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1. INTRODUCTION
Although West European welfare states may not be in crisis, they are clearly at
an impasse. For the moment, the process of adjustment to internal strains and
external pressures has been producing more austere versions of systems
established in the post-war ‘golden age’ capitalist. Each state is responding in
ways dictated by inherited rules and regulatory structures to the problems of
cost-containment in health, pensions and social security driven by demographic
pressures, life cycle changes, relatively high levels of unemployment as well as
by basic changes in the Fordist model of economic organisation. But at the
same time, the scope for different responses - that is, for national autonomy - is
being reduced: by the need to avoid an excessive fiscal burden on the middle
classes and blue collar workers (a domestic constraint) and by an increasing
interdependence among economies in trade and finance (an international
constraint). This interdependence is the result less of new, pan-European
structures (although, as discussed below, there are some signs of this occurring)
than of the combined effects of regional economic integration in Europe (the
single European market, European Exchange Rate mechanism (ERM) and
moves towards European Monetary Union (EMU)) and globalisation
(competitive trade pressures and the liberalisation of international financial
flows).
Together, these forces are operating what one can call a ‘subversive liberalism’
which, although not creating a full-blown 'crisis’ of the welfare state, is eroding
the principles of universalism and solidarity in welfare provision and
subjugating social progress to the exigencies of economic competition. While
until the late 1970s European welfare state were able to maintain their
traditional goals of redistribution, welfarism and full employment - while also
adjusting to the international economic competition - the new demands of the
1990s derive not only from market interpenetration. They are also the product
oFan internal deregulatory agenda - backed by powerful neo-liberal arguments
(often presented as ‘economic necessity’) - that is coupled with externa)
pressures in the global economy. Perhaps most importantly, the end of the
international regime of ‘embedded liberalism’ created by Bretton Woods - ~
based on fixed exchange rates and capital controls - has witnessed a loss of
control by governments over financial transactions and both international and
domestic liquidity creation as credit and exchange controls have been
abandoned. In consequence, the domestic economy has also become hostage to
international finance and the demands of ‘credibility’. While having to come to f
terms with internally generated welfare state problems nation-states must also
now shoulder the burden of external adjustment in restraining the expansion of
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credit and money stock effected by international markets, defending the balance
of trade and payments and controlling inflation. Under these circumstances, just
as permanent innovation and change have become the defining features of the
competitive firm in global markets, so too is it becoming a feature of national
welfare states, under constant pressure to adopt what two economists - Dreze
and Malinvaud (1995) - have called a ‘lean welfare state’, one compatible with
competition in the new global economy.

2. GLOBALIZATION AND THE LOSS OF NATIONAL POLICY
AUTONOMY
Although an imprecise and over-used term, ‘globalisation’,encapsulates several
developments which have important consequences for traditional welfare state
arrangements: international competition (between welfare regimes as well as
firms), and international interdependence. However, the responsibility of
‘globalization’ per se for the problems of high unemployment and welfare state
strains in the Western industrial nations is unclear. On the one hand there is
considerable debate as to the impact of the growth in international trade and the
role of foreign direct investment in undermining employment; and on the other,
there is disagreement on the extent to which the globalization of finance has
eroded national autonomy.

Competition between Regimes
As for the growth in trade and the threat to employment - and welfare - that it
represents, several dimensions of the issue need to considered. First there is the
impact of market integration in Europe in the absence of a harmonisation of
social entitlements and labour standards which, arguably, could force national
regimes to converge on the lowest common denominator.
With the more acute competition in goods and services stemming from the
creation of the single European market, there may be a growing degree of
competition among regimes due to their variable social costs. This has two
aspects. The first is that it could conceivably produce ‘social dumping’ and the
‘regime shopping’ by footloose firms. The second is the prospect that, given the
danger of company relocation to escape restrictive regulatory jurisdictions,
member state governments could engage in ‘social devaluation’ - a problem
likely to be compounded under EMU as they seek to compensate for their loss
of influence over exchange rates. It is frequently pointed out that competition
2
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between regimes ('competitive deregulation’) is likely to be limited due to the
lack of any clear evidence for a relationship between high welfare state
spending and competitive decline - what Korpi (1993) calls 'the Welfare State
Jeopardy hypothesis’ (see Pfaller, Gough and Therbom (1991) for an in-depth
study of this issue). Several arguments can be mustered for the contrary
argument: that differences in productivity levels and largely offset the
differences in social charges (hence the coincidence of international trade
success and high labour costs in Germany and the Netherlands); that increasing
specialisation within the Union reduces direct competition between low and
high social charge member states (Adnett 1995); similarly, ‘social dumping’
and ‘regime shopping’ by firms based in tightly regulated labour markets with
high social costs will also be mitigated a whole range of factors other than
labour costs, including production organisation, skills and education provision,
quality, marketing, market-proximity and after-sales service as well as the
‘constructive flexibility’ deriving from certain high-wage, high-skills labour
market regimes (Rhodes 1992; 1993). This is the basis for the ‘progressive
competitiveness’ argument at the core of the ‘left alternative’ to the neo-liberal,
cost-reduction, strategy: that high costs force employers to produce higher
productivity from capital investment and social security systems employ a large
number of people, redistribute income and sustain levels of demand (see
section four below).
Second, there is the international dimension. Europe is not an isolated entity.
Firms in the 1990s have a global perspective. And it may be precisely that fact
that the opportunities for relocation are so vast in the rest of the world that, to
date, there has been little evidence for ‘regime shopping’ or ‘social dumping’ in
the EU (see Erikson and Kuruvilla 1994: 46). Relocation to low labour cost
countries has clearly been occurring at a rapid rate in manufacturing, especially
in those sectors where production can be easily separated from conception and
design and where the market is global. This - and the vast increase in the
growth of manufactured exports from the South to the North - has been driven
by the growing gap in manufacturing costs between OECD and developing
countries and the parallel narrowing of productivity levels. Freeman and Soete
(1995) argue that while this will produce an on-going process of ‘global shift’
in manufacturing (including an increasing transfer of production to the new low
labour cost regions of Eastern Europe), an additional factor in what they call
‘delocalisation’ is the role played by information and communication
technologies (ICT). Not only have labour cost differences become the major
cost variable in certain low level ICT jobs, but also firms are discovering the
relatively high levels of human capital in many Asian countries. Thus, even
high skilled activities - that were previously protected because they were
3

© The Author(s). European University Institute.
Digitised version produced by the EUI Library in 2020. Available Open Access on Cadmus, European University Institute Research Repository.

