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Dynamics, Economic Crisis, and New Players: 

An Introduction 

 

 

 

Clemens Esser1 and Henrik Egbert2 

 

 

Keywords: VOC and the State, Employment and Employability, VOC and  

Dynamic Development 

 

 

1 Introduction 

 

The notion of institutional complementarities is among the central topics of the 

Varieties of Capitalisms (VOC) literature (cf. Amable 2003). Institutional 

complementarities explain how and why different types of capitalist systems are able 

to co-exist and complement each other. These different types of capitalist systems are 

related to institutional settings which are specific for every country. 

In order to understand the VOC concept it is essential to consider how rules 

regulate institutional settings, e.g. labour markets, capital markets, industrial 

relations, social policy, and educational systems. A simplified example for VOC 

concepts is the bi-polar model of ideal types outlined by Hall/Soskice (2001). In a 

Liberal Market Economy (LME), capital is supplied by an anonymous capital market, 

determined by the rate of return. The labour market is characterized by a low level of 

protection. It can be assumed that in such a system the incentives for workers to 

                                                            
1 At the time of writing: ‘Institut Finanzen und Steuern’, Bonn. Currently: State Chancellery of Saxony-
Anhalt, Germany, Clemens.Esser@stk.sachsen-anhalt.de. 
2 Giessen University, Behavioral and Institutional Economics, henrik.egbert@wirtschaft.uni-giessen.de. 
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invest in firm-specific skills are rather low. However, the institutional setting enables 

financial capital and human capital to flow quickly to new and innovative products, 

i.e. the setting fosters radical innovation. Yet, in the ideal type of a LME the 

institutional setting seems less suited for long-term efforts to improve products. 

In contrast, minor steps of innovation need a reliable environment, specific 

skills, and social networks which evolve over an extended time span and depend on 

mutual trust. In such long-term arrangements the accumulation of individual know-

how is likely to be rewarded. The Coordinated Market Economy (CME) presents a 

prototype for such an environment. It is characterized by long-term labour contracts, 

a corporate governance system of long-term network relations, a capital market 

which supplies ‘patient capital’, for instance by family-run businesses, and a banking 

system with close ties between firms and banks. 

The explicit hypothesis of the VOC approach is that if real economies (and not 

theoretical models) are compared, a CME may be as efficient as a LME. Thus, 

different and often highly specific institutional settings are in the centre of this 

approach. When comparing real institutional settings, it can be argued that in some 

situations, such as during a period of radical globalization, a CME shows advantages 

as regards coping with the pressure that competition causes on labour or capital 

markets (Hall/Soskice 2001).  

Within the literature on systems competition both ideal types of VOC can be 

regarded as possible solutions for an economic system. However, to those economists 

who consider the institution of the price mechanism as a guarantee for an efficient 

allocation the existence and possible advantages of a CME are challenging. The VOC 

literature does not exclude a priori the possibility that the price mechanism may be 

replaced in specific contexts by an alternative allocation mechanism, such as 

networks or hierarchies. For instance, when considering real economies, the role of 

the state as a central institution cannot be ignored. The state is in many contexts 

essential for providing a framework within which other institutions function, such as 

markets or educational systems. Yet, the VOC concept does not focus on such top-

down approaches. Instead, if one institution changes, other institutions ‘react’ on 



 

7 
 

these changes. In consequence, markets, habits, networks and all kinds of institutions 

permanently shape their appearance and constantly influence individual decisions. 

Thus, the interaction of institutions is essential for individual decisions and, 

consequently, for the macro-economic results of national economies. 

The analogy of the VOC approach to Coase’s Theory of the Firm and to 

transaction costs is evident. However, the approach shifts these ideas to the meso-

level. The claim of non-superiority of specific institutional settings over other settings 

is a central element. This claim allows comparisons. That is why country studies 

provide valuable insights on how combinations of institutions work in capitalist 

systems. In this volume this perspective is applied in most contributions. Particularly 

interesting are such insights if periods of rather dynamic change are analysed and 

compared with less dynamic (or static) periods. The economic crisis which started in 

2008 is a case par excellence indicating the beginning of a dynamic period of 

institutional change. 

When we decided to setup a workshop on Varieties of Capitalism our first aim 

was to bring researchers together in a former socialist country. We expected that the 

topic would be particularly interesting to discuss with an audience which had 

experience with ideas of Socialism and a twenty-year experience with Capitalism in a 

transition period. In mid-2007 we decided to organize a workshop in Sofia, Bulgaria, 

i.e. in a transition country but geographically close to capitalist countries (Turkey, 

Greece) and ex-socialist countries (former Yugoslavia, Romania) alike. Then, in 

2007, the shadows of the coming financial crisis in the U.S. economy were already 

apparent. However, the indicators of the crisis were rather ignored by politicians in 

most European countries. Ignorance radically vanished after the second week of 

October 2008. The days from Monday 6th to Friday 10th, 2008, we consider as a 

‘week of change’. In this week the stock markets around the world tumbled and were 

temporarily closed. Panic and disbelief emerged and the crisis was suddenly 

recognized by large parts of the world population. In one way or another these days 

can be considered a turning point. Soon it became visible that it was not ‘merely’ a 

financial crisis but a development that put in question economic systems themselves. 
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In the months to follow we observed in every industrial country the shock waves and 

saw a discussion of introducing ‘more state’ into the economy. In nearly all OECD 

countries and other leading economic countries, politicians undertook ‘real action’ 

after the discussions. State intervention, a direct participation of the state in specific 

industries, and the nationalization of specific companies were on the public agenda 

even in such countries which had been forerunners of the LME model. The 

institutional advantages of liberalized economies, which had been promoted for more 

than 20 years, seemed to have received considerable scratches and, have been put into 

question. Our workshop took place on October 9th, 2008, exactly during the week 

when these changes started and when the process of re-considering and re-thinking 

national and international institutional settings began. 

Besides organizing a workshop on VOC in a transition country our second aim 

was to bring together researchers from economics and neighbouring disciplines, such 

as political science, or economic history. Once more, when we set up the agenda we 

had no idea how well this aim would fit to the emerging global crisis. In the weeks 

after the workshop it became apparent that the financial crisis was only an indicator 

for complex economic problems which demand for complex inter-disciplinary 

analyses. To provide but three examples: Firstly, an analysis of the existing structure 

and the institutions of financial markets in the EU allows an understanding why 

specific EU policies work and others do not. The building and change of financial 

institutions over time include facets like specific cultural features or historical 

peculiarities which are rarely covered by economic analysis. Secondly, a cross-

country comparison allows an understanding of past development processes, e.g. 

developments towards a more market-based economy. Cross-country studies make 

readers aware of the (country-specific) positive effects of developments (but also of 

the drawbacks). Thirdly, if human capital is considered as the driving factor of 

development, then human capital probably plays its role in finding solutions for the 

economic crisis. That is why it is important to pose the question about the 

institutional settings in the educational systems in different countries, a field where 

sociological and cultural factors play a prominent role. 
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Besides this introduction, this volume includes seven selected contributions 

presented at the workshop Varieties of Capitalism (October 9th, 2008 at the Faculty of 

Economics and Business Administration, Sofia University, Bulgaria). In what follows 

we briefly outline the main thoughts of the papers. Then, we show linkages among 

them and put them into the VOC context. 

 

2 The Contributions in Perspective 

 

Since scholars from many disciplines analyze institutions, it is not surprising that the 

VOC approach found attention in economics, sociology, political science, and also in 

disciplines as history or geography. The interdisciplinary nature of the VOC approach 

is reflected in the contributions in this volume. Case studies turn to be the fuel in this 

book. Case studies make the VOC approach a tale of many regions. Three 

contributions focus on a single country, i.e. Spain, India and Slovakia and three 

contributions apply a cross-country comparison. It is worth noting that some authors 

focus on countries which have hardly been considered in the respective literature 

before. In this sense we apply the term ‘new players’ in this volume, and we consider 

India, New Zealand and the Central and Eastern European countries (CEEC), e.g. 

Slovakia, as such players. 

The volume starts with a paper of the workshop’s keynote speaker Nadeem 

Naqvi. It should be mentioned that during the workshop participants were not only 

under the influence of events at stock markets but also under the inspiring 

presentation delivered by Naqvi. Already the day before the workshop he outlined 

some of his ideas why the financial crisis had appeared and erupted. These 

explanations went far beyond conventional interpretations (cf. Naqvi 2008, 2009). 

With his eloquent analysis he provoked thoughts in the minds of all participants.3 

                                                            
3 We are publishing here the paper which Naqvi presented at the workshop in 2008. After the financial crisis 
had become visible, many authors wrote about it. However, at the beginning of 2009 there were few 
publications on the root causes of the financial crisis. These causes are to be found in the real economy. To 
our knowledge, Nadeem Naqvi was one of the first who analyzed in detail the causes of the real economic 
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These thoughts together with the turmoil in the financial markets worked as 

accelerators for discussions on the workshop. With his paper Naqvi had his finger on 

the pulse. He outlines a concept which he calls ‘World Market Capitalism’. His claim 

is that a real economy crisis has preceded (and caused) the financial crisis, quite 

contrary to the initial public perception. After opening the U.S. markets for goods 

from China and India due to political considerations, American workers were 

exposed to competition from highly-skilled workers in India and unskilled workers in 

China – all prepared to work for a considerably lower wage level than in the U.S. As 

a consequence of liberalizing capital flows, U.S. capital quickly moved to India and 

China, with the consequence that workers in the U.S. lost their jobs. Those workers 

who became unemployed in the U.S. – or who faced shrinking wages – could not pay 

back their loans. Thus, the financial crisis was the consequence of a rather sudden 

structural shock caused by the globalization of goods and capital markets. Having this 

in mind, it would seem that the real economy crisis not only preceded financial 

markets turbulences, but is likely to stay, at least in the U.S., even when the business 

cycle changes. The decisive question is, can the U.S. increase the employability of its 

workforce as compared with workers in China and India? 

There follows a paper on Indian multinationals by Heather Taylor and Andreas 

Nölke. It relates to the keynote lecture in at least two ways. Firstly, it ties the topic of 

international trade dynamics to a case study on India, a country which we consider as 

a ‘new player’ in international economics. Taylor and Nölke choose the interesting 

perspective: from India towards ‘developed’ countries, an unconventional perspective 

for international trade relations. Secondly, the paper poses (implicitly) the question 

about the future face and rules of capitalism. While in many studies India and China 

are considered as providers of a virtually infinite source of labour supply, these 

studies do not consider the way business is done in these countries and how 

companies are embedded in national institutional contexts. Taylor and Nölke outline 

the changing role of Indian multinationals. The authors show that Indian international 

                                                                                                                                                                                                     
crisis that led to the burst of the financial bubble in 2008. That is why we decided to publish Naqvi’s speech, 
held in October 2008, without adaptation to more recent developments. 
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companies have become successful in markets of developed countries through a 

specific type of foreign direct investment. Indian investors choose strategies related 

to family-run, long-term, network-related business relations, ‘patient’ capital, and 

hence, a business model in harsh contrast to the model of Anglo-Saxon shareholder 

value. Due to the dynamic developments within India, as well as India’s changing 

role in the world economy, Indian multinational companies were forced to contend 

with international competitors on changing markets in India as well as abroad. As a 

consequence, Indian multinationals became outward FDI champions. The authors 

show that since 1991 “a distinct system of socio-economic institutions […] has 

strongly supported the transformation of domestic players into India MNCs.” In 

particular, the authors emphasize the role of the state and family-ownership as crucial 

reasons for this development. 

The next two contributions deal with labour markets. Lothar Funk relates VOC 

approaches to the 10 Central and East European accession countries (CEEC) 

focussing on labour markets. He starts with a discussion of the pros and cons of ideal 

types of economies in social sciences, and provides an overview of the different 

typologies of capitalism relevant to his topic (cf. Amable 2003 for a more general 

overview). With due caution – keeping in mind the still “embryonic character” 

(Funk) of the CEEC’s labour markets after two decades of transition – it seems that 

most CEECs exhibit a combination of CME and LME elements. Slovenia appears to 

be an outlier closer to a CME. Even more cautiously, it could be argued – in line with 

Hall/Soskice’s bi-polar approach to VOC types – that mixed economies have not yet 

formed an efficient equilibrium with functioning complementary institutions and 

could be described as “Emerging Market Economies” (Hancké et al. 2007) at present. 

Thus, it is hard to speak of a specific type of capitalism which is characteristic for 

CEECs. For Economic Historians it would be an interesting question how much of 

the diversity of capitalism in Eastern Europe is an echo of previous ‘Varieties of 

Socialism’. Funk concludes with some notes on the state and the future of Economic 

Systems’ analysis. 
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Whereas Funk shows differences between CEECs, Nadiya Dubrovina’s 

contribution highlights the differences in structure and development within one 

country, in this case Slovakia. Slovakia is one of the comparatively successful 

CEECs. Dubrovina provides a detailed account of the variables that influence and 

regulate the labour markets in the country. In contrast to the general picture that 

CEEC constitute a rather homogenous group of low-wage production countries, the 

paper shows the peculiarities for Slovakia. Based on econometric analysis results 

Dubrovina claims that particularly a comparatively low educational potential, a low 

level of market development and inefficiency in regional administration account for a 

low level of labour productivity in some regions. From her analysis it can be 

concluded that a detailed regional analysis based on the VOC concept may draw a 

rather heterogeneous picture of institutional settings within a single country. 

In his paper Christos Triantopoulos analyses the banking sector, i.e. exactly 

that sector in which the crisis became first visible. Whatever the causal reasons for 

the crisis may have been (cf. Naqvi), financial sector regulations have had their share 

in deepening, proliferating and speeding up the crisis. Triantopoulos takes a fairly 

harmonisation-friendly view, but finds some elements which stand on the way to a 

deeper integration of financial markets within the EU. He explains some of them in 

terms of the VOC terminology. Sketching out the field for a potentially fruitful 

research area – the political economy of EU financial integration – he also highlights 

the role of interests. 

The paper of Marcos Sanz Martín-Bustamante, Raúl Sánchez Larrión and 

Hamid Hamoudi (Sanz et al.) is an example for a treatment of dynamic change within 

VOC analysis. This is shown for the Spanish economy. Sanz et al. start with a short 

account of the history of Spanish labour relations from the late Franco era until today. 

Interestingly, the wage bargaining system in Spain changed from a system of CME-

style wage bargaining to a more LME-style. However, the system changed once more 

to (a more informal) wage coordination, after a decentralised wage bargaining had 

performed poorly in Spain’s institutional environment. Sanz et al. propose and 

empirically test a variable to capture the degree of coordination (instead of 
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centralisation) and shift the conceptual focus from the Calmfors-Driffil approach 

(Calmfors/Driffil 1988) to the VOC approach. They refute misconceptions in part of 

the literature about Calmfors/Driffils’ “hump-shape” hypothesis, as well as about the 

reality of the Spanish wage bargaining system. Sanz et al. conclude that the Spanish 

case shows that economic policy prescriptions for decentralising the labour market 

could have severe shortcomings. A more general observation important for the 

dynamics of VOC is that the development of Spanish labour relations has more to do 

with (institutional) learning than with path dependence. 

Similar to the previous paper, Jeroen Touwen analyses dynamic change. In 

contrast to the previous two papers he applies a cross-country comparison. He 

evaluates the changes in macro-management and labour market coordination in The 

Netherlands, New Zealand and Sweden. With the perspective of an Economic 

Historian, he uses the development of these countries as examples for different 

patterns through which change can take place: reform, defection, and reinterpretation 

(a distinction taken from recent work by Hall/Thelen 2009). The VOC approach is 

criticised on its ability to deal with change, due to the reliance of this approach on 

complementarities. Touwen finds that “within the CME-type as well as in the LME-

type institutional change continuously occurs that does not intrinsically alter its level 

of coordination.” The VOC approach may even be helpful to describe (and 

prescribe?) typical patterns of change and reform based on the different ideal types. 

In the final paper Lukas Graf shows that the typical behavioural patterns 

assumed in the VOC literature are also relevant in the field of higher education, 

particularly if universities follow strategies to ‘export’ higher education to other 

countries. This is exemplified by comparing university strategies from the U.K., a 

LME, with those of Germany, a CME. To slightly overstate the point of Graf it can 

be said that while a university in a LME environment would look for a buyer for its 

higher education service, a university in a CME would rather look for a partner to 

cooperate with on a joint higher education project. As a more general point, Graf 

distinguishes between “structural incentives”, which as an external shock affect 

LMEs and CMEs in a similar way (like globalisation), and the mode of coordination 
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within each system (following the core distinction in the VOC literature). In fact, he 

finds that universities in Germany rather follow a non-competitive and non-profit 

style of long-term relations in their international activities with strong intra-university 

coordination and a high involvement on the side of the state. U.K. universities, on the 

other hand, have much more autonomy and tend to organise their (more profit-

oriented) international activities as formal contracts based on demand and supply. 

Based on Graf’s paper one may ask: how can universities in a CME like Germany 

adapt to the pressure produced by EU harmonisation (e.g. the Bologna Process), or, 

does the university have to acquire LME characteristics in order to be successful 

when expanding its market for higher education? 

 

 

3 Cross-links and Conclusions 

 

Considering the contributions in context three main cross-links emerge. These are the 

role of the state, employment and employability, and dynamic developments. 

The role of the state: To begin with, it is noteworthy that some elements of 

Hall and Soskice’s approach have been contested by authors in this volume. 

Particularly, the importance of the state (in the form of governments or parties) as a 

central agent that shapes the institutional setting is pronounced especially by 

Taylor/Nölke (for the expansion of enterprises), by Graf (for internationalisation 

strategies of universities), and by Touwen (for the way change takes place). As it has 

been noted by Taylor/Nölke, as well as Graf, the role of the state is of secondary 

importance in much of the VOC literature (cf. also Hancké et al. 2007). Indeed, the 

limited role which Hall/Soskice (2001) attribute to the state is a problem. Given the 

core elements of the VOC approach, such as labour markets, financial markets, and 

education systems, it would in fact seem difficult for economists working on policy 

advice to use the approach without its implications on policy areas such as industrial 

relations, labour markets, social policy and business law, to name but some (see also 

Allen et al. 2006). 
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The contention whether the role of the state demands extensions of the VOC 

concept became visible in the face of the economic crisis which started in 2008. In a 

situation without a fundamental economic crisis institutional economics would more 

or less assume a more supportive and complementary role of the state. In times of 

crisis, though, this role becomes more explicit, by either challenging traditional 

institutions or fortifying them. Hence, while the role of the state may have been 

rightly regarded as rather implicit in the past VOC literature, it will certainly attract a 

more critical consideration from now on. In consequence, the focus of the VOC 

concept may shift from explaining diversity in systems competition to the robustness 

of institutional set-ups in situations of global crises. Furthermore, the role of the 

institutional setup as a root cause for a crisis is also important. 

Employment and employability: An accelerated process of globalisation which 

started in the last decades of the 20th century has brought the issue of employability to 

the fore. In several industries competition increases on an international and 

sometimes global scale so that internationalizing companies have difficulties in 

finding employable workers. Particularly companies in developed countries rely on 

employable workers for a reasonable wage. Naqvi highlights the urgent need for 

employable workers in the U.S., showing the dramatic consequences in case that 

either skills are missing or that the national wage level is too high. Both are neglected 

factors of U.S. external trade policy. Taylor and Nölke show that companies from 

developing countries expand their activities into developed countries using 

advantages of their national markets. If countries in the triad want to avoid losing 

income and employment, these countries need to improve individual skills or provide 

other comparative institutional advantages. Human capital formation is a central point 

in the paper of Dubrovina. Her analysis reveals that human capital formation is a 

crucial factor explaining regional development but also divergences within a country. 

