence on corpor-
ate innovation and product market strategies.

As in the case of the banking industry, pharmaceuticals has undergone
great changes in the recent past. Pharmaceuticals originally emerged as
a special branch of the chemical industry. With the exception of testing
on humans or animals, research was basically done the same way as for
chemistry in general—dedicated research laboratories followed their
own agenda of 'hit-or-miss' discovery of new compounds. With the
growth of extensive healthcare systems (including public financing and
widespread access), sales of pharmaceutical products expanded rapidly

8 For example, it was widely reported that the recent resignation of one of the Deutsche
Bank's management board members would reduce the opposition to the implementation
of the investment bank strategy.
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in the post-war period. In part due to the fragmentation of ownership
as a result of the world wars, pharmaceutical firms were largely national
players focusing on their own national markets. Leading companies were
typically highly diversified, with pharmaceuticals just one of a number
of divisions such as organic and inorganic chemicals ('diversified chem-
ical conglomerates with a pharmaceutical division').

However, in the past one or two decades, the nature of the chem-
ical/pharmaceutical industry has changed dramatically. First, medica-
tions have been discovered for the treatment of most of the 'simpler'
medical problems. The shift in focus to solving more complex problems
means that the costs of discovery, testing and approval, and marketing
of a new drug have increased dramatically. The costs of R&D alone for
large companies have increased to well over 10 per cent of sales. The
complexity of solutions means that a premium is put on highly special-
ized expertise. In particular, the field of biotechnology has taken a special
role in helping discover new compounds. At the same time, researchers
with this specialized expertise need to be carefully coordinated through
project teams. In order to limit losses on fruitless research, financial
commitments need to be carefully and periodically reviewed in a series
of 'go/no-go' decisions on individual products.

At the same time, competitive pressures in standard pharmaceutical
products and simpler chemicals have increased. One factor here is the
internationalization of product markets. A second is the attempt of
national governments to contain the costs of healthcare, e.g. through
encouraging the use of 'generic' drugs.

As in the case of the banking industry, British companies in chem-
icals /pharmaceuticals are characterized by more rapid entry into new
growth fields through the radical innovation of new products and more
rapid rationalization in the production of simpler products. At ICI, the
leading British chemical/pharmaceutical company, the decision was
made in the late 1980s to separate chemical and pharmaceutical activ-
ities by 'demerger'; pharmaceutical activities were concentrated in a
subsidiary which was subsequently listed on the stock exchange and sold
off to the public. The resulting company (Zeneca) is the second largest
British pharmaceutical company after Glaxo-Wellcome. In the meantime,
rationalization activities in ICI (now solely chemicals) have continued
rapidly, either through cost-cutting or through the sale of divisions not
achieving profit targets.

The pace of change at the largest German chemical/pharmaceutical
companies (Hoechst, Bayer, and BASF) has been considerably slower, but
the clear tendency is that the importance of pharmaceuticals vis-a-vis
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chemicals in Germany is decreasing quite substantially. An initial 'exit'
mechanism was the tendency of all three companies to relocate their
innovative activity in pharmaceuticals to the USA, either through the
establishment of new research facilities there or through the acquisition
of existing firms (particularly in the biotechnology area).

A second, more recent, 'exit' mechanism is that German companies are
simply disappearing from the pharmaceutical industry. The most
advanced changes occurred at Hoechst, which in the mid-1990s adopted
the goal of becoming a 'pure life sciences' (pharmaceuticals plus agri-
cultural compounds) concern. The pace of disposal of chemical
subsidiaries was initially slow, but in 1999 the announcement was made
that Hoechst would be merging with the French pharmaceuticals/chem-
icals company Rhone-Poulenc. Since the new company, Aventis, is head-
quartered in France, Hoechst as a German pharma company has simply
disappeared. Although both Bayer and BASF publicly rejected the
strategy of radical company refocus and instead claimed that they would
be following a 'balanced' growth strategy in both sectors, in late 2000
BASF made the surprise announcement that it would be selling off all
of its pharmaceutical operations to a US company. Bayer is also report-
edly coming under pressure from shareholders to increase its focus on
core competencies, and the current preference is towards maintaining
chemicals activities and selling off pharmaceuticals. If these plans come
to fruition, then all three of the major German diversified chemical/phar-
maceutical companies will have exited from pharmaceuticals, a more
radically innovative activity than chemicals.

Again, differences in corporate governance institutions are crucial for
explaining the differences in patterns of change in this sector. ICI, which
used to consider itself too large to be taken over, was in fact the object
of a hostile takeover bid in the late 1980s. Although unsuccessful, this
bid convinced the CEO that shareholder interests (namely higher prof-
itability and share price) had to be taken into account more fully in order
to discourage future hostile takeover attempts. He thus set into motion
the machinery for formulating and implementing the demerger plan.

In Germany, in contrast, the closed market for corporate control has
meant that hostile takeovers have not been a mechanism for encouraging
corporate change.9

9 The recent takeover bid for the German company Mannesmann by the British telecom-
munications company Vodaphone/Airtouch has opened a debate on whether German
capital markets have fundamentally changed and whether German companies are
now exposed to the threat of hostile takeovers. However, it should be noted that (1) the
works council at Mannesmann was fully involved in negotiating the merger and effectively
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The example of Hoechst is particularly instructive for illustrating the
influence of corporate governance institutions. Of the largest German
companies, the initial plans for restructuring at Hoechst come closest to
the UK model of change. These plans were drawn up largely by Jurgen
Dormann, who was appointed speaker of the management board in the
early 1990s. These plans initially foresaw the introduction of a radical
'shareholder value' strategy, which would assign the highest priority
among corporate goals to increasing share price, and to a concentration
on life sciences activities through the rapid sale of chemical divisions.
Furthermore, pharmaceutical divisions not achieving minimum profit
goals would also be sold off.

These plans, however, were strongly opposed by employee represen-
tatives, who feared the mass layoffs associated with such radical restruc-
turing and who organized short mass strikes by employees. These
representatives effectively blocked the exit of Hoechst from chemicals
and the entry into new pharmaceutical areas by insisting that under-
performing subsidiaries be sold off only to 'good' employers willing to
take over existing labor agreements and by opposing the introduction of
radical performance incentives for researchers. Attempts at Bayer and
BASF to restructure their pharmaceuticals operations more along US-
style lines—mainly by introducing strong performance incentives for
researchers and by weakening the long-standing principle of 'lifetime
employment'—also were blocked or watered down by the works coun-
cils. The inability to get these changes implemented or the unwillingness
to try to push through such changes against opposition contributed to
the German companies' decisions to exit from the pharmaceuticals sector.

10.3.4 Summing Up

This section explored the relationship between these institutions and
company strategy regarding product markets and innovation. Though
dispersed shareholders exercise little direct voice in company decision-
making, their interests are largely aligned with top managers in pursuing
high-profitability strategies involving certain levels of risk. One of the
most common strategies for achieving such high profitability is rapid
entry into promising new sectors and radical cost-cutting in or exit from
stagnating or declining sectors. The voluntarist labor-relations system

exercised a 'veto right' over the merger if it was not satisfied with the outcome, and (2)
Mannesmann was a successful company with a very high share price, not the classic
'underperforming' company with poor management and share price far below the
'breakup' value of the firm.
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supports this strategy by allowing companies to rapidly acquire and
(through high-performance incentives) reward specialized talent needed
for the radical innovation involved in exploiting new fields. At the same
time the costs of exit from declining areas are low due to the inability of
unions to prevent mass layoffs and rationalization. German shareholders
in contrast generally balance share price with other strategic considera-
tions and employee representatives are in a position to block or impose
high costs on rationalization measures. Thus German company strat-
egies generally reflect less concern with share price and profitability and
a greater concern with goals such as market share in existing markets,
technological superiority, and employee security than is the case for
British firms. Thus British companies have a comparative advantage in
radical innovation in new sectors and price competition in stagnating or
declining sectors while German companies have a comparative advan-
tage in so-called medium-tech sectors characterized by incremental inno-
vation and large firm-specific human capital investments.

10.4 Conclusion

This chapter has attempted to demonstrate the utility of applying the
varieties of capitalism approach to the study of corporate governance in
different countries. First, the chapter described the large differences
between two large industrialized countries, the UK and Germany, with
regard to the key institutions in corporate governance: equity markets,
employee representation, and the organization of management. Two
ideal-typical national models of corporate governance were identified, a
'shareholder' model characterized by market regulation of relationships
between companies and their constituents, and a 'stakeholder' model
characterized by non-market institutions. The British company is dom-
inated by a CEO with strong performance incentives linked to share
price, owned by dispersed portfolio shareholders interested mainly in
share price and willing to support riskier strategies, and faced with a
labor force responding positively to performance incentives and only
weakly able to oppose restructuring plans. The German company in
contrast is characterized by consensus decision-making among top
management, core shareholders for whom share price is only one of a
number of goals, and strong employee representatives who can block or
moderate the pace of corporate change.

Secondly, an analysis of the political process of change in institutions
showed that the UK and Germany do not appear to be converging to a
'one best' model of corporate governance. Rather, the majority of key
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actors in both systems appear to be cognizant of the comparative advan-
tages of their system and strive to make incremental improvements in
existing institutions rather than wholesale change and convergence
toward one set of institutions.

Finally, this variation in corporate governance institutions can be
linked to differences in corporate strategy and innovation. Aggregate
data show that British companies have a greater concern with prof-
itability and dividends than German companies. Furthermore, Germany
shows a greater comparative specialization in medium-tech industry
versus a greater British specialization in high-tech industries and lower
presence in industry in general. Comparative studies of large companies
in the financial services and chemical/pharmaceutical industries illus-
trate the role of corporate governance institutions in influencing these
different strategies. The current trend under the pressure of internation-
alizing capital markets is towards a pattern of greater specialization in
national industrial profiles rather than convergence towards a specific
pattern.
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Macro-varieties of Capitalism and
Micro-varieties of Strategic Management

in European Airlines

Mark Lehrer

The study of macro institutional differences is to date poorly developed
in the field of strategic management. It is fair to say that the bulk of
strategists, both practitioners and academics, focus more heavily on
industry- and firm-level attributes like market share and R&D capabil-
ities than they do on variables like industrial relations and financial
systems. Strategy scholars who examine the impact of macro institutional
factors (Lenway and Murtha 1994) remain a tiny minority in the field.
Strategy scholars have remained generally oblivious even to contribu-
tions of comparative institutional analysis that are manifestly germane
for core questions of strategic management (Sorge and Streeck 1988;
Streeck I992b; Soskice 1994a).

The evolution of competition in the European air transport sector bears
out the relevance of the varieties of capitalism approach to strategic
management. Until the mid-1980s, when the sector was highly regulated
and fares fixed, Lufthansa was a clear stand-out (along with Swissair) in
an industry environment characterized by incremental innovation (mainly
in aeronautics engineering). Embedded in its CME environment,
Lufthansa prospered in providing the comfort, reliability, and punctu-
ality which formed the basis of competition as long as prices were fixed.
After deregulation in western European air transport markets began in
the mid-1980s, however, price competition quickly took hold, so that
areas like selling systems, distribution channels, and marketing tech-
niques rapidly acquired central strategic importance. In this altered
industry context, Lufthansa was unable to adopt radical innovations in its
commercial systems as easily as competitors like British Airways (Lehrer
1997V). This was, as will be fleshed out in some detail, largely due to
differences in the institutional environment.

The ascent of British Airways from 'Bloody Awful' to leading Euro-
pean carrier in the 1980s contrasts with the relative decline of Lufthansa
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in that decade and near bankruptcy after the Gulf War — and also with
the sheer economic disaster of Air France, which required a state bail-
out of FF 20 billion in 1994 in order to survive (Lehrer 19970). By the
mid-1980s British Airways had built up a five- to ten-year lead over its
rivals in the areas of information systems, organization structure, hub
planning, flight scheduling, and global selling across its network, all
amounting to a profound innovation in its commercial practices. LME
institutional patterns were crucial enabling conditions for British Air-
ways' management to orchestrate the organizational experiments and
firm-internal power shifts needed to undertake radical innovations
and break with the conventional industry configuration. By contrast,
Germany's CME and France's 'statist' institutional patterns hindered
more than they facilitated the adjustment of Lufthansa and Air France
to the altered industry environment.

Once the competitive environment again stabilized, to be sure, BA's
institutional advantages eroded. By 1997, Lufthansa and Air France
reached technological parity with BA in yield management and sales
distribution technologies (Lehrer 2000). Thereafter, Lufthansa and Air
France not only rapidly equaled, but surpassed the profitability levels of
BA, which began to lose much of its previous aura. In other words, BA's
comparative institutional advantages were only as long lived as the gen-
eral turbulence of the civil aviation sector and diminished once the
industry reached a new steady state. Still, it will be seen that while
Lufthansa and Air France did eventually catch up with BA organiza-
tionally and technologically, they did so only after losing inordinate
amounts of money.

11.1 Applying the Comparative Institutional Approach
to Strategic Management

Before proceeding with the empirical analysis, it is worth contrasting the
comparative institutional approach to business strategy with the two
dominant paradigms in the strategy field. In both paradigms, the depen-
dent variable is ultimately individual firm performance, but strategists
more generally speak of the way firms can obtain a 'competitive advan-
tage.' The dominant strategy paradigm of the late 1970s and early 1980s
can be called the 'industry positioning' approach. This approach links
firm profitability to industry conditions like intensity of rivalry and
product differentiation that shield the firm's economic profits from
erosion through competition. This approach was rooted in the study of
industrial organization and found its best-known exposition in Porter's
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Competitive Strategy (1980), most famous for advising firms to choose
decisively between either a low-cost or differentiation posture within
their industry and avoid being 'caught in the middle.'

Since the mid-1980s, however, an alternative paradigm has come to
the forefront of strategic management, the resource-based view of the
firm (Wernerfelt 1984; Rumelt 1987). Whereas the industry positioning
view had emphasized oligopolistic market power and imperfections in
product markets, the resource-based view emphasizes rents from firm-
specific resources and imperfections in factor markets as critical deter-
minants of competitive advantage. In this view, sustainable profitability
arises from firm-specific ways of doing things that are difficult for com-
petitors to observe and emulate. Proponents of this view attribute
competitive advantage to a firm's 'core competences' or 'capabilities' and
to the role of complexity and tacit knowledge in camouflaging these
capabilities (Reed and DeFillippi 1990; Winter 1995).

Economically speaking, the industry positioning and the resource-
based approaches are clear competitors; proponents of these mainstream
views argue about whether industry-specific or firm-specific effects are
more statistically significant in explaining firm profitability (Porter and
McGahan 1997). Yet there is a common denominator to both approaches
that helps illuminate the comparative political economy approach to
strategic management. This common denominator is the concept of
barriers to imitation (McGee and Thomas 1986). A firm's competitive
advantage is only sustainable to the extent that certain forces prevent the
firm's competitors from adopting similar strategies and thereby eroding
the basis of the firm's superior performance. In the industry positioning
view of strategy, the most familiar barriers to imitation are entry and
mobility barriers inherent in the structure of the industry (Caves and
Porter 1977). In the resource-based view, various isolating mechanisms
(Rumelt 1987) such as firm-specific skills, patents, or complexity shield
the firm's strategic rent-generating resources from easy imitation by
other firms.

The concept of barriers to imitation is useful for explaining the distinc-
tiveness of the comparative political economy approach to strategy.
Barriers to imitation of institutional advantages (and disadvantages)
arise because of the embeddedness of companies within their institu-
tional context. In particular, macro institutional factors constitute barriers
to imitation because of the patterned variation they introduce into the
constraints and resources affecting the strategic choices made by
company management. In the 1980s, for example, macro institutional
factors inclined Japanese, German, and other northern European firms
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toward differentiation and niche strategies based on incremental inno-
vation and heavy investments in human capital, while Anglo-Saxon labor
institutions seemed more conducive to a low-wage/low-skill equilib-
rium of low-cost producers (Finegold and Soskice 1988; Lazonick and
O'Sullivan 1996). On the other hand, in contexts where competitive
advantage is driven by radical innovation and first-mover advantages in
the development of rapidly changing technologies, liberal market en-
vironments sometimes appear more enabling than coordinated ones
(Lehrer 1997fr; Casper et al. 1999).

Among other things, differing macro institutional arrangements place
varying costs to top management on the pursuit of alternative ways of run-
ning the company. In European air transport, as later discussed, cross-
national differences in stakeholder rights and prerogatives were found
to encourage distinctly different top management styles, and hence varying
kinds of strategic choices in the airlines studied. As a first step in explain-
ing why comparative institutions matter in this regard, let us consider
the distinction between formulation and Implementation of the firm's busi-
ness policy. In principle, formulation and implementation of company
strategy are the responsibility of the firm's top management. Yet in prac-
tice, top executives can carry out neither formulation nor implementation
merely by issuing edicts. On the formulation side, top executives in firms
of any size at all are beset by substantial knowledge limitations concerning
both the firm's internal operations and the external markets in which
the firm must compete; they depend heavily on input provided by other
parties to make informed decisions about issues concerning resource
allocation, technology, approaches to the firm's different geographic
markets, and so forth. Managing knowledge involves multiple 'relational'
challenges. Expressed in economic parlance, the challenge is to overcome
asymmetric information between top management and other parties within
and outside the firm: particularly employees, but also strategic partners,
customers and suppliers, and so forth. On the implementation side,
top executives are beset by substantial authority limitations. As Chester
Barnard (1968) noted in a classic management text, regardless of what
company statutes say, top executives are de facto not free to impose their
will on subordinates by any means they choose, but can maintain their
own legitimacy and control of the organization only by inducing sub-
ordinate parties in the firm to cooperate. Thus, another set of vital rela-
tional challenges that top managers face concerns ensuring cooperation
and, in economic terms, overcoming potential hold-up problems at lower
levels of the hierarchy and between the firm and outside parties (partners,
suppliers, customers, etc.).
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Macrosocial institutions are relevant to the analysis of strategy because
of the way they mediate the firm's ability to cope with relational chal-
lenges in the formulation and implementation of the firm's business
policy. As this volume's editors indicate in their introduction, macro
institutional factors have a patterned impact on the mode of coordina-
tion between the top management and other key firm stakeholders
—employees, providers of finance, partners, customers, suppliers, etc.—
and introduce an important level of international variation in the
capacity of firms to resolve 'managerial dilemmas' (Miller 1992) such as
asymmetric information and hold-up threats. A showcase example of the
nexus between a firm's institutional environment and its business policy
is undoubtedly 'diversified quality production' (Sorge and Streeck 1988;
Streeck I992b) which emerged as a widely adopted strategy of German
firms in coping with the market opportunities and constraints of the
1980s.1

In summary, the comparative political economy perspective draws a
link between a firm's institutional environment on the one hand and its
capacity to develop difficult-to-imitate solutions to intra-organizational
relational challenges on the other. This view underlines the locational
institutional resources that firms can draw upon to mediate relational chal-
lenges in the formulation and implementation of strategy. Locational
institutional factors have been largely overlooked in the field of strategic
management. A 1991 admission by three leading strategy scholars in the
Strategic Management Journal remains no less true today: 'Today's stra-
tegic issues (e.g. the growth of new "network" empires in Europe and
Asia, time-based competition) are only dimly perceived by anyone
within the academy' (Rumelt et al. 1991: 22). The varieties of capitalism
perspective, in contrast, is clearly very much attuned to understanding
the new 'network' empires in Europe and Asia, both their strengths and
their weaknesses.

11.2 Locational Institutional Resources in Britain,
Germany, and France

The setting for the author's comparative study of strategic reorientation
at British Airways, Lufthansa, and Air France was provided by regula-
tory and technological changes in the European civil aviation industry

1 The fact that diversified quality production turned out to be less effective in the face
of altered macro-environmental conditions in the 1990s does not detract from the general
utility and validity of the underlying theoretical approach.
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of the 1980s. Before turning to the particulars of this industry, let us
attempt some predictions about how the formulation and implementa-
tion of company strategy are likely to proceed in firms in key sectors of
the three countries involved (Britain, Germany, and France). These
predictions can be based upon the basic institutional frameworks pre-
dominant in each of these countries: the LME framework of the UK, the
CME framework of Germany, and the 'elite-governed statist' framework
of France. By 'key' sectors I mean the publicly traded companies of
Britain, the major exporting sectors of Germany, and those large French
industrial enterprises governed by France's grands corps elite. Institu-
tional patterns exhibited in these sectors have only little in common, in
contrast, with entrepreneurial start-ups in the UK, Germany's non-
exporting service sector, or France's family-run companies.

Institutions can be expected to influence both strategy formulation
(knowledge and information) and strategy implementation (authority)
issues.

The effects of institutional framezvorks on the formulation of firm strategy.
As mentioned earlier, proper strategy formulation involves overcoming
the problem of asymmetric knowledge between top management and other
actors. While the knowledge problem is multifaceted, as a first stab let
us consider the distinction between vertical asymmetric knowledge
(asymmetries in knowledge between hierarchical levels of the organiza-
tion) and horizontal asymmetric knowledge (defined here as asymme-
tries in knowledge between the managers of the firm and managers of
other firms).

Arguably, one of the great industrial strengths of Germany's coord-
inated market economy resides in the way its institutional frameworks
help German firms to overcome both kinds of information asymmetries.
Democratic patterns of industrial relations and firm governance (co-
determination) alleviate information asymmetries between management
and employees with the firm (vertical dimension), while neo-corporatist
patterns of sectoral self-governance foster inter-firm coordination (hori-
zontal dimension) and moderate the impact of information asymmetries
between firms in the same industry (Hollingsworth et al. 1994; Soskice
19940).

In contrast, the macro institutional resources for overcoming asym-
metric information of firms may be generally more limited in the liberal
market economy of Britain and the 'elite-governed statist' economy of
France. Enshrined in the UK's more decentralized economic organization
is the sacrosanct principle of autonomous decision-making by firms,
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where neither industry associations nor governments play much of a role
in coordinating strategies among firms (Grant 1989). Yet while liberal
market institutions thus do little to alleviate horizontal information asym-
metries across firms, they do facilitate vertical information flows within the
managerial hierarchy, albeit not necessarily down to the shop floor. In the
liberal market environments of the UK and USA, the combination of
deregulated labor and capital markets along with liberal arts and MBA-
granting educational institutions creates both a demand for and supply
of generalist managers at all levels (Lane 1989). While generalist MBA-
type managerial education in the USA and UK has often been criticized
as superficial, it arguably fits the type of labor and capital markets that
firms in these countries operate in and furnishes firms with a coherent
managerial world view to accomplish the needed 'organizational inte-
gration' (Lazonick and West 1995; Lam 2000).

The dilemma facing French firms is likely to be just the opposite. In
France, the governing grandes ecoles and grands corps elite facilitates the
exchange of (horizontal) information between administrative leaders
among firms, banks, and government ministries (Thoenig 1987; Ziegler
1997), but the social stratification it entails has been frequently observed
to impair the exchange of (vertical) information between the upper and
lower levels of the managerial hierarchy. French business leaders thus
possess a poor level of knowledge concerning their firm's internal oper-
ations (Cohen and Bauer 1980; Bauer and Bertin-Mourot 1995).

The effects of institutional frameworks on the implementation of firm strategy.
The main distinction drawn here is between unilateral and consensual
implementation patterns. Both the liberal market (British) and elite-
governed statist (French) institutional frameworks accord significant
unilateral discretion to the top managers of firms to decree what strategy
to implement, albeit for different reasons: in Britain's LME because top
management acts as an agent of powerful shareholder-owners, and in
France because decision-making authority across French society (includ-
ing firms, banks, and the state) is concentrated in the hands of the selec-
tive grandes ecoles and grands corps elite (Cohen and Bauer 1980; Thoenig
1987). In contrast, the CME framework of Germany (and other northern
European countries) requires a more consensual approach: once top
management has formulated a strategy, the agreement of other stake-
holders to implement the strategy has to be negotiated.

Both unilateral and consensual patterns of implementation have
advantages. Unilateral authority to decree the implementation of a given
strategy has the benefit of speed, which is important in fast-moving
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markets or in industries where first-mover advantages are substantial. In
contrast, consensual patterns of implementation help forestall resistance
down the road and facilitate the delegation of decision-making to lower
levels, particularly in dealing with unforeseen contingencies (Aoki 1994;
Soskice 19940). In economic terms, unilateral authority to implement
strategy is useful for overcoming hold-up problems in the initial phases
of implementation, whereas consensual processes are more helpful in
overcoming hold-up problems in the later phases of implementation.

Which type of authority pattern is apt to foster superior performance
in the implementation of firm strategy will therefore vary according to
the technical nature of the production problems that have to be solved.
The authority structure of both Anglo-Saxon and French firms is more
conducive to the mastery of 'tightly coupled' technologies in which the
various components of the production process require centralized control
and synchronization. In contrast, the structure of German or Japanese
firm governance lends itself to sequential-stage production processes and
'loosely linked' technologies where workers can be granted extensive
autonomy (Kitschelt 19910). Similarly, the authority structure of Anglo-
Saxon and French firms is more conducive to radical innovation, while
German and Japanese firms clearly excel more in incremental types of
innovation (Hollingsworth 1991: 65-73; Kitschelt 19910; Soskice 19940).

These stylized facts suggest the patterns of institutional influence on
strategy formulation and implementation shown in Table 11.1. These are
admittedly coarse generalizations but useful for analyzing the context of
European civil aviation in the 1980s. I will essentially argue in the follow-
ing narrative that industry changes in air transport favored firms operat-
ing in the institutional environment of the upper left quadrant. Deregu-
lation in Europe and North America had unleashed a wave of rapid
change (hence calling for very rapid adjustments by airlines), while the
nature of the requisite changes did not require extensive coordination with
other firms nor consultation of the rank and file of the airline (civil avia-
tion is not a shop-floor industry). This configuration of circumstances hap-
pened to match the comparative strengths of Britain's LME environment.

In previous eras where commercial and technical efficiency was a
function of engineering prowess and efficient operation of the latest
generation of aircraft, British institutional patterns were arguably not
particularly advantageous for competing in the airline industry. How-
ever, market liberalization and technological change in the 1980s created
an altered industry environment in which British Airways could build
substantial competitive advantage by experimenting in the commercial
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TABLE 11.1 Coordination characteristics for comparative institutional advantage

Authority dimension Knowledge dimension

Vertical (hierarchical) Horizontal knowledge-
knowledge-sharing sharing with managers
within managerial outside the firm
hierarchy

Tightly coupled
coordination through

UK France
high unilateral control
by top management

Loosely linked
coordination through

Germany
consensus decision-
making

area and by rapidly shifting power from the technical to the commer-
cial side of the airline. This helps explain BA's phenomenal financial
performance up until recently (one of the most profitable airlines in the
world from the mid-1980s to mid-1990s) and the equally catastrophic
performance of Air France. Lufthansa's financial performance fell in the
middle, with the airline facing the threat of bankruptcy in 1992, but
managing to stage a surprising turnaround thereafter (Lehrer 1997b). As
argued below, these differences cannot be satisfactorily explained just by
differing levels of state ownership.

11.3 The Concrete Setting of European Air Transport

It is at this juncture that we can add flesh to the skeletal outline of how
institutional factors influenced strategic competition between British
Airways, Air France, and Lufthansa. Beginning in 1987, the Euro-
pean Commission gradually liberalized western Europe's air transport
sector, superseding the previously restrictive bilateral agreements on
intra-Community routes. Given the three airlines' similarity along many
dimensions (turnover, size of domestic market, heritage as national
carriers of the largest three EC countries), one would have expected the
three carriers to formulate and implement strategy in very similar ways
to prepare for the 1 January 1993 target date for full market liberalization
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on intra-Community flights.2 In an age of global competition, it is logical
to assume that firms in the same industry should converge in their prac-
tices.

Yet in many ways the liberalization of scheduled services actually
induced the three flag carriers to enhance their reliance on their tradi-
tional institutional resources and thereby diverge in the formulation and
implementation of strategy. The British flag carrier relied on manage-
ment patterns characteristic of liberal market economies (centralized
leadership, hire-and-fire and highly autonomous decision-making by top
executives), the French carrier on management patterns observed system-
atically in the firms of France's elite-governed statist economy (a highly
top-down management style, with top management summoning the
state to limit domestic competition and compel other French airlines to
merge with the 'national champion'), and the German carrier on the
management patterns we might expect to find in coordinated market
economies (consensus-based decision-making favoring incremental
rather than radical changes). These patterned differences not only con-
cerned the style of strategy-making, but spilled over into the content of
strategy as well: British Airways emphasized commercial innovation, Air
France focused on controlling its domestic market, and Lufthansa
attempted to institute a high-quality 'made in Germany' strategy in
emulation of BMW and Mercedes.

Those not acquainted with decision-making processes in large com-
panies may be surprised that such differences in strategy formulation
and implementation should matter in the end. Yet it was clear from this
research (over a year of fieldwork, archival research, and more than
eighty interviews in the airline sector) that these airlines were anything
but simple economic input-output machines consisting of costs, markets,
and route structures. Changes in technology and markets in the 1980s
shifted the industry's critical parameters of competition from aircraft and
flying to areas like information systems, marketing, and pricing. In a
deregulated industry environment, an international airline serves tens of
thousands of different markets (since every city-pair in its network
constitutes a potential separate market) in which competing airlines
make thousands of price changes per day on computer reservation
systems (CRS). As a former British Airways executive explained: 'When

2 The only exception was cabotage (flights within countries), which was liberalized in
April 1997. Considerable barriers to entry continue to exist due to slot saturation at the
major European airports.
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I prepared the first fare system for British European Airways (BEA), all
the fares fit onto one sheet of paper. By the mid 70s there were half a
million fares, today there are maybe 100 million fares/

Given the complexities of the business, no management team could
hope to steer the airline directly from the top, but was obliged to coord-
inate a set of delegated processes within the organization. It was in the
vastly different ways the top management of the three airlines coordi-
nated these delegated processes that such notable variation in the
strategies, and ultimately in the competitive advantages, of these airlines
could be observed to arise. Faced with highly complex, rapidly changing
environments, top executives did not have the time, means, nor special-
ized expertise to micro-manage adjustments in company strategy, but
had to manipulate various levers of action available to top management
in the hope that a healthy dynamic of organizational change and strategic
evolution would emerge.