Martin Rhodes

essentially non-tradable - are becoming subject to international competition. To
date, the major impact of globalized markets to date has been on the unskilled,
blue-collar workers in labour intensive manufacturing, whereas for skilled
workers the jobs created by higher exports have outweighed those destroyed by
imports (see Balls 1994). But semi-skilled and certain skilled workers will also
be affected by the globalization of IT and the rise of Asian-Pacific countries
that have made a massive investment in education and human capital during
recent decades. While the Western industrialised countries need their firms for
their future levels of employment and living standards, it seems that fewer and
fewer of their firms will need them.
Under these circumstances, new competitive pressures could have important
consequences for the welfare state, especially in those countries which are
unable to create structures to regulate their wage costs (e.g. Glyn 1994) Thus,
the challenges for Europe are whether it is able to manage economic discipline
sufficiently to make welfare spending immune to low cost competition; and
whether it can lower its labour costs without exacerbating social inequalities.
For Pfaller (1993) Europe is at a cross-roads, rather than on the road to greater
convergence, in terms of welfare state management: how will it deal with
growing unemployment without permitting greater dualism in living standards
and life-chances; and how will it respond to the danger of firm relocation and
the consequent impact on the domestic status quo of rights and entitlements.
This is where the domestically generated problems of the welfare state are
exposed by globalisation. For globalisation, industrial decline, and increased
competition from lower cost countries is driving forward the revolution in
manufactured products, technology and work organisation that is both
marginalising the standard manual worker (Esping-Andersen 1994a) and,
arguably, making standard, Fordist, welfare state arrangements expensive and
inappropriate

International Interdependence
The argument that the internationalisation of finance has led to a dramatic
narrowing of policy options may have been exaggerated. Glyn (1995), for
example, argues that internationalisation has been made the scapegoat for the
failure of nation-states in the 1990s to control the domestic sources of social
conflict and inflation that have undermined their ‘credibility’ with the markets.
The argument that politics can still ‘triumph’ over markets is one that is often
made as a corrective to the dystopian vision of a world controlled by
anonymous global forces and the unbounded international flow of finance - a
4
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state of affairs supposedly created by technological advances (especially in
computers and communications), the growth of multinational corporations and
the ‘de-cartelization’ of Western financial structures after the mid-1970s.
On the one hand it is clearly the case that ‘politics still matters’ in the age of de
regulated global finance. It is certainly true that nation-states - especially the
United States and Britain - were instrumental in unleashing the forces of
international finance. As Helleiner (1995) argues, states supported
globalization in three ways: granting freedom to market actors through
liberalization initiatives; preventing major international financial crises that
might have disrupted the momentum of globalization by acting as lenders-oflast-resort to restore stability; and choosing not to implement more effective
controls on financial movements. In some cases, backing Glyn’s (1995)
argument, nations have arguably used the demands of ‘credibility’ as an
alternative means of achieving ‘discipline’ in the domestic context. As
Notermans (1993) points out, the recently increased vulnerability of the
Scandinavian countries to international capital flows has largely been selfimposed, designed to provide a nominal anchor for the price system given
problems in delivering lower inflation through domestic institutional
arrangements. Their liberalisation of exchange controls and the de facto
pegging of their national currencies to the Deutschmark has as much to do with
national political and ideological developments than with ‘globalisation’ per se.
Nevertheless, as Andrews (1995) argues, once unleashed, globalized and de
regulated finance becomes a structural feature of the global political economy
and a structural constraint on domestic policy making. While long-term net
capital mobility remains low - and arguably lower even than in the latenineteenth century - gross short term capital mobility (90 per cent of all current
transactions are speculative) are excessive and contribute to an uncertain and
volatile policy-making environment. And whatever its primary cause of, it is
apparent that the loss or surrender of national policy autonomy is creating
problems for traditional forms of social democratic governance. ‘Subversive
liberalism’ - operating via the effects of increased capital mobility immeasurably strengthens the owners of capital over other groups and
undermines one of the foundations of full employment in the ‘golden age’: the
relative immobility of capital. Macro-economic policy priorities have been
directed away from full employment towards defending the balance of
payments and fighting inflation, with profound consequences for all welfare
states, but especially the small ones which have recently also been integrated
into international markets (Moses 1994:25).

5
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The former EFTA countries provide the most glaring example. While countries
like Austria, Denmark, Finland, Norway and Sweden have traditionally been
open but economically relatively autonomous (in terms of inward and outward
investment and the share of foreign trade in GDP) - and preserved an
independence in monetary and fiscal policy - their situation changed after the
mid-1980s with ‘Europeanisation’ and the deregulation of currency and
monetary markets. In the early 1990s, Finland, Norway and Sweden all
experienced substantial declines in GDP growth linked to financial instability
(caused by deregulation, overheating and banking crises) and are now suffering
from high long-term interest rates, the emergence of larger public debts and
soaring unemployment. Domestic demand has been depressed and public
expenditure cut and a process of welfare state dismantling has been proposed,
bolstered by an increasingly widespread political acceptance of ‘the Welfare
State Jeopardy Hypothesis’ (Kosonen 1993; Huber and Stephens 1993). The
simultaneous collapse of their class compromises and social partnerships and
the adoption of fiscally conservative policies aligns them with other small
European nations such as Belgium and the Netherlands whose economies were
integrated into international markets much earlier (see Kurzer 1992)
More generally, while theoretically it may be true that, as Epstein (1995)
argues, groups and classes within nations have made the political choices that
hinder their capacity to bolster employment, keep taxes high, and prevent the
erosion of their expensive welfare state structures, ‘credibility’ - and the power
of groups wanting to maximize international capital mobility - brings
politicians up against the most powerful interest group of all: international
corporate capital. Choices are still possible; but making them has become
politically, and economically, exceedingly difficult -and beyond the powers of
any one nation acting alone. At the same time, deflationary pressures in the
international system and lack of alternatives for dealing with international
trading imbalances have been added to by the deflationary bias of the global
markets and the growth of anti-inflation domestic coalitions, composed of
certain employer groups and central bankers (Eatwell 1995; Sawyer 1995). As
Keynes predicted, important domestic consequences would flow from the
acceptance of deregulated capital movements - above all the inability of
national governments to pursue full-employment and strong welfare state
policies.

6
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3. MODELS OF WELFARE AND INTERNAL PRESSURES FOR
CHANGE
The question then arises of how these processes interact with the domestic
organisation of national welfare states. What they all have in common is that
they are being forced to contend with the collapse of the cornerstone of highcost welfare - full employment. All are seeking to adjust to the demands of
international competition and the problems of unemployment while retaining as
much as possible of their traditional structures of right and entitlements. In only
the British case has their been a profound shift away from universalism and a
strong political commitment to market-oriented reform. But the dilemma faced
by all west European welfare states is the same - the search for a possible ‘third
way’ between two alternative futures: a preservation of their high-wage model,
with the advantage of low wage-differentials and low levels of inequality but
the disadvantage of high unemployment and a growing gap between labour
market ‘insiders’ and ‘outsiders’; and a progressive shift towards the US model
with high employment but low-wages and high levels of inequality and poverty
(see Esping-Andersen 1994a; 1994b). In both scenarios there is a serious threat
to solidarity and universalism; both imply an increasing dualism in welfare
provision and general life chances.
Many economists now subscribe to the view that while trade-offs may be
achieved between the welfare state and efficiency, high unemployment is
incompatible with equality. Saint-Paul (1994) can find no virtues in the
European model of labour market protection and entitlements - and is puzzled
(as only an economist could be!) by the ‘irrationality and short-sightedness’ of
the delay in their abandonment. Meanwhile, Krugman (1993) argues that while
before the 1970s the generous European welfare states seemed to be consistent
with high employment, high unemployment in the more recent period is a
consequence of the fact that, unlike the US, they have leant against the
emergence of greater earnings inequality, thereby reducing the incentive to
work and the labour supply. For both, Europe’s attempt to ‘buck the market’
explains in large part of the problem of ‘Eurosclerosis’. One could dismiss both
as victims of the ‘Welfare State Jeopardy Hypothesis’ if a number of other
analysts - who are fundamentally ‘friends’ of the European model - were not
essentially in agreement. There are several variants to the argument, but
essentially it adds up to this. The traditional European model is fundamentally
incompatible with continued growth and a return to much lower levels of
unemployment.