Dynamics and change: Some of the results of the case studies show that in the 

VOC concept aspects of dynamic change should be considered more rigorously (cf. 

also Deeg/Jackson 2007). Path dependence is helpful for explaining developments in 

specific countries. However, we think it is worth asking how influential path 
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dependence really is for change? For instance, in the U.S. certain policies which were 

rather a taboo for decades were suddenly publicly discussed, one example is the 

nationalization of private enterprises. This example indicates that an economic crisis 

may provoke radical institutional change and that path dependence is less relevant 

than it is believed to be. A pertinent question then seems to be about lock-in effects 

which are caused by institutional complementarities within societies. Institutions 

which stimulated development in the past could turn out to be obstacles for future 

development, particularly if complementary institutions change (cf. Ozawa 2001 for 

Japan). 

Practically all papers deal with change. In some cases, change is rather slow 

and within the respective ideal-type, e.g. as outlined for Spain by Sanz et al. Other 

authors show that change occurs strikingly and call into question a priori determined 

expectations, e.g. Naqvi. Touwen puts the issue of change and VOC upfront, 

distinguishing between three types of change, i.e. reform, defection and 

reinterpretation. To sum up the results of these case studies, we believe that the 

LMEs and CMEs under consideration in the contributions have changed 

considerably, and to some extent the trend is clearly towards a LME style. However, 

LMEs have basically remained LMEs, and CMEs – CMEs. For future VOC research 

this insight could be of relevance: to classify countries in the VOC typology helps to 

explain which kind of institutional change works in which kind of economic system. 

Particularly, if we regard micro-foundations of change it could be fruitful in 

future research to contemplate institutional complementarity in more detail. It is 

mostly important to be aware that complementarity of institutions in different sub-

systems should not be misinterpreted as similarity. It might be asked which part of a 

system’s coherence, i.e. the efficiency of ‘free markets’ on one hand, and of 

‘cooperation’ on the other, is explained by collective beliefs, and which part by 

complementarities. In other words, to what extent different perceptions of VOC-like 

patterns are simply isomorphism (cf. Graf) and to what extent they are 

complementarities? Furthermore, how do these different perceptions influence 

efficiency? It seems to us that there are and should be institutional elements in every 
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system in order to balance the biases typical for the respective ideal type. Thus these 

elements provide leeway for change. 

Related to this point is a rather astonishing observation made by Heise et al. 

(2009). The authors study the behaviour of German and U.S.-American enterprises in 

an environment with weak regulations (and hence neutral for the purpose of study), 

and find that most German enterprises even within this environment keep their habits 

which fit a CME, and most U.S. enterprises stick to their style which fit a LME. The 

astonishing component is that, roughly speaking, most enterprises benefit from 

sticking to their style. That is why the embeddedness into a complementary 

environment is probably not the whole story. Even more, the few U.S.-American 

enterprises which show a rather CME-style management behaviour perform above 

average (in a rather LME-style environment!). Hence, the results of Heise et al. 

(2009) may hint at complementarities at the micro-level, and possibly to options for 

enterprises to choose or even shape their environment. 

Hall/Soskice (2001), similar to many authors before (e.g. Marx, Weber), 

outlines the idea of different types of capitalism. They draw the attention to the firm 

and to the meso-level and find a diverse world of ‘institutional comparative 

advantages’. The message communicated in the case studies outlined in this book is 

that it might be useful to change the perspective and to elaborate more thoroughly on 

the micro level (individual) and the macro level (state/government) (cf. 

Hall/Gingerich 2004). Both provide useful additional information in order to 

comprehend the efficiency of institutional complementarities. 
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Early 21st Century Capitalism? 
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The American economy has undergone a dramatic structural change in the first 

decade of the 21st Century. I explain the real-economy causes of this qualitative 

transformation, and their expression via the real estate market and its financial 

derivatives’ market, and their final manifestation in world financial markets, on the 

basis of observed stylized facts. I argue that there has emerged a new social formation 

that may be called World Market Capitalism. Some remedies that will likely work, 

and ones that will not, are also identified. 

 

1 Introduction 

 

As economists, some of us like to observe what has happened, either in terms of data, 

or in terms of stylized facts, and we try to comprehend why it happened. There is, 

therefore, a causal analysis that is undertaken: what was the cause, and what are the 

effects. 

                                                            
1  American University in Bulgaria, nadnaq@hotmail.com. This paper is my address to the Varieties of 
Capitalism Workshop on October 9, 2008 at St. Kliment Ohdriski University in Sofia, Bulgaria. I am grateful 
to participants at the workshop for their thought-provoking and helpful comments. 
 



 

22 
 

On September 15, 2008, the U.S. economy suffered a severe blow to its 

financial system, and that spread rapidly across an increasingly wider segment of the 

economy, and almost immediately spread to the entire world economy. Does it follow 

that the root cause of this global financial crisis of early 21st Century lies necessarily 

in the financial sector of the American economy or of other economies of the world? 

This question is worth asking. For, if one does not know the original cause, it is quite 

possible that only symptoms will be ascertained and thus treated, only to reappear in 

some other form, since the source of the problem is not known, and therefore not 

squarely dealt with. 

It has been suggested that there was a real estate market bubble that formed in 

the U.S., which burst around 2006. It started because too many people bought houses, 

of whom many were not credit worthy, and still they were  able to buy houses 

because they were aided by mortgage loan originators who did not engage in 

adequate due diligence required by law to determine these borrowers’ credit 

worthiness. Why did mortgage lenders behave in such an irresponsible manner? 

Because they could originate a mortgage loan, and turn around and sell it to mortgage 

consolidators who, in turn, bundled mortgages from different states in America, and 

sold such a financial derivative, called Mortgage Backed Security or MBS, to other 

investors such as investment banks, hedge funds, institutional endowments, 

retirement funds, domestic and foreign private banks, and central banks and treasury 

departments of various countries. Since mortgage-default risk was borne by these 

final holders of MBSs, and not by the original mortgage lenders, the latter had little 

incentive to diligently assess the credit worthiness of additional buyers of houses. 

That is how more demand for houses got created, house prices rose, and the bubble 

grew bigger. This is a clear story, but as I argue, it is misleading in its prescriptive 

implications, because of its inadequacy. 

Like all bubbles, this bubble also burst suddenly, and those who had been 

holding once-prized MBSs in their portfolios suffered capital losses when the prices 

of their MBSs fell, eventually to zero, in turn because those who could ill afford 

houses they had bought defaulted on their mortgage loans. Since the institutions that 
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were holding such ‘toxic’ assets could not convince anybody to buy these MBSs, 

they became cash strapped. What is more, when their customers decided to withdraw 

their investments, these institutions could not comply, and thus became insolvent. 

Solution: governments should buy these currently worthless assets, and thus remove 

them from the balance sheets of these institutions, by injecting large enough doses of 

cash, so that such banks, funds and institutions may return to healthy balance sheets. 

Such measures have been adopted, in exchange for governments acquiring ownership 

claims on these institutions, but they have failed to stem the tide of additional bank 

failures and have been unable to keep the unemployment rate in the U.S. from rising.2 

This part of the story is also clean and clear, but as I argue, it is still misleading in its 

prescriptive implications, because of its inadequacy. 

Such attempts to explain economic phenomena are outright flawed, for four 

distinct though inter-related reasons. First, how do we know that these real estate and 

financial markets have not performed as well as markets typically perform? That is, 

how do we know that these markets have not merely played out some causally-prior 

real-economy events, which have expressed themselves as consequences in the 

markets for real estate and MBS, and inter alia in the world financial markets? Do we 

have sufficient grounds for an indictment of these markets? The alleged 

malfunctioning of the real estate market and of the related mortgage-derivates market 

                                                            
2 The U.S. Treasury Department spent $85 billion in September 2008 to purchase 79.9% interest in the 
world’s largest insurance company, American International Group (AIG), $200 billion to buy Fannie Mae 
and Freddie Mac, both mortgage guarantors, another couple of hundred billion dollars to bailout a few other 
financial institutions such as Northern Rock from going bankrupt, and $700 has been approved by the U.S. 
Congress as a ‘Bail-out Package’. There is another ‘Stimulus Plan’ worth $250 billion still under 
consideration, at the time of writing of this paper. Moreover, South Korea has injected $107 billion, Austria 
has approved $114 billion, Sweden has guaranteed new medium-term liabilities of banks up to $205 billion 
France has approved $491 billion and Germany $681 billion, all with a view to providing security to all 
account holders in financial institutions in their respective countries. All major central banks in the world 
have reduced their interest rates, with the Bank of Japan’s rate down to 0.3%, and the U.S. rate at 1%. China 
undertook three interest rate cuts of 0.27% each in a six-week period, and the European Central Bank rate 
stands at 3.75%, among others. In addition, the International Monetary Fund has stepped in to provide $25 
billion to Hungary, $17 billion to Ukraine, and the process is still underway. Since bank lending has come to 
a grinding halt, on October 30, the Federal Reserve agreed to provide $30 billion each to the central banks of 
Brazil, Mexico, South Korea and Singapore, effective until April 30, 2009, to mitigate the spread of 
problems in accessing U.S. dollars. All this had happened by the end of October 2008. 
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in the U.S. may not, in fact, be the fault of markets at all. If so, then seeking solely 

financial-market remedies could be necessary, but by no means sufficient. 

Second, identifying unscrupulous practices of mortgage originators, unrealistic 

expectations of vast numbers of home buyers, and unbridled greed of institutions that 

acquired once high-yielding MBSs, as the culprits, relies on the presumption that 

large numbers of human beings exhibited personal irrationality, all of a sudden. Why 

did such enormous departures from rationality occur, and why at the time that did? 

Why did individuals not bring reason to bear on their choice of actions and thereby 

not take responsibility for the consequences of their actions, or departed from rational 

expectations to irrational ones? In this very general sense, such explanations rely on 

personal irrationality. But, irrationality can hardly be considered the foundation of 

any reasonable theory; absolutely anything can be blamed on irrational behavior. 

Third, explanations of phenomena of recessions, depressions or of ‘crises of 

over-production and under-consumption’ have a long history in the hands of the likes 

of Karl Marx (Das Kapital) and Keynes (General Theory). These explanations have 

received short shrift and summary dismissal, without any explanation of why they 

should be ignored. An interesting point to note is that while almost all economies of 

the world, including the American economy, are experiencing more rapid than usual 

business failures, rising unemployment, fall in consumer confidence and a 

contraction in private consumer spending, a debate is still raging as to whether the 

U.S. economy is in a recession. This is because in the U.S., the authority to declare a 

recession has been given solely to the National Bureau of Economic Research 

(NBER), which has quite arbitrarily decided that the definition of a recession is ‘two 

consecutive quarters of negative GDP growth’, which has yet to happen since 2002.3 

                                                            
3 Thus, in spite of a doubling of foreclosures between August 2007 and August 2008, home price decreases 
by a country-wide average of more than 20% since the beginning of 2006, the inventory of existing homes 
for sale at an all time high since the great Depression of 1929-36, unemployment rate at a seven-year high, 
the highest annualized rate of bankruptcy filings in 2008, and the consumer confidence at the lowest it has 
been since records were kept in 1967, the American economy is technically not in a recession because, in the 
third quarter of 2008 that ended on September 30, while consumer spending declined by 0.3%, GDP actually 
grew at a positive rate of 0.5%. There is something pathological about such a denial. Besides, such a patently 
absurd and thoroughly narrow and single-criterion-based definition of a recession is bound to be misleading, 
especially when judged on other criteria of economic crises such as persistent or increasing unemployment 
rates? In addition, because the American economy is the largest in the world, with a projected GDP of 
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On this definition, the American economy is not in a recession, and it cannot be for at 

least another six months! 

Fourth, the practice of looking for the actions of a person, or of a group of 

persons, or of laws and regulations, to place blame for something gone awry, well 

intentioned as such an excise may be, serves the unfortunate purpose of distracting 

attention away from seeking politico-economic historical explanations, and 

constitutes an obstruction to a clear view of primary driving forces that are otherwise 

plain for one to see. 

A lot of soul searching is going on these days to examine the financial and 

banking systems and their regulatory mechanisms to find the financial-sector causes 

of the problems that have certainly expressed themselves in a financial form. The 

question remains open, however, as to why the current financial crisis could actually 

not have been a faithful market expression of financial symptoms of a set of real-

sector events that underlie mortgage-associated problems, which, in turn, have 

precipitated the current financial troubles. There may, in fact, be nobody to blame for 

the problems that grip the world at the present time. In other words, have we got the 

question right? It is precisely to this issue that I address this examination. Indeed, I 

identify the fundamental underlying real economy causes, distinguished from 

financial or mortgage-instrument-related causes, to explain the consequent extensive 

deprivation suffered by large numbers of people in the early part of the 21st Century. 

The explanation of the financial mishaps comes out in the wash. 

I argue here that the causes of the current problems facing the American 

economy and indeed the world economy are actually real, politico-economic events, 

                                                                                                                                                                                                     
$14.25 trillion in 2008, that is more than three times the size of the next largest economy – Japan – so that its 
poor performance drags down the performance of virtually all other economies of the world, simply because 
America is the biggest buyer of almost all commodities except petroleum, in which China leads the world. 
The only fortunate consequence for the petroleum importing countries  (though unfortunate for the petroleum 
exporting countries) has been the fall in the price of crude oil from a high of over $140 per barrel to around 
$70 a barrel, because the demand for crude oil, while fairly price inelastic, is actually income elastic. To get 
an idea of the relative magnitudes, in 2007, the next largest economy was that of Japan with a nominal GDP 
of U.S. $4.4 trillion, followed by Germany, $3.32 trillion, and China with $3.25 trillion. These were followed 
in rank by the U.K ($2.77 trillion), France ($2.56 trillion), Italy ($2.11 trillion), Spain ($1.43 trillion), 
Canada ($1.43 trillion), Brazil ($1.31 trillion) Russia ($1.29 trillion), and India ($1.1 trillion), in the 12th 
place. In 2008, however, the Chinese economy ranks third, the German the fourth, the French the fifth, and 
the British the sixth, in terms of nominal GDP, while the other eight countries’ ranks remain the same. 
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and the remedies are also politico-economic in nature. It is not that financial solutions 

are completely irrelevant. Indeed they are necessary, but simply not sufficient. My 

explanation, therefore, is rightly seen as complementary to the analyses offered thus 

far, not as a substitute for them. My approach does, however, render the implications 

for effective policy prescription radically different from the suggestions proposed 

thus far. I argue that financial rescue plans, solely by themselves, can hardly be 

expected to withstand the burden of rescuing the American economy from its current 

woes. It is precisely because of an inadequate appreciation of the real economy 

causes of the current financial problems that solely financial rescue measures have 

been entertained thus far, and despite their enormous magnitude, they have failed to 

achieve their declared objectives. 

Widespread deprivation was actually well underway in the U.S. by 2004. This 

was noticed and articulated by, among others, Congressman Frank Wolf of Virginia, 

who must be credited with a deep and early appreciation of this phenomenon.4 Before 

proceeding to find another explanation, it should be explained why Congressman 

Wolf’s explanation is unfounded. My purpose here is to subject claims such as those 

of Congressman Wolf’s to a careful scrutiny, and to ascertain the real causes of the 

financial crisis of the early 21st Century. I argue that not only are his claims well-

founded, but that a more widespread deprivation of early 21st Century is bound to 

occur and will to be quite protracted. 

 

2 What is the Root Cause of the Great Deprivation of Early 21st 

Century? 

 

It was a long-standing political stance of the U.S. to engage China, at least since the 

Ping-Pong Diplomacy of President Nixon and Secretary Kissinger, which led up to 
                                                            
4 In fact, On March 24, 2004, Virginia Congressman Frank Wolf asserted, “As the fast-rising trade deficit 
with China documents, many of those jobs have gone to China as U.S. firms have moved their factories 
there. [...] these deficits are composed of goods America recently produced for itself with U.S. workers in 
U.S.-based factories. […] That deficit is a major reason the U.S. is losing its manufacturing base. […] 
Commerce Department data show that since December 1997, over 3 million U.S. manufacturing jobs have 
been eliminated as imports replace domestic production.” 
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the U.S. granting to China in May 2000 a permanent Most Favored Nation Status. 

Subsequently, by the end of 2001, China was inducted in to the World Trade 

Organization, with the stipulation that Chinese economic reforms be completed by 

2006. The consequence was that in 1990, one year after the Tiananmen Square 

massacre in Beijing, the U.S. trade deficit with China was $6 billion, but in 2007, it 

stood at a whopping $251 billion, higher by far than with any other country in the 

world. The U.S. imports from China in 2007 were worth $321 billion, and European 

imports from China stood at $300 billion. This is because the Chinese manufacturing 

workers earn $6/day, contrasted with the American minimum wage that is above 

$6/hour (for an eight-hour day).5 

Moreover, again as a matter of political policy, in late September 2001, 

President Bush lifted trade sanctions imposed under the terms of the 1994 Nuclear 

Proliferation Prevention Act following India’s nuclear tests in May 1998.6 From 

virtually no economic ties between the two countries for over three decades, in 2007 

the U.S. exports to India were more than $17 billion, and the U.S. imports from India 

were $24 billion. The United States is now India’s largest trading partner. 

As has been the case with China, India has also been the recipient of 

significant Foreign Direct Investment. From 1991 to 2004, the stock of FDI inflow to 

India increased from USD $11 million to $344 million, totaling $4.13 billion, which 

constitutes a compound rate of growth of over 57% annually. Further, the United 

States is one of India’s largest direct investors. American direct investment in India in 

2007 stood at $9 billion, accounting for 9% of total foreign investment into India, 

with a concomitant outsourcing of skilled American jobs to India. This is because 

Indian skilled workers earn less than $20,000/year, with comparable workers in the 

U.S. earning anywhere between 60 and 150 thousand dollars annually. 

Starting in 1998, right up to 2005, there was a real estate boom in the U.S., fed 

in part by the injection of Chinese trade-surplus-generated foreign exchange earnings 

                                                            
5 As noted by Congressman Frank Wolf, American capital moved to China in huge doses, causing plant 
closings in the U.S., and opening up American-capital financed manufacturing units in China. 
6 This was related to India agreeing to monitor sea lanes for terrorist activity from Singapore to the Suez 
Canal. 
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into the U.S. financial markets, and in part by the recycling of foreign exchange 

earnings of petroleum exporting countries. America also has the lowest down-

payment requirements for house purchases in the world, so that when the former 

Federal Reserve chairman, Alan Greenspan, cut the FED funds rate more than a 

dozen times in a row, these actions reduced the cost of borrowing, including the cost 

of mortgage financing, which in turn greatly increased demand for housing. 

There was also a dramatic improvement in the American terms of trade when 

in 1997-98 the currencies of S. Korea, Thailand, Malaysia and Hong Kong 

depreciated by fifty percent, and that of Indonesia depreciated by 80% in a mere nine-

month period. As we know, an improvement of a country’s terms of trade raises its 

real income. American’s became richer in terms of real purchasing power with 

respect to purchases of imports from these East Asian countries, following the so-

called East Asian Currency Crisis. This increase in American real income, in addition 

to injections of foreign countries’ net export earnings into the American financial 

markets, in combination with low-down payment requirements and successive 

interest rate cuts during Greenspan’s tenure as the Federal Reserve chairman, 

together led to such a real estate boom that more than two-thirds of American 

households ‘owned’ their homes by 2005. 

