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Abstract

In the 1990s, Germany overloaded its social insurance system without reducing
unemployment, whereas Japan accumulated unprecedented public debts without
economic recovery. However, both countries maintained trade surpluses amid a severe
depression. Furthermore, Germany restored budget balance and Japan enacted
welfare retrenchment. This paper argues that the contrasting adjustment patterns of
Germany and Japan can be coherently understood as cases in which two types of export
sector-led employment adjustment in non-centralized coordinated wage regimes were
aggravated. The German export sector’ dependence on social insurance schemes for
employment adjustment made it intolerant of other fiscal burdens even at the cost of
unemployment, while the Japanese export sector’'s dependence on business expansion
for employment adjustment made it intolerant of social insurance burdens compared to
fiscal deficits.

Paper prepared for the 2001 Annual Meeting of the American Political Science
Association.



|. Introduction

The Puzzle: Structural Maladjustment or Reinforced Sectoral Adjustment

In the 1990s—with the fall of the Berlin Wall in Germany and the burst of the asset
bubble in Japan—the two economic powerhouses of the 1980s turned into the economic
laggards. The growth rates of Japan and Germany were less than a half of the US and
were the lowest among the G7. In Germany and Japan, prolonged stagnation led to
unprecedented levels of unemployment and the need to cope with unemployment put
severe pressure on government finances. Facing fiscal pressure, Germany and Japan
tried to restore fiscal balance and retrench social programs, especially public pensions.
However, Germany was unable to enact effective employment policy and pension reform
in 1996 (with pension reform being suspended in 1998) and Japan abandoned fiscal
reconstruction in 1997 making it the only G7 nation that allowed the public debt to
increase at this time, as shown in Figure 1.

Conventional wisdom regards Germany and Japan as cases that failed to adjust
to changing economic circumstances. Neither country seemed able to generate
growth and employment because of heavy social security burdens or fiscal deficits.
However, the picture seems less simple upon scrutiny. Two points warrant attention.
First, despite low growth rates, Germany and Japan recorded the largest trade surpluses
among the G7 (Figure 2). Second, such critical accounts neglect the fact that Germany
reduced budget deficits (seen in Figure 1) while Japan carried out pension retrenchment
in 1994 and 2000 with relatively little resistance.

Figure 1 & 2 about here

The puzzle that derives from the above is twofold. Why were Germany and
Japan able to maintain export competitiveness in a recession and why did both countries
only partly fulfill their objective of fiscal and welfare retrenchment? In need is a
coherent explanation of why maintaining export competitiveness compelled Germany to
delay social policy reform despite fiscal reconstruction, and Japan to enact pension
retrenchment while abandoning fiscal reconstruction.

Existing approaches to fiscal and social policy reforms (or their failures) have
problems addressing the above puzzle. Economic globalization, for instance, is
commonly listed as the cause of fiscal and welfare retrenchment. The most plausible
explanation of how economic globalization affects fiscal and social policy is the capital
mobility theme, which argues that capital mobility imposes fiscal and welfare reform by
constraining the government’s ability to reflate the economy during hard times.?
Actually, such an explanation makes retrenchment undertaken in Germany and Japan



more puzzling because these two countries were rare instances in which the
governments were not compelled to enact tight monetary policy and fiscal retrenchment
by exchange rate or balance of payments problems caused by inflation. Unlike the UK
in the late 1970s, Canada and France in the early 1980s (for different reasons), or Italy,
the UK, and Sweden in the early 1990s, Germany and Japan maintained low inflation,
balance of payment (especially trade) surpluses, and a strong currency throughout the
1980s and 1990s. Neither the German nor the Japanese government had to tighten
monetary policy and cut fiscal spending to curb inflation in order to maintain the value of
the currency, preserve foreign reserves, and promote industrial competitiveness.

Rather, Germany was the only major West European country that did not subject
monetary policy to exchange rate stability because the D-mark was the anchor currency
of Europe as a result of Germany’s low inflation. Immunity to inflation also distinguishes
Germany and Japan from the US, which was compelled to enact tight monetary policy in
the early 1980s to curb inflation, although the US was unique in its large trade and
budget deficits despite attempts in fiscal and welfare retrenchment.

Theories that explain why policy reforms are hard to come by have difficulties in
explaining the differences in fiscal and pension reform within the same country, whether
the cause of reform difficulties is policymaking structure or program resilience. Again,
the similarity of Germany and Japan makes the two countries a suitable pair for
comparison. The concerted nature of German or Japanese policymaking has often
been mentioned as the cause of policy deadlock and therefore for slow or compromised
reforms.® Indeed, both Germany and Japan are generally regarded as consensus
democracies as opposed to the Westminster-type adversary democracies.* Similarly,
although the recent literature emphasizes the path dependent nature of entrenched
social programs,5 German and Japanese unemployment and pensions schemes are
classified as Bismarck or conservative.’  Thus, neither the policymaking structure nor
the program structure explains why was Germany had more problems reforming the
unemployment pension system than balancing the budget and why it was the opposite
for Japan. Instead, one would expect fiscal reconstruction to be easier in the fiscally
centralized Japanese unitary state than the fiscally decentralized German federal state.

More directly related to the above puzzle is the most recent debate on the impact
of economic globalization on the welfare states of open economies. While those who
focus on the path dependent nature of welfare programs are skeptical on the impact of
economic globalization on such programs, others stress the new policy challenges
confronting the welfare state. Thus, on the one hand, those who analyze the causes of
welfare program change, like Pierson and Iversen, identify post-industrialization,
demographic change, and fiscal restraints have a stronger impact on welfare programs
than economic globalization.7 Since the interest here is the structural causes of welfare
reform, there is less an interest in the processes of policy change. On the other hand,
others like Scharpf argue that economic globalization creates new policy problems while



constraining the fiscal ability of the state and political resources of social groups to solve
such problems.8 As a result, by examining the process of policy change, this school of
thought focuses on the variety of adjustment patterns to the general constraint of
economic globalization. The two schools, however, share a common recognition on
serious impact of industrial change and fiscal austerity on the welfare state. They differ
on whether such trends are constraints independent from the global economy or whether
they are affected by the way in which countries adjust to economic globalization.