To take first the issue of authority, the macro framework of industrial
relations and national company law had a very substantial impact on the
resources and constraints facing top management in the three airlines.
Both before and after privatization in 1987, top management at British
Airways enjoyed considerable autonomy in decision-making, with
neither the state, nor banks, nor employees having much input into
decision-making or representation on the top board (aside from a seat
reserved for a pilot, who of course did not represent employee interests
generally). The chief executive officer (CEO) in particular wielded con-
siderable unilateral authority, as is common in British and American
companies. The diametrically opposed situation could be observed at
Lufthansa, whose chief executive is not a CEO at all in an Anglo-
American sense, but merely the chairman of the executive board
(Vorstand) which decides by consensus or, if necessary, by majority vote.
The unilateral decision-making authority of German top executives in
general and of the CEO in particular is further circumscribed by co-deter-
mination on the supervisory board (Aufsichtsrat), ten of whose twenty
members represent employees. Closer to the BA case was the role of the
CEO of Air France whose discretion was quite high in some respects —
the company's conseil d'administration, like most company boards in
France (Charkham 1994), exercised little real power.

As far as the knowledge resources that top management had access to
are concerned, educational institutions as well as the nature of labor markets
for managers appeared to matter. In explaining how knowledge resources
varied among the airlines, it is helpful to distinguish between 'specialist'
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managers—that is, managers who accumulate specialized knowledge in
relatively compartmentalized tasks and are not highly mobile between
different functional departments within the firm—and more 'generalist'
managers whose knowledge is stronger in breadth than in depth and
thus enables them to fulfill multiple roles within the company. British
Airways featured 'generalist' top and middle managers of the kind
pervasive in Britain, the USA, and also Japan, where companies recruit
young managers from the universities.3 Yet not only education, but
highly fluid internal and external labor markets made generalist man-
agers a necessity for BA: as managerial mobility and turnover were high,
which is characteristic for British managers generally (Nicholson and
West 1988), BA depended on managers who could rotate quickly to fill
vacated positions in the hierarchy.

The BA managers contrasted with the much less mobile 'specialist'
managers of Lufthansa, mirroring the orientation of German managers
generally towards technical specialization (Lane 1989). This specialist
orientation reinforced Lufthansa's 'BMW strategy' of the 1980s, i.e.
targeting an upscale, high-price product niche backed up by operational
and engineering excellence. Further reflecting the technical orientation,
Lufthansa's prestigious and large maintenance division (Technik) sup-
plied a series of influential top managers to the Vorstand, including the
highly respected Reinhardt Abraham as deputy chairman in the 1980s
and the current CEO Jiirgen Weber, the Vorstand chairman since 1991.
Whereas the sales and marketing side of Lufthansa, as discussed below,
struggled to field successful leaders in the 1980s and 1990s, the Technik
division provided a steady stream of orderly internal successions
throughout this period.

This generalist/specialist distinction can be applied to Air France in
yet a different sense. As previously mentioned, the French administrative
elite occupies and rotates across top posts in both the state and industry.
In France generally and at Air France in particular, the generalist orien-
tation of France's top managers contrasted with the narrower range of
experience of French middle managers excluded from this selective elite.
Indeed, the thick glass ceilings placed on middle managers and their
concomitant lack of broad experience actually reinforces the demand for
grands corps generalists at the top (Cohen and Bauer 1980; Thoenig 1987).
Sharp social stratification within French company hierarchies produces
a characteristically different breed of French generalist top manager from

3 Japanese generalists differ from US and UK generalist managers, however, in that they
are likely to spend their entire careers within a single firm, whereas US and UK managers
are notable for their inter-firm mobility.
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a British top manager. Whereas British top managers tend to be some-
what inward-looking and staunchly defensive of their company's auton-
omy (Grant 1989), the socialization and relational assets of French top
managers encourages an often dysfunctionally outward-looking mindset,
out of touch with the company's internal operations at lower levels and
more comfortable approaching company strategy by means of high-level
contacts in politics, finance, and the ministries to help limit domestic
competition and acquire competitors (Bauer and Bertin-Mourot 1995).
This was clearly true of Air France's CEOs from 1983 to 1993, all recruited
from the grands corps (Lehrer 19970).

All this explains why top managers in the three studied flag carriers
coped with industry changes in the 1980s not by adopting convergent
practices, but instead by following divergent paths of adaptation
reflecting an almost instinctive reliance on the different endowments
of institutional resources to be found in their macro environments. British
Airways intensified its traits as a 'professionally managed' LME-
embedded firm: an already strong CEO became even stronger, while the
high mobility and turnover of managers became even higher. Air France
intensified rather than moderated its reliance on the top-down style of
administration practiced by parachuted members of the grands corps elite.
Lufthansa tried to enhance its profitability by leveraging, not mitigating
the highly technical engineering skills and consensus-based company
culture which is common among firms in the CMEs of northern Europe.
The hypothesis that follows from this is that firms faced with uncertainty
in their industries are apt to try and strengthen themselves by relying
on familiar principles of action that match the resources of their macro
institutional environment.

At British Airways, CEO Colin Marshall (1983-95) orchestrated an
extensive shake-up of the managerial hierarchy that allowed the com-
pany to engage in organizational experiments and major intra-firm
power shifts. These power shifts enabled BA to break with the opera-
tions-driven culture prevalent in the industry and devote strategic
resources—most especially young, fresh minds—to commercial innova-
tions in marketing, routing, product design, and use of information tech-
nology. Radical changes in organizational structure were announced in
1983 and again in 1986 that promoted promising young managers in their
thirties and forties almost overnight to top positions. The organizational
'revolutions' of 1983 and 1986 were announced with little advance
warning (1986) or as a complete surprise (1983) after being formulated
by a tiny circle of the CEO's closest advisers. The 1983 reorganization
resulted in the termination of 161 executives (some 60-70 of the top 100)
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in a single 24-hour period. This abundant use of hire-and-fire, unthink-
able at Air France or Lufthansa, was accomplished while BA was still
100 per cent state-owned (it was privatized in 1987).

BA's heavy reliance on hire-and-fire and rapid promotions proved
appropriate in an airline industry environment undergoing extremely
rapid change (Lehrer and Darbishire 2000). British Airways was far
quicker than either Air France or Lufthansa in handing over control of
the airline's technical functions to managers with marketing expertise,
although all three airlines were ultimately compelled by their com-
petitive environment to do so. Important power shifts from Operations
to Marketing were institutionally facilitated by the exceptional authority
vested in the CEO of a British company. After becoming a new locus
of power upon Marshall's arrival in 1983, Marketing gained greater
control over the commercial and planning functions. In 1986 Marketing
gained control over BA's ground services at the London airports. In 1990,
Marketing actually took over all of Operations. Another significant
institutional pattern revealed by research was BA's use of generalist
university-trained managers. Generalists were instrumental in allowing
Marketing to take over Operations and proved useful to the company in
other ways to coordinate and share information across departmental
boundaries. BA was one of the first airlines to offer a 'seamless' service
product unifying the look and service provisions across the different
departments responsible for the customer's 'experience' (ground service,
cabin configuration, meals, etc.).

The management style of Air France was very different. Its CEO
Bernard Attali (1988-93) enjoyed significant discretion. Yet this discretion
was not exercised in the same way as at BA. Air France's 'generalist'
CEO of the post-liberalization years conducted a great deal of decision-
making in investment, acquisitions, alliances, and political lobbying by
himself. The result was a style of management in which strategic goals
were formulated at the top and then issued in top-down fashion to a
managerial hierarchy that was quite detached from its leader. This type
of approach was observed to retard commercial experimentation and
learning. It also meant that Air France's top management devoted far
more effort to neutralizing competitive threats from other French carriers
in the sector (UTA, Air Inter) than to identifying new commercial oppor-
tunities. In neutralizing threats, Attali was definitely effective: the
government agreed to block regulatory reforms to the point of forcing
the privately owned carrier UTA to sell out to Air France, giving Air
France control over virtually the entire French scheduled service sector
and a majority stake in Air Inter, the dominant domestic carrier.
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Meanwhile, though, in the commercial areas of hub development, rev-
enue management, and selling practices, Air France fell up to ten years
behind British Airways. This management style failed to match the
requirements of the sector—though it has proven effective in very dif-
ferent industrial settings like nuclear power, telecommunications, and
high-speed rail where the requisite knowledge resides in France's engin-
eering grands corps (Ziegler 1997).

At Lufthansa, lesser unilateral CEO control hindered the Vorstand chair-
man in the 1980s from fostering a more market-driven orientation which
he clearly recognized to be necessary. Consensus decision-making and a
specialist orientation in the Vorstand made it difficult for Lufthansa's CEO
Heinz Ruhnau (1982-91) to match many moves of his counterpart at BA,
particularly moves to strengthen and upgrade the commercial side of the
airline. Demonstrably, he was deeply concerned about the company's lack
of commercial acumen, but it was the engineering and technical side of
the airline that held sway within Lufthansa.

Furthermore, locked as it was into costly co-specific human capital
investments, Lufthansa's management focused on high value-added seg-
ments so as to best leverage its engineering and technical capabilities.
This was nothing other than the attempt to apply to civil aviation the
'diversified quality production' successfully employed in other German
sectors (Sorge and Streeck 1988; Streeck 1992fc). In the face of progressive
liberalization of the European market from 1987 on, Lufthansa actually
enhanced the centrality of 'German quality' and 'German productivity' in
its strategic thinking. Indeed, it took the parallel with car manufacturers
so seriously that it appointed a BMW marketing man to a newly created
Vorstand position in 'product development and marketing' in May 1989,
and after the Vorstand director of Sales resigned in early 1990, Lufthansa
eyed a top Volkswagen manager as a replacement candidate. However,
this strategy, and Lufthansa's focus on classic German strengths, were out
of sync with the evolution of airline industry economics (Lehrer 1997b).
In fact, Lufthansa's 'German quality strategy' reflected a certain void in
Lufthansa's commercial strategy and Lufthansa, like Air France, lagged
British Airways seriously in a number of commercial systems.

11.4 The Interplay of Comparative Institutional
Advantage and Industry Context

The foregoing discussion merely alluded to British Airways' headstarts
in commercial innovation and to corresponding lags on the part of Air
France and Lufthansa. At this point it is worth providing data about
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these different rates of innovation. To put the nature of these commer-
cial innovations in perspective, it is helpful to review briefly the industry
context of European civil aviation in the 1980s and early 1990s.

Logically, the US experience of airline deregulation ought to have
given European carriers a good idea of how to adapt to a less regulated
market. Yet the US experience proved not to be so easily transferable.
For example, most European carriers expected a shake-out to occur in
Europe as it had in the USA and thus they embarked on ambitious expan-
sion plans; yet when an industry crisis came in the wake of the Gulf War,
European governments simply bailed out the troubled carriers. Similarly,
the hubs-and-spokes strategy of US carriers was difficult to apply: the
small number of runways at European airports (only two to three) made
it physically impossible to bundle arrivals and departures in the fashion
of a US hub airport.

The result was that commercial innovation in the 1980s involved a
great deal of uncertainty: the appropriate solutions could not be foreseen
or purchased off the shelf. It was very unclear, for example, whether
market liberalization required European airlines to further decentralize
control over their geographic operations (in the interest of giving regional
managers more entrepreneurial autonomy to compete on their particular
bundles of routes) or whether, on the contrary, they needed to centralize
control over their geographic operations (in order to optimize planning
and selling across the overall route network). In the 1980s and early
1990s, all three airlines experimented (or at times refused to experiment)
with a wide variety of organizational structures, from highly decentral-
ized geographical profit centers to highly centralized decision-making
units.

As documented in fine detail elsewhere (Lehrer 1997&), British Airways
essentially won a race of trial-and-error learning in figuring out the
optimal structure and strategy for competing in the altered industry
environment. This helped to make BA the first of the three airlines to
adopt what might be called a 'network-based strategy' as opposed to the
former 'route-based strategy' in its operations. The old ('route-based')
and new ('network-based') commercial strategies in European civil
aviation corresponded only partly to the shift from point-to-point to hub-
and-spokes configurations in the USA. While the new commercial
strategies adopted by these airlines in the 1980s and 1990s did entail
intensifying the strategic centrality of the central airports at London,
Paris, and Frankfurt, the challenge was not really one of constructing a
hub (as in the USA) but rather of optimizing an already pre-existing hub
using high-powered information technology (IT) tools.
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TABLE 11.2 Strategy shift in European civil aviation

System affected Route-based strategy Network-based strategy

View of market

Number of markets

Optimization of schedule
and prices

Sales organization

Scheduling, pricing,
selling

Separate markets to and
from home country

100-200

On route by route basis

Decentralized

Separate, sequential tasks
in different departments

Home-country hub serving
global market

10,000-20,000

On O&D basis (origin and
destination of passengers)

Centralized to optimize
network

Tight integration and
control by the Marketing
Department

The emergent strategy required extensive experimentation in selling
practices and the use of IT to optimize scheduling and pricing so as to
squeeze the maximum possible revenue out of precious airport slots and
runways. Instead of analyzing just 100 to 200 different markets (corres-
ponding to the number of destinations served from the home country),
European airlines were forced to develop the capacity to analyze the
revenue implications of serving the 10,000 to 20,000 different city-pairs
that could be served by exploiting their main airport as an international
hub. With hubbing possibilities limited by runway constraints, IT was
crucial for selecting which of these different potential markets it
was profitable to serve. The old and new commercial strategies are
summarized in Table 11.2.

In retrospect, the network-based strategy may look like an obvious
choice, and all three airlines ultimately adopted the network-based
strategy—BA proactively, Lufthansa and Air France in imitation of
British Airways (with a five- to ten-year lag) and other successful airlines.
Yet as earlier indicated, this strategic adjustment was anything but
obvious ex ante. The bread-and-butter services of European airlines
continued to consist of direct connections to and from the home country,
so that gaining a consensus on the wisdom of pursuing marginal revenue
from transfer traffic was invariably controversial, as interviews at the
three airlines revealed. Centralizing the sales force, in particular, ran
contrary to the wisdom of developing less bureaucratic structures, which
all airlines considered a necessity for competing in a deregulated market.
Not technical expertise, but commercial experimentation and innovation
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TABLE 11.3 Timing of commercial innovation

Airline Year in which the need Years of critical
to adopt the new organizational reforms

paradigm was clearly for implementation of
recognized the new paradigm

British Airways
Lufthansa
Air France

1984
1992
1994

1983-6
1992-5
1994-7

Source: Lehrer (1997&).

was what enabled BA to centralize its sales force eight years ahead of
Lufthansa and ten years prior to Air France, allowing it to race ahead
along the learning curve in running the airline as a network business, as
summarized in Table 11.3.

That BA's early adoption of the network-based strategy was a source
of true competitive advantage and not merely a reflection of BA-specific
circumstances is amply documented by Air France's and Lufthansa's
estimate of what tardy adoption of the network-based strategy cost them:
about $500 million yearly in forgone revenues (Lehrer 1997b). It is there-
fore a misconception—albeit an extremely common one—to assume that
BA's constantly high profitability since 1983 is attributable only to BA's
massive headcount reduction in the years 1980-3 or to lower British
wage costs. Nor can these revenue-enhancing innovations be attributed
only to privatization, for the critical managerial actions and commercial
innovations came in the years 1983-6 when BA was still entirely state-
owned. Rather, LME institutional features proved particularly advanta-
geous to BA for building its competitive advantage in commercial
systems. Indeed, the role of Thatcherism and BA's run-up to privatiza-
tion in this was to accentuate the traits of 'Anglo-Saxon' capitalism in
the way BA was managed.

Why did Lufthansa and Air France fall so far behind British Airways?
BA was fortunate that its industry environment happened to favor the
institutional framework in which it operated (Lehrer and Darbishire
2000). Not only did commercial innovation matter more than technical
excellence (Lufthansa's specialty) and national market share (Air France's
specialty), but the nature of commercial innovation in European civil
aviation called for a willingness to engage in substantial trial-and-
error learning and experimentation. Under these circumstances, where
strategy could not follow the simple two stages of formulation followed
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by implementation, but required an iterative learning process of multiple
formulation and implementation attempts, 'Anglo-Saxon' institutional
patterns proved advantageous. Anglo-Saxon patterns were ideal for
managing a strategy process where neither formulation nor imple-
mentation necessarily had to proceed smoothly, but where they could
proceed quickly, so that the requisite feedback on what to do next could
be generated.

To see why this is so, we can segment the problem into the knowledge
(formulation) and authority (implementation) dimensions discussed
earlier. To take first the issue of knowledge, BA's combination of a fluid
internal labor market and generalist managers at all levels of manage-
ment was found to be highly conducive to the exploration of new
commercial ideas. A typical qualification for joining the managerial ranks
was simply a university degree. An examination of the most important
commercial experiments at BA in the 1980s determined that they were
generally entrusted to young managers fresh out of the university who
were chosen precisely because they had fewer preconceptions of how
things should be done; for example, the assignment of exploring the
viability of building more systematic hub connections at Heathrow was
given to a fresh university graduate who had previously not even heard
of the word 'hub' (Lehrer 1997a: 107). While generalist education and
high managerial mobility may not necessarily promote knowledge depth,
they visibly did promote openness to fresh ideas as well as the diffusion
of ideas across functional boundaries within BA. Discovery of the
network-based strategy required neither craft skills, nor specialized
engineering knowledge, nor a high-trust system of industrial relations.

In contrast, the managerial hierarchies of Air France and Lufthansa
were more compartmentalized, induced to a significant extent by macro
institutional patterns: by a tradition of managerial specialists in the case
of Lufthansa and by the deep divide between top and middle manage-
ment in the case of Air France. These traits, it must be underlined, are
not fatal in all industry contexts. Technical specialization and an engin-
eering focus are undoubtedly assets in many of Germany's shop-floor
industries; even in civil aviation, technical specialization was undoubt-
edly an asset for Lufthansa's highly reputed maintenance operations
(Technik) and for maintaining the company's reputation for safety and
punctuality. Yet when Lufthansa was faced with the threat of bank-
ruptcy in 1992, top management concluded that the company required
a drastic 'mental change' from compartmentalized responsibility to
spontaneous informal networking across departmental boundaries
(INSEAD 1995).
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At Air France, the institutional handicaps were even worse in this
respect, clearly inappropriate for orchestrating company-wide learning
processes. Though some middle managers at Air France argued for the
need to make substantial changes in IT and commercial practices, these
ideas received insufficient top management attention for much to
happen. The top-down approach exemplified by Air France was predi-
cated on the possession by top management of the knowledge required
to formulate the appropriate organizational and strategic adjustments.
Post-mortem studies by Air France after paralyzing strikes and the resig-
nation of CEO Bernard Attali in September 1993 showed, however, that
management had simply not comprehended its industry environment
and the actions required of the company. These studies were written by
the head of the pilots' union on the basis of his personal contacts at
Lufthansa (Lehrer 1997&).

Considering the authority (implementation) dimension, we find an-
other major reason why the context of civil aviation in the 1980s favored
BA's Anglo-Saxon type of management patterns. The transition from a
route-based to a network-based strategy presupposed a 'tight coupling'
of company systems, that is, it involved simultaneous implementation of
change across many different departments. Investments in IT, central-
ization of the sales force, and reworking of the planning procedures
were ineffectual when done in isolation and thus required extensive
synchronization. It is well established that the substantial authority
and decision-making autonomy with which top management is vested
in Anglo-Saxon and French business organizations provide a compara-
tive advantage in the development of tightly coupled, 'complex' systems
(e.g. aerospace), the very area where German and Japanese business
systems, with their more consensus-based patterns of decision-making,
are comparatively weak (Kitschelt 19910). In the case of British Airways,
the high unilateral discretion of the CEO appeared to be an essential
enabling condition in allowing implementation of the network-based
strategy by 1986. In that year, based on input from his chief consultant,
the CEO of British Airways announced a major organizational reform
that in a stroke altered the distribution of power within the company in
a radical way and would have been difficult to accomplish by consensus
in the absence of crisis.

Table 11.4 summarizes the timing of the three airlines in implementing
two crucial organizational changes needed to implement the network-
based strategy: first, the creation of a central network department to link
together the core 'brain' functions involved in managing the capacity and
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TABLE 11.4 Differential rates of commercial innovation

Airline Creation of a central Centralization of the
network department sales organization

British Airways

Lufthansa

Air France

1986

1993
1995

1986
1995

1997

Source. Lehrer (19976).

setting the ticket prices on the airline's route network; and second, the
creation of a centralized sales organization to optimize selling across
the network. These organizational changes invariably involved major
shake-ups in the managerial hierarchy and shifts of authority that re-
duced the power of some managers and enhanced the authority of others.
Partly as a result of BA's ability to impose major organization-wide
changes by simple CEO fiat, British Airways was able to build up a five-
to ten-year lead over its rivals in adopting critical technological and orga-
nizational innovations. Unilateral CEO control was a major asset in allow-
ing BA to decree orchestrated, synchronized changes across a number of
departments in order to implement the network-based strategy rapidly.

This argument helps explain why British Airways was institutionally
advantaged and Lufthansa institutionally disadvantaged in the capacity
of its leadership to impose the network-based strategy and overcome
resistance from individuals and sub-units who had much to lose in the
process. But why was the considerable unilateral authority of French
CEOs not an asset for Air France? The answer is simply that it probably
would have been, but was of little avail because of the lags in organiza-
tional learning previously described. Indeed, when Attali was replaced
by a new CEO, Christian Blanc, in September 1993, a very major shake-
up of the organization was quickly announced: a completely new organ-
izational structure accompanied, of course, by replacement of virtually
all the top managers. The problem was that Blanc had no time to famil-
iarize himself with the details of the industry and hence announced a
massive decentralization of the airline as a classic maneuver for uprooting
the old, entrenched power structure. Yet just a few weeks later, as the
head of the pilots' union began issuing his impressive analysis of changes
at British Airways and Lufthansa, top management realized that this
was precisely the wrong kind of structure for competing in a network
business.
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11.5 Some Final Observations: From Initial
Differences in Strategy to Sustained Differences

in Competitive Advantage

By 1997, Lufthansa and Air France did attain technological parity with
British Airways in all the areas described above (Lehrer 2000). By this
time, the basic industry tools needed to compete in a deregulated
industry environment had diffused among all major European airlines.
Thereafter, the strategies and even the profitability of the three airlines
quickly converged, with Lufthansa and Air France even surpassing an
increasingly troubled British Airways by the end of the 1990s. When the
civil aviation sector reverted from a phase characterized by radical inno-
vations back to one of more incremental innovations, BA's institutionally
conditioned competitive advantages evidently evaporated.

Nonetheless, one question remains open. Once Lufthansa and Air
France fell behind BA, why did it take them so long to catch up? As
argued, the poor performance of these airlines (both close to bankruptcy
in the early 1990s) was not only due to rigidities in staffing levels
deriving from state ownership (99 per cent at Air France, 51 per cent at
Lufthansa until 1994), but to a significant extent to lags in commercial
innovation. The author's research revealed that Air France and Lufthansa
were surprisingly slow to catch on to what British Airways was actually
doing. The reasons behind these recognition lags lead to a deeper under-
standing of why institutional factors may be strategically more impor-
tant than generally admitted.

In a nutshell, many of British Airways' strategic moves were camou-
flaged in the complexity of the hidden-from-view management processes
underlying them, as were the institutional factors that proved to be such
important enabling conditions or constraints on the role and discretion
of top management. Recent contributions in strategic management help
to place this interesting finding into context. These contributions under-
line the innovative, 'dynamic' capabilities of firms rather than static one-
time advantages (Teece et al. 1997). These capabilities reside in complex
'routines' by which the organization carries out its various tasks; these
complex routines are difficult for competing firms to copy because the
nature of the knowledge involved is often tacit and embedded in daily
practice rather than formally codified (Nelson and Winter 1982; Winter
1995). Competitive advantage achieved through dynamic and innovative
capabilities is often sustained by complexity and knowledge limitations
that act as obstacles to imitation (Reed and DeFillippi 1990).
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Applied to the case of European civil aviation, British Airways,
Lufthansa, and Air France can monitor one another's prices, levels of
service, and fleets with relative ease. It is more difficult for them,
however, to monitor their competitors' complex organizational routines
by which prices are decided, service levels upgraded, or the deployment
of the fleet negotiated by managers from Marketing and Operations. And
it is harder still for these airlines to accurately assess the impact of
routines of leadership, power-sharing, and corporate culture which
induce revision in how these activities are conducted at lower levels of
the company.

To understand the competitive processes observed in European air
transport, it is useful to postulate a hierarchical ordering of key organiza-
tional activities. We can distinguish between higher-order and lower-
order dimensions of airline strategy; specific decisions about acquisitions
or aircraft orders are clearly lower-level decisions, whereas decisions
about whether the airline should be fundamentally run by the Marketing
or Operations Department reflect higher-order processes with important
consequences for later lower-level decisions. Table 11.5 summarizes the
relationship between the hierarchy of organizational activities ('routines')

TABLE 11.5 Hierarchy of organizing activities

Higher-
order

Lower-
order

Nature of
activities

Leadership,
power
relations,
corporate
culture, etc.

Decision
routines and
capabilities

Outputs of
decision
routines
(discrete
decisions)

Examples in civil Link with
aviation top manage-

ment style

Distribution of power Direct
between Operations and
Marketing, generalist vs.
specialist orientation in
management ranks

Yield management Indirect
capabilities, product
development skills, fleet
planning procedures

Prices, service levels, Indirect
fleet planning
procedures

Observability
of effects to
competitors

Very low

Low

High
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and their observability to competitors. These routines are hierarchical in
the sense that higher-order activities have some direct or indirect effect
on lower-level ones, whereas the reverse is far less likely to be the case.
This table is not meant to suggest that lower-order activities are exclu-
sively affected by higher-order ones, only that a significant causal influ-
ence in the downward direction is present.

One problem faced by Air France and Lufthansa in competing with
British Airways was that they could observe lower-order changes in
their competitors' strategies — issues like staffing levels, aircraft orders,
and takeovers—much more easily than they could higher-order changes
in their competitors' decision routines. For example, the top managers
of Air France and Lufthansa were demonstrably obsessed by British
Airways' takeover of British Caledonian in 1987, and like most industry
observers they saw this as the beginning of a major concentration process
in European aviation. Air France and Lufthansa began placing hefty
orders for new aircraft, and Air France proceeded to acquire the other
major French carriers, UTA and Air Inter, in 1990.

A finding of both theoretical and practical interest is that Air France
and Lufthansa were at a competitive disadvantage to the extent their top
managers remained fixated on 'lower-level' phenomena as explanations
for intra-industry differences in profitability. When Air France's CEO
Bernard Attali was asked in late 1992 about the 'miracle' of BA's
continued profitability, he replied:

There's no miracle. Certainly, BA has made good progress. First, the concentra-
tion of English companies began earlier than in France: BA is the result of two
successive mergers. I'll add two reasons that weigh more heavily. The social
charges in Great Britain amount to 17% of the wage mass. In France, they are
37%. If we had the British system, the charges of Air France would be lightened
by 2 billion francs . . . Second difference: by virtue of the 1977 agreement, called
Bermuda 2, BA is protected on the North Atlantic by the limited number of desig-
nated American carriers. (Cited in Lehrer 1997£>)

As discussed earlier, Attali had simply failed to understand the nature
of commercial innovations at BA. This quotation sheds light on the
reasons for this CEO's lack of industry understanding.

In contrast, when the same question was posed to Jurgen Weber, the
CEO of Lufthansa, at roughly the same time, he gave a very different
kind of answer, one emphasizing BA's higher-order capabilities, not just
the lower-order factors of wage costs and market structure. Asked at a
Lufthansa 'town meeting' in Frankfurt, 'What does BA do differently to
make profits?' Weber replied that there were three reasons:
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1. BA long possesses a sophisticated yield management system with 20
booking classes, giving BA a seat-load factor [i.e. percentage of the
plane filled] of 14% higher than Lufthansa.

2. BA's centralized hub structure in London, whereas decentralized
services are becoming less profitable.

3. Profitable North Atlantic operations, thanks to the UK-US bilateral,
much more favorable than the Germany-US bilateral. (Cited in
Lehrer 1997b: 122)

As suggested in previous sections, the first two reasons for BA's competi-
tive advantage cited by Weber derived from complex organizational
processes and 'higher-order' leadership patterns. By 1992, Lufthansa's
management was likewise engaged in changing its higher-order activities,
not only upgrading its revenue management, scheduling, and hubbing
capabilities, but, significantly, also orchestrating a process of 'mental
change' within the company (INSEAD 1995). Lufthansa by 1992 had
moved up the 'activity hierarchy' in understanding its loss of competitive
advantage and in adapting to the new industry environment, whereas
Air France remained fundamentally on the lowest rung of understanding
until at least 1994.

In summary, the pace of commercial innovation depended critically on
the nature of 'higher-order routines' and higher-order changes occurring
within the organization. Institutional factors clearly affected the higher-
order routines of leadership and power relations in the airlines studied.
British Airways was institutionally doubly protected from imitation and
erosion of its competitive advantage by Air France and Lufthansa. First,
Anglo-Saxon institutional patterns such as high unilateral CEO control
and high mobility of generalist managers were difficult for Air France
and Lufthansa to emulate because of their different institutional environ-
ments. Second, institutional differences exacerbated cognitive barriers to
imitation as well. Environmental complexity and the hierarchical struc-
turing of organizational routines made many strategically significant
organizational changes largely unobservable to BA's competitors.