7
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The Welfare State after the ‘Golden Age’
Arguments of this kind first began to emerge in the 1970s. While left-wing
writers wrote about the ‘crisis’ of the welfare state and the contradictions
between its redistributive (legitimation) function and the capitalist system, the
intellectual centre and right spoke of ‘government overload’. As Jallade (1992)
argues, the fiscal crisis identified in welfare state management at that point may
well have been exaggerated: low growth rather than soaring expenditure and
‘overload’ was probably the crux of the problem. But a legitimacy problem
arose nonetheless, due to the poor redistributive performance of welfare
systems and their managerial difficulties. The ‘crisis’ was subsequently
corrected by shifting the emphasis in welfare provision towards income
maintenance and protection against risk. Delivery problems were addressed by
a greater diversification and decentralisation of some services and a greater
reliance on new ‘solidarity networks’ (including the voluntary sector). The
major maintenance programmes (pensions, sick pay, unemployment
compensation) were sustained (Jallade 1992: 40-42).
A different set of problems manifest since the 1980s - and much less easily
dealt with - are linked to fiscal and demographic imperatives. The ageing of the
population has created greater demand for pensions, health services and social
care; the decline of the extended - and more recently the nuclear family - has
produced new pressures for financial assistance; poorly designed programmes
of social assistance may have forced up the costs of unskilled or semi-skilled
employment through high social charges, creating poverty traps and enforced
dependency (Gilbert 1992; Lindbeck 1993). The common response across
Europe has been to tinker with provisions: changing the rules for pension
eligibility (increasing the age of entitlement, making conditions more
stringent), finding a new balance between statutory and supplementary
protection, and - reflecting a common tendency to transform entitlements into
incentives - integrating social protection into programmes of employment
promotion (Chassard and Quintin 1992; Gilbert 1992)
But critics of the conventional welfare state suggest that such tinkering may not
be enough: if western European economies are going to cope with the
consequences of globalization and return to employment creating growth, they
are going to have to engage in far-reaching, structural reform. Macro-economic
policies - even in the context of a return to more autonomous nation-states, as
advocated by the left - will do little to improve the prospects of the
unemployed, or alleviate the strains they place on welfare state provision. Nor
will supply-side policies in the labour market - either in the form deregulation,
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as advocated by the right, or a massive investment in human capital, as
demanded by the left’s model of ‘progressive competitiveness’ - resolve the
problem. Given that the structures of the European welfare state as such are
incompatible with the emergence of a post-Fordist, services-based, economic
order, these structures themselves should be addressed. Combining the
perspectives taken by four complementary approaches (Jessop 1993; EspingAndersen 1994a and b; Appelbaum and Schettkat 1995, Lindbeck 1993 and
1994), the story goes like this.
If conditions favouring 'Fordist accumulation’ are to be created, then numerous
impediments (as many on the new Right would also argue) have to be removed.
The first set derive from the expansionary dynamic of a welfare state built on
bureaucracy, centralisation, clientelism and the construction of political
empires, creating personal dependence, poverty and unemployment traps. The
necessary response is a decisive shift from a welfare state inspired by Keynes to
one inspired by Schumpeter in which, as is already increasingly the case in
many parts of western Europe, welfare provision is used to stimulate economic
adjustment. The second set of impediments derive from the fact that the
European welfare state is oriented overwhelmingly towards the family, lifecycle and work of the prototypical Fordist (male) industrial worker. Since this
type of worker and (his) life-cycle are becoming increasingly atypical (although
still heavily protected by ‘insider’ status), these structures of welfare are
blocking adjustment to the new post-industrial era. Clinging to the principles of
the Fordist ‘golden age’ - during which a virtuous circle linked productivity
growth and employment expansion, with rising income translating into higher
demand for manufactured goods - is incompatible with an age in which that
virtuous circle has been broken. Now, demand growth for manufactures will no
longer create more employment - even if labour markets are deregulated because the growth in demand for these products in the advanced countries has
not kept pace with productivity gains. The only solution is a greater shift to
service-sector employment by reducing the costs of existing services and
encouraging the creation of new ones.

The Future of Europe’s Welfare State Models
A synthesis of the foregoing arguments would suggest that Europe’s welfare I
states are under threat from a number of directions: the competitive threat in an
open international trading regime, the loss of domestic policy autonomy and the
internal contradictions of the Fordist welfare state regime. In reality, the
capacity of each European country to respond to these challenges differs. In j
9

© The Author(s). European University Institute.
Digitised version produced by the EUI Library in 2020. Available Open Access on Cadmus, European University Institute Research Repository.

Martin Rhodes

describing how they are coping - and in predicting how they will respond in the
future - it is useful to consider the institutional make-up of Europe’s 'four
worlds’ of welfare capitalism.
European welfare state can be bunched into four broad categories (cf. EspingAndersen (1990), Leibfried (1993) and Abrahamson (1992)): the Scandinavian,
the Anglo-Saxon, the Bismarckian and the Latin Rim. Each has a different
institutional structure of welfare provision, each is underpinned by a different
tradition of industrial relations and labour market provision, and each,
accordingly, has responded to the problem of high unemployment in different
ways. While each - with the exception of the poorer members of the Latin
group - is a member of the ‘high-wage, low- employment’ European club, the
distinctions between them are important, not just for understanding their
contemporary problems, but also their prospects and potential for reform.
Moreover, reform and adaptation to the global economy is contingent on the
ability of each to invest in new technologies ahead of their competitors (thereby
preserving their ‘high wage’ status) and to create new means of employment
generation. In this respect, ‘national innovation systems’ play a critical role.

The Scandinavian Model
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Although there are important differences among the Nordic countries, the
Scandinavian model has had a high degree of universality and
institutionalisation, based on a corporatist wage formation system and a
consensus between capital, unions and the state on rationalization and technical
change.