Although our framing of the puzzle and selection of cases aim to present a
framework that will improve the adjustment literature on the impact of economic
globalization, our results have suggestions on the structural constraints on the welfare
state discussed at the end of this paper. We see two problems that need to be
addressed with regard to the adjustment literature. First, the literature predominantly
uses economic performance to evaluate the effectiveness of policy reform, making
Germany and Japan as cases of policy maladjustment.9 Instead, we ask why
attempted reforms are easier in some policy areas than others because we think that
many variables other than institutions and program characteristics affect economic
outcomes at a certain point in time. In other words, we think political and institutional
factors are more suited to explain priorities on policy reform than economic performance.
Second, the existing literature usually views the global economy as a common constraint
on institutions that causes different policy outcomes. Such a view, however, cannot
capture the true impact of global economy on policy changes because it does not explain
how the adjustment to the global economy creates different domestic demands for (fiscal
and welfare) policy change. To rectify this problem, we propose a two-step approach that
explains first the consequences of international economic adjustment and then the
impact of such domestic adjustment on fiscal and social policies. To implement a two-
step approach we focus on the key agents of international economic adjustment—the
trade-competitive industries (hereafter, export sector)—and select two countries that are
similar in their international economic profile (i.e., low inflation and large trade surpluses)
and the characteristics of the export sector.

This paper adopts such a two-step approach to explain how the export sector
arrangements that facilitated trade competitiveness resulted in different government
priorities over fiscal and welfare retrenchment. We stress the need to focus on export
sector's employment adjustment problem as the link between export competitiveness
and retrenchment policy. More concretely, we stress the following three points. First,
it is the employer-union cooperation in the export sector that contributes to low inflation
and reinforces competitiveness. Second, employment adjustment of the export sector
generates broader social and fiscal policy demands shared by other sectors to cope with
the problem of labor redundancy. And, finally, the export sector employer’s opposition
to increased tax and social contribution burdens shapes the government’s priority in
policy retrenchments, especially between social policy and fiscal retrenchment.



Seen in this perspective, the contrasting patterns of policy adjustment in Germany
and Japan during the severe recession of the 1990s reflect the reinforcement of the
different ways in which the export sector of the two countries utilized public policy to
facilitate employment adjustment and cope with general unemployment. For both
countries, low inflation and trade competitiveness has been the result of cooperative
employer-union relations in the export sector, in which the unions moderated wage
demands to maintain trade competitiveness and cooperated with employers in
employment adjustment. The seeming paradox of Germany and Japan maintaining
large trade surpluses amid economic stagnation can be explained as a result of the
export sector’s continuing ability to rationalize employment, especially during hard times,
during which unemployment increased and demands for remedies were voiced by broad
sectors of the economy. However, while employment adjustment in Germany
depended heavily on unemployment benefits and pension schemes, in Japan it
depended on labor market policies and public investment. When the burden on social
insurance schemes in Germany and large public debts in Japan during periods of
employment adjustment conflicted with the export sectors’ opposition to higher social
security and tax burdens, the export sector employers pressed for the retrenchment of
programs other than those critical to employment adjustment.  The reinforcement of
the above adjustment patterns during the recession of the 1990s enabled Germany to
recover fiscal balance at the cost of stalled unemployment insurance and pension reform
and Japan to enact pension reform at the cost of increased public investment and public
debt.

Section Il is divided into two parts. In Part 1, we show that in both Germany and
Japan non-centralized wage coordination led to low inflation and persistent trade
surpluses. We also describe that it was export sector unions in Germany and large
firms of the export sector in Japan that orchestrated wage coordination. Part 2 is
divided into three. We begin by showing how different wage coordinators affect
employment adjustment measures and how the interaction between export-sector
employers and other actors shape the government’s policy retrenchment priorities.

That is followed by an examination of the policy dilemmas faced by the export sector in
the Germany and Japan. The conclusion will summarize the general implications of our
argument to the recent developments in the literature of employment adjustment, the
welfare states, and coordinated market economies and reiterate the merits of our
approach in understanding Germany and Japan.

Il. The Cases: Germany and Japan
1. The Similarity: Non-centralized Wage Coordination

Recent developments in the comparative political economy literature ascribe
trade competitiveness and low inflation to export sector-accommodating wage



coordination. Such claims revise the earlier neo-corporatism literature, which attributed
low inflation and low unemployment to comprehensive unions and centralized collective
bargaining.10 The Calmfors-Driffill model—which provides the theoretical foundation for
the centralization theme—stipulates low inflation and low unemployment at the highly
centralized and decentralized poles of labor market structures.™  Where the unions are
comprehensive and centralized they internalize the negative effects of high wage
increases on their members’ employment and therefore moderate wage demands,
whereas fragmented unions are subject to competitive labor markets and cannot realize
wages high enough to aggravate unemployment. This view, however, has difficulties
accounting for trade competitiveness. Empirically, centralized wage bargaining broke
down in typical neo-corporatist countries when the issue of trade competitiveness
aggravated the conflict between the exposed and sheltered sectors.’? As a result, views
that look into sectoral interests have become persuasive in explaining wage coordination
and industrial competitiveness.*?