11.6 Conclusion

The airline cases constitute a comparative inquiry into what Gary Miller
(1992) in his book Managerial Dilemmas calls the 'political economy of
hierarchy.' In the language of microeconomics, top managers confront
organizational problems of asymmetric information, hold-up, adverse
selection, and joint team production (Milgrom and Roberts 1992). As
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Miller argues, no designed system of incentives can possibly eliminate
all the perverse effects arising from these factors. The firm must be
regarded as an arena for political leadership, ideology, and goal setting
rather than simply for managerial manipulation of economic incentives
and formal structure' (1992: 13).

The preceding discussion has alluded to the way macrosocial institu-
tional factors influenced the variation in strategy formulation and imple-
mentation among the three airlines, including in these 'soft' areas of
executive leadership, beliefs, and goal-setting. Although British Airways,
Air France, and Lufthansa were all in the same industry and faced very
similar competitive challenges, the top management of these companies,
influenced by varying constellations of institutional resources and
constraints, developed very different styles in the way they orchestrated
organizational processes—with significant consequences for the airlines'
ability to compete and innovate.

The foregoing analysis has endeavored to apply the lens of compara-
tive political economy in a novel way. Previously, to the extent this
lens has been used to illuminate the inner working of firms, the usual
focus has been on bargaining between capital and labor. Whether framed
in terms of industrial relations or corporate governance, on the alterna-
tives to mass production or the negotiation over working conditions, the
usual center of interest has by and large been the interaction of employ-
ers and employees and the shop-floor outcome of that interaction. The
preceding analysis of European airlines, in contrast, has looked at an
industry environment where knowledge and authority limitations
('asymmetric information' and 'hold-up problems') apply to the man-
agerial hierarchy itself.

European civil aviation presents a case where crucial knowledge is not
only distributed across individuals and groups, but is highly emergent
in nature and depends critically on the dynamic processes available for
connecting groups and individuals. Generating strategically important
knowledge depends not only on 'cooperation' in the sense of social
harmony and trust, but on coordination in the more managerial sense of
organizing interactions. Here, too, macro institutions matter: the nature
of labor markets, educational systems, and the manner of corporate
control (as influenced by the nature of company law and the financial
system) all affect the resources available for structuring interactions
within the organization.
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The Legal Framework for Corporate
Governance: The Influence of Contract

Law on Company Strategies in Germany
and the United States

Steven Casper

12.1 Introduction

To date, scholars working within the comparative political economy field
have tended to treat the issue of firm strategy and economic performance
largely in isolation from any consideration of legal structures. The
purpose of this chapter is to show that legal frameworks play a key role
in the construction of the political economy and, more specifically, in the
determination of corporate strategy.

When political economists refer to the law or the courts, they tend to
construe them as institutions whose effects follow from the dictates they
issue regarding firm behavior: they are seen as something like 'the long
arm of the law.' In fact, however, the way in which legal frameworks
condition firm behavior is more complex, and one of the purposes of
this chapter is to reveal more precisely the dimensions of their influence.
It does so by viewing the courts in the context of coordination problems
faced by firms, and more specifically by modeling, in simple game-
theoretic terms, the interaction that takes place between courts and firms
in the context of the decisions the latter must make about corporate
strategy.

Analysts have long recognized that the legal system has a major impact
on the type of market and non-market relationships that occur among
firms. In Germany, the character of legal regulation is said to facilitate
many kinds of non-market coordination, and the legal enforcement of
contracts is central even to the market coordination found in liberal mar-
ket economies. How does the German legal system support non-market

I would like to thank the participants at both Berlin conferences on Varieties of capitalism/
and especially Peter Hall, David Soskice, and Gunther Teubner, for helpful comments and
criticisms on earlier drafts.
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coordination? The chapter addresses this issue. In particular, it examines
how the institutions of the German system tend to lead firms towards
particular kinds of strategies that entail a relatively high level of non-
market coordination, while those of the United States tend to reinforce
other sets of firm strategies that depend primarily on market forms of
coordination.

The second major theme addressed within the chapter is the degree to
which institutions in one sphere of the political economy relate to those
in other spheres, what this volume terms 'institutional complementar-
ities.' Institutions shaping the form of business coordination in the polit-
ical economy strongly influence the patterns by which laws may be
organized. Again, the analysis points to a more subtle view of the role
of law within the political economy. Scholars working in the legal studies
field tend to assume that the orientation of the law is relatively autono-
mous from the activities of societal actors (Ewald 1995). The analysis
here suggests that certain legal approaches are feasible only given the
existence of complementary forms of economic organization within the
political economy.

The effective implementation of certain forms of legal regulation found
in Germany is contingent on the choice by firms of strategies that rely
on non-market forms of coordination. Thus, while some analysts have
argued that Germany's distinctive forms of industrial organization are
made possible by 'beneficial constraints' imposed by German laws
(Streeck 1997a), a more accurate statement is that the relationship
between the character of laws and patterns of industry co-ordination
within a society is codetermined. While laws strongly shape the strategic
decisions of firms, in Germany the decision by firms to engage in non-
market forms of coordination is also influenced by the existence of
economic institutions that dramatically lower the cost of non-market
coordination. As a liberal market economy, the United States lacks similar
economic institutions, making non-market forms of coordination costly
to firms. If US courts imitated German laws, it is unlikely that firms
would abandon market forms of coordination. Instead, such attempts
would lead to inefficient laws that would ultimately be abandoned by
US courts.

German courts effectively employ regulatory contract law doctrines
based on social market economy norms that are routinely dismissed by
US legal experts as untenable. How can German courts effectively imple-
ment regulatory laws? This is the key question motivating the first parts
of the chapter. The answer to this question centers on the strategic
capacity of German firms, primarily found within networks of trade



Contract Law and Corporate Strategies 389

associations, to create non-market forms of coordination. In the area of
inter-firm relations, non-market forms of coordination consist of sophis-
ticated but standardized contractual structures that facilitate the con-
struction of new forms of industrial organization within the economy.
Once firms collectively develop these frameworks, courts in Germany
use them to impose strong legal regulation. As the economic institutions
facilitating these non-market forms of inter-firm collaboration do not
exist in the United States, attempts to impose regulatory contract laws
are undermined by information barriers faced by courts. In general, this
analysis illustrates that the different legal solutions adopted in the USA
and Germany can only be understood through locating legal institutions
within the broader political economy.

The second part of the chapter examines how the character of contract
law influences firm strategies. Certain forms of regulatory laws preferred
by German courts are effective only if German firms create strategies that
depend on non-market forms of coordination. This leads to the devel-
opment of an implicit strategic bargaining game between courts and
large firms in Germany. The results of this game lead to the develop-
ment of institutional frameworks governing inter-firm relations. A
detailed micro-analysis of strategic interaction between firms and courts
shows directly why institutional structures in Germany typically evolve
to support what Streeck (1992«) has labeled 'diversified quality produc-
tion/ a company strategy strongly dependent upon competencies
produced through non-market forms of business coordination. Firms in
the United States tend to conduce towards company strategies that rely
primarily on market forms of coordination and corporate flexibility.
These include highly innovative strategies but also opportunistic strat-
egies based on price competition. The chapter concludes through exam-
ining the stability of these institutional outcomes, particularly within a
heightened debate on industrial competitiveness in Germany.

12.2 Contract Law Regulation in the USA
and Germany

The central problems in contract law are those that flow from the high
incidence of contractual incompleteness in modern industrial societies. In
the context of complex production systems and multiple kinds of firm-
supplier relations, unforeseen contingencies are likely to occur. High
transaction costs often mean that all contingencies cannot be covered
by written contracts (Williamson 1975). The problem of incomplete con-
tracts poses a fundamental challenge to legal systems. How are the courts
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to cope with the contingencies that arise as a result of incomplete con-
tracting?

In essence, there are two solutions to the problem of incomplete
contracting. The first, usually called the 'classical' approach to contract
law, attempts to protect each party's freedom to contract (see Macneil
1978). Classical legal doctrine assumes that all market participants are
sophisticated agents. The role of courts is to enforce the written contract,
even if there appear to be bargaining imbalances between the parties or
if contingencies not anticipated in the contract favor one party in ways
that were probably not taken into account when the contract was
designed. A second, 'regulatory' approach focuses more on the problem
of power imbalances within contracts. It attempts to police the distribu-
tion of risk within contracts, often in order to implement broad societal
norms calling for the fair or just fulfillment of contracts. Courts do this
through prohibiting powerful market actors from delegating unspecified
risks caused by contractual incompleteness to weaker market players.
Following fairness norms, courts implementing the regulatory approach
will also attempt to 'repair' contracts that have been disrupted by unfore-
seen contingencies.

The US contract law philosophy has long been identified with the clas-
sical approach, while German contract law is based on a regulatory
doctrine. While the basic principles of the US legal system are widely
known, the key legal underpinnings of German contract law are rarely
discussed outside of technical legal journals. When adjudicating dis-
putes, German courts have long used the norm of 'good faith,' Article
242 of the German Civil Code (BGB), as a primary instrument to adjust
contracts (Dawson 1983; Goldberg 1985). However, even more striking
is the widespread use by German courts of the Law Regulating Standard-
ized Contracts (known in Germany as the AGB-Gesetz). This 1976 law
unified a large body of legal precedent applying Ar. 242 BGB to stan-
dardized contracts (Martinek 1991). The widespread usage of standard-
ized contracts, combined with the very wide scope the AGB-Gesetz gives
courts to police contracts, has made the law the center of recent contract
law developments in Germany. The AGB-Gesetz allows courts to void or
adjust any standardized contract in which unspecified risks are delegated
to the receiver of the contract (Martinek 1991). The law severely limits
the ability of large firms to design contracts granting control rights over
incomplete contracting risks to themselves. Furthermore, the AGB-Gesetz
prohibits the inclusion of clauses in standardized contracts that change
the distribution of legal entitlements set out in either the Civil Code
(BGB) or Commercial Code (HGB). Particularly in distributing liability
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for a range of defects between suppliers and final assemblers, this law
severely constrains the ability of final assemblers to delegate important
liability risks to suppliers.

In order to investigate the relationship between each of these
approaches to contract law and the broader organization of the political
economy, a good place to start is by asking what prerequisites must be
fulfilled before a court will attempt to apply a given law. Courts must
apply laws in such a way as to protect judicial process. Protecting process
norms is a core preference of all courts, regardless of legal approach.
Decisions must be based on a consistent application of laws. Violation
of judicial process norms prevents courts from creating a consistent body
of precedent. Precedent serves as the 'shadow of the law' (Mnookin and
Kornhauser 1979), structuring private dispute resolution among private
actors. This is one of the most important functions of private law systems
that courts must protect. A court will hesitate in applying any law that
necessitates breaking judicial process norms.

Judicial process norms are most likely to be broken in cases where the
court does not have the information necessary to apply laws consistently.
Courts potentially face the same incomplete information problems as
firms. When constructing complex technical arrangements, high transac-
tion costs often force firms to supplement the necessarily incomplete
formal contracts with private norms that are developed in the course of
the relationship. For example, because companies often work closely
together to develop products or maintain quality control systems used
for just-in-time delivery, objective evidence assigning liability for
damages is often difficult to obtain. Minor problems are easily solved by
the parties themselves through invoking private norms, often based on
technical rules or indices developed by the parties. However, when major
problems occur, such as serial errors during production or defective
designs that cause product recalls, private norms between firms may
become disputed. At this point, non-contractual norms may become diffi-
cult for courts to identify and correctly interpret.

The classical and regulatory approaches to contract law impose
substantially different information requirements upon courts. Courts
operating under the classical approach are required only to help guar-
antee that the exchange stipulated in the written contract is fulfilled. As
a result, courts rely primarily on the easily obtainable information
contained in the written contract. In cases where the written contract
does not specifically identify the particular contingency that occurs, US
courts will rely on the contract, usually ruling in favor of the firm that
appears to have control rights over unforeseen contingencies, no matter
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how vaguely these rights may be defined (see Schwartz 1992; Macneil
1978). In the preceding example, US courts would ignore disputed
private norms. They would instead rely on broad control rights set out
in the contract or assign liability on the company that can objectively be
shown to be most culpable (such as, for example, the company that
conducted product testing or was responsible for quality control).

Courts using the regulatory approach have much higher information
requirements than those using the classical approach. They must take
into account broader societal norms regarding fair contracting when
adjudicating disputes and, moreover, assess information pertaining to the
relationship as a whole. This includes the formal contract, but also tech-
nical provisions and private norms that may have supplemented the
written understanding. Additionally, courts must decide whether power
balances exist between the parties and, if so, how they have influenced
the distribution of risks across the parties.

While the court system is more centralized in Germany, with most
precedent deriving from the High Court (BGH), the organization of judi-
cial processes for private law in Germany is not fundamentally different
than in the United States (see Langenfeld 1991). German courts do not
have substantially different information-gathering or technical compe-
tencies than US courts. How, then, can German courts effectively develop
and apply laws with very high information requirements? To understand
how this system can persist, we must widen our analysis, examining how
legal institutions are embedded within the broader organization of the
political economy. In Germany networks of trade associations with the
ability to construct standardized industry frameworks act as comple-
ments to the legal system, allowing regulatory legal frameworks to be
efficiently implemented by courts.

12.3 The Intersection of Law and Comparative
Political Economy

An important reason complex contracting structures are difficult for
US courts to decipher (why information asymmetries exist) is because
the governance structures companies use to manage their relationships
vary widely. The institutional structure of the US political economy
creates incentives for companies to compete on the basis of creating inno-
vative contractual structures designed to support new forms of indus-
trial organization. The resulting forms of industrial organization used
by US companies differ tremendously across the economy. Because
differences in contractual structures develop on a case-by-case basis, it
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is difficult for US courts to gain an understanding of how particular
governance structures are typically used to manage various technical
contingencies. Such knowledge could inform courts how particular
control structures for incomplete contracting actually function. Have
bargaining imbalances between the parties influenced how control rights
are organized? Are the circumstances causing the dispute common for
the form of governance structure used? If so, courts could develop a
more subtle understanding of the adequacy of the private rules or tech-
nical standards used. Because of the extreme customization of contrac-
tual structures in the USA, it is very difficult for courts to develop such
knowledge within contract law and most other corporate law domains
(product liability is an important exception, see Priest 1985).

The primary reason why German law can adopt a regulatory approach
is that most contracts German courts adjudicate are standardized,
conforming to a limited set of governance structures with well-known
technical and legal properties that courts can understand and thus effec-
tively regulate. Companies have incentives to use a relatively limited
number of standardized contractual structures. Doing so simplifies the
problem of legal regulation for courts. Complicated inter-firm practices
are similar across companies. The use of standardized contracts lowers
information costs, allowing courts to more easily understand the conse-
quences of these practices in terms of the distribution of legal and market
risks across firms.

While courts and other legal actors play an important role regulating
standardized contractual frameworks, large companies dominate the
process. Compared to the immense freedom of action companies enjoy
in the American legal environment, large German companies exist within
a legal straitjacket. Yet, despite this, German companies have a tremen-
dous collective law-making role. They collectively create new contracting
structures, then, in a prolonged legal exchange with courts, federal agen-
cies, and sometimes the legislature, see their creations molded into forms
that comply with the broader system of legal restraints. These standard-
ized agreements or industry frameivorks consist of interdependent legal
and technical rules that are used to manage complex inter-firm relation-
ships. Industry frameworks differ from private contractual structures
only in that they are standardized structures commonly used by firms
throughout industry and in that they are also often used as the basis by
which courts develop strong legal regulations.

How does the institutional organization of the German political econ-
omy facilitate the creation of industry frameworks? Within the strict
principles regulating the division of risk between companies, the German
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legal system grants German companies a collective law-making capability
within trade associations and other institutions that does not exist in the
United States. This allows German companies to collectively develop and
use industry frameworks regulating important parts of both the legal
and technical division of labor between companies. When disputes over
new industry frameworks reach the legal system, courts investigate the
technical and legal distribution of risks within the new framework and
then apply German legal regulations. If accepted by the broader legal
community (legal scholars and often higher courts through the appeals
process), the resulting precedent is then applied more generally.

Regulatory contract laws in Germany are thus strongly dependent on
the existence of a complementary set of institutions that facilitate the
creation of industry frameworks by large firms. In terms of facilitating
the coordination of non-market forms of business activity, the German
system of business associations can be broken into three distinct areas:

(a) Capacities of individual social actors: In Germany social actors such as
unions, employer federations, and, of most concern here, trade associa-
tions have competencies in a variety of technical and legal areas that
typically do not exist in the USA. Trade associations in both countries
engage in marketing and some types of research for companies, such as
gathering industry sales data (see Scheiberg and Hollingsworth 1990).
German trade associations possess additional capabilities, such as the
ability to create technical standards, help diffuse new technologies, or in
some cases run common technology projects sponsored by the state (Liitz
1993; Herrigel 1993). In addition, they have strong law-making capabil-
ities, such as the ability to create legal frameworks governing trading
relationships within or across industries and competency in adjudicating
disputes between members. Each of these added competencies requires
expertise about the industry, and thus intricate knowledge about com-
pany technologies, organizational structures, and product market strat-
egies. This knowledge only develops through extensive engagement of
trade associations by companies.

In Germany most specialized legal expertise in the area of complex con-
tracting law is concentrated in a small number of trade associations and
a number of very large companies. Lawyers from these companies par-
ticipate in working groups within trade associations to create new indus-
try frameworks. The technical and legal resources of German trade
associations provide the resources needed to create sophisticated legal
frameworks that large companies often adopt. Trade associations can
develop industry frameworks combining legal and technical rules. The
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capacity to provide comprehensive governance structures increases the
attractiveness of industry frameworks, particularly to firms without
the resources to develop them privately. Furthermore, when firms use
industry frameworks, the legal and technical arrangements they adopt
become transparent to third-party observers. Through examining the
standardized practices generated by industry frameworks, courts can
effectively regulate their provisions.

(b) Horizontal coordination: This refers to the ability of a trade associa-
tion or other representative body to coordinate its activities with other
social actors, and occurs at two levels. First, individual trade associations
(or other social actors, such as unions) join a broader group of associa-
tions in the same sector of the economy and create a peak association.
For example, in Germany individual trade associations in the industrial
sector of the economy belong to the BDI (Bundesverband der deutsche
Industrie). Peak associations have resources allowing individual associa-
tions to share information and coordinate their activities. The legal and
technical staffs of the BDI often work with individual associations to
ensure that their industry frameworks are portable across the industry.

At the second level, various peak associations coordinate their activ-
ities. Of particular importance here is the practice of peak associations
bargaining with each other to make their individual legal frameworks
compatible through using common terms, legal concepts, and rules
distributing risks. As a result, modern commercial codes in Germany
have an interlocking quality not seen in the United States. The possibility
to create interlocking laws is important because it results in yet more
standardization of contractual practice, again simplifying the judicial
regulation of contracts. Furthermore, interlocking legal frameworks
create substantial collective goods for companies and are thus a major
reason why large companies participate in projects to create industry
frameworks.

(c) Para-public links between industry and the state (vertical coordination):
While in the USA trade associations or other societal actors routinely
lobby legislative and administrative officials over prospective regulation,
their status is no different than any other interest group (Schmitter and
Streeck 1985). In Germany there exist numerous formal and informal
linkages between social actors and the state (Katzenstein 1989). Par-
ticularly in labor law, unions and employers' associations are explicitly
recognized within law and encouraged to create private agreements,
which are then legitimized by the state (Keller 1991). Though the policy
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process is not so explicit within corporate law areas, it is similar. The
primary linkage between trade associations and the state is through
the Bundeskartellamt (Cartel Office), which has the official task of evalu-
ating and then legalizing industry frameworks to ensure that they do not
violate Germany's strict post-war cartel laws. In addition to examining
the impact of all industry frameworks on market structure, the Cartel
Office also must assure that frameworks are voluntary in nature. In the
context of these official inquiries, it employs a much broader informal
review. Legal experts at other trade associations, private law firms, and
university law departments are asked to scrutinize the broader legal
status of the proposed agreement, in particular to see if it would violate
the AGB-Gesetz and other contract laws.

This review process has two important implications. First, it internal-
izes contract law considerations that could be brought up in eventual
court reviews from an early stage. By creating a strong 'shadow of the
law,' the review process ensures that AGB-Gesetz and other related regu-
lations on contracts are of primary consideration when constructing
industry frameworks. Furthermore, trade associations representing one
particular class of companies, such as final assemblers, cannot easily
legalize industry frameworks that would violate contract laws and then
use the legitimacy of the agreement combined with bargaining power to
impose it on companies in another sector. Second, companies using indus-
try frameworks will be highly confident that they are legally permissible.
When introducing new technical practices that impinge upon existing
legal rules, the risk of using industry frameworks (or private contracts
explicitly modeled after them) is less than private arrangements.

By comparison, US institutional environments differ in each of these
three respects. Trade associations and other social actors are weak and,
particularly in corporate law areas, lack strong law-making capacities.
Tremendous legal resources exist in the USA, but these are decentralized
throughout the private economy. Except in some legislative lobbying
domains, trade associations do not horizontally coordinate their activ-
ities. Finally, trade associations, unions, and other collective actors do not
have privileged access to the government or legal system. They must
engage the political and legal systems through formal channels that any
other interest group can use. Overall, trade associations in the United
States do not contain the competency or inter-organizational networks
needed to create German-style industry frameworks or other forms of
non-market business coordination.

To summarize, legal institutions and economic institutions exist in a
complementary relationship. Regulatory approaches to contract laws are
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only viable when economic institutions facilitating non-market forms
of business coordination exist. However, it would be mistaken to
simply 'read off the variation in legal outcomes across Germany and the
United States from the differences in the institutional capacity for non-
market forms of business coordination. It is also necessary to examine
the range of circumstances in which it is in the interest of the actors
involved to choose strategies that will lead to these outcomes. If German
firms did not engage networks of trade associations to create industry
frameworks, then German courts could not impose regulatory contract
laws. Why do German firms choose corporate strategies that conduce
towards the creation of industry frameworks, while firms in the United
States do not?

12.4 The Strategic Interaction Between Courts and Large
Firms in Germany and the United States

This section develops a micro-level analysis explaining how institu-
tional frameworks governing inter-firm relationships are generated in
Germany and the effect these frameworks have on corporate strategy. The
argument unfolds through a three-step process. First it examines three
generic types of company strategy that firms may select to compete
on world markets. Second, using this typology to generate institutional
preferences by firms, a simple three-stage bargaining game is developed
to examine patterns of strategic interaction between courts and firms.
The choices made by courts and firms within this game determine the
configuration of institutional frameworks governing inter-firm relations.
Finally, having shown that courts and firms are likely to develop dom-
inant strategies within the game, we can examine how the national
institutional frameworks that are generated influence corporate strategy
in Germany.

12.4.1 Company Strategies

Institutional frameworks influence the governance costs of embarking on
particular company strategies (Milgrom and Roberts 1992). The mode of
analysis used here assumes that company management, faced with inter-
national competition, can survey the spectrum of possible organizational
arrangements prevalent within their industry, and attempt to shape a
coherent strategy. Institutional frameworks play a strong role through
influencing the relative cost of building the organizational competencies
needed to pursue each strategy.
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To simplify analysis three broad strategies are discussed. Though ideal-
typical, they broadly conform to the spectrum of real-world strategies
that are conceptualized within the strategic management literature.

1. Innovation. Innovative companies compete by creating new forms of
'best practice' within an industry. Best practice is defined through
advances in product technology itself or through advances in the tech-
nical organization of the production process. While product advances
often result from radical innovation within the company, inter-firm links
are increasingly a source of innovation. Within the automobile and most
other complex manufacturing industries, the increased technological
complexity of different components within the final product has created
an incentive for final assemblers to decentralize operations by allowing
suppliers to design important subassemblies. In the area of inter-firm
relationships, product advances are often achieved through highly
collaborative design relationships (see Sabel 1994; Ulrich 1995). Advances
in simultaneous engineering, benchmarking, and other collaborative
design techniques allow companies to achieve a market advantage
through the introduction of products with more sophisticated systems
integration than competitors. A parallel strategy is to focus on process
enhancements. For example, the introduction of 'just-in-time' delivery
systems has allowed innovative companies to radically reduce inventory
costs, while allowing consumers more flexibility in customizing product
specifications. Heightened quality control risks created by JIT delivery
have also created competition across companies to introduce 'quality
management systems' with their suppliers. Companies compete on the
overall effectiveness and efficiency of quality management regimes. In
this case, the innovative strategy is characterized by ongoing quality
dialogues designed to continuously reduce quality control costs while
reducing defect rates.

2. Price-competition (opportunism). This is a general term for all strat-
egies that create market advantages through the delegation of risks to
weaker market participants, whether these are internal employees or, of
more relevance here, suppliers. Particularly when there exists a large
pool of potential suppliers for each subcontracted component, final
assemblers have substantial bargaining advantages over suppliers that
may be used to develop opportunistic governance structures. The control
rights contained in these structures allow the final assembler to exter-
nalize the costs of industrial adjustment to suppliers. Legal clauses do
this through delegating to the final assembler unilateral control rights



Contract Law and Corporate Strategies 399

over incomplete contracting contingencies. These typically include rights
to change the price of parts or quantity ordered when market conditions
change or the delegation of various liability risks to the supplier (see
Popp 1993).

Within Germany and other countries with regulatory contract law
systems, the introduction of new supplier network concepts often creates
an opportunity to redistribute legal and market risks to suppliers under
the pretense of innovation. For example, many German companies have
created minimal versions of JIT delivery systems in order to reduce
inventory costs and improve product variety while simultaneously dele-
gating important legal liability risks to suppliers. German private law
obligates final assemblers in most subcontracting relationships to
conduct 'entry inspections' of all goods upon delivery. These inspections
force final assemblers to assume important legal liability risks. If inspec-
tions are not completed and defective goods subsequently damage
machine tools, create work delays, or escape unnoticed into final prod-
ucts and eventually harm customers, the final assembler must assume
partial liability. German final assemblers have used the introduction of
minimal forms of JIT delivery as a mechanism to improve the technical
efficiency of their supplier networks, but also transfer these legal liability
risks fully to suppliers. They argue that the technical organization of JIT
delivery, by definition, precludes the performance of 'entry inspections.'
New contracts designed by large auto assemblers replace 'entry inspec-
tions' with 'exit inspections' to be performed by suppliers and contain
clauses abrogating standard German liability laws in favor of customized
clauses transferring legal liability risks normally assumed by final assem-
blers to suppliers (see Casper 1997: ch. 3).

3. Diversified quality production (DQP). This company strategy augments
attempts to combine standardized forms of new industrial practices with
non-market goods created collectively by groups of firms (see Streeck
1992a). The provision of non-market goods is crucially dependent on the
existence of a coordinating capacity among firms. While individual firms
can implement the innovative and price competition strategies, DQP
strategies require substantial coordination across companies in the sector.
Thus, the majority of companies within any sector must choose the
strategy if industry frameworks are to be developed.

In the area of inter-firm relations, companies choosing the DQP strat-
egy attempt to create an advantage over international competitors
through the use of industry frameworks. Considerable benefits often
emerge through the use of industry frameworks. Most importantly, large
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firms and their suppliers obtain viable governance structures to organize
inter-firm relationships at a much lower cost than that of developing them
privately. Trade associations use membership fees to create specialized
legal and technical competencies, in effect socializing the cost of creating
new technical and legal frameworks. Important bargaining cost savings
may also emerge. Companies using industry frameworks with their sup-
pliers largely avoid distributional conflict over the distribution of various
legal entitlements (Knight 1992; Goldberg 1985). In addition, trade asso-
ciations often negotiate specialized arrangements with insurance com-
panies. Companies using industry frameworks obtain standardized, and
usually much cheaper, insurance premiums than other firms, which must
negotiate generally more expensive customized arrangements.

Industry frameworks also create important information externalities
for firms. The process of developing industry frameworks, even if many
firms do not subsequently adopt them, helps develop and diffuse infor-
mation about complex interlinkages between contract laws, liability laws,
and technical arrangements between companies. Trade associations have
the competency to gather expertise needed to propose different models
of cooperation and examine the likely effects they will have on different
types of companies. Because trade associations have expertise in both
technical and legal areas, the often complex interaction between different
parts of governance structures can be gauged. This knowledge is costly
for companies to develop privately.

To give an illustrative example, firms in the German electronics
industry have recently developed an industry framework for JIT delivery
(see Casper 1997: ch. 3). The agreement integrates technical provisions
over quality control with legal clauses distributing legal liability risks
across companies. It necessitates that final assemblers maintain a less
stringent form of the 'entry inspections' mandated under German com-
mercial law while also requiring suppliers to introduce a systematic
quality management system, certified by accredited auditors on a regular
basis, that meets the quality demands created by JIT delivery. On the
advice of the industry association, firms usually implement the ISO 9000
quality management system. Though not as efficient as the more cus-
tomized quality systems introduced by innovative firms, most firms
using ISO 9000 can adequately perform as JIT supplier firms. However,
because this industry agreement has undergone a thorough judicial
review under the Cartel Office and other industry associations, the legal
implications of using this agreement are clear. Firms using the agree-
ment preserve normal liability rights that protect suppliers. Once the
standardized agreement was created, trade associations became able to
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TABLE 12.1 Company strategies and associated supplier network
practices

Company strategy Definition Supplier network practices

Innovation

Price competition

'Diversified quality
production'

Create new forms of
'best practice'

Emulate existing forms
of best practice but
externalize risks/costs
to suppliers and
workers

Emulate existing forms
of best practice, but
enhance them with
non-market goods

Create new governance
structure arrangements (usually
highly collaborative supplier
relationships)

Opportunism: distribute market
and legal risks to supplier
companies

Rely on standardized industry
frameworks for governance
structures

negotiate agreements with the insurance industry to maintain normal,
standardized, insurance rates for companies using the industry frame-
work. Table 12.1 summarizes this discussion of company strategies and
related supplier network practices.

