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Abstract / Résumé

Why was it so difficult for European Union countries to establish the European Central
Bank? In the 1992 Maastricht Treaty. EU governments committed themselves to an
independent. stability-oriented ECB. and to ensuring low inflation rates and low budget
deficits. Between 1992 and 1998. they fought over the terms of membership and whether
European economic policy should promote growth more than stability. Political parties
transmit voter preferences over growth and stability into national policy on the basic
priorities of monetary union. while the arrangement ot economic institutions reinforces or
frustrates the ambitions of « governing coalition. This not only leads to governments with
clear priorities that conflict at the European level. Governing coalitions frustrated by
economic institutions that thwart their economic policies can promote monetary union in
order to force changes domestically. Theretfore. contlict arose among stability-oriented
governments over whether low budget deficits and inflation were to be achieved before EMU
was launched. This reflected the conflict between France and Germany. The dissertation
examines the links between the politics of economic policy in France. Germany and Spain.
and their policies toward Economic and Monetary Union.

Pourquoi fut-il si ditficile pour les pays membres de {'Union Européenne de mettre sur pied
la Banque Centrale Européenne? Dans le cadre du Traité de Maastricht de 1992, les
gouvernements européens s ¢taient engages a créer une banque centrale européenne qui soit
indépendente et stable. et de s’assurer que le taux d’inflation et les déficits budgétaires
demeurent taibles. Entre 1992 et 1998. ils ont tenté de s entendre sur les régles d"admission
et sur la question de savoir si les politiques économiques européennes devaient encourager
fa stabilité plutdt que la croissance. Les partis politiques ont tradiut dans les politiques
nationales les préférences nationales de I"électorat pour la croissance ou la stabilité au niveau
des priorités fondamentales de ['union monétaire. alors que la nature des institutions
dconomiques venait soit étayer soit frustrer les ambitions des coalitions au pouvoir. Ilen est
résulté une impossibilit¢ de concilier au niveau pancuropéenne les priorités
gouvernementales spécifiques. De plus. les coalitions gouvernementales étant trustrées par
des institutions économiques qui entrent en conflit avec leurs politiques économiques, elles
appuient l'union monétaire afin de forcer le changement au niveau national. Les
gouvernments en faveur de la stabilité n’ont pas pu s’entendre sur la nécessité de résorber
I"inflation et de réduire les déficits budgétaires avant I'entrée en vigueur de ['union
monétaire. C’est A ce niveau que se situe le conflit entre la France et I'Allemagne. On
examine dans cette dissertation les liens entre les politiques économiques en France. en
Allemagne et en Espagne. et la position respective de ces pays sur la question de |'union
dconomique et monétaire.
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1 National Commitments to the European Central Bank as an Analytical Problem

Why was it so difficult for the European Union (EU) to establish the European
Central Bank? In the Maastricht Treaty on European Union (TEU) of 1992, EU governments
agreed on the terms of establishing an Economic and Monetary Union (EMU), of which the
European Central Bank (ECB) was the institutional centerpiece. Between then and 1998, EU
member states fought a series of battles over the ECB’s independence and the tcrms of
membership that effectively re-opened the terms of the EMU agreement and threatened to
tear it apart. The Maastricht Treaty’s terms for membership in monetary union emphasized
price stability over stimulating economic growth in national economic policies. The treaty
demanded that prospective members achieve a high degree of nominal economic
convergence toward low inflation rates, low government budget deficits and modest levels
of public debt, as well as a stable exchange rate, while maintaining similar interest rates.
Taken together, this package of requirements for membership required a far more thorough
commitment to price stability and a strong currency than that required to peg the exchange
rates of national currencies within the European Monetary System.

At the same time, the procedure for selecting EMU members made it possible for EU
governments to apply the criteria with some degree of latitude to allow for political
judgement on choosing members and proceeding with monetary union. Furthermore, while
TEU committed the ECB to serve as the institutional anchor of a stability-oriented monetary
union, the political process of appointing its leadership and the open question of how to
manage the EU’s economy after EMU’s launch permitted national priorities and concerns
over stability and growth to clash.

This basic disagreement manifested itself in five concrete battles over the institutional
foundations of EMU. Sometimes acrimonious disputes over whether the membership
criteria would be strictly applied (e.g. limits on budget deficits and total public debt) created
political uncertainty over the prospects for proceeding with EMU until it was launched, when
improved economic performance rendered many of the disputes moot. Second, disagreement

over whether the membership criteria should act as permanent restrictions on the economic



policies of member states atter EMU"s launch led to the establishment of a Stability Pact in
1996 that introduced semi-automatic sanctions on governments exceeding a deficit of three
percent of GDP. Third. disappointing economic growth and persistent unemployment in
many European countries during the 1990s led to disagreement over whether a political
“growth and stability council™ should balance the ECB’s mission to ensure price stability
with growth-oriented initiatives that could risk more inflation. Fourth. as it became
increasingly fikely that tew countries wouid achieve the membership critecia set vt in the
TEU before EMU's planned launch. disputes erupted over whether a delay in the final stage
of monetary union would be possible. Finally. the final European summit to launch the third
and final stage of EMU was the scene of a heated contlict over whether political criteria
unrelated to the ECB’s mission to promote stability would play an explicit role in choosing
its president. Each of these contlicts placed the ECB's credibility as a guarantor of monetary
stability in question.

The impact that monetary policy rules have on politically sensitive economic and
social policies explains the high intensity and frequency of conflict among European
governments over the priorities of a European monetary policy. When countries establish
a monetary union and choose the guidelines of a single monetary policy. they also set the
parameters within which governments can effectively carry out economic and social policies.
Monetary policy determines the amount of money that a government can spend without
triggering a contraction of the money supply. and an increase in unemployment. that would
counteract the benefits of spending.

Consequently, a monetary policy designed to ensure price stability pressures
governments to restrict spending commitments that consistently generate budget deficits.
Italso pressures businesses and employees to restrain price and wage increases. Under these
conditions. stability might be bought at the price of lower social spending. and during periods
of fighting inflation. higher unemployment levels. Conversely. in the context of a growth-
oriented monetary policy. economic policy-makers could attempt to stimulate economic
growth with financial transfers and higher borrowing levels. Businesses and employees

would have more leeway within which to raise prices and wages. Under these conditions. the
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prospect of inflation would threaten the value of savings and investments. Therefore. setting
a common monetary policy eventually aftects the distribution of wealth and income in
national economies in clear and predictable ways.

The ECB project. from the initial agreement in 1992 to the selection of members in
1998, demonstrated on balance a dominant political preterence for balanced budgets and low
inflation. but also the fragility of the political consensus among EU governments. European

governinents did nui jusi creaie a central bank. They made concrete decisions to insulate the

-

institution from political interterence, to set economic standards of membership and to shut
out candidate countries that could not meet them. to further deter countries from entering it
they doubted they could meet the membership criteria on a lasting basis. and to entrench
price stability (i.e. low inflation) as a higher priority than economic growth in an
international treaty. [n the words of European state representatives. they made a conscious
political choice to establish the ECB as part of a 'stability community’ that places concrete
limits on government borrowing, and therefore. restricts the freedom of movement that
governments had previously had to stimulate economic growth and promote social welfare.
The alternative of establishing EMU as a 'growth community’ was not promoted by the
French government that initiated the project. nor by the council of central bank governors
which drafted the first concrete proposals to establish EMU. and did not come into
discussion until well after its stability orientation had been anchored in the Maastricht Treaty.
Only toward the deadline for selecting members for EMU did the ditficulties of attaining the
criteria for membership weaken the consensus on EMU stability.

Since social entitlements constituted such a large and growing component of
government spending in Europe during the 1990s. the EMU agreement became heavily
politicized in some countries when governments cut social spending commitments in the
effort to reduce their budget deficits. Other means of social protection. such as restrictive
layoft rules also became tocal points of confrontation as some governments attempted to
force inflation rates down. Inother countries. voters teared precisely the opposite: that other
national governments would demand a weaker orientation of European monetary policy to

price stability. so that spending cuts and labor market reforms could be avoided. In short.




the rules of EMU and the structure of the ECB opened a debate about the future of the
welfare state in Europe. This basic distributional conflict is why it is much more difficult
for governments to agree on establishing a monetary union and a common central bank than
on a simple exchange rate mechanism. The latter allows for different monetary policies, for
exchange rate adjustments, and for countries to withdraw when they are dissatisfied with the
consequences.

Until the final stage of EMU was launched in 1998. the disputes over the terms of
membership and the ECB's independence were paralleled by disparate capacities to meet the
criteria set out in the TEU. While most EU countries reduced inflation significantly during
the early 1990s, few of themn were able to implement spending cuts that would have ensured
compliance with the membership criteria. When countries that had difficulty meeting the
criteria began demanding lower standards for membership, a more growth-oriented monetary
policy and a less independent ECB, attention naturally focused on how voters and economic
institutions could influence a government's policy toward monetary union. Under these
circumstances, it would be useful to undertake a systematic investigation of how voters and
economic institutions influence national commitments to the ECB and to the EMU project.

Not only are the disputes surprising, considering the terms of proceeding with EMU
spelled out in the Maastricht Treaty, but considering the subsequent conflicts, it is somewhat
surprising that EU governments went ahead with monetary union. A theoretical approach
needs to answer three main questions: how do we explain the incentive to establish the
European Central Bank; how do we explain the subsequent disputes; and how do we explain

the political bias in favor of price stability over economic growth and social welfare?

1.1  Argument Summary

The most challenging aspect to explaining the politics of EMU lies in finding the
incentives that drive conflicting patterns of state behavior. The lack of a direct and uniform
incentive to establish EMU makes it difficult to use conventional models of institution

building, which require such an interest to make collective action attractive, whether



organized unilaterally or voluntarily among several parties. Without this, we are at a loss to
use conventional models to explain why EMU was initiated and followed through on. The
transaction cost benefits of monetary union are modest at about 0.5 percent of GDP' and
European countries have different monetary policy requirements.” This means that European
countries vary in their sensitivity and vulnerability to negative economic shocks, which in
turn means that a restrictive, stability-oriented monetary policy would prevent or undermine
economic growth in some countries relatively frequently.

Monetary union has never been a hegemonic project?, nor has any European country
had the capacity to play the role of a hegemon® despite France's leadership and Germany's
profound influence on the structure of EMU. Nor has the celebrated linkage of EMU and

Political Union® had much effect on the outcome of EMU's rules. Similarly, neither the

! Eichengreen. Barry and Jeffry Frieden The Political Economy of European Monetary Unification.
Boulder: Westview Press. 1994,

* Goldstein, Morris and Jacob Frenkel, “The Macroeconomics of Currency Zones,” in Berhanu
Abegaz, Patricia Dillon, David Feldman and Paul Whitely, eds., The Challenge of European
Integration: Internal and External Problems of Trade and Money. Boulder: Westview Press, 1994.

3 Germany's currency and central bank are the most influential in Europe, although Germany had
little interest in promoting monetary union. See Kathleen McNamara, “Economic and Monetary
Union in Europe: Do Domestic Politics Matter?”" Paper presented to the American Political Science
Association, 1994.

* This role would require the capacity to guarantee stable exchange rates through intervention in
international currency markets, in the capacity of a benign hegemon as described by Kindleberger
(The World in Depression, London: Allen Lane, 1973). Furthermore, Germany had little to gain
economically that could justify the establishment of an hegemonic system, along the lines proposed
by Gilpin (War and Change in World Politics. New York: Cambridge University Press, 1982).

3 This proposition, put forward by Barry Eichengreen and Jeffry Frieden in 1994, suggested France
pursued EMU as a means of binding the reunified Germany into Europe, and that Germany agreed
to a monetary union that it would otherwise have not supported in exchange for increasing political
union within the EU, i.e. permitting the Council of Ministers to decide many more issues of common
concern by qualified majority vote. However, this approach does not take into account, why France
agreed to a stability-oriented monetary union if it had leverage over Germany in 1990 during the
German reunification talks. Nor does it consider that comrnitments on political union proved to be
remarkably weak.




European Commission® nor expert opinions on the benefits of monetary union’ have been
able to push national governments to agree where the latter see their vital interests at stake.
The disputes over the terms of EMU that erupted after the Maastricht Treaty was

signed are not rooted in the quality of institutions that prevent defection®, nor has there been

® George Ross’ 1995 work on Jacques Delors (Jacques Delors and European Integration. New
York, Oxford University Press), which includes an account on the sarly planning on EMU, focuscs
on the impact that the presidency of the European Commission can have on the course of European
integration, provided that European governments do not block proposals for one reason or another.
Delors organized the committee of central bank governors to draft a plan for proceeding with
monetary union upon direction fromthe European Council, which took the decisive decision to study

the options.

7 McNamara’s 1994 paper (op cit.) proposed that the EMU project was made possible by the
widespread acceptance among European governments that price stability was the proper way to
manage European monetary policy. It draws on the influence of ideas on foreign policy and
internationai relations elaborated in Robert Keohane and Judith Goldstein, eds., /deas and Foreign
Policy. Ithaca: Comell University Press, 1993.

3 Defection-preventing institutions play a central role in cooperation theory, which addresses two
concerns that might deter states from cooperating despite the promise of gains in the absence of a
hegemon. First, it expects states to sustain interest in collective action by addressing concerns about
the distribution of gains and costs. Second, it tries to minimize the risk of defection from agreed
terms that could cost some members dearly. In the case of EMU, defection would occur when a
country ignored the limits on government spending or on inflation levels after acceding to
membership. Protection is offered by devising effective methods of monitoring compliance and by
punishing defectors. Although such institutions became terribly important for Germany in the run-up
to EMU's launch, the real problem of cooperation revolved around the disparate priorities of EU
governments in monetary policy.

The most significant obstacle to applying cooperation theory to the EMU project, however, is the
fact that there was little in the way of obvious gains that EU governments were supposed to be
pursuing that would justify the cost of erecting the institutions. The most commonly cited benefit
of EMU was the reduction of transaction costs for traders and investors that the common currency
would bring. However, Frieden and Eichengreen estimate that the benefits would be small,
amounting to 0.5% of GDP, and dubious for countries that already had achieved price stability and
could lose their gains if the new central bank allowed more inflation in the future. In contrast, the
immediate cost to the EU’s weaker economies during the 1990s was large and more certain as they
disinflated their economies and reduced public spending in the hope of distant economic payoffs in
the form of more robust, stable economic growth. Since risk and uncertainty loom much larger than
payoffs, cooperation theory lacks a key component for explaining the ECB project. For a review of
the cooperation theory approach, see Robert Axeirod, The Evolution of Cooperation. New York,
Basic Books, 1984. For a discussion of the incentives for proceeding with monetary union, see
Barry Eichengreen and Jeffry Frieden, eds., The Political Economy of European Monetary
Unification. Boulder: Westview, 1994, chapter 1.
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any attempt to accommodate diverging economic interests with rules that match
complementary monetary interests, as occurred during the classical gold standard.” Much
more, disputes revolve around the fact that a single currency and central bank necessitate a
single monetary policy."” If countries have different economic policy priorities, they will
either conflict over monetary policy itself or over the economic practices of other member
countries that could have an impact on monetary policy."' Therefore, friction over monetary
union is based on the differences in priorities that voters have in national economic policy.
This requires us to abandon the assumption that monetary policy is insulated from politics"
and to examine the political requirements of monetary cooperation.

The establishment of the ECB and subsequent disputes over the terms of monetary
union are inseparable from the political preferences entrenched in European monetary
policies and the distributional consequences that flow from them. Accordingly, a theoretical
approach that exposes the roots of conflict in the ECB case must reliably explain the pre-
strategic preferences of national governments in monetary policy, and then how those
governments secure those interests.

A liberal framework of international relations is best suited to explaining the ECB

conflict. It allows a systematic investigation of how societal actors and state institutions

? Broz's 1994 paper illustrates how countries with different preferences performed divergent but
complementary functions within the classical gold standard. Some countries such as the UK
provided more liquidity than would have been the case if all countries followed the same rules, while
others provided reserves in time of shortage. See “National Goals and Positive Externalities: The
Domestic Politics of International Money Order.” Presented to the American Political Science
Association. The EMU proposal, however, forced member states to pursue similar fiscal politics that
rendered national economies functionally similar rather than different as providers of liquidity and
reserves within the currency zone. Not only did the entrance criteria demand this on entering EMU,
but the Stability Pact locked in the functional similarity on a lasting basis.

19 Goldstein and Frenkel, 1994.

"' For example, if Country A values price stability and that keeps inflation and government
borrowing levels low to ensure low interest rates for the economy, is likely to oppose higher inflation
rates and borrowing in Country B that could lead to higher interest rates and tighter credit for the

entire monetary union, and slower economic growth for Country A.
12 Katzenstein, Peter, Between Power and Plenty. Madison: University of Wisconsin Press, 1978.
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determine foreign policy preferences at the national level, and of how differences across
countries generate conflicting or compatible interests between states."* Since an explanation
of pre-strategic preferences is indispensable to solving the ECB puzzle, a liberal framework
of study is required.

Propositions one through four, which follow, elaborate the following approach to
examining conflict over the ECB project, particularly after the TEU was signed.

I begin with the proposition that electoral coalitions and state institutions interact to
determine the national interests of countries toward the central bank project. The economic
policy alignment of electoral coalitions determines whether a government prefers a monetary
policy that emphasizes price stability, or one that provides more leeway for economic
growth. Economic institutions, such as pre-programmed spending commitments and
independent central banks, can act independently to either reinforce or frustrate a
government's economic policy agenda. Where institutions and government preferences
reinforce one another, a government’s interest in trading a national institution for an
international one is low. This type of country would not propose such an institution, and any
support it might lend to a foreign proposal would be heavily conditioned by the policy
implications of the rules that would govern the proposed institution.

From these propositions, I expect that proposals for an international central bank to
emanate from countries in which a government is faced with entrenched institutions that
frustrate its economic policies. Because the proposing government wants to move eCOnomic
policy in a particular direction, and because it will seek out allies who are particularly hard
defenders of similar preferences in economic policy, the central bank proposal should be
characterized by a clear political bias in favor of either price stability or economic growth.

In the European case, French economic conservatives promoted monetary union in
order to aid the stalled reform of domestic economic institutions. Other governments facing
similar incentives supported the project. Germany led a smaller coalition of hard-bargaining

conservative countries that signed on to monetary union under the condition that it reflect

'3 Moravscik, Andrew, "Taking Preferences Seriously: A Liberal Theory of International

Relations," International Organization 51, 4: 513-554. (1997).
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their preferences. The following sections treat each proposition in detail.

1.2  The Arguments

Proposition 1: Electoral coalitions set the basic priorities of economic and foreign

economic policy.

I begin with the assumption that governments are central decision makers in economic and
foreign policy, and that the basic priorities reflect the interests of a dominant coalition of
voters, which are transmitted through political parties." As political entrepreneurs,
governments may launch initiatives designed to attract and secure political support without
adirect stimulus from the electorate, but their policy commitments depend on their capacity
to retain the allegiance of their supporters.

The most basic choice distinguishing coalitions in the EMU case is whether the
country places more importance on price stability (which maximizes the value of savings.
investments, and fairly secure sources of income), or on stimulating economic growth and
social welfare (which maximizes the prospect of generating income for the economically
insecure). While all governments are expected to promote economic growth in principle,
stability-oriented countries restrict the growth rate when they see evidence that prices are
rising substantially, or that the supply of money has grown quickly enough for price increases
to follow. They would then expect sustainable growth to follow, as expectations of
economic stability encouraged investment and employment. The timing and extent of

economic restraint has distributive consequences that constitute the basis of the key political

' Parties capable of forming the government are expected to pursue public support from the
country’s political center, as in Anthony Downs, Economic Theory of Democracy (1957). Societal
interests regarding economic policy also find themselves expressed in coalitions in Peter Gourevitch,
Politics in Hard Times (Ithaca, Cornell University Press, 1986), Ronald Rogowski, Commerce and
Coalitions (Ithaca, Comell University Press, 1989), Mark Brawley, Liberal Leadership (Ithaca:
Cornell University Press, 1993) and Beth Simmons, Who Adjusts? (Princeton: Princeton University
Press, 1994). Of course, the importance of domestic politics in international relations was pointed
out in Robert Putnam, “Diplomacy and domestic politics: the logic of two-level games,”
International Organization, 42, Summer 1988, pp. 427-460.
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cleavage on economic policy.

The concrete interaction between voters and parties takes place most intensively on
issues that are more salient than monetary policy or even EMU policy itself. These are issues
such as appropriate interest rates (when to restrict economic growth to preserve price
stability), employment targets, inflation rates (as an instrument to restrict or encourage
economic growth), the budget deficit (for the impact on economic growth and the inflation
rate), the exchange rate, (which can be devalued to stimulate growth). and the rules
governing social entitlements (as a key component of budgetary and social policy) and labor
legislation (as a key determinant of job protection and unemployment).

Interaction between voters and parties on monetary policy, in contrast, tends to be
indirect, based on the monetary policy consequences of the above-mentioned highly
politicized decisions. Voters set the parameters of foreign economic policy decisions, such
as the commitment to EMU in the same manner, by judging the impact that they have on
salient issues. I assume that voters recognize their relative interest in stability or growth,
based on their personal economic positions, and that they vote for electoral platforms that
reflect their interests. This approach allows a clear focus on the linkages between voter
demands and the politics of institutional reform that is central to the ECB issue."

Now follow the qualifications. Voters set the parameters within which governments
can make commitments, but the bluntness of the electoral weapon is often insufficient to
dictate the details of government policy. It is possible. therefore, that a government deviates
from public opinion if it believes that the opposition is incapable of capitalizing on the gap

between policy and voter preferences. However, the fact that there is a threshold at which

1" As chapters two, three and four illustrate, interest groups representing business and labor had a
relatively low impact on national policies toward EMU, particularly before the Maastricht Treaty
was signed. In most cases, pressure groups were active in more traditional policy areas ranging from
wage policy to tax policy and macroeconomic policy. All of these activities had implications for
governments working to converge with the membership criteria for EMU, but were not normally
directed at supporting or rejecting the national commitment to monetary union. These considerations
first became public in the last year before EMU’s launch, when it became increasingly likely that
monetary union would actually take place. This lack of public lobbying activity stands in contrast
to other foreign economic policy cases, as in Helen Milner, Resisting Protectionism, 1988 and Jeffry
Frieden, Debt, Development and Democracy. Princeton: Princeton University Press, 1991.
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the government can no longer support its policy means that the basic interests of society must
be reflected on important issues.

Since parties influence the position of voters and vice versa, the decisive impact of
voters and their interests on economic and foreign policy can only be confirmed in
conjunction with hypotheses that flow from a theory of economic interests. This theoretical
anchor not only provides direction and predictability to the study; it also provides an
opportunity to falsify the predicted parameters and undertake a meaningful test of voter
influence. Proposition la provides a testable suggestion of how economic structure should

lead coalitions to support stability or growth.

Proposition 1a: Pro-stability coalitions are most likely to be found in countries that

combine highly diversified economies with high capital intensity.

This proposition is based on two components of a commitment to price stability.
First, the country should have a direct, dominant interest in low inflation and a strong
exchange rate. Second, this dominant interest should be as durable as possible. This means
that the country should be as invulnerable as possible to external economic shocks that
disrupt the economy.

The hard test of a country's stability commitment lies in its willingness to accept the
costs of ensuring the currency's value. Government must be willing to accept lower export
sales of some products as the consequence of a higher exchange rate, it should not be
concerned about unemployment as the price of combating inflation, and it should not shy
away from spending cuts when deficits become chronic. Here, I work from the premise that
the country’s economic structure helps determine whether unemployment and deficits are a
relatively large concern, when compared with other countries.

How are the structural features of a country's economy conducive to supporting one
type of coalition over another? We can begin with the observation that savers and investors

depend on the value of money in order to ensure the value of their wealth and the real returns
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on their investments. When people rely on capital-based pension plans'® to fund their
retirement, they also acquire a strong interest in stable money through the large investment
they have made. If voters invest money abroad in their national currency, they also acquire
a direct interest in a strong exchange rate, since this protects the value of their income.
Frieden suggests that this factor is decisive: that a country's reliance on income from
investments abroad is an important factor in ensuring that the desire for stable prices and the
desire for a strong exchange rate reinforce one another as national political priorities.'” In
sum, voters for whom savings and investments constitute a sizeable share of wealth and
income should have a direct interest in supporting price stability.

Optimal currency area theory also draws our attention to the structure of an economy
and its impact on the commitment to price stability. It assesses the suitability of two or more
countries for monetary union by contrasting their economic structures. The theory suggests
that the relative commitment of a country to price stability depends on its ability to withstand
negative economic shocks, including a high exchange rate.'® The country’s economy as a
whole, in turn, becomes less sensitive and vulnerable to economic shocks when it possesses
competitive firms that are less sensitive to price competition, and when the economy is

highly diversified. Let us consider briefly how both of these factors can insulate the country

' This means that future pension claims are paid out of returns on investments paid into a pension
fund. Since the value of the future pension depends in part on the stability of prices in the future,
inflation is undesirable. The alternative is a pension plan paid for on an ongoing basis, out of current
premiums from those currently employed. This type of plan is vulnerable to shortfalls for pension
recipients if current employment drops, meaning that in times of low employment, pensioners have
an interest in economic policies that boost employment and economic growth. The pay-as-you-go
system also offers the possibility of compensating for inflation that could result from growth-
oriented economic policies by linking pension payments to wage increases. France and Spain use
the pay-as-you-go systems, while Germany supplements a public pay-as-you-go system with private
capital-based plans.

' Frieden, Jeffry, "Capital Politics: Creditors and the International Political Economy,” Journal
of Public Policy 8, 3/4: 277-278 (1988).

'* Bofinger, Peter, “Is Europe an Optimum Currency Area?” In Alfred Steinherr, ed., Thirty Years
of Monetary Integration from the Werner Plan to the EMU. Harlow, Essex: Longman, 1994, p. 49;
Paul de Grauwe, The Economics of Monetary Integration. (2nd ed.) New York: Oxford University
Press, 1994, p. 30.
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from negative economic shocks and unemployment.

Companies which produce capital-intensive, high value-added goods such as
automobile manufacturers tend to have economic advantages that allow them to manage the
effects of a rising exchange rate in a way that other companies do not. First, they rely less
on the production of standard products that suffer heavily from intense price competition
(and demands for a lower exchange rate), and more on the production of products that
compete on the basis of product features more than price. Second, highly developed sectors
can compensate for rising standard component (withinputs) prices by shopping around. This
forces suppliers to control their prices rather than the purchasing company." In short, the
market power that these firms possess endows them with less sensitivity to the effects of a
high exchange rate, coupled with an interest in a stable exchange rate to attract investment
from international capital markets in company shares, and to protect income from exports
denominated in the national currency and to purchase components from abroad.

Most important for optimal currency area theory, however, is whether economic
activity is widely diversified. Ifit is, we should expect the country to experience fewer and
less drastic economic recessions in contrast with countries with poorly diversified
economies.” If the country’s economy is relatively poorly diversified, higher vulnerability
to recession and unemployment create a more frequent and intense demand for government

measures that stimulate economic growth, such as promoting exports through a lower

' For an overview of arguments about firms and competitiveness, see Nicholas Owen, Economies
of Scale, Competitiveness and Trade Patterns within the European Community. Oxford, Clarendon
Press, 1983, pp. 1-22, and Arthur Francis, “The Concept of Competitiveness,” in Arthur Francis and
P.K.M. Tharakan, eds., The Competitiveness of European Industry. London: Routledge, 1989, pp.
5-20. Focusing on firm competitiveness is considered to be particularly important for the study of
trade and economic interests among countries in which intra-industry trade dominates, such as within
the EU.

*® Any single economic shock is expected to negatively impact a smaller part of a diversified
economy. See Morris Goldstein and Jacob Frenkel, *“The Macroeconomics of Currency Zones,” in
Berhanu Abegaz et.al., eds., The Challenge of European Integration: Internal and External
Problems of Trade and Money. Boulder: Westview Press, 1994, p. 177; and Paul de Grauwe, The
Economics of Monetary Integration. (2nd ed.) New York: Oxford University Press, 1994, pp. 30-31.
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exchange rate, and stimulating domestic economic activity through lower interest rates.

Government finances benefit as well if the economy is relatively well diversified and
in possession of competitive firms at the top of the production chain. Decreased price
competition leads to lower vulnerability to unemployment, less pressure on wages (as part
of the cost factor of withinputs), and more manageable spending commitments, which in turn
help to control tax levels.” For these reasons, we should expect highly-diversified economies
with competitive industries to be least sensitive to the negative trade impact of exchange rate
increases, and most likely to support a stability-oriented monetary policy.

In addition to manufacturers of standard products, service providers, including public
sector workers, are expected to be proponents of a weak currency and a liberal monetary
policy when economic demand begins to falter.” Therefore, countries in which these
industries are particularly well represented should tend to support a growth coalition. The
one exception, however, are the producers of specialized, capital-intensive services that
export their expertise to other countries. This sector has an interest in ensuring a secure
income through a stable exchange rate.

To recap, relative vulnerability to shocks is more important for the identification of
suitable monetary union partners than is the absolute strength of their commitment to price
stability, since optimal currency area theory focuses on the possible differences or similarities
in monetary policy preferences that are likely to follow from economic structure. This
enhances the chances for successful cooperation by minimizing the amount of economic
policy adjustment that countries must undertake to participate in the monetary union,” in
addition to minimizing the likelihood of future conflicts over monetary policy. Also

important is that this approach factors in the political demands on monetary policy that flow

*! In particular, relatively low levels of unemployment keep the tax burden on individual jobs low,
and modest payroll taxes in turn insure against tax-related labor costs from pricing jobs out of the
market in price-sensitive industries.

2 Frieden, Jeffry, Debt, Development and Democracy. Princeton: Princeton University Press, 1991.
= For a review of the challenges of coordinating monetary policies in the broader international
system, see Michael Webb, The Political Economy of Policy Coordination. Ithaca: Cornell
University Press, 1995.
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from economic recessions.

Proposition 2: Economic institutions act independently to reinforce or frustrate the

preferences of electoral coalitions.

This proposition begins with the premise that governments seek to mould the
country's institutional environment to reflect the interests of its supporting coalition. When
they achieve this task, governments are highly committed to their policy preferences and to
existing institutions. If they enter international negotiations that involve changing the
institutional status quo at the international level, they will prove to be exceptionally hard
bargainers, for fear of alienating their supporters.

Stability-oriented governments are reinforced by an institutional environment that
limits inflation and promotes economic adjustment. The most important institutional feature
is an independent central bank, since it punishes inflation and excessive government
borrowing with higher interest rates that depress economic activity. This, in turn, raises the
pressure on government and society to take corrective action, rather than accepting the status
quo. Assuming the legitimacy of price stability to the general public, the central bank's
independence allows it to embody that political preference and to ensure public support for
its actions.”

Growth and welfare-oriented governments are reinforced by a strong system of
entrenched claims to economic benefits, in the absence of an independent central bank.
Here, social security entitlements are particularly important, because spending levels are
determined by the number of residents who meet the eligibility criteria rather than a pre-set

sum of money.” Domestically, claims for benefits, public investment in infrastructure and

* Yee, Albert, "The Effects of Ideas on Policies,” International Organization 50, 1: 69-108
(1996).

3 Michael Smith notes that these programs have increased the cost of government since the 1970s
principally by expanding the eligibility criteria. See the conclusion of Power, Norms and Inflation,
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monetary room for economic growth (i.e. lower interest rates) would take priority over atight
money supply.

In addition to the direct focus on expenditure (particularly entitlements that incur
costs that are difficult to control, such as health care and pensions), institutions and rules that
slow economic adjustment (unemployment insurance, layoff protection, centrally enforced
wage agreements) need to be considered, because they can contribute to structural
overspending by increasing or perpetuating unemployment. This means that unemployment
would have reached the point where taxes could no longer pay for existing spending
commitments. Ifthese programs are underpinned by broad public support, we should expect
that a government would not commit the country to a proposal that undermined the interests
of the people who benefit from them. A proposal of monetary union to such a government
would be judged on the opportunities it allows for growth and development, without
adjusting national institutions.

Governments may inherit institutions that constrain their ability to conduct economic
policy as they and their supporting coalitions would like. As manifestations of previous
political choices, the priorities that institutions impose on economic policy may conflict with
interests of the coalition that supports the incumbent government.”® Asaresult, governments
in this position should have less stable preferences about their concrete economic and social

policy goals, despite having a discernible general orientation.

Proposition 3: If institutions frustrate a government's economic policies badly
enough to put its competence in question, it has a uniquely high
incentive to promote the establishment of an international institution

that will aid the completion of domestic institutional reforms.

The tension between the organized power of two electoral coalitions, one currently in

New York: A de Gruyter, 1992.

* Gourevitch, Peter, Politics in Hard Times: Comparative Responses to International Economic
Crises. Ithaca: Cornell University Press, 1986.
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government, the other ‘stored’ in state institutions and defended by its clientele, can generate
an interest in international institutions with a distinct political bias. The more intense the
clash of past and present power, whether due to deep divisions in society (for example, an
electoral realignment in the making but not consolidated), or due to the deeply entrenched
autonomy of particular institutions from government tampering, the stronger the incentive
should be to "go international."

This differs from Gourevitch's (1986) approach to the relations between governments
and institutions in an important way. His model expects successfully organized electoral
coalitions to possess the strength to alter national institutions to suit their priorities. If this
did not happen, then one would look to organizational and institutional factors that kept the
government from achieving their goals. In contrast, this proposition relies on the fact that
an electoral realignment can take place without the new dominant coalition having the
capacity to shape national institutions to conform to their wishes.