There are two complementary views that attribute wage coordination without
centralized bargaining to low inflation and trade competitiveness. One view is that of
David Soskice who ascribes the competitiveness of a certain type of market economies
to the merits of long-term commitments in almost all aspects of corporate governance;
i.e., wages, skill formation, corporate finance, research and development.14 According
to Soskice, coordinated market economies, in contraposition to liberal market economies,
facilitate long-term relations between employers and employees that is conducive to
industrial competitiveness, including wage moderation in order to maintain
competitiveness and employment security. However, for Soskice employer-union
cooperation is only one of the micro (or corporate)-level factors that contribute to
competitiveness, and he has yet to provide evidence on how corporate characteristics
entail macroeconomic outcomes. The other view of Peter Swenson focuses on the
export sector in support of the idea that wage coordination does not necessitate
centralized wage bargaining. Swenson argues that a cross-class alliance of employers
and unions of the export sector have an incentive to engage in wage moderation to
maintain international competitiveness and to extend that wage standard nationwide by
allying with other sectors of the economy in order to reduce wage competition and
inflation.* According to his view, neo-corporatist centralized bargaining represents one
way in which the export sector can fasten its alliance with other sectors of the economy
in order to impose its wage standards. Soskice and Swenson are complementary in
that the former regards wage cooperation in the export sector necessary for sustained
industrial competitiveness, while the latter stresses the necessity for the export sector to
extend its wage settlement nationwide to result in low inflation. Both Soskice and
Swenson seem to regard neo-corporatism as one variant of a larger class of regimes in
which wage coordination led by the export sector results in and low inflation and
industrial competitiveness.



Germany and Japan can be considered as a similar case of cooperative and
coordinated but not centralized wage bargaining. Surveys by the OECD rank Germany
and Japan among the top countries with coordinated Wages.16 In both countries, wage
coordination was led by the export sector, albeit in different ways. In Germany, the
metal workers unions accepted coordinated wage moderation during the D-mark
appreciation of 1976-1980, when exports contracted and balance of payments
deteriorated. Facing high inflation after the first oil crisis, the metal workers union (IG
Metall) assumed wage leadership when it recognized that double-digit wage packages
realized under the leadership of the public sector union in 1974 might lead to massive
layoffs. The moderate unions could not afford high wage increases, if they were to
maintain social partnership. The Bundesbank was also willing to tighten monetary
policy at the first signs of wage inflation. This wage system remained in effect during
the rapid currency appreciation of 1985-1988 and the post-unification recession of the
1990s.

In Japan, coordinated wage moderation led by export sector was completed in
1975 immediately after the first oil crisis and continued thereafter despite changes in
economic conditions. During the 1975 wage bargaining round, the export-industry
unions led by the steel union called for wage moderation and agreed on wages
increases within the guidelines set by the employers’ association, only a year after the
public-sector union led bargaining won a 30 percent wage increase. Thereafter, the
annual wage increase for the major firms in the metal industries was extended to
domestic sectors at rates close to the inflation rate, which was low among the advanced
nations.’ Wage coordination in Japan, however, was the result of employers referring to
the large export firms in their wage negotiations, and the wage leadership of the large
export firms remained intact despite the replacement of steel by the automobiles and
electronics firms in the mid-1980s.'® As a result, wage coordination in Japan leveled
wage increases, thereby fixing wage differentials according to firm size, whereas in
Germany it resulted in equalizing wage differences among industries. The different
consequences of the German union-orchestrated and the Japanese employer-
orchestrated wage coordination can be seen in Figures 3a & 3b.

Figures 3a & 3b about here

In both in Germany and Japan, the export sector-led wage coordination resulted
in low inflation and trade surpluses since the later 1970s, despite the rapid appreciation
of their currencies. The inflation rates of the G7 countries (as well as the OECD
average) in Figure 4 shows that Japan and Germany maintained low inflation, except
1974-75 in Japan and 1992-93 in Germany. The average inflation rates of Japan and
Germany between 1975-99 were significantly lower than the remaining G7 countries or
the OECD average. Figure 2 has shown that, Germany and Japan are the only two



G7countries that have been recording a significant trade surplus. It is noteworthy that
both countries showed trade surpluses in the early 1990s despite prolonged economic
stagnation. Interestingly enough, Germany and Japan recorded large trade surpluses
despite the export sectors being continuously pressured by currency appreciations,
except for the high dollar period of the early 1980s. The exchange rates between the
D-mark and the yen against the dollar shows a rapid appreciation of the D-mark and the
yen in the late 1970s and after the mid-1980s, with a period of high US interest rates and
high dollar in between.

Figures 4 about here

2. The Difference: Employment Adjustment and its Effect on Public Policy
The Two Patterns of Employment Adjustment

Intensified global competition aggravated by currency appreciation resulted in
recessions caused by export contraction that spread to non-export sectors and put
enormous pressure on the export sector to cut labor costs and rationalize employment in
order to remain competitive. Facing a similar problem of labor redundancy, however,
German and Japanese employers in the export sector pursued employment adjustment
in different ways. Exiting elderly workers from the labor market was the major tool of
employment adjustment in Germany, whereas Japanese employers preferred re-
employment of elderly workers in lower-wage sectors of small businesses. Accordingly,
the export-sectors in the two countries called for different public policies conducive to
their patterns of employment adjustment. Why did the export sectors in Germany and
Japan undertake contrasting employment adjustment measures in the first place?

We hypothesize that the roles played by the unions or the employers in
coordinating wages nationwide affect the preference of the export sector with regard to
employment adjustment policy. Where the employers and unions value cooperative
employment security, the most effective way for employers to rationalize employment
and cut labor costs to maintain competitiveness is to move elderly employees out of the
firm, while unions pressure employers to retain and re-train employees. The way in
which this conflict of the interest between employers and unions is solved differs
depending on the agent of wage coordination.

