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I. INTRODUCTION 

The Golden Age was the era of demand management. Originally 

with monetary, and then fiscal policy, the governments of the 

advanced capitalist economies attempted to enhance and guide the 

accumulation process. They allocated credit, manipulated interest 

rates, and presided over a dramatic expansion in state 

expenditure. As the Bolden ftge eroded, and stagnation replaced 

prosperity, governments tried to manage the decline. Policy was 

actively used to reduce inflation and labor costs, enhance 

international competitiveness, or maintain employment. 

This paper is a brief analysis of macropolicy in six 

countries during the Golden flge and its erosion. It begins with a 

general account of the structural determinants of policy. Next we 

turn to a discussion of policy during the Golden Age. We argue 

that our six countries divide into two groups. Germany, Japan, 

France and Italy all pursued expansionary policies aimed at 

maximizing the rate of accumulation. The U.S. and the U.K. were 

less expansionary, on account of the international position of 

their currencies, the power of internationally-oriented finance 

capital, and the independence of the central bank. 

In the last section of the Paper we analyse policy in the 

wake of economic decline. We are particularly interested in the 

degree of convergence and divergence among the six countries. 
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The policy differences shed light on our own theory of policy 

determination, as well as the alternative explanations. 

II. THE POLITICAL ECONOMY OF MACROECONOMIC POLICYMAKING 

What determines macroeconomic policy? This is a question 

which has only recently come under serious scrutiny. To date, the 

answers have been unsatisfying. Often they are monocausal 

explanations motivated primarily by the experience of one policy 

episode or one country. For example, the idea that policy 

followed a "political business cycle" surfaced after the rapid 

monetary and budgetary growth preceding the 1972 Presidential 

election in the U.S. (Nordhaus, 1975; Tufte, 1979; Willett, 1979) 

Ten years later this theory was passe. 

The comparative politics and political economy literature on 

policymaking is more comprehensive. However, it tends to 

accumulate long lists of key factors, such as party structure, 

institutional environment, national culture, international 

economic orientation, political ideology, policy circles, and 

industrial relations structure. We are told that all of these 

things matter, and interact in a complex way. But after hundreds 

or thousands of pages a reader can be left feeling that she knows 

less than when she was ignorant. 

The weakness of this literature rendered it art easy mark for 

colonization by neoclassical economists. These latter-day 



imperialists wandered into the state and proclaimed that 

politicians act just like homo economicus: they maximize their 

own utility. So much for the complexity or subtlety of 

po1icymaking. 

find of course there remain the general theories which 

dominated in the days before policy began to be extensively 

studied. In the "Keynesian" tradition policymakers are thought to 

maximize a social welfare function, or to act in the public 

interest. In the Marxian tradition there is a similar 

perspective, except that it is only in the interest of one 

segment of society that policymakers act: the capitalist class. 

find in the Weberian tradition, policymakers build the state. 

In the pages which follow, we briefly sketch our own answer 

to the question: what determines macroeconomic policy? We have 

developed this view on the basis of a variety of research 

methods: archival research, econometric modelling, interviews 

with policymakers, and a reading of the political economy and 

institutional literature.1 One of the problems of the existing 

literature is that analysts have often relied on only one of 

these methods, which is in general an inadequate methodology. 

1For a more extensive discussion of our research 
methodology, and examples of each of the four, see our earlier 
paper, "The Political Economy of Central Banking." 



The first premise of our view is that there is no abstract 

theory of policymaking, correct for all times and place. The 

economic theories mentioned above posit abstract behavioral 

(maximizing) rules to explain policy. These are that policymakers 

maximize their own utility (neoclassical), the utility of the 

public (Keynesian), and the income of the capitalist class 

(Marxian). 

These rules are either too broad to be useful, or incorrect 

art their own terms. The variation in policymaking over time and 

among countries is far too great to validate any of these views. 

Just as there is no general account of capitalist development 

which can explain the particular paths of industrialisation and 

development in all countries, except at the most superficial 

level, there is no comparable account of policymaking. 

There are great divergences which need to be explained. Why 

are central bankers in England, the U.S., Germany, Switzerland, 

and Finland given such wide latitude and independence, while? 

their counterparts in Sweden, Austria, France, and most of the 

poor countries of the world so tightly bound to the Executive or 

Legislature? Why are some countries willing to undergo frequent 

cycles of inflation and exchange rate depreciation, while others 

maintain chronically—overvalued currencies? To understand these 

differences a theory with more institutional and historical 

specificity is required. 
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By contrast, the comparative politics and political economy 

literature has often introduced specificity. But often these 

accounts are too specific. They also tend to lack an underlying 

structural account of the economy or the economy—state relation. 

Political2 variables such as party structure or the culture of 

policymaking have been overemphasised at the expense of an 

understanding of the institutional features of the labor market 

or how a national economy is integrated into the international 

economy. Party structure or policymaking circles cannot explain 

why the PCI in Italy supported macroeconomic austerity in the 

mid-1970s, or why before Thatcher, Tories in Britain enacted 

expansionary fiscal policy. 

The tendency to view these specific, often political 

variables in isolation from the structure of the economy has had 

two consequences. First, it is the likely cause of the 

proliferation of explanations, special cases, and ad hoc analyses 

which can be found in this literature. Second, it has exaggerated 

the extent to which political groups, such as parties or 

bureaucracies, can control policy in a capitalist economy. Both 

the direct political power of business, as identified by Marxian 

instrumentalist theories, and the structural constraints 

emanating from a market economy circumscribe the latitude of 

2In the narrow sense of political. 



policy. This is also the central flaw in the modern Weberian 

theory of the state proposed by Skocpol (1979). 

Let us state these points more succinctly. First, we reject 

the use of an abstract theory in favor of an account which 

incorporates institutional and historical specificity. 

Second, all institutions are not created equal. For our 

purposes (the analysis of policymaking in the postwar OECD area) 

there are a few key institutional features of the economy which 

are highly determinant of the structural constraints under which 

policy must operate. These are the relation between financial and 

industrial capital, the structural integration of the national 

economy into the international economy, the relative power of 

capital and labor, and the structural relation between the 

policymaking apparatus and the state in general. In our account 

of policymaking, these factors will loom large as determinants of 

macroeconornic policy.3 This is not to deny the importance of more 

3To the extent that we have identified four factors as 
determinants of policy, one can describe our view as a "general" 
theory. However, we believe this theory is historically specific, 
and applicable to a group of countries (roughly the OECD). 
Finally, lest these factors appear ad hoc, we should note that 
they are derived from a neo-Marxian theory of the state, which 
argues that state activity is determined by two factors: class 
struggle and structural constraints. The relations between 
industry, finance, and labor constitute the former. The latter 
are the position of the nation in the international economy and 
the structural relation between the policymaking apparatus and 
the state. See Esping-Andersen, Friedland, and Wright (1976) or 
Gold, Lo and Wright (1975). 

6 



narrowly "political" variables, but to argue that they must be 

considered within the economic environment. 

Secondly, as our account of policymaking during the fall of 

the Golden Age will show, general macroeconomic conditions 

matter. The stance of policy changed substantially as economic 

performance deteriorated. In the terminology of the previous 

paper, the regime of accumulation was altered in response to 

changes in the mode of regulation and the model of 

industrialisation. Of course, the lines of causality among these 

three levels operates in both directions. Nevertheless, there was 

a clear shift in policy which resulted from the decline in 

growth. 

Let us turn now to a brief description of the four economic 

factors we have identified. 

Finance and industry 

Capitalist economies differ substantially in the degree of 

integration between financial and industrial (or non-financial)4 

capital. In the United Kingdom, which has the least integration 

of our six countries, banks finance virtually no long term 

investment in industry, which gets funds either internally or 

^Throughout, we will use the terms industrial and non-
financial interchangeably. 



through family ties. This has been true at least since the 

nineteenth century (Best and Humphries, 1986), and has led banks 

to have little involvement with industry. Thus, finance has 

little direct economic stake in industry (Hall, 1986; JEC, 

1981;). The effect of policy on the two groups often differs 

significantly. The classic example is their conflicting interests 

with respect to the valuation of sterling. 

By contrast, Germany has the most highly integrated 

financial and industrial sectors of the six countries (Francke, 

1984; Nardozzi, 1983; Rybcsynski, 1984; Langhor, .1985). Banks 

hold equity positions, and are highly involved in the management 

of industry. The fortunes of industry and finance are more 

closely tied. With respect to policy, this has led to a bias, 

ceteris paribus. from both industry and finance, for 

undervaluation of the DM. 

In Table 1 we present one measure of the degree of 

integration between financial and non—financial corporations. In 

terms of macroeconornic policy, particularly monetary policy, 

countries with more divergence between finance and industry will 

favor more restrictive policy. This is for two reasons. First, 

the available evidence shows that financial profitability is 

adversely affected by inflation, while there is no similar 

relation for non-financial profitability (Revell, 1979; Santcri, 

1986). As expansionary policy is generally associated with 
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inflationary pressure, and policy restrictiveness is frequently 

an anti-inflation measure, financial corporations are biased 

toward restrictiveness. 