However, as more Chinese manufactures were imported, manufacturing 

production started to decline in the U.S.; more American workers were laid off. In 

addition, as more American corporations moved operations in the Information 

Technology and Pharmaceutical sectors to India, outsourcing of jobs to India 

mounted, and more American skilled workers lost jobs. In fact, by the end of October 

2008, the unemployment rate in the U.S. was at a seven-year high. Unemployed 

people cannot make mortgage payments. Mortgage defaults thus rose sharply. In fact, 

in the twelve-month period ending August 2008, foreclosures in the U.S. had 

increased 105%. 

In the heydays of the real estate boom, a collection of a couple of thousand 

mortgage loans from different states in America, known as a mortgage backed 

security, or MBS, became the asset of choice for American banks, foreign banks, 
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investment banks and retirement funds. There were sufficient real causes, 

distinguished from speculative causes, for real estate and MBS booms in the U.S., 

and there were, subsequently, sufficient real causes of a real estate bust, arising from 

increasing unemployment, due to outsourcing of skilled jobs to India and imports of 

significantly cheaper manufactured imports from China, among other countries. As a 

consequence, some 20% or so loans in the MBSs became non-performing by October 

2008. 

There was nothing ‘sub-prime’ about the MBSs in the heady days of the real 

estate boom. But, with increasing job losses, and the consequent increases in 

mortgage defaults in the U.S., the real estate boom came to an end, leading to one of 

the sharpest falls in the market prices of MBSs. For example, the investment banking 

firm Merrill Lynch sold $31 billion worth of MBSs in July 2008 for 22 cents on the 

dollar. The pre-conditions of the Great Deprivation of early 21st Century in the U.S. 

were fully in place by the end of 2001, and by 2004 its effects were being felt, at 

noted by Congressman Wolf in his March 24, 2004 speech, although its financial 

manifestations only became sufficiently visible to some by late 2008. 

Now the prices of MBSs with 75-80% well-performing mortgage loans have a 

market price of zero. Why? It is so simply because there is virtually no demand for 

these assets. Why? First, the supply of $6/day manufacturing workers in China has 

not been exhausted. Nor has the supply of $20,000/year educated, skilled English-

speaking workers in India been exhausted. So, more job losses and thus foreclosures 

will occur. Potential buyers of these MBSs are naturally wary of acquiring such 

assets that contain loans more of which will become non-performing. They consider 

these assets ‘toxic’. 

Thus the process of increases in unemployment across a wide array of skill 

categories has not ended in America. Nor indeed is the process of the consequent 

increases in bankruptcy filings and house foreclosures over yet. More bankruptcies 

and foreclosures are in the offing in the months and years to come. 

Second, since a larger proportion of loans in the MBSs will necessarily 

become non-performing, if buyers of MBSs are risk averse, there is also a risk-
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bearing costs (equal to the risk premium associated with the risky asset) that could be 

high enough to snuff out all demand, and send the market price of MBSs tumbling 

down to zero. 

Third, since the mortgage loan originators knew that the loans would be 

bundled into MBSs and sold, their incentive for doing due diligence, as required by 

law, was considerably diminished. This produced some MBSs that were ‘lemons’. 

Adverse selection therefore is yet another cause of the vanishing demand for MBSs, 

despite the bulk of the loans contained in them being well-performing, simply 

because a potential buyer does not know, with regard to future loan defaults, which 

MBS is a lemon and which is not. 

Fourth, at present, out of every four high school graduates in America, only 

one finishes college. Therefore there are not enough American workers who are 

employable in the category of jobs in innovation, R&D, and the like, that are the 

comparative advantage of the U.S., or there are enough Indians, East Europeans and 

other foreigners willing to do this work for substantially lower wage rates. In the 

foreseeable years, there cannot be a sudden increase in the number of skilled, 

educated, employable college graduates – simply because this process, even if started 

right away, takes an average of four years to convert a high school graduate into a 

college graduate. This is precisely the reason why the deprivation episode of the early 

21st Century is likely to be quite protracted. To expect the American economy to 

recover from its stagnant state by 2010 is highly unrealistic. In fact, it would be 

overly optimistic to expect the ‘recovery’ to even begin before 2011. The U.S. 

unemployment rate should be expected to increase. 

There is one additional significant fact that deserves notice. Income inequality 

has increased in the U.S. to the highest level since the start of the Great Depression in 

1929. With some American capital having moved to China and India, American 

capital owners have incurred lower labor costs, thereby experiencing higher profit 

incomes. Simultaneously, American manufacturing and skilled workers who lost jobs 

to the Chinese and the Indians have experienced a fall in their incomes. Thus some 

have become richer in America, and others have become poorer. Actually, the top 1% 
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of income earners in the U.S. garnered 8% of national income in 1980, but now they 

earn 24%. This considerably higher income inequality implies that the increase in 

spending by richer, capital-owning Americans is more than offset by a decline in 

spending by poorer non-capital owners, because the richer persons have a higher 

marginal rate of saving (and therefore a lower marginal propensity to spend on 

consumption).  This is a crucial point that must also be taken into account in 

evaluating the remedies to what ails the economy, especially in light of the fact that 

by during 2008 alone, job losses in America are in excess of three-quarters of a 

million persons, with the attendant hardship suffered by their families. Indeed, even if 

an expansionary fiscal policy like the New Deal is adopted, that would definitely 

serve to generate additional demand for labor in public-works programs such as 

infrastructure development, but these new jobs would be low-wage jobs, and while 

somewhat beneficial, will still keep large numbers of Americans at lower standards of 

living than was earlier the case. 

The lesson to be learned from all this is that the adoption of policies merely 

for cleaning up the balance sheets of banks, investment banks, retirement funds and 

insurance companies is, by itself, doomed to fail. Such policies only treat the 

symptoms, not the disease, so that the symptoms will reappear subsequently. A much 

more comprehensive policy mix would appear to be necessary to pull Americans out 

of the deprivation from which they are already suffering, one which is likely to be 

quite protracted. 

From 2000 to 2001, the American economy experienced a social earthquake-

like structural shock due to a sudden exposure to then 2.1 billion people of China and 

India, as a consequence of purely political decisions made by the American 

administrations. 

 

3 Some Policy Implications 

 

The problem, however, is more intricate. It is as if the American economy is now 

caught in the classic Liquidity Trap of Keynes: consecutive interest rate cuts are 



 

32 
 

simply not spurring up productive investment spending, in terms of creating new 

businesses or expanding existing ones. This also is not all. An increase in aggregate 

government spending in terms of expansionary macroeconomic fiscal policy will also 

fail. This is because while the unemployed may get temporary relief, these will be 

jobs in the public works programs, which are low-wage jobs, and not the ones that 

provide a high standard of living in the intermediate to long term. 

Insufficiency of demand for skilled labor in the U.S. is, in general, the not 

problem. The decline in such demand is only for those specific types of skilled 

workers for whom easy substitution is possible from amongst Indians in India, so that 

only such skilled jobs get outsourced to India. Moreover, in the private sector, the 

kinds of jobs typically created in America are in the range of innovation, R&D, and at 

the upper end of the skilled spectrum. There is still demand for a wide array of such 

other type of skilled workers, for whom substitutes in India cannot be found, but a 

very large fraction of American workers are, at the present time, not employable, 

because they lack these skills. So, what is required is micro-targeted specific human 

resource development, to provide resources – outright grants for higher education, 

skill-acquisition and on-the-job training, and loans to support such activities and to 

provide additional incentives specifically aimed at developing a diverse and highly 

skilled labor force that is both in demand in the U.S. and is employable. But it takes 

time for a person to become educated, which is precisely the reason why the Great 

Deprivation of early 21st Century is bound to be protracted. 

In addition, management of unemployment compensation is also a 

significant issue. If a person loses her job, she gets unemployment compensation 

from unemployment insurance, but the amount is quite meager, certainly in 

comparison with countries such as Germany, which has a considerably lower per 

capita income. In addition, the laws pertaining to unemployment benefits are such 

that she would get paid for six month, and in the following six month, she must earn 

at least twenty per cent of what she received in the first six, otherwise she is not even 

eligible to apply for unemployment benefits. This pushes large numbers of 
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unemployed people in America into both not being counted as unemployed, and into 

a state of poverty and its attendant hardship. 

Reduction of broadly construed economic inequality by use of such a policy 

mix as provision of resources and incentives for education and acquisition of skills as 

part of a coherent human-capital development plan is a long term solution. Along 

with this, however, is required adoption of poverty reduction measures in the short 

term, including taking public action against hunger and homelessness in America, 

particularly for those workers who have been displaced as a consequence of direct or 

indirect external-sector shocks taking the form of productive capital out flight and 

cheaper manufactured imports. There has to be a shift away from management of 

monetary policy, which has already proven ineffective in recovering equity value 

losses of over five trillion dollars in 2008 alone, despite more than a one trillion 

dollar injection into the financial system. There also has to be a shift away from 

macroeconomic fiscal policy, except as a measure of temporary relief. The policy 

shift would have to be towards microeconomic policy formulation and 

implementation, especially with regard to specific human resource structural 

development programs.7 

Just calling the $700 billion plus bank-cleaning spending-package a ‘Bail-

out Package’ or a ‘Rescue Plan’ does not make it so. It takes more than words and 

labels. More Americans in 2008 have filed for bankruptcy or have faced foreclosure 

than in any year in the history of the country in the past 80 years, and there appears to 

be no end in sight. It is not helpful at all to reduce income or capital gains tax rates, 

certainly not for those who are unemployed or do not own businesses. Interest rate 

cuts do reduce the cost of borrowing, and in this manner serve to increase profit 

income (as would be the case with a reduction of capital gains or income tax rates), 

but we have seen that such policy changes have completely failed to stem the tide of 

business bankruptcies. As it happens, the ‘trickle down’ that worked during the 
                                                            
7 I should clarify that there is no suggestion in my remarks that outright handouts are any solution. Nor is 
there any suggestion that there must be constant governmental intervention. However, there are phases in the 
life of an economy, sometimes brief episodes, when intervention is the order of the day. This was also the 
approach taken by Keynes, with a view to protecting the free-market system in the economy. 
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Regan presidency of the 1980s will fail to be effective across-the-board in America 

today, because more profitable business conditions for entrepreneurs will cause the 

trickle to reach China and India, not down to ‘Main Street’ America, because labor 

costs are much lower abroad. 

This argument implies that the problem is not only much deeper than one 

that merely requires cleaning up the balance sheets of financial organization, but it is 

also more complex than one that just requires restructuring of mortgage loans to keep 

people in their houses. 

This too is not all. When the U.S. government took 79.9% interest in AIG as 

part of the bail-out, it bought a controlling interest in a number of insurance activities. 

The U.S. government is now in the insurance business. AIG, for example, provided 

insurance against business credit risk, so that, if Air India, for example, were to order 

20 aircraft from Boeing, AIG would guarantee the contract, so that if the 

manufacturer produced the planes, and if the buyer defaulted, then AIG would cover 

their losses. At the present time, the U.S. government is engaged in such business as 

well. 

Moreover, as the most evolved free-enterprise economy in the world, U.S. 

administrations used to routinely criticize countries that nationalized banks, and yet 

the U.S. government now owns controlling interests in a number of major banks and 

has thus effectively nationalized banks, and thus now own houses and cars that are 

now bank owned, as a consequence of foreclosures and repossessions. The American 

economy has changed, at least for now. The system, the social formation, has 

undergone internal transformation, and is undergoing further transformation, as part 

of a process that actually began around 1998. 

 

4 World Market Capitalism 

 

Just as from the ashes of the Great Depression of 1929-36 emerged a new World 

Economic Order, with the U.K. losing its economic leadership position to the U.S.A., 

a new social formation has begun to emerge on the World landscape. It is unlike any 
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system that has come before. But, this should not come as a surprise. It is a fact that 

economic systems have evolved from one form to another distinct one in social 

history. As evidenced in the work of social anthropologists, there was once Primitive 

Communism as the dominant social formation, about five thousand years ago, but that 

is gone forever. It was replaced in most societies by the Slave-owning system, which 

lasted a few thousand years. Then came Feudalism, which lasted for several hundred 

years, and in some countries such as Afghanistan and Pakistan it is still alive. In some 

other parts, as in the United States, there was direct transition from Slavery to 

Capitalism. But, Capitalism has only been around for less than 300 years. Why 

should one think that this social formation will not undergo transformation – radical 

transformation – to become a qualitatively different social formation? It would be 

patently absurd to suggest that new economic systems will cease to appear on the 

social landscape. Aside from death and taxes, if there is one thing we one count on, it 

is change. A new social formation has emerged. What we are witnessing is the 

emergence of a new world economic system, one I like to think of as World Market 

Capitalism, or simply WMC. 

It is important to appreciate that an economy is a living, breathing animal. 

That it has a life of its own. It is not an inanimate object. We are part of it, our beliefs 

are components of it, as are the institutions, the laws and political structures we 

create. As we change, as our beliefs get altered, the laws we live by are changed, and 

the political, economic and social institutions undergo transformation. When 

sufficient modification occurs in the components of an economy, it becomes a 

qualitatively different social organism. It is then time to give it a new name, 

otherwise there is a very real fear of confounding two distinct social formations, and 

thereby incorrectly seeing them as conceptually identical. That, we must avoid, for 

clarity of thought and precision of analysis. The partition between the two social 

formations must be recognized. What is WMC, and what is it not? What are the 

distinguishing features of early 21st Century capitalism? 

Free markets are alive and kicking, and through a natural process of evolution, 

they are more out of the control of governments than they have ever been. Many of 
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them have evolved from regional to national and to now become world-wide markets. 

Many more markets are now more immune to regulation, thereby placing them out of 

control by governments. This is another distinctive feature of World Market 

Capitalism. Globalization means many things to many people. What I seek here is to 

identify some very specific characteristics of the social formation that has emerged, 

and its supranational character is one aspect. 

First, WMC is not the characteristic of a nation state. What WMC refers to is 

an entity that simply does not respect national boundaries. It is thus not a social 

formation that is usefully investigated in terms of units taken to be countries, as has 

been the practice in contemporary economics. Unlike some previous conceptions of a 

capitalist economy, WMC is not trapped within the political boundaries of a nation 

state. For example, it is pointless to discuss with any coherence the American 

economy without including its connections with the economies of China and India (or 

Canada, Mexico, Japan and the OPEC, not to mention the European Union). 

Second, it is not Imperialism, the Highest Stage of Capitalism, as prophesied 

by Vladimir Lenin in 1916, who saw the merging of banks and corporations as the 

root cause of emergence of finance capital, and predicted that export of capital, rather 

than of commodities, would be the norm and the identifying characteristic of the 

system. On the contrary, in WMC, there has arisen a world-wide tsunami of bank 

nationalization, and commodities flow in ever larger volume and value than ever 

before in social history from one region of the World to another, and embodied in 

these commodities are the lowest-cost labor and the lowest-cost capital, regardless of 

who owns these resources. 

Third, unlike Karl Marx, who saw Capitalism as a mode of production that 

constituted a stage of transition from feudalism to socialism, WMC is certainly a 

distinct social formation, but it is not socialism, because the means of production do 

not have social ownership. They continue to be privately owned predominantly, 

though some erstwhile privately conducted economic activities have shifted to the 

public domain. 
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Fourth, in WMC, capital whether in terms of human-made tools and 

implements of production, or in terms of finance capital, ceases to be a binding 

constraint; it flows fast and furious to wherever, in whichever country, developed or 

not, a safe and high rate of profit can be earned.8 Effectively, then, it is safe to assume 

that there is an unlimited supply of capital in the world, or, what is the same thing, 

those businesses that demand capital face a perfectly elastic supply curve of capital at 

a parametrically given near-zero shadow price or supply price. This is an essential 

feature of WMC. The governments of the U.S., the EU and Japan, among others, 

have lost quite a bit of the control they once had over capital flight into or out of their 

economies. 

Fifth, unskilled labor in WMC also does not constitute a binding constraint, 

and thus has a perfectly elastic supply curve, because in the world trading system, 

manufactured goods can be produced in the lowest-cost regions of the world, and 

they can then be exported to wherever they are demanded, to supplant any shortage of 

unskilled labor in that localized region of the world, where the prices of 

manufactured goods may have been higher. Thus, for all intents and purposes, from 

the point of view of anyone in the world who wants to buy a manufactured (unskilled 

labor-intensive) product at the lowest price (equal, in long-run equilibrium, to 

average cost), it is safe to assume there is an unlimited supply of unskilled labor. This 

too is an essential characteristic of WMC. 

Sixth, skilled labor would also have ceased to be a binding constraint, because 

a much wider array of skilled tasks can now be done far away from the location 

where final output is demanded, in turn because of the now available information 

super highway that is firmly in place. Moreover, reliable and fast modes of personal 

transport available at relatively low costs also permits greater contact among parties 

striking business deals. However, in spite of these facilitating recent developments, 

                                                            
8 It follows that a shortage of capital for workers to work with, a phenomenon induced by it called Marxian 
Unemployment, cannot arise in WMC, because only a foreign-investment-hostile climate can keep foreign 
capital away, and thus be the cause of a capital shortage. 
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the only binding constraint in WMC is a resource that is sometimes described as 

Human Capital, or really the size of the educated and skilled labor force.9 

Seventh, during the process of emergence of WMC, expansionary monetary 

policy ceases to be effective in pulling the peoples of the various countries out of the 

protracted deprivation from which they suffer during the transformation. Also, 

aggregative expansionary fiscal policies, as I have argued above, lose the efficacy 

they once had in national Capitalism. Instead, a set of specifically targeted fiscal 

policies intended to remedy particular economic imbalances in skilled-labor markets 

in a country become the only public policies that are effective in alleviating extensive 

human deprivation.10 

In this context, there is much to be learned from the so-called East Asian 

Currency crisis that began in 1997-98. Between June 1997 and February 1998, the 

currencies depreciated by 50% in Thailand, S. Korea and Malaysia, and by 80% in 

Indonesia. This caused a massive deprivation episode from which these countries 

have yet to recover. To get an idea of this, consider, for example, the world market 

for rice, which is consumed as a staple in these countries. Since the world price of 

rice is dollar denominated, marginal-income families could buy only half as much 

rice with their incomes after their currencies had depreciated. As a consequence of 

such impoverishment (measured in terms of an internationally traded good such as 

rice), in Malaysia, there were communal riots in which the businesses of many 

Malaysians of Chinese ethnicity were burnt. In Indonesia, the regime of Suharto, a 

dictator who had ruled with an iron hand, was overthrown. In South Korea some 

women who gave birth left their newborns at the steps of different churches around 

the country because they knew that they would simply not be able to feed them – 

these children came to be known as IMF Orphans, because the IMF gave a one-time 

                                                            
9 The reason that energy ceases to be a constraint that bites as hard as the skilled-labor constraint is that while 
substitution possibilities exist among crude oil, natural gas, bio-fuels, solar energy, wind energy, 
hydroelectric energy, and nuclear energy, among others, it is difficult to find an economist or a physicist as a 
substitute for a cardiac surgeon to do angioplasty. Thus easy substitutability among skilled workers of 
different types is not really an option. 
10 Henrik Egbert’s interpretation points to a shift to a microeconomic management of the economy by the 
state. 



 

39 
 

or two-time injection of money in an attempt to prop up the values of these 

currencies. 

This of course failed, because the cause of this currency depreciation was a 

decline in U.S. demand for the currencies of these countries, in turn due to a fall in 

the rate of growth of U.S. import demand for East Asian commodities (because China 

was getting its most favored nation status temporarily renewed annually, as a prelude 

to receiving this status on a permanent basis in 2000). A decline in import demand 

growth is an annual flow phenomenon. Since this fact was not appreciated, a couple 

of stock injections that were given by the IMF could not possibly fix this problem, 

because a flow is one that recurs year after year. 