In Germany where industrial unions orchestrated wage coordination, their
demands for employment security are too costly even for employers of the export sector,
and much more so for the non-export (i.e., less competitive or sheltered) sector
employers. Furthermore, the unions of the non-export sector could side with their
employers and break union solidarity in order to preserve employer-union cooperation in
their industry. As a result, in order to maintain nationwide union solidarity, the export
sector unions are likely to compromise with the non-export sector unions on employment
adjustment, calling for less costly measures. Early retirement, dependent on



unemployment benefits and pension insurance, appears as a compromise, as the export
sector cross-subsidizes the non-export sector in social insurance schemes. Thus, the
interests of the unions and employers, driven by the unions’ quest for unity, converge on
the promotion of private and government measures to facilitate early retirement into the
pension scheme. As a result, employment adjustment and unemployment reduction
depended heavily on state policy. Although employers-union cooperation is by no
means the only path that leads to early retirement into pension, this pattern is compatible
with non-centralized wage coordination.*

By contrast, in Japan where employers of large export-sector firms orchestrate
wage coordination, such employers can accommodate the union demands for retain
employees by shifting elderly employees into lower-wage small-business sector. Small
businesses are willing to hire released workers from the export sector at lower wages,
especially if there is a monopolization of skilled employees by large firms. Since
Japan’s employer-orchestrated wage coordination does not level wage differences
across sectors but instead maintain wage differences according to firm size, there exists
a dynamic lower-wage small business sector that can absorb redundant workers. As a
result, the interest of the large firm employers dominated by the export sector, and that of
small firm employers converged on measures that assisted small businesses and kept
elderly employees active in such lower-wage small business sector. The public policies
preferred by all sectors included counter-cyclical public investment, active labor market
measures, and industrial aid to depressed industries.

Available data clearly indicate that employment adjustment is achieved by exiting
elderly workers from the market in Germany and by retaining them in the market in
Japan. Figure 5 depicts differences between Germany and Japan in the labor
participation rates of elderly male employees in three age cohorts (55-59, 60-64, and
over 65). The differences are (1) in the same age cohort labor participation in Japan is
much higher than Germany; (2) the difference between the employment rates of the
same age cohort widens as the age bracket goes up; and (3) the labor participation rates
have declined more steeply in Germany. Furthermore, in Germany elderly participation
rates moves in sync with the unemployment rates, whereas, whereas in Japan the labor
participation rates of those 55-59 and 60-64 have increased in the 1990s despite an
increase in unemployment rates.

Figure 5 about here

Even though the agents that orchestrated wage coordination—export-sector
industrial unions in Germany and export-sector large firms in Japan—called for public
policies that facilitate employment adjustment, the employers of the export sector avert
increases in tax or social policy burdens due to the negative effect on international
competitiveness. Facing the dilemma of their need of public policies conducive to their



employment adjustment and their bearing of a large portion of their costs, export sector
employers are likely to strongly oppose the expansion of government programs other
than measures that are crucial to their employment adjustment. Thus, in the case of
union-orchestrated adjustment, early retirement and pension schemes remain resilient,
whereas the employers and unions become split over the expansion of employment
schemes or counter-cyclical spending. The importance of maintaining competitiveness,
usually compels the government (and to a lesser extent the unions) to accept the
employers’ policy demand to restrict government spending, diminishing the governments
ability to control unemployment. In contrast, in the case of employer-orchestrated
adjustment, export sector employers tolerate counter-cyclical spending that would
expand business opportunities, while their demand to retrench social policy face
resistance from the unions and small businesses. However, opposition to social policy
retrenchment can be ameliorated if employment adjustment is geared towards keeping
elderly employees active in the market, since elderly workers can be asked to contribute
to welfare schemes while receiving less benefits.

Indeed, as seen in Figure 6, Germany’s unemployment rates fluctuate wide in
sync with economic cycles, whereas Japan’s unemployment rates are flat. Likewise,
Figure 1 depicts Germany’s public finances to fluctuate conservatively with only short
periods of low budget deficits, whereas large counter-cyclical budget deficits are seen in
Japan.

Figure 6 about here

So far, the basic indicators on elderly employment and the cyclical trends in
unemployment and deficit spending show that we can discern two different types of
export sector-accommodating adjustment in Germany and Japan. In what follows, we
provide further evidence that the wage coordinators promoted policies that helped
employment adjustment and that the demand by export sector employers to curb tax and
social insurance burdens led to fiscal or welfare retrenchment other than the core
employment measures.

Germany: Social Policy Dependent Adjustment

From the above reasoning, we stress the following three points with regard to
Germany. (1) Early retirement and heavy dependence on social policy for employment
adjustment resulted from a compromise between the export sector unions and the non-
export sector unions. (2) Employers are likely to prevail over the unions in favor of
fiscal and employment program retrenchment other than those related to employment
adjustment. And (3) the pattern of social policy dependent adjustment continued in the
1990s but was less effective as a remedy to the recession of the 1990s triggered by
German unification. Furthermore, the relatively familiar German case of wage



coordination, employment adjustment, early retirement, and fiscal restraint provides a
baseline for the less understood and more obscure case of Japan.

Various paths of exit from the labor market into the public programs were
institutionalized after the late 1970s as employers sought ways to release employees
and rationalize employment. In exchange for wage moderation the export-sector
unions negotiated employment security with employers. As a result, for instance,
workers in electronics and automobiles pressed management to avoid layoffs by relying
on transfers and retraining, while the works councils of steel industry agreed on layoffs in
exchange for generous early retirement plans.20

Promoting early retirement was an issue on which both the militant metal unions
and the more moderate union could agree. Actually, IG Metall preferred to pursue
issues of codetermination expansion and workweek reduction in order to prevent firm-
level cooperation from eroding the combative role of industry unions. By contrast, the
moderate unions opposed the 35-hour workweek and instead stressed the utility of
early-retirement plans to cope with unemployment. Because of union disagreement
and, more importantly, strong opposition from the employers, the Social-Liberal
government was able only to pass a compromising expansion of codetermination in
1976, and IG Metall was unable to win a 35-hour workweek in 1978-79 despite a six-
week strike.”*