Second, in both the U.S. and the U.K., the financial sector 

has had an external orientation. In both cases, the domestic 

currency is extensively used for international transactions, that 

is, it plays a role as a "world currency." The maintenance of 

confidence in the currency has generally entailed nominal 

stability. Therefore, financial interests have opposed 

expansionary policy on the grounds that it jeopardizes the 

international role of the currency. 

The relation between the policymakinq apparatus and the state 

In the case of monetary policy, the relation between the 

central bank and the government is a very significant determinant 

of po1icy. Independent central banks pursue more restrictive 

policies. (See Epstein and Schor 1986; Bade and Parkin 1980; and 

Bananian, 1383, 1987) 

On the one hand, this is because independent banks are not 

statutorily required to finance budget deficits, as many non-

independent banks are. But even controlling for the budget 

deficit, independent banks are less expansionary.5 In part this 

5See Epstein and Schor, 1986. 
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is due to a traditional and often statutory function of the 

central bank: to protect the value of the currency. & But it is 

also due to the fact that more independent banks are frequently 

closely aligned with the financial sector (eg., U.K., U.S., 

Switzerland) . 

It is also the case that the less independent banks are 

statistically correlated with strong labor movements and labor 

parties. (See Epstein and Schor, 1986). Particular examples are 

Sweden, Austria, and Norway (Martin, 1986; Uusitalo, 1984). In 

general, we would expect these conditions to produce a bias 

toward expansionary policies, in order to fulfill traditional 

objectives of labor movements and parties, such as full 

employment and high social welfare expenditures. 7 

Our econometric research, and well as two case studies of 

central bank movements toward independence (The Federal Reserve 

in 1351 and the Bank of Italy in 1381), strongly support the view 

that independent banks are more restrictive. In Table £ we 

present evidence on the degree of independence of ten central 

banks. 

6In the case of Bundesbank, one of the most independent 
central banks in the world, there is also a generalized 
inflation-aversion at work, which sterns from the experience of 
two hyperinflations. 

7The literature contains fairly strong evidence in favor of 
this proposition. See Cameron, 1384; Lange and Garrett, 1385. 
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The structural position of the policymaking apparatus may 

also affect the policy mix in important ways. For example, the 

U.K. and the U.S. have both experienced periods of uncoordinated 

policy (loose fiscal, tight monetary) which have had adverse 

effects on the economy, particularly with respect to 

international competitiveness. In both cases there is a 

relatively independent bank, and little political insulation for 

the formulation of the fiscal stance. By contrast, the small 

Social Democracies of Europe have been characterized by non-

independent central banks, real wage protection and ruling labor 

parties (Katzenstein, 1983; Martin, 1986). The outcome has been 

tight fiscal and loose monetary policy, which has succeeded in 

maintaining employment and international competitiveness. 

Class struggle: Labor and Capital 

We made reference above to a general difference between 

labor and capital with respect to macroeconomic policy. At a 

broad level, there seems to be evidence for the view that in 

countries where labor is stronger, policy, especially fiscal 

policy, is more expansionary. 

In a cyclical context, short-run Marxian models (Marx 1976, 

chapter 25; Boddy and Crotty, 1975) also embody this view, 

arguing that high employment causes a profit squeeze, which 

capitalists counter by pressuring the state to pursue restrictive 
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policies. Some evidence for this view was presented in the 

previous paper. 

However, there are institutional features of the labor 

market which necessitate a less general analysis. Most important 

are the specifics of the wage—setting process and the extent of 

employment security. If an economy is characterised by a 

Keynesian wage process (nominal rigidity with respect to 

inflation), depreciation or inflation will erode the real wage 

and raise non-financial profitability (Sachs, 1979; Epstein, 

1985; Epstein and Schor, 1987). Therefore, capital may favor 

expansionary policy and Labor may oppose it. In the Marxian case 

(real wage protection), labor has an unambiguous interest in 

expansionary policy, and capital has the reverse interest. 

Secondly, if workers have employment security because of 

statutory limitations on employers' ability to terminate 

employment, capitalists may benefit less from restrictive policy. 

Many European countries enacted statutory limitations of this 

type during the 1970s. Austerity may reduce capacity utilization 

and therefore profitability, without generating downward pressure 

on unit labor costs. It has also been argued that expansionary 

policy will be less effective in this case as well, as firms will 

be less willing to hire new workers who will be costly to fire. 

Thus, one would expect to see less policy activism overall where 

employment security is greater. 
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The international economy 

The position of a nation in the international economy will 

have important effects on policy. As we discussed above, the 

special role of finance in the U.S. and the U.K. resulted in more 

restrictive policy, ceteris paribus. Countries which have tried 

to follow an export-led model of industrialization (Japan, 

Germany, France, and Italy before 1981) often resist policy 

actions which appreciate their currencies. Finally, in the short 

term, policy is often dictated by balance of payments or exchange 

rate crises. The more internationally—integrated the economy, 

particularly with respect to capital markets, the more acute 

these crises may be. 

These are the four factors which we view as most important 

in the determination of policy. We turn now to a discussion of 

policy in the Golden Age, in which we use these factors to 

construct a sketch of macroeconomic policymaking in six 

countries. 

III. POLICYMAKING IN THE GOLDEN AGE (1950-1973) 

Among the six countries discussed in this volume, 

policymaking did not have a uniform character. Owing to 
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structural differences along the lines discussed above, the 

countries divide into two main groups with respect to macropolicy 

in the Golden Age, and to a lesser extent during the "Intershock 

Period." After 1979, the combination of structural change <e.g., 

the independence of the Bank of Italy), the degree of monetary 

restrictiveness in the U.S., and the effects of worldwide 

stagnation resulted in an unusual degree of policy convergence 

(by postwar standards). In this section we discuss the outlines 

of policy in the Golden Age. 

The groups into which our six countries divide are France, 

Italy, Japan and Germany on the one hand, and the U.S. And the 

U.K. on the other. The former (hereafter Group A) is 

characterized by more expansionary macroeconomic policy and a 

more rapid accumulation process. The U.S. and the U.K., (Group 

B ) , by contrast, exercised considerably more policy restraint. We 

will argue that this difference was primarily due to the 

independence of the central bank, the international position of 

these two (imperial) powers, and the role that their domestic 

currency played in the international economy. The only 

qualification to this classification is that Germany shares some 

of the features of Group B, on account of its unusual inflation 

aversion, and the independence of its central bank. 

Macroeconomic policy in France. Italy. Japan and Germany 
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These countries conform most closely to the description of 

the Golden Age set out in the previous paper. They all 

experienced a historically unprecedented period of rapid 

accumulation, which substantially exceeded that in the U.S. and 

the U.K. In all four cases, policy was expansionary and 

accommodative. The characterization of these as "pure credit 

money" economies has a basis in the actual monetary policy of the 

period (Aglietta, 1976; Lipietz, 1985; Glyn et al, this volume). 

In this section, we will describe some of the structural features 

of these economies, and how they affected the policy stance. 

In these countries the general aim of macroeconomic policy 

during the Golden Age was to maximize the rate of growth in the 

corporate sector. We begin with monetary policy, and discussion 

of the common structural features which made expansionary 

monetary policy possible.8 

8Background literature for this section includes the 
following: France: Aftalion, 1983; Raymond, 198S; Bruneel, 1986 
Sautter, 1982; Hall, 1986. Germany: Hennings, 1962; Dernburg 
1975; Giersch, 1973; Biehl, 1973; Kloten, 1985; Francke, 1984 
Kreile, 1978. Italy: Rey, 1982; Amendod a, 1981; Bank of Italy 
Caranza, 1983; Cotula, 1984; De Vivo, 1981; Fazio, 1979, 1980 
Ferrari, 1983; Nardozzi, 1980, 1981; Padoa-Schioppa, 1985 
Posner, 1978; Sarcinelli, 1981; Jossa, 1981, 1985; Monti, 1979 
1980, 1983; Addis, 1986; Magnifico, 1983; Spaventa, 1983, 1984 
1985; Vaciago, 1985. Japan: Suzuki, 1980, 1986; Yamamuro, 1985 
Presnell, 1973. Multi-country studies: Black, 1977, 1982a, b 
1984; Boltho, 198£; Bruno, 1985; Cowart, 1978; Hodgman, 1983 
Hoibik, 1973; Katzenstein, 1978; Lindberg, 1985; Thygesen, 1982. 
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First, with the exception of Germany, the central banks of 

these countries had very little independence, either to resist 

financing government deficits, or to enact a policy course 

significantly at odds with that of the remainder of the 

macroeconomic policymaking apparatus. (See Table £ above for a 

ranking of independence) The Bank of Japan was "widely regarded 

as no more than a bureau of the Ministry of Finance" (Yarnamuro, 

1985, p. 502) . The Bank of France, since its nationalisation in 

1936, has been similarly unable to pursue an independent course. 