12.4.2 The Creation of Institutional Frameworks Governing
Inter-firm Relationships in Germany

Fig. 12.1 diagrams the strategic interaction between firms and courts that
leads to the creation of national institutional frameworks governing
the introduction of new forms of inter-firm organization in Germany.
This game is played repeatedly over time. A new game begins whenever
firms begin developing contractual structures governing major new
forms of industrial organization. For example, in empirical research sup-
porting this analysis, I found that the introduction of long-term price
clauses within supplier contracts, just-in-time logistical systems, and
highly collaborative product development relationships across firms each
created episodes of strategic interaction between courts and firms (Casper
1997). In each of these cases, important legal and technical challenges
existed for firms and legal actors that warranted the introduction of new
institutional frameworks targeted at governing the new form of industrial
organization.
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FIG. 12.1 Legal regulation game in Germany

The game has three stages:

1. In the first move, companies choose one of the three company strat-
egies. They may attempt to innovate (I), to compete on the basis of price
by externalizing costs to suppliers whenever possible (P), or chose a DQP
strategy that uses standardized governance structures that are produced
as part of industry frameworks (S).

2. In the second move, courts decide which type of contract law
approach to impose. Courts adopt a legal strategy (R, C), where R
denotes a strategy of regulating the distribution of legal entitlements
within a contract while C refers to the classical approach based on
freedom to contract. When disputed contracts are adjudicated before
courts, I assume that the courts can judge the type of company strategy
chosen only if it is the DQP strategy (S). This follows from the earlier
analysis of information costs faced by courts. Only when firms develop
standardized contractual structures can courts accurately examine the
technical practices and private norms developed between firms, and in
turn situate these practices within the broader context of risk distribu-
tion within the relationship. In other cases, the only information courts
have is the written contract, which does not contain sufficient informa-
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tion for courts to know which company strategy is being used. Courts
cannot differentiate between companies choosing to compete on price (P)
or on innovative governance structures (I). The slashed line that connects
the P and I choices on Fig. 12.1 illustrates this information set.

3. In the third and final move, companies decide whether or not to
create industry frameworks (IF, NF), where IF denotes a strategy of
engaging networks of trade associations to create an industry framework
and NF refers to a strategy of not creating an industry framework.

Collectively, these decisions determine the institutional framework
constellation developed for the new form of inter-firm relations. There
are four possible constellations:

C,IF—classical contract law, industry framework
R,IF—regulatory contract law, industry framework
R,NF—regulatory contract law, no industry framework
C,NF—classical contract law, no industry framework

Table 12.2 groups each of the four possible institutional framework
possibilities with the associated pattern of business coordination and the
efficiency of the resulting laws. The development of market or non-
market forms of business coordination follows directly from the decision
by firms to develop industry frameworks or not. To describe the effec-
tiveness of laws within each institutional framework possibility, the term
'efficiency' is used. Efficient law-making occurs when courts obtain all
information about the relationship that is presupposed within the

TABLE 12.2 Institutional framework possibilities for Germany

Court legal
approach

Company framework decision

Create industry framework Do not create industry
framework

Regulatory — Efficient laws (1)
law — Non-market forms of

industry coordination
(R, IF)

Classical — Efficient laws (3)
law — Non-market forms of

industry coordination

— Inefficient laws (2)
— Market forms of industry

coordination
(R,NF)

- Efficient laws (4)
— Market forms of industry

coordination
(C,NF)(C,IF)
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contract law doctrine that they are enforcing. If courts do not have the
information necessary to apply laws consistently, judicial process norms
will be broken and inefficient legal outcomes will ensue. Classical con-
tract laws are always efficiently implemented, since there are usually few
information requirements besides the written contract. Because the infor-
mation requirements are higher for the efficient functioning of regula-
tory laws, courts must rely on the decision of firms to develop industry
frameworks. Efficient implementation of regulatory laws ensues only
when this condition is met (cell 1).

Institutional Fmmezvork Preferences of Firms and Courts

In order to understand the logic of strategic interaction within the game,
it is first necessary to examine the preferences that courts and firms have
over different institutional framework outcomes. Firm preferences may
be derived through considering how each possible framework outcome
influences their ability to successfully develop particular company strat-
egies. Judicial preferences may be derived through examining how the
different framework constellations influence the ability of courts to effi-
ciently impose different forms of contract law.

Institutional framework preferences of firms

Company preferences are shaped by the competitive strategy selected.
The following examines how each possible form of contract law and busi-
ness coordination influences the ability of firms in each company strategy
type to create legal and technical structures to govern inter-firm rela-
tionships. Examining these preferences thus allows a direct examination
of the influence of particular institutional framework constellations on
company strategy. Preferences for contract law and form of business
coordination are examined separately, and then combined to create an
aggregate preference ordering ranking over each of the four possible
national institutional framework possibilities examined in Table 12.2.

1. Innovation. Firms using the innovation strategy have a strong pref-
erence for a classical system of contract law (C > R). While innovative
companies often employ cooperative supplier relationships and may
support the spirit of fair trading laws, they strongly oppose the actual
practice by which legal regulation is employed. German courts often
impose legal regulation through impinging upon the technical organiza-
tion of inter-firm relationships. An example discussed earlier is the legal
requirement that final assemblers conduct 'entry inspections' of all goods
purchased as soon as they are delivered by the supplier to the final
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assembler. These inspections create technical rigidities firms face when
designing innovative versions of just-in-time delivery (see Casper and
Hancke 1999). In addition, legal regulation limits the type of legal cate-
gories available to firms. By restricting the use of other basic legal
categories the complexity of legal regulation is reduced. This impacts the
ability of companies to customize incentive structures through creating
novel legal forms. The contractual structures created by innovators
usually include customized legal clauses needed to create frameworks of
incentives that are often necessary to sustain volatile and risky new
forms of collaboration. If courts will not recognize the legal categories or
underlying division of technical labor between highly innovative large
firms and their suppliers, these companies must then opt out of the
normal system of legal entitlements and remedies governing inter-firm
relationships and create private contracting rules to manage relation-
ships.

Innovators also have little to gain from the development of industry
frameworks. The primary goal of industry frameworks is to create tool
kits showing other firms how to emulate new forms of industrial organ-
ization. Why should an innovative company directly help other firms
appropriate its inventions (see Teece 1986)? Innovators thus have a pref-
erence for no industry frameworks (NF > IF).

Combining these individual preferences over the form of law and form
of industry coordination generates an aggregate preference ordering for
innovative firms. Since innovators prefer classical law and do not benefit
from industry frameworks, their first preference is for the (C,NF) institu-
tional framework outcome, or cell 4 in Table 12.2. The least desired frame-
work outcome is (R,IF), or cell 1. The second and third preferences could
be argued either way, depending on which of the two individual national
institutional framework preferences the innovative firm most values.
For most innovative firms, the legal preference should outweigh the
preference over the form of industry coordination. Innovators are cru-
cially dependent on a classical system of contract law to create custom-
ized governance structures. Without a facilitative system of contract law,
innovative firms could be forced to depend on private forms of con-
tract and dispute resolution, presumably at great cost to the firm. It then
follows that the second preference is (C,IF) or cell 3 and the third prefer-
ence is (R,NF) or cell 2. The framework preference ordering for innova-
tors is thus: C,NF > C,IF > R,NF > R,IF.

2. Price-competition. For companies concerned with the ability to retain
control rights over legal and market risks, the threat of legal regulation
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is paramount. Regulatory contract laws reduce the flexibility of large
firms in distributing legal entitlements with suppliers. While raw bar-
gaining power might allow large companies to include illegal or quasi-
legal contract clauses in cases of extreme bargaining asymmetry, most
supplier companies will understand their legal rights and can insist on
maintaining normal practice. As the goal of legal regulation is primarily
to deter firms from adopting opportunistic strategies towards suppliers,
price competitors strongly prefer a classical system of contract law
(C > R). Companies choosing cost-based product market strategies are
usually not innovative in creating their own supplier network structures,
and thus could appropriate most of the benefits created by industry
structures. Such firms often participate in technical standardization
projects and also benefit from the creation of interlocking legal frame-
works. Price competitors thus prefer industry frameworks (IF > NF).

It follows that the (C,IF) institutional framework is most preferred. For
companies choosing to compete on price, the (C > R) legal preference
strongly outweighs the (IF > NF) business coordination preference. The
second most favored outcome is thus the (C,NF) institutional framework,
which also preserves freedom to delegate contractual control rights.
Because the legal preference is valued very highly by price-competitors,
the core goal of these firms should be to secure an institutional outcome
that includes classical contract laws. If legal regulation is nevertheless
imposed, then these firms still prefer legal regulation with industry
frameworks (R,IF) over legal regulation without industry frameworks
(R,NF). The resulting regulatory framework preference ordering is: C,IF
> C,NF > R,IF > R,NF.

3. Diversified quality production. Companies using the DQP strategy
attempt to fully take advantage of non-market forms of coordination.
Their core strategy depends upon the use of standardized contractual
structures embedded within industry frameworks to complement gener-
ally long-term, cooperative relationships with suppliers. DQP firms thus
have a strong preference for industry frameworks (IF > NF). As a result,
regulative laws impinge on DQP firms far less than for innovators or
price competitors. Nevertheless, DQP firms oppose the imposition of
legal clauses defining the distribution of risks across large and small
firms by courts. They prefer that firms define risk-sharing parameters
privately or through trade association bargaining. DQP firms thus prefer
classical contract laws to regulatory laws (C > R).

For DQP firms the benefits gained from industry frameworks strongly
outweigh the costs of legal regulation. The most preferred framework
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outcome is no legal regulation with industry frameworks (C,IF). How-
ever, because DQP companies usually have cooperative supplier relation-
ships and use standardized contractual structures, the costs of legal
regulation are much smaller than for either innovators or price competi-
tors. As a result, the regulation with industry framework outcome (R,IF)
is preferred over the no regulation and no industry framework outcome
(C,NF). Regulation with no industry framework (R,NF) is the least
favored outcome. Here legal regulation will be both costly and ineffi-
cient, creating additional governance costs in addition to the lack of in-
dustry framework benefits. The resulting regulatory preference ordering
of companies with the DQP company strategy is C,IF > R,IF > C,NF >
R,NF.

National institutional framezvork preferences of courts

An important problem facing courts is that they cannot tailor contract
law to suit particular company strategies. For example, courts might
prefer to punish price competitors through imposing legal regulation
while simultaneously creating classical contract law doctrines for inno-
vative companies. While there might exist public pressure to accommo-
date both strategies, in practice courts can only adopt one form of
contract law to deal with particular contract structures. This follows
partly from the high information costs faced by courts in identifying
price competitors and innovators, but more fundamentally from the need
to create clear bodies of precedent for each area of the law.

In Germany broad social norms underlying the idea of the 'social
market economy' have combined with specific 'fair trading' laws such
as the AGB-Gesetz to provide a clear public mandate for courts to apply
regulatory contract laws (R > C). Courts might also have private motives
to prefer regulatory contract laws. Legal regulation allows courts to
develop an activist legal agenda that increases their power and prestige
within society. However, courts must also value the development of effi-
cient legal processes. If courts cannot enforce laws and precedent
efficiently, then they have failed in their core function of dispute resolu-
tion. Companies would not be able to use the 'shadow of the law' to
solve disputes. If the costs of legal inefficiency are high enough, firms
might develop alternative dispute resolution procedures. Accordingly, it
must be assumed that courts value the efficiency of the law over the
ability to implement a particular approach to contract law. It then follows
that courts will refuse to develop regulatory laws if they cannot be imple-
mented efficiently. A full preference ordering for courts is thus: efficient
regulatory law > classical law > inefficient regulatory laws.
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TABLE 12.3 Framework preferences for German courts and large firms

Actor Framework preferences
Courts R,IF > C,IF > C,NF > R,NF

Large firms by product market strategy
DQP C,IF > R,IF > C,NF > R,NF
Price-based (opportunism) C,IF > C,NF > R,IF > R,NF
Innovation C,NF > C,IF > R,NF > R,IF

These legal preferences may be expanded into aggregate institutional
framework preferences. Courts can only efficiently implement regula-
tory laws if companies create industry frameworks. As a result, courts
must always prefer that firms create industry frameworks (IF > NF).
Combining legal with business coordination preferences, the first frame-
work preference for courts must be (R,IF). Only this framework constel-
lation allows courts to efficiently implement regulatory laws. Of the four
possible outcomes, (R,NF) must be the least preferred outcome, since it
is only here that inefficient laws are created. This leaves the (C,IF) and
(C,NF) outcomes. Courts can always efficiently implement classical
contract laws, in which they merely enforce the written rules of contracts.
Thus, either the (C,IF) or (C,NF) outcome produces an efficient legal
result. As industry frameworks have diffuse public policy benefits (lower
transaction costs to industry and small-firm competitiveness), it is plaus-
ible to assume that as agents of the state courts prefer (C,IF) over (C,NF),
but this is inconsequential to the logic of strategic interaction that occurs.
The regulatory preferences of courts are thus: R,IF > C,IF > C,NF > R,NF.
Table 12.3 summarizes the framework preferences for German courts and
large firms.

Strategic Interaction in Germany

Referring back to Fig. 12.1, we can now examine the strategic interaction
between courts and large firms. The game is not solved formally. The goal
of the following analysis is to illuminate a strategic dilemma faced
by German courts. We will see that courts have the strategic capability to
produce their most desired national institutional framework possibility,
(R,IF) or cell 1 in Table 12.2. However, to accomplish this goal courts must
adopt a strategy of always choosing regulatory contract law as the game
is repeated over time. This leads to institutional framework outcomes that
reward firms that choose DQP strategies while punishing price competi-
tors. However, this court strategy also produces the least favored national
institutional framework conditions for innovative companies.
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The strategic dilemma facing courts can be illustrated through exam-
ining the game by using backward induction. Referring once again to
Fig. 12.1, first examine the branch of the decision tree stemming from
the decision by a firm to adopt a DQP strategy (choice S). Once this
decision has been made, courts and firms both have dominant strategies.
DQP firms always prefer to create industry frameworks, regardless of
the orientation of contract law. Because this dominant strategy exists,
courts can always commit to create regulatory contract law when dealing
with known DQP firms. The court will know that DQP companies will
always choose to create industry frameworks and that the resulting legal
regulation will be efficient. This generates the (R,IF) framework outcome
(cell 1 in Table 12.2), producing the second most favored outcome for
DQP firms, and the most favored outcome for courts.

The analysis becomes more complicated on the other side of the deci-
sion tree, when the court does not know the type of company strategy
selected. When a court finds itself within the information set contained
in the game, it knows that the firm has not chosen DQP, but does not
know if it is a price competitor or an innovator. To examine the possible
strategies, we can examine what strategy a court might pursue if it
believes that the firm is a particular company strategy type.

What should a court do if it believes the company is a price com-
petitor? Because price competitors value the existence of classical
contract laws much more than the gains from industry frameworks, they
have an incentive to commit to a no framework policy, since they must
assume that courts will always regulate any industry frameworks
created. Even though legal regulation could then lead to their least
preferred outcome (P,R,NF), companies know that this is an inefficient
outcome for courts as well. If courts believed this threat, they would be
forced to select a classical contract law approach, creating the second
most favored outcome for companies (P,C,NF), which must be seen as
far superior to any outcome that includes regulatory laws.

Nevertheless, if a court believes that the firm is a price competitor, it
might still choose a strategy of legal regulation. From a German public
policy perspective, courts have a strong mandate to punish companies
adopting the price competition strategy. This might be interpreted to
mean that the cost to courts of arriving at the (P,R,NF) outcome is not
as high as in the other cases, since inefficient legal decisions in effect add
to the 'punishment' imposed upon companies adopting industrial prac-
tices defined as socially illegitimate. But besides this point, if courts
always adopt a policy of legal regulation, companies competing on price
must realize that their threat not to create industry frameworks is not
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credible. Courts know that price competitors prefer the existence of
industry frameworks. Faced with legal regulation in any case, com-
panies will then create industry frameworks, since then they receive their
third most preferred institutional outcome (R,IF) instead of their least
preferred outcome (R,NF). Of course, once firms adopt this strategy,
courts achieve their preferred outcome.

Courts face a different problem when they believe the firm has chosen
the innovative strategy. Innovators have a strong rationale to always
choose market forms of business coordination (NF). Doing so ensures
that the least favored R,IF outcome is avoided, and creates a possibility
that courts, fearing the creation of inefficient law, will help innovators
achieve their most favored outcome through choosing a classical legal
approach. Because innovators always prefer institutional frameworks
with no industry frameworks, courts cannot cajole innovators to create
industry frameworks through repeatedly choosing regulatory contract
laws. An additional difference between this and the price-competitor case
is that there exists no social legitimacy for a punishment strategy against
innovators. So long as courts believe that they are dealing with innova-
tors, they should understand that enabling laws are needed to facilitate
the creation of customized contractual structures needed to support
new forms of organization, not to opportunistically redistribute risks to
weaker suppliers.

Thus, if courts want to create national institutional frameworks
hospitable to innovation, they must select a classical approach (C). Given
that innovators have a dominant strategy of always choosing NF, there
is no possibility for courts to efficiently develop regulatory contract laws.
By developing classical contract laws, courts preserve a large role for law
in promoting innovation, and avoid the possibility that they will obtain
their least preferred R,NF framework outcome. The problem with this
approach is that it undermines the 'commit to regulation' strategy that
could effectively restrain price competitors. Once a court attempts to
reward innovators, price competitors may attempt to signal to the court
that they are also innovators. They could do this through consistently
choosing the NF strategy as the game is repeated over time.

We can now go back to the beginning of the game, in which the
firm must choose a competitive strategy. This decision will be contin-
gent on the firm's calculus of the likelihood that favorable institutional
frameworks for the given strategy will develop. The repeated nature
of the game can be crucial. If courts have consistently played one strat-
egy over the other, this could strongly influence the firm's company
strategy decision.
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From the court's perspective, choosing regulatory contract law has the
positive effect of raising the cost of opportunism, in effect creating incen-
tives for companies contemplating DQP or price competition to select
DQP. However, we know from the partial analysis that this threat is only
viable when large firms know that choosing P will always lead to a
punishment outcome. Because courts cannot distinguish innovators from
price competitors, if courts chose to create favorable framework condi-
tions for innovators, they must reward price competitors as well. A court
strategy of creating favorable legal conditions for potential innovators
through choosing a classical approach all or most of the time would lead
some firms that are not innovative, but have a choice between DQP or
price-competitive strategies, to choose P. They can do this by choosing
P and then NF. The (P,C,NF) outcome is likely to outweigh the (S,R,IF)
outcome for many firms. This is particularly true for companies experi-
encing substantial competition from low-cost foreign producers.

By eliminating the possibility of a strongly preferred outcome within
the price competitive strategy option, courts that repeatedly decide to
pursue regulatory contract laws give companies an incentive to choose
S and create industry frameworks. Doing so creates a pooling equilib-
rium. Remember that industry frameworks can only be created when
there is a consensus among large firms within particular industry asso-
ciations. For different reasons, both innovators and price competitors are
opposed to legal regulation, and thus have an incentive to undermine
associational governance projects. Since, for cartel law reasons, the asso-
ciational governance system is organized on consensus principles, a
small coalition of large firms can easily thwart any industry framework
project. As long as there is no way for courts to prevent price competi-
tors from attempting to pool with innovators, courts have a strong incen-
tive to develop a signaling strategy of always adopting legal regulation,
since this promotes a pooling equilibrium around diversified quality
production (S). Because companies choosing S will always generate
industry frameworks, only this outcome assures that courts will always
be in a position to efficiently regulate contracts—their most desired
outcome.

From a public policy perspective, the difficulty with this strategy is
that a fixed move by courts towards legal regulation punishes innova-
tion companies as well as companies attempting to compete on the basis
of costs. Potential innovators must also cope with legal regulation
designed to sway potential price competitors to adopt the DQP strategy.
Whenever the R,IF equilibrium prevails, national institutional frame-
works become a constraint on innovation. Innovators must circumvent
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legal regulation by creating private governance structures to support
new forms of organization. Given this decision calculus, it should not be
surprising if potential innovators also decide to choose the DQP strategy.
This is a core dilemma of legal regulation in Germany—bolstering DQP
types of corporate organization systematically punishes innovation. The
broad public policy problem is that the cost of this strategy—punishing
innovative companies—is borne by the public and not courts.

12.4.3 Contract Law and Corporate Strategy
in the United States

Because the institutional infrastructure in the United States lacks
networks of trade associations with strong legal competencies, firms
cannot cheaply collaborate to create industry frameworks. This elimi-
nates DQP as a viable company strategy, since the institutional frame-
works needed to support this strategy are unlikely to be created. As
there can only be variance on the form of contract law, the analysis of
strategic interaction between firms and courts is much simpler in the US
case. Dominant strategies exist for both courts and large firms, in effect
eliminating the complex strategic interaction made possible within
Germany's business coordinated political economy.

Institutional framework Preferences

In the absence of a possibility for firms to collectively create industry
frameworks, there are only two possible institutional framework
outcomes:

C, NF—no legal regulation, no industry frameworks
R, NF—legal regulation, no industry frameworks

Companies: For all firms, the preferred institutional framework outcome
is C,NF > R,NF. The reasoning is identical to that in Germany. Innovators
and price competitors each have a strong preference for classical contract
law.

Courts: The preferences of US courts are similar to those in Germany.
If they could be implemented efficiently, US courts would also favor the
imposition of regulatory contract laws. However, in the United States
decentralized forms of industrial organization and the lack of industry
frameworks create information asymmetries that are difficult for courts
to overcome. US courts have refused to implement regulatory contract
laws in cases in which they lack private information about industrial
practices (Schwartz 1992). The reason again is that these laws would
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violate judicial process norms, undermining the consistency of legal
reasoning within the precedent system. We may assume that US courts
have a preference ordering of NR > R when dealing with innovative com-
panies. When dealing with companies with opportunistic price-based
strategies, courts probably would prefer effective regulatory laws.
However, since non-market forms of industry coordination are not
possible in the United States, this outcome is eliminated. Courts must
again prefer NR > R.

Strategic Interaction in the United States

Strategic interaction between courts and large companies is simple, as
companies can always credibly commit to their preferred company
strategy. Courts might prefer the stricter regulation of contracts. How-
ever, they lack the ability to implement regulatory contracting doctrines
in all areas where the governance structures used by firms are complex
and embedded with information not available to courts. Furthermore,
the institutions facilitating the creation of industry frameworks lie
outside the legal system and, due to a combination of the United States'
historical development and the current strategies of companies, do not
exist. Legal actors thus lack the necessary policy instruments to promote
their favored strategies. They will choose to maximize efficiency. This can
be achieved through developing classical contract laws that promote flex-
ibility by companies and then enforcing the formal rules companies
choose to create. The resulting regulatory climate for inter-firm relations
fully supports both the innovative and price-based product market
strategies.

To summarize, US courts can create a strong role for the legal system
in the area of dispute resolution, but cannot mandate how firms dis-
tribute contracting risks among themselves. Rather paradoxically, this
promotes the creation of a form of industrial dualism in the United States.
Institutional frameworks are primarily legal in nature, allowing firms
to create customized contractual structures needed to promote highly
innovative company strategies, but at the same time also facilitating the
development of opportunistic contractual structures demanded by price-
competitive strategies.

12.5 Conclusion

This chapter has examined why important differences exist in the config-
uration of institutional frameworks governing inter-firm relations in
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Germany and the United States and explored the effect these frameworks
have on company strategies. The governance of today's decentralized
economy strongly depends on strategies developed to adjudicate incom-
plete contracts. The legal system is not an autonomous institution.
Rather, the character of laws is strongly determined by the broader
configuration of the political economy. An institutional complementarity
exists between the legal system and the system of business coordination
within the economy. In the United States regulatory contract laws cannot
be efficiently implemented because firms privately develop most com-
plex contract structures, which helps create a highly differentiated land-
scape of industrial organization. Facing high information costs, courts
are unable to meet the high information requirements presupposed
within regulatory contract law and are forced to apply classical doctrines.
National institutional frameworks in the United States subsequently
support innovative and price-competitive strategies, but are incapable of
promoting the 'DQP' company strategies.

In the United States courts and firms have dominant strategies that
depend on no implicit bargaining. Lacking fundamental institutional
change, the USA is locked in a very stable regulatory outcome. Most
firms in the United States are not interested in copying German-style
industrial arrangements. This is because most firms obtain their preferred
outcome under the present institutional arrangements: few regulations
on their freedom to contract. In terms of the company strategies
supported, this freedom is much more than the ability to adopt product
market strategies based on delegating risks to weaker partners. The
US institutional infrastructure has created incentives for firms to choose
fundamentally different strategies than in Germany. US contract law, as
one aspect of a broader body of corporate law that is broadly 'enabling'
in character (see Easterbrook and Fischel 1991), allows firms to com-
pete over the organization and thus effectiveness of governance struc-
tures. Particularly in the 1980s and 1990s, the flexibility that US-based
companies have shown in creating highly innovative forms of industrial
organization is a key factor allowing many of these companies to dom-
inate a range of high-technology industries characterized by innovative
strategies.

Because legal resources are decentralized, it is very hard to imagine
the underlying logic of American contract law changing. Legal innova-
tion is driven by thousands of private decisions by companies and courts.
Individual companies create new contracting structures which, if suc-
cessful, other companies might mimic. No collective action is necessary,
and innovation usually occurs through competition. Furthermore, once
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companies embark on the competitive strategies encouraged by these
institutional arrangements, they develop private legal competencies and
other resources allowing them to compete primarily on the basis of
market-based contractual structures. These sunk costs create an addi-
tional source of stability. Even if changes to the US institutional infra-
structure radically lowered the costs of creating industry frameworks,
many large US firms are unlikely to engage these institutions to create
industry frameworks. This is because most large firms already have
the competencies needed to create and compete on the basis of com-
plex private governance structures. Unless the gains from coordination
are high enough to motivate companies to adopt different company
strategies and different internal resources to support them, large US
firms would be unlikely to develop non-market forms of industry co-
ordination.

Due to differences in historical development, German companies are
embedded within complex networks of trade associations that firms may
engage to create standardized contractual structures, or industry frame-
works. The existence of standardized forms of industrial organization
within the economy lowers the information costs faced by courts when
imposing regulatory forms of contract law. This institutional comple-
mentarity between the legal system and the system of business coord-
ination is crucial to the development of Germany's distinct institutional
framework configuration. It creates a capacity for German courts to
implement regulatory contract laws that cannot be efficiently imple-
mented in the United States. Analysis of the strategic interaction between
courts and firms leads to the conclusion that courts can induce large
firms to consistently create industry frameworks through creating laws
that favor DQP company strategies while creating hurdles to the success-
ful pursuit of price-competitive and innovative strategies. Because it
leads to the investment of substantial collective benefits for firms,
German public policy tends to favor DQP firms (see Streeck 19920).

The trajectory of German institutional frameworks is more volatile
than that in the United States. While there is at present little evidence
that the system is changing, large firms and public actors both have the
potential to change the system. The creation of industry frameworks
requires collective action by large companies. The probability of strong
legal regulation will continue to create incentives for companies to
choose DQP strategies, while the system of business coordination allows
DQP firms to continue to create important collective benefits that are not
available to international competitors. While these factors lend stability
to the system, they will also continue to produce institutional frame-
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works inhospitable to innovators. However, as the bargaining analysis
made clear, even 'typical' German DQP companies do not get their
preferred outcome: the development of industry frameworks without
strong legal regulation. As international competition continues to inten-
sify, firms may feel compelled to develop strategies that are not advan-
taged by German national institutional frameworks. German companies
may increasingly be willing to pay the governance costs of opting out
of German institutional frameworks in order to choose innovative or
price competition strategies. Even if cooperation is cheap and rewarding,
if enough important companies are not interested for other reasons,
the German system of non-market-based business coordination could
weaken.

Pressures for change could also emerge through public policy. The
German public policy debate is increasingly focused on the perceived fail-
ure of German firms to compete in a number of high-technology sectors
in which continual innovation appears to be paramount (Casper et al.
1999; Casper and Vitols 1997). The analysis here points to the disturb-
ing conclusion that German policy-makers face a difficult dilemma. The
disincentives to innovation in Germany arise from the existence of legal
regulation and the reliance by firms on standardized industry frame-
works. These are the exact framework conditions that advantage the
DQP strategy. Thus, to promote widespread innovation within the econ-
omy, German public policy would have to encourage courts to pursue
classical contract laws. Doing so would encourage potential price com-
petitors and innovators to defect from the creation of industry frame-
works, and eventually lead to the creation of market-based institutional
frameworks resembling those in the United States. This is a core public
policy dilemma in Germany—bolstering DQP types of corporate organ-
ization systematically punishes innovation.
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Legal Irritants: How Unifying Law
Ends up in New Divergences

Gunther Teubner

13.1 Legal Transplant: A Misleading Metaphor

Good faith is irritating British law. Recently, the (in)famous European
Consumer Protection Directive 19941 transplanted the continental prin-
ciple of bona fides directly into the body of British contract law where it
has caused a great deal of irritation. A contractual term is unfair if
'contrary to the requirement of good faith, it causes significant imbal-
ances in the parties' rights and obligations arising under the contract, to
the detriment of the consumer.' The infecting virus had already earlier
found inroads into the common law of contracts, especially in the United
States where the Uniform Commercial Code and the Restatement (2d) of
Contracts provide for a requirement of good faith in the performance
and enforcement of contracts.2 British courts have energetically rejected
this doctrine on several occasions, treating it like a contagious disease of
alien origin, as 'inherently repugnant to the adversarial position of the
parties' and as 'unworkable in practice.'3 But they are now at a loss how
to deal with the EU Directive. And there is more to come, extending good
faith well beyond consumer protection. Article 1.106 of the Principles of
European Contract Law states:

(1) In exercising his rights and performing his duties each party must
act in accordance with good faith and fair dealing.