Instead of workweek reduction, early retirement became the major means for
employers to reduce employment and cut labor costs. There were three major paths of
early retirement, (a) disability pensions, (b) pensions after long-term unemployment at
sixty, and (c) flexible retirement at age sixty-three. The disability pension became a
“disability-unemployment pension,” strongly contributing to early exit for the age cohort of
55-59, when a Federal Social Court ruled in 1976 (following a 1969 precedent) that an
employee can receive a full disability pension even if the person is partially disabled and
can work part-term. Most firms, however, used the popular path of long-term
unemployment pension by urging workers at 59 or younger (the 59er rule) to leave by
offering to top up their unemployment benefits to the level of their last net earning until
the employee can draw a pension at sixty. The companies started to make systematic
use of this pathway during the economic problems of the late 1970s to reduce their work
force and replace older workers with qualified and less costly younger ones. Indeed,
the users of unemployment pensions among male employees tripled to 6-7 percent in
the late 1970s and then increased to 10-12 percent in the 1980s. By the early 1980s
almost every union had singed collective bargaining agreements that offered for elderly
members early retirement and other flexible work models. Finally, flexible retirement at
age sixty-three, introduced in 1973 (requiring 35 insurance yeas with a contribution
period of at least 15 years), failed to become popular because of the availability of other
retirement paths.22

Since the wake of the ol crisis, German government maintained a generally
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restrictive fiscal policy regardless of partisan affiliation and despite increasing
unemployment against the backdrop of tight monetary policy. The dominant view in the
Social-Liberal and then the Christian-Liberal governments and the industrial circles was
that fiscal austerity and reduction of corporate burdens was necessary for economic
recovery. Thus, austerity packages immediately followed sporadic spurs of domestic
stimulus, which put pressure on unemployment and pension schemes by reducing
government subsidies. Fiscal austerity first targeted employment programs other than
early retirement, such as vocational education and training, before it eventually tightened
the eligibility of early retirement programs, despite the increased use of the programs
and its importance for industrial adjustment. Thus, fiscal restraint exacerbated the
dilemma of insurance schemes and rendered them insufficient to counter cyclical
unemployment.23

For instance, the Budget Structure Law of 1975 severely cut educational and
training programs despite high unemployment shortly after the reflationary package of
1974 increased spending to address structural depression and cut income tax.

Similarly, the first signs of inflation and deteriorating trade balances in 1981, as a result
of the 1978-79 stimulus package, compelled the Bundesbank to tighten monetary policy
and the Social-Liberal government to enact cuts in social and employment programs, in
spite of rising unemployment shortly. The 1981 amendment to the Employment
Promotion Act scaled down active labor market measures, while the 1982 Consolation of
Work Promotion Law tightened the eligibility for and the allowances of government-
sponsored training and retraining programs. However, the government’s attempt to
force firms to pay back unemployment benefits that the FLO paid to long-term
unemployed workers dismissed at the age of 59 was challenged in the courts before it
took effect.?*

Efforts in fiscal reconstruction continued under the Christian-Liberal government
after 1982 by way of tightening benefits and increasing indirect taxes and social
insurance contributions.  The Budget Reform Acts of 1983 and 84 increased the VAT
and social insurance contributions, imposed a forced loan on the better off, postponed
the annual increases in pensions and income support programs, and cut family
allowances and educational grants. More importantly, in 1983unemployment benefits
were reduced and in 1984 the eligibility for disability pension (three years of employment
within the last five years) was tightened, which affected mostly housewives without
recent work experience. The government was unable to cut back on spending for early
retirement. The Pre-retirement Act of 1984 to provide an alternative to the costly
unemployment benefits of the 59er rule and government policy to force firms to
reimburse social benefits received by dismissed workers before they reached the age for
flexible retirement were both ineffective.*

Furthermore, as soon as the economy recovered in 1985 the government enacted
large corporate tax cuts, reversed earlier cuts in training programs, and implemented
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pension retrenchment, accommodating the interests of the export sector. The 1986 tax
reform concentrated on corporate tax cuts and in 1987 a 20 percent corporate tax cut,
funded by social security cuts and increases in VAT was proposed [CHECK]. Between
1985-87 the government rapidly extended the maximum period of unemployment
benefits.” Finally, in 1989 the German government passed the Pension Reform '92,
which gradually raised the pension age until 2001, making 62 the earliest pension age
and a reduced pensions for early retirees, and planned a 65 retirement age. Other
elements of pension reform included the raising the contribution rates, lowering of
benefits (calculated from net instead of gross earnings), and increasing the state’s
contribution out of general taxation. The Social Democrats and the unions resisted a
concrete schedule for extending the retirement ages, arguing that a significantly lower
unemployment would be necessary to extend work life.?’

Shortly after unification, the German economy sank into recession when the
Bundesbank acted against inflation and high wage increases during the immediate post-
unification boom. The adjustment pattern characteristic of Germany remained resilient
during such hard times mostly because the western export sector extended their
organizations to former East German and transplanted familiar institutions of economic
adjustment. The unions accepted wage moderation and insurance schemes were used
to facilitate employment adjustment and curb unemployment, and the government
restored budget balances by increasing indirect taxes and social insurance contributions.