Based on this proposition, the most likely proponents of the proposed Economic and
Monetary Union are governments that have been elected at least in part on a promise to
support low inflation and balanced budgets, but face tough institutional opposition to their
goals. These governments would benefit most from an autonomous European central bank
enforcing fiscal and monetary discipline on national institutions and on private actors.

In the case of EMU in Europe, this incentive would apply not only to the promoter’s
initial desire to promote the establishment a common central bank, but should also lead the
country in question to insist on its establishment.

This argument does not expect governments to sell voters directly on the need for a
common central bank, but rather on the salient economic policy benefits that result from the

commitment, as it Proposition 1.
Proposition 4: The configuration of national interests regarding monetary

integration leads countries to assume distinct negotiating positions

and generate monetary unions with distinct political biases.
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Propositions one to three allows us to predict what kind of monetary union a country prefers,
and how hard it bargains to translate those preferences into the institutional rules that the
define the monetary union. including the central bank. It also allows a prediction of what
type of country proposes a monetary union. whether it seeks a monetary union oriented to
price stability or growth. and consequently. the roles that other countries play in the
negotiations.

When 2 government seeks out support for a monetary union initiative, it will already
have a political agenda and choose its program and principal allies accordingly. Atan early
stage. the stability or growth orientation of the proposed monetary union will become
apparent. either as a direct statement. or expressed in proposed institutional rules. This
declaration attracts like-minded governments and isolates governments with opposing
priorities. if they form the minority. Hard bargaining governments faced with a proposal for
monetary union are likely to define this interest clearly and pull the monetary union proposal
unequivocally in the direction of stability or growth. as the rules of mormetary union and the
central bank are determined.

This dynamic reveals two types of intensive debate that should take place at some
stage of a discussion to establish a monetary union. During the early stages. a debate should
emerge on the basic orientation of the monetary union. and the principles that will guide the
subsequent negotiations on institutional rules. This stage not only sets the parameters of
membership in a technical sense: it sets out which countries are most likely to join together.
and which countries are more likely tc be isolaied from the process. After this stage of
negotiations has been completed. debate should be most intense between two types of
countries committed to the same monetary policy principles: those attempting to implement
the principles for the first time. and those with a proven track record of commitment over

actual pertormance.

1.3 ¥lectoral Coalitions, Economic Institutions and Monetary Integration

European governments represented three distinct views on whether prospective members
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Treaty. In each case, a distinct combination of electoral pressure and state institutions
coincided with the foreign policy preferences of the countries in question.

Germany, the Netherlands and Luxembourg are countries in which the central bank
acts independently from government instruction, and in which voters support low inflation
and low public debt levels, whether or not a European institution exists. Named
Gatekeepers in Figure 1, they can achieve marginal transaction cost gains, as long as the new
currency is as stable as the old. When considening which countries could be accepted as
members, we should expect them to prefer ensuring price stability through a smaller
membership, rather than a larger membership that would protect exporters from the prospect
of currency devaluations.”” Consequently, Germany strongly resisted membership for
countries that lacked its commitment to price stability, promoting a two-speed monetary
union as an alternative to integration for the entire EU. In 1996, Germany insisted that a
council proposed by France to discuss economic policy coordination within the euro zone
remain powerless, out of fear that it could undermine the ECB's independence. The
Gatekeepers also worked diligently to protect the common commitment to the convergence
criteria set out in the TEU.* Germany had a particular concern that other countries would
disregard the targets after attaining membership, and demanded (and secured) two additional
agreements from other EU governments that reinforced the commitment to low deficits and
debt loads over time: the Stability Pact of 1996, and the Stability Declaration of 1998. The
Stability Pact, described in detail in chapter five, reinforced the commitment of EMU
members to the deficit criteria through the threat of fines for countries which exceeded the
three percent limit, while the Stability Declaration committed countries with debt loads in

excess of 60 percent of GDP to devote any budget surpluses to debt reduction before

7 Manifesto of 60 German economists, "Moving Europe too fast will put Europe at Risk," in Alfred
Steinherr, ed., Thirty Years of Monetary Integration from the Werner Plan to the EMU. Harlow.
Essex: Longman, 1994.

* The Maastricht Treaty required candidates to hold their exchange rates within the European
Monetary System parities for at least two years, converge their interest rates, bring their inflation rates
down to within one percentage point per year of the average of the three lowest inflation rates in the
EU, restrict total government debt to 60 percent of GDP, and restrict the government budget deficit
in any one year to three percent of GDP.
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deficit criteria through the threat of fines for countries which exceeded the three percent

limit, while the Stability Declaration committed countries with debt loads in excess of 60

percent of GDP to devote any budget surpluses to debt reduction before spending them at

their discretion.

Voter preferences and institutional arrangements lead Gatekeepers to form the

following preference structure regarding criteria for ECB membership:

Prior Convergence >
to Hard Criteria

Figure I:
Policy

No Institution >

Later Convergence >
to Hard Criteria

Softer
Criteria

National Positions on the Need for the ECB to Tie Hands on Economic

Societal Pressure for
Price Stability

Societal Pressure for
Growth, Social Welfare

Central Bank
Independent:

Adjustable Spending
Commitments*

GATEKEEPERS

Germany

(EMU candidates must tie
hands first)

REFORMERS

(Anti-EMU: hands tied with
pressure to loosen)

Adjustment-Resistant
Spending Commitments

PROMOTERS

France

(EMU to tie hands)

DEFECTORS

Spain

(Tying Hands Avoided or
Compensated)

* Central bank independence aids adjustment of spending commitments



France best exemplifies a category of countries named Promoters in Figure 1. Voters

supported government comnmitments to low inflation and budgetary conservatism. but

organized opposition made it difficult to implement public sector spending cuts.” In

addition. while the government successfully controlled the average inflation rate. public

sector unions succeeded repeatedly at winning increases in pay and pensions that exceed

increases in productivity. Reform in this sector was only achieved where the government

privatized state enterprises,

Figure 2:

Ability of Finance Ministries to Pursue Hard Convergence Criteria

Societal Pressure for Price
Stability

Societal Pressure for
Growth. Social Welfare

Adjustable
Spending Commitments

Hard Convergence
Criteria Supported

Germany

Hard Convergence
Controversial,
Unsupported

Adjustment-Resistant
Spending Commitments

Hard Convergence
Supported with Difficulty

France

Hard Convergence
Unsupported

Spain

France pushed Germany and other stability-oriented governments to support the

establishment the European Central Bank. French governments also remained committed

to the hard entrance criteria as a best option for evaluating membership. and supported the

* Hankel. Wilhelm. “Fiir Keynes kein Platz in Europa.” Handelsblatt. September 13. 1994.




German plan for a two-speed monetary union. At the same time, successive governments
justified new austerity measures to voters as requirements for EMU. They only dropped this
connection when backlash against cutbacks threatened to undermine the EMU commitment
altogether.

As a Promoter, France balanced the sanctity ot the membership criteria with the
desire to establish the ECB quickly. France insisted that the membership criteria could be
interpreted flexibly. based on 'substantial progress' toward fulfilling the benchmark values.
0 as 1o not miss an opportunity to begin with monetary union.” This combination of
reform and haste suggests that France promoted the central bank in order to entrench
controversial economic policy changes that it had failed to implement.

Voter preterences and institutional arrangements lead Promoters to torm the
following preterence structure regarding international institutions like the proposed central

bank:

Prior Convergence > Later Convergence > Softer >  No Institution
to Hard Criteria to Hard Criteria Criteria

Despite this order of preference. interest in the last two options should be
considerably weaker. since neither provide help for the government’s economic policy.

Southern European countries demonstrated a third type of behavior. and are named
Defectors in Figure 1. These countries harbored more stubborn tendencies of inflation and
government overspending and lacked a history of central bank independence. Although the
governments were concerned about the effect that inflation and public borrowing were
having on the economy.™ they had more difficulty introducing reforms than most EU
countries. The Spanish and [talian governments forced inflation down from historically high

levels. but were not as committed to cutting spending. given public opposition. This

' Elaborated in chapter five.

*I' The willingness of these countries to control inflation and public spending to some extent is
documented by Michael Webb. The Political Economy of Economic Policy Coordination. [thaca:
Comnell University Press. 1995.



resistance retlects the lower diversity and competitiveness of the economic base. which
leaves a greater percentage of the work tforce simultaneously vulnerable to economic shocks,
as well as the prospect that currency devaluations and inflation could re-ignite economic
growth when necessary.

These governments attached their countries to EMU for three reasons: First. they
feared that exclusion would punish the countries’ weak economies with uncontrolled
inflation. high interest rates and economic stagnation. Second. they teared that international
investment would be diverted to the euro zone. thereby slowing their own development.
Finally, Spain. also committed itself to the stability-orientation of monetary union in order
to bolster its demand that the EU transfer development aid through the Structural Funds
program to make membership compatible with the growth and welfare priorities of the
electorate.

In the meantime. Defectors supported as long a transition to monetary union as
possible. which gave them common ground with Gatekeepers. Privately or publicly. each
of these governments supported a relaxed application of the membership criteria.

Voter preferences and institutional arrangements lead Defectors to torm the tollowing

preference structure regarding international institutions like the proposed central bank:

Softer Criteria >  Later Convergence > No I[nstitution > Prior Convergence
to Hard Criteria to Hard Criteria

The ftourth category. named Reformers in Figure 1. combines central bank
independence with a government willing to risk intlation to pursue growth and welfare. It
would also support a looser economic policy. and have an incentive to propose the
establishment of a politically dependent ECB as a means of loosening its own central bank'’s
control over the economy. No country adopted this stance. although Germany’s Oskar
Lafontaine promoted it in 1997-98. as described in chapter two. Its behavior would be a
mirror image of the conservative promoters of the European Central Bank.

Voter preferences and institutional arrangements lead Reformers to form the

following preference structure regarding international institutions like the proposed central
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bank;

Softer Criteria > No [nstitution > Later Convergence > Prior Convergence
to Hard Criteria to Hard Criteria

These country types allow a prediction that institutions like the ECB are most
vigorously promoted by governments operating in very specific circumstances: where voters
support low intlation. but state institutions resist the adjustment required to reduce spending.
or achieve low inflation with low unemployment levels. They also predict that their most
likely allies are countries in which voters support low inflation and whose governments
already face tewer institutional obstacles to spending reductions and promoting adjustment.
These countries will work hard to ensure that the ECB is the independent anchor of a hard
currency club.

The different preference structures ot Gatekeepers and Promoters also toretell the
potential for serious triction in the relationship. Cooperation is possible because both types
of countries preter prior convergence to hard criteria as the test of admission to the future
central bank. [f the first choice isn't possible. then friction will occur. Promoters will push
Gatekeepers to participate in an institution that compromises on the criteria in order to ensure
some measure of external economic policy discipline through monetary union. Gatekeepers.
following their preference structure. would rather have no imstitution at all if prior
convergence is not guaranteed.

In contrast. the commitment to EMU's convergence criteria will be much weaker. and
government commitments unsustainable. where voters and institutions are more concerned
about growth and social welfare than low inflation. These countries may consider
membership contingent on money transters that allow them to achieve membership without
sacrificing growth and welfare. The emphasis domestically could be on restructuring rather

than restraint.



1.4  Cooperation and the Extensiveness of the Convergence Criteria

The country types described above indicate pre-strategic preferences and roles played in
negotiating the establishment of a monetary union. In addition. we need to explain why the
convergence criteria had to be so extensive before cooperation could proceed. meaning
before the final stage ot EMU. with the ECB’s arrival. could be launched. This result is not
just preduced by German concerns about <tability [t i< also driven by the requirements for
reaching agreement on a common monetary policy. This requirement places more demands
on potential members than either choosing to participate in  trade regime. or participating
in a monetary system like the gold standard of the late 19th century.

The key to finding a successtul formula for monetary union lies in tulfilling the
principle of least adjustment. This means that international commitments should require the
least possible adjustment to economic policy as it applies to the choice over the balance
between price stability and economic growth. In a full monetary union. this is necessary to
prevent conflict between national preferences and the international commitment.

By contrast. in the case of constructing a liberal trade system. Brawley's model of
liberal leadership relies on the fact that countries have different interests and perform
ditferent functions.™ In that case. it is the fact that their interests are complementary rather
than similar. that makes cooperation attractive. In the case of the gold standard. it was also
possible for countries retaining their own currencies and central banks to perform different
functions within the balance of payments regime that retlected their disparate policy
interests.”” However. this was only possible because states retained their national currencies
and central banks. A full monetary union. in contrast. requires a single institution and policy.

In addition. the gold standard cooperation could not be sustained after the countries in

* Brawley. Mark. Liberal Leadership: Grear Powers and their Challengers in Peuace and War.
ithaca: Comell University Press, 1993.

* Broz. Lawrence. "National Goods and Positive Externalities: The Domestic Politics of
[nternational Money Order.” Paper presented to the American Political Science Association. March
1994,
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question extended the franchise to most of the adult population.™ This means that democracy
is an important factor in requiring agreement among potential monetary union members over
the priorities of acommon monetary policy. The principle of least adjustment complements
a direct interest in cooperation by minimizing the cost of entering into the arrangement
(which policy adjustment impose) and by minimizing the risk of defection through a stable
collection of interested actors. In the context ot the European Union. this is particularly
important, since. for diplomatic reasons. all EU member states had to be considered as
possible participants

The principle of least adjustment. when applied to a full monetary union. demands
similar interests rather than complementary ones. and this is what made it so difticult for the
EU to agree on the terms of monetary union. Members will have to share the same monetary
policy. the same interest rates and the same exchange rate. Consequently. it would be
unattractive to participate with partners who would force a difterent interest rate. monetary
policy or exchange rate on the national economy. Based on the propositions above.
governments should bargain hard to represent domestic interests in negotiations over the
terms of membership and the structure ot the ECB.

The principle of least adjustment in monetary policy, interest rate policy and
exchange rate policy led countries with the strongest bargaining power to demand that
prospective members not push these policies in undesirable directions. In concrete terms.
there was general agreement between Germany and France that candidate countries should
have similar intlation rates and contain their budget deficits. The German proposals.

predictably. were stricter than those of France, however.

1.5  Advantages of the Electoral-Institutional Model

The electoral-institutional model explains both the demand tor a European Central

Bank and the difficulties of supplying it. It explains some national preferences in monetary

Simmons. Beth. Who Adjusts? Domestic Sources of Foreign Economic Policy during the
Interwvar Years. Princeton: Princeton University Press. 1994.
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policy, the degree of certainty with which a country can commit itself to low intlation and
budget deficits. and the reason why national governments have pushed persistently and
vigorously for membership rules and ECB structures that attempt to alter the policy mix of
the new central bank. In addition, the model explains why the ECB was designed to be even
more conservative and independent than the Bundesbank.™ Each type of country assumed
a given role that shaped the development of monetary union even after the Maastricht Treaty
had heen «igned and ratified.

The hypothesis that governments promote monetary union in order to push domestic
reforms forward explains the French drive to create the ECB in a way that other explanations
do not. The potential economic gains were too low to incite the wave of adjustment that
France and other countries undertook during the 1990s.™

The new approach also explains why two groups of countries with stability-oriented
governments assume ditterent roles in setting rules tor monetary union. and why one of those
groups. the Gatekeepers. are so reluctant to join or so insistent on side-agreements such as
the stability pact.

A successful completion would add to our understanding of how and why
international economic institutions are created: who pushes for them. who is most likely to
sign on. and under what conditions. By illuminating the intluence of voter preferences.
central bank independence and institutionalized spending commitments on government
attitudes toward the European central bank. the model described above provides advantages
over conventional explanations of institution creation. Interest-based theories assume that
state interests are exogenous. and focus on promoting collective action among countries

within that constraint. while the proposed model focuses on explaining how states develop

** The TEU commits the ECB to pursue price stability. and instructs its leadership to not take

instructions on monetary policy trom the respective national governments. Unlike the Bundesbank.
the ECB is not faced with the context of a politically-defined economic policy. Also. the
entrenchment of this mission and insulation from political pressure tn an international treaty provides
the European Central Bank with protection from intimidation from lawmakers not available to the
Bundesbank. which is enabled simply by statute.

 Eichengreen, Barry and Jetfry Frieden. eds.. The Political Economy of European Monetary
Unification. Boulder: Westview Press. 1994.
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an interest in a particular form of collective action. It considers both the individual
incentives particular to countries with different combinations of electoral pressure and
institutional arrangements and suggests how these different national preferences can
contribute to a collective outcome. [lluminating interests is particularly important because
we need to explain not only the organization and the operating principles of the proposed
institution itself (given few obvious incentives and constraints on economic policy). butalso
the fact that membership i< heavily linked ro i <et of economic norms to which few European
states currently adhere.

It the linkage between developing a domestic preference for price stability and the
capacity to commit to EMU can be substantiated. the importance ot promoting economic
convergence as a precondition to the creation of a stable institution will be underlined. The
study will also allow a study of how state institutions intluence government decisions by
constraining government options and giving governments incentives. Notonly will this have
importance for EU countries that are not ready to enter Stage Three of the EMU. but also for
east European countries that have expressed interest in joining the EU at some point in the
future.

The structure of the argument requires contrasting countries that vary by public
tolerance or intolerance of inflation. and by a history of ditferent degrees of central bank
independence. as well as by degree of institutionalization spending commitments.
Differentials in capital endowment would also be examined. to evaluate Frieden's
explanation of sectoral pressure for inflation or price stability. For these reasons. I have
chosen Germany. France and Spain as study cases. These countries. listed in order of capital
abundance and industrial diversity. have distinctly different attitudes toward policy priorities.

as shown in Figure [.

1.6  Methodology

The study requires measurement and/or evaluation of the tollowing data at the

national level for each country involved: the structure of the economy. voter opinion on
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economic policy, interest group lobbying on economic policy, the impact of institutions on
economic policy. and macroeconomic policies and institutional retorm policies. with
contrasts to the convergence criteria for EMU. These variables illuminate the willingness
and capability of governments to live by the type of economic rules proposed for the ECB.
Foreign policy behavior comes aftterward. as discussed below.

The structure of the economy is important as an indication of its diversification and
ability tc preduce income, and its interest in a <table exchange rate. The first useful measure
1s the share of gross domestic product (GDP) generated in primary (raw materials). secondary
(manufacturing) and tertiary (services) sectors. In addition. the closer review of economic
activity in individual areas of production allow an insight into the individual strengths and
weaknesses of the national economy.

A second measure of the economy is its productivity per employee by economic
sector. which is measured by GDP per sector. divided by employee. This requires a review
of employment share by economic sector. Where productivity is stable or increasing. it is
likely that economic competitiveness is stable or increasing. and with it. the capacity to resist
further economic shocks in these sectors. In addition to productivity measures. measures of
unit labor cost growth help to illustrate whether wage and payroll taxes are contributing to
higher or lower productivity trends. Unit labor costs are calculated by dividing productivity
by employment. What these measures do not cover is whether increased productivity is
being generated at the price of unemployment. This is an important indicator for the political
impact of economic developments. and an indicator of stress on government finances.
Production data are available from the OECD National Accounts. while labor data are
available from the International Labor Office’s Labour Statistics Yearbook.

Finally. a country’s current account and financial account. with balance of payments
information for individual sectors. provide information on the overall competitiveness of the
country and its economic interests. The current account provides information on whether the
country is earning more from exports of goods and services than it spends buying them from
other countries. This is useful in determining the extent to which the country is a net

borrower. or a net earner from exports to the rest of the world. or whether the country
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depends significantly on income from investments abroad. Industry-specific informationalso
reveal where the country’s strengths and weaknesses lie. This information is available trom
the International Monetary Fund's Balance of Puvments Statistics Yearbook.

The appendix notes cases in which there may be inconsistencies in the data which
makes them incomparable. Furthermore. due to availability of information. an analysis of
the economic situation. along with economic policy in each of the countries. extends until
the end of 1996.

Societal pressure on national economic policy itself ts to be examined through voter
opinion. and by interest group pressure. More specitically. attitudes toward the government's
handling of interest rates. the budget deficit. inflation. growth. the unemplovment rate. the
exchange rate. and various aspects of EMU will be examined. and priorities revealed.
Qualitative anaiyses of interest group pressure will be studied on their own. while electoral
pressure will be studied principally in conjunction with a review of political parties” priorities
in economic policy and EMU policy. In that section. particular attention will be paid to the
relative importance of clectoral and interest group incentives. Opinion data. where
appropriate. are to be collected trom Eurobarometer surveys tor the years in question.

The role that institutions play in constructing national macroeconomic policy will be
assessed in several ways: by examining their relative independence from government policy
(discussed below). their participation in public debates about choices between growth.
welfare or savings and price stability. their interaction with societal groups on institution-
specific issues. and mutual support with government and opposition parties to either push
restraints through or to resist them.

Central bank independence will be evaluated by examining the degree of government
control over the appointment of officials. the type of constitutional or statuary guarantees of
bank independence. and other means by which the government may intertere in bank
decisions between appointments. Independence or the lack of it should be demonstrated in
hard cases. in which expansionary government policies were reversed or accommodated.

The adjustment resistance of spending commitments is to be measured by the degree

to which they respond to either government pressure for spending reforms, or the extent to
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which their funding formulas promote adjustment automatically when spending or borrowing
reaches a certain level.

Finally. government policy on the central bank itself. on the appropriateness of the
criteria, of the timing of the central bank's introduction. and on any conditions which should
accompany membership should be documented as thoroughly as possible. The impact of
voter opinion and institutions on government policy. and national macroeconomic
performance will be the primary focus. This is accomplished through a literature review and
through information from independent institutions. including the European Monetary
Institute.

A third method. interviews. remains of limited use until stage three of monetary
union has begun in 1999. Despite constant questioning by the press. politicians have been
unwilling to contirm or elaborate on reports of disputes between EU countries over the terms
of monetary union. This position is unlikely to change until exchange rates are irrevocably
fixed and the ECB is already managing European monetary policy. all of which begins on
January 1. 1999 Until then. politicians seem to be wary that an admission of conflict could

undermine confidence in exchange rates. unleashing costly volatility betore 1999.

1.7 Structure of the Dissertation

The dissertation is set out in six chapters. Chapters two through four examine the
sources of German. French and Spanish policies on the independence of the ECB and the
terms of monetary union. They examine each country's economic structure. central bank
laws. and spending institutions as well as economic and social policies. The ease or
difticulty with which each country can commit to the convergence criteria. and the priorities
of economic and social policy become apparent in these chapters. Inaddition. these chapters
contrast national debates on economic and social policy with debates over the virtues and
evils of EMU membership. This sets the context in which demands are made at the
European level.

Chapter five examines negotiations over the terms of monetary union and the
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structure of the European Central Bank. focusing on disputes that emerged after the initial
agreement in the Maastricht Treaty. This chapter also exposes the linkage between voter
opinion and specific proposals. or their rejection. Chapter six examines the degree of fit
between the model presented in Chapter one and the evidence presented in subsequent
chapters. and draws conclusions about the intluence of voter opinion and institutional actors

on government attitudes toward a European Central Bank.



2 Germany

“Convergence comes before the schedule. According to unequivocal rerms
of the Treaty, only those countries that meet the convergence criteria will
enter the third stage of monetary union. No schedule can circumvent these
requirements or render them invalid.”

- Theo Waigel. Finance Minister. 1996

Germany consistently supported EMU after signing the Maastricht Treaty in September 1992
and acted to protect and promote its stability-oriented character. From that point onward. the
center-right Kohl government reiterated the conditions of its continued support and began
stressing them to German voters and foreign governments. The central bank had to be
independent from political control and have a clear mission to promote a stable currency.
In addition. member states had to support the ECB’s mission by limiting their debts and
deficits. As European Union governments hammered out the finer details of monetary union.
Germany devoted most of its energy to ensuring the central bank’s independence. restricting
membership to countries that met the Maastricht Treaty’s convergence criteria before the
launch of EMU. and establishing fines for members that failed after entry to hold to the
criteria. Germany viewed the willingness of foreign governments to commit to budgetary
rules and accept economic sanctions for overshooting pre-set limits in particular as a
confidence-building measure. despite the difticulties it would be bound to create during
future European recessions.

Despite high and rising unemployment levels through 1998, the Social Democratic
opposition could not attract a political majority without committing itself to a gatekeeper
policy at the European level. When its leadership chose to ignore this principle. as
chancellor candidate Oskar Lafontaine did in 1996. voters retused to rally around the party.
despite the government's sagging popularity. When party centrists promised to adopt a
gatekeeper policy at the European level. voters responded with enthusiasm. In the 1998

general elections. German voters elected as chancellor an SPD state governor who had
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promised, unlike the party's previous top candidate. to support the stability-enhancing aspects
of monetary union.

Voters who valued stability above growth continued to torm the majority in Germany.
if a smaller one than in the west betore reunification. Most westerners retained their
preference tor stability and modest government spending commitments. The last demand
proved to be particularly pronounced in the German case: western voters not only wanted
government to balance the budget: they wanted spending reduced to the point where taxes
could be ratcheted back to pre-reunitication levels. Politicians trom all three center-right
parties were able to mobilize this latent group in the fight to cut spending and taxes. These
voters were also the most skeptical about EMU membership in principle.

In contrast. reunification and recession increased the percentage of voters who
expected government to directly stimulate growth and economic welfare. East Germans in
particular saw social transfers and equalization payments as non-negotiable. given their
impoverishment relative to the West. The number of unemploved grew explosively during
this period. creating a new cohort of voters in favor of growth and welfare. In contrast to the
stability camp. which was concerned about the etfects of EMU membership on stability. this
group supported a delay in EMU as a means of avoiding government cutbacks.

The growing torce ot the growth-and-weltare camp in the east and in declining areas
of the west weakened the commitment of the country’s two large catch-all parties to wage
stability and fiscal austerity in comparison to the pre-reunification period. In particular.
strategies to attract support from both East and West split the parties from within and
generated ambivalent social and economic policies. Between 1990 and [994. the
government chose to stimulate the economy directly. while assuring conservatives that
rebuilding the east would unleash an economic boom large enough to pay for the investment.
By 1994. conservatives had isolated the government’s eastern wing and pushed for deep
spending cuts. SPD attempts to attract these voters led to similar internal divisions and
equally damaged their election prospecis.

Reunification damaged the country’s capacity to pay for its spending commitments.

After reunification. spending institutions that had been compatible with balanced budgets
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while embedded in the West German economy threatened public finances once embedded
in the reunified German economy. Entitlements to social transfers and requirements tor
public investment in infrastructure outweighed the ability to pay. given the serious
inadequacies of the eastern economy and the sensitivity of west German employment to tax
increases. By 1994, once it became clear that spending programs had generated a structural
government budget deficit in the reunified economy (that is. once the hope of an East
German economic miracle like the West had experienced in the 1950s had evaporated). the
government began paring down entitlements. The savings were intended to meet the western
demand for lower taxes and social insurance premiums (in hope of recovering their
competitive positions trom before reunification).

Reunification brought with it a threat to the central bank’s independence. which the
Kohl government and the Bundesbank successtully resisted. The central bank actively
promoted the country's gatekeeper role abroad. and pushed the government to reform the
nation’s spending commitments. It raised interest rates and squeezed the money supply in
the early 1990s to counteract the government’'s growth-und-welfare-oriented spending
program for the East. It waged a public relations campaign to mobilize voter support for its
policy of low intlation. a stable mark. and balanced budgets. strengthening its allies within
government. These methods allowed the central bank to wield decisive influence over
government policy during the years of ambivalence following reunitication. and legitimated
its frequent comments on the government’s commitment to a gatekeeping role.

This chapter’s work is divided into four broad tasks. Section one examines the
German economy to shed light on the country’s economic interests and how well they match
the government's demands for a stability-oriented monetary union. Section two outlines
societal demands on economic policy from business groups. unions and voters. to identify
the political environment in which the German government is making European policy
decisions. Section three considers the impact of institutions on the relative commitment to
growth and stability in the government’s economic policy. focusing on social insurance
spending commitments and the Bundesbank. Section four examines how political parties

transmitted societal pressures into institutional reform packages at the national level. and into
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a stance on EMU at the European level.

2.1 Economy: Performance and Structure

A nation’s economic strength and stability determines its capacity to provide
employment and to pay for spending without deficits or intlation. Countries with relatively
strong and stable economic activity should have relativelv low unemployment levels and a
strong tax base capable of supporting extensive spending commitments without resorting to
extensive borrowing or risking high intlation levels. Conversely. countries with relatively
weak and unstable economic activity should be faced with a more frequent disruptions. the
prospect of higher unemployment. and a weaker tax base. In these cases. price stability and
strict budgetdiscipline should be less attractive than a more growth-oriented monetary policy
and willingness to borrow to smooth out the impact of negative economic shocks.

Despite making demands on its European partners. Germany did not fulfill the
entrance criteria for monetarv union until 1997. Unlike many other European countries.
however, Germany's surge in inflation and deficits were new in the 1990s. a result of
reunification. The Kohl administration tocused between 1990 and 1994 on dealing with
widespread poverty and economic collapse in the east with an increase in transfers.
investment and tax expenditures. and accepted temporarily. if uneasily. the consequence of
large budget deficits. From 1990 onward. the federal government borrowed to develop
economic infrastructure in the new states and to improve links between them and the old
federal republic. It also incurred greater costs through its unemployment insurance and
pension programs as the recession of 1993 worsened. particularly in the new states.

In its 1994-1998 term. in contrast. the Kohl government sought to re-establish a
pattern of low budget deficits once the initial program of eastern aid had been completed.
Two characteristics of the government’s savings program stand out in contrast to many other
European countries: cuts to government programs generated less opposition. and had a solid
base of internal majority support. Entitlement programs were cut over this period. but not

deeply enough by 1996 to keep borrowing within the three percent limit of the Maastricht
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Treaty. The deficit drove Germany’s government debt over the Maastricht limit of 60% of
GDP in 1996. Economic recovery in the latter half of 1997 helped government to increase
revenues and reduce the debt in time for membership selection in early 1998.

Relatively high intlation rates between 1990 and 1993 reflect the determination of
government, businesses and workers to raise the standard of living in the East. Income
transfers and wage increases fueled a consumption boom. while investment in infrastructure
drove up input. The Bundesbank then raised interest rates to counter the intlationary eftects.
By late 1993, inflation had been slowed by rising unemployment. a rise in payroll taxes. and
an income tax surcharge to finance public investment that dampened consumer spending.
Eastern wages continued to rise at a faster rate than productivity increases in 1996, but

should become less signiticant as eastern and western wages become more similar.™

Table 2.1 EMU Convergence Criteria, Germany+

1991 1992 1993 1994 1995 1996 1997

Intlationo 36 5.1 4.5 2.7 1.8 1.3 [.8
Deficit* 33 2.6 3.2 24 33 34 27
Debt* 41.5 441 48.0 50.2 380 604 61.3

Source: European Monetary [nstitute. Convergence Report. Frankturt, 19938,
+ Reunified Germany tfrom 1992, old Federal Republic for 1991.
© Consumer Price Index. * Federal and state government. percent of GDP.

The German mark remained one of the European Union’s strongest currencies
throughout the 1990s. Although government borrowing. high unemployment and the 1993
economic recession could have weakened the mark. the Bundesbank used interest rates and
a tight monetary policy to contain domestic inflation. which in turn ensured a strong

exchange rate. The mark remained high against the US dollar because of interest rates. but

*7 For an overview. see Hans Tietmeyer. “German monetary. economic and social union—two years
later.” Ausziige aus Presseartikeln der Deutschen Bundesbank. June 11.1992.
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solid against European currencies in its own right.” It was revalued 3.5% within the ERM
in 1992 following interest rate increases by the Bundesbank.

Unit labor costs illustrate the impact of wages and payroll taxes on a nation’s
inflation rate. and identifies an incentive for cost-conscious employers to replace employees
with machinery. thereby increasing unemployment. Unit labor costs refer to the cost of labor
that businesses incur when producing a product. When unit labor costs do not grow.
productivity remains constant. When unit labor costs grow. productivity deteriorates. Wage
hikes in the east and payroll taxes across the country hurt national productivity in the first

years after reunification and then leveled off after 1993.

Table 2.2  Productivity and Unit Labor Cost Growth: Change over Previous Year*

1991 1992 1993 1994 1995 1996
Prod. 2.5 4.1 0.6 34 2.2 2.7
ULC 3.3 6.2 3.7 0.2 1.6 -0.2

Source: European Monetary Institute. Convergence Report. Frankfurt, 1996.
*Reunitied Germany from [992. old Federal Republic for 1991.

Structure

An economic profile illustrates which sectors of the economy are paying for the
country’s expenses, how productive those businesses are. whether they are becoming more
competitive. and what kinds of bills they have to pay. Ideally. the country should produce
enough income to pay tor the expenses it incurs on an ongoing basis.

Reunification weakened the German economy in two ways. First. the economy of
the former GDR was in such poor condition that it could not contribute to national

productivity in a meaningful way. Many industries were closed after rehabilitation was

* For statistics. see [nternational Monetary Fund. Balance of Pavments Yearbook. Washington. D.C.
1998.
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considered hopeless. As a result, unemployment rose and tax receipts remained low in the
new states. About 70 per cent of this region’s domestic product came in the form of income
transferred by the federal government. compared with about 30 per cent in the West.™

Reunitication also weakened western firms as government raised payroll taxes to help
pay tor investment and social assistance costs in the new states. Capital-intensive. large
manufacturers were able to adapt by shedding workers. increasing the capital component of
rheir German operations. and moving some operations abroad. Small and medium-sized
businesses, particularly those that provided parts to larger firms. sutfered heavy and
permanent damage as their clients began purchasing components abroad. Unemployment
skyrocketed in both types of industry beginning in 1993. leading to lower tax revenues and
higher social assistance payments in the West.