In terms of employment, Sweden has been famous for its active employment
policy but more recently it has become evident that the most important role of
the state has been as 'the employer of first resort’, especially for women. In
recent years, the industrial relations and wage formation systems have been
radically changed, the result, in part of internationalization which has
unravelled the previous consensus between companies and unions. This has led
to a decentralisation of bargaining - albeit still largely coordinated - in both
Denmark and Sweden. At the same time, globalization has exposed the
weaknesses of the model. Active welfare state policies have coped with
unemployment by expanding public services, while maintaining low wage and
income differentials and increasing the tax burden. But more recently, there has
been a concern to reduce levels of taxation and adopt various market and civil
society solutions to social problems, including privatisation, decentralisation,
10

de-bureaucratization. At the same time, the national innovation system has
revealed itself to be stuck in a Fordist trajectory, with low levels of investment
in R&D, a concentration on traditional natural resource based industry and
engineering, and little development in information and communications
technology (although Denmark has enclaves of both). Echoing EspingAndersen’s critique of Fordist welfare state trajectories, it is possible to say that
the priorities and practices of the Swedish high-wage, high-productivity system
have locked the country into a potentially uncompetitive production path,
especially given the recent tendency for large Swedish firms -on which the
economy is highly dependent - to relocate in lower-cost countries (see Edquist
and Lundvall 1993): as the managing director of Aga recently pointed out,
‘Sweden needs Swedish companies but Swedish companies do not need
Sweden’ (cited in Fulcher 1994: 212).
These countries provide an especially dramatic example of how changes in the
international environment - globalization -have interacted with domestic
policies and problems. Sweden, Finland and Norway all experienced dramatic
increases in unemployment in the late 1980s and early 1990s. This was
triggered in part by the coincident rise in international interest rates and the
internationalisation of financial markets. All three governments made an
identical series of decisions on the timing of financial deregulation, income tax
changes and exchange rate policy which had strong pro-cyclical effects,
contributing to an overheating of the economy in the late 1980s and
aggravating the crash of the 1990s. These changes undermined the corner-stone
of their growth/employment models by making low interest rates - and the
privileged borrowing by industry over consumers of credit - impossible to
sustain. The rise in unemployment meant rising demands on the welfare state
and a decline in social security contributions and taxes. Replacement rates were
cut, waiting days introduced, qualifying conditions increased and services cut.
Denmark has introduced a greater selectivity of benefits, income testing,
modifications of indexing, and temporary de-indexation (Stephens, Huber and
Ray 1994). Stephens (1994: 26-7) argues that unless unemployment falls below
5 per cent in the Scandinavian countries - which is unlikely in the near future then further welfare state cuts and restructuring are likely. For Fulcher
(1994:213), the Swedish experience - and the impasse of its Social Democratic
Party - has much wider implications: ‘The enhanced mobility of capital in
today’s world makes Keynesian solutions difficult to implement, for higher
public expenditure means higher taxes and that is no way to attract or retain
capital... The lessons of the 1980s is that socialism in one country is no longer
possible. All the Social Democrats, like the British Labour Party, can
realistically provide is a more humane variant of the neo-liberal state’.

© The Author(s). European University Institute.
Digitised version produced by the EUI Library in 2020. Available Open Access on Cadmus, European University Institute Research Repository.

Martin Rhodes

The Liberal Anglo-Saxon Model
At the opposite end of the European spectrum, the liberal, Anglo-Saxon model
- which has been most developed in the UK - has traditionally had an emphasis
on publicly organised and financed social insurance with low flat rate provision
in combination with private charity. According to Leibfried (1993: 252), in this
‘residual welfare state’, ‘selectivism reigns as the principal approach of social
policy, making the welfare state rather a compensator of the last resort’. Over
the last decade or so, the UK has made the most decisive shifts in the direction
of the US model, with wider wage dispersion, increasing inequality and a rapid
expansion of low-paid service sector jobs. The growing dualism in the labour
market has been accompanied by a growing dualism in welfare, as more weight
is attached to means-testing when allocating benefits, and changes in social
security regulations encourage higher income groups to leave the compulsory
system and join private insurance schemes. The shift in policy priorities away
from the system’s Beveridgean origins - towards a low-cost, minimal system of
welfare, with ‘benefits targeted on the ‘deserving’ and an unfettered labour
market generating low-wage jobs’ - conform with, rather than counteract, the
pressures coming from the international system.
Clawing back elements of a more comprehensive system of welfare will be
difficult given the problems of raising taxes once substantial reductions have
been conceded. Moreover, the markets are unlikely to look favourably on such
a reform and higher taxes would undermine demand in a context of already low
growth. A strategy of ‘progressive competitiveness’ - i.e. a return to a highwage, high-skills equilibrium - will also be difficult in the UK because of the
structural problems inherent in the country’s national innovation system: the
absence of an innovative support system of intermediate organizations, low
levels of R&D capacity in centres of education and research as well as in most
areas of industry, a fragmented and poor quality training system and a wellentrenched traditional and capital markets dedicated to short-term gain and to
trading, rather than developing, productive assets. One option that is becoming
more important in European economies - development via regional productivity
coalitions - is prevented in the UK by the absence of a regional system of
innovation, a lack of managerial and technical skills and only a weak
regionally-oriented venture capital industry. This restricts the spin-off effects of
multinational investment - the main source of renewal in Britain’s weak
industrial structure. The solutions to these problems range from the active to
the rather more passive: while Walker (1993) perceives a new set of
opportunities as well as threats in globalization (Japanese FDI could
revolutionize Britain’s archaic industrial culture and ‘Europeanization’ could
12

© The Author(s). European University Institute.
Digitised version produced by the EUI Library in 2020. Available Open Access on Cadmus, European University Institute Research Repository.

Globalization and Western European Welfare States

speed up the diffusion of more effective practices in education and training),
others (e.g. Minns and Tomaney 1995) advocate a full-scale overhaul of the UK
financial system in addition to political devolution, a new regime of pension
fund management and a regionalization of the Bank of England along
Bundesbank lines. Indeed, there is a risk that unless radical changes of this
nature are achieved, Britain will be relegated permanently to a second-rung of
decreasingly competitive nations. Social fragmentation and the further erosion
of the Beveridge welfare model are the predictable result.