Social partnership based on firm-level codetermination and wage coordination
established a solid presence at eastern Germany within a short period. As a result of
institutional expansion, in 1993, the works councils of large automobile firms traded-off
pay and benefit concessions for new investment and job guarantees, and similar
agreements had spread to major electronics firms. Amid such institutional
developments, the employers tried to back away from phased-in wage parity between
the former West and East and launched a new offensive to hold down labor costs.
Employers, especially of small and medium sized firms, felt that the unions had made too
many gains in wages and workweek reduction during the boom of the late 1980s.
However, when the metal workers threatened to strike during the 1994 bargaining round,
the metal industry employers backed off and negotiated a compromise. While
employers secured a real wage restraint, they agreed to work-hour reduction and
employment security (following the so-called VW model). The metal agreement had an
impact on other bargaining sessions. Wage settlements of all industries were fixed
below inflation even in thriving industries such as construction and banking.28

After unification early retirement and part-time employment became widely used
to cope with unemployment despite the metal unions’ demand for comprehensive
employment and industrial policy to halt de-industrialization and rebuild the eastern
economy. The integration of the pension and unemployment schemes of the former
east to the western system assisted and shaped the pattern of employment adjustment.
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Furthermore, active labor market policy, used to improve public infrastructure, was
expanded to an extent unseen in former West Germany. By late 1991, 700,000 had
taken early retirement, an equal number held temporary position in job creation schemes.
4,000,000 people in eastern Germany were participating in government-subsidized
training programs, and another one million had their jobs subsidized by the government
through “short-time” work allowances. In 1994, 40 percent of the outflow from
unemployment was in active labor market programs. To fund the programs the
government in 1991 increased unemployment insurance contribution by 2.5 percent.
West German pension contributions now covered deficit in the east deriving them of a
surplus and compelled the government in 1992 to raise the employee insurance
contributions by 3 percentage points. Between 1990-98 the total of social security
contributions rose from 36 to 42 percent.29

To finance the unification, therefore, the bulk of the adjustment costs were
burdened by the insurance schemes, although the government did increase taxes to
avoid deficit spending. Indeed, the government abandoned its “no tax-raise”
commitment and pass the Solidarity Law and the Tax Amendment Act of 1991, which
introduced a temporary 7.5 percent surcharge on personal and corporate income taxes,
increased excises, and proved the new Lander with temporary tax expenditures. To
provide additional funds while cutting the public debt the government reached a set of
understandings with the Lander states, the unions, and the opposition known as the
Solidarity Pact. In the Pact, the federal government renewed its commitment to
massive spending in the East for infrastructure development (roads, railroads,
government offices, etc.), active labor market policy, and new investment incentives to
protect eastern businesses. The states accorded to a raise of the VAT and to fund the
eastern states in exchange for a revision of the financial equalization scheme, which
increased the state’s portion of the funds vis-a-vis the federal government. The unions
indicated their willingness to hold down wage demand in both East and West. Finally, in
1995 the Social Democrats in opposition agreed to deficit reduction and a tax surcharge
in exchange for no welfare cuts.*

With the heavy reliance on employment and pension schemes for economic
adjustment, the possibility of the unions would agree on their retrenchment during high
unemployment was slim. When the government presented its proposals on welfare
retrenchment in which included a general benefit freeze and gradual extension of the
retirement age, the unions left the negotiations in protest and organized a campaign
against welfare cuts. The 1996 pension reform including phasing-in of benefits and
increased age limits was unilaterally enacted by the government only to be suspended
by the new Red-Green government in 1998. Also, the government’s decision in 1996 to
change pre-retirement for employees over 55 from a full to a partial retirement plan was
in effect undermined by employers who had used the system extensively, especially in
the eastern states.*
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Compared to the relative success of the former western export-sector employers
and unions in expanding their organizations and transplanting the institutions for
economic adjustment, inaction in employment and pension reform amid high
unemployment seems like a policy failure. However, this pattern of economic
adjustment as well as efforts to reduce budget deficits can be regarded as being in
accord with the pattern of union-orchestrated adjustment explained earlier and seen in
West Germany until unification. Thus, Germany after unification indicates the continuity
of its characteristic adjustment pattern of rather than sudden policy paralysis or
maladjustment. The same continuity can also be seen in the Japanese case.

Japan: Market Expansion Dependent Adjustment

In contrast to the above German case, the following three points can be seen in
Japan. (1) Deficit spending due to public investment resulted from a converging
interest of the export sector and low-wage sectors (i.e., small businesses and sheltered
sectors). (2) Employers are likely to demand fiscal reconstruction without increasing
their burdens as soon as the exports showed signs of recovery and they prevail over the
unions in favor of social policy retrenchment. And, (3) the pattern of market expansion
dependent adjustment continued even during the recession of the 1990s triggered by the
bust of the asset bubble aggravating Japan’s public debt.

The export sector-led employment adjustment was reinforced during the high-yen
and export sector-led slumps of the late 1980s and the early 1990s, and the government
enacted pension reforms in 1985, 1989, 1994, and 2000, and tax reforms in 1989 and
1997 to accommodate its demands for lesser social burdens. Since pension
retrenchment after the mid-1980s did not conflict with the government’s employment
policy of keeping the elderly active, the government was able to pass pension reform
despite a stagnant economy and rising unemployment.

The export sectors engaged in employment rationalization, especially during
periods of rapid yen appreciation, export contraction, and economic slowdown of the late
1970s, late 1980s, and early 1990s. In large firms, the employers cut labor costs by
implementing measures in the following order: reduction of overtime, cutting the number
of new recruits, firing temporary or part-time workers, deploying personnel to different
positions or firms, and offering severance allowances and early retirement plans, as
confirmed by numerous surveys.32 Figure 7a shows how these measures were used in
manufacturing during periods of employment adjustment, with the late 1970s being the
first peak. Figure 7b shows employment adjustment concentrated on manufacturing.
When it became necessary to relocate employees outside the firm, large companies
used corporate ties between subsidiaries or subcontractors and even created new
subsidiaries by diversifying and spinning-off.>®

Figure 7a & Figure 7b about here
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The export sector also aligned with other sectors of the economy and the unions
lobbying for policies to assist creating employment opportunities. As a result, by 1977-
78, the government had enacted extensive measures for troubled firms and their
employees, which consisted of subsidies to retain, retrain, and rehire (especially elderly)
employees and policies to assist firms in depressed industries diversify and small firms
convert business. For depressed industries, the government provided incentives to
cooperatively reduce production capacity and to diversify business. The application of
such measures was contingent on the employers’ submitting employment adjustment
plans that obtained the consent of the unions. For smaller firms the government offered
low-interest emergency loans, special loans for business conversion and equipment
modernization, and tax breaks for new investment. In order to help firms absorb
released employees, the government expanded subsides to employers who relocated,
retrained or recruited released workers with addition premiums in the case of elderly
workers. To help the already unemployed, the government extended the period of
employment insurance benefits (with additional assistance for the elderly), increased
training subsidies, and put priority on depressed areas for allocating public investments.
Thereatfter, these policies have been revised and renewed every five years and remains
in effect until June 2001.>*  In short, private and public policies for employment and
industry focused on maintaining workers in the market and expanding employment
opportunities by developing the small business sector. 3