(2) The parties may not exclude or limit this duty.

This chapter is an adaptation of an article that appeared in the Modern Law Review 61 (1998):
11-32 copyright the Modern Law Review Ltd.

1 Regulation 4 of the Unfair Terms in Consumer Contracts, SI 1994 No 3159, imple-
menting the EU Directive on Unfair Terms in Consumer Contracts, Council Directive
93/13/EEC of 5 Apr. 1993 (OJ L95, 21 Apr. 1993: 29).

2 Uniform Commercial Code, UCC s. 1-203; Restatement (2d) of Contracts, s. 205.
3 Walford v. Miles [1992] 1 All ER 453, at 460-1.
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Finally, in international commercial law, good faith is playing an increas-
ingly important role.4

Some academic commentators have expressed deep worries: 'Good
faith could well work practical mischief if ruthlessly implanted in our
system of law' (Bridge 1984; cf. also Goode 1992). Others have welcomed
good faith as a healthy infusion of communitarian values, hoping that it
will cure the ills of contractual formalism and interact productively with
other substantive elements in British contract law (Brownsword 1994:
197, 1996: 111). The whole debate is shaped by the powerful metaphor
of the 'legal transplant.' Will good faith, once transplanted, be rejected
by an immune reaction of the corpus iuris britannicum? Or will it func-
tion as a new organ interacting productively with other elements of the
legal organism?

Repulsion or interaction? In my view, this is a false dichotomy because
the underlying metaphor of legal transplants, suggestive as it is, is in
itself misleading. I think 'legal irritant' expresses things better than 'legal
transplant.' To be sure, transplant makes sense in so far as it describes
legal import/export in organismic, not in machinistic, terms. Legal insti-
tutions cannot be easily moved from one context to another, like the
'transfer' of a part from one machine into another (Kahn-Freund 1978).
They need careful implantation and cultivation in the new environment.
But 'transplant' creates the wrong impression that after a difficult
surgical operation the transferred material will remain identical with
itself, playing its old role in the new organism. Accordingly, it comes
down to the narrow alternative: repulsion or integration. However, when
a foreign rule is imposed on a domestic culture, I submit, something else
is happening. It is not transplanted into another organism, rather it
works as a fundamental irritation which triggers a whole series of new
and unexpected events. It irritates, of course, the minds and emotions of
tradition-bound lawyers; but in a deeper sense—and this is the core
of my thesis—it irritates law's 'binding arrangements.' It is an outside
noise which creates wild perturbations in the interplay of discourses
within these arrangements and forces them not only to reconstruct inter-
nally their own rules but to reconstruct from scratch the alien element
itself. 'Legal irritants' cannot be domesticated, they are not transformed
from something alien into something familiar, not adapted to a new
cultural context, rather they will unleash an evolutionary dynamics in
which the external rule's meaning will be reconstructed and the internal
context will undergo fundamental change.

4 On Art. 1.7 UNIDROIT Principles of International Commercial Contracts and Art. 7 (1)
CISC, see Farnsworth (1995: 153); Schlechtriem (1997).
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Thus, the question is not so much whether British contract doctrine
will reject or integrate good faith. Rather, what kind of transformations
of meaning will the term undergo, how will its role differ, once it is recon-
structed anew under British law? And here is the point where the crucial
question of 'production regimes' comes in.5 In legal contexts, the different
impact of various production regimes has rarely been discussed. In this
chapter an attempt will be made to enquire into the significance of this
concept for the transfer of private law rules from one economic culture
to the other. The imperatives of a specific Anglo-American economic
culture as against a specific continental one will bring about a funda-
mental reconstruction of good faith under the new conditions. This is
why I think that, in spite of all benign intentions towards an 'Ever Closer
Union/ attempts at unifying European contract law will result in new
cleavages.

With this argument I take issue with two fundamental assumptions that
are popular today in comparative law. One is the 'convergence thesis.'6 In
the current movements toward internationalization, Europeanization,
and globalization, industrial nations are supposed to converge toward
similar socio-economic structures. Consequently, socio-economic conver-
gence makes uniformization of law as a primary objective appear simul-
taneously possible and desirable. The other is 'functional equivalence.'
While national legal orders are still founded on diverse doctrinal trad-
itions, they face the same structural problems which they have to resolve.
Accordingly, they will find different doctrinal solutions as functional
equivalents to the same problems which again results in convergence.7 I
question these assumptions because they are not aware of ongoing
debates in the social sciences on globalization which make it plausible
that the exact opposite of both assumptions is true. From these debates it
seems that contemporary trends toward globalization do not necessarily
result in a convergence of social orders and in a uniformization of law.
Rather, new differences are produced by globalization itself.8 These
trends lead to a double fragmentation of world society into functionally

5 See Hall and Soskice in the Introduction to this volume.
6 Locus dassicus is Kerr et al. (1960): Global cultural convergence is the result of indus-

trialization processes. Its juridical resonances can be heard in Markesinis (1994: 30). He sees
a convergence of sources of law, procedures, drafting techniques, and judicial views. Cf.
also Helmholz (1990: 1207).

7 Ancel (1971: 101-3); Zweigert and Kotz (1992: 31 n. 16); Bogdan (1994: 60); Glendon
et al. (1994: 12 f.). Critical: Frankenberg (1985: 438); Hill (1989: 106 f.); Ewald (1995a: 1986);
Legrand (1996: 55).

8 Huntington (1993: 22) paints a rather dramatic scenario of global cleavages. More real-
istic appears a simultaneous increase of both convergence and divergence tendencies as a
result of globalization: Friedman (1990); Featherstone and Lash (1995); Robertson (1995).
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differentiated global sectors and a multiplicity of global cultures. Worse
still, they result in a new exclusion of whole segments of the population
from the modernizing effects (Luhmann 1994, 1995: 37; Sinha 1995).
Accordingly, different sectors of the globalized society do not face the
same problems for their laws to deal with, but highly different ones. The
result is not more uniform laws but more fragmented laws as a direct
consequence of globalizing processes.

While there is evidence of such fragmentation on the level of the global
society, it is less apparent on the regional level. In Europe, especially,
there is a movement towards unification through law. This appears to
lend support to the view that there is increasing convergence and func-
tional equivalence of different national solutions. Of course, differences
in fragmentation on the global level and the European level are enor-
mous. Nevertheless, I want to take good faith, an important element of
the ongoing harmonization of European contract law, as my test case and
put forward the argument that not only globalizing tendencies but also
the efforts of Europeanization of national legal orders produce new
divergences as their unintended consequences.

13.2 Context versus Autonomy

In stark contrast to mainstream comparative law, some outsiders have
recently developed ambitious theoretical perspectives dealing with legal
irritants and at the same time irritating the mainstream. I single out three
authors: Pierre Legrand, Alan Watson, and William Ewald.

From an anthropologically informed 'culturalist' perspective Pierre
Legrand stresses the idiosyncrasies of diverse legal cultures and irritates
the European-minded consensus of comparativists with his provocative
thesis that 'European legal systems are not converging' (Legrand 1995a,
1995b: 262, 1997). Of course, he argues, convergences are observable
on the level of legal rules and institutions, but the deep structures of
law, legal cultures, legal mentalities, legal epistemologies, and the un-
conscious of law as expressed in legal mythologies remain historically
unique and cannot be bridged:

cultures are spiritual creations of their relevant communities, and products of
their unique historical experience as distilled and interpreted over centuries by
their unique imagination. (Bhikou Parekh, 1994, cited by Legrand 1995a: 10)

The crucial question is then how to identify conditions of convergence/divergence. The
text identifies major conditions of convergence within the legal system and major condi-
tions of divergence in its binding arrangements with other social systems.
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These fundamental differences do not only exist between very distant
world cultures, but between the laws of modern industrialized societies
as well, and they are particularly strong between the common-law and
the civil-law culture. Accordingly, legal transplants are exposed to the
insurmountable differences of cultural organisms; they cannot survive,
unchanged, the surgical operation:

Rather, the rule, as it finds itself technically integrated into another legal order,
is invested with a culture-specific meaning at variance with the earlier one.
Accordingly, a crucial element of the ruleness of the rule—its meaning—does
not survive the journey from one legal culture to another. (Legrand 1995a: n. 33)

This is an exciting perspective which promises new insights from an
adventurous journey through deeper and darker areas of comparative
law. It is a contemporary reformulation of Montesquieu's culturalist
skepticism against the easy transfer of legal institutions, but with the
important modification that the esprit des lois is less a reflection of a
national culture, but rather, of a specific legal culture. And it radically
reconstructs legal transplants anew. This is done not from the author-
perspective of the superimposing legal order, but from the viewpoint
of the receiving legal culture, which is reading anew, reconstructing,
recreating the text of the transplant.9

Promising as it is, this approach is however vulnerable to some im-
portant objections. How will it avoid the fatal calamities of any approach
to gesellschaftliche Totalitat, to 'totality of society' in which each legal ele-
ment reflects the whole societal culture and vice versa? How will
such an appeal to the totality of cultural meaning, to the ensemble of deep
structures of law, and to society's culture tout court be translated into
detailed analyses of interaction between law and culture? Legrand's
still rather modest efforts stand in a somewhat strange contrast to the
sweeping claims of his general program.10 Secondly, how will he account
for the manifold successful institutional transfers among western
societies that have taken place rapidly and smoothly? And thirdly, does
his own transfer into legal discourse of anthropological culturalist know-
ledge, which presumes that legal phenomena are deeply culturally em-
bedded, take into account the fragmentation, differentiation, separation,
closure of discourses that is so typical for the modern and postmodern

9 The inspirational source is of course Stanley Fish and his reader-response theory, see
Fish (1989, 1994).

10 See Legrand (1995a, 1996), for a somewhat 'schematic' attempt at sorting out the differ-
ences between the civil law and the common law culture.
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experience?11 Does Legrand adequately reflect the double fragmenta-
tion of global society which consists not only in polyculturalism which
he speaks about, but also in deep cleavages between discourses which he
tends to neglect?12

In direct contrast to Legrand, the legal historian Alan Watson has an
easy way to deal with these three objections. He provides rich historical
evidence showing that transferring legal institutions between societies
has been an enormous historical success despite the fact that these
societies display a bewildering diversity of socio-economic structures.
He explains the success of legal transplants by the highly developed
autonomy of the modern legal profession (Watson 1985, 1987, 1993). He
confronts functionalist comparativists with the theoretical argument that
convergence of socio-economic structures as well as functional equiva-
lence of legal institutions in fact do not matter at all. Neither does — this
is his message to the culturalists—the totality of a society's culture.

These claims are based on three main arguments which deserve closer
scrutiny. First, Watson asserts, comparative law should no longer simply
study foreign laws but study the interrelations between different legal
systems (Watson 1993: 1-21). In my view, this argument reflects rightly
a major historical shift in the relation between nations and their laws and
is apt to reduce inflated culturalist claims. Montesquieu, in his 'esprit
des lois/ could still maintain that laws are the expression of the spirit of
nations, that they are deeply embedded in and inseparable from their
geographical peculiarities, their customs and politics. Therefore the
transfer of culturally deeply embedded laws from one nation to the other
was a grand hasard. Today, due to long-term historical processes of differ-
entiation and globalization, the situation is indeed different. The primary
unit is no longer the nation which expresses its unique spirit in a law of
its own as a cultural experience which cannot be shared by other nations
with different cultural traditions. Rather, national laws—similar to
national economies—have become separated from their original compre-
hensive embeddedness in the culture of a nation. And globalizing
processes have created one worldwide network of legal communications
which downgrades the laws of the nation-states to mere regional parts

11 Lyotard (1987) speaks of hermetic closure of discourses; Luhmami (1995) sees in the
global society a double fragmentation: cultural polycentricity and functional differentia-
tion; Habermas (1996) identifies within the lifeworld a multiplicity of discourses.

12 Legrand needs to explain why he sees almost insuperable cleavages between different
legal cultures while he negates similar cleavages between legal cultures on the one hand,
political, economic, academic, aesthetic cultures on the other (Legrand 1995a). Particularly
under postmodernist claims which accentuate the fragmentation of diverse discourses
(Lyotard), this position is difficult to defend.
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of this network which are in close communication with each other.13

Therefore the transfer of legal institutions is no longer a matter of an
interrelation of national societies where the transferred institution carries
the whole burden of the original national culture. Rather it is a direct
contact between legal orders within one global legal discourse. This
explains the frequent and relatively easy transfer of legal institutions
from one legal order to the other.

However, at the same time their ties to the 'life of nations' have not
vanished. Although having become rather loose they still exist, but in a
different form. And it must be said against Watson in his engaged
polemics against mirror-theories of law and society that in spite of all
differentiation and all autonomy of law we should not lose sight of the
cultural ties of the laws and closely observe what happens to them when
laws are decoupled from their national roots.

Second, Watson identifies transplants as the main source of legal
change (Watson 1993: 95). The legal profession prefers to imitate and take
over rules and principles from foreign legal orders rather than reacting
directly to external stimuli from society. Watson traces this to the pecu-
liarities of the legal profession who need to argue from precedent and
authority. They prefer to derive their solutions from legal traditions
and abhor a creatio ex nihilo. Again, he has a point here. However, the
idiosyncrasies of the profession seem to me a secondary phenomenon. It
is the inner logic of the legal discourse itself that builds on normative
self-reference and recursivity and thus creates a preference for internal
transfer within the global legal system as opposed to the difficult new
invention of legal rules out of social issues. But once again, this prefer-
ence of the legal discourse for its own products should not blind the
analysis to the fact that usually in case of transplants the law reacts to
external pressures that are then expressed in a recourse to foreign legal
rules. And if one wants to understand the dynamics of legal trans-
plants one must analyze those external pressures from culture and
society carefully.

Third, Watson generalizes from his historical materials that legal evolu-
tion takes place rather insulated from social changes, that it tends to use
the technique of 'legal borrowing' and can be explained without refer-
ence to social, political, or economic factors (Watson 1981: 38). Again,
with the richness of his studies on the history of private law he scores a
point against contextualists and culturalists who see law as mirroring

13 For the debate on globalization and law, see Rohl and Magen (1996: 1); Twining (1996:
1); Teubner (1997).
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culture and society. And his findings resonate with sociological theories
about cultural evolution which reject a historical trajectory for the whole
of society and identify, instead, separate evolutionary paths for different
sectors of society, among them law. Indeed, legal transplants seem to be
one main source for a specific legal evolution because they create variety
of meaning in law. However, here again, Watson has not finished his
task. In his polemics against contextualism he overgeneralizes and is not
willing to scrutinize more indirect, more subtle ways of law and society
interrelations.14 He makes only one attempt when he describes the legal
professional elite as the translator of general culture to legal culture. But
here he identifies a surface phenomenon instead of scrutinizing the links
between the deep structure of different discourses (Watson 1985: ch. 5;
Watson 1987: 568 ff.). How will he integrate obvious counterexamples of
politically induced changes of the law, like the political transformation
of American public law in the Revolution, as analyzed by Ewald?15 He
seems to be obsessed with the somewhat sterile alternative of cultural
dependency versus legal insulation, of social context versus legal
autonomy, an obsession which he shares, of course, with his opponents
(Abel 1982). The whole debate, it seems to me, needs some conceptual
refinement that would allow us to analyze institutional transfer in terms
different from the simple alternative context versus autonomy. Hopefully,
the refinement will not end up in the compromising formula that legal
transfers take place in 'relative autonomy'. . .

13.3 Binding Arrangements in a Fragmented Society

The impasse of context versus autonomy may be overcome by distin-
guishing two types of institutional transfer which Otto Kahn-Freund
suggested twenty years ago (Kahn-Freund 1978: 298 f.). He proposed to
distinguish between legal institutions that are culturally deeply em-
bedded and others that are effectively insulated from culture and society.
Legal institutions are ordered alongside a spectrum which ranges from
the 'mechanical' where transfer is relatively easy to the 'organic' where
transfer is very difficult, if not outright excluded. At the same time Kahn-
Freund reformulated drastically the meaning of the 'organic,' shifting it
from the traditional comprehensive social embeddedness of law to a new

14 This argument is made forcefully by Ewald (1994: 1,1995b: 489), in his detailed critique
of Watson's work.

15 Ewald (1994) uses historical studies of legal changes in the American Revolution which
corroborate roughly Watson's findings in the field of private law but contradict them
directly in the field of public law.
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selective connectivity. Legal institutions are no longer totally intertwined
in the whole fabric of society and culture; their primary interdependency
is concentrated on politics. Thus, institutional transfers of the organic
type depend mainly on their interlocking with specific power structures
of the societies involved (Kahn-Freund 1978, 303 ff.).

I would like to build on these distinctions—mechanic/organic and
comprehensive/selective—modifying them, however, to a certain de-
gree. They provide indeed for the missing link in Watson's account of
autonomous transplants and allow for a more sociologically informed
formulation of Legrand's culturalism. They attempt to grasp what hap-
pened to the social ties of law in the great historical transformation from
embeddedness to autonomy—something that I would call law's 'binding
arrangements' (for this concept see Teubner 1992: 1443). True, Montes-
quieu's vision of a total union of law and national culture is no longer
adequate for the formalized, technicized, professionalized law of our
times which has achieved operational closure in the process of positiv-
ization. But, where something is excluded, it often returns through a back
door. Law's old connections reappear in new disguises in which they are
barely discernible.

I would like to put forward four theses of how the new ties of law
look and elaborate on these in the remainder of the chapter:

1. Law's contemporary ties to society are no longer comprehensive,
but are highly selective and vary from loose coupling to tight inter-
wovenness.

2. They are no longer connected to the totality of the social, but to
diverse fragments of society.

3. Where, formerly, law was tied to society by its identity with it, ties
are now established via difference.

4. They no longer evolve in a joint historical development but in the
conflictual interrelation of two or more independent evolutionary
trajectories.

These four properties of law's binding arrangements share with a
culturalist perspective the assumption that law is intricately interwoven
with culture, but they differ when it comes to high selectivity of the
bonds which excludes any talk about the 'totality of society.' They share
with an autonomist perspective the assumption that it is naive to speak
of law mirroring society, but they differ in their assessment of legal
autonomy. Greater autonomy does not mean greater independence of
law, rather a greater degree of interdependence with specific discourses
in society.
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What do these four properties of the new ties of law and society imply
for the transfer of legal institutions? In particular, how will the transfer
of continental good faith to British law be influenced by these selective
bonds?

13.4 Tight and Loose Coupling

The new ties are highly selective. Since contemporary legal rule produc-
tion is institutionally separate from cultural norm production, large areas
of law are only in loose, non-systematic contact with social processes. It
is only on the ad hoc basis of legal 'cases' that they are confronted with
social conflicts. They reconstruct them internally as 'cases', deciding
them via the reformulation of preexisting rules. However, as opposed to
these spaces of loose coupling there are areas where legal and social
processes are tightly coupled. Here, legal rules are formulated in ultra-
cyclical processes between law and other social discourses which bind
them closely together while maintaining at the same time their separa-
tion and mutual closure.16

Various formal organizations and processes of standardization as well
as references of law to social norms work as extra-legal rule-making
machines. They are driven by the inner logic of one specialized social
domain and compete with the legislative machinery and the contracting
mechanism (Teubner 1991:134 ff.; Sand 1995: 85). This difference between
loose and tight coupling has implications for the institutional transfer
from one legal order to the other. Kahn-Freund's suggestion that insti-
tutional transfer may be of a 'mechanic' type or of a more 'organic' type
makes sense in the light of this difference. While in the loosely coupled
areas of law a transfer is comparably easy to accomplish, the resistance
to change is high when law is tightly coupled in binding arrangements
to other social processes.

We should, however, be aware that, even in areas of loose coupling,
where an institutional transfer is easier to accomplish, this is not as
'mechanical' as Kahn-Freund suggested, such as the analogy of changing
a carburetor in an engine. William Ewald in his subtle critique of both
legal contextualism and legal autonomism makes a forceful argument
against a purely mechanic transfer. Even in those situations when the
law is rather 'technical,' insulated from its social context, legal transfer
is not smooth and simple but has to be assimilated to the deep structure
of the new law, to the social world constructions that are unique to the

16 For an analysis of ultracyclical processes in law and society see Teubner (1991).
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different legal culture (Ewald 1995a: 1943 ff.). Here, in the difference of
legal epistemes, in the different styles of legal reasoning, modes of inter-
pretation, views of the social world, Legrand's culturalist ideas find their
legitimate field of application, particularly under contemporary condi-
tions. After the formal transfer, the rule may look the same but actually
it has changed with its assimilation into the new network of legal distinc-
tions. In such situations, the transfer is exposed to the differences of
episode linkages that are at the root of different legal world construc-
tions.17 Legal cultures differ particularly in the way in which they inter-
connect their episodes of conflict solution. Here, the great historical
divide between common-law and civil-law culture still has an important
role to play.

Returning to our example, the famous bona fides principle is clearly one
of the unique expressions of continental legal culture. The specific way
in which continental lawyers deal with such a 'general clause' is abstract,
open-ended, principle-oriented, but at the same time strongly system-
atized and dogmatized. This is clearly at odds with the more rule-
oriented, technical, concrete, but loosely systematized British style of
legal reasoning, especially when it comes to the interpretation of statutes.
Does then the inclusion of such a broad principle in a British statute
also imply that British lawyers are now supposed to 'concretize' this
general clause in the continental way? Will British judges now 'derive'
their decisions from this abstract and vague principle moving from the
abstract to the concrete via different and carefully distinguished steps of
concretization? Will they reconstruct good faith in a series of abstract
well-defined doctrinal constructs, translate it into a system of conditional
programmes, apply to it the obscurities of teleological reasoning, and
indulge in pseudo-historical interpretation of the motives why good faith
had been incorporated into the Euro-Directive? From my impressions of
British contract law I would guess that good faith will never be 'trans-
planted' this way. But it will 'irritate' British legal culture considerably.
Under the permanent influence of continental noise this culture is under-
going indeed considerable change and is developing a new order of prin-
ciple-oriented statutory interpretation which is, however, remarkably
different from its continental counterpart. New dissonances from harmo-
nization!

Under present conditions it is inconceivable that British good faith will
be the same as Treu und Glauben German style which has been developed

17 See Teubner (1987, 1989: 727) for the relation of episode linkages to social world
constructions of law.
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in a rather special historical and cultural constellation. Treu und Glauben
has been the revolutionizing instrument by which the formalistic civil
code of 1900 has been 'materialized' and adapted to the convulsions of
Germany's history in the twentieth century.18 During this time German
legal culture developed an intimate 'symbiotic relationship' between the
new powers that the national constitution and the Civil Code had given
to the judiciary and the old powers invested in the authorities of
pandectic legal scholarship (Ewald 1995«: 2087). The result of this unique
type of episode linkage was that the highly ambivalent and open-ended
good faith principle, which was originally supposed to flexibly coun-
teract on an ad hoc basis the rigidities of formal law, was actually
propelled into an incredible degree of conceptual systematization and
abstract dogmatization.19 The law of good faith as it has been developed
through extensive case law is divided into three functions: (1) expansion
and establishment of contractual duties (officium iudicis); (2) limitation of
contractual rights (praeter legem); (3) transformation of contract (contra
legem).

The first function, which establishes an expansive doctrine of relational
contracting, is divided into a series of doctrinal constructs: secondary
duties of performance, duties of information, of protection, of coopera-
tion. The second function deals with the doctrine of individual and insti-
tutional abuse of rights: disloyal acquisition of rights, violations of own
duties, lack of legitimate interest, proportionality, contradictory behav-
iour. The third one expands the judicial power to rewrite contracts in the
light of supervening events: imbalance of equivalence, frustration of
contractual purpose, fundamental social changes (Soergel 1991: § 242, 6,
132 ff.; Staudinger 1995: § 242, 71, 969; Palandt 2001: § 242, 112 ff.). This
thorough dogmatic systematization of good faith, a contradictio in adiectu,
was possible only via a mutual reinforcement of judicial and professor-
ial activism. Bold judicial decisions were sanctified under the condition
that they obeyed the rigorous requirements of 'dogmatization' and vice
versa. The trend continues; in the most recent round, academics criticize
the judge-made law on good faith for its free-style argument, they lament
that good faith is still lacking sufficient dogmatization, and push for a
closer reintegration into the doctrinal system of German private law.20

18 For a brilliant account of the materialization of private law and the role of good faith
in this process, see Wieacker (1996: chs. 27-30).

19 For an English language account of good faith in German Law, see Ebke and
Steinhauer (1995); cf. also Schlechtriem (1997: 9 ff.).

20 See the attempt at a systematic reintegration of good faith into the civil code by
J. Schmidt in: Staudinger (1995: §242, 322-1556).
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In Britain, it may well be that 'good faith' (together with 'legitimate
expectation/ 'proportionality/ and other continental general clauses) will
trigger deep, long-term changes from highly formal rule-focused deci-
sion-making in contract law toward a more discretionary principle-based
judicial reasoning (see Levitsky 1994: 368-78). But it will probably move
into a direction quite different from German-style dogmatization. Given
the distinctive British mode of episode linkages, good faith will be devel-
oped rather in forms of judicial activism similar to those other common-
law countries have adopted, combining close fact-oriented case analysis
with loosely arranged arguments from broad principles and policies.
Lawyers will avoid the recourse to elaborate intermediate structures,
dogmatic constructs, juridical theories, and conceptual systematization
which is so close to the heart of German law. The predictable result will
be a judicial doctrine of good faith that is much more 'situational' in
character.21 'English courts will inevitably prefer to imply more precise
terms governing particular aspects of the business relation.'22 As opposed
to abstract and general 'conditional programmes' and to a series of finely
circumscribed doctrinal figures based upon good faith, they will distin-
guish and elaborate different factual situations of contracting. They will
not rely primarily on abstract distinctions developed by legal and
economic theory (complete/incomplete, discrete/relational, consumer/
commercial), rather begin to typify different 'relationships which are of
common occurrence'23 (landlord and tenant, doctor and patient, carrier
and shipper, etc.) and will see the pressures of the factual situations.

On the basis of this type of information English law will develop on
an analogical basis new rules coming out of a close analysis of the factual
situations involved. And principles will enter the scene which will not
be translated into strictly conceptualized and systematized doctrines, but
rather appear as loosely organized ad hoc arguments that do not deny
their political-ethical origin.

13.5 Tying Law to Social Fragments

Such an exposure to the deep structures of legal culture will take place
in any type of institutional transfer, whether they are 'mechanic' or
'organic' in Kahn-Freund's sense, or whether they occur in situations of
loose coupling or of tight coupling. Tight coupling will, however, pose

21 For such a situational approach to good faith, see Rakoff (1994: 201 ff.).
22 Collins (1997: 271).
23 Liverpool City Council v. Irwin [1977] AC 239; Shell UK Ltd. v. Lostock Garage Ltd. [1976]

1 WLR 1187, at 1196 f.
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additional difficulties. Transfers will not only be confronted with the idio-
syncrasies of the new legal culture, they will have to face resistance
which is external to the law. To identify the sources of resistance one
must understand that today law meets its society as a fragmented multi-
plicity of discourses.

Contemporary legal discourse is no longer an expression of society and
culture tout court; rather it ties up closely only with some of its areas,
only on specific occasions, and only to different fragments of society.24

Today's society does not present itself to law as the mystical unity of
nation, language, culture, and society, as Volksgeist in the sense of Savigny
and Herder, but rather as a fractured multitude of social systems which
allows accordingly only for discrete linkages with these fragments. Kahn-
Freund expressed a similar idea, maintaining that among the many social
factors Montesquieu had made responsible for the esprit des lois, today
only certain ones matter. He singled out the political power discourse as
law's primary link to society (Kahn-Freund 1978: 303 ff.).

This is an important insight which must however be modified. Kahn-
Freund formulated his account in the early 1970s, and the emphasis on
the law's political connections reflects the all-important political differ-
ences of the Cold War, the ever-present heritage of Europe's political
totalitarian regimes, the obsession with political institutions as the almost
exclusive expression of society's relevant conflicts, and the high aspir-
ations for political planning and steering which were prevalent in those
days. From the somewhat sobering perspective of the new century, this
seems to overestimate the importance of the political system at the
expense of other social systems. These other subsystems have by no
means lost their importance through a process of socio-economic conver-
gence which would leave us only with differences in institutionalized
politics, as Kahn-Freund argued. On the contrary, while political liberal
constitutionalism has now become the dominant global norm, differences
in respect of other discourses have gained in prominence. This is true
especially for the different types of economic regimes under victorious
global capitalism.