It is crucial to remember that if something is called a ‘currency crisis’ as in the 

case of East Asia starting 1997-98, or a ‘Financial Crisis’ as starting in 2007-08 in the 

U.S. and then in the world, it only serves to shift attention away from the real (non-

monetary) causes and thus consequences. The usage of such nomenclature has the 

unfortunate consequence of diverting attention away from the human suffering, and 

thereby leading even seasoned economists to focus far too much effort on relatively 

less significant matters such as the ‘contagion effect’, to the complete exclusion of 

seeking effective remedies for extreme human anguish associated with these 

phenomena. If this lesson regarding deprivation suffered by human beings is not 

learned from the so-called ‘East Asian Currency Crisis’, which was only the apparent 

symptom of a radical real-sector shock, it would be a grave error, with calamitous 

consequences in the form of human torment, not unlike the agony of mothers giving 

up newborns, increases in the numbers of orphans, higher incidence of child labor, 

and greater prevalence of hunger, among other such things. We must not forget that 

real lives of people are involved, and it is imperative that such policies be adopted 

that will alleviate human misery that is typical of such Great Deprivation episodes.11 

                                                            
11 In addition, there occurs gross misallocation of resources. A phenomenon on the rise in the U.S. is that as 
more people lose jobs, they lose their medical insurance, so that the emergency rooms of hospitals become 
their primary care facilities. This creates a situation in which doctors end up attending more to treatment of, 
for example, cases of influenza-induced fever, and other such medical problems, and they have less time to 
devote to life-threatening problems that require urgent attention. Many more patients also get shunted from 
one hospital to another because the emergency rooms of hospital get clogged with relatively less exigent 
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For, when people lose jobs, they suffer, their children experience distress, 

relationships break up, people get depressed, divorces occur, and families are 

abandoned. Misery spreads. 

If the distinction between the real-sector causes and the financial-sector 

consequences is not appreciated sufficiently, there is a very high likelihood that the 

deprivation that has been suffered already by people in the U.S., which is bound to 

become quite severe in the months and years to come, and which will spread to other 

countries to cause enormous hardship in other parts of the world, will be ignored once 

again, because the phenomenon will be seen as a mere ‘financial crisis’, and the 

remedies that will be adopted will only constitute a treatment of the symptoms, not a 

cure for the inherent problem at the core. Ideology is not the issue here, but one of 

averting needless pervasive human torment. 

                                                                                                                                                                                                     
cases. An increase in the incidence of such phenomena affects life expectancy of disadvantaged groups 
rather adversely. 
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1 Introduction 

 

According to projections made by Goldman Sachs, within the next thirty years Brazil, 

China, Russia, and India will collectively have domestic product and service markets 

larger than those of the current G7 combined (van Agtmael 2007, 11). The role of 

home-grown firms, from here on deemed non-triad multinational companies 

(NTMNCs), will be crucial for economies outside of the traditional core of the world 

economy to realize these predictions. This paper focuses on detailing the factors 

contributing to the substantial growth of one geographical subgroup of NTMNCs, 

namely Indian multinationals. 

The substantial growth of Indian outward foreign direct investment (OFDI) in 

the global economy within the last decade poses a number of interesting questions, 

which have yet to be fully answered in the literature addressing the rise of Indian 

MNCs. Most broadly, there remains a gaping lacuna with regards to the theoretical 

attempts to comprehensively explain the shift in Indian OFDI patterns and the rise of 

                                                            
1 Goethe University Frankfurt am Main, Department of Political Sciences, taylor@uni-frankfurt.de. 
2 Goethe University Frankfurt am Main, Department of Political Sciences, a.noelke@uni-frankfurt.de. 
Andreas Nölke’s contribution to this article has been supported by a research stay at the Max Planck Institute 
for the Study of Societies, Cologne. 
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a new breed of Indian MNCs. In focusing on Indian MNCs, this paper focuses on 

providing a detailed account of the socio-economic institutional and regulatory 

environment, which has supported internal and external growth. The main research 

question that we answer is: What political and economic institutional factors have 

contributed to the rise in Indian MNCs? In order to answer this question we first 

utilize the Varieties of Capitalism (VOC) approach as a heuristic device in order to 

unearth the major institutions that have supported the rise of Indian MNCs. In a 

second step we complement this approach by highlighting some factors that the VOC 

approach is neglecting, in particular the role of the state and its public policies. 

 

 

2 Some Basic Facts about Indian MNCs 

 

Indian OFDI dates back to the mid-19th Century, when large business houses, such as 

the Birla and Tata groups respectively, began investing abroad. While Indian OFDI 

since the 19th Century has evolved substantially, the nature and character of outward 

bound investments by Indian MNCs in the last decade has taken on a whole new face. 

Overall, the evolution of Indian OFDI post-independence can be classified into three 

distinctive phases: 1972-1990, 1991-2000, and 2000-present (cf. Figure 1) (Hansen 

2008, Pradhan 2007a). 

The qualitative differences in the nature of Indian OFDI in the third and most 

profound phase must be understood as being enabled to occur because of the post-

1991 industrial and trade policy reforms in India. In light of the fact that the Indian 

government was on the verge of bankruptcy with foreign exchange reserves nearly 

depleted in 1991, the post-1991 reforms represented a complete turnaround in the 

promotion of OFDI. More precisely, these reforms directly promoted a substantive 

increase in Indian OFDI. As evidence to the success of these reforms one need only 

realize that between 2001 and 2006, there was a five-fold increase in OFDI 

performed by Indian MNCs (versus a two and half fold increase in inward foreign 

direct investment for the same period) (Hansen 2008). 
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Table 1: Features of Indian Outward Foreign Direct Investment (OFDI) 

 1972 to 1990 1991 to 2000 2000 to present 
Regime Character  Restrictive Permissive Liberal 
Top Sectors Manufacturing Services Manufacturing 
Entry Mode Export, 

Greenfield  
Greenfield, 
Brownfields 

Brownfields 

 
Host-Destinations of 
Indian OFDI 

1972 to 1990 1991 to 2000 2000 to present 

Triad  14% 35% 54% 
Non-Triad  86% 63% 46% 
 
Acquisition Deals in Triad (No.) 

2004 2005 2006 2007 
42 108 151 144 

Sources: Kumar (2008, 11, 19); Hansen (2008); Pradhan (2008). 

 

Not only the substantial increase in Indian OFDI but also the significant shift 

towards Brownfield OFDI as the primary type of investment since 2001 serves to 

signal that Indian OFDI has indeed entered into the third phase of its evolution. 

Unlike previous phases, today’s phase is precisely so peculiar for five explicit 

reasons. 

(1) Magnitude: Of the BRIC (Brazil, Russia, India, China) economies, India 

currently has the highest proportion of OFDI as a share of GDP. 

(2) Entry mode: Indian MNCs have increasingly preferred Brownfield 

investments (mergers and acquisitions) over Greenfield investments. 

(3) Destination: While Brownfield investments are on the rise in non-triad 

economies across the board, the primary receiver of Indian MNC investments has 

been the triad, while investments in non-triad economies have steadily been 

decreasing since liberalization. Indian MNCs have particularly directed their 

Brownfield investments to North America and Europe, whereby over three-quarters 

of them have resulted in the Indian MNC obtaining a majority control of 80 per cent 

or more in the triad-target firm (Pradhan 2007b, 13). 
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(4) Parent-daughter organizational composition: In terms of composition, many 

of the acquisitions performed by Indian MNCs have not received much public 

attention as the greatest numerical portion of investments have not only been 

undertaken by small-and mid-cap firms, but they have also targeted small-and mid-

cap ‘hidden champions’ (Simon 1996). Moreover, and again unlike most other 

NTMNCs, the greater portion of Indian MNCs investing in the triad are publicly 

listed MNCs, i.e. not state-owned. 

 

Table 2: Regional and Sector Distribution of Indian Brownfield Investments  

in the Triad, 2000-2007 

 Value 
(USD m) 

Share in Total 
(%) 

 
I. Regional Distribution 

European Union 23536 49.6 
   France 316 0.7 
  Germany 3115 6.6 
North America 20388 43.0 
  USA 18433 38.9 

 
II. Sector Distribution 

Primary 2732 5.8 
Manufacturing 37568 79.2 
    Automobile & 
    Components* 

1002 2.1 

   Pharmaceutical &  
   Biotechnology 

5339 11.3 

Services 7054 14.9 
IT & Business 

Services 
5499 11.6 

Total 47414 100 
Sources: Pradhan (2008a, 22); *Pradhan (2008b, 21). 

 

(5) Sector: In terms of the sector spread of Indian MNCs Brownfields, there is a high 

concentration of takeovers in the following sectors: Automobile and Automobile 

Components, Pharmaceuticals (including Biotechnology and Chemicals), and IT and 
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Business Services sectors, all sectors where the triad economies traditionally have 

possessed the industries’ leaders (cf. Table 2). 

 

 

3 The Institutional Foundations of Indian MNCs 

 

One of the most significant problems arising from the greater majority of the existing 

approaches for analyzing NTMNCs revolves around the fact that they have primarily 

been created in response to the experiences of triad-multinationals. Despite adding 

minor alterations to make their analyses more applicable to the case of NTMNCs 

(Wells 1981, 1983, 1986; Dunning 1995, 1998), a crucial problem remains because 

they take the category of multinationals to be a given, i.e. what they define as and 

how they analyze the ‘multinational’ is derived from an inherent bias towards triad-

multinationals. This combined with the tendency to treat the multinational as an 

institution in itself prevents them from producing a comprehensive analysis that 

understands the link between the strategies and preferences of the multinational and 

their national context, something which would contribute to understanding what 

differences may exist between NTMNCs and triad-MNCs and how these differences 

have evolved. We assume that NTMNCs have evolved against a quite different 

institutional background than their triad counterparts. In order to study these 

variances in the domestic institutional context, we turn to the VOC approach. 

The volume compiled by Hall/Soskice (2001a) has become a landmark volume 

for the VOC research field, building upon – and inspiring – many related studies. In 

departing from the juxtaposition of Liberal Market Economies (LME) – typically 

represented by the U.S. – and Coordinated Market Economies (CME), with Germany 

as a leading example, the basic hypothesis of the VOC approach is that the inherent 

institutional complementarities of the two different types of market economies are 

able to explain the broadly conceived innovation patterns in LMEs and CMEs which 

lead to marked competitive advantages in each capitalist economy. Each element of 

the two basic types has strong institutional complementarities with other elements of 
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the same model, and differs clearly from the functional equivalent of the other model. 

Usually, five interdependent elements can be highlighted (Hall/Soskice 2001b, 17-33, 

see also Jackson/Deeg 2006, 11-20), namely (1) the financial system, i.e. the primary 

means to raise investments, (2) corporate governance, i.e. the internal structure of the 

firm, (3) the pattern of industrial relations, (4) the education and training system and 

(5) the preferred mode for the transfer of innovations within the economy. The VOC 

approach has, however, tended to leave the state completely out of the picture. This 

leads to shortcomings if more state-centered economies like France, Spain or Italy 

have to be analyzed (Schmidt 2002). Furthermore, it tends to underestimate the role 

of state regulation within the LME and CME themselves. Given the quintessential 

role of the state in supporting the growth of NTMNCs, our analysis below enhances 

the Hall/Soskice model by incorporating the role of the state in general and of the 

regulatory environment in particular. 

Although the VOC approach has mainly been used for the analysis of 

economic success in the OECD world, we assume that it can also be adapted to non-

triad economies which would allow us to complement the aforementioned theories 

with a more sociological and political approach. For this purpose, we use the VOC 

approach mainly as a heuristic device that provides us with a number of categories 

that have to be addressed in order to explain the success of certain socio-economic 

systems. In what follows, we will thus highlight the relationships between Indian 

MNCs and their stakeholders, i.e. shareholders, labor and the state. Our analysis 

focuses particularly on how Indian MNCs are embedded in their domestic socio-

economic and political institutions, since this entrenchment has allowed Indian 

MNCs to develop specific competitive advantages. Our analysis not only helps to 

better account for the rise of Indian MNCs, but also helps to reduce some pitfalls of 

the VOC approach by broadening the empirical focus and also overcoming the overly 

strict dualism of the framework (Jackson/Deeg 2006, 37-39; Hancké et al. 2007, 4-9). 

To date, there has not been much literature dedicated to assessing the Indian 

VOC and the institutional complementarities within the system (Mayer-Ahuja 2006). 

To be sure, there is not the one ‘Indian variety of capitalism.’ The Indian economy is 
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highly fragmented, with huge differences between different regions and in particular 

between some strongly growing urban centers and large and frequently less affluent 

rural areas. Given the industry focus of our research, we focus on those urban centers 

such as Mumbai, Hyderabad, New Delhi, Chennai or Bangalore. In order to develop a 

VOC model for these centers, we work backwards, i.e. start from the competitive 

advantages and specialization patterns currently evident in the system, before 

identifying the institutional complementarities supporting these advantages. 

The most common competitive advantages of Indian firms largely revolve 

around low production costs, flexible production systems, strong engineering 

capacity, managerial expertise, a relatively lax regulatory environment and ease of 

communication given strong English language capabilities. While there is a wide 

spread of industries operating in the Indian economy, the industries which have led 

the pack in terms of outward expansion in triad markets have respectively been the 

Automobile and Automobile Components, IT and Business Services, and 

Pharmaceuticals industries. Thus, to summarize in terms of specialization in the 

Indian economy, we can infer that institutional complementarities have tended to 

spawn specialization in “skill-intensive intermediate products and services” (Das 

2007, 140). 

In what follows below, we use the five spheres set out in the original 

Hall/Soskice framework to distinguish the unique characteristics of the Indian MNC 

and its institutional environment juxtaposed to triad-MNCs in LMEs and CMEs. 

Moreover, we modify the framework by adding the role of the state as an additional 

category that has been neglected in the Hall/Soskice framework. 

 

3.1 The Financial System 

 

In contrast to LME-based multinationals (and an increasing number of CME-based as 

well) we observe that most Indian MNCs are less dependent on international capital 

markets. Despite the fact that India currently harbors the highest amount of listed 

firms in the world (10,000), trading on its exchanges has remained extremely 
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concentrated, which has meant that the bulk of shares in the most significant markets 

are rarely actively traded (Allen et. al. 2006, 12-14). 

Means of corporate financing tends to be significantly correlated to the stage of 

development a firm is at, combined with the size of the firm and its ability to make 

use of informal business and kin networks. A common tendency among Indian firms 

during the start up-phase has been to primarily generate funds through family, 

friends, and business connections. A small portion of firms have also been able to 

utilize banks or financial intermediaries, but the number of firms that obtain credit 

from these sources has remained limited as a result of under-lending by banks to the 

corporate sector. As a result, many have turned to special financial institutions such 

as the Small Industry Development Bank (a wholly owned subsidiary of the state-

owned Reserve Bank of India) or to a state financial institution (Allen et al. 2006 19-

20). Past the initial start-up phase, internal financing in the form of retained earnings 

remains the most significant source of long-term financing whereas with short-term 

financing, most typically Indian firms have preferred to utilize trade credits and 

current liabilities, something which has been supported by the significance of 

informal business networks at work within the economy. 

Furthermore, we note that Indian MNCs frequently can make use of some kind 

of direct or indirect state financing, including fiscal incentives, financial guarantees 

and credits from state-owned banks, as has also been demonstrated for other 

NTMNCs (Goldstein 2007, 98). As more and more Indian MNCs begin to move into 

industries that require large investments in research and development, the role of 

state, whether directly or through the creation of certain institutions, in supporting 

this becomes crucial since this offers Indian MNCs a means to overcome barriers to 

attaining risk capital (Khanna/Palepu 2006, 1-2). A typical evidence for this 

observation are the generous tax credits granted by the Indian government to firms 

which have set up new drug discovery facilities in India. All in all, the specific 

financing pattern of Indian MNCs allow them to act fairly independent from the 

pressure to provide short-term profit and to permanently please the global financial 

community, which helps considerably in their long-term expansion strategies. 
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3.2 Corporate Governance 

 

Closely linked to our observations on corporate finance is our interpretation of the 

dominant mode of corporate governance. Indian MNCs typically are not dominated 

by dispersed shareholders or the organized forces of global capital markets (mutual 

funds, pension funds, investment banks, hedge funds etc.), but often are rather 

family-owned/kin-based or state-controlled. In the majority of listed firms today the 

largest blocks of equity typically remain in the hands of the founding family or 

controlling shareholder (Allen et al. 2006, 21). Family ownership might even be 

counted among the “distinguishing features” of Indian MNCs (Allen et al. 2006, 31) 

as well as of NTMNCs more generally (Goldstein 2007, 148). 

Overall, we assume the corporate governance of Indian MNCs to be 

fundamentally different from the outsider-based model of LMEs and rather based on 

insider control. Although CMEs are also insider-based, Indian MNCs still are also 

very different from the traditional bank-based corporate governance of the former 

(e.g. the German ‘Hausbanken’ model). Whereas major banks and corporations 

traditionally dominated within the major CME companies, Indian MNCs are rather 

governed by families or individuals. 

In sum, we assume strong institutional complementarities between the systems 

of corporate governance and corporate finance of Indian MNCs, something that can 

be considered a more general feature of NTMNCs: “…different corporate governance 

rules and behaviors, especially in case of state-owned and family-controlled 

companies, respectively, means that EMNCs (Emerging Market Multinational 

Companies, HT/AN) may have less trouble and more flexibility in accessing capital 

than listed MNCs that are restricted by the volatile will of shareholders, market 

regulators, or analysts” (Goldstein 2007, 146). 
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3.3 The Pattern of Industrial Relations 

 

Overall, four laws encompass the legal environment of the Indian labor market: The 

Factories Act; the Shops and Floors Establishments Act; the Trade Union Act; and 

the Industrial Disputes Act. The former two laws serve to regulate the safety and 

work conditions in the manufacturing and the services sector. Through the Trade 

Union Act, the right to form a union is established; however there must be a 

minimum of seven workers to form the union and the formation of the union does not 

assure that the union will be involved in wage negotiations. The final regulation, the 

Industrial Disputes Act, serves as means to resolve disputes within the work place, 

whereby it is stipulated that the state will intervene in order to resolve matters 

between workers and employers (Nagaraj 2007, 5). With regard to wages, collective 

bargaining has not taken precedence in India as of yet, and in the manufacturing 

sector the statutory minimum wage serves as the standard pay to employees. 

From what is available out of the limited empirical case studies on the pattern 

of industrial relations in India, we know that the largest amount of employment is 

found in the informal and unorganized sectors. In terms of regulation of the labor 

market, the complex and stringent nature of regulations have been mostly widely 

enforced and had the largest constraining effects on the manufacturing sector. 

However, in other sectors, specifically the services sector, it becomes apparent that 

there are significant deviations between what has been written on paper versus what 

is actually enforced (Sharma 2006). We assume that there is a significant correlation 

between the lack of enforcement in the services sector and the success of the Indian 

IT and Pharmaceuticals industries. Moreover, we also surmise the rise of small- and 

mid-cap firms also to be correlated to the 2000/2001 Union Budget reforms which 

essentially guaranteed the maintenance of flexible production system in these firms as 

it grants firms employing less than 1,000 employees the right to layoff or shut down a 

facility without approval from the government. 
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3.4 The Education and Training System 

 

We observe that as more highly innovative industries are beginning to develop in 

India, business is beginning to contribute to the educational systems. They have 

largely done so in response to their dissatisfaction with the current system, in terms of 

its inability to provide a coherent and comprehensive system that produces competent 

future employees. Since independence, the government has contributed substantial 

funds to the promotion of skilled manpower for the industries deemed as the 

backbone of Indian economic development, i.e. IT and Business Services, 

Pharmaceuticals. 