Increased appropriation for such policies were usually part of large deficit
spending packages the bulk of which being public investment programs. The
government enacted large stimulus packages in 1978-79, 1987-89, 1992-93,
immediately after rapid yen appreciation, and in 1998-99 under strong pressure from the
US.*® The export sector could coalesce with other economic sectors in support of US
demands provided that the domestic stimulus concentrated on counter-cyclical public
investment expenditures and adjustment assistance. To understand why public
investment expenditures were preferred, instead of permanent tax cuts or new social
programs, it is necessary to understand the unappreciated role of the Japanese
construction industry as a major absorbent of small firms and workers released from
manufacturing. In fact, the Japanese construction industry is the largest among the G7
that employs 10 percent of the work force and produces 10 percent of the GDP and is
composed of overwhelmingly small firms with less than three employees. The industry
has been steadily expanding and between 1974 and 1997 and added 2.2 million
employees and 200 thousand companies, enough to absorb cyclical contractions of the
manufacturing sector. Indeed, surveys of steel and shipbuilding towns in recession
record a large number of small firms and workers moving from export-oriented
manufacturing into construction-related businesses. The industry is notorious for
colluding on pubic works bids so that business is distributed to the smallest firms.>” In
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short, public investment facilitated export-sector adjustment by supporting (until private
investment picked up) the construction industry that had absorbed firms and employees
released from the export sector.

Although the export sector acquiesced deficit spending packages, it became the
main supporter of government plans to reduce public debts as soon as business showed
signs of recovery. Thus, the export sector employers led the charge for cuts in
corporate taxes and social security burdens in the early 1980s, late 1980s, and mid
1990s. However, the only way the government could accommodate such demands
without aggravating the budget deficit was by curbing future benefits and broadly
distributing payment increases in social security and by packaging indirect tax increase
with income tax cuts. To make social insurance (pension and health care) retrenchment
less objectionable, the government further promoted elderly employment and thereby
made social security retrenchment compatible with economic and employment
adjustment.

Efforts led by peak business associations dominated by the export sector, to
reduce the budget deficit in the early 1980s after its increase in the late 1970s were
atypical in two ways. The government failed to introduce a new sales tax in 1979 and
therefore the export sector insisted on future social insurance cuts. The government’s
blueprint of the social security reform developed in tandem with its reports on the need to
strengthen corporate welfare and to provide incentives for employers to keep employees
in the market.®® Based on such suggestions, social partners in large corporations
agreed on measures to keep the elderly active by extending retirement, reducing
retirement payments, providing recruitment services for retirees, and expanding
employee health-care services to retirees. The government’s welfare reforms of the
early 1980s—the 1982, 1984, 1986 health care and the 1985 pension reforms—had in
common (a) benefits cuts and payment increases, (b) government subsidization
reduction, and (c) the redistribution of costs from the small firms and the self-employed
to the large corporations. While the large corporations could accept (a) and (b),
especially since they had installed programs that paid the employees’ social security
payments, they had to compromise on (c). For instance, the 1985 pension reform
integrated the two major pension schemes (for employees and the self-employed) into a
two-tier system of flat-basic and income-related supplementary pensions (only to
employees), raised contribution rates, curbed future pensions, and reduced government
subsidies by concentrating them to basic pensions. Here, large corporations, which
had provided retirement payment for their employees, curbed future contribution and
government subsidization to public pension, whereas the self-employed obtained
concentration of state resources to their basic pension.

The politics of fiscal reconstruction in the 1989 and 1996 (passed in 1994) had a
similar feature. The export sector and the government, on the one hand, introduced
and raised the consumption tax in exchange for a large income tax cut. The 1989 tax
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reform introduced a new 3 percent consumption tax in exchange for a reduction in the
number of tax brackets, the lowering of tax rates, and large temporary income tax cuts.*
The 1996 tax reform raised the consumption tax rate to 5 percent in exchange for special
and additional income tax cuts. On the other hand, the government, with the support of
business groups, reinforced measures to promote elderly employment while
incrementally extended the retirement age. In the aforementioned 1985 pension reform,
extending the pension age from sixty to sixty-five had to be compromised because of
strong opposition from small businesses and the unions that argued the retirement age
at most companies was still sixty and that further employment was not guaranteed.40
The government had to suffice with stipulating that pension scheme for those over sixty
was a “partial” one subject to further review and that a review will be carried out every
five years. Meanwhile, the government promoted the extension of statutory retirement
age, and expanded programs that encouraged employees to retain, retrain, or recruit
employees over sixty. In 1986 the government made the legal retirement age sixty to
which firms were to voluntary abide.** By the 1990s, employer opposition to retirement
extension waned considerably and the demands shifted towards measures to facilitate
elderly employment.42 Thus, in the 1994 pension review, the government raised to
sixty-five the pension age for basic pensions (by 2013) and expanded the taxable
income to net annual income. In addition, the government introduced a program to
compensate for severe wage loss for re-employed or relocated employees over sixty,
reduced the pension for those employed, and made it obligatory, but not compulsory, for
employers to retain employees until sixty-five.