The overall etfect of reunification was a weaker and less diversified economy than
had existed in 1990 in the eleven western states. What was left of Germany's economy had
become more capital intensive. Those who remained at work became more productive. but
increasing structural unemployment (unemployment lasting for more than a year) became an
increasingly chronic burden on workers and business. For the government. these structural
changes in the nation’s industrial and labor markets resulted in a new income and
expenditure pattern. The number of taxpayers declined. and the number of social assistance
recipients increased. including unemployment insurance and pension recipients.

This change can be demonstrated by observing trends in economic activity.
employment and productivity. for which figures are presented in Table 2.3. as well as in the
appendix. The country produced less and less of its income from agriculture and
manufacturing. The businesses that survived produced goods more efficiently. The drop in
manufacturing production and employment retlects both the closure of many east German
businesses. as well as dropping production in the West. Despite this decline. Germany
continued to generate more GDP in this sector than many other European countries. The

shift toward the service sector is particularly prominent in the new states. Private businesses

* “Fiir soziale Zwecke wurden 1992 mehr als 1 000 Mrd. DM ausgegeben.™ Handelsblatz. June

16.1993.
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have dominated the increase in service sector growth.*

The distribution of employment in
primary. secondary and service industries followed the same trend as GDP. but employment

itself declined from 1991 onward.

Table 2.3 Share of GDP and (Share of Employment) by Kind of Activity®

1991 1992 1993 1994 1995
p* 1L4(4.2) 1.3(3.7) 1.2(3.4) 1.1 (3.3) [.1
S 37.7(40.3)  36.3(39.0) 34.238.1)  33937.1)y 335
T 57.7(55.5) 59.3(537.3) 61.5(58.4) 61.4(59.6) 6211

Source: OECD. Nutional Accounts. 1996: [ILO Yearbook of Labour Statistics. 1993.

*P=Primary: S=Secondary tincluding mining. utilities): T=Tertiary (service) industry. Sectoral data
omit import duties or non-deductible turnover taxes., which count as GDP. nor imputed bank service
charges. which are deducted from the total tigure. “Older. but more complete data than in appendix.

Productivity. measured as GDP per emploved person. remained lower in the primary

*'' The strongest improvement was in

and secondary sectors than in the service industry.
agriculture, followed by manutacturing and utilities, but were bought at the price of higher
unemployment. Market services increased productivity at just above the average rate, while
government services produced only modest gains. On balance. the capacity of the economy

to generate wealth was improving, but not necessarily the capacity to generate income for

individuals.

Table 2.4 Unemployment Rate, Germany*

1991 1992 1993 1994 1995 1996
5.7 1.7 8.9 9.6 94 10.4

Source: EMI. Convergence Report. Frankfurt. 1998. *Reunified Germany since 1992,

* Data on employment by kind of activity are available from OECD Narional Accounts. Volume
[I. Paris. 1998.

*! See appendix for figures, Table 2.9.
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The unemployment rate and the participation rate have an important impact on
government finances. since they largely determine the number of taxpayers in the economy.
and the demand on public income transters such as unemployment insurance. Table 2.4
shows that the German unemployment rate doubled as a resuit of reunification. Despite this.
German participation rates. which reflect the portion of working-age residents who are
employed or looking for work. were significantly higherin 1997 at 48.4 percent than in either
France or Spain.*

The exchange rate*' depends in part on the economy's position against the rest of the
world. Reunification shook Germany's economic position against the rest ot the world as
strongly as it had the domestic economy. The current account illustrates a country’s ability
to pay for the goods and services it imports without taking on debts. A surplus indicates that
the country is accumulating capital that can be used either for investment or consumption.
A deficit indicates that the country is assuming debts to pay for imported goods and services.
[n addition to goods and services. money transfers to and from a country may take the form
of non-investment payments to individuals from private or government sources. such as
pensions or other forms of aid.

Before 1990. Germany relied on investment income and export surpluses to pay tor
services it imports.* With reunification. Germany's net income from exports dropped as
goods were diverted into the German economy. and as more heavily taxed products became
more difficult to sell in difficult markets. While Germany's gross investment income
remained strong. it was unable to compensate tor an increased withdrawal ot foreign
investment from the German economy after 1989. that turned into a hemorrhage atter [992.

As these surpluses dwindled. the German demand for foreign services rose dramatically atter

+ Figures by age and sex available from the International Labour Ottice (ILO) in the Yearbook of
Labour Stutistics. Paris. 1998,

*' The deutsche mark was one of the exchange rate mechanism’s stronger currencies. For parities
against other participating currencies. see EMI Convergence Report. Frankfurt. 1998.

* This account follows from data published by the IMF in the Balance of Payments Yearbook.
Washington D.C. 1998.
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1989, particularly in the transportation. construction and business service sectors.

Table 2.5 Current Account, Germany. Billion US Dollars

1991 1992 1993 1994 1995 1996
G* 19.44 28.20 41.19 50.47 65.11 71.21
S -21.18 -30.68 -27.06 -39.69 -45.48 ~43.54
[ 21.69 17.99 13.28 6.83 -1.15 -5.12
T -37.62 -34.66 -35.29 -38.99 -41.04 -36.34
Sum -17.67 -19.14 -13.87 -20.94 -22.56 -13.78
Source: IMF. Balunce of Puvments Statistics Yearbook. 1998,
* G=goods: S=services: [=investment income: T=transters.
Table 2.6 Financial Account, Germany. Billion US Dollars

1991 1992 1993 1994 1995 1996
DI°  -19.61 -17.03 -13.21 -17.32 -25.43 -33.18
Out (-23.72) (-19.67) (-15.26) (-17.26) (-38.84) (-29.52)
[n (+11) (2.64) (1.95) (1.94) (134D (-2.66)
Port~ 24.28 3294 119.73 -30.29 33.92 58.25
Assets (-17.96) (-48.06) (-32.66) (-32.18) (-23.08) (-36.03)
Liab. (42.24) (80.00) (152.39) (21.89) (57.00) (94.28)
Total* 5.22 51.80 16.21 30.43 44.93 18.96

Source: IMF, Balance of Pavments Statistics Yearbook. 1998.

°DI= direct investment (outward from and inward to Germany) ~ Portfolio investments {debt and
equity securities as assets held abroad and liabilities to foreign investors). * Includes other
investment {including bank sector). reserve assets and capital account. Positive figures reflect
liabilities (foreign loans entering the national economy). while negative figures reflect assets (money
loaned abroad).

A country’s financial account reflects its foreign investment assets and liabilities. It

illustrates a country's future capacity to draw on investment income, or its responsibility to
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pay back loans. Despite the fact that Germany remained a net exporter of direct investment.
large government deficits from 1991 onward turned the country into a net importer of
capital.® Overall. German direct investment abroad remained historically high over the
study period while foreign investors stayed away. Germans were much more likely.
however. to invest in portfolios (stocks. bonds. equities and other money market
instruments). particularly atter 1991. Particularly large government deficits in [991. 1992
and 1992 managed to dwart private investment abroad. 4 rare occurrence.

Being a net importer of capital is compatible with price stability if the borrowed
money is invested in productive assets that can generate future income rather than current
consumption. In accordance with the constitution. the German government directed a
significant portion of the money borrowed into productive assets and intrastructure. Table
2.10 (see appendix) shows that investment grew significantly. but not as strongly as private
consumption.

On balance. Germany's post-reunitication economy was less uniformly capable of
supporting strong, stable economic growth with high levels of emplovment than the West
German economy had been for its population. Productivity increases throughout the 1990s
demonstrate that the country was beginning to rebound economically. Meanwhile. rising and
persistent unemployment levels meant that measures to control intlation had been bought at
the cost ot a dual labor market. which strained attempts to balance the national budget.

On the basis of national aggregates. it is difficult to see why the country’s voters and
government remained so strongly attached to balancing budgets and controlling inflation
atter reunification. However. the economic picture contrasts starkly between west and east.
with continuing relative strength of employvment and economic activity in the west. and

weakness in the east.

* Ibid.

43



2.2 Society: Business, Labor and Voter Interests

Societal pressure can refer either to relatively privileged access to and intluence over
the policy-making process. or to public opinion and electoral pressure that political parties
consider when forming and carrying out policy decisions. In the realm of economic and
EMU policy. the former refer to business and organized labor groups. while the latter reter

.
+

ime to time, specific constityencies. The relative intluence of interest

(@]

groups versus that of voter opinion is of crucial importance to deciding government policy
on EMU and related economic policies. This section presents those concerns. which set the
background for section tour. which deals with how the parties managed them. We are also
looking for evidence that societal actors are likely to preter stability and a stability-oriented
monetary union more strongly if they are situated in highly-competitive. capital intensive
industries complemented by strong financial income interests.

Three observations about business positions on economic policy and the European
Central Bank stand out. First. the business community was too concerned with the economic
challenge of reunification to pay much attention to EMU during the first halt ot the 1990s.

The German Chamber of Industry and Commerce (Deutscher Industrie- und
Handelstag. or DIHT). which represents the nation’s large. capital-intensive. export-oriented
industries. persistently pressed the government after 1991 to reduce taxes and social
insurance premiums as an incentive tor job creation and economic recovery. The DIHT
stressed that the higher cost of labor after 1991 had led German employers to lay otf workers.
invest in more capital-intensive production methods. and to move more of their operations
abroad. This hurt workers in the west and prevented economic recovery in the east. It
suggested that the tax cuts would allow firms to hire more employees. leading to higher tax
revenues for government. Meanwhile the government would spend less on unemployment
insurance and early government pensions. In addition. the DIHT demanded that the
government reduce the deficit. so that tuture tax increases could be ruled out. and so that the
value of the mark would be ensured.

The force of the DIHT's demands was redoubled as its members continued to lay off
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workers as they restructured their German operations. As late as 1996, when unemployment
was nearing an unprecedented four million. the DIHT revealed that 28% of its members were
planning to move even more of their operations out of the country. following the example
of Daimler Benz. Griindig. and BMW. The DIHT also pointed out to government that these
increased costs were deterring foreign companies from investing in the country.™

In addition to advocating lower payroll taxes. the DIHT supported the Bundesbank’s
tight monetarv policy as a balancing force against the government. Unlike the central bank.
which began to loosen the money supply toward the end of 1992, and the banking
community. which shared the Bundesbank's view that intlation was less of a danger from that
point onward, the DIHT preterred high interest rates and a tight money supply in order to rule
out inflation. regardless of the eftect on growth and employment.*” It remained the more
skeptical than the entire banking industry about the effect on intlation when the Bundesbank
began lowering interest rates until autumn 1995.%

The Federation of German Industry (Bundesverband deutscher Industrie. or BDI)
represents small and medium-sized businesses. particularly those that manutacture
components tor larger exporters. and that compete with imports in this market. [t supported
the DIHT s call for a rollback of payroll taxes. and pushed government even harder to cut
social programs in order to balance the budget.* Its greater zeal can be attributed to the fact
that its members were less able to adjust to tax hikes by shifting production abroad. Another

factor that falls into consideration. however. is that a large percentage of German smatll and

** Some of the policy impact was reduced by the expectation that tax reductions would not bring
back jobs that had been sacrificed to new technology and foreign outsourcing. The Kiel [nstitute for
World Economics and the Bundesbank conducted studies demonstrating that German firms were in
fact adopting structures similar to those found in Japan. the US and other West European countries.
See Dietmar Petersen. “Die Zeit der Bestandsgarantien fiir Standorte ist vorbei.” Handelsbluatt.
January 6.1997.

47 . - . . .. -
" ~Neues Geldmengenziel wird der Lage gerecht.” Bérsen-Zeitung, December 11, 1992,

* ~ZBR setzt Stabilititsorientierte Politik fort.” April 3. 1995 and “Zinsen: Reaktionen der

Spitzenverbinde.” August 28. 1995 Ausziige aus Presseartikeln der Deutschen Bundesbank.

*9 “Henkel: Weitere soziale Einschnitte unvermeidbar.” Frankfurter Allgemeine Zeitung, September
21. 1996.
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medium-sized enterprises (SMEs) are linked to their larger counterparts through cross-
holdings that give the latter decisive influence over company policy.™

The BDI and the DIHT were at odds. however. on whether Germany’s eroding
economic situation could be remedied by a devaluation of the mark. or whether only changes
to domestic economic practices (i.e. tax and wage policies) could restore the country’s
economic competitiveness. The BDI argued in 1996 that the high exchange rate was
responsible for two-thirds of Germany’s lost competitiveness since reunification. Since its
members’ best export markets (in Asia) reacted sensitively to prices. it preterred a lower
exchange rate for the mark. and for the euro. These additional claims put the BDI in closer
company with the IG Metall union. which promoted the same exchange rate policy. than the
DIHT. which attacked the BDI for softening its line on the domestic economic policies of the
government.”!

The cross-sectoral Federation of German Employer Associations (Bundesvereinigung
der Deutschen Arbeitgeberverbiinde. or BDA) emphasized the business community’s
overwhelming preoccupation with pavroll taxes and business costs.  The BDA was
concerned with monetary union to the extent that it influenced these two tactors. It not only
fought for lower payroll taxes. but pushed for employers to have more say in setting work
schedules and pay rates. Without these changes. the BDA argued that German industry
would continue to lose competitiveness and workers would remain unemployed.™

These examples demonstrate that peak organizations that might have otherwise
assumed opposing economic policy preferences showed clear and surprising unity on their

policy focus and position. All these organizations pleaded for the elimination of payroll tax

* Fora survey of the relationships between SMEs and large businesses in Baden-Wiirttemberg. one
of Germany’s most productive industrial provinces. see Gary Herrigel. “Large Firms. Small Firms
and the Governance of Flexible Specialization: The Case of Baden-Wiirttemberg and Socialized
Risk.” in Bruce Kogut. Countrv Competitiveness: Technology und the Organizing of Work. Oxford
University Press. 1993, p. 15-35.

! “BDI-Argumente sind schiidlich.” Handelsblatr. July 8. 1996.

3

* Hundt. Dieter. "Warnung vor der Transferunion.” Handelsblatr, December 31. 1996. Hundt is
the President of the BDA.
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increases that had aftected them both. Government. however. remained unresponsive.

Second. business lobbying directly on EMU came after the terms of EMU had been
set. and focused on whether Germany should participate. While all sectors supported the
establishment of a hard currency monetary union as a first choice. business split into two
groups on how to respond if some potential participants in monetary union did not meet the
criteria.

With the ECB’s independence secured in the Maastricht Treaty. the DIHT lobbied
the government to resist any alteration that could challenge the bank’s stability-oriented
mission. As a result. the DIHT argued that membership should be limited to a hard core of
countries that met the entrance criteria set down in the Maastricht Treaty. These countries’
economies and voters would adapt best to a monetary union focused on price stability. They
would also set a4 good example tor other countries making progress toward meeting the
criteria. but which had not yet achieved them.™

The DIHT also rejected arguments that the future common currency should be
devalued to boost economic growth through the trade income of member states. It also
warned politicians against selling monetary union as the solution to high unemployment and
stagnant growth. although politicians had not attempted to do so. DIHT president Dieter
Hundt called on government to resist (domestic French) pressure by the end ot 1996 to
devalue the euro against the dollar. since it would divert attention from necessary domestic
economic reforms to promote growth and employment while locking in price stability. He
emphasized that income and payroll taxes. not the exchange rate. were causing stagnant
growth by widening the gap between what employers pay for labor and what workers receive.
and called on monetary union’s supporters in government to overhaul the tax system before
promoting a weaker European currency. In return. the DIHT offered the brighter
employment prospects. [t maintained that countries with a stabler monetary policy had better
long-term employment patterns. Its studies claimed that businesses that had experienced

short term gains from devaluation of the national currency soon lost them as domestic prices

* Stihl. Hans-Peter. "Wirtschaft plidiert fiir Stabilitit." Handelsblart, December 31. 1996. Stihl
is the President of the DIHT.
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rose to destroy the advantage.™

Among exporters. however. splits developed in the run-up to EMU membership. The
CEOs of Daimler Benz, Siemens and BMW all expressed concern that a delay in switching
to the euro would cause the mark to appreciate and hurt their exports. All of the advantages
they had gained by improving productivity would be lost (Bernd Pietschrieder. BMW), and
the pressure on costs could lead firms to move even more jobs abroad (Jiirgen Schrempp.
Daimler Benz) While all three supported a stable euro. Heinrich von Pierer of Siemens was
the only one to insist on prior convergence. and support automatic punishments for
governments that borrow more than 3% of GDP in a fiscal year. He also pointed out that
once the euro was in place. government spending policy would have a greater impact on the
competitiveness of national firms. In particular. consumption policy. lower business taxes
and non-wage labor costs would become key elements of national competitiveness and would
have to be kept to a minimum. ™

The BDA expressed concern that the Stability Pact would not tforce governments to
respect the fiscal rules of the Maastricht Treaty after the euro had been introduced and
pushed for measures that would tighten control of national budgets and restrict membership
even further. [t wanted the German government to press for each member of the tuture
monetary union to conclude an internal stability pact between levels of government that
would prohibit government borrowing in excess of the convergence criteria. [t also
considered stability to be more important than a larger membership. Still. simple
membership criteria would not be enough to satisty the organization.™

In contrast. the BDI took a tactical approach to EMU. The BDI teared that a delay
of monetary union would cause the mark to appreciate and hurt its members’ exports. BDI

President Hans-Olaf Henkel was particularly worried that the successful anti-inflation

* Ibid.

AR

Umfrage: Wann kommt der Euro--welche Liinder sind dabei?" Handelsblar. December 31,
1996.

*® Hundt. Dieter. "Warnung vor der Transferunion." Handelsblarr, December 31. 1996.
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policies of other European governments would amplify their competitive gains against
German exports if the mark appreciated. Furthermore. he expected not only that imports
would flow from other countries. but that German investment capital would flow outward
as well. He estimated that currency appreciation had caused two thirds of Germany's labor
unit cost deterioration since 1989. In contrast to the bleak scenario of a delayed monetary
union. Henkel claimed that an early start would ensure that small and medium sized firms
supplying parts to larger companies could continue to do so competitively. The BDI would
even support a smail group of initial members. since it would set a precedent for others to
eventually follow. Henkel emphasized that this was a second best strategy. and that a two
speed monetary union was preferable to weakening the entrance criteria tor membership. ¥

The Federation of German Wholesalers and Exporters (Bundesverband GroB- und
Auflenhiindler.or BGA). also preferred a timely introduction of monetary union to delay.
Another currency appreciation would have hurt its membership. At the same time. it
demanded deep budget cuts at home and supported deficit restrictions that were far more
constraining than those contained in the TEU. even supporting subsidy cuts to make this
happen. The answer. however. seems to lie in the effect that monetary union would have on
trade patterns within euroland. Like the big automotive and electronics tirms. they expected
the single currency to reduce price ditterentials across Europe. which in turn would give an
advantage to countries that could contain tax rates.™ The BGA was looking ahead to the
increased importance of price competition within EMU.

Germany's large banks. in contrast to the BDI and BGA. consistently tavored
strategies that would ensure the value of the mark. In April 1991. the Dresdner Bank was
already expressing support for a two-speed EMU rather than a broad membership.
Anticipating that some countries would not meet the criteria. it believed that a hard core of

stability-oriented members would have a lasting disciplinary eftect on other countries with

*" Henkel. Hans-Olaf. "Der Wettbewerb wird noch hiirter werden.” Handelsblatt, December 31.
1996. Henkel is the President of the BDL

* " AuBenhandel fordert das nichste Sparpaket.” Siiddeutsche Zeitung, September 18. 1996.
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less impressive economic records. ~° Just as important. however. was the length of the
transition period in 2002, during which banks would have to deal both in euros and marks.
Martin Kohlhaussen. speaking tor Commerzbank. criticized the transition period during
which both national currencies and the euro would circulate on account of the costs it would
impose on banks.™

After EU governments had signed an agreement to limit deticit spending at the end
of 1996. representatives of the nation’s smaller banks began commenting on the
government's plans tor monetary union. underlining the importance of EMU guaranteeing
stability for small savers and investors. Moreover. they specifically desired a small
membership that posed the smallest risk to intlation. and even more certain sanctions against
deficit spending members of EMU than those agreed to at the 1996 Dublin summit.”'

Service industries. including retailers. focused squarely on the transition period from
the mark to the euro as the most important impact on their revenues. rather than its stability.
or on the structure of the ECB or the terms of membership. The DIHT s torum tor business
on the modalities of introducing the euro revealed that businesses were either concerned
about the increased cost of doing business with two currencies for six months in 2002, or
with the effect that translating costs into euros would have on prices as consumers expected
prices to be rounded (downward).”

Third. as sections 2.3 and 2.4 demonstrate. government met some business demands.

but it was tocused on independent domestic and foreign poticies. leaving most groups

5 .. - “hye se . . . . - - .
* Réller. Wolfgang. “Die Wiihrungsintegration eines kleines kerns.”  Frankfurter Allgemeine

Zeitung, April 5. 1991.
™ "Umfrage: Wann kommt der Euro--welche Liinder sind dabei?" Handelsblarr. December 31.
1996.

°' Both Michael Heitmiiller of the Federation of German Savings and Chequing Banks and
Wolfgang Griiger of the Federal Association of German Popular Banks and Raiffeisenbanks
underlined the importance of maintaining public confidence in the stability-enhancing terms of
monetary union. See “Umfrage: Wann kommt der Euro-welche Liinder sind dabei?” Handelsblatt.
December 31. 1996.

62 u

Counting cost of paying in euros.” Financial Times. December 10. 1996.
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dissatistied. It placed a balanced budget in tront of lower payroll taxes, though the latter was
clearly more important to most business owners. Instead. it attempted to help employers roll
back other wage-related costs like sick pay. Therefore. there is no reason to argue that
business has had a decisive intluence on monetary policy or government policy toward the
European Central Bank. either on its creation. or on what terms. Nevertheless. the
government’s policy of strict adherence to the Maastricht criteria for potential members. a
system nf semiautomatic punishments for future deficit spenders. and a strong defense
against attempts to attack the independence of the ECB reflected most business sector
wishes. Still. business tended to avoid the EMU debate until it was forced upon them by the
increasing likelihood that it would actually take place. By then. however. in 1997, all of the
decisions to be taken in EMU had been taken. with the exception of membership and the

choice of the ECB's president.

Labor

Organized labor in Germany is represented collectively by the German Union
Federation (Deutscher Gewerkshaftsbund. or DGB). Like business. the DGB was too
concerned with the impact of reunification to pay much attention to monetary union. except
where their requirements of EMU membership came into conflict with their goals. Its
economic policy focused on defending wages and social insurance entitlements that the Kohl
government had targeted tor reduction in the wake of reunification. The DGB and its
member unions concentrated on tighting cutbacks in pensions. sick pay and wages that were
designed to pay tor reunification. directly or indirectly.

Its response to the proposed central bank and to the entrance criteria was twotold.
It led a campaign to protest government spending cuts intended to prepare Germany for
entrance into the final stage of Economic and Monetary Union. In addition to strikes and
demonstrations. the DGB placed considerable pressure on the Social Democrats to resist the
Kohl government’s austerity program. This secondary tactic proved the least fruitful through

1996. as the federal SPD lacked control of parliament. and as state SPD governments



embarked on austerity programs similar to those of the federal Christian Democrats. The
DGB'’s only concrete. but impressive, success was to prevent employers from taking
advantage ot changes to tederal sick pay legislation passed in 1996. Between 1996 and 1998,
however. SPD obstruction of federal government savings proposals took the eftect that the
DGB desired. preventing some of the more drastic cuts which the Christian Democrats had
planned.

The DGB's delegates often opposed cuts in the welfare state more fiercely than the
leadership itselt. As early as 1993, DGB leadership had already endorsed a plan to protect
social benefits for workers with stable jobs while loosening protection for other Germans as
a way of controlling the cost of payroll taxes.” The DGB’s delegates gave the union a new
policy platform at its 1996 Dresden congress. They opted for total opposition to the
government’s budget balancing efforts rather than proposing an alternative means of
reducing the country’s borrowing needs. They demanded not only the maintenance but the
expansion of the welfare state. The delegates also rejected an attempt by the DGB's policy
committee to develop a formula sayving when the financial limits of the social state had been
reached.™

Next to supporting social spending as an imperative of moral conduct. the DGB
championed the position that government social spending provided the best support tor
economic growth. and consequently, blamed poor growth on government cutbacks.” In
conjunction with the German Salaried Workers Union (Deutsche Angestelltengewerkschaft.

or DAG)." it led protests in June 1996 against cuts to unemployment insurance. pensions and

°' “Gewerkschaften sehen Spielraum fiir Ausbau des Sozialstaates.” Frankfurter Rundschau. May
7.1993.

® ~DGB versteht sich als Verteidiger des Sozialstaats.” Frankfurter Rundschau. November 18,
1996.

5 Handelsblart. December 6. 1996.

% Deutsche Angestelltengewerkschatt



health insurance and claimed that 250.000 participated country-wide.”” These appeals had
no meaningful influence on the Kohl government’s determination to cut spending.

By the end of 1996. the DGB had again adopted a proposal calling for the
government to end the practice of paying for non-contributory pensions with pension
premiums (see section on pensions below). This measure was designed to protect pension
entitlements for the core of the labor torce (and the core of its membership). while reducing
its rax burden hy up to three percentage points.™ While the DGB continued to support high
social spending that would continue to pay for non-insurance pensions. the shift in policy
committed the union confederation to serving the core of the labor force at the expense of
the underemployed. the disabled. and working mothers.

Unions also vigorously opposed calls from business and the FDP to allow greater
wage flexibility between firms and industries that businesses demanded to control wage costs
and inflation. IG Chemie president Hubertus Schmoldt demanded full legal protection tor
the wage-setting authority of peak union organizations in Germany. Without this
precondition. he would oppose union participation in a proposed tripartite talks on
stimulating economic growth.”

Having had no visible eftect on government social and budgetary policy. the DGB
kept up pressure on the SPD and Alliance 90/Green parties to support their cause at the
federal and state lev:ls. They demanded that SPD state governments retaliate against the
federal government by obstructing budget negotiations. since they had veto power in the
Bundesrat. " While the Alliance 90/Greens refused. state governments responded with

opposition against government plans for drastic tax reductions. but not against modest

“Emeut Proteste gegen Sparpaket.” Handelsblart. June 28. 1996.
“Streit um Senkung des Rentenniveaus.” Handelsblar. January 29, 1997.
“Hande weg vom Tarifgesetz.” Handelsblatr. January 3. 1997.

™ “Nun werden SPD und Griine stirker in die Pflicht genommen.” Frankfurter Rundschau.

September 14. 1996.
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modifications to the nation's social security net.”

Toward 1996. the DGB feared that exports and jobs would suffer it EMU were
delayed and the mark appreciated. It used this argument to attack the Kohl government’s
determination in 1996 to negotiate a Stability Pact of budgetary rules for EMU members that
was expected to keep the number of participants small. Instead. DGB Chairman Dieter
Schulte promoted as wide a membership as possible for the European Central Bank. though
he recognized that EUT governments would have to set aside the entrance criteria in order to
do so.”

Schulte advocated instead of budget criteria a focus on exchange rate stability.
followed by price stability. and harmonized interest rate levels. Exchange rate stability. he
argued. would demonstrate an ability to deal with economic shocks internally. Cuts designed
to meet the entrance criteria, in contrast. would spark recession. lower government tax
revenues. higher social security payments and higher deficits. Instead. Schulte supported
EMS II to stabilize exchange rates. and he pleaded for a European employment and growth
policy to stand alongside the stability pact. He also questioned why Germany was pushing
the stability pact so strongly when it couldn’t meet the criteria itself.”

At the same time. one of the DGB’s largest members. [G Metali. called tor a lower
exchange rate to promote growth. This call was explicitly represented as an alternative to
wage restraint. The union complained that wage restraints in the past had brought union
members nothing. and that they would not continue to restrain their demands.™

[n sum. on the one hand. the DGB was like business in focusing late on EMU. when

most issues. except membership. and the final go-ahead had been decided. It was more

' Schulte also expected that currency markets would lead to an overappreciation. which would

destroy jobs before it was corrected. Since two thirds of German exports were sold to other EU
countries. the exporting sector would be hard hit. See Dieter Schulte. “Wiihrungsunion nicht
verschieben.” Handelsblatr. December 31. 1996.

™ Ibid.
7 Ibid.
“Rolle Riickwiirts im Arbeitgeberlager.” Handelsblart. July 11, 1996.
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concerned with the effects of reunitication on social benefits. employment and union power
in general. On the other hand, the DGB had a more unified voice for labor. which in contrast
to business. was explicitly organized on a cross-sectoral basis. They successtully resisted
business pressure to separate their bargaining terms by sector as an attack on their overall
bargaining power. and retained their capacity to resist cuts to sick pay and wages that

business had been demanding within the government's economic policy framework.

Vorers

The German economy started to feel the eftects of Bundesbank restraints on the
economy in 1991, so it will be interesting to know how people saw the downturn.
Particularly important is the “jobless recovery™ of 1994, which hit the new states in the cast
harder than the old tederal republic. With these tigures. we should get an impression of how
much demand there might be for government to take a more aggressive approach to
combating joblessness and economic stagnation. Did the public blame the government. and
did the recession have an impact on the public’s attitude toward EMU?

After 1991. Germans lost confidence that their tinancial situation would improve
from vear to year.” Some pared down their expectations to maintaining the status quo. and
even more began to believe that they would be worse oft. They ailso believed that their job
prospects had little hope of improving. Despite these trends. Germans generally expected
to have better job and financial prospects than the country at large. Germans were also
concerned about their own finances more than their own jobs.

East Germans tended to be more optimistic than west Germans about their personal
finances through 1994. though they also tended to be more polarized as a group than their

western counterparts. Unlike westerners they saw a relationship between their job prospects

"* This information is based on survey data trom Eurostat’s Eurobarometer Surveys 36. 38. 40, 42.
44 and 46. which were taken between 1991 and 1996. and presented in Table 2.14 through Table
2.19. for both West and East Germany. in the appendix.
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and their financial prospects through 1994. From 1995. however. easterners had tully
adopted the western opinion pattern of strong pessimism about job and financial prospects
for the country at large. milder pessimism about their own prospects. and a tendency to
evaluate personal financial prospects more pessimistically than job prospects. Overall.
eastern confidence in the health of the German economy evaporated after 1991. and remained
strongly pessimistic through 1996. as did confidence in the west. Easterners also had less
hope of holding or keeping a job than did Germans living in the west of the country.

Two aspects of German attitudes toward EMU and the ECB are particularly
interesting. The first. as the tables below demonstrate. is that Germans had confidence in the
central bank as it had been constituted. since it had been modeled on the Bundesbank. but
not in the currency it was supposed to manage. This retlects the widespread German fear that
the ECB could come under pressure from national governments with weak economic growth
to reflate the European economy. at the expense of the currency’s value. Another aspect this
divergent pattern reflects. though less strongly. was the growing German conviction as the
1997 deadline for meeting the convergence criteria approached that the country simply
needed more time to work through the etfects of reunification betore entering EMU. This
was a repeated theme of the unotficial SPD chancellor candidate. Gerhard Schrdder. as early

as 1996.

Table 2.7 European Central Bank: German Support / Opposition

1991 1992 1993 1994
Germany 55723 50733 56/33 63 /30
- West -- 51734 56/33 63/30
. East -- 54/29 39731 63/28

Source: Eurostat. Eurobaromerer 36. 38. 40, 42.



Table 2.8 Single Currency: German Support/ Opposition

1991 1992 1993 1994 1995 1996
Germany 45/32 38748 32/58 34745 34/45 38/50
. West -- 37749 31/38 34744 3474 39749
. East - 41745 34/58 34747 34747 34751

Source: Eurostat. Eurobarometer 36, 38, 40. 42, H. 6.

In the spring of 1998, when members were being chosen tor EMU. and after the Kohl
government had taken measures to reassure voters that monetary union would be stability-
oriented (see Section 2.4 and Chapter 5). German voters moved to support the single
currency. with 51 percent in favor and only 34 percent against.® This put approval far
behind approval of French and Spanish voters, but represented a striking turnabout in the
fast year in the run-up to launch EMU. Overall. these tigures show that concerns about the

effect of monetary union on the national economy had alleviated by early 1998.

2.3 Institutions: Spending Commitments and the Central Bank

Spending Commitments

Germany's most important social spending institutions--old age pensions, health
insurance. and unemployment insurance--are funded principally by premiums rather than
general tax revenues. Since the premiums that employers and employees pay into the funds
can be adjusted regularly to meet insurance liabilities, these institutions have a built-in

mechanism for covering commitments that can protect the government from pressure to

" Eurostat. Eurobarometer Survev 49 (Spring 1998). Brussels. [998. p. 45.
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borrow money over long periods of time to fund these projects. In contrast. if government
so wishes. it can capitalize on the relatively rapid increase in payroll taxes to generate
support for spending cuts. As a consequence. social institutions should have only a limited
capacity to create a structural budget deficit. However. government is responsible for setting
premiums. entitlement criteria. and for topping up the funds when premiums are insutficient
to cover liabilities. Thus. the mechanism only promotes spending adjustments when
combined with a political commitment to do so.