French monetary policy during this period has been described as 

"largely an adjunct to the Plan." {Thygesen, 1982). The Bank of 

Italy was a powerful initiator and formulator of policy, but did 

not ultimately have the desire or ability to pursue a non— 

accommodating monetary policy during this period. Its policy 

objective was to maximize the rate of growth of invest merit, 

particularly in the industrial sector. 9 

9Germany differs most with respect to the independence of 
the central bank. Let us take a moment here to consider the 
particularities of the German case. First, the German experience 
of two hyperinflations created a degree of inflation—aversion 
which was not present in the other countries. This meant that 
policy was also highly sensitive to the maintenance of price 
stability. Second, the Bundesbank is a very independent central 
bank. 

During the Golden Age these differences were not especially 
important, because the German inflation rate was so low <bo:h 
historically and in comparison to other European countries). The 
Bundesbank could accommodate demands for credit with relatively 
little fear of inflation. As a result, monetary policy in Germany 
was as expansionary as in the other Group A countries, (see Table 
3) Indeed, the biggest problem of the Bundesbank was to mange 
the conflict between low inflation and an undervalued currency. 

These differences become more important after 1373, when 
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These three countries also shared common features with 

respect to capital markets, industry/finance relations, and the 

administrative structure of monetary policy. In all three, and 

Germany as well, there was a substantial integration between 

finance and industry. The degree of internal corporate financing 

was low. None of these countries had "developed" capital markets, 

in the Anglo-American sense. None had more than token markets in 

equities or corporate bonds, so the degree of banking 

intermediation was quite high. In Japan and Italy especially, 

(which have the highest rates of household savings in the world), 

the household sector was consistently in surplus, and deposited 

its savings in the banking system. Banks lent these surpluses to 

industry, which was in consistent deficit. Furthermore, the 

financial sectors in these countries were relatively domestically 

oriented. 10 

This structure of financing gave the central bank a high 

degree of control over credit conditions, for a number of 

inflationary pressures were strongest. Monetary policy in Germany 
was somewhat more restrictive. Germany was the first country to 
move to monetary targeting, and a more "monetarist" understanding 
of policy. Despite strong social conflict and intense pressure to 
accommodate, the Bundesbank was able to maintain a restrictive 
Stance. We believe that this was largely because of its 
structural independence, coupled with the country's inflation 
aversion. 

l0Raymond, 1982; Hall, 1986; Epstein and Schor, 1996; 
Suzuki, 1980, 1986; JEC, 1981; Langhor, 1985; Rybczynski, 1984. 
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reasons. First, the central bank's statutory powers over banks 

were great, relative to the U.S. and the U.K. Second, 

expansionary monetary policy generally took the form of interest 

rate ceilings, which generated an excess demand for credit from 

the private sector. This meant that banks were consistently 

desirous of borrowing from the central bank, in order to satisfy 

loan demand. This condition gave the central bank a high degree 

of leverage over the banking system. In Japan, this phenomenon is 

known as "overloan." In Italy, the central bank pegged the 

interest rate on government bonds below the equilibrium rate, and 

administered ceilings on bank loans. In the French and Italian 

cases, many banks are publicly-owned, which further facilitated 

central bank control. 

Furthermore, these features also gave the central bank a 

substantial influence over international capital -Flows. 

Regulations on trade financing, restrictions on capital outflows, 

arc mandatory overseas borrowing were all potent tools used by 

these central banks, in order to achieve balance of payment 

equilibrium or manage exchange rates. 

This structure also created a relative unanimity of interest 

with respect to exchange rate policy. Because banks were so 

highly involved in financing long term investment, they retained 

a financial interest in the long term profitability of industry. 

They had no special, independent interest in an overvalued 
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exchange rate. The model of industrialization in these countries 

was sufficiently oriented to export-led growth that exchange rate 

undervaluation was fairly consistently the preferred policy 

option, As Japan and Germany especially, moved into external 

surplus during the 1960s, the authorities were oriented toward 

avoiding currency revaluations. There was no important sector of 

society which opposed their efforts. 

The final determinant of policy to be noted is the structure 

of capital/labor relations (Crouch, 1978; Flanagan, 19S3; Lange, 

1982; Gourevitch, 1984; Sachs, 1979). During the Golden Age these 

four countries shared labor market features which allowed policy 

convergence. Most important was the ability of the economy to 

undergo rapid accumulation without significant upward pressures 

on unit labor costs. This structure corresponded to what we 

earlier termed a "Keynesian" wage-setting process. Unlike the 

U.S. and the U.K., the labor movements in these four countries 

were either virtually destroyed or seriously weakened in the 

aftermath of the Second World War. 

In Japan and Germany, the combination of fascism and the 

policies of the American authorities during the occupation 

resulted in company unionism and precluded the growth of any 

truly representative workers' organizations.11 In both countries, 

11The American authorities attempted to destroy whatever 
resistance movement existed in Germany after the war. As is now 
corning to light, they sent Nazis into the factories to identify 
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unions took a highly cooperative stance until 1970 or after. In 

Germany from 1967 to 1969, the unions agreed to such low wage 

increases, in the face of rising profits, that there was an 

unprecedented outburst of wildcat activity and anti-official 

sentiment from the rank and file. (Soskice, 1978; Kloten, 1985) 

In France and Italy, the postwar situation was quite 

different. The popularity of the wartime resistance translated 

into strong support for the left and it appeared that the left 

would dominate the trade union movement. Concerned about the 

impact this would have on American interests, the U.S. military, 

intelligence, and political authorities, in conjunction with 

representatives of the American Federation of Labor, undertook to 

destroy this support. Allying with conservative labor and 

business interests, they succeeded in dividing the Lir.:. on 

movements in both countries. In each case a three-sided trade 

union movement was created, in which the unions were divided 

along ideological lines and allied to political parties. In both 

countries, the result was a weak, internal 1 y—divided un:.ori 

movement. In addition, the existence of large labor reserves 

< f rorn the Mezzogiorno in Italy, and from the agricultural sector 

and North Africa in France) created chronic slack in labor 

markets. 

"communist sympathizers." In Japan, General MacArthur's program 
of democratic social relations was terminated by the authorities 
in Washington, it was replaced with policies which gave power to 
the conservative elements of society. 
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The weakness of labor in all four countries meant that 

expansionary macropolicy would not be quickly translated into 

wage increases or discipline problems. Relative to the U.S. and 

the U.K., the working classes were weaker, more divided, and less 

able to take advantage of fast growth. The other result was that 

the model of industrialisation in these countries was more 

oriented toward the interests of capital, particularly in Japan 

and Germany. 

CTK: Note to readers: There is a missing table here which will 

show the degree of nominal unit labor cost responsiveness to 

output growth.] 

It was not until trie end of the 1960s that these conditions 

were overcome, arid workers began to exercise significant labor 

market power. (See the previous paper for a.n extensive discussion 

of these developments.) fit that time there were structural 

changes which strengthened the labor movement (for example, the 

unification of the Italian trade unions) and political 

developments in the three European countries (May 196S, Hot 

Autumn, and similar unrest in Germany). There was a trans­

continental strike wave of unprecedented proportions, and a real 

wage explosion. (See Sachs, 1379; Schor, 1933; Soskice, 197S; 

Salvati, 1981, 1965; Lacci, 1976; Regalia, 1978; Walsh, 1933; 

Lange, 198£; Gourevitch, 1984; Crouch, 1978.) For the most part, 
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the European the wage—setting process was transformed from 

Keynesian to Marxian. This had predictable consequences, for 

policy, which we take up in the next section. 

The above cnaracterisat ion of monetary policy is reflected 

in the aggregate data. Table 3 presents rates of growth of money, 

quasi-money, and credit for the each of the six countries in the 

study, arid averages based on our typology of policy. I' all 

categories <nominal, real, and real normalized by potential 

output), Group ft countries had substantially higher rates of 

monetary expansion than Group B countries. 

What about fiscal policy? Did these countries also eMpioy 

expansionary fiscal policy during this period? fts a rule, Group A 

countries relied much less on fiscal than monetary policy. In 

Japan, the government attempted to maintain a balanced budget, 

cutting taxes continually as growth automatically raised 

revenues. <Yamarnura, 1935) In Germany, the use of count ei— 

cyclical fiscal policy was not even statutorily permissible until 

the Stabilization Act of 19S7, after which time the government 

did use traditional Keynesian policies, although they were always 

conditioned by the strong laissez-faire economic orientation of 

postwar Germany. (Kloten, 1935) find in France, credit allocation 

was a far more prominent planning tool. Of the four countries, 

only Italy ran a persistent fiscal deficit. This evidence is, 

summarized in Table 4. Over the period 195£-1973 the average 



general government surplus as a percent of GDP was O. 6, with only 

Italy showing consistent deficits. 