The above adjustment pattern continued in the late 1990s. Once the export
sector started to recover, the government embarked on a tax hike and other fiscal
reconstruction efforts in 1996-97, however such policies resulted in plunging the
economy into a recession, accompanying with the collapse of asset prices and the
holder of such assets, namely the banking and construction industry. For the first time
in postwar years major banks collapsed and the construction industry contracted
significantly. As a result, the domestic economy remained depressed amid growing
trade surpluses. However, while the recession compelled the government to abandon
the 1997 Budget Reconstruction Law, that mandated it to balance the budget and reduce
public debt, in favor of domestic stimulus measures, the government enacted pension
reform. The stimulus measures were aimed to expand businesses and keep the elderly
in the market, and, as a result, the government was able to rise the pension age for
supplementary pensions to sixty-five (by 2025) and index pensions to inflation (instead of
wages) without much resistance in 2000. In addition, to keep those between sixty and
sixty-five active their pension (to supplement income) was reduced and they were asked
to pay pension contributions.*®

The above account of Japanese economic and policy adjustments since the mid-
1970s show that export-sector employers in adjusting to recurring yen appreciations
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favored moving the elderly in the labor market and expanding business opportunities
there. To facilitate this pattern of adjustment this export sector concurred to counter-
cyclical budget deficits, although it was the first to commit the government to reducing its
tax and social security burdens and to restore balanced budgets. The government’s
policy was to encourage elderly employment did not contradict with retrenching pensions
by extending the pension age enacted as a means for fiscal reconstruction. Thus,
although Japan in times of economic adjustment did not have face the German dilemma
between fiscal reconstruction and pension reform, the cost was the increase of public
debt and the neglect of other reforms that might help stimulate the domestic economy.
Having established that the contrast between Germany and Japan fits the contrast
between union- and employer-orchestrated adjustments, we will now turn to the
implications of this comparison.

lll. Concluding Remarks

In this paper we argued that the pattern of policy adjustment seen in Germany
and Japan in the 1990s is a result of the different ways in which the export sector had
depended on social and fiscal policies to facilitate employment adjustment, which they
had to protect even when demanding a reduction in tax and social insurance burdens.
We employed a two-step framework that examines first how the export sector’s wage
coordination shapes the fiscal and social policy used for employment adjustment and
then how patterns of employment adjustment interact with the export sector employer’s
demand for fiscal and social burden reduction. The result was different government
priorities in fiscal and social policy retrenchment even in countries where the export
sector’s adjustment to the changing global economy—currency appreciation and trade
competition—resulted in similar international economic profiles—low inflation and large
trade surpluses.

We claim that this two-step approach provides a coherent account on differences
in wage moderation, employment adjustment, and policy dilemma. The framework has
stressed the importance of the adjusting agent (i.e., the export sector) and employment
adjustment on issues that had traditionally been analyzed from the viewpoint of
organized labor. These two points have implications for the recent developments in the
literature of employment adjustment, the welfare states, and coordinated market
economies respectively.

Since the earlier work of Manfred Schmidt and Ggsta Esping-Andersen, three
basic ways to cope with unemployment; i.e., market exit, public employment, and private
employment, have been widely recognized.** It has been established that
decentralized labor markets are conductive to private employment expansion and
centralized labor markets to public employment expansion. However, the impact of
economic globalization on such employment adjustment patterns have not been
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systematically researched, although recent studies argue that economic globalization
tends to constrain the expansion of public sector employment. It remains to be
explained in a world of economic globalization why some governments can still expand
private employment through Keynesian spending and why some governments chose
labor exit. We have shown that as long as trade competitiveness is maintained,
existing employment adjustment policies remain resilient despite an economic slump or
an increase in unemployment. Our point is, in order to reach this conclusion and
understand why policies related to unemployment can be very resilient, it is necessary to
carefully examine the agents adjusting to the global economy.

Our focus on adjusting agents also serves to complement most recent studies,
which stress structural constraints—such as aging population, post-industrialization
(expansion of the service sector), and restrained fiscal capacity—on welfare states to
explain welfare policy change.45 Our analysis of Germany and Japan suggests that the
degree of fiscal constraint, industrial change, and preparedness for an aging society may
differ according to how the countries adjust to the global economy. In Germany and
Japan the export sector employers demand fiscal restraint in order to remain competitive,
which in effect helped maintain a robust manufacturing sector, and that employment
adjustment in Japan in prepared for an elderly society by promoting elderly employment.
Indeed, among the G7 countries, Germany and Japan have the largest manufacturing
sector, in terms of employment (as proportion of total employment) and output (as
proportion of GDP), and the smallest service sector in terms of employment. Thus, it
seems some of the structural constraints on welfare states can be regarded as a result of
economic adjustment, even if economic globalization cannot be considered as a
structural constraint.

Finally, by examining particular countries where social partnership in the export
sector generated trade surpluses, instead of low unemployment or high growth, we can
clarify not only the problems of the Soskice’s dichotomy of coordinated and liberal
market economies but also his criticism of neo-corporatism. Because Soskice lists
numerous corporate-level characteristics as definitive of coordinated market economies,
he tends to increase the variants of coordinated market economies while failing to
provide evidence on how corporate characteristics entail macroeconomic outcomes.*®
We have argued that the strongest determinant of industrial competitiveness is
employer-union cooperation at export industries and that there are at least two
ways—union orchestrated and employer-orchestrated—to link such cooperation with
different patterns of employment adjustment and different priorities on fiscal and welfare
retrenchment. This means that there is an employer-centered way of adjustment as an
alternative to the union-centered view of neo-corporatism, in accord with Soskice’s
criticism of the literature. Moreover, both union-centered and employer-centered
analysis can relate micro-level cooperation to broader policy choices and outcomes, a
point that has not been fully developed by Soskice.
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Hopefully, a focused comparison Japan and Germany presented in this article has
provides a framework that improves our understanding of the link between economic
adjustment and retrenchment reforms.
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Figure 6: Unemployment

1974 1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 1999 2001E

——— S
el Japan
= =A = (Germany
—>—France

Canada
OECD Average




Figure 7a: Employment Adjustment in Manufacturing
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