In the direct post-independence period an “Indian characteristic was to give 

higher education priority over primary education. This remains true today: India 

spent 86 percent of per capita GDP on each student in tertiary education in 2000 yet 

only 14 percent in primary education” (Milelli 2007, 6). As one can imagine, this has 

produced an incredibly lop-sided labor force which has in turn also fueled an ever-

increasing gap between middle and lower-income classes. Despite the grandiose 

attention, government funded education efforts, especially those toward higher 

education, have remained somewhat stifled given that the university structure 

hierarchies and low salaries of professors has prevented innovative research and 

development at many Indian universities. While the Indian higher education system is 

constantly pumping out thousands of new graduates per year, the difficulties within 

the system have in turn produced thousands of new graduates per year that do not 

quite have all the necessary and up-to-date skills needed to match the advances in 

Indian industry. Looking at the example of the Pharmaceutical Industry, its attempts 

to attract triad pharmaceutical MNCs to outsource clinical trial testing to India have 

been severely hindered by the lack of people trained to perform clinical trials, given 

the lack of university courses on this subject. 

In order to overcome the gaps in the education system, Indian entrepreneurs 

have been stepping up to the plate in two ways. Foremost, they have begun lobbying 
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the government in order to obtain higher salaries for professors in Indian Universities 

in the hopes of attracting young and innovative scholars (Mittal 2006: 19). Aside 

from lobbying, many Indian firms have also begun their own in-house training 

programs. Thus, the IT industry is stepping up its involvement in the training of its 

future workforce, wherein between January 2007 and March 2008 the top five firms 

in the industries spent roughly $420 million on recruitment and training (David 

2008). Many firms have also begun to set up their own university-like training and 

research centers, such as Saytam which has set up a campus adjacent to their 

headquarters in Hyderabad. Still, it should be highlighted that the emergence of these 

company-specific training schemes are being set-up against the back-drop of a public 

education system that is producing many thousands of university graduates with 

general skills per year, even if of limited qualification for company-specific skills. 

Given these restrictions, it does not come as a major surprise that Indian MNCs are 

favoring brownfields in the triad, in order to attain access to a workforce with a more 

specialized qualification. 

 

3.5 Competition Policy and the Transfer of Innovations within the 

Economy 

 

The way in which institutions foster the transfer of innovation throughout the 

economy is a crucial element enabling technological growth at the firm level. In the 

late 1960s and early 1970s the Indian government has overtly chosen to specialize in 

industries it deemed of high priority and thereafter set up an institutional and 

regulatory environment that would cater growth in these industries. At which point, it 

also constructed barriers to entry in these sectors and also set regulations as to how 

large firms were allowed to become (Allen et. al. 2006, 8). After the initial start-up 

phases of these industries barriers preventing domestic firm entry began to be 

removed and policies were created to encourage more private firms to enter industry. 
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We observe that the first removal of barriers to entry in the 1980s, which was 

thereafter followed by liberalization in 1991, effectively helped pave the way to 

ensuring that the strategic sectors became highly competitive and heavily populated. 

This competitiveness helped in motivating Indian MNCs to pursue aggressive 

acquisition strategies abroad. Since 1991 specifically, however, the number of 

domestic firms partnering up with foreign firms both at home and abroad has surged. 

In the Pharmaceutical industry these partnerships have been crucial in terms of 

providing many Indian firms with an easier means to not only become involved in the 

marketing and distribution of drugs, but also in new drug development, something 

most recently evidenced by the three year agreement between India’s Zydus Cadila 

and Sweden’s Karo Bio to cooperate in discovering and developing new molecules 

(formulations) to treat inflammatory diseases. 

More specifically, something that has significantly helped the transfer of 

innovation has been the networks the CEO’s and upper management in which many 

Indian firms are involved. These networks are made up of various government 

officials and former state enterprise employees who have created their own spin off 

firms. These ties have been extremely useful in terms of providing firms with 

additional financial leverage as well as the ability to steer domestic public policies in 

a manner conducive to the needs of each respective firm as well as industry as a 

whole. Furthermore, in the aftermath of the post-FDI liberalization phase these 

networks have become more active with regard to creating forums and partnerships 

(Confederation of Indian Industry, India Brand Equity Foundation, India Partnership 

Forum, Overseas Indian Facilitation Center, Tamil Nadu Technology Development & 

Promotion Center etc.) in order to support each other in increasing their success in 

endeavors in foreign markets. 

The choice and pursuit of certain public policies by the Indian government has 

also been crucial to establishing an institutional environment to support the transfer 

of innovation within the national economy and increase the possibility for 

technological upgrading. One of the most recent examples the government has set up 

is the Drug Development Programme and Pharmaceuticals Research and 
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Development Support Fund, something specifically developed to encourage new drug 

discovery development in the pharmaceutical and biotechnology sectors. Thus, it is 

no hyperbole to state that the currently rising NTMNCs have been enabled to 

transform themselves into ‘multinationals’ because they have been embedded in a 

policy environment that promoted the development of select set of industries and 

firms. For instance, in India the development o the pharmaceutical industry is directly 

correlated to establishment of a “soft patent system to legalize reverse engineering” 

post-1970 (Goldstein 2007, 95). 

Nevertheless, the entrenchment of a strict(er) IPR regime at the national level 

has significantly altered the legislative scene in India for all industries. Since Indian 

firms can no longer rely on a lax IPR regime to support their product portfolio and 

technological growth, many have increasingly utilized acquisitions – particularly in 

the triad – as a means to improve their innovative capacity in the new regulatory 

environment (Barlett/Ghostal 2000). Thus, the strict(er) IPR regime has in effect 

been one pivotal impetus spawning the increased intensity of Indian MNCs pursing 

aggressive asset-seeking strategies in triad markets. Indian MNCs have substantially 

benefited from inorganic growth in triad markets because it has essentially allowed 

them to rapidly increase profit margins, attain market presence and brand name, 

acquire technologies, and gain intangibles assets such as the ability to manage 

companies in a less regulated environment at a very rapid pace (Goldstein 2007, 63; 

Bongalia et al. 2006, 23-25). 

 

 

4 Bringing the State Back In: A Complement to the VOC Approach 

 

While the VOC framework has allowed us to highlight a number of institutional 

factors that have supported the rise of Indian MNCs, by taking the Indian case it – the 

VOC framework – has also repeatedly pointed towards the role of state support, a 

factor nearly completely neglected in the VOC theory as developed by Hall/Soskice 

(2001a). Generally, support by the state and its public policies have been a crucial 
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factor contributing to the rise of Indian MNCs, as already witnessed with financial 

support schemes or innovation and competition policies. As will be demonstrated 

below, these policies have been complemented by a number of other public policies, 

such as inward and outward investment regulation. Thus, the Indian state has been the 

major player in creating, shaping, and fostering growth of today’s Indian MNCs 

(Gupta/Dutta 2006; Gupta 2006). Given these strong interconnections between 

Indian MNCs and the state, it is more and more difficult to clearly demarcate the 

dividing role between the state and the private sector, thus leading to the emergence 

of public-private-hybrids which have become the driving force behind the Indian 

national innovation production system (Clifton et al. 2007, 7; Gupta/Dutta 2006). 

This observation becomes even more obvious if we look at the political 

reforms that have triggered the development of Indian MNCs in the first place. After 

all, the factors outlined above contribute to explaining why Indian MNCs have 

specialized in certain sectors and why they sometimes are more successful than their 

competitors. What they only partially explain, however, is why Indian MNCs 

increasingly have turned towards Brownfield investments and why they are orienting 

their sights on the Triad. In order to account for this trigger we have to complement 

the VOC framework with a more dynamic component that is able to look at changes 

of socio-economic systems over time, in particular with regard to macroeconomic 

policies and transnational influences. While it is outside of the scope of this paper to 

develop this complementing theory, let us at least provide an account for the sudden 

rise of the Indian MNCs and their Brownfields, based on the rich literature on the 

1990s economic reforms in India. 

The structural reforms that began in 1991 laid the foundations for the outward 

expansion of Indian MNCs into triad markets. The reforms were the subsequent result 

of a consistent eleven year expansion of fiscal deficits which peaked in 1990/1991. In 

brief, the depletion of foreign reserves which prevented loan repayment and 

effectively worsened the credit rating of the Indian government combined with 

political instability, galvanized a new era of economic reform. The reforms were 

aimed, inter alia, at disciplining government spending and alleviating external debt 
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which had been accrued by the Indian government since 1979. The latter goal was 

perhaps the most consequential for the creation of the Indian MNCs because it 

entailed the liberalization of inward FDI in 1991 which was shortly followed by 

outward FDI liberalization. Inward FDI liberalization entailed not only opening 

equity markets up to portfolio investors from abroad, but also correlated into a 

significant surge in triad-MNCs setting up shop in India. 

The increase in foreign, triad competitors in the Indian market directly 

threatened the viability and profit dynamics of Indian firms in their domestic market. 

Crucial to acknowledge however, is that ‘competition’ in itself was not seen as the 

overt threat. This is mainly because Indian firms were accustomed to operating in a 

highly competitive, albeit heavily regulated market prior to structural reforms. 

Rather, the introduction of triad-competitors was seen as the most explicit threat to 

Indian firms. Triad-MNCs were rightly interpreted as threat given their technological 

capacities, product portfolios, and mastery of marketing and branding techniques 

(Das 2007; Gupta 2006; Narlikar 2006). 

Despite attempts to build up competitive and innovative industries, such as in 

IT and in Pharmaceuticals, the regulatory environment before 1991 overtly hindered 

inward and outward FDI from being used as something to encourage spawn 

innovation through technology transfer. Specifically with regard to OFDI, 

administrative and bureaucratic barriers as well as policies on paper heavily restricted 

– in terms of limited – the firms that were allowed to participate in OFDI, and 

subsequently, the places firms were allowed to invest (i.e. limitations of OFDI 

destinations), the types of investments allowed to be pursued (Greenfields, Joint-

ventures, Wholly-Owned subsidiaries, etc.), the means used to finance investments 

(debt versus equity, etc), not to mention the restrictions placed on the manner in 

which profits from OFDI could legally and officially be used by investing firms 

(repatriation, reinvestment, etc.). In short, while Indian firms had been operating in a 

fiercely competitive domestic market prior to liberalization, after it they were forced 

to remain competitive not only against their Indian incumbents, but also the triad 
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ones without actually having the resources to compete given the strict FDI regime 

which prevented them from attaining resources. 

As OFDI was also liberalized, Indian firms coped with fierce(r) domestic 

competition by setting their sights on markets which would allow them to not only 

obtain comparatively easier profits, but also, more importantly, new skills, products, 

brands, knowledge and technology (CRISIL 2006; Das 2007; Gupta 2006; Kale 2006; 

Narlikar 2006; Pradhan/Alakshendra 2006; Pradhan 2003, 2007b; Ratnam 1998). 

Given that the government eased restrictions concerning what type of OFDI activities 

could be pursued and where they could be performed, a significant portion of firms 

set their sights on triad-markets as those markets were the hubs of global innovation. 

Moreover, the highly competitive domestic market also paved the way for 

Indian firms’ pursuit of Brownfield investments. If the Indian firm invests its time 

and monetary resources into a target firm in order to attain new resources and assets, 

it is likely to choose a method of investment which poses the highest chances for 

resource internalization to promote the accumulation of new competitive advantages 

it can use against its competitors. While this rationale may follow for most firms 

when pursuing investment strategies, it is peculiar to the Indian firm explicitly 

because brownfields allow the Indian acquirer to not only rapidly attain to new 

resources to leverage, but also to protect their resources from competitors. Protection 

as the root driver of performing an outstanding amount of acquisitions plays into 

growing up in and out of a highly competitive market, whereby in order to survive in 

an environment, especially one with laxly enforced intellectual property rights, it is of 

dire necessity to protect competitive advantages to compete and stay ahead (Gupta 

2006; Pradhan 2007a, 2007b; Sarathy 2006). 

 

 

5 Conclusions 

 

Although the multitude of studies detailing the importance and effects of the post-

1991 reforms may have helped us to understand why Indian companies have 
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developed a strong urge to pursue Brownfield investments in triad economies, it has 

nevertheless failed to facilitate an explanation of why Indian companies were so 

successful in doing so. This is where the VOC framework is of tremendous help. 

From this perspective, since the post-1991 reform era a distinct system of socio-

economic institutions has been created in India which has strongly supported the 

transformation of domestic players into Indian MNCs. 

Together, the socio-economic institutions analyzed above contribute to an 

explanation of the rise of Indian MNCs. Moreover, these institutions are mutually 

interdependent. Thus, a system of corporate finance that heavily relies on state or 

family-ownership works well with a system of corporate governance that is focused 

on insider control. Also, the financial cushion built up by many Indian MNCs 

internally supports their ability to weather potential crises in turbulent regulatory 

environments. Similarly, weakly enforced competition and intellectual property 

policies originally helped to establish competitive Indian companies, before the same 

policies have been used to drive Indian companies towards their expansion strategies. 

In conclusion, if we identify competitive market arrangements and formal contracts 

as characteristic for multinationals from LMEs, and non-market forms of 

coordination such as inter-firm networks and national or sector associations as typical 

for CME multinationals, we may identify an important supporting role for the state 

and its diverse public policies as most significant common denominator for the rise of 

Indian MNCs. It is here where our study calls for an extension of the VOC 

framework as developed by Hall/Soskice (2001a). 

Despite the fact that many triad-governments have also been decisive in 

supporting the growth of triad multinationals, the path non-triad governments have 

taken to create NTMNC growth has substantially differed. In most cases, non-triad 

governments have not allowed industry specialization in accordance with the 

competitive advantages which ‘evolve’ out of and with the institutional environment 

consolidated over the course of economic development. Instead, non-triad 

governments at a specific point in the past, (overtly) choose key industries in which 

their economies would specialize, whereby these choices were often made prior to the 
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economies actually possessing an institutional environment that would support 

growth in these industries. Moreover, intertwined with the notion of ‘create’ is also 

‘limit,’ whereby during the process of creating certain industries non-triad 

governments not only limited what firms could enter those industries, but the 

regulatory environment that was set up to support creation often entailed limiting the 

growth of other industries as well as the technological capabilities of the chosen few 

key industries. While the choices of non-triad governments were perhaps not founded 

on principles of creating home-grown MNCs to compete in the global economy, the 

transformation today’s NTMNCs have gone through, i.e. from large domestic firm to 

globally competitive MNC, cannot be analyzed without recognizing the significant 

role non-triad governments have played in shaping the socio-economic constellation 

in which the current wave of NTMNCs are embedded. 
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1 Introduction 

 

In comparative economic studies and political economy there is a long tradition of 

classifying national economic systems into one of a smaller number of categories 

based on their economic institutions and policies. Traditionally, economists analysed 

‘Comparative Economic Systems’ above all due to the development of a new 

economic system in the Soviet Union after World War I and the fall of the ‘Iron 

Curtain’ between Eastern and Western Europe around 1990 (Ritter 1997, 106). 

Theoretically this branch of economics addressed the constituent elements of 

an economic system as starting points, that is the type of decision-making 

(decentralised or centralised) and the shape of property (private or collective 

property). The combination of the logically possible outcomes leads to a matrix with 

four different systems of market economies of which two basic types have been 

historically particularly important in the twentieth century: Capitalist market 

economy and Socialist centrally administered or centrally planned economic system 

                                                            
1 Düsseldorf University of Applied Sciences, funkl@hotmail.com. Valuable comments by the editors of this 
volume, Clemens Esser and Henrik Egbert, are gratefully acknowledged. 
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(Starbatty 2008).2 However, taking into account that Eastern European socialist 

economic systems have collapsed, also the rather pure centrally planned economic 

systems proved to be only temporarily stable. 

Apart from the few remaining socialist cases3, only market economies exist 

and have proved to be most robust among the existing types of economic systems. 

This is true despite the repeatedly occurring short to medium term cyclical crises 

within these systems (Vanberg 2009). These contemporary market economies are, 

however, by no means entirely homogeneous with regard to different institutions 

within these economic orders. Therefore, “today the different types of market 

economies have to be considered” (Starbatty 2008, 460). 

Section 2 will briefly show the potential academic merits of typologies and 

their potential pitfalls. Section 3 will start with different contemporary typologies of 

alternative types of market economies in industrial countries. Afterwards this section 

introduces the recent classification of the EU member states by the European 

Commission which includes the ten new Central and Eastern European countries 

(CEE) that joined the EU in 2004 and 20074 and that have been often neglected in 

such typologies until recently. This specific approach is related to alternative features 

of the labour market and based on earlier academic work on different typologies. In 

this section we also demonstrate that an unambiguous assignment of the CEE 

economies in the chosen framework appears currently premature except for Slovenia. 

                                                            
2 According to Stabatty (2008), two ideal types – a socialist market economic system and capitalist centrally 
administered economic system – have not proven stable in reality. They remained either mental constructs or 
transient phenomena, for example during times of war. Afterwards, these ideal typical systems will lean 
towards one of the other two basic types discussed above. See van Suntum (2005, 204-205) for a very short 
survey on the theoretical debate on such temporary ‘third ways’ as well as the example of the former 
Yugoslavia that attempted to establish a socialist-style market economy in the 1960s. Alternatively, however, 
it may be also argued that China represents a more persistent socialist market economic system. Somewhat 
surprisingly from the standpoint of standard institutional economics thought, China has proved able to 
combine a socialist non-democratic system with strong market elements and catch-up growth (Gerber 2007, 
chapter 17; Opper 2008) at least up until the deep recession in the world economy in 2009 which may end up 
even in strengthening this system for some time. 
3 With regard to Cuba, North Korea and in the final analysis also China, it is currently unclear how long their 
socialisms will survive; they may endure despite their inefficiencies in the predictable future or break down 
rather suddenly as in the case of Eastern Europe due to their hidden internal tensions when a window of 
opportunity opens up. 
4 These new member states include the Czech Republic, Estonia, Latvia, Lithuania, Hungary, Poland, 
Slovakia, Slovenia (since May 2004) and Bulgaria as well as Romania (since January 2007). 
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An epilogue will briefly state some final remarks on the current state and the 

potential future of Comparative Economic Systems. 

 

 

2 Research Progress through Typologies of Market Economies? 

 

Often single features and indicators cannot describe two- or multidimensional 

concepts like ‘capitalism’ as demonstrated in the example in the introduction. 

Therefore, typologies or schemes of classification are based on the combination of 

several features which are independent of each other. Each combination of features 

then leads to a type which is characterised unequivocally. Typologies do not provide 

researchers with explanation but rather try to describe empirical phenomena by fitting 

them into a set of categories. Nonetheless, typologies represent interdependencies 

between different features as a certain type or regime exists only due to the joint 

existence of certain features. Hence, the creation of a meaningful typology is based 

on sophisticated considerations in order to organise and systematise our observations 

(Behnke et al. 2006, 103-105; Grix 2002, 10-11). Therefore, sensible systems of 

classification can lead to further propositions in social science enquiry. This is 

because “although it is not a hypothesis as such, it could lead to the suggestion of 

fruitful hypotheses” (Grix 2002, 11). 