The actual surpluses are only partially revealing, however, 

as the rapid pace of economic growth and the existence of fiscal 

drag contributed to growing revenues. Unfortunately, we do not 

have high—employment, or "structural" budgets for these countries 

during this whole period. We do have two partial estimates, 

however. The first, in Table 5a, is a cyclically-adjusted measure 

of the average stimulus of fiscal policy to the economy over the 

period 1355—55.-^ These calculations show that fiscal policy in 

Group ft countries was expansionary, with an annual contribution 

to GNP growth of O. 74 percent. 

The Group B countries had a much more expansionary actual 

fiscal stance (average of —0.3 percent). However, on a 

cyclically-adjusted basis, fiscal policy contributed almost 

nothing to the growth of GNP (an average contribution of O.1£5 

percerit per year), I*5 

This evidence, along with the institutional literature, does 

not reveal a heavy reliance on fiscal stimulus. Indeed, among our 

^Cyclically-adjusted measures of the fiscal stance do not 
exist for the whole period 1350-1373. 

i^The OECD (13S4) estimates of structural budgets begin in 
1370. For tne period 1370-73, the structural budget balance as a 
percent of GDP was: France O.7; Germany -0.1; Italy —6.3; 
Japan 1.4: U.K. 1.3; U.S. -0.2. 



countries, the U.K. was undoubtedly tne most devoted to the 

conscious use of fiscal policy to achieve full employment. 

Similarly, the small states of Europe were both ideologically and 

in practice much more committed to a Keynesian fiscal stance than 

tne Group A countries. <Katzenstein, 13S3) On balance, it appears 

that fiscal policy was mildly expansionary ion a structural 

basis) m the Group A countries. In Group B, the structural 

Dudget contributed little. Perhaps the most revealing comparison 

is not among these countries, but with the years after 1373, at 

which point both structural and actual budgets turn sharply into 

deficit for all countries except the U.S. 

We hs^e now sketched the broad outlines of macroeconornic 

policy in the Golden Age and argued that policy was 

systematically expansionary, with the aim of maximizing growth. 

This is not to say that period of restrictiveness were absent. 

Indeed, the very strength of the accumulation process itself led 

to occasional restrictiveness. In the 1950s, balance of payments 

difficulties led to a restrictive policy episode in France. In 

the 1960s, each of these countries experienced sharp recessions. 

(Frarice in 1963-65, Germany in 1966—67, Italy in 1963-64, and 

Jaaan in 1965) These downturns were triggered in large part sy 

laoor market pressures. CS'oskice, 1978) Nevertheless, these 

periods of restrict iveness were exceptional, and generally qt:ite> 

snort. The dominant thrust of policy was to encourage raaic 

.accumu I at i on. 
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,*iacroeconoroic policy in the U.S. and the U.K. 

Macropoiicy in the U.S. and tne U.K. curing the Golden Age 

was consideraply more restrictive than in the Group f\ countries. 

This is particularly true of monetary policy. The structural 

features whicn accounted for this difference were the divergence 

between finance and industry, the independence of the central 

bank, and the strong economic power of labor. We should also Add, 

particularly in the British case, the influence of the Keynesian 

economic theory. Let us begin with monetary policy. ~** 

fis Table 3 revealed, the stance of monetary policy in these 

owo countries was more restrictive than in the Group Q countries. 

There are three structural characteristics which, in combination, 

can explain this difference. First, in both countries the central 

bank is relatively more independent. 

In the U.S., the federal Reserve griined independence from 

the Treasury in the "accord" of 1951. (See our earlier paper on 

the accord.) The struggle over FED independence was a fierce one, 

i'•Background literature for this section includes the 
following: U.K.: Wood, 1383; Blac-kaby, 1979; Dow, '.964; Elba urn 
and Lazonick, 13S6; Grove, 1967; Keegan, 1979; Krause, 1969; 
Pollarc, 13S£; "ew, 1973; Cooper, 1968; Kareken, 1968; Hall, 
1936. U.S. : Epstein, 1982, 1384, 1336; Herman, 1982; Mint;:, 1965. 



with genuine autonomy at stake. Once the FED won the ability to 

set interest rates independent of the Treasury's needs, it was 

able to pursue policies at odds with those of the Executive or 

Legislature. i 0 However, in the fight for independence the FED 

found it necessary to turn to the commercial banking sector for 

political aid. This lesson, plus the common corruption of 

relations between the regulator and the reruiated <Stigler's 

M a t u r e theory), resulted in a syraoiotic relationship between the 

FED and the commercial banking sector. Over time, the FED's 

independence came to rely cri the political clout of the banr.s. 

find the banks' interests came to be represented by the FED. 

The interest of the FED in bank profitability die not 

automatically translate into a concern for industrial 

profitability, because these two sectors are relatively separate 

in the U.S. economy, (see Table 1) Financial markets si-re hig.-iiy 

cevelopec! in the U.S., and firms are sole to raise funds from a 

variety of sources. 

~>.vrihermore, beginning earlier in the century, New York had 

jecowe an important center of international finance. The Bretton 

•-.oods arrangements, in which the U.S. dollar was a reserve 

currency, accelerated the growth of international banking in the 

U.S. flifierican banks possessed a privileged position on account of 

-"ederai Reserve independence remained somewhat 
circumscribed, however, as Congress always possesses the power to 
revoke the terms of the accord. 
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the collar's international role. From a policy standpoint, tnis 

meant that the central bank was devotee! to maintaining the 

international status of the dollar. -° This entailed restricting 

the international supply of liquidity. Inflation rates comparable 

to the Group A countries <with the exception of Germany) would be 

likely to generate anxiety about the dollar, could trigger- a run 

on the gold stock, and were therefore problematic. 

The situation in the U.K. was similar, although greatly 

axasgeracec. The Bank of England was nominally nationalized in 

11?AS, but nationalisation was a "great non—event. " i.Vorgari, 193A) 

The traditional relation between the City of Loneon and the Bank 

continued virtually unchanged, as did Bank—Treasury relations. 

Through the famous City-Bank—Treasury nexus, macroeconomic policy-

was highly oriented toward the interests of the City. 1 •' Even 

though the Sank of Snglanc was formally obligated to accommodate 

fiscal deficits, ths policy consensus was sufficiently pro—City 

to prevent consistently expansionary policy. 

'what were the interests of the City? The City had little 

involvement with British industry. Its profits lay largely m 

'-°lrs addition to the banks, the U.S. government also nad an 
interest in maintaining the international role of the dollar, 
because it would benefit from seicnorage gains. 

i^There is a significant literature on the City-Bank-
Treasury nexus supporting this view. See Sayers, 1376; Poliaro, 
1382; Ingham, 1384; Keegan, 1373: Coakiey, 1333; Longsthreth, 1373. 
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internat ional commercial, mercantile, and financial activity — the 

legacy of Britain's imperial status. The constant in the 

macropoiicy stance was the attempt to maintain the value of 

sterling, as it was still widely in use as an international 

currency. 18 Throughout the Golden Age both Labour ana the Tories 

believed that the health of the City19 depended on maintenance of 

the $2.80 sterling/dollar exchange rate. 

This commitment was problematic, however, on account of 

underlying weakness in the economy's balance of payments 

position, and the large overhang of sterling 'oai&nces which 

remaineci after the war. The combination of external weakness and 

expansionary fiscal policy generated recurrent sterling crises 

and the famous stop—go pattern of macroeconornic policy. 

Expansionary periods were quicw.iy aborted by balance of payments 

problems. Starling crises and periods of restrictiveness occurred 

in 1347, 1343, 1351, 1355, 1357, 1361, throughout 1364-67. "'he 

strength of the policy consensus created by the City—Bank-

Treasury nexus c&r\ be seen by the stubborn (Labour and Tory) 

commitment to the $2.30 rate throughout the 1360s, despite :ts 

adverse consequences for the economy. Proponents of expansion 

were unable to enact the structural changes ieg,, devaluation, 

i dGver one—third of all international trade was st- 11 
financed in sterling in the early 1360s. (Cooper, 1363) 

*^The considerable contribution of the City to the balance 
of payments was also a factor in support for the City. ThiK 
~ormn.it men t was affirmed by the influential Radciiffe Committee ^ep 

~ormn.it


import controls) necessary for sustained expansion. f)s the data 

on fiscal stimulus above show, the expansionary fiscal policy 

associated with Britain's ideological commitment to full 

employment was negated by the simultaneous commitment to the 

City. 

The U.S. and the U.K. also differed from the Group ft 

countries with respect to capital/1abor relations. Both countries 

emerged from the Second World War with the power of Labor 

erinsncec. While the Cold War adversely Affected the political 

strength of Labor, in both countries workers rstainea significant 

l£tbor market &rtd snop floor power. This asymmetry (labor market 

strength, political weakness) had important policy consequences. 

Sapid accumulation led to more upward pressure on unit labor 

costs than in tne Group £) countries, which generated a bias 

toward policy restrictiveness. fit the same time, Labor's 

political power was not sufficiently strong to capture tne 

policymaking apparatus. 

As the data on both monetary and fiscal policy show, the 

U.S. and the U.K. used considerably less expansionary policy than 

the Group A countries. They had less integrated financial and 

non—financial sectors, more independent central banks, more 

economically powerful working classes, and were both attempting 

to maintain &n international currency. In our view, these 
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structural differences are largely determinant of the policy 

varaat ion. 