The Corporate, ‘Bismarckian’ Model
The ‘Bismarckian’ model of the central European countries is one that has
emphasized labour market-based solutions, involving agreements between
employers and employees on insurance arrangements covering workers for
unemployment, sickness and old age. In place of ‘universalism’ these countries
have created what Leibfried (1993: 252) calls ‘a fragile tradition of virtual
universalism’ via ‘full employment promises’ and ‘private labour market
practices’. Those sectors of the population left outside the labour market are
dependent on local public or private charity. Regarding employment creation,
Germany is the example par excellence of the passive continental welfare state
countries that have maintained their high-wage, high productivity systems but
at the expense employment stagnation, relatively narrow and unchanging wage
differentials and an increasing tax burden to finance income maintenance
programmes (see Esping-Andersen 1994a and Appelbaum and Schettkat 1995).
At the same time, while labour costs rule out an expansion of low-paid service
sector jobs, the country’s innovation system is locked into a Fordist trajectory
that also works against the creation in large numbers of their hi-tech, highlypaid equivalents.
Recent changes to the system have not been extensive, as one would expect in
Europe’s strongest economy. Nevertheless, strains in the system are now
occurring and seem set to increase. As in Scandinavia, future changes in
pensions and state’s role in the future cash benefits system are now on the
agenda as the government begins to tackle rising welfare costs. Germany has
already increased the retirement age and reduced rate of increase in the amounts
paid. Unemployment - which has risen to more than 8 per cent in western
Germany and is even higher in the east - will force new cuts in welfare
provision if these levels do not abate. The level of non-wage labour costs in
Germany is driven by rising social expenditure given that occupational
insurance schemes, rather than general taxation funds the system. This has two
13
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major consequences. The first is on the sustainability of the present, rather
comprehensive system, as the unemployment remains high or increases and the
numbers of standard Fordist workers, with full-time employment, long-term
decrease. Since fewer people meet the criteria for employment-linked benefits,
the numbers with ‘insufficient claims’ on the system is increasing, exposing
them to the risk of poverty through sickness, unemployment or old age (Plaug
1995).
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The second consequence is for competitiveness. The conventional strengths of
the German system have kept its traditional industries ahead of the pack,
despite high wages and high social costs. This has been built on a consensus on
industrial adjustment, underpinned by a strong, centralized labour movement,
patient, long-term capital provision based on a close, productive relationship
between banks and industry, and an institutionalized and well-resourced
vocational education and training system. But now, the standardisation of
production processes means that these can be duplicated elsewhere at lower
costs, and high wage and non-wage costs in Germany are producing a
significant relocation process, to southern Europe, eastern Europe and the
developing countries. Compounded by the accelerated pace of corporate
restructuring at home - which is driven, in turn, by the more intense
competition generated by global markets - this is creating a large pool of
unemployed, and not just amongst the unskilled. At the same time, the strengths
of the system are becoming a source of weakness and an impediment to
adaptation. In the same way that the Fordist worker has become a privileged
‘insider’ in continental labour markets, with costs of adjustment are increasing
borne by the ‘outsiders’ (unemployed or precariously employed workers), so
the Fordist industries have ‘insider’ status in the German financial and
innovation systems, and small start-up, information and communications
technology firms access capital only with great difficulty, a problem
exacerbated by the weakness of the German venture-capital sector (see
Audretsch 1995). Thus, although its institutional strength should allow
Germany to sustain its high-skill, high productivity equilibrium, there are
evident problems in shifting towards the post-Fordist economy, in terms both of
high and low-paid service-sector employment.

The Southern Model

The ‘southern model’ has traditionally emphasized civil society solutions like
church, family and private charity in combination with parallel residual public
welfare institutions - providing, in other words, a ‘rudimentary welfare state’.
14

In the group itself there are many commonalities but also significant
differences. Spain, Greece, Portugal and Italy have all been characterised by a
special set of problems linked to ‘late development’ and an uneven
occupational, territorial and distributive development of welfare state
provision. These four suffer from the highest public deficits in the European
Union. These are largely linked to problems in financing pensions, but are
compounded by the costs of high rates of unemployment (much of which is
long-term and resistant to both policy modification and economic growth) and
by fiscal problems (high rates of tax evasion, especially in Italy and Greece).
There are a number of other welfare protection gaps: for example, there is no
income maintenance for first job-seekers in Spain, Portugal and Greece, and
very low minimum benefits in the case of old age and invalidity. Polarised
protection produces, in turn, a very high incidence of poverty and social
exclusion in these countries, compounded by geographically concentrated, high
rates of unemployment for younger workers. While the Spanish welfare state
has been institutionalised and expanded over the last two decades, the Greek
system remains partially formed (and its redistribution functions limited), while
the Italian system has recently witnessed significant cuts and the emergence of
an ‘anti-universal’, middle-class coalition (Saraceno and Negri 1994, Ayala
1994, Petmesidou 1991, Ferrera 1995).
Three of these countries - Spain, Italy and Greece - suffer from acute problems
of unemployment, especially amongst younger workers and women, betraying
acute problems of adjustment of the more traditional sectors of the economy. In
all three countries, labour market regulations, low levels of educational
participation, highly inadequate training structures and uneven patterns of
economic growth have combined to create high levels of long-term, structural
unemployment. High unemployment compounds, in turn, the problems of an
insufficient tax base and the costs of welfare provision for labour-market
outsiders. Some innovations have been made in recent years in labour market
regulation but these have failed to provide an enduring solution to the problem:
the short term consequence has been an expansion of precarious, temporary
jobs which provide neither skills nor the status of labour market insiders: fixedterm employment in Spain now accounts for one-third of all jobs, while the
official rate of unemployment is currently 24 per cent. Upgrading the economic
base of these countries is made difficult by poorly developed innovation
systems. Even Italy - which has a relatively advanced innovation system both in
the large-firm and small-firm sectors - faces difficult problems of adjustment to
globalization. The localised, entrepreneurial dynamism, strong family links and
limited oligopolistic core that has characterised Italy’s advanced industrial
districts also accounts for the weakness of national R&D (Malerba 1993).
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Indeed, Italy has carried off the remarkable feat of joining the club of advanced
industrial economies without a developed, formal R&D system. But whether
this can be sustained in an era of globalized markets is an open question, given
Italy’s inefficient state machine and its poorly coordinated education and
training systems. Its response to globalization - although more effective than
that of its mediterranean neighbours - is likely to be increasingly uneven, as
areas with industrial structures and traditions adjust, and those deprived of
them - especially in the south - fall further behind.
While intensified competition can only exacerbate the unemployment problems
of these countries, and place growing strains on their welfare states, large
public deficits mean that these countries are under threat more than most from
the completion of the single market programme and the dynamics of European
monetary integration - the first manifestation of which has been the austerity
programmes imposed by the criteria for participating in EMU. Although
supposedly mitigated by the expanded structural funds and the new 'cohesion’
fund, the demand for austerity and budget cuts at a time of a growing demand
for social support can only undermine these already fragile welfare states.