After reunification. the Kohl government paid for increased claims on pension and
unemployment insurance with a series of payroll tax increases. supplemented with money
from general tax revenues to cover shortfalls that proved difticult to contain. The political
importance ot the funding mechanism was underlined by the government’s attachment to it
despite evidence that it was exacerbating unemployment and funding shorttalls. Many SMEs
reacted to premium hikes by going out of business. while larger companies replaced a portion
of their workforces with machinery or replaced them with cheaper labor ubroad. As aresult
of its lasting impact on the tederal budget. social spending became the focal point of contlict
between the majority in favor of stability. and the minority in favor of continued social
transters. particularly from 1994 onward. when cuts set in.

Instead ot addressing the connection between premiums and unemployment. the Kohl
government attempted to reduce the budget deficit by extending the principle of premium-
based social insurance to increase revenues. while restricting access to benefits from social
insurance funds. In 1996. the government tabled a plan to introduce home care insurance for
the infirm. which had been placing an increasing burden on the government’s welfare budget.
It cut the duration and value of unemployment insurance benefits. raised the age at which
workers could retire with a full pension. and cut back some eligible health insurance services
to prevent premiums from rising quickly. The overall purpose of these changes was to
reduce the spending of social insurance institutions so that injections ot money from general
tax revenues could be reduced. The government expected that this would ease pressure on
the deficit. and eventually, stabilize the payroll taxes which paid the premiums.

Despite some progress in containing the cost of social insurance, government tax
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revenues were still financing a substantial share of payouts by the end of 1996. Table 2.17
shows the cost of transfers to the social security funds up to 1996. High and rising
unemployment kept pavouts of unemployment insurance and pensions high. while health
insurance and an aging population kept pension and health insurance costs high. The
government also did not attempt to charge unemployment or pension insurance premiums
to the nation’s public servants. who do not pay into the regular plans. and whose pension

henefits are paid out of general tax revenues.

Table 2.9 General Revenue Transfers as Social Security Receipts, Million DM
1991 1992 1993 1994 1995 1996
74.110 80.600 100.200 94.780 95.360 107.110

Source: OECD. Narional Accounts, Volume [I. Table 6.4. Paris. 1998.

Pension Insurance

The core of Germany's public pension system is a premium-based insurance plan that
uses incoming premiums trom employers. emplovees and the self-employed to cover the cost
of current pensions. In addition. the government calculates premium credits for a variety of
groups considered too poor to contribute to the system. Students and new mothers. for
example. are exempted from premiums without any reduction in the value of the pension
they will later receive. These non-contributory pension credits are paid for through the
premiums of other contributors. but also by top-ups trom the tederal budget. Due to the large
number of “social.” or non-contributory benefits available to Germans. the country's pension

system imposes more spending on government than any other single program.”

See. for example. “Fiir soziale Zwecke wurden 1992 mehr als 1.000 DM ausgegeben.™
Handelsblatt. June 16, 1993 and “Etat fiir 1997 sinkt auf 440 Milliarden Mark.”™ Die Welt. July 9.
1996.
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Three main chailenges confronted the German pension system during the Kohl
administration. As in many developed countries, Germany s aging population threatened to
bankrupt the pay-as-you-go system in the medium term. More immediately. Eastern pension
entitlements grew much more quickly than either regional or national wage rates. Third. and
most relevant--unemployment after 1992 hurt the solvency ot the pension fund by reducing
the number of contributors country-wide and by driving large numbers of older workers into
earlv retirement. Together. these factors drove pension entitlements. payroll taxes
(premiums) and budget expenditures rapidly upward. After 1992. exploding costs hindered
the finance ministry’s need to control expenditures in preparation for the third stage of
monetary union.

The balance of payments in the pension fund deteriorated as the federal government
made uniform access to social benetits an issue of national unity.™ According to the terms
of the Treaty on Unification ot 1990. pension entitlements from the GDR were credited in
the West German pension system. Shortly after reunification. the fairly low initial cost of
the pensions (relative to Western pensions) began to rise as the government sought to
equalize conditions in cast and west. The low initial costs retlected low wages in the GDR.
However. the government instituted significant pension increases twice per vear in the East
(see table). Retired East Germans also had accumulated more pension credits than the
average West German. due to a longer average work life (earlier labor force entrv and
retirement at age 65).

From 1991. the government also made special pensions available to unemployed
workers in East Germany over the age ot 55 that would support them untif they became
eligible for the standard old age pension at age 60. This was considered a temporary
measure. and was eventually extended to easterners reaching 55 by June 30. 1992 as a means
of capping unemployment.”™

After 1992. the number of unemployed Germans taking an early pension increased

¥ Bliim kimptt weiter fiir die Pflegeversicherung.” Siiddeutsche Zeitung, January 25. 1991.
™ “Neues im Sozialrecht.” Frankfurter Rundschau. December 28. 1991.
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drastically. Government responded with an ofter of partial rents from the age ot 58. based
on a forfeit of 3.6% per early year of retirement.”

The pension system responded slowly to the medium-term demographic challenge.
In 1991. Germans could retire on a full pension at age 65 (men) or 60 (women).
Unemployed Germans 60 years and older were entitled to early retirement benetits as an

alternative to unemployment insurance.” Pensions were indexed to the growth of net wages

pensions could shrink if payroll taxes, for example. ate into workers wages.™

Throughout the Kohl administration. the government trimmed pension spending on
the periphery. but lett core entitlements intact. At the end of 1991. the government cut back
its future pension liabilities with two measures. First. it placed a seven-yeur time limit on
the period for which students. draftees and trainees would be credited with pension payments
without having made any. It also tabled plans to raise the retirement age to 65 trom 60 and
63. beginning in 2001.* The final changes were introduced far later. however. in summer
1996.*

Significantly. the pension fund and its premiums were designed to cover non-
insurance expenditures. such as benetits for individuals who had not paid premiums. at least
for some time. In 1996. the cost of these programs was about 120 billion DM per year.
including the cost of special early retirement plans in the early 1990s for older victims of
layoffs. who became more numerous as the recession continued.™

Workers and employers pay equal premiums into the country’'s unemployment

% “Rente wird Nettoeinkommen weiter folgen.” Die Welr. November 2, 1995.

“Umstellung der Ost-Renten kostet Milliarden.”™ Frankfurter Rundschau. February 8. 1991.
* Bliim. Norbert. “Alt und jung sitzen in einem Boot.™ Das Parlament. February 9. 1996.

' “In ganz Deutschland gilt seit dem 1. Januar ein einheitliches Rentenrecht.” Handelsblarr.

January 6. 1992
" ~Rentenspargesetz beschlossen,” Das Parlament. July 12. 1996.
%% Bergwacht in Not.™ Der Spiegel. February 5. 1996.
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insurance fund. In return. claimants are entitled to a pay-related benefit and a secondary
entitlement that provides more modest coverage once the core entitlement expires. The
government sets premiums. but the administering agency independently assesses what
premiums must be levied in order for the fund to break even without government top-ups.
The public insurance provider helps to keep the fund solvent and to justify rate increases by
making the link between premiums and benefits as clear as possible.

The unemployment insurance tund also pavs for passive and active labor market
programs that constitute about 25% of its payments.* Premiums pay for training programs.
as well as partial benefits to workers who are employed part time as an alternative to being
dismissed. As unemployment rose during the 1990s. premiums rose dramaticaily and
sparked a fight over whether insurance premiums should continue to pay tor non-insurance
programs.

Conservatives defended the practice as a means of containing the cost of
unemployment on the federal budget. They tried to direct outrage over higher premiums into
support for lower benetits for the insured. Social weltare advocates. in contrast. demanded
that the government leave insurance coverage intact. and reduce premiums by paying tor
labor market programs with general revenues. The tinance minister. supported by the
government's conservatives, successfully fought oft a campaign led by the labor minister to
pay tor labor market programs through general revenues. By 1996. the two groups reached
acompromise. The labor ministry reduced unemployment insurance benefits marginally and
continued to pay for labor market programs. but gained an increase in the national value
added tax to pay for them.

Premiums could not pay for both insurance claims and labor market programs.
despite a 58 percent increase in premiums that the finance minister had demanded in 1991."
Tax revenues topped up the insurance fund throughout the 1990s. This fact empowered the

finance minister to press for spending cuts to unemployment insurance. Early efforts focused

%1995 figures. See “Umschulung aus Steuern finanzieren.” Siiddeutsche Zeitung. July 13.
1996.

87w

Beitrag zur Arbeitslosenversicherung wird angehoben.” Handelsblatt. January 11. 1991.
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on fighting abuse. In 1994. it cut the ability of older workers to collect unemployment
insurance until they became eligible for a full pension.®

Other savings measures adjusted the compensation formula rather than touching
eligibility itself. The government attempted. and sometimes succeeded in delaying or
reducing individual benefits to account for other sources of income. or savings.* Inaddition.
itattempted to cut down on eligibility periods. In 1994. it introduced a 12 week ineligibility
peried for workers who guit their jobs™ The gavernment also introduced time limits to
entitlements to secondary unemployment insurance for the first time.”' Further savings were
attempted by subjecting benefits to income tax surcharges and home care insurance
premiums.”

In 1996.the labor minister cut the core entitlement by three per cent per vear in the
attempt to realize a structural change in the fund’s capacity to pay tor itself through
premiums.” He rebuffed criticism against the cuts from within his own party’s Social

Committee by noting that social spending kept growing in detiance of his efforts to control

" +Bei Friihverrentung kiirzerer Bezug von Arbeitslosengeld.” Handelshlatr, December 23,
1994,

" In 1992, the government reduced benefits for claimants with a common law spouse. though not
for married claimants. to retlect the partner’s income. See “Wer nicht heiraten will. muB biiBen,”
Tageszeirung. June 24, 1992, In 1995. the same principle was extended to life partners in same sex
relationships. See “Arbeitslose: Jetzt geht es ans Sparbuch.”™ Tageszeirung. August [. 1995, [n
1994, the government attempted. unsuccessfully. to demand that claimants cash in their life
insurance policies before being eligible.  See "Arbeitslose ohne Alterschutz.™  Frankfurter
Rundschau, January 6, 1994,

* “Weniger Geld.” Handelsblatr. December 9. 1994. The measure was struck down by the
Federal Social Court. which set the maximum penalty period at two weeks. “Gericht kiirzt
Sperrzeiten.” Frankfurter Rundschau. February 11, 1995.

*t "Bliim verteidigt die Kiirzung der Arbeitslosenhilfe.” Frankfurter Allgemeine Zeitung. July
[8. 1994 and “Waigel will die Arbeitslosenhilfe befristen.” Frankfurter Allgemeine Zeitung. July
15. 1994.

-

¥ “Kiirzung des Arbeitslosengeldes um Solidarzuschlag zulissig.” Handelsblart. August 4,

1995.
= Arbeitslosenhilfe sinkt jihrlich.” Handelsblar. February 12. 1996.
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costs. He estimated that outlays had increased by 76.3 bn tor pensioners. 40.3 bn for the
unemployed, and 13.5 bn for war victims in the preceding years. ot which 46.5 billion were
related to reunification.™

The government also ensured that special unemployment insurance rules for the
eastern states were short-lived. For the tirst year of reunitication. the government made wage
top-ups available to workers in eastern firms that adopted short work weeks. whether or not
the firm saved jobs as it did so. After that time. the government made the funds conditional

5

on firms saving jobs. as is customary in the west.” [t also made special money available o
ease the impact of unemployment for older workers. particularly in the east. and extended
it through the end of 1992.™

Overall. the temporary rules to ease eastern unemplovment and adjust the tund
maintained the principle of premium-funded insurance. it not the reality. The tormula helped
the government to force entitlement cutbacks. but the government’s economic conservatism

was essential to making the principle of cutbacks a reality.

Health Insurance

German law requires residents to have health insurance. and more than 90 per cent
are insured through public enterprises that operate on a not-for-protit basis. The
responsibilities of the insurers are regulated by law. and services are funded principally by
premiums linked to the salary of the insured. Nevertheless. government provides top-ups
from general tax revenues that make health spending second only to pension spending in the
government’s social budget.

As in the unemployment and pension systems. health insurance premiums are

* Ibid.

" "Neues im Sozialrecht.” Frankfurter Rundschau, December 28. 1991. Originally available to
a recipient for six months. the entitlement was extended to 15 months in 1992.
“Kurzarbeitergeld fiir mehr als sechs Monate.” Frankfurter Allgemeine Zeitung. March 23, 1992.

% ~Der Bund hat kein Geld fiir eine gesetzliche Regelung.” Handelsblatr. June 11, 1992.
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recommended by the organization of independent public health providers according to costs.
but set by the government. During the 1990s, debates over health insurance spending were
prompted by rising premiums. which in turn were prompted by Germany's aging population.
Unlike pensions and unemployment insurance. however. the state of the German economy
placed little extra demand on the tederal budget.

Health care spending generated a focus on payroll taxes in the same way that
unemplovment insurance and pension premiums had done.  Again. the finance ministry
focused on improving the state of the national budget. which meant two things. First. it
wanted to prevent social insurance programs trom making many demands on the national
budget. Second. (and secondary in importance) it wanted to prevent social insurance
premiums (that do not flow into general revenues) from crowding out income taxes (that do.)
The tinance ministry promoted more austere benefits as a means of keeping expenses and
premiums down. The health ministry went along with promoting less generous benefits. but
with much less vigor and success than in the other two cases.  resulting in persistent
funding shortfalls.™

The government’s most drastic move. and spectacular blunder. was to pass a law
allowing employers and their health providers to pay only 80% ot workers™ wages when they
were sick. This led to protracted conflict between unions and emplovers in 1995 and 1996.

after which government and employers backed down. and premiums stayed up.

Overall. reunification-related increases in social spending commitments contributed
heavily to Germany's uncharacterisitically high budget deficit atter 1990. Existing pension.
unemployment and health insurance benefits became available to the entire population of the

reunified Germany without consideration tor the lower per capita tax base available to pay

*7 The CSU wanted higher premiums. but were blocked by the CDU. and its employees’ committee.
the CDA. See “Schwerer Konflikt iiber Gesundheitsretorm.” Frankfurter Allgemeine Zeitung,
February 22. 1997. On changing rules. “Fielder: Wir sollen fiir Seehofer die Drecksarbeit machen.”
Handelsblatr. January 9. 1997.

* “Krankenkasse trotzt Sparerfolgen mit Defizit im Milliardenhdhe.” Siiddeutsche Zeitung. June
6. 1997.
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premiums. When the imbalance between benefits and revenues became clear the government
responded first by protecting entitlements and raising payroll taxes. As businesses fired
workers to contain the rising cost of labor. social insurance accounts worsened even further,
and the cycle of premium increases and unemployment repeated itself. By 1997.
unemployment had reached a record level in the Federal Republic’s history. and kept
pressure high on retorming spending commitments.

Thus. the premium system of paving for social spending commitments was useful for
initiating a response to changes in payouts (and avoiding a budget deticit). but not
necessarily for restoring balance in a manner that either government or voters would find
acceptable. In particular. the premium system holds the danger of magnifying the negative
impact of a strong blow to the national economy as described above. [n order to avoid
magnifying a negative shock. a premium system must be combined with either a political
commitment to cut spending. or at least a temporary suspension of the link between payroll
taxes and spending levels.

After premium increases failed to balance the accounts and the 1994 election was
past. the Kohl government began to cut benefits. The strategy it employed was made
possible by a core of voters who could benefit trom a policy of stable prices and remain
relatively unharmed by cuts to spending commitments. Where cuts were made across the
board that affected them. as in pensions. the government balanced sacrifices between
recipients and payvers to minimize the political fallout. while stressing that the balance of
premiums and payouts had to be restored if the deficit was to be contained. In this way. the
premium-based system proved effective at justifying cutbacks to mainstream German voters.

Those on the periphery of the labor market. experiencing more frequent
unemployment or underemployment. increasingly lost guarantees of entitlement to insurance
benefits. Not only did they have more limited access to unemployment insurance in the short
term. but the Kohl government increasingly differentiated between spending commitments
that had been ‘earned’ through premiums. and "unearned” benetfits. particularly in pension
insurance. that should be paid tor out of general tax revenues rather than a guaranteed

insurance benefit. This in turn meant that Germans on the periphery of the labor market
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would be more vulnerable to annual rounds of budget cutting over the long term as well than
their counterparts with stable employment.

On balance. then. the German case shows that premium-tunded spending
commitments are capable of initiating adjustments that strive toward balancing the budget.
At the same time. the pay-us-you-go system tends to exacerbate unemployment during deep
recessions or other shocks which dramatically increase spending commitments through the
sncial insurance svsrem. Finallv. the easiest political solution for the Kohl government. to
adjust spending to the disadvantage of those on the periphery of the lubor market.
exacerbated the social consequences of the economic ditficulties that tollowed reunification.
While the Bundesbank's eftorts to tight inflation led to a dramatic increase in the number of
chronically unemployed and underemployed (see below). the Kohl government's adjustment

of spending commitments hit precisely this group hardest.

The Bundesbank

During and after reunification. the Bundesbank fought to protect its independence trom
political control and its mission to promote price stability in the face of concerted attempts
to weaken its influence. The Bundesbank’s leadership tocused its etforts in four areas after
1990: reforming its own institutional structure: promoting spending retorm: controlling
reunification-related intlation: and shaping the terms of EMU. The latter included the
structure of the ECB. the conditions for membership. and a variety of institutional measures

designed to ensure the stabilicy of the new European currency.

Structural Reform

After reunification. the Bundesbank pushed the Kohl government to revise its structure. The

proposal was designed to protect the bank’s independence from attempts by state
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governments to undermine its mission to promote price stability. Federal law before
reunification specified that each state in the federation have its own state central bank. and
that each have a seat on the 16-member central bank council in Frankfurt. Immediately after
reunification. the State Central Bank tor Berlin assumed temporary responsibility for the new
states.” Extending the one-state-one-bank principle would have led to a council of 23
members. More importantly. Social Democratic state governments were appointing political
partisans to head their state central banks more trequently. If the new states followed suit.
a majority of the centrai bank council could favor loosening the Bundesbank's traditional
focus on price stability in favor of a more growth-friendly and inflation-tolerant monetary
policy.

[nstead of maintaining a central bank for each and every state. the Bundesbank
proposed that eight regional banks represent the nation’s various economic regions. much
like US Federal Reserve Banks in the United States. The Bundesbank pointed out that eight
instead of 16 regional bank governors would allow the Bundesbank Council to retain a
manageable size.

The Bundesbank’s plans for a geographical division of labor among regional banks
increased the chances that conservative regions favorable to price stability would maintain
the upper hand. The conservaiive strongholds of Bavaria and Baden-Wurttemberg would
retain their own state banks. along with the Social Democratic stronghold of North-Rhine
Westfalia. Brandenburg would be fused with Berlin. Schleswig-Holstein and Mecklenburg-
Vorpommern with Hamburz. Saxony-Anhalt with Lower Saxony. and Saarland with
Rhineland-Pfalz. The eastern. but conservative state of Saxony would also have its own
bank.'™

Social Democratic state governments fought the proposals most vigorously in favor
of the one-state-one-bank principle. supported less fervently by governments in the eastern

states. The Social Demccratic stronghold of Rheinland-Ptalz led the opposition in the upper

* ~Bundesbankstruktur weiter kontrovers,” Birsen-Zeitung. January 3. 1991.
'® -pghl-Modell gegen das Rheinland-Pfalz Modell.” Handelsblarr. April 18. 1991.
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house of the federal parliament.'”" Berlin's SPD finance minister Norbert Meisner linked the
one-bank principle to the federal principle of government in Germany. and this linkage
between political representation and monetary policy became the rallying point tor opponents
to the government s plans to restructure the Bundesbank according to the latter’s wishes.'"”

After a long fight. the Kohl government pushed through the Bundesbank's
restructuring plan with a minor modification: eight or nine regional banks would be
established. and Thiiringen and Sachsen would be given the option of forming a common
regional bank. Once it was clear that Thiiringen would not be locked into the more
conservative circle of Hessen's Frankfurt-dominated regional bank. it dropped its opposition
to the government’s plans and deserted the Social Democratic camp."” SPD state
governments complained bitterly that the government was deliberately attacking SPD
influence over the government. and managed to impose a suspensive veto on the
restructuring legislation. which the Bundestag subsequently overrode."

The government’s support of the Bundesbank's proposal for structural change

ensured the primacy of the Bank's president over the bank council. This aided the

1 hid.

'* ~Bundesbankstruktur weiter kontrovers.” Birsen-Zeitung, January 3. 1991,

"* For the terms of the original agreement. see “Statt elf nur noch neun Landeszentralbanken.”
Handelsblarr, June 5. 1992,

"™ Bremen mayor Klaus Wedemeier justified the Bundesrat's suspensive veto on the
government’s restructuring legislation as a means of fighting for political control over the
Bundesbank’s management of the economy. See “Der Bundesrat erhiebt Einspruch.”
Siiddeutsche Zeitung, June 6. 1992. The most notable fight between the Bundesbank and a state
SPD government over the leadership of a state central bank had begun a year earlier in the state
of Saarland. There. Premier Oskar Lafontaine insisted on appointing a party loyalist whose
credentials were in question to the head of the state central bank. while the Bundesbank retused
to accept the appointee. See “Eklat zwischen Bundesbank und Lafontaine.™ Siiddeutsche
Zeitung. April 6. 1991. Edgar Meister. the SPD Premier of Rhineland-Pfalz. underlined the
determination to retain political influence when he offered the government to agree to 12
regional banks. but retain a vote for each state on the Bundesbank council. The government
rejected this plan. which would have not only have neutralized the goals of the Bundesbank and
the government. but allowed more state representatives to be appointed without having the
qualifications of a state central bank president. See “Statt elf nur noch neun
Landeszentralbanken.” Handelsblart, June 3. 1992.
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independence and conservatism of the bank in two ways: it strengthened the ability of the
president to rebuft nominations of growth-oriented candidates to the leadership posts of
regional banks: and it helped ensure a more conservative group of regional bank presidents

than would have come together under the one-state-one-bank principle.

Economic Policy

Between 1990 and 1994. the Bundesbank and the government clashed on both the
principle and the substance of economic policy. On principle. government intended to raise
the castern standard of living as quickly possible while keeping taxes as low as they could
be. On principle. the Bundesbank expected easterners to raise their own standard of living
by working more productively and accepting fewer social benefits. which would keep
inflation and deficits low.

The Bundesbank clashed with the government on three substantive issues. First. the
Bundesbank was at odds with the government over the terms of the 1990 German Monetary.
Economic and Social Union (GMES). First. the two parties disagreed most strongly with the
government over the terms of converting the savings of cast Germans into western marks.
In negotiations between east and west over the terms of GMES. the government approved
the exchange of most savings on a [:1 basis. despite the Bundesbank’s opposition. The
Bundesbank warned that creating such a large sum of money would fuel intlation and
advocated a 2:1 exchange ratio. When the government pushed through the 1:1 rate. the
Bundesbank unleashed higher interest rates designed to prevent the new money supply trom
driving German prices up.'™ As aresult. the external value of the mark rose against all other
European currencies. hurting exporters. while domestic industry sutfered from higher interest
rates. The Bundesbank’s concern for domestic inflation above the government’s political

agenda and the stability of the European Exchange Rate Mechanism kept interest rates high

9% For an in-depth account of the Bundesbank's view on GEMS, see Hans Tietmeyer. “German

monetary. economic and social union—-two years later.” Ausziige aus Presseartikeln der Deutschen
Bundesbank. June 11. 1992.
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until they began dropping in October. 1993.

The Bundesbank followed up its defense of its anti-inflation stance by detlecting
concerns about the impact of its policies on the exchange rate. Tietmeyer maintained that
a strong. stable currency would be compatible with strong exports and healthy economic
growth as long as taxes remained low enough to keep the price ot exports competitive.
Looking back on the rise of the mark after reunification. along with unemployment and
worsening government finances. he stressed that the strong mark would not have generated
unemployment after reunification if government. businesses and labor had contained their
costs. Instead. government spending increased. leading to higher interest rates trom the
Bundesbank to controi inflation. while higher taxes increased the cost of labor. and
consequently. the price of manutactured products. Consequently. he admitted that the
overvaluation of the mark which followed the 1992 currency crisis deepened the recession
of 1993 and hurt exporters. but were not the root of the problem. For this reason. he
dismissed suggestions to devalue the mark (and accept a higher inflation rate). expecting that
doing so would have destroved its value and credibility as a reserve currency without
generating real advantages for exporters. Similarly. a weak European currency would bring
no advantage to the German economy. nor for any other competitive exporting country.'®

Second. the Bundesbank tought the government’s policy of borrowing to finance the
costs of reunification. Not only were government deficits a source of concern. but the
shortfalls of government corporations like the rail and postal services led the Bundesbank
to call for more spending cuts.'”

Third. the Bundesbank made it clear that limiting public spending would be
preferable to higher taxes and spending. Large government payments. tax exemptions and
interest subsidies were increasing the money supply and endangering the value of the

108

mark.”™ Bundesbank President Pohl expressed particular concern after reunification that

"% Der Termin steht im Vertrag." Der Spiegel. December 2. 1996.

"7 ~Schlesinger fiir maBvolle Abschliisse der Tarifpartner.” Handelsblatr, November 4. 1992.

'8 Hochzinskurs zeigt bisher keinerlei Bremswirkungen.” Handelsblart, April 10. 1992
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emergency help for the new states might entrench itself into permanent transfers from the
public purse.'™ It was particularly concerned that the bulk of money flowing into the new
states was coming in the torm of social security transters to individuals. rather than in the
form of investment in infrastructure. This had two effects that displeased the Bundesbank.
Since most of the money sent east came through the social security system, the money
promoted temporary consumption rather than lasting improvements in the productive
structure of the local economy. This was particularly worrisome since transters from the
west constituted two thirds of eastern GDP. pointing to a permanent drain on the western
economy of six percent of its GDP unless changes were made. In addition, the tax increases
required to pay for these transfers would damage western businesses by hurting their
competitiveness and by justifving inflationary wage hikes.""” This was particularly bad in the
east. where unions were demanding wage hikes in excess of 10 per cent. without productivity
increases.'"'

The Bundesbank's interest rate and monetary policies restricted the range of
economic options that the government could employ to bring its accounts back into balance.
The bank’s policy of high interest rates. plus supporting the exchange rates of the dollar and
ven forced Germany to take an export-led approach to economic recovery. Lower real
income meant lower domestic demand. and a corresponding need for producers to sell their
products elsewhere or go out of business. At the same time. the Bundesbank told the
government to cut back its spending. particularly in social insurance. and demand higher
contributions.'"”

After October 1993. the Bundesbank began to gradually but significantly relax its

1 “Transferleistungen nicht als Dauersubventionen.” Borsen-Zeitung, June 28. 1991.

" Tietmeyer. Hans. “German monetary. economic and social union--two years later.” Deutsche
Bundesbank Ausziige aus Presseartikeln, June 11, 1992,

""" ~Bundesbank tritt kriiftig auf geldpolitische Bremse.” Frankfurter Rundschau, February 1.
1991. Schlesinger. P6hl’s successor. made a point of repeating the criticism. See “Bundesbank
Head Detends Tight Credit.” Wall Street Journal. February 6. 1992,

"2 -Bundesbank: Sparkurs mit Nachdruck verfolgen.”™ Handelsblatt. September 13, 1996.
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hold on the economy. once inflation was less of a concern. and the economy needed
stimulating. Overall. it helped push the government to decisions about reforming institutions
to suit the new German economy. Its public refations campaign directed at taxpayers and

employers proved somewhat eftective at stimulating institutional reform.

Economic and Monetary Union

The Bundesbank’s policy on Economic and Monetary Union focused on three aspects
of developing the European Central Bank: ensuring the ECB’s independence from political
control. entorcing the membership criteria for monetary union, and committing member
governments to economic conservatism after assuming membership. Taken together. these
measures were intended to deter the European Union’s weaker economies from attempting
to seek membership in monetary union. Successtul deterrence would prevent political
confrontations from arising between a central bank devoted to fighting intlation and
countries who could not achieve acceptable growth and employment levels in a low intlation
environment. This in turn. was designed to minimize the probability that political pressure
to weaken the central bank’s independence could become irresistible after monetary union
had begun.

[n pursuing these goals. the Bundesbank both advised the Kohl government on each
of the three issues and waged a public relations campaign to solicit public support for its
stand on the ECB. In this capacity. it served as a counterweight to pressure trom foreign
governments and domestic interest groups seeking a pro-growth policy in Germany. [tbegan
pressing its point to government shortly after the Maastricht Treaty was signed.'"

In 1991, while the TEU was being negotiated. the Bundesbank focused principally

on limiting membership to countries that were serious about committing themselves to stable

¥ Schlesinger. speaking on behalf of the Bundesbank. underlined the Bank's determination to
maximize its impact on the government’s foreign economic policy and the structure of the ECB in
a speech to the American Institute tor Contemporary German Studies in Washington. D.C. entitled
“The Challenges to German Monetary Policy.” See Ausziige auts Presseartikeln der Deutschen
Bundesbank. June 1. 1992.
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prices and modest budget deficits. Hans Tietmeyer, Vice President of the Bundesbank at the
time. publicly advised the government to resist pressure from EU governments to participate
without meeting the criteria. The government had a responsibility to Germans. who
currently enjoyed “one of the most successtul and best monetary constitutions in the world.”
and could lose from a poor arrangement. It also had a responsibility to the European
Community. since the mark was the anchor currency of the EMS and a model for a stable
European currency. This was doubly true in the Bundesbank's eves. since most national
central banks remained politically dependent.'"

In December 1996. while EU governments were negotiating the Stability Pact at the
Dublin Conference. the Bundesbank had to defend its position again. this time against
demands by German proponents of EMU to weaken or eliminate the entrance criteria.
Helmut Schmidt. who had established the European Monetary System with France in 1979,
accused the Bundesbank of sabotaging the central bank project by lying about the binding
nature of the criteria. and disputing the need for the criteria as a prerequisite.'™ The
opposition Social Democratic Party began supporting this position during the course of the
year.

Bundesbank President Hans Tietmeyer responded by reiterating his support tor a
"stability-oriented currency union.” and his "hope that it will be a success.” More
importantly. he underlined that tederal courts and both houses of the German legislature had
chosen to support the same position as the Bundesbunk. Both Bundestag and Bundesrat had
demanded strict adherence to the convergence criteria when they passed the enabling
legislation. and required an additional vote before adhering to membership. The Federal
Constitutional Court had reinforced these conditions. Tietmeyer emphasized that the
Bundesbank was defending terms of membership that the legislative and judicial branches

of government. not the Bundesbank. had established and confirmed. On this basis. he

"* Marsh. David. "Bundesbank warns over speed of move to single currency.” Financial

Times. June 12, 1991.
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dismissed the accusation that the Bundesbank was acting as a “state within a state,”"'®

Tietmeyer added that national governments had subsequently negotiated and agreed
upon the membership criteria, and then entrenched them in an international treaty. While he
judged the criteria to be too tolerant of inflation and borrowing. (he would have preferred a
two per cent limit on deficits). the Maastricht Treaty bound the Bundesbank to comply with
the decisions of elected European Union governments. Therefore. he considered it was
unreasonable to accuse the Bundesbank of unilaterally creating and imposing membership
criteria that the Treaty did not contain. In addition. Tietmeyer reminded his critics that the
governments of France and Holland. not the Bundesbank. and not the German government.
had proposed the membership criteria to which EU governments had finally agreed. The
Bundesbank had no intention to kill or undermine the Treaty. but was determined to oppose
backsliding.'”

Bundesbank ofticials stressed first and toremost that European voters had to accept
the ECB and the euro it they were to succeed. Without consensus across national electorates
over monetary policy. politicians would transform irreconciluble difterences of national
interest into bitter conflict that could destroy the ECB’s independence. or even the new
central bank itself.

The Bundesbank consequently promoted the view that a central bank was ultimately
only as independent as political consensus allowed. This position allowed the German
central bank to oppose membership for countries which failed to meet the Maastricht criteria
while leaving the door open to future membership. even in the near future. Tietmeyer
observed that strikes in France. Italy and Spain demonstrated a lack of popular support for
EMU. Furthermore. he suggested that voters in these countries were already turning against
the planned central bank because the government justified spending cuts and high interest
rates on the upcoming deadline for membership in monetary union. Political opposition

would intensity and be directed at the ECB itself if these countries assumed membership

"o “Der Termin steht im Vertrag.” Der Spiegel. December 2. 1996.

"7 Ibid.
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before developing the ability to live under its terms.'"®

Tietmeyer emphasized that the modest scale of economic transfers to poor regions
within the European Union made it doubly important to ensure that countries with weak
economies delay entry to monetary union. Without the possibility of devaluing the currency.
or depending on transters to buoy the economy. countries that lost competitiveness through
economic shocks would have to regain it through reducing costs or by winning investors for

more competitive goods and services.'"”

In either case. the majority of voters would have
to be firmly committed to accepting a lower standard of living in the short term in order to
turn their economy around.

Overall. Tietmeyer emphasized the importance of the euro and the ECB being
insulated from political conflict. Fiscal policies and wage policies had to be nested within
the requirements of monetary policy in the new currency union. In addition. the ability of
countries to prosper in a stability-oriented monetary union would depend heavily on their
competitiveness. since the exchange rate could no longer be used to balance out the effects
of the shock.'"

The Bundesbank also showed concern that governments having ditficulty with the
entrance criteria would try to qualify dishonestly on the deficit criteria and pressure
gatekeepers to overlook the fact. The Convergence Report of the European Monetary
Institute in early 1998 reflected the Bundesbank's demand that accounting tricks and one-
shot measures not be considered when determining convergence with entrance criteria.
Tietmeyer expected that central bank presidents would have to pressure governments to
avoid assessing the entrance criteria loosely. He explained that the Bundesbank would
advise the government on which countries had fulfilled the criteria properly. to address such

concerns during the final stage of decision-making on EMU members.