Before turning to a discussion of policy after 1373, let us 

briefly address the question of policy independence. Given the 

dominant position of the U.S., did our other six countries have 

the ability to conduct autonomous policy? While there is 

disagreement on this issue, we have come to the view that there 

was considerable latitude. In some cases, this was on account of 

an extensive regulatory apparatus, especially with respect to 

financial flows (Japan, Italy and France). Regulatory insulation 

Bnd undeveloped capital markets gave authorities the aoility to 

conduct more autonomous policy. Of course, period external crises 

-night occur, but the data shows that these were infrequent. 

Germany and the Li. K. had far fewer regulations. In the Li. -;. , 

tne government had only a minimal regulatory presence in the 

City, because it is believed that regulation harms the City's 

ability to compete in international finance. In Germany, the 

strength of liberal economic ideology was important, fls we noted 

above, the U.K. ^.siti little policy latitude, but this was due to 

problems intrinsic to the Brit isn economy, rather than the force 

of fl'iierican policy. The German authorities took the view t~at 

they had little policy latitude (rnaintaning, for example, that 

they were unable to sterilize in the late 1960s). However, -he 
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econometric evidence does not support their claims i ihygesen, 

19S£>. 

IV. Pol icy-Making in the Aftermath of the Golden Age (1973-1986) 

In August, 1971, President Nixon closed the gold window and 

let the dollar float. Sore than any other event, the breakdown of 

Bretton Woods symbolized, at the level of the international 

economy, 'Che end of the postwar "regime of accumulation." The 

international environment for rnacroeconornic policy had radically 

charged. 

ihat change is often characterized as the movement from 

"fixed" to "flexible" exchange rates. But while those two 

regimes differ in important ways, the change represented by the 

breakdown of Sretton Woods was much more basic: it reflected the 

decline of U.S. hegemony. £-' 

•^According to reigning wisdom, the move to flexible 
exchange rates &r<d the deterioration in the rnacroeconornic 
environment we're both good news and aadz th& trade-offs might 
have worsened, out, according to proponents, flexible exchange 
rates gave monetary authorities more "freedom to cnoose". 
<rriecman, 1951) 

While rnacroeconornic authorities may have initially believed 
that floating rates would give them more policy autonomy, it soon 
became clear tnat such freedom was largely illusory. in most 
countries, the freedom of flexible rates was undermined by the 
high level of speculative international capital flows, whicn 
drove depreciating currencies into a vicious cycle of 



Without understanding that basic cnange, the two other major 

alterations in the international environment are impossible to 

understand. The periodic attempts of the United States to 

generate depreciations in its exchange rate to improve its trade 

balance—a policy unheard of in the 50*s and S O ' s — appears 

incomprehensible. And the dramatic increases in oil prices in 

1973 and 1979 appear, like the breakdown of Etretton Woods, to be 

simply exogenous "shocks." Yet, they were the direct result of 

the inability of the U.S. to send the "gunboats" to control the 

price of oil. 

Just as the decline of the United States (and with it, 

Bretton Woods) and the massive increase in oil prices altered *he 

international environment for macroeconomic policy, the breakdown 

in domestic capital—labor relations (see the previous chapter) 

enormously complicated domestic macroeconornic policy. in 

combination, changes in these key structual factors—capital-

labor relations and the countries' positions in :he 

international economy- radically altered macroeconomic policy in 

the aftermath of the Solden Sge. 

depreciation, inflation and more depreciation. These flows, in 
combination with the declining position of the dollar in the 
world economy, ultimately vitiated the freedom of floating rates 
for the U.S. as well, as became painfully clear during the dollar 
crisis of 1973—79. 



For countries whose policies during the Golden Age had been 

generally acccmmodating <Group ft), these changes greatly reduced 

the benefits from accommodation. For Group B countries, (the U.S. 

and U.K.) these changes dramatically altered the conduct of 

policy. They increased the benefits of expansion for the U.S. 

while retaining important contractionary forces, thus making U.S. 

policy similar to the U.K.'s stop-go policies of the 50'5 and 

60's. For the U.K., these changes ultimately reinforced the 

contractionary aspects of macroeconomic policy. 

For Group A countries, the breakdown in capital-labor 

relations meant that further monetary accommodation would lead to 

reductions in the cost of job loss and either a profit squeeze or 

higher inflation (a rentier squeeze). The oil price increases 

raised the domestic price level, thereby threatening real wage 

-eductions or, in their absence, a profit squeeze and a wage-

price spiral, implying the need for contractionary policy. 

At the international level, for Group A countries, the oil 

price inceases, combined with the changed international position 

of the U.S., reduced both the desireabi1ity and the possibility 

Of pursuing undervalued exchange rates through monetary 

accommodation. Countries highly dependent on imported oil, like 

Japan, would benefit from exchange rate revaluations. As 

undervalued exchange rates became more problematic, the attempt 

by the U.S. to improve its trade balance through depreciation 
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meant that undervaluations would be more difficult to achieve 

without highly expansionary monetary policy which could greatly 

intensify the profit-squeeze or rentier—squeeze problems.21 

These changes in the international environment and the nature 

of capital labor relations reduced or even reversed the positive 

effects of expanionary policy on profits for the Group A 

countries.22 By the early 1980's, all of these countries, with 

the important exception of France, were pursuing contractionary 

policies to bolster profit rates. (Llewellyn, OECD, 1933, p. 

202.) And France was not far behind. 

Before policies converged in the late 70's and early SO*s, 

however, there were important differences. These differences 

can be explained by differences in the other structural factors 

listed in parts II and III above. Germany, with its independent 

central bank, tightened first, well before the increase in oil 

prices. The other Group A countries, on the other hand, lacked 

21In any case, increasingly mobile international speculative 
capital made it extremely difficult to hit exchange rate targets, 
problematic as they had become. find highly speculative financial 
flows meant that the current account constraint, already binding 
for a number of countries because of the large increases in or. I 
bills, was greatly tightened by speculative outflows through the 
capital account. See below. 

22As noted above, all group A countries had close relations 
between industry and finance, so corporate profitability is the 
major objective of macroeconomic policy except when left-wing 
governments are in power where the central bank lacks 
intiependence. 
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indpendent banks. Faced with the U.S. exchange rate depreciation, 

and fearing the trade and deflationary effects of revaluation, 

Italy, France, and Japan pursued accommodating monetary policy to 

avoid revaluation. 

But the increase of oil prices in late 1973 created more 

divisions in the group. Japan, whose dependence on foreign oil 

was greater than other countries, was the next to pursue tight 

policy. France and Italy, on the other hand, with integrated 

central banks and politically powerful labor and left wing 

parties, pursued expansionary policy to induce depreciation, 

erode real wages and increase exports. 

The international and domestic macroeconomic changes already 

described, and the monetary policy responses to them, led to a 

slowdown in economic growth in the 1970's. The economic 

slowdown, combined with increases in "Welfare State" related 

government spending in many countries, meant that many of the 

Gourp A countries became faced with large structural budget 

deficits. (See Table 6 ) . Political conflicts over the budget 

became intense, and the deficits, under parliamentary control, 

proved extremely difficult to alter. 

In this new context of large budget deficits, Group ft 

governments attempted to find alternative means to impose 

"macroeconomic discipline. " These took two main forms: the 
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direct attempt to subordinate fiscal policy to monetary policy, 

usually by imposing monetary targets (Germany, Japan, Italy); end 

indirect attempts to subordinate fiscal policy to monetary policy 

by pegging the exchange rate to a strong currency (France, 

Italy), or by submitting oneself to an IMF stabilisation program 

(Italy). In the case of Italy, these were supplemented by an 

institutional change which created a more independent central 

bank. 

The united States and the United Kingdom (Group B countries), 

also found themselves in changed circumstances. The changed 

position of the U.S. role in the international monetary and 

trading system meant that its policies would become more similar 

to the British stop—go policies—vacillation between trying to 

take advantage of its newfound monetary freedom to solve its 

trading weakness through depreciation, and trying to reassert its 

"traditional" international role through tight money and 

appreciation. 

The United Kingdom's international position had also changed, 

but much earlier. The Devaluation of 1967 greatly altered the 

perception that Sterling had to be defended at all cost, (Coakley 

and Harris, 1983, p. £3), paving the way for the U.K.'s 

accommodating policies in the early 1970's. But like many of the 

Group A countries, the stagnation of the seventies led to 
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burgeoning budget deficits. With the help of the IMF, in 1976, 

the U.K. subordinated fiscal policy to monetary policy. By the 

end of the decade, with Margaret Thatcher's election, the 

committment to high employment which had characterised one pole 

of the "stop—go" of the 1950's and 60's, had been abandoned. 

(Buiter and Miller, 1983). 

By the middle 1980's, policy divergence has again become more 

pronounced, especially between the U.S. whose monetary and fiscal 

policies are more expansionary and the European countries, who, 

for the most part are pursuing contractionary policy. 