4. EUROPE: THE SEARCH FOR A REGIONAL SOLUTION?
Although there has been enthusiastic support from many quarters for a
European ‘solution’ to the employment crisis, and a supranational defence of
the European ‘welfare state model’, there are serious difficulties in both. On the
one hand, in an era of mobile capital and international interdependence, an
isolated regional strategy of restoring macro-economic policy autonomy is as
unrealistic as an isolated national one.
As Eatwell (1995:282) argues, although the trading conditions of the EU could
theoretically underpin a common expansionary policy (its external account is
typically in balance and much more stable than the current accounts of either
the US or Japan) the other elements of a ‘full-employment’ strategy - monetary
and fiscal co-ordination are missing. Nor would co-ordination be facilitated at
any great extent by the EU’s healthy external account: any expansionary policy
would be undermined by the imbalances in trade between member states and
their non-Eli trading partners. On the other hand, Europe is unlikely to develop
structures akin to a European welfare state, his can be explained in essence in
terms of a nation-state paradox, described by Wolfgang Streeck (1995: 33) in
the following terms: ‘While losing more and more of their internal sovereignty
over their economies, nation-states [have] retained their external sovereignty
16
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over international relations, which turned out to be an increasingly important
political resource in a rapidly internationalizing world [...] Even in Western
Europe there is as a result today no alternative to the nation-state as the wielder
public power, in spite of the fact that it has lost the ability to apply such power
domestically for purposes which are not market-supporting or marketconforming’.
One can add to this that those supranational initiatives that have succeeded
have also largely been of the market-making variety. The most powerful of
these - the single market programme and moves towards Monetary Union will, in the first instance, simply add to the competitive forces already buffeting
the member-states. In the second they will enshrine the loss of national
economic decision-making powers in the form of treaty obligadons. Regardless
of certain advances being made in Europe’s embryonic ‘social dimension’ (in
the areas of labour market rights and entitlements) social policy and social
relations will be exposed more and more to market forces as a result of market
integration. ‘Negative integration’ thereby triumphs over ‘positive integration’.
Moreover EMU - or, for the time being, meeting the convergence criteria for
EMU membership - poses major problems for those member-states with
substantial public sector deficits, while also exerting significant deflationary
pressures on the economies of Europe as a whole. And given the deflationary
effects of tax increases (not to mention political hostility), in many countries
there is only one option if these criteria are to be met - cuts and rationalization
in social welfare provision. In some countries this process may encourage
greater efficiency in public provision and greater prudence in public sector
spending. But at the same time it undoubtedly means greater hardship for many
people at a time of greater need, given the detrimental effect on the labour
market of single market competition. While in southern Europe it has been used
to legitimise a reform of welfare that might otherwise have not been achieved,
it has also leant justification to those interest opposed in principle to public
provision. Even in the pared-down British system, meeting the Maastricht
convergence criteria could only be achieved without spending cuts or tax
increases if the UK economy grew between 3 and 3.5 per cent over 1994-1997 an unlikely prospect. Burkitt and Baimbridge (1994/5) calculate that, in the
absence of tax increases, and depending on growth prospects, at least 20 billion
and at most 57.5 bdlion pounds would have to be subtracted from public
spending.
Meanwhile, although this might suggest an ever greater need for a ‘welfare
state project for Europe', this is impeded by a number of very real constraints.
First, as Chassard and Quintin (1992: 107) point out, although European social
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policy has aimed (at an abstract level) to promote a 'European model’ based on
three fundamental aims of social protection - a guarantee of a standard of living
consistent with human dignity and access to health care; social and economic
integration; and the maintenance of a reasonable standard of living for those no
longer able to work - European welfare state regimes still start from different
base principles and are built on quite different structures. Moreover, given the
Community’s budgetary constraints, there seems little likelihood of its
acquiring the resources required to provide it with a supranational,
redistributive welfare state role. There are several proposals as to how a
minimal functional equivalent could be achieved - including the adaptation of
the existing structural fund system (and its transformation into a distributive
regime), the establishment of the EC as a ‘thirteenth state’ and the creation of a
European Social Policy Band (ESPB), emulating the structure the European
Monetary System. However, the Commission has so far restricted itself to more
limited forms of social regulation.
Further impediments include the absence of the following social and political
prerequisites of welfare state construction: a political commitment to a
redistributive, supranational project on a sufficient scale, plus organisational
support; and a system of policy making whereby majority decisions on such
far-reaching reform could be translated into policy - something which Europe’s
system of ‘fragmented’ or ‘negative joint’ sovereignty clearly prevents. As
Leibfried and Pierson (1995) point out, some of the most important
impediments to a European welfare regime stem precisely from the multi-tiered
structure of the Community: while multiple, potentially competing jurisdictions
tend to create at best conditions for ‘joint decision-making traps’ (Scharpf
1988) - in which policy innovations are always limited and hedged by
accommodation and procedural guarantees - at worst they pose a threat of
competitive deregulation. Hence the persistent danger of ‘regime shopping’ by
firms and, once EMU is in place, of ‘social devaluation’ by governments.
Introducing common tax systems may also exert a ‘negative influence’ on
social standards. One of the biggest threats to Denmark’s welfare system which is largely funded by indirect taxes - is posed by the harmonisation of
VAT (Kosonen 1994).
Finally, there is the resistance of nation-states to the transfer of authority to the
European Union referred to by Streeck. This resistance is not based simply on
ideological antagonism towards a federal system in Europe. It is also based in
the strong existing links between social policy development and political
legitimacy. This means that multi-tiered systems such as the EU remain
vulnerable to the dynamics of ‘competitive state building’ - the competition
18

© The Author(s). European University Institute.
Digitised version produced by the EUI Library in 2020. Available Open Access on Cadmus, European University Institute Research Repository.

Globalization and Western European Welfare States

between tiers of authority for credit for social provision. Member states will
resist a significant transfer of fiscal capacity to the Community and be
protective of their social policy authority (Leibfried and Pierson 1995). This
‘pre-emption of policy space’ is a major obstacle to Europeanisation beyond a
loosely organised system of multi-tiered policy development with a ‘hollow
core’ of limited supranational authority. Policy space - as well as
administrative/organisational and fiscal space - is therefore jealously protected
by nation-states, among which integration in the core areas of welfare state
regimes - education, health care, retirement security, not to mention forms of
labour market organisation - is therefore highly unlikely.
But what about the social ‘dimension’? Indirectly, the Commission’s social
action programme measures proposed since 1990, and inspired by the 1989
Social Charter, have begun to have an impact on workers’ rights and
entitlements across the Community. Thus, European working hours’ legislation
- with its minimum requirements for daily and weekly rest periods and rules on
night and shift work - and the directive on pregnant women in the work place has forced even the recalcitrant British government to compromise its position
of outright opposition to European labour market regulation beyond the
confines of health and safety legislation - an area in which a substantial corpus
of pan-European regulation has now been created. A long-awaited European
directive on workers’ participation in multinational companies has been
achieved, albeit in heavily diluted form, under the Maastricht Social Protocol
and Agreement (Rhodes 1992; 1995). Nevertheless, a European industrial
relations system based on an elevation of neo-corporatist principles to the
European level will not take place. It faces the same impediments as the more
general welfare project already discussed - the absence of political and
organizational prerequisites. These have already been eroded at the national
level and their replacement by functionally equivalent European institutions is
ruled out, both by the fragility of European labour and employer structures and
by the problems of diversity across European labour market regimes. The one
common trend across Europe - the increasing prominence of enterprise level
bargaining, undermining traditional forms of collective representation - goes in
quite the opposite direction.
Where sovereignty is being surrendered by governments in the social policy
arena, it has largely been the consequence of market-building initiatives. Two
in particular should be mentioned. First, national courts and the European Court
of Justice (ECJ) have produced an impressive corpus of national and
supranational adjudication which breaks down national sovereignty and
autonomy in the interest of labour market and consumer mobility, in line the
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co-ordination requirements introduced with the Treaty of Rome in 1958. As
Leibfried and Pierson (1995) point out, this has been the result of spillover
from single market initiatives rather than grand political design. A process
largely operating by stealth, it is developing at an accelerating pace via the
ECJ’s imposition of market compatibility requirements and is propelled by the
ECJ itself and the litigants and national courts that remit social security cases to
it. One result of this process is that national welfare regimes can no longer
restrict benefits exclusively to its own citizens, but must make them available
as well to member state foreigners employed on their territory. At the same
time, national benefits should be portable across all of EU Europe.
But will this serve to protect welfare entitlements or will it erode them? What it
certainly will do is make member-states find ways of locking benefits into their
own systems and avoid their leakage from one country to another. One way of
doing this is by tying benefits more closely to labour market participation. As a
result, non-contribution based transfers (such as child allowances and minimum
pension benefits) may lose favour - reinforcing the problem of dual welfare
provision in certain countries (see Leibfried and Pierson 1995).