U3 Ibid.
19 Ibid.

0 Tietmeyer. Hans. "Der Euro kann kein Allheilsmittel sein.” Handelsblart. December 31.
1996. p. 10.
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Consequently. the Bundesbank also supported Finance minister Theo Waigel's
stability pact proposal as a useful tool for constructing a political consensus on the long-term
budgetary implications of monetary union. It would also establish when there might be
exceptions. Just as important. Tietmeyer pointed out that the stability pact could provide
some insurance against future political coalitions less inclined to follow the criteria. While
sanctions for overspenders could meet resistance in the Council of Ministers. the European
Courts of Justice would alsn have the competence to rule on sanctions. compelling national
governments to comply. The Bundesbank. in short saw the stability pact as a means of
deterring potential overspending. He expected painful penalties to be necessary for
effectiveness.'!

The Bundesbank demonstrated a sustained impact on the German economy. and on
economic policy as well that proved decisive in moving the country trom a state of structural
budget deficits toward renewed balance. That task proved to be more difficult than at any
other time in Germany's history. however. and was not complete by the time EMU was
launched. The Bundesbank’s attempt to reinforce economic conservatism give some crucial
new evidence about the foundations of eftective central bank independence. and its limits
that suggest a modification of the model in chapter one. The evidence also points to serious
problems in establishing an independent central bank that must be considered in the French
and Spanish cases.

The Bundesbank was able to raise the pressure on the Kohl government between
1990 and 1994 to modity its reunification-related economic policies by restricting the money
supply as the government began transferring money eastward. By increasing the cost of
spending decisions through interest rates. unemployment and subsequently increasingly
higher deficits. the Bundesbank was able to initiate both a reduction of inflation by 1993 and
a reduction of deficits beginning in 1995. Public support was essential to protecting the
Bundesbank in its determination to keep control of the economy.

Most important. the Bundesbank case demonstrates that a central bank’s political

121 Ibid.
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independence depends more on public support than formal institutional rules. The German
central bank’s ability to force economic conservatism on the federal government depended
ultimately on the economic conservatism of the electorate. Yet even that conservatism
would have been meaningless had the Bundesbank not carried out a dual strategy to protect
itselt against more growth-oriented influences both from within the country and trom other
European Union member states.

At the European level, the Bundeshank focused on securing institutional features for
the ECB and membership criteria for EMU that guaranteed the ECB’s economic
conservatism before it became a matter ot public debate. With these provisions secured in
international treaty. the Bundesbank could present central bank independence and concrete
limits on public deficits as an untouchable under international law. As a result, the
Bundesbank had a position on membership in EMU that was unassailable in Germany. but
the object of derision in countries unlikely to meet the Maastricht criteria. While the German
government was conservative enough that it never publicly considered loosening the entrance
criteria to EMU. the Bundesbank used its legal position to ward off foreign pressure on Bonn
to treat the entrance criteria lightly.

At home. the Bundesbank waged a sophisticated public relations campaign to
mobilize economic conservatives against government policies or proposals that could have
hurt their interests. and the Bundesbank’s independence as well. This is the most important
finding. since it points to the fact that central bank independence rests on a combination of
an underlying majority of conservative economic interests. and an activist central bank that
mobilizes public opinion against individual government policies that could contribute to
structural budget deficits or inflation. In eftect. central bank indepetidence must depend on
more than a transaction cost defense against political manipulation. which is all institutional
independence supplies. It must rest on an activist body sophisticated enough to mobilize a

political majority in its defense.

78



2.4 Parties

Germany's political parties reflected the divergent interests of their respective
supporters when making decisions about cutting spending and stimulating the economy. The
parties with the narrowest and most stable bases of support also had the most consistent
policies. The Christian Social Union (Christliche Sozialunion. or CSU). which represents
the prosperous state of Bavaria. and the Free Democratic Party (Freie Demokratische Partei.
or FDP). which represents a narrow section of the middle and upper classes. fought hard
within government to cut the budget deficit which had grown in the wake of reunification.
They were also the most vocal opponents ot foreign attempts to weaken the entrance criteria
to EMU. orto undermine the ECB's independence. The Alliance 90/Greens. which primarily
represents the ecological movement. promoted hikes in environmental taxes to pay tor social
programs. but had no well-developed position on monetary union. The Party ot Democratic
Socialism (Partei des demokratischen Sozialismus. or PDS). which represents tormer
communists in the new states. opposed the government’s savings plans in principle and
served as a mirror image of the CSU and the FDP.

The two mainstream parties. CDU and SPD. were torn between the desire to support
the unemployed during an economic downturn, and the tear that Germans had for the
inflationary eftects of high. persistent. deficits. This unenthusiastic commitment to price
stability reflected an electoral base centered on a core of pro-stability voters. but increasingly
squeezed by a rapidly growing army of unemployed and underemployed Germans. The
Christian Democratic Union. which led the government. carried out a policy of spending cuts
in order to reduce budget deticits. but did so with more internal division and with less
enthusiasm than the CSU and the FDP, and with considerably less vigor than it demonstrated
in the mid-1980s. before the number of CDU voters requiring social assistance skyrocketed.
Despite the internal unrest. the CDU promoted stability internally and with respect to
monetary union.

Voters supported the government over the opposition social democrats throughout

the study period. but only at the national level. The CDU/CSU won a comfortable majority
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in 1990 and a very thin one in 1994, but only led two of 16 state governments--in Bavaria
and Saxony. While the party made gains in state elections between 1994 and 1996. it did
little to weaken the SPD stranglehold at the state level.'> SPD state governments made it
ditticult for the government to get economic policy changes past the upper house of the

federal legislature. which the state governments dominate.

The Governing Coalition und National Economic Policy

Germany’s governing coalition of three center-right parties--the CDU. the CSU. and
the FDP won the 1990 and 1994 elections with support trom both economic conservatives
and social welfare advocates. The FDP fought consistently tor a balanced budget. low taxes.
and reduced government spending. The CSU also pushed for deep spending cuts. but not so
deep that the government could cut taxes. Economic conservatives had kept both parties in
office since 1984. and this ensured that their economic preferences remained firm and
unambiguous.

The CDU cemented the coalition trom 1990 onward by uniting its traditional base
of middle class and pensioned voters trom the west with poorer and pensioned voters in the
cast. Economic conservatives trom the middle class continued to torm the core of its
clientele. but growth-oriented voters from the east moved the party’s center of gravity away
from its commitment to price stability and conservative borrowing policies. Easterners
expected the CDU to guarantee economic solidarity between east and west. while westerners
expected the party to keep the budget balanced. taxes moderate and inflation low. After the
1994 election. the tension between these two goals led to contlict within the party and open
warfare within the coalition over social spending and budget cuts that nearly destroyed the
government.

The CSU and FDP controlled spending from the finance and economics ministries

122 Country Report: Germany. London: Economist Intelligence Unit, 1994 (4th Quarter). 1995 (3rd
Quarter): 1996 (2nd Quarter).
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respectively, while the CDU managed spending through line departments and entitlement
programs. Their respective bases of support made this division of labor the most bearable
for the three parties. More likely to pay taxes and less likely to require social transfers than
the average German. CSU and FDP voters supported the decision to eliminate the deficit by
cutting spending and keeping taxes low. The FPD. with the narrowest base of support.
frequently attacked the CDU for being too “soft on cutbacks and tax reductions.”™~

In contrast, the CDIT's success ar uniting west and east gave it the political capital
required to increase spending through line departments and entitlement programs in 1990.
In doing so. the party assured casterners that it was socially responsible while assuring
westerners that it would manage the economy in an economically responsible way. Between
1990 and 1994. economic policy focused on improving the standard of living in the cast with
investment and income transters designed to stimulate the economy.'™ Most tangibly. the
government committed itself to tully extending western social entitiements eastward without
reducing benefit formulas. After hopes for an economic upswing evaporated. and the party’s
left wing took heavy losses in the 1994 election. conservatives reasserted their focus on
dismantling the country’s structural budget deficit. By 1995, the government had begun
cutting entitlements to the elderly and the unemployed. despite internal opposition from the
remainder of the CDU’s left wing.

Cuts to social entitlement programs met more opposition and took more time to
undertake than other budget items. but the government eventually implemented them. There
were serious. but short-lived disagreements over cutting expenses on construction and

5

defense investments.' but these were resolved within the course of a few months. In

1** See. for example. Mollemann’s critique of the CDU in “Politiker predigen neue
Bescheidenheit.” Frankfurter Rundschau. March 9. 1992,

'** This position was adopted in the CDU’s 1991 Dresden Manifesto. In 1994, the party’s
platform changed to one of responsibility. See Otto Model et al. Stuatsbiirger-Tuschenbuch.
28th ed. Munich: C.H. Beck’sche Verlagsbuchhandlung, 1995.

1= See. for example. claims made on the budget by the respective ministers in July, 1996 in
“Waigels Sparkurs stoBt auf heftigen Widerstand.™ Siiddeutsche Zeitung, July 1. 1996.
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contrast, entitlement reforms were only seriously tackled in 1993, and only completed in
1997.

Three groups of voters pressed the government to reflect their interests as it attempted
to close the spending gap that grew after 1990. Germany's older voters wanted the
government to feave pension entitlements intact. They also formed a considerable base of

® Some showed room for compromise. though

support for the governing coalition.'
easterners opposed pension reductions much more strongly.'”

Easterners deserve distinction for their tenacious detense of pension spending. The
lower standard of living generated pressure to close the gap between eastern and western
pensions. Government and opposition parties responded by supporting a 13 per cent rise in
eastern pensions for the 1991-92 year. with subsequent increases through 1994 between 10
and 12 per cent. In 1994, Kohl emphasized the gains that the CDU had brought to eastern
pensioners. despite criticism from conservatives within his own party over the bill that came
with the spending. Those conservatives did not diare make a concerted move against the
increases until after the election. however. '™

The coalition’s desire to demonstrate financial responsibility imposed some limits
on pension spending. [t rejected calls to immediately reduce the eastern retirement age by
three to five years to meet western guidelines. This proposal was designed to reduce
unemployment. but would have created 200.000 new pension recipients from the

® Instead. the government made some limited offers of early

unemployment lines.'”
retirement in the east and raised the western age to the eastern age in order to save money.

Bliim emphasized that in contrast to FDP demands for deep cuts to the system. that he would

1 Survey results from late 1996 reported in Dr. Renate Koecher. “Denken im
Generationverbund.” Frankfurter Allgemeine Zeitung. January 15, 1997.

127 See. for example. “Wo konnte gespart werden?” Die Welr, January 12. 1993.

12

% “Streit um Renten giirt in der Bonner Koalition.” Die Welr. January 3. 1994.

19 “Einigkeit iiber die Erhohung der Ost-Renten zum 1. Juli.” Frankfurter Allgemeine Zeitung.

March 22, 1991.
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only fine-tune it '*° Bliim also emphasized that the east was not losing money from the

changes.'"!

Within the framework of federal eligibility rules. eastern pensioners would
continue to benefit from pension increases that followed the eastern rate of wage intlation.
At the time. wage increases were considerably stronger in the east than in the rest of the
country.

Germans with stable jobs and tar from retirement increasingly demanded that the
government roll back taxes and insurance premiums to pre-reunification levels and that it
reduce the deficit.'™* They found support from the conservative camp ot the CDU. the CSU.
and the FDP. The FDP proposed a deep reduction in income tax rates to 15.25. and 35%.
offering to support a higher VAT in return. [t also pushed the government to lower wages
in government work programs to encourage more employers to create permanent jobs.
Neither of these proposals were considered seriously. however.'"

Furthermore. the FDP stressed that EMU would make budget reform even more
pressing than before. FDP economics minister Giinther Rexrodt argued that budget cuts
required by the Maastricht Treaty were good in themselves. since Germany’s deficit was
structural. not cyelical in nature. meaning that it would persist until spending commitments
were adjusted downward.'™

CDU deputies representing the party’s core constituency presented their demands tor

lower spending and social security commitments at policy congresses and cabinet meetings.

3 . . . . - . . . N
0 ~Koalition plant angeblich weitere Sozialkiirzungen.” Frankfurter Allgemeine Zeitung.

October 14, 1996.

1 -Bliim: Die Milliarde sparen wir nicht im Osten.” Frankfurter Allgemeine Zeitung.
November 14, 1996.

L Survey results from late 1996 reported in Dr. Renate Koecher. “Denken im
Generationverbund.” Frunkfurter Allgemeine Zeitung. January [3. 1997,

13 Make-work projects pay participants at 90% of the industry standard wage. “Kaum
Aussichten tiir eine Steuerreform schon 1998. Verwirklichung in Stufen”  Frankfurter
Allgemeine Zeitung, August 2. 1996.

'™ Rexrodt. Giinther. "Die Wirtschaftspolitik muB weiter in nationaler Verantwortung bleiben.”
Handelsblarr, December 31. 1996.
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and in conjunction with the FDP. In 1993. the CDU’s economic committee called for
cutbacks to the social security system so that payroll taxes and budget deficits could be
contained. In place of current benefits. it called for the state to provide less while allowing
individuals to choose what additional coverage they would like.'" By 1996. budget policy
speakers Adolf Roth (CDU) and Wolfgang Weng. (FDP) used this group’s support to press
the finance minister for budget cuts that would reliably cap the deficit at 56.5 billion DM.'*

Without a definitive political commitment from the Chancellor to make deeper cuts
where they would have a lasting eftect on the budget deficit. finance minister Theo Waigel
rematned constrained to searching tor savings where they would have the least durable
impact. By 1996. he was applying privatization receipts of 9 billion DM against the
deficit.'" and relying on spending freezes within government departments to reduce the year-
end balance. with only minor effect.

Waigel moved the CSU into a political position that emphasized economic
responsibility through lower entitlement spending. but which also allowed tor open
negotiations with the rest of cabinet over the kinds of cuts to be made. This strategy proved
suitable for an electorate which was a net payer into the German tax and social insurance
system, but which wanted the government to consider the social implications of its strategy.
In 1993. he demonstrated this position after proposing a cut in the rate ot wage replacement
for unemployment insurance in 1993. He wanted a 1% cut for parents. and 3% for others.
He also pushed the government to end the universality of housing subsidies and baby

bonuses by calling tor the introduction of means tests. combining savings and social

% ~CDU Mittelstand: Sozialsystem vom Arbeitsvertrag abkoppeln.” Frankfurter Allgemeine
Zeitung, April 23, 1993: “Fir Einschnitte ins soziale Netz.” Frankfurter Rundschau. May 12.
1993.

16 “Die Koalition kiindigt weitere SparmaBnahmen an Kiirzungen in allen Ressorts.”
Frankfurter Allgemeine Zeitung, September 10, 1996.

137

“Waigel droht mit schiirferer Sparpolitik.™ Siiddeutsche Zeitung, September 1 1. 1996.
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protection. ™

Waigel followed up these measures with plans to save 20 billion DM in
peripheral spending. which included eliminating inflation adjustments to welfare payments.
He argued that this change would not only save money. but reduce unemployment by
increasing the gap between the income of welfare recipients and the working poor.'"
Waigel's demands tor deep cuts allowed the CDU to position itself as the force that
balanced economic and social responsibility. Social Minister Hannelore Roensch justified
sacial assistance cuts to tamilies of five members and more in 1993 as more social than
Waigel's proposals would have allowed for. The same went for cuts to baby bonuses and

home nursing care budgets."

Waigel also left a door open to the government to prevent
deeper cuts in return for an anti-abuse program in social services that would allow the
government to portray itselt to voters as a protector of the social state. With savings of 16%.
or 6-7 billion DM, the program neutralized opposition trom the SPD and from within the
copu.t!

The government attempted to equalize the burden of adjustment between recipients
and premium payers when cutbacks hit across its supporters. thereby holding their support.
In 1996. government decided that pensioners would receive the equivalent of 64 of their
working income rather than 70%. [t raised the tull-pension retirement age from 60 (for
women) and 63 (for men) to 65 -- carly retirees would torfeit a portion of their pension
payment."** Since the eastern retirement age was already 63. this adjustment did not hurt the
party’s eastern base of support. Premiums would remain high. but ratepayers could expect

gradual and increasing relief over time. The changes were designed to bring the pension

™ “Soziales Netz wirkt grobmaschig.” Tageszeitung, January 20. 1993: “Sozialhilte und.
Arbeitslosengeld als Sparschweine? Newe Zeir. January 20, 1993,

'* “Ein radikaler Umbau des deutschen Sozialleistungssystems.” Frankfurter Rundschau. May
27.1993.

"0 Kabinett billigt Kiirzungen der Sozialhilfe.” Siiddeursche Zeitung. March 6. 1993.

" See Tugeszeitung. January 20. 1993 and “An die kurze Leine gelegt.” Handelsblatt. March

[5. 1993.

142

*Abschied von der Friihrente.” Handelsblarr. December 30, 1996.

85



fund’s liabilities and premiums back into balance. so that pressure on the national budget
could be permanently contained. Bliim explicitly rejected SPD calls to pay tor pensions trom
general revenues, arguing that the premium system was the only real defense against tuture
attacks on the pension fund by cash-strapped governments.

The cutbacks also tfollowed a political calculus that avoided a regional concentration
of cuts (particularly in the new states) or cuts to mainstrearn voters. While the government
attempted to gain the support of all premium payers. it weakened the pension coverage of
citizens on the periphery of the labor market. Social Minister Norbert Bliim promoted a
controversial plan to restrict payments trom the national pension plan to individuals who had
made contributions during their working lives. and to tie their pensions to the actual
contributions they had made into the program. thereby cutting out pension benetits based on
credits tor periods of unemployment. By doing so. he sought to consolidate support for the
government from Germans with stable. secure employment. They would receive the largest.
most secure pensions and be spared premium increases. With this base of support secured.
the government could afford to weaken the pension claims of Germans on the periphery of
the labor market. who would pay less over their working lives. Students. mothers on
maternity leave (up to three years under German law). and the underemploved would not
receive credits to their pension plans for periods of time outside the labor market.™

Pension top-ups and pensions tor citizens who had not paid premiums (e.g. the
disabled) would have been paid out of general tax revenues under the plan. where they would
be more vulnerable to attack by the tinance minister’s efforts to balance the budget. Bliim
repeatedly described payments that were not directly linked to premium payments as a
“burden”™ on the pension system and those who paid into it. [n order to accord the social
provisions for marginal groups in the pension system more protection. many CDU politicians
added to this proposal by suggesting the creation ot a special “'Family Plan™ to handle other

pension obligations.'*

5 -Auf Kosten der Jungen.” Der Spiegel. February 3. 1997.
¥ “Unionspolitiker fordern Familienkasse.” Die Welt. January 23. 1997.
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Bliim also proposed the establishment of Nursing Care Insurance in 1991. which
would impose premiums on workers to pay for services that had previously cost the welfare
system a great deal of money. The FDP opposed the plan. preferring a deduction for
premiums paid to private companies. The plan was estimated to cost the government 23
billion per year. or two per cent of social payments.'*" Bliim also used the plan to counter
claims that the government was dismantling the weltare state. He estimated that it would
help 1.65 million elderly and handicapped people who needed help. The insurance plan
would be the “fifth pillar™ of the welfare state. alongside pensions. unemployment. accident

and health insurance.'™

strengthening the country’s refiance on the adjustment-promoting
premium system.

Within the CDU. a block of easterners and blue collar workers opposed the spending
cuts the CSU and FDP were pushing through. CDU speaker GeiBler called on the
government 1o ensure a minimum social standard in the country. The CDA. or workers’
wing of the CDU. called for higher taxes that would finance higher transfers into the East."’
The cabinet’s most socially minded minister. Bliim. rejected this during the 1994 campaign.
arguing that it was more important to leave money in workers’ pockets.'*

CDU state governors in the east made it politically difficult for their federal
counterparts to cut spending on regional make-work projects. During budget talks in the
Bundesrat. Sachsen Premier Kurt Biedenkopf called on the tederal government to link such
spending to unemployment levels. which were high in the east. He also wamned the west

against jetisoning its financial commitment to the east as it prepared tor EMU."™"

143 ~Schwindender Optimismus.” Siiddeutsche Zeitung, January 2. 1991.

' Bonn seeks to patch up an ailing social state.” Financial Times November 19. 1993: “Blim:
Nennen Sie mir ein Land. das seinen Sozialstaat so ausgebaut hat.” Handelsblatt. November 26.
1993.

M7 “Front gegen Sozial-Sparpaket.” Die Welr. July 12. 1993.

" ~Bliim spricht sich fiir Familiensplitting aus.” Handelsblarr, September 22. 1994,

49 Biedenkopf: Zustimmung zum Haushalt ist keine Selbstverstindlichkeit.”” Frankfurter
Allgemeine Zeitung. November 11, 1996.
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Mecklenburg-Vorpommern Premier Berndt Seite (CDU) criticized cuts even more strongly.
underlining the special vulnerability of the east to unemployment. despite intensive training
in the labor market.'

Kohl's handling of the government’s deficit-cutting measures indicate the ditticulty
of keeping both wings of the coalition together. In 1992, he used support from the east to
consolidate the government’s commitment to promoting welfare and employment. despite
criticism from western conservatives. He gave the budget balancers a partial commitment
by promising to raise taxes after the 1994 election to pay for tor the costs of reunitication.
This did not placate dic-hard conservatives in the CDU and FDP. however. who teared that
with or without a balanced budget. spending entitlements would entrench themselves at a
higher level."'

In 1995. he warned both camps that thev would have to compromise by tocusing on
a balanced budget. He praised the CDA as the “social conscience and social regulator of the
union.” and promised not to dismantle the welfare state. At the same time. he made it clear
that the government would to focus on cutting spending. In the same speech. however. he
warned the conservative camp of the party to back off trom demands for a much smaller
social welfare system.'™

Kohl reflected the undetermined nature of the compromise by allowing line ministries
and the finance mirister to publicly tight out the strategy for reducing the national deficit.
while minimizing his own intervention. He did not become publicly involved in the social
minister’s efforts to raise payroll taxes and reduce entitlements to Germans on the periphery
of the labor market. On the other hand. when these changes failed to bring the deficit under
the three percent Maastricht limit. the finance minister was lett to tight line ministries alone

until negotiations reached a public impasse.

190 “Seite: Sparpaket der Koalition verbessern.” Handelsblarr. August 28. 1996.

U Country Report: Germany. (Fourth Quarter. 1992) London: Economist Intelligence Unit.
1992.

"2 “Ganz schimmerig.” Wirtschaftswoche. June 22, 1995.

88



In 1996. Waigel continued searching for savings in politically insensitive areas.
which would limit the extent of cutbacks in the run-up to the 1998 election. Sutfering from
a continuing need tor top-ups to the unemployment insurance fund and slumping revenues
in 1996, Waigel leaned on most of the cabinet to compensate tfor borrowing far in excess of

R}

budget forecasts that had drawn criticism from the SPD finance critic.”” In September
Waigel found 12.5 billion in savings to pay for higher unemployment insurance claims."™
In November. he needed to come up with three billion marks to plug a shortfall and finally
got help from Kohl. who said that Waigel “shouldn’t have to go begging to the ministers.™
Yet several discretionary. high-protile items such as the Eurotighter. Franco-German military
units and coal subsidies were successfully defended.”™ Waigel eventually decided to take
back a billion DM that he had allotted tor the unemployment agency and spread the other 2
billion among the other ministries. '** For the following year. he pushed through cuts in
defense. research and transport programs as well as more across-the-board cuts amounting
to another 10 billion."”

Overall. the politics of reducing the federal budget deficit reveal a pattern of
controversial and politically excruciating cuts. but. In contrast to the French and Spanish
cases. conservative forces within the government not only demanded budget and entitlement

cuts. but got them. Nevertheless. the economic structure of the country and the political

¥ SPD critic Karl Diller criticized that 75.8% of the year's forecast borrowing had been
reached by the end of June. due to lower-than-expected revenues. See “Finanzressort weist SPD-
Kritik zuriick.™ Handelsblatr. August 1. 1996.

1™ Der Haushalt 1997 soll neu berechnet werden.” Handelsblart. September 9. 1996.
5 ~Waigel will nicht mehr bei Ministern “betteln gehen.”™ Handelsblart. November 7.1996.

%0 ~Waigel will allein von Arbeitsminister Bliim eine Milliarde.” Siiddeutsche Zeitung.
November 8. 1996.

**7 Cuts amounted to 200 million for defense. which was much less than the two billion
originally planned. To compensate. transportation lost 450 miilion. research lost 166 million.
Across-the-board cuts would bring the total to 10 billion in cuts. See “Riihe-Etat erneut mit rund
2 Mrd. DM belastet.” Handelsblart. November 8. 1996: “Riihe muB weniger streichen als
erwartet.” Siiddeutsche Zeitung, November 9. 1996.
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transmission of voter interests made balancing the budget much more difficult than one
would have expected in a gatekeeper country. as described in chapter one. With east and
west joined. a greater percentage of the population required social assistance and expected
their governments to deliver. They did not form the majority. as the continuing support tor
conservatism illustrates. but their demands made the politics of cutting expenditures a more
timid and precarious exercise than it had been for the same coalition in 1984.

So in the German case. electoral interests played an important role in shifting the
balance of economic policy priorities between price stability and promoting growth and
welfare. The CDU. which was the principal party in the governing coalition. was in the best
position to shitt from a platform of stability and budget restraint in the old Federal Republic
to pursue more growth and welfare in the first term of all-German government between 1990
and 1994. The CSU and FDP. in contrast. retained the same supporters and interests.
Consequently. they also played an important role in cajoling the coalition to recommit itself
more strongly to budget discipline from 1994 onward. particularly through their control of

the finance and economics ministries respectively.

Social Democrats

The Social Democratic Party. or SPD. led the opposition until 1998. It's candidate
for Chancellor in 1990 was Oskar Lafontaine. who represented the party’s most committed
advocates of a higher priority for economic growth and government spending to enhance
social welfare. Rudolph Scharping, who gave more credence to mainstream concerns for
stability. replaced Lafontaine after the 1990 election. only to be switch places again in late
1995. With the party’s decision to support Gerhard Schréder betore the 1998 election. the
party’s economic policy shifted back toward the center.

After opposing reunification in 1990. the SPD supported measures that transterred
money from wes to east. but which also ensured that Germans on the periphery of the labor
market had equal access to social insurance entitlements. For this reason. it opposed the

Kohl government’s strategy to control costs through extensive reliance on the premium
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system of paying for social spending commitments and marginalizing beneficiaries on the
edge of the labor market.

In 1991. the SPD weighed in on the side of government and eastern pensioners in the
new states in 1991 by advocating large increases in pension payments. As was the case with
other costs tied to reunification. the SPD criticized the government’s plans for paying these
bills. It preferred paying for pensions from general revenues to prevent premiums in the west

from rising.'™

The SPD staked its position on keeping the core entitlements intact.'™
After the initial agreement. the SPD campaigned for the highest pension increases
possible. particularly for easterners. higher minimum rates. and for expanding entitlement
to benefits. When leading SPD deputy Bjérn Engholm suggested that pensions be indexed
below the wage increase rate to avoid massive premium increases. the party’s Bundestag
chief. Ottmar Schreiner. marginalized him quickly and decisively.'™ The party also argued
that the government’s policy of linking benefits to contributions unfairly penalized eastern
women. who remained in the labor force for an average nine years less than eastern men. '
The SPD commitment to defending steady and substantial pension increases
sharpened in 1994, when pavment increases in the east not only began to level off. but
threatened to decline as net wages stagnated. (In 1989. both parties supported tving pension
benefits to after-tax wage growth.) The stand unequivocally placed growth and welfare

ahead of stability and restraint. and sought to bring the SPD in tavor with eastern CDU

5 “Einigkeit iiber die Erhdhung der Ost-Renten zum 1. Juli.”™ Frankfurrer Allgemeine Zettung.

March 22. 1991.
' ~Schiuble schlieBt Einschnitte bei sozialen Regelleistungen nicht aus.” Handelsblarr. March
26. 1993.

1% Engholm riittelt an Grundfesten.” Frankfurter Rundschau. September 13. 1991.

‘! “Harte auseinandersetzung iiber die Rentenpolitik im vereinigten Deutschland.™ Frankfurter
Allgemeine Zeitung, April 27. 1991: “Ostrente liegt bei 864 Mark im Monat.” Die Welr. August

7. 1991.
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supporters, who strongly opposed the outcome.'®* The issue died by the end of the year.
when the social minister announced that eastern wages had risen about five per cent, and that
pensions would also.'"™ The SPD criticized the government's pension policy again in 1995,
when it planned to start reducing the top-ups from the federal budget on eastern pensions.
While the government maintained that pensions had reached the point where the change
would have little impact. the SPD complained that the measures would hit eastern women
hard.'™

The SPD embraced Norbert Blim's view. it not the government’s, that a variety of
payments made with pension premiums were “plundering” the pension tund. SPD leader
Oskar Lafontaine argued that the federal budget should be responsible for those outside of
or on the periphery of the labor market. while Germans with stable jobs had the stronger
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guarantee of a premium-based fund.'” Later. the party added early retirement pensions to
the list of extra payments as well, while making its general commitment to the benefits
clear.'™ Finally. it took the controversial stand of criticizing the government's decision to
grant pensions to ethnic Germans emigrating from eastern Europe atter the end of the cold
\Vllf.lm

The SPD also embraced the introduction of nursing care insurance. In the 1994
campaign. the party’s social affairs critic. Rudolf DreBler. promised that the party would

introduce the plan if elected.'®

192 Erstmals droht Senkung der Renten.” Die Welt. February 18, 1994: “Widerstand gegen
Rentenregelung.” Neue Zeit, January 29, 1994,

'3 “Ostdeutsche Renten steigen 1995 in zwei Stufen um zusammen 5%.” Handelsblatt.
September 29, 1994,

'** ~Keine Anpassungen fiir Millionen Ost-Rentner.” Handelsblart. July 17. 1995.

"% ~DreBler fordert Krisengespriich.”™ Handelsblarr. January 30. 1996.

' DreBler. Rudolf. “Koalition zersért Rentenkonsens.™ Das Parlament. February 9. 1996.

197 Ibid.

168 -Pflegekompromi wieder vertagt,” Frankfurter Rundschau, February 3. 1994,
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SPD deputy and finance critic Ingrid Matthius-Meier criticized social spending cuts
in general in 1996. arguing that unemployment and not the welfare state was to blame for flat
economic growth and large budget deficits. She argued that the budget was socially unjust
and would create no jobs. Higher taxes on the rich and energy taxes were an SPD
alternative. More spending on future-oriented industries were necessary. as well as lower
interest rates.' This approach was in unison with the extrapartiamentary party’s social
nolicy released in conjunction wirh rhe countrv’s trade union contederation. the DGB. That
paper called for an expansion of benefits. of employment. and to realize savings in social
welfare programs through efficiency.'™

The SPD was able to use its majority in the Bundesrat to curtail government eftorts
to cut the duration ot entitlement to secondary unemployment insurance benefits. It
successtully fought government treeze of social assistance payments. and partially reversed

cuts to an income replacement plan for construction workers.'”

In 1996. it also held up
approval of the budget to press for changes to cuts in child tax credits. a higher retirement
age and research and development tunding. which it expected to exacerbate
unemployment.'”

In addition to demanding different spending priorities. the SPD pushed the
government to apply payroll taxes differently. In 1994, Sharping proposed that the
government exempt poorer Germans from the country’s 7.5% income tax surcharge. or
“Solidarity Tax™ and replace it with a 10% tax on higher-ecarning Germans. The government
pointed out that unless the 10% tax were applied to people and families with modest

incomes. it would amount to a deficit-increasing tax cut.'”* It also proposed that public

"9 “Waigel erwartet fiir 1996 mehr Wirtschattswachstum.” Handelsblatt, September 11, 1996.

70 Die soziale Sicherung soll effizienter werden.” Handelshlart, September 7. 1995,

“Bonn makes spending compromise.” Financial Times, December 9. 1993.

'7* ~Zusammengeschustert. getrickst. gepfuscht.” Siddeutsche Zeirung, July 10. 1996: “SPD-

Linder wollen Sparpaket ablehnen.”” Handelsblatt. July 12. 1996.
‘T3 Country Report: Germany London: Economist Intelligence Unit. 1994 (2nd Quarter).
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servants and the self-employed pay payroll taxes like everyone else.'™ The government did
not act on these proposals.

The SPD’s economic strategy of redistributing tax burdens away trom payroll taxes
allowed the party to criticize the government's difficulties controlling the national budget
deficit without proposing cuts that could cost them support. During Lafontaine’s leadership.
however. the party went even turther to praise the value of budget deficits as an investment

5

in the economy.'” particularly in technology. In addition. the party's economic critic
supported bringing eastern wages up to western levels. and forcing interest rates down.'™
which could have led to a lower exchange rate. Frequently. party members accused the
government of “taxing the economy to death.”™ in its attempt to pay for current programs.

At the same time. the SPD took advantage ot a government proposal to reduce
spending and taxes in 1997. The SPD admitted the need for cuts. but suggested that the
government cut defense spending. fight tax evasion. and scrap plans to move the seat of
government to Berlin. [t fought plans to cut housing subsidies. unemployment insurance.
training budgets and social ussistance as socially irresponsible.’”