Thus, macroeconornic policies in the decline of the Golden 

Age have gone through three phases. In the first phase, (1973— 

79) there was a large divergence of policies among our six 

countries. Some pursued accommodating policies while others were 

more contractionary; indeed, most countries experienced bouts of 

both. 

In the second phase (1980-1982), there was a remarkable 

coincidence of restrictive policies among the six countries (with 

the important exception of France under Mitterrand). In the final 

phase (1983-preBent), there has again been policy divergence. The 

U.S. especially has pursued more expansionary fiscal and monetary 

policies than the other five countries. 
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What can explain this divergence, convergence and then 

divergence? The structural factors we outlined earlier—altered 

by the decline of the postwar accumulation regime—largely 

account for the pattern. Where business-oriented governments 

remained in power, or the central bank had a good deal of 

independence, policy was aimed at the preservatior of 

profitability in the relevant branches of capital. Changed 

circumstances, however, changed policies. 

We will now discuss macroeconornic policy in the decline of the 

Golden Age in more detail, developing the themes described above. 

Macroeroecoriomic Policy: 1973—78 

Table 6 presents summary measures of monetary and fisicai 

stance in the six countries. These measures are based on a 

variety of monetary indicators and on structural budget 

estimates. Though unavoidably subject to alternative 

interpretation, summarizing these policies is necessary to make 

our discussion manageable.33 

Policy in France, Germany. Italy and Japan 

23See the appendix for a presentation and discussion of the 
data underlying this table. Interpreting the monetary data is 
particularly problematic since different measures often give 
different indications of the stance of policy. This is 
especially true of the period under study because of the 
tremendous changes in the financial systems of many countries. 
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Germany applied restrictive monetary policy well in advance of 

the increase in oil prices due to increased labor market 

pressure. 

Fiscal policy soon followed. (BIS, 1973/74, pp. 53-57). With the 

oil price explosion the Bundesbank only increased its resolve to 

tighten further. In a showdown with the trade unions in 1974, 

the Eiundesbank, evidently with the support of the government, 

insisted on restrictive policy, despite labor's demand for more 

expansionary policy. (Kloten, p. 386) The Bundesbank began to 

announce monetary tartgets, the first country to do so, in an 

attempt to subordinate fiscal policy to monetary policy. This 

became particularly difficult and important as the government 

budget fell into deficit. 

Fiscal policy turned highly expansionary in 1975, with the 

structural budget deficit increasing by 2.9% of Potential GNP 

over the previous year.(Price and Muller, 1985, Table 2.) Fiscal 

policy remained expansionary over the next few years, though less 

so. 

As the dollar began depreciating in the middle 70's, the 

Bundesbank, concerned about losing competitiveness, allowed the 

money supply to overshoot its target to avoid excessive 

Deutscheirark appreciation. But fearing art exchange rate crisis, 

the Bundesbank turned highly restrictive in 1979. 
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Japan, on the other hand, pursued expansionary monetary policy 

in the months preceding the first oil "shock". Japanese monetary 

and fiscal policy was expansionary in the early 1970's, initially 

to counteract the recession of 1969-70. Later, when the dollar 

was devalued in 1971, Japanese industry resisted revaluation and 

monetary policy remained accommodating. (OECD, 1985, p. 46). 

The large increases in money and credit during this period, 

together with the oil price increases, was accompanied by what 

has become known as the "Great Inflation". (Suzuki, 1986, p. 122; 

Kagami, 1984, p. 75. ) By late 1973, in response to the oil price 

increases, the Bank of Japan increased its quantitative 

restrictions ("window guidance") and by 1975, "price stability" 

became, for the first time in the post—war period, the main goal 

of monetary policy. (OECD, 1985, pp. 48-49, Suzuki, 1975, Kagami, 

1984.) 

Thus, Germany and Japan pursued restrictive monetary 

policies, with occasional bouts of expansion. Their stance is 

consistent with the structural factors previously described. Both 

countries have a strong external orientation and close 

connections between finance and industry. Industrial 

profitability is of the utmost concern. Thus, restrictive 

policies to constrain the power of labor must be tempered by 
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efforts to prevent exchange rate appreciation. These imperatives 

directed policy of these countries in the 1950s and 1960s and 

continued to do so in the 70s. 

In Italy, monetary policy during the 1970s was expansionary, 

to facilitate lira depreciation. The structural factors 

explaining this stance were a non-independent central bank (unti1 

1981), close connections between finance and industry, and 

externally—oriented industrial capital. The other critical 

development was the strengthening of the Labor movement, both 

politically and economically, such that it was able to forestall 

serious austerity measures. The unification of the trade unions, 

the statutory creation of job security, the growth of social 

welfare expenditures, and the threat of a Communist electoral 

victory made restrictive policy nearly impossible.24 

France, too pursued expansionary, or at least, "stop-go" 

policies in the initial aftermath of the first oil price 

increases (Sachs and Wyplosz, 1986, p. 269 and Sautter, 1982, 

p. 450). These policies prompted France to twice leave the? 

European snake and devalue. Its motivations were similar to 

Italy's. Fiscal policy, which had been contractionary throughout 

the 70's, also turned expansionary in 1975, with the structural 

24See Epstein and Schor, 1987. 
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budget deficit increasing by 1.1% of potential GDP between 1374 

and 1975. (Price and Muller, 1985, Table 2.) 

By 1376, however, with rising inflation and unemployment and a 

change of government, Prime Minister Barre pursued an orthodox 

stabilization plan—balancing the budget, maintaining a strong 

franc and tight or neutral monetary policy. (Sautter, 1382, pp. 

467-68, Sachs and Wyplosz, 1986, p. 268. ) In the process, Barre 

led France into the European Monetary System (EMS) which tied its 

monetary policy (and ultimately Mitterrand) to the mast of the 

Bundesbank. (See below.) 

Monetary Policy in the U.S. and U.K. 

In the U.S., the loss of trade competitiveness in the late 

1980s and 1370s led to a political shift favoring domestic 

industry. During the Nixon—Ford—Carter period policy favored 

domestic, export-oriented capital. (By contrast, the Kennedy-

Johnson and Reagan Administrations were more sensitive to the 

interests of multinational banks and corporations. 2 5) After 1371, 

restoration of the U.S. trade position became a high priority. 

Given the apparent nominal wage rigidity during the late 1970s, 

and the advent of flexible exchange rates, expansionary policy-

after 1974 led to a depreciation of the dollar, a decline of real 

25See Ferguson and Rogers, 1986. 
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wages and a halt to the deterioration of the trade position. As 

such, the move to flexible exchange rates in the U.S. created a 

conflict between finance capital, which was still internationally 

oriented and anti—inflationary, and domestic industry. This 

conflict, combined with the somewhat circumscribed nature of the 

Feceral Reserve' s independence, led to an expansionary monetary 

policy. This expansion was inconsistent with the structural 

constraints facing the United States, in particular, the 

international role of the dollar and would not persist for an 

extended period of time. 26 

The U.K. atttempted reflationary policies in the early 70's, 

prior to the oil price increases. If the devaluation of Sterling 

in 1967 had placed a nail in the coffin of the old hard sterling 

coalition, the Breakdown of Bretton Woods buried i t . 2 7 Monetary 

and fiscal policy were expansionary in the early 70's in the 

absence of the old sterling constraint. But with a high degree 

of newly won wage indexation, and highly mobile international 

capital, the government had lost its appetitite for expansion by 

1975. Fiscal policy turned contractionary. And 197S, with the 

signing of a letter of intent with the IMF, monetary and fiscal 

policy turned contractionary, paving the way for Margaret 

Thatcher.(Surrey, 1982, pp. 548—552). 

26For more details, see Epstein (1981) and Epstein and Schor (1986 

2 7Though Margaret Thatcher's government may have dug it up. 
See below. 
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Macroeconomic Policy: 1979— 1982 

As Table 6 indicates, between 1979 and 1982, monetary policy 

was contractionary in most of the six countries. Only in France, 

after the election of Mitterand, was expansionary policy pursued. 

Fiscal policy was expansionary at the beginning of the period in 

most countries. With the exception of the United States and 

Italy, however, fiscal policy became more restrictive by the end 

of the period. 

This restrictive policy was bolstered by important 

institutional changes in policy making. By the end of the period 

in most countries, the institutional stature of monetary policy 

was enhanced in an attempt to give it dominance over fiscal 

policy and to signal the demise of the committment to full 

employment. (Chouraqui and Price, 1984; Suiter and Miller, 1983; 

Meek, 1983.) In all countries this was represented by the move 

to monetary targets (Germany, France, Italy, Japan, U.S., U.K.). 

Monetary targets allowed central banks to engineer dramatic 

increases in interest rates without taking responsibility for 

them and to reduce or eliminate their committment to high 

employment policies. In some countries, these were supplemented 

by a connection between these targets and fiscal policy (Italy, 

U.K.), in others they were strongly bolstered by pegging the? 

exchange rate to a strong currency (France, Italy), and finally, 
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in the case of Italy, an important increase in the independence 

of the central bank. (Epstein and Schor, 1987). 