5. RE-REGULATING WELFARE AND EMPLOYMENT: FUTURE
OPTIONS
Common Trends in Welfare State Development
This paper began by stating that the welfare state is at an impasse rather than in
crisis. With the exception of the UK in Europe, national systems are being
modified at the margin rather than undergoing a complete overhaul, even if in
some countries, the accumulation of these marginal adjustments may quickly
amount to a revision of the principles on which they were originally based. In
Finland, for example, which faces a major economic crisis linked in part to the
collapse of the Soviet Union, the authorities are quickly shifting towards a
rudimentary safety-net system and abandoning any pretence at universalism.
Elsewhere, although the design of benefits is being changed in a marketconforming fashion - there has been a general shift from entitlements to
incentives in welfare provision, especially regarding the labour market (see
Gilbert 1992) - governments face great difficulties in revising radically their
social transfer programmes, even if external legitimacy for such initiatives are
now being provided by the Maastricht convergence criteria.
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Indeed, in this respect, globalization is having contradictory effects. While on
the one hand it is making governments increasingly conscious of the need to
reduce public sector deficits and contain non-wage labour costs, on the other,
the costs of globalization (the restructuring of industry, the displacement of
workers) has also generated an expansion of social expenditure - referred to by
Garrett and Mitchell (1995) as a compensatory effect. Pensions, they argue,
actually pose a much greater threat to the maintenance of transfer programmes
than globalization which far from producing retrenchment appears to have
driven expansion over the last thirty years. Nevertheless, the impact of
currently high levels of unemployment - which are partly the consequence of
direct and indirect globalization effects - should not be under-estimated. If the
ratio of employed persons to social security beneficiaries declines further,
social security benefits will have to be reduced, especially in the health and
retirement area. This, in fact, has already occurred with the postponement of the
retirement age in a number of European countries, an indexation of pensions to
prices rather than salaries, and increased users’ charges. Although the basic
institutional features of welfare states are being maintained, significant
reductions in replacement rates in one or more of these programmes has
occurred in the Netherlands, Germany, Denmark, France and more recently in
Finland and Sweden as the Nordic systems have come under greater pressure
At the same time, although there have been some rather extravagant arguments
about a form of market-driven convergence, diversity is alive an well among
the European welfare states. Nevertheless, there are signs that the market may
begin to triumph over politics given the combination of pressures currently
placed on these systems. There were already signs of this occurring during the
crisis years of the 1970s when the continental welfare states restricted their
redistributive role in order to retain political acceptance among the dominant
middle classes. As a result, there was a common shift from flat-rate to earnings
related benefits, initially in pension systems (but also in accident and
unemployment compensation in the four Scandinavian countries) and a
creeping ‘privatisation’ of welfare provision through the proliferation of
occupational, company-based pensions or private life insurance contracts
(Jallade 1992: 50-52). Abrahamson suggests that, as a result, the different
European welfare states are converging on a corporate, Bismarckian model.
This process, he argues, ‘implies a strengthening of the trend towards
dualization of the welfare state, ie. a bifurcation of the welfare system whereby
the (labour) market takes care of the well-to-do workers through various
corporate arrangements leaving the less privileged to mainly local institutions either in the form of municipalities or local charities’ (1992: 10). He argues that
while the notion of solidarity (a key feature in the past of the Scandinavian
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model) will not disappear, it will be defined in a narrower way, excluding the
marginalized segments of the population from the forms of solidarity organised
around corporate arrangements in the labour market. But is there any evidence
for either the dualist or corporate-welfare arguments?

As for the dualism argument, globalization and an EU social policy linked
largely to labour market participation are likely to sustain present trends in the
member states towards differentiation, segregation and polarisation. In the case
of housing, Kleinman (1992) notes that in the last two decades there has been a
significant increase in the income and wealth of the average household in
Britain, France and Germany. But at the same time, an increase in the number
of households in poverty and in the number unemployed has produced a more
unequal distribution of housing, bringing with it a greater residualisation or
marginalisation of specific groups. In Europe, all governments have sought to
increase the role of the markets in production and distribution and have
encouraged the growth of owner occupation, while the quest for cost
effectiveness has produced a more pronounced market orientation of housing
policy. As a result, segregation has increased. As for social assistance and
poverty policy, with increasing unemployment, more and more people are
likely to be excluded from adequate social insurance coverage in old age and
other similar need situations, requiring additional forms of minimum income to
provide income maintenance if greater marginalisation is to be mitigated especially in countries like Germany where benefits are closely linked to the
conventional, but increasingly eroded, pattern of full-time, permanent
employment (Lpdomel 1992).

An adequate response to this problem would suggest a shift away from labourmarket linked welfare rather than towards it, as Abrahamson predicts. The
erosion of the full time employment model is already beginning to influence the
German social policy agenda, bringing forth proposals for a shift in benefit
funding from pay-roll taxes to general taxation. This has also been a central
component of recent European Commission thinking about ways to tackle
Europe’s unemployment problems, alongside ideas for reducing employers’
social costs without under-cutting social security budgets by raising revenue
via taxes on energy consumption, for example (see Rhodes 1993). However, a
generalized shift away from an insurance system to a tax system will be
difficult without provoking perverse side effects. Euzeby (1995) urges caution
in this respect, for if measures designed to reduce employers’ contributions are
really to reduce labour costs and make enterprises more competitive, the scale
of reduction required will reduce purchasing power for households via
increases in their taxes or contributions and/or reductions in certain social
22

security benefits. In a worst case scenario, the incentive to recruit which would
result from such measures would be offset by a decline indemand and in the
activity of firms. At the same time, in other parts of Europe the opposite trend
appears to be under way - ie., a shift towards occupational-based welfare. As
Leibfried and Pierson (1995) point out, one of the consequences of EU social
policy may be to induce a shift towards benefits linked to labour market
participation as a means of avoiding a leakage of national welfare schemes
beyond the nation-state frontier. This would represent a shift towards the
German corporate model rather than away from it. A degree of 'Bismarckian
convergence’ has also been detected in the high-spending welfare states.
Kuhnle (1993) reports that in Scandinavia, growing numbers receive welfare
via fiscal welfare (tax privileges and deductions) and occupational welfare and
forecasts that a diminishing number will receive full assistance transfers producing new social inequalities. In an analysis of Finland and Sweden,
Kangas (1994) comes to a similar conclusion, arguing that the German
insurance is becoming more generally diffused at the expense of many of the
traditional features of the Scandinavian model.