The SPD and the DGB worked together to complement parliamentary pressure with
strikes and street demonstrations. The SPD successtully appealed to the DGB to protest in
September 1996 against budget cuts before the reconciliation committee between the
Bundestag and Bundesrat met on Sept. 13.""¥ A quarter of a million union protesters showed

up across the country ‘™ The government eventually passed its pared-down budget with 341

“Bonn seeks to patch up an ailing social state.” Financial Times. November 19. 1993,

“CDU: Héhere Neuverschuldung nicht notwendig.” Frankfurter Allgemeine Zeitung, May
21.1996.

“SPD: Etat ohne Zukunftsimpulse.” Siiddeutsche Zeitung. July 21. 1996.
' Arbeitnehmerverbiinde nennen Bonner Sparpliine Horrorkatalog.” Frankfurter Rundschau.
May 27. 1993.

' ~SPD und DGB rufen zu Protestaktionen auf.” Handelsblart. August 28. 1996.

'™ “Massenproteste gegen Bonner Sparpaket.” Frankfurter Rundschau. September 9. 1996.
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votes (it needed 337) to override the Bundesrat's rejection of the August 30 law. "

Two changes to the party's economic policy under Lafontaine turther undermined
confidence in the SPD’s commitment to low inflation and deficits. First. he chose to end
Sharping’s policy of shunning the Party of Democratic Socialism. the successor organization
to the East German communist party as a possible coalition partner. This was surprising,
because in 1994, the government had successfully exploited a de facto coalition between the
SPD. the PDS and the Greens in the state of Saxonv-Anhalt to scare swing voters away from
the SPD in the federal election. This attempt to burden the SPD with the moral stigma and
anti-stability orientation of the PDS worked. despite the fact that Sharping had publicly
shunned the tormer communists.”"' While Mr. Lafontaine's more popular rival would have
continued to reject cooperation with the PDS. the new leader accepted the risk that came with
the attempt to forge an unambiguous alternative to government policy.

Second. the party chose to support EMU membership tor countries that had not met
the membership criteria set in the Maastricht Treaty. The SPD’s economic critic. Ernst
Schwanhold. argued for an interpretation ot the EMU membership criteria to allow for as
broad a membership as possible.”™ This was a radical change trom Scharping’s policy.
which proposed that monetary union be postponed until Germany and other countries could

make an economic recovery and meet the criteria."™

Positions on EMU

In 1992, both government and mainstream opposition parties united to support strict

membership criteria for entry into EMU. Both CDU and SPD unequivocally committed

130 K oalition geschlossen fiir Sozialabbau.” Frankfurter Rundschau. September 14. 1996.

SUCountry Report: Germany. London: Economist [ntelligence Unit, 1994 (3rd Quarter. p.9.)

“SPD: Etat ohne Zukunftsimpulse.” Siiddeutsche Zeirung, July 21, 1996.

¥3 Miinchnau. Wolfgang. “German opposition leader urges single currency delay.” Financial

Times. October 30. 1995.
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themselves to putting the criteria in front of the timetable. For the government. this meant
assuring the public that the European Central Bank would be at least as conservative as the
Bundesbank. and that the euro would be as stable as the mark. This meant restricting
membership to countries that had met the Maastricht criteria.

The test of this policy came later, when more and more foreign and domestic
commentators suggested that entrance criteria could be overlooked for country’s
demonstrating an unspecitied pattern of “good progress™ toward the criteria. The CDU. with
the most ambiguous base ot support. simply assured the public that the criteria would ensure
the bank’s conservative nature and the euro’s stability. Within that party. only conservatives
under the leadership of Wolfgang Schiiuble promoted the hard-line position. The CSU.
however. was allowed to spearhead the government’s policy of total opposition to tudging
the criteria. From time to time. the FDP took the boldest stand by threatening to abandon the
coalition unless the government assumed a strict gatekeeper role in its negotiations with other
governments over the terms of membership.'™ This did not mean a rejection of monetary
union in principle. however. Foreign minister Klaus Kinkel of the FDP did not hesitate to
warn that EMU’s tailure late in the game could drive the German currency up. and hurt the
economy. ™

For the SPD. supporting the Maastricht Treaty’s membership criteria tor monetary
union demanded little. but allowed opportunities to criticize the finance minister on a regular
basis tor failing to balance the budget. or at least reduce the deticit to the limits he had
himselt insisted upon in the Maastricht Treaty.

In 1996. the SPD reversed its strategy on monetary union and placed the timetable
ahead of the entrance criteria. As Germany and most other countries were set to fail the
entrance criteria for EMU membership. the Lafontaine camp saw an opportunity to weaken

both the Bundesbank and the conservative nature of the ECB. The party expected that it

'** Linke. Thomas. “FDP erkliirt Wihrungsunion zur Koalitionstrage.” Handelsblatt. February 8.
1996.

' Kinkel. Klaus, "Mit dem Euro Behiibigkeit und Kleinmut iiberwinden.” Handelsblatt,
December 31. 1996.
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could widen support for a political “Growth Council” that would limit the ECB’s
independence to restrict the economy. The party’s expert on monetary union. Christa
Randzio-Plath, endorsed the prospect of as wide a membership in EMU as possible. a liberal
interpretation of the membership criteria. votes tor all EU governments on the ECB’s board
of directors. and a pact on growth to replace the negotiated stability pact.'™™

Lafontaine began selling EMU as an opportunity to stimulate growth. if moditications
were made to the institutional structure. if the timetable for monetarv union took precedence
over the entrance criteria. and if the participating governments made a political commitment
to make jobs a European priority. Lafontaine played heavily on the government’s failure to
reduce unemployment while preparing for EMU by adopting the name of a failed
government campaign to promote private sector jobs. The SPD’s Alliance for Jobs called
on EU governments to collectively stimulate their economies to balance the contractionary
etfects of introducing the euro under the management ot the ECB. Even more important.
Lafontaine saw EMU as an opportunity to unite European governments in the task of keeping
wages. taxes and social spending high by mutual agreement. Lafontaine assured the public
that he would promote this end if voters elected an SPD government.'>

Lafontaine’s strategy alienated the party from supporters in more prosperous parts of
the country who supported a delay of monetary union. This group. with strong support in
Baden-Wurttemberg. Bavaria and Lower Saxony. preferred to achieve economic recovery
before pursuing the convergence criteria. They also feared that a growth-oriented EMU
would never be able to achieve economic stability."™ The counterattack by the Lafontaine

camp was both economic and value-laden. First. it pointed out that if European governments

"% Interview conducted in Hamburg. Germany. December 1996.
'8 Lafontaine. Oskar. “Die Eintiihrung des Euros macht ein Biindis fiir Arbeit notwendig.”
Handelsblart. December 31, 1996.

188 Kohls Europakurs in der Anfechtung.” Newe Ziircher Zeitung. February 17. 1996. For
details on the split between the SPD’s national and European leadership on the one side and the
party's broader support base. see “Im europiischen Musterland wachsen Zweitel am Euro.”
Handelsblart, January 29, 1996.
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delayed monetary union. money markets would push the DM up against other EU currencies.
hurting exporters and the people who work for them. Tourists would also continue to lose
money to banks as they exchanged currencies while on vacation."™ Just as important.
however. the Lafontaine camp argued that the collapse of such an important common
European project would unleash nationalism--and war--on the continent. Incidentally. this
was the only common point on EMU policy which government and opposition shared during
1996.'%

The government. mindful of retaining its base of support. refused to water down its
commitment to enforcing the membership criteria. This even meant hinting at Germany's
own temporary exclusion when it failed to reach the criteria in 1997. Despite the
government’s striking unpopularity in other tields. this stand helped the government to retain
a majority ot public support. and gave some peace of mind to the party’s conservative
clements.

Rivalry over the EMU issue within the SPD underlined the controversy’s central
importance in deciding the country’s leadership. While internal SPD politics presented
voters with a candidate in 1996 who wanted to put growth and weltare ahead of stability, the
public demonstrated an impressive lack of confidence. and an unwillingness to change
governments. Meanwhile. they never tailed to express support in 1996 and 1997 tor an SPD
candidate who promised to stick to the criteria. whatever the consequences.

At the SPD Congress in Mannheim in November 1995, Lower Saxony Premier
Gerhard Schroder introduced his critical position on EMU. igniting a controversy waged
within the party for some time. DGB chief Schulte said that he had “no worries about EMU
or the European Union. SDP Member of the European Parliament Christa Randzio-Plath

believed that the entrance criteria were sufficient protection.'

" Madhouse-May. Ingrid. "Die gemeinsame Withrung ist ein Gewinn fiir alle.” Frankfurter
Rundschau. November 2. 1995.

"% ~Kohls Europakurs in der Anfechtung.” Newe Ziircher Zeitung. February 17. 1996.

! Norman. Peter. “SPD fails to find one voice on Emu.” Financial Times. November 15. 1993.
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Finally. the parties demonstrated the extent of their commitment to an independent
central bank and a stable currency through their policies on measures designed to ensure
these goals over the medium and long term. The government demonstrated its concern tor
the long-term pertformance of EMU by demanding a parallel agreement that punished deficit
spending exceeding a pre-set limit. and despite concems that it could hurt the chances of a
transition to EMU. As Germany negotiated a so-called Stability Pact with France and other
conntries at the Dublin Conference of EU States in December 1996. Kohl emphasized to the
Bundestag that the public had to have confidence in the euro's stability if it were to
succeed.'”

Kohl explained that the stability pact reached in Dublin on December [4. 1996
ensured that the euro would be a hard currency. In a public statement at year's end. he
declared that the criteria would be held "without ifs or buts.” and be held durably. This was
the sole goal of the stability pact that Theo Waigel had been pushing for a year. He noted
that all finance ministers had committed themselves to a durable financial stability policy.
He singled out workers. pensioners. savers and investors as groups that would benefit trom
the measures. He also expressed the goal to include as many countries as could fulfil the
criteria."”

Theo Waigel made a great effort to build public confidence in the government’s
provisions for central bank independence. restricted membership in EMU. and tough ongoing
membership standards. To underline the country’s internal safeguards against membership
in a “soft” monetary union. He pointed out that the government’s proposals on EMU had the
support of both houses of parliament and the Federal Constitutional Court. In addition. the
Stability Pact would support stability in three ways. First. the independence of the European
Central Bank would be maintained. as would its sole obligation to ensure price stability.
Second. the pact contfirmed the entrance criteria for membership in the bank. and made

durable economic pertormance an explicit goal. Third. the deterrent factor of semi-automatic

"2 “Germany sets hard terms for EMU deal." Financial Times. December 13. 1996.
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sanctions and keeping the three percent limit on national borrowing had been victories for
Germany. Furthermore. the future obligation of the European Commission to report on
offenders raised the believability of the pact.™

The key to the Stability Pact for Germany was to impose automatic sanctions against
countries with public deficits exceeding three percent of GDP. The automatic nature of the
sanctions was crucial. since it would reinforce the independence of the institutional
mechanisms punishing liberal financial behavior. The early terms of the proposed stability
pact showed participants wide apart. The German government wanted a non-interest-bearing
deposit of 0.25% ot GDP for every percentage point of the excess deficit. The European
Commission suggested a 0.2% maximum plus a small variable amount. Secretary of state
for finance Jiirgen Stark confirmed that setting an automatic mechanism was the main
goal."”

Negotiations on the Stability Pact defied public opinion in many other countries. and
the fact that the government acted so provocatively in its relations with other EU
governments underlines the desperation of the German government to meet voter concerns
at home. In the end. the German government settled for sanctions that could only be imposed
by a vote of the European Council. and which could not be applied during “severe
recessions.” eventually detined as an economic downturn of two per cent or more over the
course of a year.'

This concession was coupled with a parallel attempt for the first time to direct less
likely candidates tor the hard core of EMU into EMS II. This new institution would provide
an institutional context in which second-string countries would continue to bring deficits.
inflation rates. interest and exchange rates in line with the hare core of the union. without the

pressure of becoming immediate (and unstable) members of the central bank itself.

" Waigel. Theo. "Das Gipfeltreffen von Dublin hat den Durchbruch gebracht.” Handelsblatt
December 31. 1996.

1% “Der Streit um den Stabilititspakt geht weiter.” Siiddeutsche Zeitung. Octaber 12. 1996.
19 -In den Keller.” Wirtschaftswoche. December 19. 1996.
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According to unnamed sources. the German government was concerned about letting in
Belgium and Austria. whose debts were considered too high. and even more so about ltaly.
Spain and Portugal. Germany tried to convince [taly to willingly stay out of the first round
of EMU in exchange for membership by 2002 instead. but without success. "’

The German government’s profound fear that voters could reject the ECB as a poor
substitute tor the Bundesbank is demonstrated turther by a controversial foreign policy
initiative to locate the ECB in Frankfurt. In October 1993. the German government sought
to quash a Dutch proposal to locate the European Monetary [nstitute and the future European
Central Bank in Amsterdam and win Dutch endorsement ot Frankfurt as the future site.
Helmut Kohl's aide Joachim Bitterlich. was sent at least twice to meet with the Dutch
Secretary of State Piet Dankert. to press the issue. The German government promised to
block the expected election ot the Dutch Prime Minister. Ruud Lubbers. as the next President
of the European Commission it the Dutch government did not submit to Kohl's wishes.
Dankert’s report to the foreign ministry recounted Bitterlich’s repeuated message that Kohl
was afraid that German voters would stop EMU in its tracks if he could not provide the
symbolic reassurance of locating the central bank in Frankfurt.. In the end. the Dutch
government refused to bend and Lubbers was taken out of consideration. By October 1993,
Frankfurt had been chosen after all. Helmut Kohl's otfice denies that the exchange ever
happened. but Dankert. a Member of European Parliament at the time of publication.
confirmed both the German government's threats and motivation.'”™ That the ECB’s [ocation
had no impact on its composition. independence or operation. and that the Netherlands was
normally one of Germany’s closest allies on gatekeeping the EMU project emphasizes the

German government’s desperation to quell voter fears.

Y7 1bid.

"% Dankert pointed out that written accounts of informal meetings would be out of the ordinary.
but that the extraordinary nature of the demands required it. The documents were broadcast by
KRO-TV's show. "Brandpunkt.” See “Kohl soll Lubbers erpreBt haben.” Siiddeursche Zeitung.
October 24. 1994: also “Der Kanzler-cin Erpresser.” Frankfurter Rundschau., October 25, 1994:
and “How Kohl linked EMI choice to Delors succession.” Financial Times. October 26. 1994.
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25 Conclusions

Germany acted as a gatekeeper to membership in the European Central Bank project. It
insisted on membership criteriacompatible with price stability. ensured that EU governments
would not qualify with one-year measures or non-standard accounting procedures. and fought
vigorously to make the membership criteria permanent with a system of automatic sanctions
against governments with high budget deficits.

Germany’s domestic economic policy after reunification was more equivocal. The
government made economic growth and social welfare in the new states its first priority
during negotiations with the German Democratic Republic over the terms of German
Monetary. Economic and Social Union. and during all-German e¢lections in 1990. while
downplaying the risk of intlation and budget deficits to westerners. The Bundesbank’s
atternpts to tie the hands of government did not induce a movement to restrict spending
drastically until 1993. Even then. its attempts to restrict spending were hesitant. reluctant
and slow.

The difficulty of reducing spending commitments to sustainable levels reflects a
division within the government between its traditional core of western conservative voters
and a new base of impoverished voters from the new states. That deficit spending could be
defended at all is a testament to the weakened power of economic conservatives in the
unified republic. Those who had controlled the party through the cost-cutting years of the
mid- 1980s lost their control over the government’s economic policy and only won 1t back
with both tremendous effort and a strain on the coalition that almost destroyed it. Overall.
the parallel between Germany's foreign policy and its domestic economic policy is tenuous
for most of the study period. Since this does not fully reflect the ideal type. a review of the

variables can lead to more important insights.

Despite the tenuous relationship between domestic and foreign economic policy.
some observations can be made about how voters and institutions influence domestic

economic policy and foreign policy. The first conclusion is that voters were able to project
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their economic interests onto party platforms in a meaningful way. Party leaders and
backbenchers alike adopted policies intended to appeal to the public’s basic economic
interests. For the governing coalition. these policies reflected the economic disparities of a
reunified country. Three quarters ot the electorate represented the old federal republic. with
its relative prosperity. economic vigor and commitment to economic conservatism. One
quarter represented the new states. with their relative poverty. economic paralysis and
tendency to view economic and social improvement policies as inseparable. Beyond the first
tew years of reunification. national and foreign economic policy reflected the continued but
weakened dominance of economic conservatism.

The governing CDU. CSU and FDP retlected the new constellation of economic
interests by pursuing a balance between social welfare and economic conservatism. What
makes this commitment so striking is that it persisted despite record unemployment levels
in 1995 and 1996. Voters and government parted paths mainly on the schedule for tinding
a balance between these two goals. Because the country had not yet worked out the etfects
of reunification on the economy and because unemployment remained so high as a result.
voters wanted membership in the central bank delayed until renewed economic growth could
bring the deficit down less painfully. This was the single point on which government
economic policy was driven more strongly by its European commitments than the voice of
the people.

Voters demonstrated their medium-term conservative outlook by their response to
two alternatives provided by the opposition Social Democrats. They responded
enthusiastically to an inofficial candidate for chancellor seeking to assemble a center-left
coalition closely resembling that held by the government. He promised to continue tiscal
reforms and rebuild the economy. but on Germany's timetable. not Europe’s. Not only was
this seen as a way to put Germany's house in order. but also as a way to resist foreign
influences that could weaken Germany's economy, and her ability to play a gatekeeper role
permanently. This. incidentally. continued the policy of the SPD’s previous leader until late
1995.

Voters rejected the SPD’s official candidate for chancellor in 1996 when he tried to

103



construct a majority coalition of depressed regions that would support an end to economic
conservatism at home and a monetary union that would weaken it at the European level. It
does not contradict the model’s assertion that a major opposition should propose a policy that
is at odds with the national majority. unless it forms the government. In Lafontaine’s
defense. he expected that as unemployment rose further. the critical mass for a major
electoral realignment would form. Given the failure of the attempt. and the public’s tierce
hostility to an ECB that would be less conservative than the Bundesbank or a euro that would
be less stable than the mark. the role of voters in driving the government’s tenacity as a
gatekeeper can be confirmed.

The Bundesbank’s ability to tie the hands of government on both national and foreign
economic policy was aided by its institutional independence. but depended heavily on the
underlying support ot the German public and its ability to wage a sophisticated public
relations campaign to mobilize it. This was particularly important in the Bundesbank’s
campaign to compel the government to undertake painful corrective measures to entitlement
programs. and to help it stay on course. In this way. the interaction of voter pressure and the
efforts of an activist. independent central bank proved an important impetus to domestic
economic reforms. and as a consequence. to the credibility of Germany’s gatekeeping role.

The Bundesbank's independence as a political actor with broad voter support also
gave it the ability to strengthen the government’s commitment to gatekeeper behavior in the
face of contrary toreign pressure. The most crucial. however. proved to be the Bundesbank’s
participation in the drafting of the Maastricht Treaty’s provisions tor EMU in the first place.
From this point onward. the Bundesbank was able to mobilize conservative voters in detense
of the terms of an international treaty. This stance inoculated both the bank and conservatives
against criticism that they were out to undermine the Treaty. or Europe itseit.

On the other side of the institutional spectrum., the premium system of tunding social
spending commitments did not always keep borrowing under control. but it helped the
German government to draw attention to spending cuts that were necessary to restrain
government borrowing. From that point onward. the political preference among mainstream

voters for ratcheting down borrowing. aided by the control of the finance and economics
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ministries through the CSU and FDP, was decisive.

The structure of the German economy intluenced more than political demands. It
also influenced the kinds of social welfare programs that the country could retain without
damaging the commitment to price stability. Institutions that placed little or no pressure on
the tederal budget while embedded in the west German economy suddenly drove structural
deficits when embedded in the unified German economy.

Two structural attributes (sectoral diversity. capital investment in infrastructure) of
the western. eastern and combined German economies had a decisive impact on the country's
ability to balance stability with growth and social weltare. First. the much wider economic
disparity between regions in the unitied Germany than had existed in the west before 1990
meant that corporations and working individuals had to pay significantly higher taxes or
accept the impact of a long-term structural deficit. As long as voters remained committed
to price stability. higher premiums for health. pension and unemployment insurance. and
higher income surtaxes targeted at investment in the east were the price to be paid for a stable
currency in a unified country. Western taxpayers. who carried the burden of this increase.
showed a remarkable willingness to accept cutbacks to their own social insurance benefits
as a sacrifice that would ensure lower government deficits and price stability.

One last observation about the relationship between economic structure and voter
conservatism needs to be added. since it differs from Frieden’s expectations about which
societal groups support a strong currency. The prevalence of intra-industry trade in Germany
between large. capital-intensive. export-oriented manufacturers and medium-sized. import-
competing enterprises created an alliance in favor of economic conservatism that ditfers from
Frieden’s expectations. Medium-sized producers were more conservative about the entire
spectrum of economtic issues than even their larger counterparts. since they were the first to
be priced out of competition to supply big firms when taxes rose to pay for social spending.
Furthermore. many of these SMEs are owned in part by their larger counterparts to form
conglomerates. though the firms officially retain an independent voice. Overall voter
conservatism compared to many other countries reinforces the connection. Theretore, the

relatively large amount of intra-industry trade within the country (and hence the very high
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sectoral diversification of the economy) had a decisive impact on conservatism holding in
Germany. This points to the need to examine the impact of economic structure on political
preferences as closely as capital intensity and income from investment alone.

Two conclusions can be reached from this. First. the underlying economic interests
of the conservative majority are capable of reforming spending institutions that generate
structural deficits. Second. the dominance of intra-industry trade that ties the interests and
jobs of medium-sized. import-competing industries to large. capital-intensive industries is
an important aspect of the conservative alliance in Germany weathering great adversity.'”
Third. the difficulties Germany has experienced containing its spending are linked to the task
of rebuilding the economies of the new states. and should be considered transitional in

nature. given Bundesbank independence and voter conservatism.

' See Bruce Kogut. ed.. Country Competitiveness: Technology and the Organizing of Work.
Oxford University Press, 1993, pp. 15-20.
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3 France

France led the drive to establish the European Central Bank. Nevertheless. French
governments displayed ambivalence toward the institution’s economic priorities. President
Mitterand’s vision of monetary union rested on a central bank that would allow governments
to determine interest. intlation and exchange rates. The common European currency would
protect the EU’s weaker economies. Investors and speculators would no longer be able to
favor national currencies for transactions or savings. [n this way. a common currency would
insulate national governments trom financial pressure to balance budgets and restructure the
economic base on a competitive basis. This vision drew on the Werner Report of 1970 and
on the European Monetary System of 1979, neither of which required more than exchange
rate stability as a standard of membership. Enough politicians and voters found this proposal
appealing to keep its discussion alive at the national level up through the second stage of
monetary union. but betore Lionel Jospin's electoral victory in 1997. this position remained
in the minority. and governments did not propose it at the European level.

Instead. successive French governments trom the mid-1980s onward committed the
country to stability-oriented economic policies at both the national and European levels.
Governments matched relatively new restrictive monetary and fiscal policies at the national
level with a willingness to commit to an ECB that would entrench this policy program in an
international institution anchored in an international treaty.

Voter support tor a strong national currency required government commitments to
stability- oriented policies. In the wake of the 1982-83 currency crisis. candidates for
national government were forced to place the value of the franc on an equal footing with the
battle against unemployment. The franc fort policy. as the first halt of this compromise came
to be known. required tight monetary policies to combat inflation and spending restraint to
balance the budget. even at the cost of high unemployment. With the launch of monetary
union. it also required establishing independence for the Banque de France.

However. the country’s high number of unemployed and the political popularity of

social spending programs made it difficult to lock in a low-inflation policy by ensuring low
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debt and deficit levels. Monetary policy achieved low inflation at the cost of high
unemployment levels. which dampened government revenues, raised spending and increased
the budget deficit. Given the economic hardship that caused the deficits. tiscal policy was
committed to balanced budgets in theory more than reality.

Difficulty reducing the government deficit to three percent of GDP was matched by
reluctance to accept rules that would impose penalties for exceeding the limit as a member
of the ECB. French governments committed the country to economic policies that were
relatively new. and not fully consolidated at the national level. The French proposal and
commitment to the ECB served to conselidate an internal attempt at an economic and
political sea-change.

When the ECB project came into discussion. economic conservatives seized the
opportunity to tie the country’s tiscal and monetary policy hands. Its establishment would
have strengthened the priorities of conservatives in national economic institutions and
institutionally protected the relatively new commitment to the franc fort. As governments
failed to either make low intlation compatible with low unemployment (by promoting laubor
market reforms). or make high unemployment compatible with balanced budgets (by
reducing unemployment insurance benefits and reducing other social insurance benefits
financed by payroll taxes). conservatives began to link proposals for domestic institutional
reform to the requirements of membership in EMU. Commitment to EMU came to be part
of continuing the commitment to the relatively new franc fort policy. This connection
became doubly important once it became clear that the stalemate between spending and
stabilizing institutions was threatening to scuttle the franc fort policy.

The slow pace of institutional reform retlected a weak commitment to spending cuts.
and increasingly. to price stability. in the major political parties. in the Elysée. and in the
Matignon.” This ambiguity reflected in part the divided state of the French electorate.

which collectively demanded both the franc forr and measures to combat unemployment.

% These two terms refer respectively to the official residences and offices of the French President
and the Prime Minister. They are commonly used to distinguish policy positions coming from each
office.
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It also reflected the massive resistance of organized labor in detense of social entitlements.
particularly pensions. that were driving government deficits.

France has an economic structure that is somewhat less wealthy and structurally
diversified than Germany's. but counts among the EU’s stronger economies. Capital
intensive production and financial services stand alongside a broad runge of medium-sized
exporting and import-competing firms and domestic service industries. including several
within the public enterprise sector. Unemployment is chronic. pervasive. particularly for
vouth and older workers. and historically higher than in Germany. Under these conditions.
social spending commitments have a larger impact on the deficit than they would otherwise
have. In both society and politics. the battle within France over the relative gains of spending
and stability is far sharper than in Germany or in other gatekeeping countries that have
achieved some sort of equilibrium. Conservatives were determined to push through an
economic and institutional revolution based on clearly detined political preferences. They
failed under the weight of adjustment-related unemployment in 1997. and the capacity of
spending institutions and their allies to block institutional reform.

Section one presents France’s economic pertormance and characteristics. Section
two reviews societal demands on domestic and foreign economic policy. Section three
investigates the impact of institutions on government behavior. and section four considers

the impact of electoral politics on domestic and foreign economic policies.

3.1 Economy: Performance and Characteristics

France experienced low inflation trom the mid-1980s onward. long before the Banque de
France became independent. During the 1990s. a combination ot high unemployment. high
interest rates and a determination not to devalue the franc within the ERM kept pressure on
prices constant. The wage and pension increases which tollowed the strikes of 1995 and
1996 did not push inflation anywhere close to the limit for membership. However. these
increases compelled the Banque de France to ensure price stability with persistently high

unemployment levels.
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France's budget deficir did not reach the reference target of 3 percent of GDP until
1997, and remained significantly higher until then. The country's persistently high
unemployment rate was the most important contributing factor to the deficit. It's severity
worsened with the 1992 recession and receded only as economic activity improved.
Revenues declined. social insurance payments increased. and tax expenditures (targeted tax

relief) designed to boost entry-level employment reduced government income further.

Table 3.1 French Convergence with EMU Membership Criteria

1991 1992 1993 1994 1995 1996 1997

Intlation Rate” 320 24 2.1 1.7 [.8 20 1.2
Deficit* -2 -39 58 58 49 41 -30
Debt* 358 398 453 485 527 357 380

Source: EMI. Convergence Report. Frankturt. 1998.
“Consumer Price Index *Percent of GDP

Cutbacks to fixed spending commitments contained the deficit’s growth somewhat.
Pension reforms undertaken during the Balladur administration and wide-reaching cuts after
1995 reduced the state’s spending commitments significantly. France’s total government
debt remained within the 60 percent limit of GDP by the time it qualified for EMU in 1997.

The tranc’s exchange rate vis a vis other European currencies taltered in 1992, 1993.
and 1995. In 1992. the franc was only able to remain in the Exchange Rate Mechanism after
massive intervention by the German central bank to support the rate. and after European
governments agreed to abandon the established ERM fluctuation bands to allow 15 percent

fluctuation up or down (i.e. a 30 percent tluctuation corridor).™"

Economic Structure

The structure of the economy determines its overall potential to generate sustainable and high

' For exchange rate information. see EMI. Convergence Report. Table 8. Frankfurt. 1998.
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levels of income. An economy’s structure also determines its sensitivity and vulnerability
to external economic shocks. To the extent that shocks can generate inflation. disrupt or halt
economic activity. or cause large and permanent budget deficits. they can destabilize the
exchange rate. the internationally recognized value of the currency. Since national
economies differ structurally. the relative competitiveness of national economies has an
important impact on national income. the value of the currency. and finally. the exchange
rate. The capacity to generate income with minimal disruption depends on a widely
diversitied economic structure. including competitive capital intensive industries.

France’s economy in the early 1990s was tairly well-diversitied and competitive by
European standards. as was its national income average. Economic activity was compatible
with a policy of low intlation and a strong exchange rate. but not without tensions. The
economy was characterized by a strong service sector oriented to both the domestic and
European market. manutacturing for both domestic and export markets. a smaller but
significant agricultural sector. and increasingly. outward foreign investment.

Exports were a fairly reliable source of toreign income. and were concentrated in high
value-added sectors such as electronics. chemicals and machinery. but remained highly
sensitive to the franc’s exchange rate against the dollar.™ In the private sector. France was
a net investor in the world. but had not begun relying on income from toreign investments
to contribute to the balance of payments. Incontrast. the central government’s deficits in the
early 1990s were large enough to turn France into a net debtor on a year-tfor-vear busis. In
sum. the French economy was relying more heavily on capital investment and investment
returns than in the past.

The Juppé government of 1995-1997 introduced the most significant structural
change in the economy when it reprivatized numerous enterprises nationalized by Mitterand
in the 1980s. primarily as joint-stock companies.(See section 2.4) This structural change
after 1995 aided deficit reduction by pushing liability and pension costs into the private

sector. and boosted the number of shareholders in the economy. with a direct interest in low

**% These comments are based on statistics derived from the International Monetary Fund's Balance
of Payments Statistics. 1998.
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inflation.

On the other side of the economic policy divide, high and long-term unemployment
persisted throughout the 1990s. as employers continued to lay off workers. send others into
early retirement. and restrict hiring of regular staff. Where firms created new jobs. they often
did so in conjunction with state subsidies that favored poorly paid employment free of social
insurance premiums for both employers and employees.(See section 2.4) None of these
trends relieved the French government’s budget situation betore 1997.

Production in France were dominated by the service sector. Public job-creation
projects had a significant impact on this category. as reflected in productivity and
employment figures. Overall. the service sector accounted for an ever-increasing share of
the country’s GDP from 1991 to 1996. without generating a corresponding increase in value
for the economy. while manufacturing and agricultural employment shrank.

Measures for 1991 to 1996 show that France did not yet begin to generate the kind
of service sector productivity that Germany depends on to generate economic growth. This
weakness meant that manufacturing (and exports) continued to play an important role in

economic performance.

Table 3.2 French Share of GDP (& Employment) by Kind of Activity (Percent)®

1991 1992 1993 1994 1995

P 3.8(5.3) 35(5.2) 3J05.0 3.0 (4.8 3.0
S 359(¢29.1) 35.1(28.3) 34.6(27.3) 33.7(259) 339
T 60.4 (65.5) 61.4(66.5) 62.4(67.7) 63.2(69.3) 63.1

Source: OECD. Nutional Accounts. Paris, 1996. ILO. Yearbook of Labour Statistics, Geneva. 1993.
°Older. but more accurate data than in appendix.

Employment dropped steadily in almost every economic sector. except various sorts
of public service jobs. Hotels. restaurants. and banking experienced some tluctuations within
the downward trend. The drop in primary and secondary industry employment was

accompanied by increases in productivity. while productivity growth in the service sector
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remained flat. meaning that service industries were unable to otfer employment to many of
those losing jobs in manufacturing and agriculture. This imbalance not only generated
chronic unemployment. but also a relatively strong tendency for residents to stop looking
for work altogether. This phenomenon is revealed by the relatively low participation rate of
workers in the labor market of 45 percent in 1995. meaning that only 45 percent of the entire
population was either working or looking tor work. Only 50.6 percent of men fell into this
categary. and onlv 39.8 percent of women.*"

National productivity growth rates provide an indication of how well the country is
able to improve its competitiveness. The productivity growth rate says less about prospects
for future employment than it does about the chances for avoiding layofts in the tuture as
firms compete tor markets. Also note that productivity increases can represent a realized

reduction in employment.

Table 3.3 French Productivity and Unit Labor Cost Growth

1991 1992 1993 1994 1995 1996
Prod. 1.3 2.3 1.8 2.7 i.1 0.8
ULC 8.1 8.0 4.9 0.0 1.9 29

Source: EML. Convergence Report. Table 2. Frankfurt. 1998.

Unit labor costs indicate the role that wages play in eroding or improving price
competitiveness. and are calculated by dividing production by labor costs. In France. unit
labor costs grew strongly at the beginning ot the 1990s. meaning lower productivity. stalled
in 1994. and moderated thereafter. This points to a significant shift in wage agreements

toward long-term price stability.

“® International Labour Office. Yearbook of Labour Statistics. Table 1A. Geneva. 1998.
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Table 3.4 French Unemployment Rate

1991 1992 1993 1994 1995 1996
9.5 10.4 117 12.3 11.6 12.3

Source. EMI. Convergence Report. Table 2. Frankturt. 1998.