These attempts to take monetary policy out of the realm of 

democratic control28 succeded with varying degrees. In all 

cases, however, they helped to provide the political mechanism 

for contraction. 

Policy in the U.S. and U.K. 

In the U.K. the election of Margaret Thatcher brought a 

dramatic change in policy. Her government, building on the 

agreement with the IMF in 1976, instituted a Medium Term 

Financial Strategy (MTFS), the goal of which was to bring down 

the Public Sector Borrowing Requirement (PSBR) over a number of 

years, making that requirement consistent with monetary targets 

for sterling M3.29 

Technically, the policy has had problems. Targets for 

sterling M3, expenditure and the public sector borrowing 

requirement have all been overshot. But despite that, the 

28Or to further insulate them from control in the Germany, 
U. S. and U. K. 

29See Buiter and Miller, 1981; Buiter and Miller, 1983, 
Kaldor, 1982,; Artis and Bladen-Hovel1, 1987. 
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government has succeeded in making fiscal policy very tight. 

Price and Muller estimate that the U.K.'s structural budget 

surplus increased by 6.6% of potential GDP between 1979 (and 

1981.30 Monetary policy has been more difficult to assess. 

Sterling M3 has greatly overshot its targets, and most measures 

of monetary policy have been quite expansionary. (See Table 6 ) . 

On the other hand, other indicators give a different picture. 

Ex-ante real interest rates were quite high in 1980—1982. 3 1 Real 

exchange rates were also extremely high. Thus the Bank of 

England may have allowed the money supply to overshoot targets 

given the other signs of financial stringency. In any case, by 

allowing unemployment to dramatically increase, the government 

made the important point: high employment would no longer be a 

policy concern (Buiter and Miller, 1983, Kaldor, 1982). 

In the United States, there was little doubt about the 

stringency of monetary policy after 1979. Prior to 1979, as a 

result of growth rate differentials between the U.S. and its 

trading partners, and the evident desires of U.S. officials, the 

dollar depreciated dramatically against most foreign 

3 0 For other estimates see Buiter and Miller, 1983 and Art is 
and Bladen-Hovell, 1987, and the references cited there. 

31Papadia, 1984, estimates them to have been 3.26, 5.77 and 
5.0 percent in 1980, 1981 and 1982, respectively. See Buiter and 
filler, 1983, for another estimate. 
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currencies.32 These declines led to accelerating inflation in 

the U.S. and further speculative attacks against the dollar. 

In the spring of 1979, the second oil price rise occurred. In 

August, President Carter appointed Paul Volcker, a banker's 

banker, to head the Federal Reserve System. In October, in the 

face of a full—fledged crisis of confidence in the dollar, 

Volcker announced a dramatic change in policy. By pledging to 

target monetary aggregates rather than interest rates, Volcker 

signalled that he would allow interest rates to rise as high as 

they needed to restore the value of the dollar. 

The speculative attack on the dollar in 1978-1979 endangered 

the international role of the dollar. Paul Volcker was brought in 

to restore confidence in the dollar and rescue the international 

monetary system. Restoring confidence entailed not only 

restrictive policy, but also a reassertion of the independence of 

the central bank. This required a strong and independent 

Chairman, who would be welcome in the banking community. Policy 

after 1979 is attributable to the reestablishrnent of de facto 

Federal Reserve independence, with the old coalition of bankers 

in tow. 

32See Epstein, 1981 for a discussion of U.S. monetary policy 
during this period. 

47 



Thus, in the U.S., the policy of the middle seventies had been 

an aberration, as it threatened two important structural 

characteristics: the dependence of the Federal Reserve on the 

banking system for political support, and the structural role of 

the dollar in the international monetary system. 

Policy in France, Germany, Italy and Japan 

The tight monetary policy by the United States after 1979 

conditioned, though it did not deternine, the policies pursued by 

the Group A countries. 

In the case of Italy, the central bank increased its 

independence. The Banca d' Italia fought for and won indepericence 

with respect to financing government deficits.33 It also joined 

the EMS and proceeded with the integration of its capital markets 

into the EEC. These measures created both the structural 

possibilities and institutional pressures for a more restrictive 

monetary policy. By 1980, with the workers' loss of the FIAT 

strike, the power of Labor had been decisively weakened 

politically facilitating contractionary policy. 

33See Epstein ana Schor, 1987 or Addis, 1986. 
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In Japan and Germany, both monetary policy and fiscal policy 

moved in a highly contractionary position after 1979. Between 

1979 and 1982, Japan reduced it structural budget deficit by 2.1% 

of potential GDP (Price and Muller, 1985, Table £ ) , and Germany 

by 1.4% of potential GDP (Price and Muller, 1985, Table 2) . 

According to Suzuki (1986), the Japanese monetary authorities 

remained committed to fighting inflation, as did the Etundesbank, 

with most measures of the real money supply declining between 

1979 and 1982. (See the appendix, and Table 6 ) . 

Given the independence of the Bundesbank and the relative? 

integration of the Bank of Japan, one might expect monetary 

policy to have been more restrictive in Germany than Japan. 

That does not seem to be the case, however. Suzuki (1975; has 

suggested that in 1975 there was a regime change at the Bank of 

Japan such that it began to stick to an "eclectic" monetarist 

rule, enhancing the authority and autonomy of the central bank.34 

There may be other explanations for the degree of 

restrictiveness in Japan. One possibility, consistent with the 

analysis of Vamarnura (1985), is that the Bank of Japan was acting 

in coalition with the policymaking apparatus (MITI and the 

Ministry of Finance) and industry, against the agricultural 

3 4 However, other studies have called this change into 
doubt (Hutchison, 1986). 
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sector. During this period, the Liberal party gave large 

subsidies to rice growers, in order to shore up a rapidly 

deteriorating electoral base. These subsidies contributed to 

large fiscal deficits. The Bank may have been trying to stand 

against the fiscal stimulus. 

Another explanation is that the growing internationalization 

of Japanese capital markets may be leading to divergence between 

finance and industry. 

Perhaps most likely, the dramatic increase in Japan's role in 

the international economy meant that it could no longer ignore 

its behavior on the rest of the world, i.e., it could no longer 

act as if it were a small country. (Suzuki, 1986, Chapter 1.) As 

sucn, Japan has had to be careful not to appear to be trying to 

pursue an undervalued exchange rate for fear of retaliation.35 

Only France pursued an expansionary policy during this period 

with the election of Mitterrand in 1981. That policy was 

reversed, however, within a short period of time.36 

35Says the OECD survey of monetary policy and exchange rate 
management: Although the Yen recovered late in 1982, the current 
account strengthened and inflation remained low, concern about 
protectionism in major trading partners has diminished the scope 
for any relaxation of monetary policy which adversely affect the 
Yen. (OECD, 1985, p. 50). 

3 6 0 n this period see Petit, 1986; Sachs and Wyplosz, 1986, 
OECD, 1985) and the references therein. 
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Mitterrand's policy has been described as overly expansionary 

and demand oriented. 3 7 Yet Petit, <19SS> and Sachs and Wyploss 

<1986> have shown that fiscal policy was only mildly expansionary 

and quickly reversed. Price and Muller estimate that in between 

1960 and 19S£, the structural budget deficit expanded by about 

.1.6 percent of potential BDP. And the evidence on monetary 

policy indicates only a brief expansion since it had to be 

periodically tightened to stave off severe, periodic, foreign 

exchange crises. 

Mitterrands' polices were reversed within two years. The 

correct explanation for the policy failure is highly 

controversial. But there is little doubt that the attempt to 

expand while the rest of the countries were contracting, worsened 

the current account and contributed to a flight from the 

franc. (Petit, 1986, Sachs and Wyplosx, 1986). 

But the periodic currency crises which ultimately tied 

Mitterrrand's hands were also proabably induced by capital 

strike against the income redistributing policies of the 

Mitterrand regime. (Petit, 1986). Exchange controls, which were 

progressively tightened during the period, helped but were 

ultimately hindered by the decision, inherited from Barre, and 

ratified by Mitterrand, to remain within the EMS.(Sachs and 

Wyplosz). Even an integrated central bank and capital controls 

3 7See Cobham, 1986, and nurneroud popular accounts. 

51 



were not sufficient to give policy autonomy in a contractionary 

international enviomment, characterized by capital flight, when 

an exchange rate committment to the EMS was maintained. 

Policy After 1982 

After 1982, policy diverged again. The more salient 

divergence is between the U.S. and the other six. Policy in the? 

U.S. was significantly more expansionary. Among the other five, 

the policy stance differed. Monetary policy was expansionary in 

Japan in line with the U.S. Fiscal policy was expansionary in the 

U.K., neutral in Germany, and contractionary in France, Italy and 

Japan.38 

What explains the post-1982 divergence? For the U.S., the 

resumption of moderately expansionary monetary policy reflects 

38Monetary policy in the UK is still difficult to 
interpret. 