This has implications for institutional transfer. True, some legal insti-
tutions are so closely coupled to the political culture of a society that
their transfer to another society would require simultaneous profound
changes of its political system if they are supposed to work properly in
the new environment. This is the reason why Kahn-Freund was highly
critical about the import of collective labor law rules from the United

24 For an elaboration of this point, see Teubner (1992).



Unifying Law and New Divergences 431

States to Britain. He denounced this as a (politically motivated) 'misuse'
of comparative law.25 But there are other legal institutions—especially
in private law—whose ties to politics are rather loose while they are at
the same time closely intertwined with economic processes. Others are
tightly coupled to technology, to health, science, or culture. It is in their
close links to different social worlds that we can see why legal institu-
tions resist transfer in various ways. The social discourse to which they
are tightly connected will not respond to the signals of legal change. It
obeys a different internal logic and responds only to signals of change
of a political, economic, technological, or cultural nature. Transfer will
be effectively excluded without a simultaneous and complementary
change in the other social field.

Good faith is a splendid example of this fundamental transformation
from law's comprehensive social embeddedness to a more selective and
fractured connectivity. While contract law in general can be adequately
described as consisting of 'principles of voluntarism superimposed on
underlying social patterns and statuses' (Rakoff 1995: 221), good faith
has always been the element in contract law that directly connects with
these patterns. But over time this recourse has taken on different forms
co-varying with different forms of social organization. Historically, bona
fides had been contract law's recourse to social morality (Esser 1956:
151-2; Wieacker 1996: ch. 25 III 3). Whenever the application of strict
formal contract rules led to morally unacceptable results, bona fides was
invoked to counteract the formalism of contract law doctrine with a
substantive social morality. Contracts were performed in good faith
when the participants behaved in accordance with accepted standards of
moral behaviour.

Under contemporary conditions of moral pluralization and social frag-
mentation, good faith cannot play this role any more. There have been
attempts to take into account these historical changes and to replace
recourse to morality by recourse to the 'purpose' of the legal institutions
involved. Contracts are performed in good faith when the participants
are responsive to the policy of the rules, the telos of their rights, the idees
directrices of the institutions, the elements of ordre public, the values of
the political constitution within private arrangements.26 This new policy-
oriented interpretation of good faith which gained high prominence in
this century, especially in the debate about institutional abus des droits,

25 Kahn-Freund (1978: 316 ff.) it is another question, of course, whether they were ever
supposed to work 'properly'.

26 For a thorough rethinking of German contract law and good faith in such a policy-
oriented perspective, see Esser and Schmidt (1991: § 1 II, § 2 II, § 4 IV).
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reflected indeed the more selective nature of law's social ties. It con-
centrated them on the policies of institutionalized politics. But in a
sense it privileged the political ties of law, neglecting ties to other
discourses.

Formal contractual obligations are not only linked to substantive policy
requirements and the ordre public of institutionalized politics, they are
equally exposed to substantive demands of other social institutions.
Markets and organizations, the professions, the health sector, social
security, family, culture, religion—they all impose certain requirements
on the 'private' contractual relation. Invoking good faith in such situa-
tions means making visible how contractual expectations depend upon a
variety of non-contractual social expectations, among them (but not
exclusively) policy expectations, and their reconstruction within the con-
tract. Unbounded priority of the individual consensus between parties to
the contract cannot be insisted upon, whether one is dealing with matters
of individual conscience, strict religious prohibitions, political freedoms,
regulatory policies, or economic institutions. Good faith complements
contractual duties with social expectations stemming from those various
fields. Due to its high degree of indeterminacy, the general clause of good
faith is particularly suited to link contracts selectively to their unstable
social environments with constantly shifting and conflicting require-
ments.27

It is this selective and fractured linkage of good faith to highly diverse
social environments that will be responsible for newly emerging cleav-
ages. If, under European law, good faith is transferred from the Continent
to British law and if it is supposed to play also in the new context its
role of linking contracts to a variety of different discourses, then it is
bound to produce results at great variance with continental legal orders.
Good faith will reproduce in legal form larger differences of the national
cultures involved, and it will do so, paradoxically, because it was meant
to make their laws more uniform.

In the considerations to follow we cannot deal with the many links
that good faith establishes toward different discourses. We will concen-
trate on only one of the links good faith is creating, that is the link of
contracts to the production regimes in their economic environment. What
happens to the institutional transfer of good faith clauses when they are
indeed tightly coupled to the production regimes of the countries
involved?

27 For a reformulation of good faith in contemporary society, see Teubner (1980: 32-91,
1993: ch. 6 IV, V).
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13.6 Divergent Production Regimes

Here we are confronted with results in comparative political economy
which undermine the assumptions of mainstream comparative law about
'convergence' and 'functional equivalence' mentioned above (e.g. Porter
1990; Albert 1993; Crouch and Streeck 1995; Soskice 1999). Against all
expectations that globalization of the markets and computerization of the
economy will lead to a convergence of legal regimes and to a functional
equivalence of legal norms in responding to their identical problems, the
opposite has turned out to be the case. Against all talk of 'regulatory
competition' which is supposed to wipe out institutional differences,
legal regimes under advanced capitalism have not converged. Instead,
new differences have been created, even under the unifying attempts of
the European Common Market. Despite liberalization of the world
markets and the legal establishment of the Common Market, the result
of the last thirty years is the establishment of more than one form of
advanced capitalism. And the differences in production regimes seem to
have increased (Soskice 1997«). Obviously, production regimes are the
place where private law comes into play. The principles of good faith
play the role of the major binding arrangement between the rules of
private law and economic production regimes.

If we look at the German context, where good faith has been a driving
force in contract law, we find that the developments of this legal prin-
ciple are closely linked to a specific production regime (see Streeck 1995).
Here, the judicial requirements of performing a contract in good faith
have been deeply influenced by an economic culture which is best
described as a coordinated market economy (Soskice 1997: 75). In general,
it can be said that this production regime has been facilitated and sup-
ported by a system of private law in which the courts used particularly
the good faith principle to legally respond to the risks and opportunities
which the mixture of autonomy and trust produced in the specific pro-
duction regime.

More specifically, the following characteristics of the German produc-
tion regime find their structural correlates in an extensive series of good
faith obligations which have been developed by the courts.28

1. German corporate governance and corporate finance tend to favor
long-term financing of firms. Private law supports this by good faith

28 The text builds especially on Soskice (1997fl, 1997b), and expands his analyses in the
direction of private law requirements.
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obligations which the participant owners, companies and banks, owe
to each other. Under the umbrella of good faith, not only partners of
a business association are under a general duty of mutual loyalty;
German law acknowledges a far-reaching obligation upon the owners
of capital and other constituencies of the firm to further actively the
long-term 'company interest' as opposed to their partial self-interest (see
Teubner 1994). An extensive system of duties of disclosure and provision
of information has been developed in the relation between bank and
company.

2. Industrial relations within the firm and in the industry are highly
cooperative relations in which labor unions play an important part. As
a corollary of employees' high autonomy, the courts have developed
extensive good faith duties of loyalty toward the organization which
mitigate the risk of moral hazard inherent in their autonomous position.
In turn the law gives them a protected status within the firm. There are
equally extensive legal duties of responsibility and care of managers
toward the employees.29

3. Inter-company relations tend to be cooperative networks with rela-
tional long-term contracting, horizontally within markets as well as verti-
cally between different suppliers, producers, and distributors. Under the
good faith clause, courts have imposed duties of cooperation which are
geared toward the common purpose of the contract. In relational
contracts they have developed the general duty ex lege to renegotiate
contractual terms if a new situation arises. And one of the most impor-
tant judicial innovations has been to reintroduce the old clausula rebus sic
stantibus which the Civil Code had excluded. Judges take the freedom to
rewrite contractual terms in case of supervening events.30

4. Business associations and large firms coordinate markets via tech-
nical standard-setting, business standard contracting, and dispute reso-
lution. In support of this self-coordination of industries, courts have
recognized and reconstructed multilateral firm relations well beyond the
wording of bilateral contracts.31 However, their most important contri-
bution to associational market coordination was to acknowledge stan-
dard terms as binding and to regulate them by taking certain interests,
particularly that of the consumer, into account.32

5. Business associations negotiate technical and business standards
with government. Other non-economic interest groups, such as consumer

29 See e.g. Zollner and Loritz (1998: §§ 12-17).
30 For an overview, see Schlechtriem (1997: 9 ff.).
31 For an extensive treatment see Gernhuber (1989).
32 Ursula Stein in: Soergel (1991), Schuldrecht II, AGB-Gesdz, Einl. 3-8.
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associations and ecological movements, favour a 'neo-corporatist' culture
of mediating economic transactions with their outside world, with polit-
ical, social, and ecological concerns. The courts can build on such a body
of negotiated ordre public and reconstruct good faith standards on its basis
to counteract excessive economic transactions (see Teubner 1980).

An implantation of this 'living law' into the British soil simply would
not find its roots in a corresponding economic culture. How would good
faith duties of cooperation, information, renegotiation, contractual adap-
tation 'fit' into a production regime that is characterized by the traits of
a LME?33 The British economic culture does not appear to be a fertile
ground on which continental bona fides would blossom. Thus, the 'legal
transplant' approach would lead us to expect repulsion, not interaction.
The good faith clause will remain an exotic exception in the British land-
scape. Alternatively, what is the narrative that emerges from the 'legal
irritant' metaphor?

13.7 Coevolving Trajectories

Here we have to take a further complication into account: the Janus-like
character of law's binding arrangements. Economic 'rules of the game'
are not identical with legal rules; economic institutions are different from
legal institutions. An economic transaction needs to be distinguished
from a legally valid contract, even if they occur at the same instant. The
difference in a nutshell is that economic institutions are constraint and
incentive structures that influence cost-benefit calculations of econ-
omic actors, while legal institutions are ensembles of legally valid rules
that structure the resolution of conflicts. While being in a relation of tight
structural coupling, economic institutions and legal ones are not only
analytically but empirically distinct from each other.34

Structural coupling does not create a new identity, rather it binds via
a difference—via the difference that distinguishes law from the discourse
to which it is bound. Binding arrangements do not create a new unity
of law and society, unified socio-legal operations, or common socio-legal
structures. While their events happen simultaneously, they remain dis-
tinct parts of their specific discourse with a different past and a different
future. The only condition for their synchronization is this: they need to
be compatible with each other. Binding arrangements are Janus-headed,

33 For the following see particularly Soskice (1991: 45, 1997fl, 1997&).
34 For details see Teubner (1992).
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they have a legal face and a social face. And unfortunately, the two faces
of Janus tend to change their minds in different directions.

Now, when in case of a legal transfer the legal side of the relation
is changed this compatibility of diverse units can no longer be pre-
supposed; it would have to be recreated in the new context, which is a
difficult and time-consuming process. It would involve a double trans-
formation, a change on both sides of the distinction of the transferred
institution, not only the recontextualization of its legal side within the
new network of legal distinctions but also the recontextualization of its
social side in the other discourse. There is no unilateral determination of
the direction in which the change of the other side will take place. Their
interrelation cannot be described as institutional identity. It is equally
wrong to describe it as causal dependency between an independent and
a dependent variable, not to speak of a 'last instance' relation between
economic base and legal superstructure. Rather, it is a symbolic space of
compatibility of different meanings which allows for several possible
actualizations.

A binding arrangement, tying law to a social discourse, does not
develop in one single historical trajectory but in two separate and qual-
itatively different evolutionary paths of the two sides which are recon-
nected via coevolution. Their legal side takes part in the evolutionary
logics of law while the social side obeys a different logic of development.
Their changes however interact in so far as due to their close structural
coupling they permanently perturb each other and provoke change on
the other side.

Now it becomes clear why the transferred rule can only serve as an
irritation, and never as a transplantation, if a transfer of legal rules is
supposed to change a binding arrangement between law and another
social discourse. It irritates a coevolutionary process of separate trajec-
tories. On the legal side of the binding institution, the rule will be recon-
textualized in the new network of legal distinctions and it may still be
recognizable as the original legal rule even if its legal interpretation
changes. But on the social side, something very different will take place.
The legal impulse, if it is recognized at all, will create perturbations in the
other social system and will trigger there some changes governed by
the internal logics of this world of meaning. It will be reconstructed in the
different language of the social system involved, reformulated in its codes
and programmes, which leads to a new series of events. This social
change in its turn will work back as an irritation to the legal side of the
institution thus creating a circular coevolutionary dynamics that comes
to a preliminary equilibrium only once both the legal and the social
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discourse will have evolved relatively stable eigenvalues in their respec-
tive sphere. This shows how improbable it is that a legal rule will be suc-
cessfully transplanted into a binding arrangement of a different legal
context. If it is not rejected outright, either it destroys the binding arrange-
ment or it will result in a dynamics of mutual irritations that alter its iden-
tity fundamentally.

And good faith? It will not even be an irritant to the British produc-
tion regime if it presents itself as a bundle of legal duties of mandatory
cooperation, German style, imposed on the parties to a contract. The
British regime would react with cool indifference. However—and this is
my concluding thesis — good faith will become a strong irritation to the
market-driven production regime in Britain if the new context trans-
forms good faith from a facilitative rule into a prohibitive rule. Instead
of facilitating autonomy, trust, and cooperation, its effect would be to
outlaw certain excesses of economic action. Good faith would become
a quasi-constitutional constraint on two central elements of the produc-
tion regime: a constraint on strong hierarchies of private government
and a constraint on certain expansionist tendencies of competitive
processes.

The continental production regime to which Treu und Glauben res-
ponded, as we said, was characterized by high autonomy and high trust
relations within the market and within the organizations. They carry
specific risks and dangers which were mitigated by an elaborate system
of legal cooperation duties. The risks and dangers that the British produc-
tion regime carries are not problems of high autonomy and high trust,
but rather the opposite. This production regime is governed by the risks
of 'financial Fordism' where low-cost standardized production requires
detailed work regulation and frequent personnel change, by the dangers
of project organizations that manage complex tasks by a strong manager-
ial prerogative, by the steep hierarchy within economic organization,
and asymmetric relations between powerful companies and their depen-
dent satellites (see Soskice 1999). The role of the good faith principle
cannot conceivably be to transform these tightly coordinated organiza-
tions into cooperative arrangements.35 Rather, the task for contract law
would be to define quasi-constitutional rights and to protect them against
encroachments of private government, to set low-discretionary rules that

35 Production regimes are not easy to change by political action. And there is an in-built
asymmetry. While it is comparably easy to switch from an association-driven regime to a
market-driven regime, just by politically dismantling existing intermediary structures, it is
infinitely more difficult, time and energy consuming, to move from market coordination
to business coordination by political will. See Soskice (1997fl).
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draw clearly defined legal limits to quasi-administrative discretion.36 The
good faith principle would have to develop into judicial constraints on
arbitrary decisions of private government. As opposed to activating the
communitarian traditions of 'duties' of trustful cooperation, the judiciary
would have to activate the tradition of constitutional 'rights' which
historically have been invoked against governmental authority, and rein-
force them in the private law context.

There is a second reinterpretation of good faith which seems equally
relevant in the new production regime. It takes into account the funda-
mental difference between associational coordination and market-driven
coordination in standard-setting—in the broad sense of technical, intra-
organizational, and contractual standards. While on the Continent the
judiciary frequently refers to neo-corporatist processes of standardization
where negotiations between associations result in a certain mediation of
social and political interests with market results,37 standard-setting in
Britain is basically driven by market processes. Thus, according to its
production regime, British law tends to invalidate standard terms when
business associations have been involved unilaterally in the uniformiza-
tion of standard terms in the whole market. In George Mitchell (Chesterhall)
Ltd. v. Finney Lock Seeds Ltd. the court saw it as an invalidating factor that
'a similar limitation of liability was universally embodied in the terms of
trade between seedsmen and farmers and had been so for many years.'38

Under the British production regime, business associations are not sup-
posed to play a decisive role in the formulation of standard contracts.
The courts see it as a market failure when business associations produce
uniform standard contracts which exclude competition between diverse
contractual regimes (Collins 1997: 242). This is in striking contrast to the
German situation where business associations play a crucial role in
the unilateral standardization of business conditions (Casper 1996). As a
consequence, under German good faith rules it does not make a differ-
ence whether the standard contracts have been formulated by one enter-
prise or by business associations for the whole market.39

Under the British production regime, it is exceptional for standard
terms to be bilaterally negotiated by the relevant interest associations to

36 So-called horizontal effect of constitutional rights. For a sociological discussion,
Selznick (1969: ch. 7); for an application of basic rights as legal constraints on private
government, Collins (1992). A recent comparative analysis of horizontal effects of funda-
mental rights is Clapham (1996).

37 BGHZ 102, 41, 51; Ursula Stein in: Soergel (1991: § 9, 22).
38 Lord Bridge, [1983] 2 AC 803, [1983] 2 All ER 737 (HL).
39 Ursula Stein in Soergel (1991: § 1, 11, § 9, 22).
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which the courts could then refer as a fair compromise. Standardization
is more or less exclusively left to market mechanisms. In such a situa-
tion, it would be disastrous if the judiciary understood good faith as an
incorporation of spontaneously developed standards into private law.
The law would simply sanction the standard-eroding effects of market
competition and would effectively rule out non-economic political and
cultural aspects of standardization. In such a situation, the role of the
judiciary becomes much closer to that of an external political regulatory
agency which sets firm boundaries to market dynamics when they work
against the fundamental requirements of other social spheres.40 In
conjunction with government, regulatory agencies, and quasi-public
organizations, the judiciary of the British production regime needs to set
on its own external standards to economic action without having
recourse to social norms that have been preformulated in inter-associa-
tional negotiations.

Thus, the procedural dimension of good faith is profoundly influenced
by the difference of production regimes. If good faith means among other
things that one party has to take the other party's legitimate interest into
account, and in the case of consumer contracts that standardized con-
tracts must reflect the consumer interest,41 then the central question is
what kind of procedures are effectively working to satisfy this require-
ment. This is, to be sure, a more demanding procedural requirement of
good faith than the usual question of absence of pressure and deception.
Under an association-driven production regime the courts have to
monitor whether the negotiations between different associations and
regulatory agencies fulfill the procedural requirement of an adequate and
effective representation of consumer interests in the process of stan-
dardization. Their corrective action would primarily consist in changing
the rules of the game and redefining the property rights of the collective
actors involved. Under a market-driven production regime, the courts
will have to take a more active approach in order to make sure that stan-
dardized contracts fulfill the procedural requirements of good faith. In
the absence of associational negotiations they have to rely on a division
of labor with regulatory agencies, particularly the Office of Fair Trading
and the Trading Standards Departments of local government author-
ities.42 However, as has been well documented, those procedures seem
to have 'serious defects' (Beale 1995; Office of Fair Trading 1990). This

40 Brownsword (1997: 271): 'the law of consumer contracts must be seen nowadays as
a regulatory regime in its own right.'

41 Preamble, s. 16 to the Council Directive n. 1 above.
42 See the annual report, Office of Fair Trading (1996).
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implies that for the time being the courts themselves will have to carry
the main burden of making sure that the procedural requirements of
good faith are satisfied. Instead of monitoring a negotiation process, the
courts will have to answer themselves the substantive questions involved
and decide about how to account for the legitimate interest of the other
party to the contract.

Such an interpretation of good faith which is oriented to the peculiar-
ities, opportunities, risks, and dangers of a specific production regime
would indeed result in widely divergent rules in different countries, even
in contradictory decisions in apparently equal cases. These cleavages
cannot and should not be papered over by the European zeal for harmon-
ization of laws. If there is a role for the European legal authorities to
play, it would be to strengthen the capacity for irritation of the good faith
clause instead of neutralizing it when they try to enforce its Unitarian
interpretation.

European efforts at harmonization have not yet seriously taken into
account the Varieties of capitalism', the difference of production regimes.
If there is a lesson to learn then it would be a new interpretation of the
subsidiarity principle, understood no longer only in terms of political
decentralization, rather of respect for the autonomy of social, economic,
and cultural sectors, devolution of rule-making powers to social groups,
and a reinterpretation of conflict of laws no longer in terms of national
laws but of different production regimes.43

And maybe the young emerging network of European nations may
learn a lesson from the experiences of another slightly older federation
of nations, the Commonwealth. Recently the Privy Council allowed for
the possibility that a House of Lords decision about the general clause
of negligence need not be adopted throughout the Commonwealth if this
were not warranted by the 'general pattern of socio-economic behav-
iour'.44 This sounds a bit like the diversity of production regimes: A
general legal principle allows for a diversity of concrete decisions once
it is respecified in different social and economic cultural contexts. This
is not a question of Euro-philia or Euro-phobia, rather a question of Euro-
paradoxia, the paradox of the unitas multiplex which requests the inte-
grating law against all the rhetorics of an 'ever closer union' to pay
utmost respect to the autonomy and diversity of European cultures:

Le devoir de repondre a 1'appel de la memoire europeenne. . . . dicte de respecter

43 For a new perspective on European integration in terms of pluralization, fragmenta-
tion utilizing the idea of network, see Ladeur (1997: 33); Joerges (1996).

44 Invercargill City Council v. Hamlin (1994) 3 NZLR 513; (1996) AC 264.
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la difference, 1'idiome, la minorite, la singularite . . . commande de tolerer tout
ce qui ne se place pas sous 1'autorite de la raison.45

To summarize our more abstract reflections, attempts at institutional
transfer seem to produce a double irritation in the new context. They
irritate law's binding arrangements to society. Foreign rules are irritants
not only in relation to the domestic legal discourse itself but also in rela-
tion to the social discourse to which law is, under certain circumstances,
closely coupled. As legal irritants, they force the specific episteme of
domestic law to a reconstruction in the network of its distinctions. As
social irritants they provoke the social discourse to which law is closely
tied to a reconstruction of its own. Thus, they trigger two different series
of events whose interaction leads to an evolutionary dynamics which
may find a new equilibrium in the eigenvalues of the discourse involved.
The result of such a complex and turbulent process is rarely a conver-
gence of the participating legal orders, rather the creation of new cleav-
ages in the interrelation of operationally closed social discourses.

45 Derrida (1991). For such a perspective in contract law, see Collins (1995: 353).
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National Varieties of Standardization

Jay Tate

14.1 Introduction

Industrial revolutions are revolutions in standardization. The industrial
revolution of the late eighteenth and early nineteenth centuries depended
upon fabrication standards for relatively unitary products such as
textiles, pins, and firearms. The revolution of the mid-nineteenth century,
driven by scientific advances in chemistry, steam power, and electricity,
relied in part upon measurement standards for a broad array of funda-
mental quantities including time, distance, energy, electrical charge, and
atomic weight. A third revolution dating from the beginning of the twen-
tieth century transformed assembly industries by employing compati-
bility standards for complex devices such as automobiles. The late
twentieth century's revolution in information technology and telecom-
munications spread on the basis of interoperability standards.

Standards provide linchpins for sustainable change. Standards support
individual and organizational learning, monitoring, benchmarking, and
collaboration. Firms use standards to reduce internal and external trans-
action costs; to drive down prices from suppliers; to block or circumvent
competitors; to lock in quasi-monopoly profits through control of a
proprietary standard; to gain greater control over employees, suppliers,
and customers; and to set baselines for subsequent rounds of innovation.
Economies of scale, scope, speed, and quality are all built on the use of
standards.

And yet, standards and even standards institutions are themselves
anything but standard. Instead, national arrangements for standardiza-
tion vary according to historically rooted, and often nationally distinct,
institutional trajectories (Zysman 19960). A distinction between liberal
market economies (LMEs) and coordinated market economies (CMEs)
offers a useful way to compare these national varieties and to analyze
their interactions.

National approaches to standards crystallized during the first half of
the twentieth century in ways that reflected their respective chrono-
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logical, legal, and socio-political origins (cf. Verman 1973; Cargill 1989).
Timing mattered because although standardization in all countries has
always involved a mixture of competitive, cooperative, and coercive
elements (Greenstein 1992), the mixture of these elements has varied,
both worldwide over time (the relative importance of direct coercion has
declined) and within individual countries as they compared themselves
to one another. Countries earliest to develop national market standards
were most likely to favor liberal approaches based on markets and
competition. Follower countries, already possessing a partial roadmap to
the future, could develop more cooperative/coordinated approaches.
Countries furthest behind were most likely to rely to a larger degree
upon direct state coercion (cf. Gerschenkron 1962). Thus, many capitalist
countries in Asia have state-run standards-setting institutions while in
western Europe only Portugal does so.

However, timing provided at most a set of starting points. Law, itself
an early bastion of national standardization, mattered more. Particularly
important were the legal approaches to negligence and liability that began
to be elaborated as nineteenth-century industries generated unprece-
dented occasions for previously unheard-of injuries. In Germany, France,
Japan, and other countries reliant upon a national code, producer negli-
gence was specified in detailed and a priori regulations that governed not
only standard-setting, but also standards-testing and certification.

Within this code-based ('continental') family, at least two types of stan-
dardization developed. In Germany and Japan, code-based regulations
supported a conservative, fault-based approach to product liability and
a producer-oriented tolerance for sectoral (Germany) or intersectoral
(Japan) cartels. Firms in those countries enjoyed broad leeway to engage
in relatively intensive standards coordination. However, in post-revolu-
tionary France and to a lesser degree in quasi-revolutionary countries
influenced by France's Code Napoleon (e.g. Italy and Spain), code-based
regulations supported a stricter approach to product liability resembling
that in common-law countries, as well as an active ban on many pre-
revolutionary ('feudal') types of inter-firm collaboration. Standard-
setting in these latter countries was more likely to be mediated through
a third party, typically an agent of the state, rather than arranged purely
by economic actors themselves, resulting in what might be called a medi-
ated market economy.

Common-law traditions in countries such as Britain and the USA did
not attempt to specify negligence precisely in advance. Liability remained
open ('strict')—it could be found even in the absence of intent or negli-
gence— and shifted according to whatever accumulated case law said it
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was. By being less settled, common law encouraged firms to be more cre-
ative, but by leaving liability unspecified, it also encouraged them to
avoid any hint of legally actionable collaboration with one another. At
least two types of liberal standardization developed. In Britain, general-
ized management standards help mitigate the liability risks and related
insurance costs engendered under a common-law system. In the USA,
where federalism has encouraged a highly decentralized, even frag-
mented, standards system (Krislov 1997), British-style economy-wide
management standards have played less of a role than mergers. US
firms historically avoided inter-firm liability and antitrust prosecution
through acquisitions that brought collaboration in-house. Since US
firms preferred to combine rather than face the legal uncertainties of
collaboration, they favored manufacturers' self-certification over third-
party certification.

Politics mattered in all countries, not only in channeling how a code
or common-law legal tradition could play out, but also in shaping the
character of standardization itself. National approaches to standards
tended to crystallize during whichever period (usually the first third of
the twentieth century) national standards institutions were first created.
In countries where the hegemony of middle-class professions preceded
industrialization, the choice was open for essentially pre-industrial free
professions to become the template that later structured engineering and
other technical occupations (Haber 1991), thereby supporting an endur-
ingly liberal approach to standards. Britain, France, and the United States
were such countries, although the liberal settlement was weak in France,
where the Vichy regime's anti-liberal subordination of professionals
had effects that lasted long after 1940-4. By contrast, in countries where
the initial elaboration of national standards institutions took place
under aliberal political regimes, free markets and free professionals were
rejected in favor of a political subordination of markets (cf. Luebbert
1991). Indeed, wherever a legacy of serious challenges to business
hegemony was greater, whether from the right or the left, a more coord-
inated approach to standards arose and tended to persist. Combined with
a history of reinventing (rather than undermining) guilds, societies such
as Germany and Japan developed a more coordinated approach to stan-
dardization based upon continued, and occasionally intensified, subor-
dination of experts within particular organizations. In these countries,
cooperative standardization tended to become the domain of industrial
associations rather than individual-oriented professional societies.

In short, both liberal and coordinated market economies engage in
standardization, but the ease of 'exit/ and the character of 'voice,' and
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the basis of 'loyalty' all differ. In a liberal market economy, it is relatively
easy to abandon the formal standards-setting process in favor of a propri-
etary alternative. The most devoted standards participants tend to be
motivated by professional and individualistic incentives such as personal
reputation, disciplinary networking, and opportunities to monitor
employment alternatives (cf. Blau and Scott 1962: 60-3; Wilson 1989: 60).
Standards institutions tend to be run like for-profit institutions and are
expected to 'compete' for customers. Even when standardization takes
place within an industry association and participants are funded by their
respective companies, liberal institutional constraints can force partici-
pants to behave more like professionals: US Supreme Court decisions,
for example, have made it clear that standardization participants within
an industry association, under threat of antitrust prosecution, are ex-
pected to behave as neutral experts (Curran 1998). State actors with needs
unmet by a relatively uncoordinated economy may intervene directly to
secure a particular standard, though this in turn tends to weaken efforts
at broader coordination. Firms are inclined to view standards, and even
standards institutions, less as an opportunity for collaboration and more
as an occasion for tactical opportunism. At the low end, opportunistic
firms in LME settings use standards simply to increase price competi-
tion. At the high end, firms use standards, often in tandem with intel-
lectual property rights, to control radical innovations. At either end,
standards in an LME tend to become merely another object of strategic
manipulation, whether predatory or innovative.

In a coordinated market economy, by contrast, standardization partic-
ipants are less directly exposed to markets, less capable of defecting from
existing institutional arrangements, more likely to be rooted in particular
organizations (cf. Wilson 1989: 58), and more likely to seek anticipatory
standardization (or at least pre-competitive efforts to narrow the range
of possible standards). Standards institutions themselves are run less like
a profit center and more like an underlying part of the economic infra-
structure. State actors tend to utilize, reinforce, and extend the existing
standards infrastructure. Even nominally professional organizations
may be organized, as in Japan, so as to support standardization on an
organizational rather than individual or professional basis. Because those
working on standards are bound more securely to particular firms, and
firms are bound more securely to the national standards system, defec-
tions are rarer, and reliance upon market-based de facto standardization
less common. Long-standing collaborative relationships and encom-
passing institutions encourage firms in CME settings to treat standards
and standards institutions as parametric 'rules of the game/ i.e. as a
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shared infrastructure for further incremental innovation. By collaborating
in the creation of detailed standards that weed out technically inferior
outcomes, firms minimize the opportunities for price-based competition
and facilitate higher value-added production strategies.