Ideal types – ‘ideal’ in the sense of being an intellectual construct that may 

never exist in the real world – and typologies are very important in political sciences, 

whereas most mainstream economists use such constructs nowadays rather 

unconsciously. To summarise the difference in the words of a leading scholar 

working at the borderline between economics and politics: “One of the differences 

between analyses of the impact of public policy from an economic and from a 

political science perspective is that the latter more often addresses the effects of 

institutions from a ‘regime’ perspective. That is, they often take their point of 

departure in ideal types of welfare states or political economies that build on a 

combination of variables that are seen as interdependent or complementary” (Goul 
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Andersen 2008, 552). In other words: “Policies/institutions tend to cluster in 

characteristic configurations because they are complementary. This means that they 

may be viewed as policy regimes” (Goul Andersen 2008, 548). 

However, a justification for ideal types in economic analysis – an example is 

the concept of capitalism – is still to treat them as benchmarks to which actual 

economies are an approximation. An ideal type can be also a helpful tool to clarify 

the various starting points of different countries for comparative research as well as 

the choice of countries for such a research. The resulting cognitive process may also 

offer guidance to the construction of useful hypotheses to analyse potential 

adjustment trajectories in the future. Obviously, one has always to bear in mind that 

ideal types and systems of classification when used as normative-political guides will 

never occur in reality as opposed to real types where not all assumptions of the ideal 

type are entirely fulfilled. Therefore, real types should be the final yardstick for the 

evaluation of what can be (normally, i.e. in times without exceptional innovations) 

achieved by economic and social policy in the actual world (Funk 2002, 253 and 

264). 

There are, however, also potential pitfalls concerning the use of typologies as 

the hypotheses based on them cannot be tested under laboratory conditions. Problems 

may occur, for example, if the hypotheses that build on these systems of 

classifications appear to be fruitful at first sight and lead to established academic 

paradigms that in truth are build on sand. Such conceptual frameworks will prove to 

be cul-de-sac in the future with regard to providing explanations and predictions for 

empirical observations even though they may have appeared useful in the past. In 

other words, attempting to produce generalisations from hypotheses based on 

typologies runs certain risks, for example, missing important parts of the ‘true’ 

theoretical framework to provide interpretations of causal relationships between 

variables. 

Even if different industrial relations systems among groups of countries could 

explain parts of variation in economic performance in the past, this may be true less 

today or in the future as a result of ‘structural breaks’. A reason could be that the 
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variable ‘industrial relation regime’ has changed due to recent structural 

developments like globalisation, a larger role of service sector jobs, ageing etc. (Funk 

2007). To put it very strongly: Attempts to posit a common coherent system of 

industrial relations within a national economy or groups of them may obscure as 

much as they reveal because firms and industries as well as sectors are experimenting 

with widely ‘variegated’ industrial relations strategies to cope with the current 

economic and societal megatrends. A side-effect may be that over time the location 

of several countries within the typology space changes or that it will become 

controversial among researchers. Hence, generalisations based on specific types of 

industrial relation systems or clusters of countries may prove increasingly perilous 

(Perraton 2007; Ahlquist/Breunig 2009) as an important condition for a useful 

typology – inter-group variation must be greater than intra-group heterogeneity – 

fades away (O’Sullivan 2005, 552). Similar arguments have been made also with 

regard to typologies that classify different social policy models and worlds of 

welfare, respectively (Hacker 2009, 227). 

It may be added that due to the enduring increasing heterogeneity it appears 

less and less useful to use shortcuts of looking at groups of actors (or representative 

actors – like the firm – of a national system) as though they were the ultimate actors 

(Amable/Palombarini 2009, 126). Additionally, one has to be aware “that the effects 

of institutions on outcomes change over time due to changes in the economic 

environment or to changes in institutional responses to particular economic stimuli” 

(Freeman 2008, 654). Essentially unchanged industrial relations institutions can lead 

to very different effects in times of rather closed economies as in the 1960s or 

globalised ones in the recent two to three decades. A further reason for caution in 

generalisations could be differing constraints in countries with industrial relations 

systems that otherwise share key features, for example different legacies or traditions 

which shape the nature of change (Perraton 2007). Similarly, some of the outcomes 

that typologies of capitalism link to liberal institutions (e.g. high employment rates 

due to low microeconomic regulations) may be in fact causally related to neglected 
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coordinating institutions5 (Flanagan 2008, 413; O’Sullivan 2005, 553-554) or 

different macroeconomic regimes (Freeman 2008, 652). 

Finally, it should not be forgotten that the actor ‘state’ (more precisely: the 

responsible divisions of the state or sometimes the supra-national/international 

institutions, to which nation states delegated power) is able to impose rules on other 

agents including individuals “based on the monopoly of legitimate violence” 

(Amable/Palombarini 2009, 125). This actor, therefore, needs greater attention than 

in the early papers of VOC proponents and special attention when using typologies to 

create hypotheses. Succeeding analyses have demonstrated, however, that 

amendments of the typology “allows us to explore several dimensions of the state’s 

role in contemporary capitalism and to correct its absence in VOC” (Hancké et al., 

2007, 27). 

Theses caveats and critical remarks that were highlighted with simple 

examples of industrial relations regimes hold in principle also with regard to other 

widely used classifications that we shall use in the next section to characterise the 

labour market-related regimes in Central and Eastern Europe. Mentioned in passing, 

it has to be noted that some of this criticism (or even more) applies to economic 

modelling without an explicit distinction of different regimes based on ideal types. 

Therefore, taking into account the expected costs and benefits of using typologies, the 

benefits of generating hypotheses influenced by parsimonious classification systems 

still appear to be often larger than the costs when used with care. This is because one 

can always judge with the knowledge of potential pitfalls in mind, the pros and cons 

of specific typologies and hypotheses nudged by them. 

Such an approach appears superior compared to simply stating that all 

countries are hybrids with respect to industrial relations systems, welfare states or 

production regimes, as this would dramatically decrease the scope for structural 

                                                            
5 An example related to industrial relations is as follows: “Some bargaining systems that appear 
decentralized in form may be more centralized in substance if most settlements closely emulate the outcome 
of one or a few key negotiations. Japan provides a key example of such ‘pattern following’ or coordinated 
bargaining. Although the formal structure of bargaining includes thousands of company negotiating units, in 
practice a few key settlements define the outcome of the Shunto each spring.“ (Flanagan 2008, 413). 
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comparisons and appropriate political conclusions (Hall 2006, 200). In other words, 

irrespective of the facts that market economies have become more variegated than 

before and that the multitude of national models consists of empirical hybrids which 

should not be confounded with the ideal types, many social scientists still hold that 

“the value of the typologies is largely found in their use as an analytical tool through 

which to identify major institutional commonalities among groups of countries and 

their divergence from other groups” (Bosch et al. 2009, 5). In spite of increasing 

supra-national influences from, amongst others but particularly, the European Union 

level, it can at this stage of time be argued at least to a large extent “that nation states 

are still important sources of uniformity in key institutional arrangements from the 

legal to the educational systems; and that although regional and other effects may 

also be present, the nation state remains dominant as the most important level at 

which to analyse inter-locking institutional arrangements” (Rubery/Grimshaw 2003, 

42). It is true, however, that mapping ideal types onto evidence from current market 

economies is as a rule somewhat ambiguous and imprecise, as a closer look at labour 

market-related typologies will demonstrate. 

 

 

3 Alternative Labour Market-related Typologies of the EU’s Member 

States 

 

Different institutions, traditions and practices affect the interaction between public 

policy and labour markets as well as industrial relations which lead to diversity across 

the member states of the EU. This variation can be described through alternative 

typologies of which classifications of production regimes, employment regimes and 

industrial relations regimes appear most relevant according to the European 

Commission’s analysis (European Commission 2009, 47-72) that is followed here 

with slight modifications and with a special focus on the problems to classify CEE 

countries. 



 

72 
 

The European Commission tries to bridge between different typologies which 

may be theoretically promising to get a fuller understanding of capitalist diversity in 

terms of, for example, arrangements for production and welfare distribution as well 

as important insights regarding the shared common heritage of different clusters of 

market economies (Schröder 2008, 28). In other words, a potential advantage of 

combining different existing typologies appears to be that overly simple typologies 

which neglect other parts of the interconnected economic system may lead to the 

problem of losing certain important distinguishing elements that do not fit into single 

classification systems. Such an analytical approach may be also justified because the 

literature has often stressed the complementarity between liberal or residual welfare 

states and liberal production regimes, on the one hand, and coordinated production 

regimes and more extensive welfare states on the other hand (Strünck 2008; Goul 

Andersen 2008, 554). However, a short characterisation of the single typologies may 

prove useful. 

The most popular typology – and in spite of the fierce criticisms of it by some 

academics – is currently probably the production regime or “Varieties of capitalism” 

approach (VOC), “which since its origins in the early 1990s has been consolidated  

into one of the most influential strands in comparative and heterodox political 

economy” (Peck/Theodore 2007, 731). According to this theory, different market 

economic systems can survive and thrive with rather different sets of societal 

arrangements for coordinating production. The VOC-school starts with the idea to 

divide the continuum of types of coordination of market economies into two ideal 

types, liberal market economies (LME) and so-called coordinated market economies 

(CME). 

With regard to empirical examples, this corresponds, roughly, to the 

distinction between Anglo-Saxon (e.g. United Kingdom) and continental west and 

north European market economies like Germany and Sweden. The point of departure 

for VOC is the interest of companies in using the market as the main instance of 

coordination, vis-à-vis using other forms of coordination and the idea that these 

mechanisms tend to be to some extent self-reinforcing and create a permanent divide 
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between CME and LME (Goul Andersen 2008, 554). In the CME ideal type the focus 

is more on long-term relationships, networks, trust, and cooperation than on pure 

market competition. In the LME ideal type, by contrast, activity at all levels is 

conducted more via transparent market signals and competition, if possible. Hall and 

Soskice (2001) have chosen five categories of differentiation between CMEs and 

LMEs – pay bargaining (centralised/coordinated vs. decentralised), education system 

(large role of on-the-job training/experience vs. university-based), company 

organisation (larger role of consensus with stakeholders vs. owner-oriented 

management decision-making), relations between companies (certain power of 

associations vs. strong dominance of competition) and financial system (large role of 

banks vs. dominance of stock exchange) – that will be of interest to our specific 

questions, however, only in parts. According to VOC, the five categories have 

evolved to form a mutually reinforcing ensemble. Hence, due to strong interlocking 

complementarities, each system depends on the other systems to function effectively. 

The departure with regard to mainstream economics is, above all, the contention of 

VOC that the particularly market-friendly LMEs do not represent the ‘one best 

model’ that consistently leads to superior economic results compared to CMEs with a 

lower intensity of pure market competition in some of the fields mentioned above, as 

one may expect on the foundation of the principles of neoclassical economics. 

VOC is usually interpreted as binary in the following sense: “That theory, as 

we read it, implies refutable hypotheses to the effect that the world of possible 

capitalisms divides into two and only two classes, and that because of internal and 

external pressures for functional complementarity between its elements, every 

capitalist system must sooner or later locate itself into one of the two camps.” 

(Streeck 2005, 579). Such a binary classification between LME and CME according 

to their organisation of production and market institutions is, however, very 

controversial. There is, for example, some dispute how to classify the Mediterranean 

countries and France as well as the CEE countries. Critics of the VOC approach like 

Hamann/Kelly (2008) demonstrate the inability of simple dichotomous classifications 

adequately to categorize patterns and developments in industrial relations, while their 
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analysis points to a number of identifiable clusters of industrial relations systems. 

They argue, as others do, that a systematic comparison of industrial relations systems 

needs a greater sensitivity to, for example, the particular role of national states, 

different welfare and employment systems than is represented by the broad VOC 

categories. 

Other possible classifications, such as the ‘employment regime’ typology 

(Gallie 2007), may be useful as amendment to the VOC approach. The typology is 

strongly connected also to earlier typologies of worlds of welfare capitalism that 

classified welfare states foremost according to their market-correcting components 

(Esping-Andersen 1990). Gallie distinguishes between (1) market, (2) dualist and (3) 

inclusive employment regimes. 

(1) A (well-functioning) market based or liberal regime self-regulates 

employment levels and job remunerations. Institutional controls by organised labour 

are in such a situation a negative rigidity. In order to avoid the potentially resulting 

lower performance of the labour market due to union involvement, labour is to a 

large extent excluded from decision making regarding labour market-related 

government policy or collective bargaining. Insider-outsider differences due to 

employment rights are rather small. Polarising tendencies with respect to rewards and 

job quality exist, however, without a countervailing power of unions or social 

protection. 

(2) In dualist regimes labour is involved in the decision-making. Labour’s 

influence on policies depends on the political orientation of the government and 

unions are stronger if they can easily mobilise the core workforce of employees in 

large firms. Differences between the insiders and the outsider are pronounced as 

“dualist regimes are less concerned with the overall employment levels but guarantee 

strong rights to a core workforce of skilled long-term employees, at the expense of 

poor working conditions and low security at the periphery” (Gallie 2007, 18). 

(3) Inclusive employment regimes, in contrast, “are those where policies are 

designed to extend both employment and common employment rights as widely as 

possible through the population of working age” (Gallie 2007, 17). Characteristic for 
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such systems are strongly institutionalised participation rights for social partners in 

decision making with regard to labour market-related issues and well-functioning 

bargaining among social partners. “High employment levels, common employment 

rights and a strong safety net help to minimise differentials between different 

employment statuses and contain or prevent polarising tendencies in the labour 

market” (European Commission 2009, 48). 

The employment regime approach stresses the potential contribution of social 

partners to the effective activation of the unemployed through active labour market 

policy, the integration of young persons and other groups with low access to the 

regular labour market as well as the reconciliation of family and work interests. The 

predictions for inclusive regimes are lower polarising tendencies than in the 

alternative ones, that is “the differences between skilled and unskilled, older and 

younger, male and female groups are smallest [….] and the social partners in these 

regimes are most active, through collective bargaining and otherwise, to further an 

agenda of integration and equal opportunity” (European Commission 2009, 48). 

A finally important typology for our purposes differentiates between 

alternative industrial relations arrangements and focuses on alternative methods used 

by the industrial relations bargaining partners and their role in shaping issues like 

working-time flexibility and working conditions. This classification – which is 

mainly based on Schmidt (2006) – takes account of the structure and the power 

relations between unions and employer associations, levels and styles of bargaining, 

the role of social partner intervention in public policy and for state intervention in 

industrial relations. It has become common to distinguish four arrangements or 

regimes of which we neglect here the Southern European statist market economies as 

the inclusion would require explaining the rather different links between production 

regimes and welfare states compared to the alternative types which are hardly needed 

for the further discussion in this article (cf. this specific type of ‘mixed market 

economies’ Molina/Rhodes 2007). It is noteworthy, however, that this cluster of 

countries cannot be assigned to the label CME or LME according to the European 

Commission’s report.  The remaining cases are Nordic corporatism (‘North’), social 
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partnership in the ‘Centre-west’ of Europe and liberal pluralism originating in the 

British Isles. As Table 1 below should be self-explanatory with respect to the main 

differentiations and our focus is on the CEE economies, we neglect the specific 

characterisations of the other clusters in this article (but cf. European Commission 

2009, 49-50; Schmidt 2006). 

Although these alternative approaches “differ in their ideas about causes, 

classifications, and impacts of policies” (Goul Andersen 2008, 552), they bear so 

many similarities that a joint use of them in a combined typology, as suggested by the 

European Commission (2009, 47-72), appears justified. In this respect it has to be 

noted that the “data confirm by and large the qualitative portrait based on industrial 

relations systems in Europe presented” in Table 1 below (cf. details European 

Commission 2009, 51). Taking this into account, we can reach some simple insights 

even if it has to be kept in mind that only further research which lays out the posited 

causal relationships in an even more detailed way than the chapter by the European 

commission or the derivations below can decide upon whether such a unified 

framework exhibits a recommendable combined typology for further analysis or a 

simplified categorical distinction only for the purpose at hand. 

Firstly, in spite of the amendments of the basic VOC by elements of the other 

regimes, the classification of the CEE economies under the headings of CME or 

LME appears still problematic, as the single column for the CEE countries (apart 

from Slovenia) in Table 1 clarifies. Secondly, several recent attempts exist to classify 

the Eastern European transition economies within the frameworks of different 

typologies of market economies or capitalisms (e.g. Crowley 2006; Hancké et al. 

2007; King 2007). Nonetheless, it is true that a certain neglect of CEE countries, for 

example, in social policy typologies up until recently has to be remarked in spite of 

the fact that accession negotiations started already in 1997 (Żukowski 2009, 28). This 

was indirectly highlighted also by our discussion of the single typologies that 

neglected the CEE countries. The current attempts to classify the CEE countries 

remain controversial however, as a clear-cut assignment of the CEE group of 

countries seems to be hardly possible. 
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Table 1: Alternative Classifications of 22 Market Economies  

in the European Union 

Production 
regime 

Coordinated Market Economies 
(CME) 

Liberal Market   
Economies 

(LME) 

Central and Eastern 
Market Economies 
(CEE)  -  liberal or 

statist?  
Geographic 
regime 

North Centre-West West Centre-East 

Welfare regime Universalistic Segmented 
(status-oriented, 
corporatist) 

Residual Variegated, 
segmented or 
residual? 

Employment 
regime 

Inclusive Dualistic Liberal Liberal 

Industrial 
relations 
regime 

Organised 
corporatism 

Social 
partnership 

Liberal  
Pluralism 

Fragmented* or state-
centred? 

Principal level 
of         
bargaining 

Sector Sector Company Company 

Bargaining 
style 

Integrating Integrating Conflict-
oriented 

Acquiescent 

Role of social 
partners in 
public policy 

Institutionalised Institutionalised Rare / event-
driven 

Irregular / politicised 

Role of the 
state in 
Industrial 
relations 

Limited 
(mediator) 

‘Shadow of 
hierarchy’ 

Non-
intervention 

Organiser of  
transition 

Employee 
representation 

Union based/ 
high coverage 

Dual system/ 
high coverage 

Union based/ 
small coverage 

Union based/  
small coverage 

Examples of 
European 
Union Contries 

Denmark, 
Finland, Sweden 

Austria, 
Belgium, 
Germany, 
Luxembourg, 
Slovenia, The 
Netherlands 

Cyprus, Ireland, 
Malta, United 
Kingdom  

Bulgaria, Czech 
Republic, Estonia, 
Hungary, Latvia, 
Lithuana, Poland, 
Romania, Slovakia 

Source: European Commission (2009, 49); amendments by the author. 

*Union fragmentation is the opposite of concentration or ‘unity’. 

Notes: Southern variety of Market economies (France, Greece, Italy, Portugal, Spain) excluded as 

not needed for the purpose of this article. The European Commission (2009, 50) remarks: 

“Obviously, as with any classification, the real world is messier than these typologies and the 

application to single countries is an approximation at best.” 
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Related to this, it can be thirdly argued that the combined approach uncovers 

apart from the question mark regarding the production regime other open questions 

regarding the welfare systems as well as the industrial relation regimes of CEE 

countries. In terms of academic caution and truth, this has to be regarded as an 

advantage of the mix of typologies chosen by the European Commission. 

This highlights the still ongoing process of change in this region to meet the 

challenges of the future and demonstrates the ‘embryonic character’ of the national 

labour market-related systems which were influenced by the dramatic transformation 

that suddenly led to very high and still rather persistent (long-term) unemployment 

despite rather liberal labour market institutions against a background of strong fiscal 

pressures common in the region (Rutkowski/Scarpetta 2005) and to some extent 

different heritages that may explain different pathways that were followed. For 

example Feldmann (2007, all quotes p. 348) demonstrates convincingly “that in the 

Estonian and Slovenian cases legacies and policies reinforced each other, which is 

why they have developed into something close to ideal types of LMEs and CMEs, 

especially with respect to industrial relations.” If such reinforcing effects are 

important, “the fact that there are many hybrids or that transition economies do not fit 

standard VOC […] should not necessarily be surprising.” 