The current account measures a country’s net income from investment sources. the
sale of goods and the provision of services abroad. The balance. surplus. or deficit
contributes to the value of the national currency. Since current account figures are normally
listed by economic activity. it is also possible to get an overview ot the country’s strengths
and weaknesses. and of trends in economic success.

France turned a significant trade deticit into a trade surplus atter 1991. The economy
was dominated by domestic services and trade. with invesiment becoming more important.
Imports increased. but exports grew even more strongly. Modest growth of the nation’s
surplus in exported services continued. particularly in travel (but not transportation) and
business services. On the other hand. the French economy did not receive enough income
from investments to compensate tor foreign investments being withdrawn. This gap widened
sharply after 1990. more than tripling by 1994. Current transters also were a significant
burden on the country’s current account.

The financial account measures net wealth (or indebtedness) vis a vis the rest of the
world. The most important subcategories are foreign direct investment (in production
facilities). and portfolio investment (stocks and bonds). both in the private and public sectors.

France’s financial account turned from an exceptionally strong surplus in 1989 and
1990 to a large deficit after 1991."* This reflects a surge of French investment abroad in

1992 that transformed the country from a net investment recipient into a net investor in the

‘™ See IMF. Balance of Statistics Yearbook. Washington. D.C. 1998.
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outside world. The net flow of direct investment abroad was very strong in 1991 and 1992.
and moderate in 1994. The more interesting story. however. lies in government debt
assumed to prop up the franc’s exchange rate. Large government debt exploded in 1992, as
the Banque de France borrowed huge sums of money to support the exchange rate of the
franc. Money kept moving into France until 1994, when investment capital began leaving
the country. some in direct investment. but more in portfolio investments. This change was
made in large part by a large pav-down of money that the French central bank had borrowed
in 1992 to support the franc’s exchange rate. In sum. private investment interests are on the
verge of taking on a new importance for the French economy. both in an absolute sense.
based on investment income. and based on the size of its activity in comparison to

government borrowing.

Table 3.5 Current Account, France, Billion US Dollars

1991 1992 1993 1994 1995 1996
G° -9.71 2.37 7.52 7.25 11.0 1494
S 36.41 19.12 16.84 17.85 17.97 16.25
I -5.73 -8.61 -9.17 -6.76 -8.97 -2.70
Total* -6.52 3.89 8.99 7.42 10.84 20.56

Source: IMF. Balance of Payments Statistics Yearbook. Table 1. Washington. 1998.
° G=goods: S=services: [=investment income. * Includes an adjustment tor current transters.



Table 3.6 Financial Account, France, Billion US Dollars

1991 1992 1993 1994 1995 1996
DI°
(Out) -23.93 -31.27 -20.60 2444 -15.82 -30.36
(Iny 15.15 21.84 20.75 15.80 23.73 21.97
Port ~
Assets -15.72 -18.46 -31.50 -21.96 -6.42 -53.10
Liab. 29.54 52.50 3452 -27.90 i3.08 -7.33
Total* -3.07 -3.04 -16.67 -4.78 -7.33 -22.34

Source: IMF. Balance of Pavments Statistics Yearbook. Table 1 Washington. 1998.
*Dl=direct investment (outward and into France). ~Portfolio assets abroad and liabilities to
foreigners. * Includes an adjustment for other investment assets.

3.2 Society: Business, Labor and Voter Interests

French society had to make tough choices in economic and social policy during the 1990s.
First. its members had to decide on how to deal with the consequences of a successtul tight
against intlation during the 1980s. French unemployment was already high at the beginning
of the decade. state finances were deteriorating accordingly. and the decision to remain in the
EMS to preserve the exchange rate against the German mark only hurt the domestic
economy. The strain forced an increasingly tense dispute over whether the shift to stability

was worth the price it was extracting on the country.

Business

Business is represented principally by the National Council ot French Employers
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(Conseil National du Patronat Frangais. or CNPF). Throughout the 1990s, both business
representatives and the CNPF lobbied the government chietly for legislation that would
reduce labor costs. The most important of these were social security contributions. In their
capacity as co-managers ot the various social insurance funds. they promoted the restriction
of benefits that individuals were entitled to receive. so that increased demand would lead to
higher premiums. This position was most pronounced in pension policy. in which the
patronat. as the CNPF is often called. vigorously tought pension premium hikes. By 1993,
it also pushed for the legalization of private pension plans as part of a broader strategy to
reduce the burden of pension premium contributions. In 1993, it renewed its pressure and
maintained it until the Juppé government legalized the plans later that year.™”

In contrast to cutting individual benefits. emplovers otten approved of extending
access to benetits to more individuals if doing so would allow them to reduce their payroils
more easily. particularly through early retirement. For this reason. the CNPF never came out
in tavor of controlling spending by increasing the retirement age upward from 60. and even
began promoting even earlier retirement at reduced rates in 1995, Meanwhile. the Balladur
government had practically raised the retirement age before then (see sections 2.3 and 2.4).
demonstrating a stronger priority tor budget restraint.

The contradictory position of the patronat and individual tirms on pension policy had
fess of an impact on public sector pension spending than the increasingly generous pension
agreements struck in public sector enterprises. In [996. generous pension agreements in the
wake of the 1995 strikes were negotiated at France Télécom. the national railway system
SNCF. and the utility company EDF-GDF.™™ So the strong presence of the French state as
employer. coupled with the relative weakness of French governments in imposing reform
policies. weakened the call among the business community for restraint.

The CNPF also lobbied the government to reduce the payroll-related costs of health

“% " Ridding. John. “Grey on top. thinning below.” Financial Times. July 27. 1998: “Le

gouvernement relance prudemment le projet de fonds de pension.” Le Monde. July 2. 1995.

206 -Lemaitre, Frédéric. “Les contradictions de 1"Etat face aux préretraites.” Le Monde. October 12,
1996.
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care, but not until 1993. Then it challenged the popular support health care as an unlimited.
universal entitlement. arguing that individuals should take more responsibility for their health
care choices. The existing system. as the CNPF underlined in 1995. consisted of three tiers:
“national solidarity.” tor the unemployed and others without resources: a system of
“obligatory collective insurance.” for working people. and “individual™ insurance providing
complementary benefits. The CNPF advocated two measures to reduce health insurance
premiums: additional funds from the general budget to allow a one percent drop in

premiums. and fewer benefits in the first and second tiers.™”

Doctors provided stitt
resistance to government plans to restrict their income. In early 1994. they threatened to
strike against measures proposed by the Balladur government that would have limited
income as a means of capping overall medical expenditure growth at 3.4 percent tor the
yeur.:”"‘

Business also clashed with unions over the prospect of legislation to reduce
unemplovment by regulating working hours and hiring practices. Business rejected labor
proposals for the 35 hour work week (without salary cuts) from 1995 onward. Throughout
the 1990s. they fought unions over the share of peripheral labor within firms. As industry
wages remained high in the wake of the 1992 currency crisis. employers increasingly
replaced segments of their core workforces with part time workers. minimum wage workers
and government-subsidized trainees. While business wus happy toexploit government back-
to-work programs as a source of inexpensive labor. labor was not willing to accept the
prospect of lower ctfective wages. Employers opposed the 35 hour week on account of the
prospects for higher unit labor costs and intlation. and enjoyed government support until

1997 (see section 2.4).

7 Bezat. Jean-Michel and Alain Faujas. “Le CNPF veut plus de pouvoirs pour reformer ["assurance-
maladie.” Le Monde. June 14, 1995.

% Normand. Jean-Michel. “Les dépenses de santé devront étre réduites.” Le Monde. January 22,
1994. For a broader overview of the resistance ot doctors to cost expenditure measures, see David
Wilsford. “Retorming French Health Care Policy.” in John Keeler and Martin Schain, eds.. Chirac’s

Challenge: Liberalization, Europeanization. and Malaise in France. London: MacMilian. 1995. pp.
231-256.
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In macroeconomic policy. the CNPF led a pragmatic exchange rate policy that
reflected both the group’s diverse membership and the country’s economic fortunes. After
the rupture of the European Monetary System in late 1992. employers complained
increasingly that Italy. Spain and the UK were benefiting at France's expense from lower
exchange rates. Not only had exchange rate devaluations dropped their competitors’ costs
up to 35 percent. subsequent devaluations were destroying the competitive value of
productive investments or wage restraints in French industry. The loudest cries came from
sectors which competed with counterparts in these countries. either in the French market. in
Spanish. Italian and British markets. or in third markets that their competitors could suddenly
supply more cheaply. The particularly strong collapse of the Itahan lira. for example. had
virtually shut French producers of textiles. machinery. chemical products and agricultural
goods out of the ltalian market.™” In addition. car sales in regions bordering ltaly shrank us
consumers crossed the border for better bargains. Overall. the most seasitive and vulnerable
sectors supplied goods that required only standard technology and processing techniques.

The real divide over devaluation or a strong currency rested on the degree of
flexibility or product advancement that companies could rely on. A spokesman for the
chemiczl industry. tor example. explained that the more advanced the chemical processing
a product required. ihe lass likely ti:at e<change rates would aftect sales. Similarly. auto
makers Renault and Petigoi-Citroen wete able to adjust by moving some of their production
operations 2 Spain. :aking advantage of iac currency shift. The contrast with otherexporters
is striking. since these firms depended heavily on export earnings. Yet Azrospatiale. which
demonstrated less production tlexibiiity (i.e. less of an international struciure) had gone so
far as :o0 calcuiate the exchangs rate it needed rom the government in order to compete
against Boeing of the US.*"’

[n 1995. after two major currency crises. the CNPF explicitly rejected a devaluation

of the franc. arguing that it would not help the country sclve many of its problems. [nterest

 Gallois. Dominique. and Martine Orange, “Les mdustnels frangms redoutent surtout la faiblesse
du dollar.” Le Monde, March 8, 1995.

*19 fbid.
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rates would not necessarily drop with a devaluation. as most businesses wanted. Nor would
it aid repayment of debt or lead to a reduction of the government’s deficit. It would also
inject renewed instability into the European exchange rate system. and hurt France’s interests
further. A commitment to remaining within the hard core of the EMS was the only solution
that the CNPF would consider.™"

In conjunction with this stance on economic policy. the CNPF also criticized the
government’s tendency to pursue growth by promoting consumption. Denis Kessler. Vice
President of the parronat. pointed out that people were saving because they were afraid of
their financial prospects. and would not spend again until they regained confidence that their
positions would be more secure. Therefore. raising the average income was unlikely to
initiate an economic recovery. In addition. the savings themselves would help the country
recover through investment if the money wasn't being funneled into public debt.”'

In 1991, the CNPF welcomed both the Maastricht agreement on EMU and the
establishment of an independent European Central Bank. Nevertheless. it criticized the
establishment of the ECB without a corresponding political body that would carry ultimate
political responsibility for the bank’s policies. In addition. the CNPF suggested that
representatives of industry. trade and banking participate as advisors of some kind. [n
contrast to German industry. the French business group also advocated an early start for the
third stage of monetary union. in which exchange rates would be frozen and the common
currency introdticed.™ Aneriplovers' peak organization, the Enterprise Institute (/nstitur de
U'Enireprise). relnivrced Wals stance in October 1996 by advocating a flexible interpretation
of the entrance criteria for monetary union as the government prepared for negotiations with

Germany over the Stability Pact at the Dublin intergovernmental conference.”™ This

' Faujas. Alain. "« faut passer d'une économie axée sur le secteur public et social d une économie
fondée sur le secteur productit.»”™ Le Monde. February 14. 1996.

** Ibid.
=% “Frankreichs Patronat will Europa.” Bérsen-Zeitung. November 28, 1991,
-4 Bonse. Eric. “*Paris sorgt sich umdie politische Souverinitiit.” Handelsblarr. December 31, 1996.
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international commitment would lock in the national agenda to reform prices and spending
to support stability.

The CNPF explicitly linked membership in the ECB to outside pressure on
government and society to finally establish and maintain a culture of stability. It expected
a single currency to increase the mobility ot capital and labor. and put strong pressure on
governments to harmonize their economic and financial policies. In addition to the pressure
on governments to clean up their finances. the CNPF emphasized that the French model of
a dual economy. in which large production sectors are state-owned or otherwise protected
from competition. would have to give way to a market economy at last. In addition. it argued
that France could no longer atford the competitive disadvantages of tax rates and social
insurance premiums far above the European average.”"” and that these changes would have
to be made to commit to EMU. Overall. French business saw ECB membership as @ means
to complete the changes toward a French economy that relied more on private enterprise. and
toward an economic institutional structure that linked social spending and business taxes to
the price components of France’s export competitiveness.

In sum. the French business community remained divided on some of the key issues
related to membership in the ECB. Collectively. it demonstrated signiticant support for a
domestic economic policy retorm oriented to price stability and modest government deficits.
It also promoted a stability-oriented monetary union. but without the guarantees ot prior
stability which Germany sought. Through early membership before reforms were completed.
price sensitive exporters and domestic market providers could be brought into a coalition
with larger. less price sensitive sectors to promote a strong currency through a wave of
privatizations. tax reductions and labor market reforms that would cheapen the price of labor.
which could alleviate the concerns of the former group about the costs of a high exchange
rate).

[t is important to note that the French middle sectors are less likely to support a hard

EMU and related policies than their German counterparts. This can be attributed to the lower

=% “Frankreichs Patronat will Europa.” Bérsen-Zeitung. November 28. 1991.
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prevalence of small and medium-sized enterprises in manufacturing linked to large.
productive enterprises as in Germany. and the higher importance of service industries. and

in relatively less productive sectors in Germany.

Labor

Labor is represented both by unions which oppose macroeconomic and budgetary
policy restraint and those that cooperated with a policy ot spending reductions. More radical
unions lost power to reformists between 1993 and 1996. but showed also through strikes as
a force capable of frustrating government plans to reform spending commitments. More
growth and spending-oriented [abor in France is represented by the socialist Workers®™ Force
(Force Owvriere, or FO) and the communist General Labor Contederation (Confédération
Généruale de Travail. or CGT). which dominate public service and public enterprises: and in
industrial manufacturing. particularly in the so-called "protected sectors” dominated by state-
owned industry. Most unions favor moderate interest rates. a growth-oriented monetary
policy and a tlexible exchange rate. but these are secondary issues in relation to their focus
on wages and entitlements. Both macroeconomic policy and incomes policy were of interest
to unions. both of them were the focus of direct confrontation with the Balladur and Juppé
governments’ plans to restrain public spending. and both were framed for members and the
wider public as a matter of social justice. Despite the rhetoric of social justice. however.
unions only mobilized their members against measures designed to hurt them directly.
instead of in defense of broader social values that affected the entire public.

The CGT and the FO engaged in a systematic policy of total opposition to spending
cuts during the 1990s. They also opposed the public sector savings necessary to qualify for
EMU."'® Both unions took critical stands on budget and social spending restraint policies.
The FO successfully detended public sector pensions against cutbacks under the Juppé

regime. where its own stake was the highest. Toward 1997. the FO was only able to exert

*18 See. for example. “Paris friert Ausgaben ein.” Handelsblarr. August 8. 1996.



its influence by directly defending its members in the public service. In 1992, it had already
lost its majority control over the unemployment insurance (UI) fund to the reformist
Democratic Labor Confederation of France (Confédération Frangaise Démocratique du
Travail, or CFDT) and in 1996. its control over the national pension fund. Within the
unemployment insurance tund the CFDT approved of measures in 1993 that reduced
payments to benefit recipients in return for government subsidies that would limit premium
pressures on their members. The FO remained unenthusiastic about this compromise and
demanded unsuccessfully that civil servants pay unemployment insurance premiums in
solidarity with the general society.””” The CGT went even further than the FO by arguing
that the Ul fund insured less than halt of the nation’s unemployed. and had to be extended
before uny discussion of financing could be taken seriously.™

Pension reform also demonstrated that the FO and the CGT approved ot only modest
adjustments to entitlements. and while detending their own members’ interests. The FO
cooperated with pension reformin 1993. for example. in which complementary benefits were
ratcheted down marginally. As discussed in section 2.3. however. these retforms kept
benefits intact for workers with stable job histories (FO members tell into this category).
while drastically reducing pension entitlements for those on the periphery of the labor
market. Only the CGT spoke out for solidarity of all workers. and the maintenance of full
pension rights.”"

The FO only rabidly opposed a retorm which threatened to reduce their pensions.
Private pension plans proposed in 1993 involving tux deductions for premiums would have
diverted premiums from the economy's more productive sectors away from the public plan.

and torced pension cuts for the FO's membership. They fought proposals in 1993. and

*" Lebaube. Alain, “Le précedent accord sur I"assurance-chdmage est mis en cause par les

partenaires sociaux.” Le Monde, June 17. 1992,
1% Bezat, Jean-Michel. "L Unedic table sur 72.000 chémeurs de moins en 1995.” Le Monde.
February 25, 1995.

' Seux. Dominique. “Important accord sur les retraites complémentaires.” Le Monde. February 19.
1993: Francine Aizicovici. “Une situation incongrue.” Le Monde. April 5. 1995.
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eventually their introduction in 1995. In 1996. the CFTD replaced the FO at the head of the
complementary pension system. and approved of the introduction of private pensions for the
broad public for the first time. The FO became openly bitter about its own loss of
institutional power in 1995 and 1996. began threatening the insurance boards with

obstruction unless the FO regained control over the funds.™

and eventually began
threatening the government with protests when this last measure failed. The FO's greatest
success came in conjunction with the CGT during the strikes of 1995. The unions fought
to preserve wage increases and improve upon public service pension entitlements. and to
express outrage over the government’s introduction ot private capital pensions. As section
2.4 demonstrates. the union was effective in blocking the adoption and implementation
legislation that would allow the government to consolidate and control the growth of public
sector pension entitlements.

Unlike the CGT. which tocused heavily on wage demands. the FO paid considerable
attention to demanding better working conditions and to reducing unemployment through the
introduction ot the 35 hour work week at the same pay. The FO even made a point of
refusing to discuss measures to reduce vouth unemplovment until this demand had been
met.”!

The CGT's general economic policy stressed economic growth through higher wages
and job creation through universal retirement at the age of 50. When the Juppé government
initiated its savings program in 1995 by announcing a wage treeze tor the public sector. they

countered that if wages were raised high enough and enough jobs created through carly

=Y *Moderate Gewerkschatt gestirkt.” Frankfurter Allgemeine Zeitung. June 14, 1996.

=' The initiatives in question were pushed by Balladur's labor minister. Michel Giraud in concert
with the economics minister to provide training positions (through a so-called Contrat d'[nsertion
Professionnel) and other jobs at 80 percent of the minimum wage. See Michel Noblecourt.
“L opposition au «SMIC-jeunes» rapproche les syndicats.” Le Monde. March 17. 1994. The
measures were repealed after protests led by the unions. The attempt to use youth unemployment
to win a shorter working week for the same pay came a year later. Alain Beuve-Méry and Alain
Faujas. “Le CNPF refuse de discuter de la réduction du temps du travail.” Le Monde. March 30.
1995.
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retirement. that economic growth would make government deficits disappear.~ Due to their
lesser importance on social insurance boards. the CGT took a back seat to the FO on
entitlement policy. When the FO was forced out of the unemployment insurance and pension
funds. it joined the CGT in its more tundamental criticism of cutbacks.

The CGT. as France’s largest union and largest public sector labor group. helped to
make the strikes of 1995 a success. as well as 1996 (see section 2.4). These strikes countered
the savings policies of the Juppé government. ranging from wage freezes to privatization. and
brought over a million strikers into the streets. representing teachers. Air France workers.
transport workers. utility workers and civil servants. Meanwhile. the CGTs opposition to
EMU rested not just on the savings policies it required. but the broader program of
privatization it involved.™

The mirror side of the FO’s decline has been the CFDT s rise in the union movement.
This union. broadly based and somewhat internally divided. took leadership ot both the
unemployment insurance and health insurance boards. with a willingness to cooperate with
the government on reform. It aided with the reform of unemplovment. health. Retorm-
mindedness was short-lived. however. The CFTD lost many members as a result.”™ and
showed a more radical face in 1996. when it led the truckers™ strike for greatly improved
pension entitlements.

The two week trucker strike in November and December ot 1996 crippled the country
and forced concessions from employers and government. From employers. they struck for
better working conditions and higher pay. From the Juppé government. they struck for
carlier retirement. as early as age 55. while the retirement age for other citizens was rising
to63. The Nouvel Economiste estimated that this measure would cost the government dearly

at a time when it was attempting to constrain spending. The government tried to keep its

> During the 1995 strikes. see “"Le gouvernement aura cédé le premier.” Le Nouvel Economiste.
No. 1027. December 15. 1995.

=% ~Zerbrochenes Vertrauen.” Der Spiegel. December 2. 1996.
=* Webster. Paul. “Wage freeze unites unions.” Guardian. September 13. 19953.
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distance from the conflict. but the CGT and CFDT unions representing the truckers forced
the government to mediate. By 1996. the tide of public opinion was with the unions. Nearly
three quarters of the general population supported the truckers. while only 20% continued
to have confidence in the prime minister.™

The FO had strong objections to cutbacks proposed for health care. particularly in
1995. atter social affairs minister Simone Veil had attempted to restrain expenditures for the
vear. Marc Blondel. FO president. argued that savings measures would drive the wedge
further between those relying on national solidarity for health care and being left behind. and
those who could afford private supplementary insurance to make up tor the shortfalls of the
state,™*

The union representing French doctors was successtul until late 1996 at blocking
reforms that would limit insurance coverage for residents secing doctors. The Juppé
government instituted reforms toward the tend of 1996 (see section 2.3). This measure was
not intended to cut health spending. but curb its phenomenal growth. particularly in the
1990s. At the time of writing. figures on the programs impact were unavailable.

[n addition to opposing cutbacks to social security entitlements. unions representing
public sector workers also criticized the privatization of many publicly-owned enterprises.
Throughout the 1990s. the prosperity gap between the public sector and the private sector
grew significantly. meaning that privatization could lead to a lower standard of living for
many employees over the long term.”” Utilities. banks. insurance companies. Air France.
computer manufacturers and defense firms. all had employees with a strong incentive to
oppose the privatization plans as part of Maastricht. Even more telling of the public’s final

unwillingness to turn their backs on the unions. however. was the tact that the unemployed

“* The new commitments were estimated to cost 500 million francs per vear. See “Zerbrochenes
Vertrauen.” Der Spiegel. December 2. 1996.

*°  Bezat. Jean-Michel. and Alain Faujas, "Le CNPF veut plus de pouvoirs pour reformer

I"assurance-maladie.” Le Monde. June 14, 1995,
=" “Public-privé: les deux France.” Le Nouvel Economiste. No. 1017. October 13. 1997, p. 60.
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were increasingly trying to get into these public sector jobs.
The persistent growth of unemployment promoted more frequent attacks on the
government’s European policy. The CGT's leader. Louis Viannet. attacked integration into
the European Union for the unemployment that it caused. He sax restrictive economic
policies and privatizations driving businesses and people out of work. [n addition to the
decimation of well-paying jobs in the private sector. banks, Air France. and utility companies
would shed iobs as they were privatize and forced to compete with non-French firms.”"
Unions have been significant players in the EMU policy of successive French
governments during the 1990s. but in an indirect manner. While unions represent a small
portion of the French labor force. and while they demonstrate little direct interest in the
concrete questions of membership in the European Central Bank. they are both active and
important players in the social insurance spending policies of the French government. They
are most active in defense of benefits for their own members. While the institutional
importance of the FO waned in favor of the reformist CFDT. the FO. CGT. and in 1996. the
CFDT employed non-institutional protest (i.c. strikes) in order to win fights against pension
reform und wage restraint that they had lost institutionally or through government attempts
at legislation. Because these pension tunds place such a large burden on the federal budget.
the strikes have proven to be an important non-democratic factor in the country’s overall

institutional deadlock and trouble reducing public expenditures.

Voters

French citizens were consistently pessimistic about their personal financial prospects.

and even more pessimistic about the financial situation ot the country at large.™ They

= Ibid.

= Ibid.

= The following is based on information reported by Eurostat’s Eurobarometer. Surveys 36. 38.
40. 42. 44 and 46. which cover 1991 through 1996. The relevant data is presented in the appendix
in tables 3.14 and 3.15.
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demonstrated surprising contidence in 1994, after electing a new conservative government
with a large majority. Hopes not only faded quickly. however. but turned into deeper
pessimism in 1995 and 1996. The one-time peak in optimism follows Balladur’s campaign
promise to promote economic growth and combat unemployment by restructuring both
government and the economy. The pessimism in 1995 and 1996. in contrast. coincides with
the spending cutbacks of both the Balladur and Juppé governments. These measures
constituted the centerpiece of the conservative plan to attract private investment into the
French economy by attempting to reduce the deficit. For the first time. social entitlements
were cut significantly.

French public opinion was evenly split over whether job prospects were good or bad.
Given the country’s high unemployment rate. and the modest percentage ot people who
expected an improvement in either personal or national employment prospects. this
demonstrates more resignation to the country’s unemployment situation than anything else.
The data for 1993 to 1996 suggest that most respondents believed that unemployment had
at least bottomed out.

Support for a European Central Bank enjoyed majority support in France trom 1991
to 1994. the years for which Eurobarometer published data on support for the institution.
Support was particularly high in 1994, when French residents were also unusually optimistic
about their own financial futures. The European Commission’s decision to stop publishing
support levels after 1994 obscures how French residents evaluated plans for the ECB in the
context of two important policies that only came onto the policy agenda in 1995 and 1996.
First. the unpopular savings policies of 1995 and 1996 under the Juppé government were
linked to membership in the ECB. As noted above. these policies coincided with a sharp
downturn in financial expectations both personally and for the country at large. Second.
negotiations with Germany over the stability pact as part and parcel of ECB membership

took place in 1996.



Table 3.7 French Support for the European Central Bank (+/-)

1991 1992 1993 1994

61/16 591725 63/25 711721

Source: Eurobaromerer 36, 38. 40, 42.

A majority of French residents supported the introduction ol a single Edropeuit CuiTency
throughout the study period. Support remained stable. in contrast to support for the ECB.

but also more modest.

Table 3.8 French Support for the Single Currency (+/-)

1991 1992 1993 1994 1995

64/ 18 57/32 39731 60/ 32

(o]
o
-~
to
J

Source: Eurobarometer 36. 38. 40. 42, 44,

Meanwhile. cleavages in France generally and over Maastricht in particular moved away
from class conflict that had persisted until 1988. and toward a new set of criteria. The
educated. professional. urban. centrist voter was most likely to demonstrate support for
Maastricht and the reforms required to get there. Communist and Front Nationale supporters.
the poor and marginalized. farmers and the small-business selt-employed were most likely
to oppose the change.™"

In spring 1998. support for the single currency had increased to 68 percent of

respondents. up 10 percent.”

' This analysis is drawn from SOFRES data presented in Pascal Perrineau. “L’enjeu européen
révélateur de la mutation des clivages politiques dans les années 1990.” in Frangois d”Arcy and Luc
Rouban. eds.. De la Ve République a {'Europe. Paris, Presses de la Fondation Nationale des
Sciences Politiques. 1996.

“2 Eurostat. Eurobarometer. Survey 49. Questions +4-60. Brussels. 1998.
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3.3 Institutions

Pension. health and unemployment insurance programs resisted spending adjustment
in important ways. despite some successes at restraint.  First. benefits were fragmented.
meaning that the success the French government achieved in reducing social insurance
spending in some pension plans in particular was balanced by increased spending
commitments for pensions in professions with specialized funds and a particularly strong
capacity to hurt the national economy with strikes. Transport and public service workers in
particular proved capable of defending and extending spending commitments and increasing
disposable income. in contrast to other sectors. which accepted by 1996. In 1997, the Jospin
government demonstrated its unwillingness to touch this problem by focusing again on

getting the French back to work instead.

Table 3.9 Social Security Receipts from General Government Revenues, Million
French Francs (FF)

1991 1992 1993 1994 1995 1996

135.666 157515 178.771 208.019 209.774 213.034

Source: OECD Nutional Accounts. Volume 1. Table 6.4. Paris. 1998.

Although in principle social security spending commitments are paid with insurance
premiums. top-ups trom general government revenues constituted a signiftcant and growing
expenditure. which made budget-balancing more ditticult. Table 3.9 shows government

transfers from the general budget to the social security funds.

Pension Insurance

The pension system began to place more and more pressure on the national budget
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in the 1990s as chronic unemployment and an aging population increased the ratio of
claimants to ratepayers. Unemployment and public sector union demands reduced the
effective retirement age in many sectors toward 50. At the same time, fewer people were
paying into the fund. Many people who would otherwise contribute were unemployed.
drawing an early pension as an alternative to unemployment. or working in poorly paid jobs
exempt from social insurance contributions.

The French pension svstem is a network of public insurance funds that combines a
universal old age security (OAS) pension. contribution-related benefits. and a number of
complementary benefits for citizens unable to make contributions on theirown.™* According
to French pension law. employers and employees to pay premiums into the pension funds.
which are then managed by employer and union representatives. While the government sets
some minimum standards. such as the official retirement age and the minimum OAS
pension. the social partners. as the representatives are known. have the authority to reduce
the retirement age or increase the benefits of their particular plan.  Although most
complementary pension plans are part of two major pension systems. ARCCO and AGIRC.
which cover the bread base of employees and top management respectively. there are many
different plans in France covering a variety of sectors and professions. Each. accordingly.
has its own capacity to make an impact on the pattern of national entitlements.

In principle. the funds are responsible for balancing the flow of premiums and
liabilities. and for borrowing money when the tund runs short. The government may provide
aid in case of shortfalls. but refuses to assume responsibility for the tund as a matter of
principle. In return for aid. the state demands that the social partners develop a plan to
restore the balance of payments and premiums. The one exception to this pattern occurs
when the government provides funds to cover the premiums of and liabilities for citizens
unable to make contributions for some period of time.

The decentralized nature of the pension system makes it more difticult for the

ARR} - . . . - . . .

= For a brief but comprehensive view of the pension system and the challenges facing it at the
beginning of the decade. see Jean-Michel Normand. “La fausse querelle des rétraites.” Le Monde.
February 5. 1991. Seealso Alice Rawthorn. “*Some point of pride.” Financial Times. June 24. 1993.
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government to balance the budget. since the government tends to pay for serious shorttalls
rather than allow the tund to collapse. In the public sector. a combination of strong.
aggressive unions and a decentralized system that promotes growing entitlements is
particularly problematic tor the government. The central budget feels the pinch of pension
plans for public sector firms that are both the nation’s most generous. vet largely negotiated
independently of government control.

Both socialist and conservative governments aimed to reduce the overall pension
benefit by altering the entitlement formula downward across the board and by collecting
more premiums. Socialist prime minister Michel Rocard made the tirst attempt to make
changes in 1991, with the support of opposition conservatives. He intended to calculate
income-related pensions on the best 20 years ot arecipient’s working life. rather than the best
[0. It also intended to calculate cost of living increases using the consumer price index.
rather than the relatively more generous wage index.”™

The Rocard government’s white paper cited the aging population. the shrinking base
of ratepayers under long-term unemployment. and the trend toward early retirement as
compelling reasons to aiter the entitlement formula. The white paper’s admission that
structural unemployment lay at the root of both tlagging premiums and early retirement is
reinforced by common rejection of the proposal to extend the ratepayer base by raising the
official retirement age. ™

No conclusive action was taken in the wake of Rocard’s replacement as Prime
Minister by Edith Cresson in 1992. While the finance minister. Pierre Bérévogoy. pushed
to implement the white paper.™ the social policy minister. Réné Teulade. fought to eliminate

pension credits for citizens who had not paid corresponding premiums. He wanted these

= See “Ein teurer Generationsvertrag.” Handelsblar. April 24. 1991.

** Normand. Jean-Michel. “Le débat sur la retraite 2 I'heure du livre blanc.” Le Monde. April 17.
1991.

=% “Retraites: le come-back de la CSG.” Nouvelle Economiste. June 12, 1992.
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“non-insurance”™ provisions to be provided by the general budget.”” where they would be
more vulnerable to budget cutting. Cresson. however. remained preoccupied with the
upcoming election. In particular. she was aware that cutbacks were the only more unpopuiar
measure than higher premiums.™ Nevertheless. the government began reducing subsidies
to some public sector pension plans in January 1993. forcing premiums tor local public
servants and hospital workers to rise. as well as local taxes and hospital fees.™"

In the 1993 election that brought the Balladur government to power. both parties
elected to protect the 1982 policy of retirement at 60. but implement reductions in the
entitlement formula.”™ Balladur exploited the widespread acceptance that the pension system
required change to extend the reterence period for calculating pension benefits to 25 veurs.
He also imposed a 1% hike of the CSG to spread the burden of paying for “non-insurance™
pension credits. In addition. premiums rose.”' The number of full trimesters required to
receive a full pension increased trom 150 to 160. Together with the extension of the
reference period to 25 vears. this amounted to a significant reduction of pension entitlements
to persons with irregular work histories or long university stays.”™  All of this was still

inadequate to balance the fund. Both employers and unions called on the government to top

1137

Piot. Olivier, “Le gouvernement veut claritier le financement de "assurance-veillesse.” Le
Monde. July 30. 1992,

=% See “Le gouvernement modere ses ambitions sur le dossier des retraites.” Le Monde. April 25.
1992 and Defizit in Frankreichs Rentenversicherung.” Frankfurter Allgemeine Zeitung. August 7.
1992,

** Normand. Jean-Michel. “L dtat réduit ses subventions aux régimes de retraite des collectivités
locales.” Le Monde. November 3, 1992.