THE PROSPECTS - TWO WELFARE FUTURES OR THREE?
The future for the European welfare states is unclear, but recent developments
suggest that, unless the integration process is derailed by the problems of the
European Monetary System and a loss of enthusiasm for political union, the
turbulence they have experienced since the late 1980s is set to increase. At the
European level, the concept of social citizenship is likely to remain subordinate
to that of economic citizenship, even if the full realisation of the latter in an
open internal market will require some modification and ‘Europeanisation’ of
national social security regimes. Europe will not provide the welfare functions
that 'nation-states are finding increasingly difficult to sustain. At most, a
supranational social policy will be able to guard against competitive
deregulation below a certain rather low floor of rights and entitlements in the
labour market, while harmonising certain areas of welfare provision to facilitate
labour mobility.
Given the unlikely constitution of a European welfare state, the alternative is to
preserve the welfare state project at the national level and use the nation-state
as the basis for any transnational projects. But this requires a number of policy
innovations in reconciling growth and high (if not full) employment and in
preserving the legitimacy of redistributive systems among a disenchanted
middle-class. It will also require a degree of innovation in financial market
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regulation to shelter the nation-state from volatility and uncertainty created by
short-term capital flows.
This is actually tall order, even if for some observers (Glyn 1995; Epstein
1995) the nation-state still has the capacity to create the domestic
circumstances necessary to insulate it from globalizing forces. Concerning the
regulation of international finance, the reassertion of a degree of policy
independence via re-regulation has been made rather less unlikely given that
untrammelled capital movements were an important factor behind the two
crises of the ERM in September 1992 and July-August 1993, producing
numerous proposals to counteract speculation, including both national and
international controls. The most favoured of these include modifications to the
existing system to reduce short-term, destabilizing speculation (for example, a
small tax on foreign exchange transactions linked to capital controls (Epstein
1995)) or a shift to some sort of adjustable peg system with arrangements for
deficit countries to overcome their deficit position without deflationary biases such as that created by the operation of the ERM (Sawyer 1995; Holtham
1995). The problem lies in creating a consensus among government finance
ministers and central banks which, for the time being at least, do not appear
especially favourable to such initiatives.

The most likely short-term change in this respect is a mildly expansionary
programme within Europe, recommended by many mainstream economists as a
way of jump-starting the employment creation process. This, they see, as
providing the best context for a further re-regulation of the labour market.
Alogoskoufis et al (1995) argue for a looser macro-economic stance in Europe
to facilitate supply-side reforms to increase competition within the labour
market and reduce wage pressures. Introducing vouchers for the long-term
unemployed, reducing unemployment benefits that act as disincentives and also
reducing minimum wages could help improve the prospects for the unemployed
in the right circumstances. Unemployment could be reduced by up to 5 per cent
by the end of the 1990s, they argue, with inflation one point higher than that
which is built into wage settlemerts. Dreze and Malinvaud (1994) argue for a
policy of monetary stimulation through a strong decrease of nominal short-term
interest rates coordinated by the Bundesbank. As a target they suggest zero real
short-term rates until there is a clear indication that recovery is under way.

But the bases for a long-term improvement in the labour market are unlikely
without further institutional innovation at the national level. However,
regulating national economies in a way that would allow a return to
employment creating growth is also problematic, given their fragmentation by
24

global forces and the consequent 'disembedding’ of previously entrenched
domestic interests - a transformation articulated most clearly by the chairman of
Aga’s statement that the interests of Swedish firms were no longer coincidental
with those of Sweden. This renders difficult all variants of corporatist economic
management - including basic incomes policies - while also making
problematic the ‘progressive competitive’ option for the future recommended
by many left-wing social scientists. This is where the 'two futures’ argument
appears. These are described variously as exit versus voice (Crouch 1995),
competitive austerity versus progressive competitiveness (Albo 1994), or
deregulation versus cooperative reregulation (Streeck 1995) - each being a
different reformulation of the neo-liberal versus social democratic alternatives.
Although most analysts admit that there is no going back to the ‘golden age’ of
the Keynesian, full-employment, welfare state, a post-keynesian social
democratic strategy requires a set of strategies that would allow the left to
manage capitalism better than the right without abandoning the latter’s basic
commitment to the market.
The key distinctions between the neo-liberal option and the social democratic
alternative under these circumstances are two - the degree of nationalism in the
programme for competitiveness and the degree of associationalism in the
programme for protecting the victims of the global market. To some extent
these intertwine. For the social democratic alternative is nationalistic, both in
advocating a defence of national interests by building new coalitions between
employers and employees and a new form of protectionism - which in its
mildest version would introduce a social clause in international trade
agreements to preserve high western labour standards (eg. Crouch 1995). But
both new national corporatisms and protectionism go against the grain of free
trade and the integration of economies into the global trading and finance
system. At the same time, the left’s associationalism is as yet ill-defined,
although here the prospects are more encouraging. Ideas of work-sharing,
citizens’ income, expanding the sheltered economy of personal services and
changing the standard work/life cycle (as in recent Danish work sabbatical
initiatives) and modifying the welfare state to accommodate these changes all
begin to tackle the root problems of the welfare state at the national level. Their
potential, however, is for the time being unclear. One fears that in the short
term the majority of solutions will involve experimentations with what Myles
(1995) has called ‘market magic’ given the financial constraints most nations
face in reforming their welfare states.
Does this mean that we are faced with the unenviable choice between the
European high-wage, low-employment option and the US alternative of high25
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job creation alongside growing inequality? There may be a third path which
those analysts who link Europe’s employment problems quite closely with its
welfare states are beginning to plot. For Appelbaum and Schettkat (1995), the
only source of higher wages and employment is a more rapid advance in the
productivity of services - so that service production becomes more efficient. In
an interesting variant of the ’progressive competitiveness argument, they
recommend policies for raising living standards and developing markets in less
industrialized economies where rising incomes can be expected to lead to a
rapid increase in demand for manufactured goods; policies that promote
product and process innovations in service activities where high relative prices
stifle demand; and policies that facilitate the development of new technologies
to address new human needs. Essentially, this means an investment in a highwage, high productivity strategy linked to an expansion of the non-tradable
(and therefore sheltered) services economy (see also Freeman and Soete 1995).
This is very clearly not an argument in favour of the US model of expansion in
private services based on a low tax burden and high wage and income
differentiation.
Esping-Andersen (1994a and b), by contrast, advocates a ‘third way’ between
the European high-wage, low employment option and the US example. His
solution - which can be summed up as ‘more inequality, more employment’ requires the removal of the rigidities that afflict Europe with a ‘Baumol cost
disease’ and prevent the creation of a large number of low-paid service-sector
‘McJobs. The greater inequality this creates could be combatted by a radical
change in the nature of welfare provision, extending a citizen’s guarantee of
skill acquisition and social servicing at any point during the life cycle,
especially through education and training. Alongside a radical (Schumpterian)
redesign of income protection to avoid poverty traps, prevent economic
disincentives and allow for a flexible, post-industrial life-style, Lindbeck
(1993; 1994) advocates a similar system allowing individuals to draw, for
example, on pension benefits in advance for studies, leisure periods or early
retirement. These options - or variants of them - may provide the best way out
of the contemporary welfare state impasse.
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