The remainder of this section sheds light on the question why it is difficult to 

classify the CEE unambiguously. The following outlines three arguments. 

(1) Looking at the production regimes in the CEEs, only Slovenia appears to 

have the characteristics of a CME of a rather large role of coordination among the 

different economic actors and the state. The other nine CEEs appear to oscillate 

between liberal regime (with comparatively rather low actual restrictions and 

regulations) and state-centred regime (due to the relatively large role of the state in 

setting conditions with regard to employment relationships). The following may be 

said for these latter economies in general: “[…] the state has continued to be a central 

and dominant actor in the governance of the economy; first, by virtue of its position 

in creating the legal basis for the transition into a market economy and, subsequently, 

by the need to transpose the aquis communautaire [accession states have to take over 
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EU rules and policies; L.F]. […] The outcome is in most cases close to the liberal 

market regime, also because of the weakness of societal actors, such as employers’ 

organisations and trade unions.” (European Commission 2009, 48). It is an open 

question and rather controversial in which directions these features will change in the 

future. 

(2) With respect to the welfare regime, it is pointed by some authors that one 

only finds variegation instead of clustering into typical systems particularly in the 

case of the CEE countries (Hacker 2009, 227). This controversial statement is 

strongly disputed by others suggesting “that the new member states from Central and 

Eastern Europe form a unique welfare model” (Żukowski 2009, 29). A common 

denominator is, for example, that they finance their social expenditure predominantly 

through social security contributions levied on wages and that the spending often 

occurs status-oriented (Barysch 2005, 8). The generosity of unemployment benefits is 

often so low, however, that they have to be regarded as residual. Different moves 

away from this rather inefficient status quo with respect to labour market 

performance may be possible in the future. 

(3) It is again a matter of dispute whether the CEE economies form a separate 

industrial relations regime or can be classified according to one of the types in the 

other clusters – again with the exception of Slovenia which can be unambiguously 

classified as adhering to the continental social partnership model. The absence of 

sectoral collective bargaining and low bargaining coverage rates tend to orient the 

CEE economies towards the liberal or uncoordinated model. However, the state and 

the collective labour law set by it – even if occasionally ignored by employers and 

trade unions that tend to be weakly organised (Barysch 2005, 12) – play a much 

larger role and this makes them more like the state-centred model of Southern 

Europe. The latter type is also characterised by a “greater role of the state as a 

regulator” (Molina/Rhodes 2007, 225) which can be taken as a common factor among 

the southern and CEE market economies. However, in contrast to Southern Europe, 

the interaction between unions and management, and between unions and the state, 

tends to be less confrontational and more determined by the weakness of both the 
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union actors as well as employers’ associations. With the exception of Slovenia and 

perhaps Slovakia, the transition economies do share the absence of sector level 

bargaining and, up until now, rather unstable structures of workplace representation 

which more or less mirror liberal market economies (European Commission 2009, 

50; see Funk/Lesch 2004 and 2006 for additional details). It has to be mentioned, 

however, that the above mentioned large role of additional labour cost does not 

conform to a liberal market model. The comparatively high payroll taxes that are 

characteristic to centre-west CME are rather typical also to the CEE region (Barysch 

2005, 8). Hence, it can be repeated that it is controversial how to classify the CEE 

economies and in which directions these features will change in the future. 

Keeping these issues in mind, the best is probably to characterise the CEE 

countries – except for Slovenia which appears to have established as a CME – under 

the heading Emerging Market Economies (EMEs) as proposed by Hancké et al. 

(2007). As the majority of the CEE economies cannot be classified consistently as 

LMEs and CMEs until now, one has to ask what this implies for economic welfare in 

these countries. A theoretical explanation for the still suboptimal labour market 

performance of the common CEE group compared to the alternative regimes in the 

European Commission’s analysis6 that is in line with the VOC-approach could be the 

specific role as economies in an emerging state which is still too far away from either 

the better performing CME or LME with functional complementary and thus 

mutually reinforcing institutions. 

Indeed, some evidence exists that economies in the inconsistent ‘middle 

ground’ where the characteristics of either LME or CME are very imperfectly 

developed, is correlated with a worse economic performance than of nations which fit 

better into the two differentiated varieties that are regarded as more or less equally 

                                                            
6 The European Commission (2009, 55-56) analysed the employment inclusion by regime type in 2006 and 
compared for each of the regimes mentioned in table 1 the mean employment and unemployment rates by 
age group and the mean male-female gaps. On the one hand, the transition economies exhibited considerable 
performance gaps in this comparison. On the other hand, a particular CME type and the LME regime proved 
best, as roughly predicted by theory: “Thus, the highest employment levels and lowest male-female gaps are 
found in the inclusive employment regimes of Nordic corporatism. The liberal pluralist (or market-based) 
regime comes second best” (European Commission 2009, 55). 
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apt to deliver good economic performance by proponents of the VOC-approach 

(Hancké et al. 2007, 13-14). 

The open question is how the current suboptimal state will change in the 

future. It certainly depends on the policies that will be followed in the different CEEs 

if these economies will move either more towards LMEs or CMEs. These policies are 

shaped by, amongst other things, heritages, policy proposals by (national or 

supranational) advisers and political ‘windows of reform opportunities’ (partly 

depending on the way the political system is organised) that sometimes open up only 

briefly, as well as current challenges – for example the ones resulting from fiscal 

pressures due to the financial crisis and the resulting downturn in 2009.  The latter 

will make rather costly proposals in terms of governmental budgets – for example 

noteworthy increases of spending on labour market policies in the region as 

sometimes suggested by adherents of an innovative combination of flexibility and 

security, i.e. ‘flexicurity’ (Cazes/Nesporova 2007; and critically to this concept Funk 

2008) – in the near future rather unlikely in the majority of the CEE countries despite 

their potential future positive effects in terms of increased productivity. Keeping this 

and a certain bias towards liberal institutions during transition periods (Feldmann 

2007, 338) in mind, one may rather expect with regard to labour market-related 

institutions and policies a further move into the direction of LMEs than towards 

CMEs if politically viable. 

 

4 Epilogue on the State and Future of the Analysis of Economic 

Systems  

 

The analysis above has hopefully demonstrated that – in the words of the European 

Commission’s report – “if used with wisdom, the comparison of achievements and 

successes or failures, across countries or regimes remains a useful learning device 

both for academics and practitioners, from which inspiration can be drawn” 

(European Commission 2009, 70). An important part of the ‘old-fashioned’ 
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comparative analysis of economic systems aimed similarly at helping to make sense 

of the economic and political environment in which we exist (Lord Norton of Louth 

2009). In contrast, economics appears to have lost this function to some and 

potentially a rather large (and likely increasing) extent due to changes in the career 

incentives for academics in this field. 

According to Frank (2009, 100, see also Mayer 2009, 7-9), even introductory 

courses in economics are “increasingly tailored not for the majority of students, but 

for the negligible fraction who will go on to become professional economists. Such 

courses focus on the mathematical models that have become the cornerstone of 

modern economic theory. These models prove daunting for many students and leave 

them little time and energy to focus on how basic economic principles help explain 

everyday behaviour.” Frank goes on by contending that “many of their professors 

may have only a tenuous grasp of these concepts, since they took encyclopaedic 

introductory courses, followed by advanced courses that were even more technical” 

(Frank 2009, 100). He then offers some evidence for this hypothesis. 

Simultaneously, the increasing combination of formalisation and 

quantification based on neoclassical economics led according to Wade (2009, 112) 

“to an increasing recruitment into the profession of people who were less driven to 

try to explain how the world actually works or how policy could make it work more 

efficiently or more fairly, and more motivated to prove themselves members of an 

elite group of masters of an arcane craft.” Resulting from these developments and due 

to the world-wide changes that led to the transition of formerly communist countries 

towards market economies, country-specific knowledge and country experts as well 

as economic comparativists (including the German language-based economic school 

of ordoliberalism, see Funk 2002) counted for little. “European and Japanese 

universities were somewhat more hospitable than American universities to the 

humble country-watcher, and so were government departments, think-tanks and some 

banks. But the university trend was strong” (Hanson 2007, 4). Despite of the fact that 

“Comparative Economic Systems was quite a popular undergraduate course – if any 

economics course can be popular – in the U.S.” (Hanson 2007, 1), it is hardly part of 
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the curriculum in economics nowadays and the current literature in the tradition of 

comparative economic studies, above all the VOC-approach, is “written by people 

who have little or nothing to do with comparative economics as it used to be” 

(Hanson 2007, 7), namely political scientists and academics (often sociologists) 

working in the field of industrial relations as well as few heterodox or institutional 

economists (Soskice 2007; Voigt 2007). 

The rather new interest at least among political scientists specialised in 

comparative political economy to find out the causes of cross-country differences in 

economic (growth) successes – “an area traditionally entirely occupied by 

economics” (Höpner 2009, 5) – and more sophisticated theoretical analyses of 

economic systems and institutions than in the past to generate knowledge, e.g. with 

the aid of typologies and regimes, respectively, may improve the relevance of the 

results for the economic and policy discourse. 

For this to happen within the field of economics, however, a turn-around is 

needed in the current mainstream of this subject. More and more is recognized in the 

field, that probably a too large number of such typical economists often devote too 

little attention to the knowledge of institutions. This is in spite of the fact that the 

appropriate solution of societal problems demands the examination of the details of 

the regulatory frameworks and how governmental bodies and interest groups function 

in a comparative perspective, that is to enable researchers “to connect variations in 

capitalist structures to variations in economic performance in a systematic way” 

(Casey 2006, 12). The current methodological debate in economics particularly in 

Germany but also in, for example, the USA (Fukuyama/Colby 2009) and in the 

United Kingdom in a series of articles in the Financial Times (e.g. FT 2009, 6) may 

prove most helpful if it helps to (re-)adjust the approach of doing economics in such a 

way and by concentrating the talents of quite a few theoreticians in economics again 

more on economic policy-related topics that are of interest to policymakers but were 

(too) often neglected before the financial crisis (Funk 2009). “In short, economics 

must be a balance of theory, econometrics and knowledge of institutions in order to 

provide policymakers and the public with well-founded recommendations.” (Sinn 
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2009). Such a mixture would be an excellent starting point for the return of 

Comparative Economic Systems to the heart of contemporary modern economics in 

research and lecturing again. 
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1 Introduction 

 

The comparative study of Hall and Soskice (2001) distinguishes two main types of 

economic systems, i.e. Liberal Market Economies (LME) and Coordinated Market 

Economies (CME). For the varieties of emerging capitalism in the post-Soviet 

countries it is impossible to reveal what type of VOC is formed. Hybrid models have 

appeared containing mixed features (Gehrke/Knell 1992). Furthermore, the short 

historical period of transformation in post-Soviet countries does not permit us to 

clearly distinguish pure types. Weaknesses of new institutions, corruption and 

political instability, specific economic difficulties and negative local political 

conjuncture have resulted in changes to the contents of national strategies and to 

previously intended reforms. 

The post-Soviet type countries in Central and East Europe which joined the 

EU in 2004 are interesting objects of study for the VOC-approach. These countries 

have been more advanced in market reforms than CIS countries (Countries of 

Independent States). Moreover, the new members of the EU had to fulfill the 
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requirements of the common market criteria. Some of these countries, for example 

Poland, quickly implemented market reforms which led to a fast transition (Kołodko 

2002). Other countries such as the Czech Republic or Slovakia tried to realize market 

reforms more gradually (Workie 2004; Okali 2005). Despite privatisation and 

liberalisation of prices in the 1990s both countries retained strongly coordinated 

labour markets and social services (e.g. education and public health). Slovakia saw 

structural changes in the labour market and an increase in its unemployment rate. 

Most branches of the economy in post-socialist countries were uncompetitive 

and they did not meet the requirements of world standards. The attractiveness to 

domestic and foreign investors of local markets and branches, as well as 

governmental support and programmes, were crucial forces for the development of 

post-socialist countries. Significant changes in labour markets were observed during 

the process of transition from a centrally planned economy to a market economy. For 

this reason it is interesting to focus on labour markets in a post-socialist European 

country. Developments in labour markets depend on economic, social and 

institutional factors; some of them are closely related to regional facilities and 

features of the labour force. 

The Slovakian experience in labour market changes and employment 

tendencies is of interest because in Slovakia labour market reforms were more 

successful in comparison to other post-socialist countries (Dethier 2000; Okali 2005). 

In Slovakia the unemployment rate was lower in the transition period than in other 

post-socialist countries. However, a few significant problems concerning regional 

labour markets and their flexibility have not yet been solved. The principal problems 

are regional disproportions in development, which are visible in the weakness of local 

regional market institutions situated outside the capital and other big cities. 

Furthermore, local political elites lobby for investment of foreign capital in the big 

cities. This development has created obstacles for local regional markets. Similar 

problems of regional disparities and of regional policy are found in other post-

socialist countries (Bucek 2000). 
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The purpose of our research is the study of the main tendencies of labour 

markets in different economic branches and sectors (according to NACE) in 

Slovakia. By means of econometric and taxonomic methods we investigate social, 

economic and regional factors which influence the dynamics of labour markets. 

 

 

2 Data and Methodology 

 

Our research is based on statistical data on the economic development in Slovakia. In 

addition, we apply concepts of economic theory concerning the labour market, 

economic growth and economic development, and the role of education in human 

resources skills in order to derive our main results (Thelen 2001; Martincová 2002). 

The principles of systems analysis are used for this study because they allow us to 

present the regional labour markets as complex dynamic systems, which are 

influenced by external and internal factors. 

We use econometric dynamic models based on processing panel data. 

Descriptions of the analysis of panel data and of econometric models based on panel 

data are given, for instance, in Baltagi (2001). This type of model allows us to obtain 

robust estimates of the parameters of the models and to reveal regional or branch 

effects. The dynamic models are used for describing changes in the number of people 

employed in different sectors of regional labour markets. Statistical data in eight 

administrative regions of Slovakia for the period 1995 to 2004 are used to construct 

the specified models. The constructed models show rather complex dependencies, 

reflecting the influence of supply and demand factors as well as expectations on the 

part of the employers and hired workers. 

The two principal factors which influence the number of people employed in 

various branches and sectors are the annual growth rates of labour productivity and 

the annual growth rates of wages. As a rule, the increase of labour productivity and 

average wages has been accompanied by a reduction of the number of employed 

people. At the same time, labour markets have some inertia and the impact of lagged 
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values of labour productivity and average wages on the number of employed persons 

in various sectors of the economy needs to be investigated. 

We estimate the level of development of the regional markets by applying 

taxonomic methods, and analyse indirectly the efficiency of local institutions. The 

idea and methodology of taxonomic methods have been developed by scientific 

schools in Wroclaw, Lodz and Krakow (cf. Młodak 2006). In addition, taxonomic 

methods are closely associated with a variety of approaches applied in multi-

dimensional statistical analysis. Taxonomic methods permit us to construct a 

generalised index for our research on the basis of a processing set of parameters 

describing the given objects. This generalised index is more convenient than the set 

of initial parameters for the comparison and ranking of objects. Besides, with the help 

of taxonomical methods, it is possible to estimate a level of similarity (or difference) 

between the objects under investigation, as described by a set of parameters. In this 

paper we use the ‘method of artificial pattern’ (Młodak 2006). The values of 

generalised indices calculated according to the ‘method of artificial pattern’ vary 

from 0 to 1. Higher values of the generalised index mean that the object under 

investigation occupies a better position in the ranking. 

The generalised index of economic development of regions using aggregated 

data is constructed by means of the taxonomic method mentioned above. For 

calculation of this index we use a set of partial indicators: the proportion of the labour 

force in the regional market; the proportion of gross value added (GVA) created in 

the regional market; the proportion of gross fixed capital formed in the regional 

market; the proportion of domestic expenditures on research and development 

invested in the regional market; and the proportion of research and development 

personnel in the regional market. Further sets of partial indicators used in the 

calculation include: labour productivity per employee in regional markets; fixed 

capital formation per employee in regional markets; gross domestic expenditures on 

research and development per employee in regional markets; the proportion of 

research and development personnel with higher education (full and part time) in full 

employment in regional markets; and the proportion of research and development 
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personnel (full and part time) in full employment in regional markets. Correlation 

analysis shows that there is quite a precise dependence between the index describing 

the level of economic development of the region and the index describing the level of 

efficiency of the regional economy. 

The indices describe the development level of the sectors of the economy for 

eight regions of Slovakia. For this purpose the following set of parameters has been 

chosen: the number of persons employed in the regional sector as a proportion of the 

total number of persons employed in the region; the number of persons employed in 

the regional sector as a proportion of the total number employed in this sector in the 

country as a whole; the amount of investment allocated to the regional sector as a 

proportion of the total volume of investment in the region; the amount of investment 

in the regional sector as a proportion of the amount of  investment in the sector in the 

country as a whole; the GVA created in the regional sector as a proportion of the total 

size of GVA in the regions; and the GVA created in the regional sector as a 

proportion of the total amount of GVA in that sector in the country as a whole. The 

relationship between the level of labour productivity in the given sector and the 

development level of this sector in the region is shown for all sectors. Hence it is 

possible to say that more advanced regional branch markets show higher parameters 

of labour productivity. Labour productivity is closely connected to wages, i.e. in 

regions (and sectors) where the labour productivity is high the average wages are also 

high. Furthermore, average wages are determined by the quality of labour: higher 

levels of education, skills and experience of the labour force promote higher 

efficiency and labour productivity, and, consequently, give rise to higher wage levels. 

In addition, different levels of regional labour productivity are explained within a 

region by a group of factors which we name ‘education potential’ (cf. 

Dubrovina/Neubauerova 2008). The estimation of the level of educational potential 

of the economically active population of regions in Slovakia was carried out using the 

taxonomic method in Dubrovina/Neubauerova (2008). For quantitative estimation of 

the education potential in a region we selected a set of fourteen parameters: share of 

people with tertiary education (%); share of people with tertiary education as a 
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proportion of the economically active population (%); number of higher education 

institutions; number of faculties in mathematical, technical or military science; 

number of faculties specialising in law, public administration, and the economic and 

social sphere; number of faculties specialising in the natural science, medical and 

pharmaceutical sphere; proportion of academic staff in R&D institutions with tertiary 

education; number of students; growth rate of student numbers during the last three 

years; expenditure on R&D per employee involved in R&D activity (SKK); number 

of organizations in the field of knowledge and research; number of centres in higher 

education institutions involved in knowledge and research; number of researchers per 

1000 inhabitants; number of active licenses per 1000 inhabitants; number of passive 

licenses per 1000 inhabitants. We show the dependence between the educational 

potential of the economically active population and the average wages in these 

regions (Dubrovina/Neubauerova 2008). The formation of the educational potential 

of the labour force represents a complicated process of interaction of households, the 

public sector and the business sector. We have investigated the structure of expenses 

of the business sector on corporate and individual education of employees in various 

regions (Dubrovina/Neubauerova 2008). Furthermore, we tested the influence of 

these parameters on average labour productivity and average wages in order to 

explain variations between local regional markets. 

Moreover, it is shown that capital investment influences labour productivity. 

We use the Solow model for testing the dependence between labour productivity 

value and capital investments value in a branch. With this model it is possible to 

show how the value of capital investments per employee influences the labour 

productivity parameter. According to the Solow model, an increase in capital 

investments per head leads to higher levels of productivity. For the majority of 

sectors the assumptions of the Solow model are satisfied for long periods. However, 

for some sectors (for example, energy, gas and water supply, financial intermediaries) 

the model is unsuitable in the short term. 