" For the socialists. see “Franzosen bangen um ihre Renten.” Siiddeutsche Zeitung. February 8.
1993. For the conservative coalition. see “Les mécomptes de [a retraite 3 60 ans.” Le Monde., April
5.1993.

' ~La durée de cotisation des retraites serait progressivement allongée.” Le Monde. May 8. 1993.
The CSG refers to a extra premium imposed by the Rocard government to boost tunding for social
insurance programs. [ts full name is the cotisation sociale générale.

> Normand. Jean-Michel. “la réforme des retraites entrera en vigueur le ler janvier [994.” Le
Monde. August 29. 1993.
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up funds by one to one and a halt billion francs per year. The government met this demand.
In return. the social partners agreed to raise premiums to cover tuture shorttalls.™

In 1994. the pension plan was already feeling the increased burden from early
retirement that followed restrictions to UNEDIC. the nation’s unemployment insurance plan.
By raising the age at which workers could rely on unemployment insurance until retirement
from 57.5 to 58 years of age. and by increasing the number of fully contributed trimesters to
59 to qualifv. UNEDIC simply unloaded its own liability onto the National Employment
Funds (Fonds Nationales d’Emplois. or FNE). This program. funded by pension premiums
and government top ups. was formally designed to put workers over the age of 35 back to
work. but in practice provided them with income between the exhaustion of unemployment
insurance benefits and full pension.™*

In 1995, the Balladur government reformed the basic old age security pension by
capping the entitlement ut 50% of the average salary. Social credits paid for by ratepayers
were kept intact. but premium payers who had not made tull contributions were required to
wait until the age ot 63 betore receiving a full pension.

By the end of Balladur’s government. reforms to the pension system in France had
given it a two-tier nature. While the extension of contribution periods meant that private
sector employees no longer had an unequivocal right to retirement at 60, many public sector
workers could retire as early as 50. Their pension rates were also higher on average. at 73
percent of salary. compared with 70 percent elsewhere. This result retlected the strong
organization of public sector unions. and the unwillingness of either Balladur or Chirac. for
that matter. to touch the issue of public pensions leading up to the 1995 presidential

campaign.™ Consequently. they left an important public spending commitment untouched.

' On the government’s position. see “L’état augmenterait sa contribution aux retraites

complémentaires.” Le Monde. December 21. 1993. For employer and union representatives. Jean-
Michel Normand. “Le financement des retraites complémentaires seraassuré.” Le Monde. December
31.1993.

* Devaud. Antoine. “Coup de vieux pour les préretraites.” Le Monde. February 1. 1994.

= Boissard. Denis. "Qui osera toucher i la retraite des cheminots?” Nouvel Economiste. May 12.
1993. Boissard's reference to retirement at 50 applies to national and Parisian rail service workers
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Balladur’s government had also been quietly grappling with an approach to reforming
the pension plan for functionaries (civil servants in ministries and administrative bodies).
This was of particular concern. since up to tive million functionaries were due for retirement
toward the end of the decade. Their pension entitlements. up to 96.4 percent of wages.
threatened to undermine other efforts to reduce the budget deficit. The Balladur
administration was reported to be considering dusting oft plans drawn up by the Rocard
government in 1991 to reduce these benefits to levels closer to those of pensions tor the
general public. However, he did not move to implement changes in the run-up to the 1995
presidential election.™ during which Jacques Chirac replaced him as the favored RPR
candidate.

The Juppé government. which assumed oftice in 1995 with Chirac’s presidency.
failed to undertake two key reforms of the public service pension system. Juppé attempted
to consolidate 20 independent public pension plans covering both tunctionaries and workers
in public enterprises.” He expected that restraining the entitlement formula for public
sector pensions would be easier to implement once rather than repeatedly. The government
would also gain greater influence in pension plans for public enterprises such as rail and
postal service, in which public enterprises and unions had negotiated pension and retirement
rules more generous than the government required if it were to control its overall spending.
In order to fulfil this mission. Juppé appealed for public support tor the ‘justice’ of equal

pension benetits for public service workers and ordinary citizens by establishing a pension

(SNCF and RATP) . who can retire after 23 years of service. The largest public corporation pension
funds for the previous year were in mining. rail. tobacco manufacturing. and at the Banque de
France.

¢ Public recognition of the Balladur government’s interest in the plan was announced by the
Commisariat Générale du Plan in autumn of 1993, using a study by the national old age insurance
fund. the CNAV - Caisse Nationale d” Assurance-Veillesse. that the government had commissioned.
See Jean-Michel Bezat. “Un rapport du Plan note I'inégalité entre retraités selon leur dge et ieur
ancien métier.” Le Monde. September 25, 1995.

“7 Hagen Bermer. Hans. “Angst um die Pensionskassen.” Frankfurter Rundschau. December 4,
1995.
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commission designed to wrest control over benefits from the social partners.™ In response.
rail. postal and Paris transport workers tormed the core of a massive strike at the end of
November through late December of 1995. The strike did not win any changes for itselt. but
forced the government to end its plan.

In 1996. the Juppé government turned away from attempting to consolidate pension
plans and instead passed legislation that replaced the absolute majority of unions on pension
management boards. in place since 1982, with equal representation for management and
unions. This was designed to weaken the Force Quvriére by removing its control over the
social insurance funds. In addition. Juppé reserved the right to appoint the director ot the
National Fund (Cuisse Nuationuale}. to wield more political intfluence over the tund’s
administration,™

Despite this change. Juppé was still unable to stop public firms and unions trom
approving generous early retirement plans. Retirement at 55 with full pension was protected
at major public enterprises. and even earlier retirement was made available based on the
number of years of service. Meanwhile. functionaries gained the right to leave at the age of
58.1if 37.5 years of service had been rendered.”™ In the private sector. large firms vigorously
pursued early retirement vigorously as a means ot reducing the number ot redundant workers.
Unions took a complementary position supporting retirement as early as 50 to reduce
unemplovement. Together. unions and employers agreed in 1996 to extend the entitlement
to retirement with a full pension to unemployed workers aged 57 years and nine months.

rather than reverting back to 60.~*' However. Juppé resisted calls from the public. following

5 Rivais. Rafaél. “Le gouvernement met une sourdine 4 son projet d*allongement de la cotisation-
vieillesse.” Le Monde. December 6. 1995.

-*? Boissard. Denis. “Sécurité sociale: Force ouvriere pourrait perdre son fromage.” Nouvel
Economiste. April 5. 1996.

=%% Full details of the pension agreements for France Télécom. SNCF. the electricity and
gas utility EDF-GDF and functionaries are given in Frederic Lamaitre, “Les contradictions de 1 Etat
g Y £

face aux préretraites.” Le Monde. October 12. 1996.

== Beuve-Méry. Alain, “Les chémeurs de plus de 58 ans réclament la retraite anticipée.”
Le Monde. November 20. 1996.
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both these results and the right to retire at 55 that truckers had won in a strike in December
1996, to reduce the general retirement age to 55.7

From 1993 through 1996. French politicians also dealt with the highly controversial
prospect of legalizing private pension funds as a means of taking the sting out of cuts to
pubtic plans. In 1994, Balladur's finance minister. Alain Madelin. passed tax credits for
private pension contributions by the self-employed.”" Though this allowed capital based
pensions for only a verv small percentage of the population. but opened up a debate on
allowing such pensions for the rest of the population. During the 1995 presidential election.
Jacques Chirac raised the stakes by promising the right to a capital pension it he were
elected. Meanwhile. members of the Balladur government were torn between support tor
change (trom the tinance ministry) and for the status quo.™ The RPR eventually legalized
private pensions in November of 1996. In agreement with the CGT and FO unions. the
Socialist Party objected strongly and promised to re-impose the national prohibition on
private pension plans it elected.™

The key source of the pension system’s insolvency proved to be early retirement.
which pressed the pension tunds during the 1990s. As older unemploved began to exhaust
their unemployment benetits. they began to relieve pressure on the unemployment fund and
shift to a special carly retirement funded by general revenues. In 1992, 60 percent of
unemployed workers 35 years of age and older were supported by UNEDIC. while 40 percent
were supported by the national employment fund. or FNE. With the impact of the recession.
the situation had reversed in 1993.7° Under the FNE plan. workers between the ages of 55

and 65 would receive a partial pension while working part-time, and receive a tull pension

= "Juppé gegen Rente mit 55, Handelsblarr, January 15. 1997.
** Ridding. John. “Grey on top. thinning below.” Financial Times. July 27. 1994,
254

“Le gouvernement relance prudemment le projet de fonds de pension.” Le Monde. July 2, 1995.

** Roland-Lévy. Fabien. “Le PS annonce sa volonté de «défaire» le systéme de fonds de pension
voté par la droite.” Le Monde. January 17. 1997.

¢ Devaud. Antoine. “Coup de vieux pour les préretraites.” Le Monde. February 1. 1994.
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upon retirement.”’ Alain Juppé's government failed both in 1995 and 1996 to cap early

retirement and pension increases.

Health Insurance

Health insurance in France generates the highest spending on health as a percentage of GDP
in Furope. and <pending has frequentlv grown at four times the rate at which the economy
grows. While the system is partially funded by premiums. the government infuses the system
with significant transfers trom the central budget.

Governments was able to effectively restrain part of the health care spending where
1t had the appropriate influence. Government controls hospitals and stationary care directly
through the ministry of heaith. Between 1983 and 1992, it ratcheted down spending in
hospitals and stationary care from 51.% to 46.% of total costs.™

The key entitlement that drove exploding health care spending remained untouched
until 1996. French residents are entitled to unrestricted reimbursement covering medication.
hospital stays and direct treatment by both general practitioners and specialists. Doctors are
paid on a fee-for-service basis without a cap on doctor income.™

In 1991 government focused principally on raising more revenue to pay tor the bills
of the National Medical Insurance Fund. (Cuisse Nationale d’Assurance Médicule. or
CNAM). A disagreementin 1991 between finance minister Bérévogov on the one hand and
Mitterand and Rocard on the other simply revolved around whether the money should come
from payroll taxes. as Bérévogoy preferred. or from a tax on insurance policies. as the latter

preferred and eventually won.

187 .

Un seul régime pour la préretraite progressive.” Nouvel Economiste. May 14, 1993.

=¥ Wilsfor. David. “Reforming French health care policy.” in John Keeler and Martin Schain. eds..
Chirac’s Challenge: Liberalization, Europeanization, and Malaise in France. London: MacMillan.
1995. p. 234.

=% For a recent review of the French health care system. see David Wilsford. “Reforming French
Health Care Policy.” in John Keeler and Martin Schain. eds.. Chirac's Challenge: Liberalization.
Europeanization and Malaise in France. London: Macmillan. 1995. pp 231-256.
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In 1992. a government project to cap doctor incomes dampened health expenditures
temporarily, but collapsed in June under pressure trom the the Confederation of French
Doctor Unions (Confédération des Svndicats Médicaux Frangais, or CSMF) on social
minister Réné Teulade.*™ In doing so. they broke an alliance within the government between
Bérévogoy and Teulade.™ designed to demonstrate the capacity to manage finances, with
an eye on elections in 1993. In an attempt to tind another solution. the government later
reached an agreement that did not limit spending, but that established a link between income
and expenditures for health for the first time. The government also took measures where it
could to institute new anti-fraud programs as a means of saving money.™

[n 1993. the new Balludur government reacted to falling premium revenues by raising
the CSG™ from 1.1 percent to 2.4 percent. and cutting funding for administration and
hospital operations. where the Ministry ot Social Aftairs has direct control. The government
placed limits on reimbursements for prescription drugs. and increased user tees for
prescriptions and hospital stays. While passing the measures. Social Atfairs Minister Simone
Veil emphasized that voters should consider themselves to have a much better deal than
either doctors or producers.”**

In 1994, the government launched a new three-pronged attack on health spending that
ended in tailure. First. it aimed to cut the number of hospital beds by 22.000. In the tace of
opposition. it settled for reclassifying the beds for long-term care. Second. it sought to cap

doctor billing. Finally. the government tried to facilitate cuts to the health budget by

" Normand. Jean-Michel. "Les médecins et la méthode coué.” Le Monde. October 6. 1992.
! Boissard. Denis. "Sécu: la dissimulation.” Nouvel Economiste. July 10. 1992.

“** Normand. Jean-Michel. “Les concessions du gouvernment atténuent la portée de I'accord sur la
maitrise des dépenses de santé.” Le Monde. October 16, 1992.

% Cotisation Sociale Générale. a surtax on most types of income. designed to move the tax burden
away from payroll taxes to pay tor social spending commitments. See section 2.4.

*** Chimelli. Rudolf. “Paris kiirzt Gesundheitswesen.” Siiddeutsche Zeitung. July 1. 1993. The
restrictions on prescription drug cost replacement applied to new drugs designed to perform the same
function as older. less expensive medications. See Jean-Michel Normand. “Les dépenses de santé
devront étre réduites,” Le Monde. January 22, 1994,
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separating it from the general social security budget.”

[n 1995. a second ettfort to cap health spending also tfailed to produce results. Health
Minister Elisabeth Hubert introduced a general revenue fund to relieve pressure on
premiums. The fund would cover some of the premiums and costs of insuring the inactive
population: a category encompassing students. the disabled and the unemployed. However.
spending was merely shifted.”

Chirac sided with doctors in the 1995 election campaign by opposing measures that
would cap doctors” income. which constituted 70 percent of the health budget. He claimed
that spiraling costs could be contained through etticiency measures and explicitly attacked
caps and plans to close hospitals as “rationing™ health care. In the wake of his election.
health expenditure growth rose back to a level of six percent per year. Directly after the
election. the designated health minister followed Chirac’s line. announcing that there would
be no “unjustified cuts.™ "’

In contrast. Juppé’s finance minister Jean Arthuis advocated spending cuts that would
bring French health spending in line with other OECD countries. in addition to higher taxes
through the CSG.™ The CSG was the most important measure. since it is levied on a much
wider variety of incomes than the payroll taxes which pay for social security premiums.

In 1996. the Juppé government introduced health system reforms in 1996 that were
to be phased in through 1998. For the first time. sanctions were established to punish doctors
for spending in excess of fixed limits. The social partners. through the health insurance
funds. would be responsible for setting and monitoring compliance with the limits.

Government would be involved in reaching agreements with the funds in order to impose

% Normand. Jean-Michel. “Assurance-maladie: beaucoup d'intentions. peu de décisions.” Le
Monde. February 1. 1994.

“% Bezat. Jean-Michel. “Le ministre de la santé envisage une réforme du financement de I assurance-
maladie en 1996, Le Monde. July 13. 1995.

7 Ridding. John. “France tries to staunch health service wounds.” Financial Times. August 17,
1995.

%% Ibid.
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some state direction on spending limits. Medical databases were planned in order to facilitate
the detection of abuse. Under the insistence of Finance Minister Alain Madelin. coupon
books tor health services were to be phased in through 1998. beginning with residents 70
years of age and over.™ Premiums and the CSG were also raised to close the funding gap
in the health system.

The most striking and new aspect to the Juppé reforms was the explicit connection
of health reforms to attaining the membership criteria for EMU under the Maastricht Treaty.
This was not the only reason offered. Juppé's social Affairs Minister. Jacques Barrot.
announced that liberal medicine. in which doctors enjoyed independence. was experiencing
its “last chance™ ™ to demonstrate its economic sustainability.

Juppé continued the policy of extending the CSG-trom late 1996 onward. It applied
to virtually all income except interest from a variety ot savings plans-and allowed lower
payroll taxes in compensation. which in turn relieved pressure on employment. [n sum. the
CSG rose trom 2.4 to 3.4 percent. while health cure premiums dropped trom 6.8 10 3.5
percent.”’!

Meanwhile. Juppé helped to engineer Force Ouvriére’s removal from its controlling
position of CNAM. which it had controlled for the previous 30 years. Juppé moved up
elections to manage the fund when the FO was unprepared. allowing the more moderate. but
internally less stable CFDT to be elected as the union head of the fund. Though the FO.
which had engaged in a policy of total opposition to the government’s plans to use CNAM
as a cost control mechanism and could have blocked it eftectively. was publicly outraged and

demanded control of the nation’s unemployment insurance tund as minimal compensation.

% Bezat. Jean-Michel. “Le gouvernement engage une profonde réforme de la médecine libérale.”
Le Monde. April 6. 1996.

- Ridding. John. “France tries to staunch health service wounds.” Financial Times. August 17.
1995. Additional positions from Barrot appear in an interview conducted by Thierry Bréhier and
Michel Noblecourt. See “M. Barrot veut reformer la Sécurité sociale sur la base du «contrat».” Le
Monde. April 25, 1996.

7' Bezat. Jean-Michel. “La reforme du financement de [ assurance-maladie est engagé.” Le Monde.
September 7. 1996.
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it was unable to change matters. During 1996. this provided Juppé both with the means to
implement his policy. and revenge for the FO-CGT led strikes of October 1995.7* Madelin
made it clear from the tinance ministry that this move was designed to endow CNAM with
effective control powers found in the German health care system. while leaving government
out of the dirty work. This method. he suggested would allow retorms to take place under
the maximum social cohesion possible.”™ This plan gathered strength as the CFTDcontinued
to outpace the FO in elections to the management boards of the nation’s regional health tund
boards.” ™

The changes provided the government with some momentum in pressing doctors for
concessions. but not nearly what Juppé wanted. Afteradoctor strike in October. CNAM was
able to come to an agreement with health providers that would save 30 billion FF tfrom the
budget.”™

Overall. health reform demonstrated sensitivity to voter concerns about the quality
of health care and the sanctity of the entitlement to paid doctor visits and prescription drugs.
The opposition of doctor unions has played much less of a role in rising costs than in
prciecting broad public demand for the service. The adoption of modest restraits in the run-
up to the deadline fer EMU membership. ard then in connection with the broader savings
program for EMU demeonstrite 2 clear desire to avoid the wrath of voters in the reform

process.

Ab )

= "La CFTD s’installe en partenaire privilégé du I"Etat et du patronat.” Le Monde. June 4. 1996.

7% - Alain Juppé réaffirme sa détermination de mener a bien la retorme de la «Sécu».” Le Monde.
October 25. 1996.
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FO subit un net recul aux éléctions dans les caisses primaires d”assurance-maladie.” Le Monde.
November 4. 1996.
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** Bezat. Jean-Michel. “Les négotiations caisses-médecins s*engagent dans un climat tendu.” Le
Monde, November 10. 1996.
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Unemplovment Insurance

Like the pension and health insurance tunds. unemployment insurance is managed by
employer groups and unions. and funded by premiums from employees and employers.
Government is responsible for setting the eligibility requirements. From 1991 onward. new.
more generous eligibility rules and rising unemployment pushed the fund into deficit.
Marginal cuts were implemented in 1992, then negated by a major program of benetit
extensions in 1993. The deficit persisted until August 1994. when subsidies from the
government’s general budget began to top up the fund. meaning a worse position tor the
deticit.

Overall. both socialist and conservative governments were more likely to increase the
number of workers with entitlements to benefits than reduce its spending commitments. The
Rocard government expanded access to benefits in 1990 when it reduced the qualifying
period for contract workers from two years to six months. and provided for an extension of
benefits through further short-term employment.™ This measure ensured. in contrast 1o
Germany. that residents on the periphery of the labor market had access to benetits.

However. the Rocard government responded to imbalances in the tund in 1991 by
demanding that employer and union representatives adjust premiums to relieve pressure on
the general budget.””” In 1992. spending reforms were rendered significantly easier when the
FO lost control over union representation on the managing board to the CFDT. (In 1996. the
shift was confirmed when the FO unsuccesstully threatened to make lite difticult for the

b

board if it were not handed back control over the fund).”™ The government accepted new

managing board suggestions to trim benefits. This involved a new waiting period of three

“’* Boissard. Denis. “UNEDIC: L épreuve de vérité.” Nouvel Economiste. September 3. 1991.

*"7 Lebaube. Alain. “Les négotiations sur la régime d”assurance-chomage s’ annonce trés difficiles.”
Le Monde. September 24, 1991.

S On the battle between the government and the FO. see. Alain Faujas. “Le gouvernement ne
souhaite pas que Marc Blondel préside 1'Unedic.” Le Monde. August 14, 1996. On the election of
Nicole Notat of the CFDT. see David Buchan. "New head for French unemployment fund.”
Financial Times. October 1. 1996.
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days before collecting benefits. and a declining entitlement over time to encourage job
seeking. In addition. it introduced harder qualifying criteria for benefits. Instead of
qualifying for benefits atter paying premiums tor three months within the previous year.
workers under the age of 50 would qualify after six months. while workers 50 and over

279

would qualify with four months ot contributions.”” For residents with more stable work
histories. benefits remained generous. Those with a year of contributions into the fund were
entitled to 14 months of benetits, and those with two vears of contributions remained entitled
up to five full years.™

Until their electoral defeat in 1993, the socialists limited changes to the
unemployment insurance fund to these measures. while attempting to stimulate job growth
out of general revenues. Only when the tund threatened to go bankrupt did the government
consider larger subsidies from general revenues. The fund’s managers requested new money
in early December. while banks that had already lent UNEDIC more than three billion trancs
retused to lend more. They demanded that government promote early retirement and
advances from the central treasury.™" Inearly 1993. lubor and employvment minister Michel
Giraud reiterated the government’s determination to place pressure on entitlements by
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promising only to advance payments to the fund.” Two weeks later. the government

committed more central budget money into the UNEDIC fund.™’
After winning an election in 1993 that revolved around high unemployment. the
Balladur government extended benetits for unemplovment insurance recipients whose core

benefits had expired. It also created new benefits lasting up to a vear for first time job

= Dawkins. William. "Accord heads off crisis in pay for French jobs.” Financial Times. July 20.
1992. Alain Lebaube. L assurance-chdmage provisoirement sauvée.” Le Monde. July 20, 1992.

%9 Rise in French jobless strains benefit system.” Financial Times. June 24, 1992,

N . . - a ..
! Lebaube. Alain. “Les dangereuses solutions de |"assurance-chdmage.” Le Monde. December 7.
1992.

b\ . . . . . . . - .
32 Boissard. Denis. "Les negociations sur I'Unedic se durcissent.” Nouvel Economiste. May 7.

1993.
¥ Boissard. Denis. “Létat donne un coup de pouce i Unedic.” Nouvel Economiste. May 21. 1993.
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seekers. The FNE program was also extended to promote partial retirement by topping up
salaried for workers over 55. A new retraining program was also instituted that provided
benetits up to six months for workers in shrinking industries.”

The Balladur government’s most important innovation was to relieve some pressure
on insurance premiums through direct transfers from general revenues into the funds. InJuly
1993. the labor minister pushed the social partners to raise premiums to cover some of the
chortfall by offering ta pay one third of the cost out of the general budget.™ although it took
until 1994 betore Balladur approved the plan over the objections of the budget minister.

Nicolas Salkozy.™

Revenues recovered modestly with employment in 1994 but the
subsidy continued to be the reason why the fund showed a technical surplus.™

In addition. many recipients had simply exhausted their benefits. despite the
extensions of [993. and been pushed on to other programs tunded by general revenues.
including social assistance.™ In 1994, 29 percent of those who went ott unemployment
insurance transterred to the social assistance program. UNEDIC. in contrast. provided for
only 45.6 percent of the unemployed in 1994, compared to 62.4 percent in 1993.™ A
continued anti-traud campaign continued to bring modest reductions in liabilities.

[n 1995. the Juppé government broadened the meusures to detect and punish

unemployment insurance recipients and various program participants who did not meet

“* Lebaube. Alain, "L assurance-chémage,” Le Monde. July 13. 1993. The salary top-up
guaranteed 80% of the working wage.
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A I'UNEDIC.” Le Monde. August 3. 1994,

7 L' Unedic dégage un excédent.” Nouvel Economiste. April 28. 1994,

% Devillechabrolle. Valérie. “82% des chdmeurs indemnisés touchent moins de 5000 francs par
mois.” Le Monde. January 12. 1995.

% Ihid.

* Devillechabrolle. Valérie. *De plus en plus de chambers beneficent de |"allocation de solidarité.”
Le Monde. May 18. 1995.

145



eligibility requirements. These measures were the most important and sweeping measure on
reforming unemployment insurance that the Juppé government introduced. While checks
in 1993 and 1994 under the Balladur government produced only very small numbers of
benetit reductions.™" Juppé hoped that benefits would drop once recipients were required to
report regularly to a government office. They would also face a “triple sanction™ of benetits
forfeited during and after the investigation as well as a demand to repay benefits received.™

Another important development in the balance ot the unemployment insurance fund
was the establishment and extension of supplementary and active labor market programs that
fulfilled the function of unemployment insurance without being paid for through the
premium fund. In most cases. subsidies to employers were available in return for hiring
particularly hard-to-place individuals in the labor market. The RMI (Releéve Minimum
d’Insertion.or RMI). established in 1988. took care of tirst-time job seckers. the Training and
Reclassitication Allowance (Allocution Formation-Reclassement. or AFR) for those
considered good candidates for retraining. Solidarity Employment Contracts (Contrats
Emploi-Solidarité, or CES) the second most extensive program. provided subsidies for
employers hiring the long-term unemployved. 700.000 individuals benetited trom this
program in 1993."

However. both unions and employers demonstrated unwillingness to give up
subsidies trom general revenues. In 1995, both expressed outrage at Juppé's attempt to cut
the national deficit by delaying a subsidy of 12.5 billion FF for the current fiscal vear.™

What do these observations tell us collectively about the impact of unemployment

M. Juppé relance le débat sur les «faux chambers» et nomme une mission denquéte.” Le Monde.
September 29. 1993.

“* Devillechabrolle. Valérie. "L’indemnisation des chambers ayant une activité ne cesse de

baisser.” Le Monde. June 29. 1995.

“* »Le traitement social du chdmage se développe.” Nouvel Economiste, March 3. 1995, In 1993,
about 900.000 reciptents benefited from the RMIL

“* Beuve-Méry. Alain. “L'Etat décide de reporter le versement de ses subventions au régime
d’assurance-chomage.” Le Monde. September 6. 1995.
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insurance on the national budget. and on the wider implications of unemployment itself on
government tinances? The unemployment insurance program. looked at narrowly. is in much
better shape than its counterparts in other European countries. despite unemployment that is
higher and more persistent than in most neighboring countries. The fund’s deficit ot about
12 billion FF (before subsidies implemented from 1994 onward) pales in comparison even
to Germany's. There are several reasons for this result. and those reasons illustrate why
unemplovment has structural impacts on the spending commitments of the national
government in other ways. The differences in contrast to the German case are instructive.
and illustrate the relationship between political demands and the stability of overall
entitlement levels.

Each government was reluctant to restrict the entitlement to unemployment insurance.
but also looked for ways to balance the fund without government subsidies. Each
governments was more likely to widen the entitlement to unemployment insurance for
selected groups to cover more individuals. Older workers in particular benefited both from
measures designed to bridge the gap between layoft and qualifying for early retirement. and
heavy fines levied against employers who lay off workers 50 years of age and older. as an
attempt to contain unemployment among older workers.

In practice. the Balladur and Juppé governments struck a compromise between the
premium-based system of funding. designed to maintain pressure on expenditures. and an
increasing tendency to contribute tunds from the central budget. Unlike Germany. France
made a fairly friction-free transition to accepting the need to pay tor non-insurance labor
market programs (like retraining and early retirement) out of tax revenues rather than
premiums. Nevertheless. French premium payers to toot a significantly larger portion of the
bill than they did in the mid-1980s. Participation of employer and union representatives did
a great deal to create political support for spending reforms. especially after the CFDT
replaced the FO. and further. when the government established parity on fund management
boards rather than union superiority.

Both employers and untons involved in administering the unemployment insurance

fund argued for a combination of strong benefits and low premiums. Employers see the
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fund as a means of making layoffs as friction-free as possible. while unions see the benefits
for jobless residents as an economic right.

Many of the costly programs related to unemployment were not entitlements. but
special programs designed to meet the strong political demand that governments promote job
creation. In one way or another. all of these programs created a new category ot low-wage
jobs free of social security premium obligations.  As a result. the modest employment
erowth that France experienced in 1994 did not contribute significantly to tax and premium
income.

Sadly. the most important tactor contributing to the small impact of unemployment
insurance on the national budget was the fact that many more individuals began to exhaust
their benetits between 1993 and 1995. These individuals increasingly shitted to the pension
system of the welfare system rather than returning to work. While UNEDIC still covered
62.4 percent of job scekers in 1993. it covered only 45.6 percent in 19947

One last observation about development of the fund and Maastricht is notable in
comparison with the pension and health care systems. While governments. and the Juppé
government in particular. used the entrance requirements of Maastricht to justity changes to
the core of the pension and health insurance programs. they did not do so with the
unemployment insurance program. Only savings from anti-fraud measures were broughtinto
connection with the governments’™ EMU-related savings programs.

Spending reforms in France illustrate the benefit that corporatist negotiating
arrangements had. both for implementing changes and controlling backlash againstcuts. The
main obstacle to reforming spending commitments was their fragmented nature. which
rendered spending in some sectors more immune to reform. where employers and unions

were not receptive.

“* De plus en plus de chambers bénéficient de | "atlocation de solidarité.” Le Monde. May 18. 1995.
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Banque de France

Central bank independence contributes to price stability in two important ways. First. it
carries out monetary policy to prevent or fight inflation. forcing government. employers and
unions to consider the consequences of their economic behavior. To the extent that these
actors are receptive to advice. the central bank can recommend appropriate behavior.
Second, the central bank can activelv promote political support for price stability. both
among government officials and voters. by emphasizing the rewards that follow discipline
in economic behavior. Often. the rewards stressed are lower interest rates. which raises

prospects of growth and employment. and secure savings.

Structural Reform

Structural reform for the Banque de France first became a public issue in the parliamentary
elections of 1993, The currency crisis of 1992 had forced the de fucro suspension of the
European Exchange Rate Mechanism and raised concerns about the future value of the tranc.
To mitigate uncertainty. Banque de France President Juacques Larosiére publicly urged
politicians to grant independence as quickly as possible. As an incentive. he predicted that
independence would protect the tranc’s exchange rate by stabilizing the expectations of
international currency market on its future value. He also stressed that French voters
expected the measure as an demonstration of competence from any party hopetul of leading
the country.™ Though bipartisan agreement reigned in principle. there were serious doubts
that Edith Cresson. the socialist caretaker prime minister. could deliver a central bank with
the independence required to ensure price stability. Central bank independence consequently
became an election issue. Edouard Balladur. the RPR (Rally for the Republic. or
Rassemblement pour la République) candidate for the post ot prime minister. presented his

proposals for granting the bank its independence as early as January. The liberal Union for

% Gumbel. Peter. “Banque de France may get its independence.” Wall Street Journal. January 20,
1993.
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French Democracy (Union pour la démocratie frangaise. or UDF), with the blessing of the
EMS’s co-creator. Valéry Giscard d’Estaing. laid out a similar manifesto.™’

The Balladur government made central bank independence one of its first priorities
after its election in spring of 1993. The first proposals tor reforming the bank focused on its
mission to ensure price stability. Betore a bill was laid before the National Assembly.
however. concerns about constitutional chatlenges to the legislation had already placed its
capacity to pursue price stabilitv in question. Economics minister Edmond Alphandéry
expressed dissatisfaction with a clause protecting the government’s control over general
economic policy and expressed his hope that the clause could be removed once France had
entered the third stage of monetary union. Alphandéry later confirmed that the pertinent
clause was designed to pre-empt constitutional challenges against the legislation rather than
challenge independence. Under Article 20 of the French constitution. the government was
responsible for conducting economic policy. and could not delegate that authority.™

The balance of measures ensure that the bank’s independence in monetary policy has
a tirm legal grounding. Furthermore. National Assembly members in tavor of independence
for the Banque de France strengthened this bias by inserting a clause ensuring that the Treaty
on European Union would form a key component of that legal basis.

The competing principles were found in two sections. First. the provision that “the
Banque de France carries out its mission within the framework of the government’s general
policy.” could have been interpreted to allow government to virtually dictate exchange rate
or interest rate policy. thereby allowing government theoretically to control monetary policy.
Second. the bank was otherwise given the responsibility to “define and implement monetary
policy with the goal of price stability.” Moreover. the bill provided the legal framework tor
protecting the bank's president. vice-president. and monetary policy members from

government interference. The bill explicitly prohibited these individuals from either

7 Robin. Jean-Pierre. “Vers |"indépendence de la Banque de France,” Le Figaro. January 22. 1993.
% Buchan. David. “France gets its Bundesbank. but a Gallic one.” Financial Times. May 12. 1993.
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soliciting or accepting instructions from the government.™

The provisions of the bill required further assurances ot the Banque de France's
independence before economic conservatives in the National Assembly and in the Senate
would vote for the legislation. In order to ensure that future governments could not use the
“framework of government policy™ clause to undermine the bank’s commitment to stability.
the National Assembly inserted an indirect reference to the Treaty on European Union
designed to strengthen the bank s position against future legislation.™ The Senate enhanced
the Bank's explicit responsibility for controlling the supply of money and credit. It also
insisted on fewer persons involved in the nomination process for monetary policy board
members (specifically. the vice president of the State Council. or Conseil d'Etat was to be
removed) as a means of excluding political influence over the monetary council. Finally.
they opposed the right of the economics minister to make presentations to the monetary
policy council. to avoid an informally institutionalized government presence on the board. '

The key teature of the Banque de France which distinguishes it from both the
Bundesbank