Standards are one of the leading challenges in contemporary capital-
ism. National differences in standardization have already had profound
consequences for firm behavior and performance, and may continue to
do so, especially since it appears that these differences can persist even at a
transnational level. For example, a liberal approach may favor standards
arising from a variety of competing sources ('global standards') while a
coordinated approach may favor standards that are more formally and
centrally coordinated ('international standards'). Moreover, in addition
to becoming a central component of firm strategy, national differences in
standardization also have important implications for everything from
privacy and consumer behavior to patterns of nation-building, inter-
national relations, and global social movements. A closer understanding
of national approaches to standards can offer many rewards.

14.2 Britain

British firms have supported, and as a result been trapped within, a
lowest-common-denominator approach to standardization that has
proven relatively incapable of providing the range and quality of product
and process standards available to firms in other leading industrial
countries. Indeed, rigidities in the British standardization system may
have been a proximate cause of Britain's long-standing relative indus-
trial decline.

Such a conclusion is initially surprising. Britain has the oldest, largest,
best-funded ($150 million annual budget) national standards organiza-
tion in the world, the British Standards Institution (BSI). Through at least
the 1960s, BSI was widely considered the world's leading standards insti-
tution; it was often the model for other countries, not only in Europe but
also throughout the Commonwealth. It continues to have the largest
number of paying members and what it claims to be the largest library
collection of standards in the world. BSI's example informally established
principles adopted by many other, especially European, national stan-
dards organizations. (1) The peak standards institute is an independent
private organization that receives some public financing. (2) The insti-
tute is granted an effective monopoly over standards development across
a broad swath of economic activity. (3) Participants develop standards
within technical committees according to formal procedures that seek to
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assure consensus-oriented, voluntary, unpaid participation by all inter-
ested parties. (4) Draft standards are publicly disseminated to increase
the probability that all adopted standards are effectively consensus stan-
dards. (5) Completed standards are diffused by means of for-profit sales.

Despite superior staff and financial resources, however, the number of
British standards (even including all standards adopted from the
European and international level) is 30 per cent lower than the corres-
ponding figure in France and 40 per cent lower than in Germany. Ties
between industry and BSI have long been relatively weak and subject to
easy 'exit'; indeed, BSI has had relatively little formalized relations of
any kind with the some forty other standards-related organizations in
Britain despite state designation in 1942 as the 'sole organisation' respon-
sible for standards (Hesser and Inklaar 1997: 75).1

British firms arrived at this impasse by pursuing liberal market strat-
egies in standardization. British firms were historically lured by the easy
money to be made through their superior connections in the rapidly
developing but less sophisticated markets of the British Empire. The
extreme 'finance- and commerce-driven economy' that Weiss and
Hobson suggest (1995: 235) differentiates Britain from the US version of
liberal capitalism derived in part from the unparalleled market access
Empire and Commonwealth gave British firms in less developed coun-
tries. Firms wanted standards that supported exports to less developed
countries. Some of the earliest BSI standards were developed for the
Indian Railways (Woodward 1972: 49), and BSI had begun to establish
standards committees in former Dominions of the Empire (beginning
with South Africa in 1908) a decade before most countries had estab-
lished even a domestic standards organization.

The imperial approach to standards not only persisted during the shift
to Commonwealth institutions in the 1950s, there was a sharp increase
in state support for BSI outreach abroad. A series of Commonwealth-
level standardization conferences took place in 1946,1951,1953 (the year
BSI opened a new 45,000-square-foot facility), 1957, and 1962. These
efforts to maintain imperial-era markets, while popular with many
British firms, did nothing to advance the quality of British standardiza-
tion relative to that in other advanced industrial countries. Moreover,
even when Britain joined the European Free Trade Association (EFTA) in
1960 and dropped Commonwealth-level standardization in 1962, the turn

1 When BSI's authority did expand, as when BSI assumed full responsibility for civil
engineering Codes of Practice on 16 Oct. 1973 (Lukes 1979: 70), it did so not by coord-
inating industry-level efforts, but by displacing them.
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to 'international' standardization at ISO was in fact mostly—especially
since British firms often continued to neglect the largest European coun-
tries— a reincarnation of the old emphasis on less developed markets;
British firms were often merely attempting to increase their presence in
newly postcolonial countries that had previously been outside the British
sphere of influence. Although the original European Economic Commun-
ity (EEC) members had established a standards committee in 1957,
Britain had no contact with these discussions until 1961, the year that
the standards committees of EFTA and the EEC merged. Affiliated with
EFTA rather than the EEC, British firms tended to neglect European stan-
dardization even after the merger, preferring to concentrate on ISO and
IEC standards. BSI became the leading holder of secretariats at ISO
and IEC and by the early 1970s was already devoting more effort to
'international' standards than to national or European standards.

As it became clearer that BSI standards and firms were losing ground
to major European counterparts, a fundamentally liberal innovation in
standardization was gradually crafted. In 1962, the president of the
National Council for Quality and Reliability complained that 'although
British Standards were respected all over the world, standardization
was having less impact on British industry than in many countries'
(Woodward 1972: 83). Years of ensuing discussions culminated in a
national Quality and Reliability Year in 1966-7, which in turn spurred the
Department of Technology and the Confederation of British Industry to
create a committee in September 1968 to investigate quality and reliability.

With characteristically liberal flair, the British response—far from
devoting greater resources to ordinary product and process standard-
ization—was to create generalized management standards. Not only
would management standards support the flexible purchasing strategies
of British firms, they might also, however partially, obviate the need for
more detailed product and process standards. Thus when the Menforth
Committee report, issued in 1970, called for the creation of a 'federal
quality organization,' this instead gave rise in 1971 to a Quality Assur-
ance Council within BSI as well as the abolition of BSI's product-oriented
Certification Mark Committee. Product and process standards were on
the way out, management standards were on the way in. By 1974, BSI
issued its first quality assurance standard, the first private-sector quality
management standard to appear anywhere outside the nuclear power
industry (Woodward 1972: 84). Five years later, BSI issued a broader
'quality assurance' standard (BS 5750) that has been BSI's flagship stan-
dard— and leading cash cow—ever since.
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The 'quality' label has been profoundly misleading. What the British
called 'quality' in fact referred only to the consistency of overall manage-
ment operations, procedures such as ensuring that suppliers are clearly
advised of purchasing requirements, or that customer orders are exam-
ined to confirm that they can in fact be met. In other words, 'quality
management' merely aimed to establish a certifiably standard way to
manage consistently and reliably; the standard never aimed to assess the
quality of products or spur ongoing product and process improvements.
British firms embraced these generic management standards because
certified reliability would simplify their increasingly far-flung purchasing
in open markets. They also liked the fact that the standard could be used
defensively, to reduce potential legal and insurance expenses.

Because British firms wished to reduce costs and liability overseas,
efforts were made to have British liberalism's innovative approach to
standardization adopted by the International Organization for Standard-
ization (ISO). Following almost a decade of British maneuvering, the
contents of the British quality management standard (BS 5750) were
finally issued, with modifications, as the ISO 9000 series of standards for
quality management systems (QMS) in 1987. BSI's long experience with
the British version of the standard quickly allowed it to become the
world's leading provider of ISO 9000 certification.

The explosion of ISO 9000 certification, in turn, encouraged British
firms to back BSI's efforts to develop environmental and other manage-
ment standards. British firms were supportive, rightly expecting that an
environmental management standard would be only incrementally more
expensive than the quality management standard while offering even
greater opportunities to reduce potential liability. BSI itself, responding
to a stagnation in government subsidies during the Thatcher and
Major era, was eager to find further opportunities to expand its service
and certification business. BSI issued an environmental management
standard in 1992 (BS 7750), thereby allowing BSI and British firms to
build a five-year record of certification experience before the ISO 14001
environmental management standard finally appeared in 1996 (BS 7750
was promptly withdrawn the following year). The trend continued as
BSI's standard for project management (BS 6079), issued in May 1996,
provided another generalized management standard linked to BSI certi-
fication activities.

BSI increasingly neglected ordinary technical standards in favor of its
quasi-proprietary certification business. The shift away from standards
work was already evident in the organization's 1986 decision to change
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its official name from 'British Standards Institution' to 'BSF (a change
analogous to US Steel's decision to call itself 'USX'), and confirmed by
a more recent official statement of BSI's mission: 'to maximize global
influence in order to increase UK competitive advantage and protect
consumer interests, through the full range of quality services' (BSI 1997:
p. v). Standards development is not even mentioned in this statement of
BSI's mission!

Meanwhile, BSI's certification activities have become a major business,
with a vast network of overseas branch offices. In 1991, BSI created 'BSI,
Inc.' with headquarters in the USA, to market BSI registration services.
By the end of the decade, BSI employed 4,000 people worldwide in 93
countries (800 in the USA), most of whom served BSI's registry business.
By 1997, BSI had registered a total of 30,000 organizations to manage-
ment standards including ISO 9000, QS-9000, ISO 14000, and the Eco-
management Audit Scheme. Even BSI's certification for product testing
has become subordinated to what amounts to a cult of management
systems certification: all of BSI's product certification services, as well as
several other more specialized offerings for electronics and software, 'are
based on assessments against ISO 9000' (BSI 1996: viii).

Although it nurtures consistency, ISO 9000 certification is expensive
and often too general. The cost of initial certification is especially burden-
some for small firms, who pay anywhere from a minimum of $10,000 to
$40,000; large firms pay hundreds of thousands of dollars. The British
government attempted to offset the hardship to smaller firms by offering
subsidies toward certification, but maintaining current certification and
being recertified to any revised versions of the standards require addi-
tional expenditures. BSI's emphasis on ISO 9000 certification also tends
to encourage a complacent belief that consistent management and
product uniformity is a sufficient proxy for overall quality and innova-
tion. Rather than simply accept the over-generality of the ISO 9000 series,
firms in other countries developed more industry-specific implementa-
tions for medical devices, automobiles (QS-9000 and TS 16949), aerospace
(AS 9000), telecommunications (TL 9000), and eventually for ISO itself
(ISO 9000-2000). BSI, as usual, was eager to become the leading registrar
for those standards as well.

British firms are relatively free to 'exit' from the BSI framework since
'membership' is primarily an accounting device used to increase BSI's
government subsidy, which for decades was pegged to the level of funds
raised from membership dues. Indeed, even during the collectivist
heyday of nationalized industry from the 1940s to the 1960s, British firms
successfully sought a relatively liberal, and ultimately uncoordinated,
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approach to standardization.2 Conversely, during the Thatcher-Major
era, when BSI quite successfully reinvented itself as a free-market pro-
vider of certification services, state intervention continued to play a
modest role.3 The famous quality management standards, for example,
were arguably more dependent on the state than on business coordina-
tion: quality management had its origins in a military standard,4 and the
costs of certification were partially offset by government subsidies to
smaller firms, and the Department of Trade and Industry maintained a
steady stream of promotional advertising on behalf of 'quality manage-
ment' certification into the mid-1990s (Lane 1997: 210, 212).

The apparent contradictions of collectivist liberalism, or liberal collec-
tivism, help explain, or at least restate, the apparent paradox of British
standardization—that a large, centralized, professionally staffed, well-
funded peak standards organization nonetheless fell so far behind other
countries in the development of national product and process standards.
British firms responded to weaknesses in national standardization by
supporting 'international' standards that favored British access to less
developed markets. As other countries advanced in international stan-
dards, British firms responded by seeking to shift international standard-
ization away from specific product and process standards toward generic
management standards. Operating within a domestic market gener-
ally too small to nurture global de facto standards, British firms have
sought, with some success, to impose liberal features on international
standardization.

14.3 Germany

German capitalism has often been regarded as a coordinated, 'social', or
'organized' market economy, but the degree to which this condition
stems from the sustained efforts of German industry to retain control
over standardization has received little attention. German firms have

2 Some fifty industries including telecom, petroleum, and automobiles were nationalized
after World War II. The big nationalized firms tended to develop their own standards
through their respective national boards rather than work through, or support, the BSI
framework.

3 In 1970, fully 40% of the BSI budget of £2.83 million came from the state. By 1992, only
8% of the total budget of £42 million came from state support.

4 The earliest quality system standard of any sort was a 1963 US Department of Defense
standard (MIL-Q-9858), which in turn grew out of military quality improvement programs
dating back to World War II. NATO standard AQAP 1-9, issued during 1972 to 1976, was
the prototype for the British Defence Standard 05-21 of 1973. Britain's Quality Assurance
Council based its quality standard of 1974 (BS 5179 Pl-3), on the British military standard
of the previous year.
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repeatedly supported sustained industry-based standards coordination
in order to counter a series of external threats, whether from Wilhelmine
bureaucrats, Weimar reformers, Nazis, Allied occupiers, socialists, or EU
officials. The repeatedly high degree of environmental uncertainty sur-
rounding standardization in Germany throughout the twentieth century
encouraged most firms to relinquish whatever attachment they might
otherwise have had to a more liberal approach to standardization.

World War I was arguably the crucial formative experience for German
standardization. Production in state factories accounted for 40 per cent
of military output at the war's outbreak (Wolker 1992: 53), but efforts to
coordinate with private producers were often disastrous, partly because
state procurement was fragmented across four different war ministries
(Wolker 1992: 47). Communication between firms and the procurement
offices was hindered by the absence of standards for paper formats,
paper colors, symbols, and conventions for graphic representation
(Wolker 1992: 47). Even worse, the lack of standards for items such as
ammunition, weapons caliber, firing mechanisms, telephone equipment,
and military vehicles chronically complicated the production and distri-
bution of replacement parts throughout the war. Government pro-
curement offices initially had not even known the names of reliable
private-sector suppliers and in desperation were forced to ask the Berlin
office of the main engineering association (VDI) for a list of suitable
firms. VDI, which had itself undertaken some standards work as early
as 1860, eventually responded to the plodding and ineffectual incursions
of state procurement offices by establishing a private-sector standards
committee for machinery in Berlin on 17 May 1917 (Buder 1976: 14),
which by 22 December had become a standards committee for all of
German industry (NormenausschuG der Deutschen Industrie: NDI)
(Hesser and Inklaar 1997: 32). Although too late to salvage the German
war effort, the new organization laid the foundation for subsequent
industry-based coordination of standards in Germany.

During Weimar, firms supported NDI against the Economics Ministry,
which together with a peak association of professional/technical soci-
eties established a liberal-statist Reichskuratorium fur Wirtschaftlichkeit
in Industrie und Handwerk (RKW) in 1921. Firms resisted this state
incursion by broadening NDI's work with industry associations into
administration, Handwerk, and science, in 1926 renaming NDI the
German Standards Committee (Deutscher Normenausschufi: DNA).
Rising unemployment, especially from 1929, actually helped DNA in this
rivalry: rationalization measures promoted by RKW professionals were
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accused (along with other things liberal) of contributing to rising unem-
ployment and a widening economic crisis, whereas industry's DNA's
standards avoided such criticism. Although DNA lost any formal inde-
pendence under the Nazis, it continued to operate with no major change
in personnel until destroyed by Allied bombs (DIN 1992: 111-12).

After the war, German firms sought to defend private-sector coordi-
nation against the Occupation by supporting a revived DNA. Almost as
soon as the Occupation ended, business turned to fend off Social
Democrats, who began agitating for greater government involvement in
standardization, especially after their entry into government in the
'Grand Coalition' of 1966-9.5

Business again united to defeat such measures with a series of alliances
that culminated in a contract (Vereinbarung) signed by the Federal
Economics Minister and the DIN president on 5 June 1975 that desig-
nated DIN (assisted by DKE in electro-technology) as the competent
national standards body for the Federal Republic of Germany (Reihlen
1977).6 This was a quintessentially coordinated-market approach to stan-
dardization. The word 'Norm' was from this time effectively reserved to
documents produced in association with DIN.7 The federal government,
implicitly following a Prussian precedent from 1929, declared its inten-
tion to reference DIN standards in legal provisions and to follow DIN
standards in its own administration and purchasing (Buder 1976: 5).
Even German military standards (Verteidigungsnormen) are developed in
accordance with DIN procedures and published by Beuth, the DIN
communications wing. Business coordination through DIN also gained
responsibility for 'the public interest' in safety, health, the environment,
consumer protection, and energy (Voelzkow 1996: 245, 247-8, 254).
Conversely, DIN standardization would be merely reported to the appro-
priate ministry; no ministerial supervision or consultation was required
(Voelzkow 1996: 96-7).

5 Proposals ranged from modest adjustments — publishing all technical standards in a
to-be-added part IV of the federal legal register (Bundesgesetzblatt)—to sweeping plans for
the creation of new public entities such as 'chambers of technology' (Technologiekammem)
staffed by legal experts and engineers, or even a 'technical sub-Parliament' (technisches
Unterparlamenf) (Voelzkow 1996: 227).

6 The organization's name was changed from Deutscher Normenausschufi (DNA) to
Deutsche Institut fur Normung (DIN), thereby gaining an acronym with the same letters
as their already well-known Deutsche Industrie Norm (DIN) standards.

7 A standard not under the DIN purview would thenceforth be known as a technical
rule (technische Regel), a supplier specification (Lieferbedingung), or an administrative guide-
line (Richtlinie).
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In short, DIN coordination became authoritative and binding for virtu-
ally all government and private-sector standardization. The calls for
enhanced public oversight in standardization had been cleverly met with
a public framework that ratified existing private-sector coordination of
standardization. Firms, of course, were delighted with this outcome—a
business-led standards organization had gained greater influence, legal
standing, public legitimacy, and funding, all without becoming subject
to any law on the subject (DIN 1995: 59).8

The strengthened but still decentralized institutional framework for
standardization, in turn, provided German firms with exceptional
scaffolding for inter-firm alliances during the rest of the 1970s and
throughout the 1980s. DIN standards became part of the curricula at
apprenticeship programs, technical colleges, and universities. National
surveys consistently reported DIN name recognition at incredible levels
of well over 90 per cent. Diversified quality production strategies ori-
ginally unleashed by more flexible work agreements within large firms
(Streeck 1989) could suddenly use the ready-made standards framework
to include a widening array of suppliers. German mass producers
and customized producers alike suddenly enjoyed an integrated stan-
dardization framework for the entire economy that set high-level base-
lines, whether for mass-market goods or more specialized products. Both
'autarkic' firms and 'decentralized' firms (cf. Herrigel 1996)—often work-
ing through quite distinct standards committees—utilize a shared and
increasingly reticulated DIN framework as the basis for increasingly
flexible and innovative joint production arrangements.

The prospect of European integration on statist terms spurred German
business to unite once again in defense of coordinated standardization.
By 1985, German firms had pressed successfully for a 'New Approach'
to European standardization, and by the 1990s, DIN had become the
leading sponsor of standards committees at both the European (CEN/
CENELEC) and international (ISO/IEC) levels.

German unification was perhaps the first major change in the German
business environment that—by suggesting regulatory rollback rather
than incursion—has encouraged defection. Simultaneously, in a small
but growing number of instances during the 1990s, large companies (e.g.
Bosch in the automobile industry) successfully demanded that one or
more DIN standards committees be placed under their direct control in

8 Austria, which had created a law regulating standardization (Normengesetz) in 1955,
with revisions in 1971, was a common reference point in these discussions. See Reihlen
(1974, 1977).
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return for continued funding of standards work. Although direct spon-
sorship by a single company violates DIN's long-standing rule that the
appropriate industry association supervise any standards committee,
these new arrangements went unchallenged.

DIN has attempted to adapt to the faster pace of change in informa-
tion technology by creating a fast track for R&D-based anticipatory
standardization (EBN). IT standardization during the 1990s was typically
the preserve of two vertically integrated producers, Siemens and IBM,
and the EBN track met their needs. Slower-changing R&D-based indus-
tries such as micro-technology and nano-technology could also benefit.
However, German software houses, including giant SAP, and other firms
interested in IT interoperability standards, far from uniting behind a
more radical restructuring of the DIN framework, tended to abandon
DIN entirely. Intellectual property posed an unresolved problem, e.g. the
world-famous MP3 audio file standard developed by a Fraunhofer insti-
tute was initially released with no strategy to capitalize on the intellec-
tual property, then later just as clumsily encumbered with claims for
patent license fees.

Far from being caught up in such issues, most of German industry
continues to rely upon the sturdy but somewhat sluggish DIN frame-
work from 1975, now largely transposed to the European and inter-
national level. So far, German firms have not found it necessary to
undergo the wrenching changes in standardization that have meanwhile
taken place, in different ways, in France, Japan, or the United States.

14.4 France

French firms have been sharply divided over whether to pursue a lib-
eral or a coordinated approach to standardization. The character of this
divide has varied, but its persistence has led to a recurrent resort to
'surveillance liberalism' (Burrin 1995)—whether Bonapartist or Gaullist
—in which firms accept third-party monitors backed by the state rather
than pursue either fully liberal or fully coordinated strategies.

The Revolution divided French business for two centuries in ways that
tainted both liberal and coordinated solutions; the code-based legal
system often became the default locus of standardization. Excoriated by
the Loi Le Chapelier (1791), industry associations faced especially inhos-
pitable conditions: progressive industrial sectors thereafter tended to rely
on the liberal atomism of patron corporate governance (Jones 1986). Elite
professionalism in technical standard-setting was much stronger in
France than in Britain (Kindleberger 1976), aided in part by a system of
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pantouflage (mid-career retirements into top private-sector jobs) that
'produced a loyalty which was astonishingly similar to, and perhaps
stronger than, loyalty to professions in societies like the United States
and Great Britain' (Silberman 1993: 156). However, at non-elite levels of
society 'organizational' rather than professional rationality was charac-
teristic (Silberman 1993: 82); inter-firm coordination was more common,
but the sectors were more traditional, even backward-looking.

French firms were also divided over which sorts of markets to pursue.
Standards for low-end imperial markets mattered more than in Germany
but less than in Britain—the French empire was only one-fourth as large
as the British—while standards for the sophisticated markets of neigh-
boring Belgium, Germany, and Switzerland played more of a role than
was the case in Britain. While Germany moved toward private-sector
coordination toward the end of World War I, France moved in the oppo-
site direction, establishing a state standards body (Commission Perma-
nente de Standardisation: CPS) in 1918, whose first standard did not
appear until 1920. Support for CPS evaporated by 1924, and in 1926 firms
established a private national standards organization (Association
Francaise de Normalisation: AFNOR). By the end of the 1920s, AFNOR
had only a single engineer on staff compared to sixteen at its German
counterpart (AFNOR 1970; Kuisel 1981: 66, 86, 293).

Eager to preempt more direct intervention during the Nazi occupa-
tion, French firms—with mediation from the Vichy state — developed a
more coordinated approach to standards. In August 1940, with the
northern parts of France under direct occupation, French business organ-
ized Paris-based sectoral organization committees (comites d'organisation:
COs) with public power to impose dues and propose sanctions. A coord-
inated approach to 'collaboration' even seemed to bring technical gains;
by early 1941, routine bilateral conferences to harmonize French and
German standards were giving French firms unprecedented glimpses
into German technology (Burrin 1995: 234-5).

As the struggle for materials and mere survival in a wartime econ-
omy intensified (Vinen 1991: 143-5), the Vichy government intervened,
with support from firms such as Peugeot. The standardization decree
of 24 May 1941 (confirmed by a 1944 ordinance) interposed Vichy
government supervision of standardization against (1) German domina-
tion of French firms in the occupied northern zone, and (2) increasing
company opportunism throughout France. A standards commissar
(commissaire general a la normalisation) was created to oversee the liaison
between private standardization and the state, and the state supposedly
approved the opening or closing of any standardization project, the
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appointments of all key personnel, and even the scheduling of meetings
(Lukes 1979: 310).

Ironically, the Vichy approach to standards lasted four decades beyond
Liberation. During Vichy, French firms 'had become accustomed to see
their affairs administered by competent professionals' at the COs — over
half of the CO members seem to have been polytechniciens (Jones 1986:
10)—so while industry associations were regarded as Nazi collaborators,
'outside' professionals — often the same people who had staffed the COs
during the war—continued to run post-war standardization (Ehrmann
1957: 81).9 French firms liked technocratic mediation since it gave them
explicitly political allies. The coalition behind the alternative French stan-
dard for color television standard (SECAM: Sequential Color with
Memory) in 1960 is perhaps the best-known example (Crane 1979), but
technocratic mediation was very widespread. The famous 'Label Rouge'
standards for high-quality agricultural products created in 1960 by the
Agriculture Ministry demonstrate mediated standardization in a very
different industry.

The arrival of a left-wing government in 1981 presented the first
serious challenge to the Vichy settlement. After lurching unsuccessfully
in more statist directions, the Socialists turned to cultivating self-devel-
opment within each technological/i7zere; French firms eager to get beyond
the increasingly ossified dirigisme of the center-right and expand into
Europe lent some support. In a retreat by the state so drastic that perhaps
only a Socialist government could have carried it out, much of the state's
supervision of standardization shifted to AFNOR in 1984. The Vichy-
created Commissaire a la Normalisation ceased issuing new 'registered'
standards (normes enregistrees).10 Detailed national regulation of stan-
dards was replaced by a 'nouvelle approche' that placed more authority
with AFNOR; simultaneously, French firms successfully backed a com-
parable 'New Approach' at the European level (Pelkmans 1987).

The process set in motion under the Socialists continued without them.
In 1992, the state standards policy organ (Conseil Superieur de la
Normalisation) was abolished and its functions were transferred to
AFNOR. The proportion of AFNOR's standards development devolved
to the external bureaux de normalisation (BNs) rose from one third in 1980
to one half in the 1990s.

9 The contrast with German industry associations is stark. German associations had
been newly reconstituted both during and after the war, had an unusually high degree of
legitimacy and influence conferred by the post-war Basic Law, and readily became leading
stakeholders in modernization.

10 By the late 1990s, most existing 'registered' standards had been replaced.
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Despite this cascade of devolution, standardization remained subject
to mediation by the state: the couple dozen Vichy-era bureaux de normal-
isation (BN) retained their designation as part of the 'service publique/
and state funding continued to flow to AFNOR and the BNs (AFNOR
1970). Direct state support for AFNOR remained almost twice as large
as comparable funding in the UK and 50 per cent larger than in Germany.
Government officials continued to issue general directives defining
public policy on the subject of standards and to attempt to ensure the
coherence of the various standards activities (Igalens and Penan 1994: 18
-22). Ministry officials continued to engage in regular reviews to decide,
for example, whether the government would overrule a standard estab-
lished by AFNOR, or even by the EU.

Ultimately, standards mediation became more complex. With four
levels of 'strategic' personnel—the state, the AFNOR directorate, twenty
strategic sectoral committees (COS), and thirty-eight administrative
committees—their leading task often became merely interacting with
one another. Unlike the several hundred German associations working
with the DIN framework, the few dozen BNs in France have never oper-
ated according to common organizational principles. Eleven are indi-
rectly supervised by private industrial associations, six are independent
professional organizations, and ten are further mediated by state-
supported centres techniques (CTs) (see Ehrmann 1957: 336-9).

Despite the 'new approach', the vast majority of French firms partici-
pating in standardization still regard it as burdensome and a pestering
annoyance (Duffaux 1995:15). Nonetheless, they stay because state incen-
tives keep them there. In 1992, for example, tax write-offs became avail-
able for expenses related to participation in AFNOR standardization,
with the result that the number of 'participants' in French standardiza-
tion suddenly rose to German levels.

French firms are embedded in a shifting, heterogeneous environment
for standardization where strategic mediation sometimes offers rewards
greater than those from mere markets or inter-firm coordination. Thus,
French firms are especially prominent in industries where this sort of
mediation is most pronounced, e.g. volume production by 'national
champions', luxury goods, and 'high infrastructure' sectors, especially
transport and communication. World leaders in the smart card industry,
for example, Schlumberger and Gemplus, benefited inadvertently from
French regulations on ordinary checking accounts and were nourished
for many years on infrastructural contracts for public telephone and
transportation companies.
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Standardization incentives are mixed, often high both for 'participate'
and for 'defect.' Third-party professionals, both in and out of the state
(regional governments add an additional wrinkle), generate exogenous,
'mission-oriented' pressures for standardization, yet the availability of
state mediation also attracts firms seeking standards-based trade protec-
tion and other tactical advantages. French firms have sometimes success-
fully used the state to gestate a mediated form of coordination, yet just as
often their umbilical cord to the state, attenuated but still uncut, contin-
ues to choke off a more fully coordinated approach to standardization.

14.5 Japan

Engrossed during most of their history with the challenges of catch-up
industrialization, Japanese firms supported a coordinated approach to
standardization that relied less upon liberal professionalism than any
other advanced country. Firms favored rapid incremental innovation
strategies based on bottom-up coordination. Reflecting these preferences,
they developed a layered approach to standards, sometimes in intricate
alliance with ministry officials, starting at the shop floor and rising
through keiretsu groups, industry associations, national standards, and
even international standards (JISC 1994). As a result, relatively well-co-
ordinated oligopolistic races to set and use standards have been a central
feature of Japanese capitalism.

Japan's 'bottom-up' approach to standards was rooted in the way Meiji
Japan's political revolution 'from above' reconfigured the old polycen-
tric daimyou political economy. Multiple and newly uprooted centers of
political and economic power coalesced during the Meiji period to form
competing zaibatsu conglomerates in new industries. A national stan-
dards office was established in 1921, thereby giving Japanese firms a way
to monitor such organizations in other countries, but inter-war zaibatsu
remained far more focused on standardizing company-level workplace
practices (hyoujun-ka) rather than on development of a nationally unified
set of formal standards (kikaku-ka) (cf. Johnson 1982: 27, 31). Zaibatsu
rivalries—e.g. open sponsorship of different political parties—tended to
overshadow efforts at broader coordination.