One illustration of the policy divergence is the estimated 
impact of monetary and fiscal policy on unemployment, holding 
constant other factors such as real wages, and competitiveness. 
According to estimates by John McCallum (1986), for the years 
1979-1984, policy had a negative effect on employment in every 
country but the U.S. (See Table 7 ) . U.S. fiscal and monetary 
policy after 198£ became expansionary. Elsewhere, there was more 
restrictiveness. 



the continuing structural factors: the international role of the 

dollar and the needs of commercial banks. In 1982 Mexico 

suspended debt payments. It became clear that the profits of a 

number of large and medium—sized banks depended on a resolution 

of the emerging Third World Debt problem. To facilitate that 

resolution a reduction in interest rates and an increase in the 

world growth rate was necessary. Therefore, Volcker abandoned the 

monetarist facade and began to act as a lender of last resort. 

The continued restrictive policy on the part of Germany seems 

to result from a perception that capital—1abor relations have not 

been restored and that expansion will only harm profits. Other 

European countries, having joined the EMS, are now tied to the 

German policy. Thus, previous attempts to bolster the insulation 

of monetary policy from democratic control may now be hindering 

expansionary policy in some countries. 

Alternative Explanations 

We have argued that macroeconomic policy in the decline of the 

Golden Age reflected commonalities and differences. The 

commonalities among policies can be largely explained by a 

breakdown in the capital-labor relations characterising the 

Golden Age. (see previous paper) The waves of labor militance, 

real wage explosions, and political mobilizations of the late? 

1960s and 1970s led authorities to seek restrictive policies. 
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However, in terms of our other three structural determinants of 

policy, differences among the countries remained. 

Thus, in our view, monetary and fiscal policy responded to 

the same underlying structural factors as during the Golden Age. 

Important structural changes however, led policy to take some new 

forms. 

There are certainly other plausible explanations for the 

nature of macroeconomic policy during this period. One is that 

the early policy differences reflect experimentation in a new and 

uncharted environment. By the end of the period, all countries 

agreed on the one set of optimal policies. According to this 

view, structural differences are unimportant in explaining 

macroeconomic policy. 

A second view is that by the end of the period the 

international integration of goods and financial markets was so 

great that central banks could not pursue independent policies, 

particularly when they entailed divergence from the U.S. 

While these views may be appealing for the period 1979-32, 

they cannot account for the post—1982 divergence. They are also 

vulnerable to more specific criticisms. 
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To a certain extent, the international constraint view and 

the one optimal policy view can be related. If the international 

constraint is such a binding one, then it may be very hard for 

any economy to step out of line, with the possible exception of 

the United States. However, the history of macroeconomic policy 

in these six countries (as well as others), is replete with 

examples of policies undertaken to reduce the international 

constraint. While many thought flexible exchange rates would do 

so, that was not the only such policy. Italy, Japan, Germany, 

France and the United Kingdom all utilized capital controls of 

various kinds. There is ample evidence that such controls were 

effective, at least in the short run, in creating policy autonomy 

even in a world of highly mobile capital, (Orgy, 1982) 

To be sure, capital controls are problematic in the long 

run. It is difficult to prevent evasion without expanding their 

purview extensively. Yet experience shows that they can be 

periodically effective in the short to medium term. The failure 

to use controls is a policy choice, which should be subject to 

the same kind of analysis as macroeconomic policy in general. 

Similarly, the decision to join the EMS or Snake, which does 

constrain macroeconomic policy, is itself a macroecoriomic policy 

choice. The argument that the external constraint must be binding 

on policy, though it has some kernels of truth, takes as given 

what needn't be given at all. 



V. CONCLUSION 

What can De learned from the experience of demand management 

over the last forty years? The policy variations among our six 

countries provide us with an opportunity to draw some lessons. 

First, the differences among countries with respect to capital 

markets suggests that greater policy latitude and superior 

economic performance are associated with more integration between 

finance and industry, more state intervention, and less developed 

financial markets. While some countries (Italy, Japan) arts 

currently attempting to de—regulate financial markets and create 

more international integration, our analysis counsels that this 

may not be a wise course. 

Second, our research suggests that the external constraint 

may not be as binding as some observers claim. Countries have a 

fair degree of latitude to choose how much internatioral 

integration they want, and can enact restrictions if necessary. 

Again, the current trends are toward more international 

integration, less regulation, and less domestic control over 

macroeconornic policy. It is not clear that these changes will 

benefit the citizenry in these countries. 

Finally, the policy experience of 1950—1987 bids us to 

reconsider currently fashionable views on inflation. During the 

Golden Age the most successful countries were those with 
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expansionary policy, rapid accumulation and high inflation. In 

the 1970s, views on inflation changed and many in the economics 

profession and policymaking apparatus came to believe that 

inflation impedes growth. Policy became much more restrictive, 

and inflation fell. Yet growth remained an illusive target. Many 

countries continue to pursue contractionary policies. But to what 

end? The poor performance of the Group B countries, with strong 

anti-inflation financial sectors, international currencies, and 

independent central banks should give us pause. 
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Belgium 

Canada 

France 

Germany 

Italy 

Japan 

Netherlands 

Sweden 

United Kingdom 

United States 

Table 1 

Central Bank Independence* 

Bade & Parkin 

1 

1 (2 until 1967) 

1 

3 

1 (2 after 1981) 

2 

1 

1 

1 

2 

Epstein & Schor 

(2 until 1967) 

(2 after 1981) 

.5 

*The higher the number the more independent the bank. 

Sources: Central Bank Independence: Bade and Parkin (1980); Authors' 
estimates. 



Table 2 

Connections between Finance and Industry 

Share of Non-Financial Corporation Liabilities 
Held by Commercial Banks 

(Average and Rank) 

Belgium 

Canada 

France 

Germany 

Italy 

Japan 

Netherlands 

Sweden 

United K: Lngdom 

United States 

Average 

.24 

.08 

.10 

.58 

.32 

.39 

NA 

.25 

.10 

.08 

Rank 

3 

1 

2 

7 

5 

6 

NA 

A 

2 

1 

Source: Corporation Assets: OECD Financial Statistics, Part 3, various 



Table 3 

Annual Rates of Growth of Monetary Measures, 1958-1972 

France 

Germany 

Italy 

Japan 

U.K. 

U.S. 

Money 

9.6 

8.9 

14.2 

16.7 

5.0 

4.2 

Quasi-Money 

12.4 

11.9 

13.6 

16.0 

7.2 

6.4 

Credit 

12.0 

12.8 

13.7 

16.6 

8.6 

8.0 

Group A 

Group B 

12.4 

4.6 

13.5 

6.8 

13.8 

8.3 

Source: IMF, Financial Statistics. 



Table 4 

General Government Surplus as a Percent of GDP, 1952-1972 

France 0.7 

Germany 2.2 

Italy -2.1 

Japan 1.6 

U.K. -1.0 

U.S. -0.8 

Group A 0.6 

Group B -0.9 

Source: Data from Armstrong and Glyn. 



Table 5 

Fiscal Policy 

Average Annual Expansionary Effects, Percent of GNP, 1955-653 

General Central Govt 

Total Total Discretionary Automatic 
Effects Effects Effects Effects 

France .71 .08 1.19 -1.11 

Germany 

Germany1-

.55 

.90 

.78 

-.28 .92 -1.20 

Italy 

Italyc 

.96 

1.00 

.22 

.11 1.16 -1.27 

U.K. .00 -.58 .19 -.77 

U.S. .25 -.05 .36 .41 

Notes 

a. The annual expansionary effect is a measure of the effect of the 
government budget on the rate of growth of GDP. It is calculated on the 
basis of the deviation of GNP from its trend value. See Hansen (1968) for 
details. General government refers to all levels of government; central 
government excludes lower levels. All countries include public enterprises 
except Germany. 

b. 1958-1965 

c. 1956-1965 

Source: Estimates from Bent Hansen, Fiscal Policy in Seven Countries, 1955-
1965. 



Table 6 

Monetary and Fiscal Indicators, 1973-1986 

1973-1974 1975-1978 1979-1982 1983-1986 

M F M F M F M F 

France 0.55 + -0.52 + -0.3 0.15 

Germany - 0.40 + -2.15 - -1.52 0.0 

Italy + -8.20 + -8.72 - -10.4 0.5 

Japan 0.5 0 -3.2 -3.38 + 0.3 

U.K. + -3.6 -3.02 0.48 + -0.2 

U.S. 0.25 + 0.25 0.72 + -0.5 

Key 

M=Monetary Policy 
+ • Expansionary 
- » Contractionary 

F=Fiscal Policy 
1973-82, Structural Budget Surplus (+) or Deficit (-) 
982-1987, Fiscal impulse (-) expansionary, (+) contractionary 

Source: Monetary Policy; See Appendix. Fiscal policy, 1973-1983, Muller and 
Price, (1984). 1984-1986, IMF World Economic Outlook, April 1986, p. 195, 
with signs reversed. 
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