During two decades of anti-zaibatsu radicals, militaristic coercion, and
foreign occupation, however, most Japanese firms learned, in alliance
with elite bureaucrats, to form strong associations modeled on those
in traditional industries. As in Germany, older social relations could
be adapted to serve new purposes: guilds in sophisticated traditional



460 Jay Tate

industries such as textiles (cf. Rosovsky 1961) were reinvented as indus-
trial associations. During the war, and again following zaibatsu dissolu-
tion by the post-war Occupation, these associations became the model
for industry-wide standards coordination in all industries—albeit often
with an exceptional 'maverick' firm willing to bear the high costs of 'exit'
from industry association governance (Noble 1998).

Yet the older oligopolistic rivalries also persisted, somewhat rational-
ized, in the form of vertical and horizontal keiretsu. Keiretsu alliances, in
turn, created competition in which the rapid diffusion and elaboration
of standards became central. Shop-floor workers became responsible for
iteratively documenting, and incrementally revising, the standards
governing their own work (Nakamura 1993). Standards campaigns by
the Japan Standards Association (JSA), a public foundation (zaidan houjiri)
with ministerial approval dating from 6 December 1945, targeted pro-
gressively smaller firms and attracted widespread interest as large firms
sought to rationalize their vertical keiretsu supply chains (JSA 1995).

A striking feature of inter-firm coordination in Japan is that the
national standards organization and representative to international stan-
dards meetings remains a government ministry.11 Placing ultimate
responsibility for standards coordination with the Japan Industrial
Standards Committee (JISC), a section within the Ministry of Inter-
national Trade and Industry (MITI), has had—in combination with coord-
ination by Japanese business itself—at least four significant consequences.
First, the Japanese form of coordinated market capitalism has relied
more heavily on regulations and administrative guidance. Both Germany
and Japan were quick to integrate regulatory and voluntary standards,
but where they draw the line differed. In Japan, the total number of
national voluntary standards has remained relatively small, and the
state continues to regulate many areas directly. In Germany, voluntary
national standards are far more numerous and have themselves become
the technical content referenced in a broader range of regulations.

Second, firms can pursue coordinated standardization in a somewhat
more targeted and strategic fashion. As with MITI as a whole (cf. Johnson
1982), JISC is less a regulatory agency than a small 'think tank' (ninety
people) to help firms to coordinate long-term standardization. It has
issued national five-year standardization plans regularly since 1961;
other advanced countries, by contrast, typically have only a two- or

11 For years, the only other OECD (i.e. 'advanced') countries represented at ISO by state
officials were Turkey, Portugal, and Finland. However, recent OECD entrants including
Mexico, the Czech Republic, Poland, Hungary, and South Korea have all sent representa-
tives from state-run standards organizations to ISO.
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three-year planning horizon and make little or no effort to link advanced
research with standards development (cf. Bogod 1989: 33). JISC provides
overall coordination for work that is typically initiated, undertaken, and
supported by firms acting through one of several hundred industry asso-
ciations. The 'self-regulation' (jishu kisei) of Japanese industry associa-
tions differs from the 'self-administration' (Selbstverwaltung) of German
industry associations because in Japan virtually all major industry asso-
ciations are 'approved' associations (shadan houjiri) whose top staff are
overwhelmingly early retirees from MITI (Tate 1997). Well-institutional-
ized 'old boy' ties (Schaede 1995) link JISC officials with their 'retired'
MITI colleagues at industry associations. These links have enhanced the
ability of firms to accelerate inter-firm coordination. Firms also develop
a substantial, though nowhere meaningfully totaled, number of special-
purpose national standards, with varying degrees of involvement from
JISC, in quality control commissions, meetings of company presidents,
research consortia (kenkyuu kumiai), ad hoc commissions, and founda-
tions (zaidan houjiri) such as the Japan Information Processing Develop-
ment Center (est. 1967, 240 staff). Projects that span several sectors (e.g.
adoption of ISO 9000 standards as JIS standards) are tunneled through
the Japan Standards Association (JSA), while those requiring more
preliminary research can be hosted at one of the research labs run by
MITI's Agency for Industrial Science and Technology (AIST) or a
specially designated private or quasi-governmental institute.

Third, Japanese standards, particularly in conjunction with government-
sponsored testing and certification, have readily served as trade barriers
against imports. During the first five years after the Occupation—a
period Johnson (1982) described as MITI's 'golden years'—the number
of JIS standards had leapt from 2,509 to 4,561, further increasing to 5,831
standards by 1962 and 6,681 standards by 1967. With increasing trade
friction over Japanese standards, however, the production of national-
level standards began to stagnate, increasing only 8 per cent between 1975
and 1989 before declining absolutely in the 1990s (Fukuhara 1994: 91-
101). Japanese firms supported the GATT Standards Code Agreement
on Technical Barriers to Trade (TTB) in April 1980, as a way to reduce
European technical barriers to trade (Lecraw 1987), but they also hoped
to devolve their own potentially controversial standardization activities
from the national level—where they were more conspicuously actionable
under international agreements—to industry associations.12 Obstacles to

12 In 1997 the Industrial Standardization Law was amended to eliminate JISC prelim-
inary assessments of draft standards sponsored by industry associations.
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foreign participation in JISC declined,13 but so did the importance of JIS
standards.

Fourth, standards have served as a nationalistic 'sword for Japanese
exports' (Stern 1997: 83). Coordination has enabled more rapid innova-
tion and massive export drives which together make it possible to domi-
nate an industry, e.g. facsimile machines, computer displays, and data
storage technology. In the most successful cases, such as facsimile stan-
dardization, Japanese firms coordinated not only in the development of
a clear national standard but also on a more flexible strategy for inter-
national standardization while firms in other countries rarely developed
pronounced national positions at all (Schmidt and Werle 1998: 204).
When Japanese standards did not spread beyond Japan, e.g. medical
imaging (Yoshikawa 1997) or cellular phones, those tended to be indus-
tries where Japanese coordination was confronted by an equally coord-
inated approach, usually emanating from Europe.14

Standards races are an ongoing, but changing, feature of Japanese
capitalism. Into the 1980s, firms coordinated on standards within
industry associations or research consortia (kenkyuu kumiai) — often fertil-
ized with a bit of start-up money from a government ministry—
competing with one another based on manufacturing, added features,
and marketing. Coordination allowed individual firms to develop
complementary standards. As interoperability and network effects became
more important over the 1980s, however, such coordination became less
sustainable, and standards races began to enter the marketplace. Com-
panies increasingly sought the advantages of tacit knowledge and market
tipping from having an in-house standard triumph over rival offerings
(cf. Gallon 1995).

Video presents a good overview of the change. Whereas the Electronics
Industries Association of Japan (EIAJ), with urging from MITI and the
Ministry of Education, successfully set uniform standards for profes-
sional-quality video cassette recorders, by the time of consumer video
standardization, even vigorous last-minute intervention from MITI in

13 In 1983, non-Japanese firms were allowed to participate in JIS drafting committees; in
1985, non-Japanese firms were allowed to propose JIS drafts and attend Technical
Committees and Division of Council meetings; only in 1987 were non-Japanese firms
allowed to participate in Technical Committees as Registered Members.

14 In medical imaging, Japanese government and industry association coordination
behind the Image Save & Carry (IS&C) standard challenged a standard originally devel-
oped by professional associations in the USA (ACR/NEMA), but it faltered when the US
standard was extensively modified by the European standards organization (CEN), was
issued as the Digital Imaging and Communications in Medicine (DICOM) standard in 1994,
and went on to become the accepted standard everywhere outside Japan.
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1976, though winnowing the four contending standards down to two,
was unable to forestall the decade-long market contest between Betamax
and VHS (Gabel 1991: esp. 64-5; Noble 1998: 96-100). A delicate balance
between coordination and oligopolistic competition was beginning to tip
toward greater competition. Across a growing number of Japanese
product markets, standards races, while still bounded by coordination,
increasingly left competing standards in place for many years, e.g.
cellular telephones, compact VCR tapes (Sony vs. Matsushita), or game
machines (Nintendo vs. Sega vs. Sony). Coordination is more likely to
involve companies pursuing alternative standards as part of a larger
project; for example, in the Real Internet Consortium's next-generation
router project, Hitachi pursues a supercomputer-based approach, while
NEC tries parallel processing.

Increasingly networked product markets and the declining value of
nationalistic standards—Japanese companies themselves increasingly
disagree about the value of maintaining distinct national standards (Stern
1997)—have encouraged Japanese firms to utilize international stan-
dards more aggressively. Japanese firms initially criticized ISO 9000
standards as a redundant expense, for example, but by the late 1990s
Japanese firms had become the leading holders of ISO certifications
worldwide: companies such as NEC and Mitsutoyo had discovered not
merely that certification improved market access, especially in Europe,
but that by developing their own ISO certification services, they could
use those services to create new tie-ins and incentives to increase the
market penetration of their core businesses (Stern 1997: 82-3). In short,
on top of long-standing company-level, industry association, and
national-level standards coordination, Japanese firms have increasingly
integrated international standards within their overall coordination strat-
egies. The best firms have made the transition smoothly, but for others
the effort to make international standards more central to corporate
strategy has merely diminished Japan's utility as a first-stage launching
market. The future of Japanese-style coordination will depend, ironically,
on firms successfully making that transition.

14.6 United States

US firms have supported an approach to standards that is by far the most
institutionally heterogeneous and fragmented of all advanced industrial
countries. Whereas firms in other countries have a peak standards organ-
ization that supervises the development of a broad majority of national
standards, US firms have never united behind more than an accreditor
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of other standards organizations: the American National Standards
Institute. ANSI is forbidden to develop any standards by its charter, the
accreditation it offers is merely optional, and it is the only national stan-
dards organization in the world that receives no regular and direct
governmental support. US government agencies, both at the federal and
the state levels, far from making use of private-sector standards, have
traditionally exacerbated standards fragmentation by developing their
own alternative standards. Only during the 1990s did the US Depart-
ment of Defense (DoD), which is the single most prolific standards
organization in the United States, begin to wean itself from an insistence
on special-purpose standards for military applications—e.g. specialized
machine-tool standards for the US Air Force (Noble 1984)—that was
perhaps the leading cause of standards fragmentation in the USA.15

(Because military standards in Britain, Germany, Japan, and even France
relied heavily upon NATO standards transposed from the US DoD, stan-
dardization in those countries was never affected by defense require-
ments to the same degree.) The top fourteen US standards organizations
account for only 85 per cent of all formal standards (Toth 1996: 176).

For decades many of the foremost formal standards organizations in
the USA did not bother to affiliate with ANSI. The single largest private-
sector standards organization in the USA, the American Society for
Testing and Materials (ASTM), withdrew from ANSI for over a decade
in protest against ANSI's allegedly lax accreditation procedures,
returning only in 1995. Ninety per cent of US standards were not issued
as American National Standards that year, 50 per cent of the 400 stan-
dards-developing organizations in the USA were not accredited by ANSI,
and over a quarter of all standards in the USA were not even issued in
accordance with ANSI accreditation.

The liberal, uncoordinated approach to standards in the USA was
shaped by antitrust laws (1890) that hindered cooperation within
industry associations but encouraged firms to merge, giving rise to a
'managerial' version of liberal capitalism (Lazonick 1991: 31-6) in which
inter-firm standards became intra-firm standards. Standards became
primarily the responsibility of professional (what Frederick Taylor called
'scientific') managers within multi-divisional corporations, who naturally
favored self-certification ('manufacturer's declaration') — a preference
they have more recently sought to impose on standards outside the USA

15 As defense contractors began to develop significant markets outside the defense
industry during the mid-1980s, they began to urge the DoD to make greater use of private-
sector standards. The Technology Transfer and Advancement Act of 1996 is the most recent
effort to align US government standards with private-sector standards.
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(National Research Council 1995). Two-thirds of all formal consensus
standards produced in the USA come from professional organizations
compared to only one third from industry associations.

Two early efforts to achieve broader US standards coordination col-
lapsed in quick succession. Herbert Hoover, both during his long tenure
as Secretary of Commerce (1921-8) and later as President, had favored
an increased role for the Commerce Department's National Bureau of
Standards (NBS). Roosevelt Democrats, whether for partisan reasons or
merely under Depression budget pressures, abandoned Hoover's quasi-
statist approach in 1933 by defunding most NBS standards efforts.
However, Roosevelt's preference for a coordinated-managerial approach,
with elements resembling Italian fascism, collapsed just as quickly due
to court challenges (Garcia 1992: 533). Courts have remained a major
influence on US standardization, not only because of antitrust but also
due to rising judicial activism in product liability cases during the 1960s
and 1970s.

Complaints about the liberal, uncoordinated approach to US standards
continued in later decades (see US Senate 1975: 1; Garcia 1992: 534; OTA
1992), but despite major proposals (e.g. in 1968, 1974, 1980, 1994) to
enhance standards coordination, US firms could never agree on a single
framework that would accommodate the enormous heterogeneity in US
standardization. Indeed, rather than reduce fragmentation, the charac-
teristic American response has been to treat it as a commercial oppor-
tunity. A largely US-based service industry, led by Global Engineering
Documents/Information Handling Services, has developed that is
devoted simply to finding relevant standards for retail customers. ANSI
established an electronic National Standards System Network (NSSN) in
1994, but by 1998, the NSSN itself had become another commercial
service.

As with the British quality management standard, some of the most
outstanding examples of formal standards coordination in the USA were
originally government initiatives. Internet standards such as TCP-IP
nourished by ARPANET and NSFNET are perhaps the most famous and
successful example. Nonetheless, during the 1990s, a striking reversal
took place: US firms' liberal approach to standards began to be seen as
a strength. Europeans began complaining that the fragmented approach
to standards in the USA constituted an unfair advantage in trade (Holm
1996; Nicholas 1996) even as US officials began to praise the lack of central
coordination (e.g. the US Deputy Secretary of Commerce, in Leuteritz
et al. 1999: 67).

This reversal followed from a fivefold shift in US standardization. First,
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the character of cutting-edge standards work changed. The government-
sponsored16 Internet Engineering Task Force (IETF) pioneered a new,
just-in-time approach to standards that made traditional trade-offs seem
obsolete: it was faster yet also more thorough; participants use the
Internet itself as an ongoing test bed while requiring demonstration that
at least two working implementations of any proposed standard can in
fact inter-operate before the standard is accepted (Nielson 1996: 38). IETF
standardization was more intensive, since it could take place throughout
the year, yet also more inclusive, since it was open to all interested indi-
viduals. IETF also inspired the creation of other formal organizations,
most notably the World Wide Web Consortium (W3C), a company-mem-
bership consortium hosted at MIT17 that maintained a strong commitment
to open, consensus-based standards (e.g. HTML, HTTP, XML) in part
because many W3C participants were simultaneously involved in IETF.

Second, decades-long efforts to regulate the monopoly power of AT&T
and IBM gradually transferred areas of standardization previously con-
trolled by the 'Ma Blue' duo to a larger range of firms. These include:
Microsoft (Plug and Play; Simple Object Access Protocol), Intel (Mobile
Data Initiative), Sun (Java), Apple (FireWire), Xerox (Ethernet; XrML),
Cisco (Web Content Caching Protocol), Unisys (LZW image compression
for GIF files), Adobe (PostScript), Macromedia (Flash), and AOL (Instant
Messenger). In addition, as the range of participants expanded, US
firms found that the multiplicity of US standards organizations offered
numerous opportunities to experiment with formal just-in-time stan-
dardization.

Third, a loosening of antitrust regulation, granted most prominently
under the 1993 National Cooperative Research and Production Act
(NCRPA), made it safer for US firms to abandon formal standards or-
ganizations entirely to create a variety of informal standards alliances
(known variously as consortia, forums, clubs, coalitions, and ad hoc stan-
dards groups), and thereby engage in even more wide-ranging experi-
mentation. At least 150 such standards groups had been formed in the
USA by the mid-1990s (Toth 1996: 171). Some consortia differed little
from formal organizations, but many deliberately aimed to develop
limited consensus standards under the control of a few large companies.
Intel and Microsoft each sponsored several dozen standards consortia,
often called 'initiatives.' Big contributors might receive director seats,
special voting privileges, earlier technical access, and greater access to

16 National Science Foundation subsidies to IETF continued until 1995.
17 W3C later added branches at INRIA (France) and Keio University (Japan).
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any resulting licenses; smaller firms might join, if at all, only as observers
with highly restricted rights. Consortia can work quickly, but they are
also much more expensive than a traditional standards organization
(which relies heavily on volunteerism). At many consortia, initial contri-
butions of $25,000 to $50,000 per firm are not uncommon, amounts that
are hundreds of times larger than the nominal contributions firms make
to formal standards organizations such as ASTM (Cargill 1997«: 145). The
Open Software Foundation, an early consortium founded by DEC, IBM,
and HP in 1988, had initial funding of $121 million, an amount equiva-
lent to ANSI's entire information technology budget for thirty-five years
(Cargill 19970: 130).

Fourth, aided by a Patent Office and appellate judiciary increasingly
and almost uniquely eager to say 'yes', US firms found themselves in a
gold rush over intellectual property stakes to the standards they (or their
competitors) generated. Control of 'owned but open' standards (Borrus
and Zysman 1997) became a central pillar of strategy for many leading
US firms (Betancourt and Walsh 1995).

Fifth, leading-edge markets became network markets. De facto stan-
dard-setting by a single dominant firm had a long and prominent history
in many US sectors, but as the number of firms seeking to control stan-
dards increased, several types of complex standards wars broke out.
These sometimes took the form of /battle-of-the-sexes' competitions
in which the two sides were reluctant to cooperate simply because they
preferred different standards, e.g. the cellular telephone competition
between Qualcomm's CDMA versus AT&T's TDMA. Other times, the
rivals also differed over what role any standard would play in their over-
all business strategy, as when a dominant firm seeking to exploit a pro-
prietary standard was challenged by one or more lesser firms favoring
more 'open' standards.

US companies have developed a vast armamentarium of ways to favor
'open' standards while retaining some sort of proprietary advantage (cf.
Cargill 1997«). Sun Microsystems, for example, sought to have its tightly
controlled, in-house development of Java software formally recognized
as an international standard, first by ISO, then by ECMA. For Sun, 'open-
ness' consisted in gaining the imprimatur of a formal organization for
standards that Sun would continue to develop internally. Netscape went
further, establishing a consortium (Mozilla.org) in 1998 that gives
outsiders access to pieces of proprietary source code in products such as
the company's Communicator browser in the hopes that including
people outside the company will help develop a better product and
stronger brand than could Netscape alone.
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Microsoft's dominance in proprietary operating system standards has
placed it on the conspicuously proprietary side in a number of prom-
inent contests: its NT operating system versus Sun's UNIX-based oper-
ating system, its integrated browser versus Netscape's open-code Mozilla
project; its Media Player Active Streaming Format streaming media stan-
dard versus RealNetworks Real Time Streaming Protocol. However,
where firms standardize depends on how they are situated. Microsoft
itself has sought help from the IETF when promoting a more 'open' stan-
dard against AOL's proprietary control of the two leading instant
messaging standards (IM and ICQ). Autodesk's proprietary standard for
computer-aided design (DWG) was challenged by an OpenDWG
Alliance led by Visio, a firm that was shortly thereafter acquired by
Microsoft. AOL reversed its long-standing advocacy of 'open access' to
cable after merging with cable leader TimeWarner.

For US firms, standards are less the solution to a collective action
problem than a new and sometimes decisive competition over the
sources of proprietary advantage (Shapiro and Varian 1999). Formal stan-
dards organizations matter less than informal standards consortia—
whether closed or relatively open—and standardization centers less
around what standard is chosen than around who controls the standard.
US firms have pioneered a competitive rather than coordinated approach
to standards that responds well to increasingly global markets, the
importance of rapid innovation, and the increasingly enormous costs of
solo product development. However, the sustainability of US-style stan-
dardization is challenged by the more coordinated approaches favored
in much of the rest of the world.

14.7 One World? Liberal or Coordinated?

The world shows no sign of developing a single approach to standard-
ization, so it is useful to disentangle the several lines of division more
explicitly. Within Europe, the principal contrast is between the liberalism
of British firms, the coordination of German firms, and the reliance on
state and professional mediation by French firms. British firms, favor-
ing price competition and open markets, support the use of generalized
management standards in place of specific product and process stan-
dards. European unification has helped British firms 'export' their gener-
alized management standards to the continent while they remain free
to ignore the more specialized and detailed Continental standards,
whether because the imported standards are voluntary, are neutralized
by mutual recognition agreements, or involve industries where Britain
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has no domestic firms. German firms, conversely, while digesting the
British management standards, have steadily transplanted much of their
coordinated approach across the full range of detailed product and
process standards to the European and international levels: German
firms host more technical committees, both within CEN/CENELEC and
within ISO/IEC, than do firms from any other country. French firms,
eager to expand their inter-firm networks to the European level, support
EU directives, mandates, and other forms of standards mediation analo-
gous to those within France. European standardization represents an
amalgam of disparate national approaches, whose signal achievement
has been to combine these alternatives rather than abolish them.

From a broader view, however, European standardization is itself a
distinct form of coordination. To understand how this was possible, it is
useful to recall that British firms, though clearly in a liberal market
economy, are also embedded in a residually collectivist (both conserva-
tive and socialist) institutional heritage—for example, a single, relatively
authoritative national standards institution. This context made it easier
for Europe to assimilate Britain's liberal approach as another strand within
Europe's coordinated standardization. British firms themselves sought this
outcome.

In the larger world, Europe's multi-coordinated approach to stan-
dardization confronts a congeries of nationally coordinated market
economies in Asia, led by Japan and China, as well as a hyper-liberal
approach to standardization rooted in the USA. Do these varieties
converge simply because firms from all of these countries participate in
a trio of Geneva-based international organizations—the International
Organization for Standardization (ISO), the International Electrotechnical
Committee (IEC), and the International Telecommunications Union
(ITU-T)? Not really.18 Membership in these organizations is for coun-
tries (rather than firms or individuals), which limits the influence of
firms from large countries such as Japan and the USA. As NIST director
Raymond Kammer said in 1998: 'ISO and IEC standards tend to be res-
ponsive to European needs and only sometimes responsive to US indus-
trial needs' (ASTM 1998: 16). The same could be said a fortiori about
Japanese needs, despite the fact that Japanese firms have been avid
participants, often sending delegations far larger (at far greater cost)
than any other country. Moreover, since 1991, the formal international
standards system has increasingly become an outpost of the European

18 After all, the Soviet Union was a permanent and leading member of all ISO and IEC
supervisory bodies for decades without ever becoming any variety of capitalism.
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standards system.19 Europe's national (BSI, DIN, AFNOR, etc.), regional
(CEN, CENELEC), and international (ISO, IEC) standards are now
closely coordinated with one another to a degree that is not remotely
approximated by other parts of the world.

Naturally, firms can experiment with standards strategies that diverge
from their home base—perhaps at their peril. US firms trying
coordinated strategies have suffered some spectacular failures. During
the 1980s, several East Coast firms committed to Europe (e.g. IBM, DEC)
invested enormous resources in the Corporation for Open Systems (COS),
a group supporting Open Systems Interconnect (OSI), an ISO-IEC seven-
layer communications schema of formal standards that aimed, but failed,
to allow computer operating systems to communicate with one another.
The spectacular failure of the effort by 1990, whose costs totaled an esti-
mated $500 million, convinced many US information technology firms
that formal standardization itself had become a very dead end. The US
backlash against formal standards thereafter led to radically liberal
approaches to standardization—proprietary consortia that were some-
times actively hostile toward formal standards development (Cargill
1994: 6). Even cheap and innocuous standards projects, such as the 1995
creation of an ISO system to categorize standards, have failed to draw any
US participation whatsoever.

The most promising way to integrate liberal and coordinated
approaches seems to involve a whole-cloth incorporation of a liberal
strand within a coordinated framework. The US-based Unicode consor-
tium quickly developed a 16-bit character set standard, for example, that
was ultimately incorporated as the first section of a more formal and
comprehensive 32-bit ISO standard (Hayes 1992). Similarly, and more
directly, Sun Microsystems almost succeeded in getting its JavaSoft
corporate unit designated an official ISO standards committee, all
without releasing proprietary claims to its Java software (Cargill 1997b;
Lemley and McGowan 1998). In general, US firms prefer to leave all stan-
dards routes open: they want increased access to international stan-
dardization for their many standards organizations, consortia, and
in-house projects, yet they also want to retain the option of offering
'global' standards directly.

Firms in coordinated markets, conversely, can offer 'global' standards
without relying on strictly international organizations (OTA 1992). The

19 In 1991, following two years of less formal collaboration, both the 'Vienna Agreement'
between CEN and ISO and the 'Lugano Agreement' between CENELEC and IEC were
signed; the latter was revised via a 'Dresden Agreement' in 1996.
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development of Japanese production networks electronics in Asia (e.g.
in electronics) as well as the establishment of the European Telecom-
munications Standards Institute (ETSI), whose work on GSM standards
put European cellular telephony ahead, both suggest that coordinated
approaches to 'global' standards are possible. Japanese firms maintained
coordination by establishing remarkably 'closed' cross-border production
networks (Borrus 1997). To take a more promising example, ETSI, whose
members are firms rather than countries, has taken aggressive stands
(some of which it has been forced to retract, e.g. against Motorola) to
weaken US intellectual property protections on behalf of coordination
desired by European firms. What these two brief examples suggest is
that coordinated approaches to 'global' standards are no less likely than
liberal approaches to 'international' standardization.

14.8 Conclusion: When Norms Collide

National varieties of standardization, faced with shrinking opportunities
for autonomy, are increasingly in collision. The European varieties of
standardization, whether alone or in combination at the European level,
have never converged with Japan's more 'bottom-up' approach to inter-
firm coordination nor with the extreme liberalism of the US approach.
National varieties of standardization (continue to) vary for at least three
reasons.

1. Perhaps surprisingly, national standards themselves continue to differ.
Although European firms made heroic efforts to harmonize formal
national standards during the 1990s—indeed, firms in some smaller
European countries relinquished national standards almost entirely—in
larger countries, standards remain different. National standards bodies
reported that an average of 57 per cent of their standards are not iden-
tical to, technically equivalent to, or even based on international stan-
dards (Toth 1996: 176). Japan (despite making substantial efforts to
harmonize JIS with international standards during the 1990s) and the
United States (which made relatively little effort to change domestic stan-
dards) are even less reliant on international standards. Moreover, China
and other rapidly developing countries in Asia have sought, within
whatever bounds are set by the WTO, IMF, and other international or-
ganizations, to imitate Japan's aggressive use of national standards.

2. National standards institutions continue to differ, remaining at least as
diverse as the governments under which they operate. 'Peak' standards
institutions can be liberal, whether marketing organizations (Britain's
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BSI) or accrediting bodies that certify competing standards organizations
(the American National Standards Institute); they can serve as the pri-
mary focus of national coordination, whether as an autonomous coord-
inator of industry associations (Germany's DIN) or a government think
tank (Japan's JIS); or they can be professional societies that mediate
between firms (France's AFNOR). Liberal standards institutions rely
primarily on relatively autonomous professionals, coordinated standards
institutions rely primarily on organizational representatives from indus-
try associations, and mediated standards institutions rely primarily on
neutral third parties to reconcile inter-firm differences. Even when firms
in some smaller European countries (most notably the Netherlands)
decided to abandon national standards work in favor of work on Euro-
pean standards, they did not close their national standards organization
or abandon efforts to impose national preferences.

3. Most important, national approaches to the purpose of standards are
increasingly in collision. Corporate strategies in liberal market economies
treat standards as a proprietary good or service to be traded like any
other. In Britain, the most important standards are a commercial service
for reducing insurance and liability costs. In the USA, precisely because
of its more fragmented, open, proprietary, and 'professional' institutional
landscape, standards have become pieces of intellectual property, alter-
nately guarded and contested. Corporate strategies in coordinated
market economies, by contrast, treat standards as an infrastructure for
deeper cooperation. In Germany, firms have been world leaders at
creating a transnational infrastructure for standards, transferring their
routine national standards work to the European and international levels
which in turn remain closely integrated with more specialized national
standards capable of supporting diversified quality strategies. In Japan,
where firms pursue flexible mass production, standards coordination is
distinctive for the degree to which national and industry association stan-
dards are integrated with incremental innovation on the individual shop
floor, in a way that facilitates oligopolistic competition. Firms in medi-
ated market economies such as France appear liberal when standards
mediation is statist, coordinated when mediation is not statist, but some-
where in between when both aspects are kept in mind.

Harmonization at the European level is resulting in a compression, but
not elimination, of national varieties within Europe. British firms'
emphasis upon standards as a commercial service continues to vie with
the efforts of French firms to utilize standards as a form of strategic medi-
ation and the needs of German firms for a comprehensive standards
infrastructure capable of supporting high-level product engineering.
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Although European harmonization might also be seen as creating a
hybrid European variety, Mendelian metaphors risk obscuring the
ongoing clash of national varieties sequestered in the hundreds of CEN
and ISO technical committees where national representatives actually
confront one another.

Standards are an increasingly crucial component of economic compe-
tition in many industries. One consequence is that the national rules and
institutions through which standards are created are themselves increas-
ingly becoming objects of strategic activity. Seen from a broader perspec-
tive, coordinated market advances such as European harmonization or
Japan's 'bottom-up' integration of shop-floor workers, and liberal market
advances based on proprietary standards, can together be regarded as
simply the first steps in an ongoing rivalry that seems very far from over.
Nationally rooted collisions of divergent approaches to standardization
may be with us for quite some time to come.
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