The suggested complex of nonlinear dependences describes the development 

of the regional labour market and employment changes, and provides an explanation 
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of the nonlinear effects in the regional economy. According to the Solow model, a 

higher level of productivity of employees stimulates a requirement for a higher level 

of wages. But, as mentioned before and as proved by econometric models, an 

increase in the annual rates of labour productivity and wages leads to a reduction in 

employment rates in most sectors. That is why it is important to consider the 

conditions necessary for a permanent expansion of labour market capacities by means 

of innovations, development of human resources and skills. 

Furthermore, the system of education and training of workers should be 

sufficiently coordinated with existing and forecast trends of development of sectors 

of the regional economy. A surplus or shortage of young specialists has a negative 

effect on a sector.  The system of higher education which aims to train experts only in 

one particular region can result in regional disparities of labour concentration. The 

most important factors for young experts when they choose a job are the living 

conditions and the level of development of social infrastructure in any particular 

region. For example, many graduates of high schools and universities prefer to 

remain and to search for a job in the capital or in large cities. As a consequence it is 

difficult to find approaches which cover the variety of influences on the regional and 

branch labour markets. Modern labour markets require large-scale research involving 

panel data, results of screening research, sociological interviews and the use of 

complex nonlinear dynamic models. 

 

3 Results 

 

The selected branches represent the three sectors (1) agriculture, hunting, forestry and 

fishing, (2) industry, and (3) services. In table A1 (see appendix) the calculations of 

employment structures in different branches and sectors of Slovakia are given for the 

period of 1995 to 2004. 

The table shows that the proportion of persons employed in agriculture, 

hunting, forestry and fishing and in industry declined from 1995 to 2004. However 

the proportion of persons employed in services increased. The employment structure 
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within each of the sectors had a different character. For example, the share of 

employed persons in mining and quarrying decreased, but the share of employed 

persons in electricity, gas and water supply remained nearly constant. A similar 

pattern was observed in the development in construction. In contrast, the employment 

in wholesale and retail trade, financial intermediation and real estate, renting and 

business activities increased. 

Furthermore, the annual rates were calculated for the purpose of analysing 

dynamic changes in the labour markets. These data were used for the econometric 

models. We analyzed the dependences between trends in employment and the main 

factors influencing the dynamics of employment in different branches of each sector 

of the economy. We calculated the annual rates of employment in the various 

branches and sectors for all regions. It should be noted that annual rates are more 

appropriate than the initial value, because by using the annual rate, or the first 

differences, we avoid the problem of multicollinearity of trends. We analyzed a set of 

possible factors which could have an impact on employment. Some factors could not 

be observed, or statistical information was not available. We chose wage 

compensation per employee and labour productivity, which we calculated as GVA 

per employee, for all different branches and sectors of the economy for all regions. 

It should be noted that the regional convergence of labour productivity in 

agriculture, hunting, forestry and fishing is higher than in other sectors. In other 

sectors regional convergence is not observed and some regional deviations in labour 

productivity are significant. Bratislava shows a higher level of labour productivity in 

the industry and service sector than other regions. 

We analysed the impact of labour productivity and the impact of wage 

compensation per employee on employment in different branches of the economy. 

The model of employment dynamics in different sectors or branches of Slovakia is 

given below. 

 

(1) j
t

jj
t

jj
t

jj
t

jj
o

j
t xaxaxaxaay 1,241,13,22,11    
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where 
j

ty  represents the rate of change of the number of persons employed in sector 

j at time t;  
j
tx ,1  the rate of change of labour productivity per employee in sector j at 

time t; 
j

tx ,2  are rates of change of average monthly wage per employee in sector j at 

time t; 
j

t
j
t xx 1,21,1 ,    are lagged values of rates of change of labour productivity and 

average monthly wage per employee; and 
jjjjj

o aaaaa 4321 ,,,,  are parameters of the 

model. The results of parameter estimation for a model of employment dynamics in 

different sectors is given in table A2 (see appendix). The equations describing the 

dynamics of employment in different sectors are given below. 

 

(1.1) 1
1,2

1
1,1

1
,2

1
,1

1 1421.02418.01188.00413.00136.2   ttttt xxxxy  

(1.2) 2
1,2

2
1,1

2
,2

2
,1

2 0984.03421.02230.03719.09852.0   ttttt xxxxy  

(1.3) 3
1,2

3
1,1

3
,2

3
,1

3 1683.004246.02320.01978.0398.4   ttttt xxxxy  

(1.4) 4
1,2

4
1,1

4
,2

4
,1

4 06637.011444.018004.00728.0234.1   ttttt xxxxy  

(1.5) 5
1,2

5
1,1

5
,2

5
,1

5 5531.009279.021843.00428.08935.6   ttttt xxxxy  

(1.6) 6
1,2

6
1,1

6
,2

6
,1

6 49169.01202.007564.002428.00233.6   ttttt xxxxy  

(1.7) 7
1,2

7
1,1

7
,2

7
,1

7 15602.02953.002938.02538.06879.5   ttttt xxxxy  

(1.8) 8
1,2

8
1,1

8
,2

8
,1

8 07212.008125.00792.006781.08289.0   ttttt xxxxy  

(1.9) 9
1,2

9
1,1

9
,2

9
,1

9 0218.039404.00705.04119.01636.7   ttttt xxxxy  

(1.10) 10
1,2

10
1,1

10
,2

10
,1

10 06611.01452.054192.021623.02299.8   ttttt xxxxy  

(1.11) 11
1,2

11
1,1

11
,2

11
,1

11 11186.004034.02535.0059909.00279.6   ttttt xxxxy  

(1.12) 12
1,2

12
1,1

12
,2

12
,1

12 28285.060769.029305.090752.04687.12   ttttt xxxxy  

(1.13) 13
1,2

13
1,1

13
,2

13
,1

13 04672.005627.0032.01217.030714.2   ttttt xxxxy  

(1.14) 14
1,2

14
1,1

14
,2

14
,1

14 04598.003646.006318.007064.04986.1   ttttt xxxxy  

(1.15) 15
1,2

15
1,1

15
,2

15
,1

15 14782.006853.023914.004871.07523.2   ttttt xxxxy  

(1.16) 16
1,2

16
1,1

16
,2

16
,1

16 34306.014168.070431.03817.01776.15   ttttt xxxxy  
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Generally speaking, these models can describe the initial tendencies of employment. 

A sign analysis of the parameter estimates allows us to study the impact of labour 

productivity and wage rates as well as their first lagged values on the employment 

rate in sectors or branches of the economy. 

Let us consider the results of estimated parameters for econometric models 

presented in table A2 (appendix) and try to explain possible causality between 

explanatory variables and explained variables. 

For agriculture (sector 1) the estimated value of parameter 1a is positive. This 

means that an increase of the labour productivity rate in current year does not lead to 

a reduction of employed persons for the current year. 

For industry (sector 2) and all branches of industry (mining and quarrying, 

manufacturing, electricity, gas and water supply, construction) the estimated value of 

parameter 1a is negative. In this case an increase of the labour productivity rate in the 

current year leads to a reduction of employed persons. 

For services (sector 3) and most branches of services (except education, health 

and social work) the estimated value of parameter 1a is negative too. 

For agriculture (sector 1), industry (sector 2) and services (sector 3) the 

estimated values of parameters 2a are negative. But if we consider the signs of 

estimated values of parameters 2a  for branches of industry and branches of services 

the situation is different. For manufacture the estimated value of parameter 2a  is 

negative, but for mining and quarrying; electricity, gas and water supply; construction 

the estimated value of parameter 2a  is positive. Working conditions in these branches 

are difficult and related to specific risks (accidents, failures, etc.). That is why on the 

one hand employers offer higher wages but on the other hand, higher wages attract a 

type of workers who accept these conditions. For some branches of services (real 

estate, renting and business activities and education) the estimated values of 

parameter 2a  were positive too. In the case of real estate, renting and business 

activities, higher wages are paid. Thus employees are attracted because this and, as a 

consequence, higher profits can be realized so that higher wages than in other 
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branches can be paid. In education, a branch which is unattractive for ambitious 

employees, the government tries to attract qualified employees by an increase of 

wages. 

Most of the estimated values of parameters 3a  are negative, for example, for 

agriculture, all branches of industry, and also for specific branches of services 

(wholesale and retail trade; hotels and restaurants; financial intermediation; real 

estate, renting and business activities; public administration and defence, compulsory 

social security; education). However, for some strongly government supported 

branches (health and social work; other community, social, personal service 

activities) the estimated values of parameter 3a  are positive. 

The estimated values of parameter 4a  are negative for agriculture and 

industry. For services 4a is positive. Moreover, the situation is different within the 

industry and services sectors. For instance, estimated values of parameters 4a  are 

negative for mining and quarrying and construction, but for manufacturing; 

electricity, gas and water supply the estimated values of parameters 4a are positive. 

So available information about higher wages of workers in manufacturing, electricity, 

gas and water supply in previous year stimulates an increase of candidates who look 

for a job and who find employment in these branches in the current year. 

Positive values of the estimated parameters 4a are received for most of the 

branches from services, such as wholesale and retail trade, hotels and restaurants, real 

estate, renting and business activities, public administration and defence, compulsory 

social security and education. Negative values of estimated parameters 4a are received 

for transport, storage and communication, financial intermediation, health and social 

work, and other community, social, personal service activities. 

We constructed similar models for different branches and sectors for all 

regions. It was possible to confirm most negative signs for estimated parameters ja1  

for regional branches and sectors. This implies that the increase of the current level of 

labour productivity in most branches and sectors resulted from a reduction of 

employment in most regions. In most regions of Slovakia a labour productivity 
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increase influences negatively the number of employed persons in branches such as 

mining and quarrying, hotels and restaurants, real estate, renting and business 

activities, and other community, social, personal service activities. Nevertheless, 

some exceptions are to be found for the agriculture sector in the Trnava, Nitra and 

Banska Bystrica regions. In these regions the increase of labour productivity in the 

current year did not lead to a reduction of employed persons in agriculture, hunting, 

forestry and fishing. The same holds in branches such as public health and social 

work in Bratislava, Trnava, Nitra and Kosice. Thus, for some important branches it is 

likely that governmental and regional institutional support (such as special 

investment projects, implementation of new technologies, education and training of 

personnel, or additional financial means for the creation of new jobs) had an effect, 

especially when the number of employed persons did not decrease despite growth in 

labour productivity. 

It should be noted that the signs for the other parameter estimates jjj aaa 432 ,,  

varied significantly across regions for specific branches of the economy. The 

different signs for the parameters demonstrate the differences in the reaction 

associated with the number of employed persons in the local labour market. 

We analysed the influence of the average monthly wage per employee on the 

number of employed persons in different branches and sectors. For example, in the 

Bratislava region an increase of the average monthly wage per employee did not 

result in a reduction of employed persons in most branches except in construction, 

financial intermediation, public health and social work, and other community 

services. These results can be explained by a growing market in Bratislava which had 

not been saturated. In other regions (Zilina, Banska Bystrica) the increase of the 

average monthly wage did not lead to the reduction of employed persons in some 

services, such as wholesale and retail trade, hotels and restaurants, financial 

intermediation, and real estate. 

The models made it possible to demonstrate the complicated character of 

events in labour markets and to reveal regional effects and lags. The development of 

regional markets has an important impact on labour market policy. More advanced 
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regional markets – characterised by a more efficient innovation policy – demonstrate 

more capabilities for the creation of new jobs. For the analysis of regional market 

developments we take into account several factors. We used the taxonomic approach 

called the ‘method of artificial pattern’. This taxonomic method is based on the 

construction of an index describing the distance between initial partial indicators and 

an artificial pattern (cf. Młodak 2006). As mentioned earlier, the values of such 

indices, which range from 0 to 1, can be used for ranking purposes. 

For the construction of indices of scale and level of development of regional markets 

we used partial indicators, such as the proportion of employed persons in regional 

markets, share of gross value added produced in regional markets, share of gross 

fixed capital formed in regional markets, share of domestic expenditures on research 

and development invested in regional markets, and proportion of research and 

development personnel in regional markets. We also constructed indices 

characterising the efficiency of regional markets, measured by means of the 

taxonomic ‘artificial pattern’ method (cf. Młodak 2006). The set of partial indicators 

was used in the calculation of the following factors: labour productivity per 

employee, fixed capital formation per employee, gross domestic expenditures on 

research and development per employee, proportion of research and development 

personnel with higher education (full and part time) in full employment, proportion of 

research and development personnel (full and part time) in full employment. Higher 

values of the index for regional market efficiency mean that the region occupies a 

better position in the ranking and that the institutions in the region (e.g. government, 

self-governance, business and education) work more effectively. The results of the 

calculations for eight administrative regions of Slovakia are shown in Table 1. 

Low values imply that the development and the efficiency of the regional 

labour market are worse in comparison to other labour markets. The Bratislava region 

occupies an outstanding position with the maximum values of the indices. Other 

regions demonstrate less advanced positions; the lowest values of the indices can be 

observed for the Prešov region. The indices describe regional disparities and indicate 

a less than efficient regional policy in Slovakia (Okali 2005). 
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We analysed the dependences between the scale and development indices 

(ScaDev) and efficiency indices (MaEf) for regional markets. It is possible to assume 

that the values of these indices are closely related, so that higher values of the scale 

and development index lead to higher values of the efficiency index. Despite small 

individual deviations this rule appears to hold for all the regional markets. 

 

Table 1: Indices of Scale and Development (ScaDev) of Regional Markets and 

Indices of Regional Markets Efficiency (MaEf) 

Region 
2001 2002 2003 2004 

ScaDevMaEfScaDevMaEfScaDev MaEf ScaDevMaEf

Region of Bratislava 1 0.985 1 1 1 1 1 1

Region of Trnava 0.352 0.437 0.351 0.411 0.372 0.444 0.369 0.440

Region of Trencín 0.376 0.409 0.390 0.405 0.379 0.397 0.371 0.361

Region of Nitra 0.380 0.414 0.369 0.386 0.376 0.411 0.375 0.393

Region of Žilina 0.425 0.452 0.396 0.370 0.379 0.359 0.384 0.399

Region of Banská Bystrica 0.332 0.313 0.357 0.366 0.352 0.368 0.352 0.385

Region of Prešov 0.308 0.195 0.302 0.245 0.308 0.222 0.310 0.218

Region of Košice 0.442 0.490 0.443 0.475 0.433 0.508 0.440 0.518

Source: Own calculation based on modeling and data from www.statistics.sk. 

 

In addition to this research, the indices of regional market development were 

estimated for the main sectors of the economy in all regions. For the calculation of 

these indices we used partial indicators, i.e. the number of persons employed in the 

regional sector as a proportion of the total number of persons employed in the region, 

the number of persons employed in the regional sector as a proportion of the total 

number of persons employed in this sector in the country as a whole, the amount of 

investment in the given regional sector as a proportion of the total amount of 

investment in the region, the amount of investment in the given regional  as a 

proportion of the total amount of investment in the given sector in the country as a 

whole, the GVA created in the given regional sector, as a proportion of the total 
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amount of GVA in the regions, and the amount of GVA created in the given regional 

sector as a proportion of the total amount of GVA in the given sector or branch in the 

country. Indices of regional market development in the main sectors of the economy 

are shown in Tables 2, 3 and 4. 

 

Table 2: Indices of Regional Market Development for Agriculture, 

Hunting, Forestry and Fishing 

Year Region 
of 

Bratis-
lava 

Region 
of 

Trnava 

Region 
of 

Trencín

Region 
of 

Nitra 

Region 
of  

Žilina 

Region 
of  

Banská 
Bystrica 

Region 
of 

Prešov 

Region
of 

Košice

2001 0.054 0.753 0.389 0.962 0.486 0.758 0.574 0.463 

2002 0.043 0.738 0.449 0.957 0.433 0.829 0.686 0.467 

2003 0.086 0.743 0.396 0.964 0.408 0.757 0.638 0.427 

2004 0.109 0.728 0.386 1 0.376 0.715 0.625 0.456 

Source: Own calculation based on modeling and data from www.statistics.sk. 

 

The Nitra, Banská Bystrica and Trnava regions show high values for the indices of 

regional market development for agriculture, hunting, forestry and fishing. The 

Bratislava region, on the other hand, has the lowest values, and it is clear that this 

region is not specialized in agriculture. 

The data of Table 3 shows that the Trencín and Žilina regions have the best 

values for industrial development, but the Košice, Nitra and Trnava regions also have 

good positions in industrial development. Bratislava, Banská Bystrica and Prešov, 

however, show the lowest positions in industrial development.  

Table 4 shows that Bratislava holds the best position in services development. 

The Banská Bystrica, Prešov and Košice regions have intermediate positions in 

services development, and the Trnava and Trencín regions have the lowest. 
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Table 3: Indices of Regional Market Development for Industry 

Year Region 
of 

Bratis-
lava 

Region 
of 

Trnava 

Region 
of 

Trencín

Region 
of Nitra

Region 
of 

Žilina 

Region 
of 

Banská 
Bystrica 

Region 
of 

Prešov 

Region 
of 

Košice

2001 0.215 0.421 0.814 0.437 0.578 0.254 0.182 0.452 

2002 0.174 0.449 0.819 0.469 0.613 0.286 0.214 0.398 

2003 0.263 0.529 0.769 0.465 0.65 0.202 0.21 0.312 

2004 0.229 0.57 0.731 0.442 0.577 0.175 0.207 0.337 

Source: Own calculation based on modeling and data from www.statistics.sk. 

 

Table 4: Indices of Regional Market Development for Services 

Year Region 
of 

Bratis-
lava 

Region 
of 

Trnava 

Region
of 

Trencín

Region
of Nitra

Region
Of 

Žilina 

Region 
of 

Banská 
Bystrica 

Region 
Of 

Prešov 

Region
Of 

Košice 

2001 1 0.277 0.268 0.365 0.402 0.442 0.451 0.507 

2002 1 0.300 0.277 0.359 0.383 0.428 0.429 0.508 

2003 1 0.257 0.285 0.368 0.381 0.460 0.452 0.577 

2004 1 0.258 0.283 0.371 0.390 0.450 0.447 0.549 

Source: Own calculation based on modeling and data from www.statistics.sk. 

 

We studied the impact of regional market development on changes of labour 

productivity for various sectors and analysed the correlation and dependences 

between regional market development indices. We also investigated the values of 

labour productivity for agriculture, industry and services. It is possible to suggest that 

a higher level of market development stimulates a higher level of labour productivity 

and vice versa. However, additional factors influence labour productivity, for 

example efficiency of governance, quality of management, institutional background, 

and regional features of human resources. These factors, for the most part, cannot be 

measured or observed directly. In addition, the various combinations of these factors 

provide complicated effects; the aggregate positive or negative impact of such factors 
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can be estimated as a deviation of the level of real labour productivity from its 

expected value. Expected values of labour productivity were based on a linear 

regression model with the labour productivity index as a variable dependent on the 

regional market development index. 

We observed low correlations between labour productivity and regional 

market development indices due to significant deviations of some points (regional 

positions) from the linear function in the plots. In particular, large deviations were 

revealed for the agricultural and industrial sectors and we can suggest that the 

significant variations of labour productivity across regions are explained by the 

effects of different institutional and regional factors for these sectors. 

For the analysis of the influence of capital investment on labour productivity 

we used a Solow model. By means of this model we tried to reveal the different 

reaction of regional branch markets to capital investments. This model is based on 

suggestions that labour productivity per employee as a function of capital investments 

can be presented as: 

2
0

at keay  
, 

where y is labour productivity per employee, k is capital investment per employee, t 

is a time factor, and λ, a0 and a2 are the parameters of the model. The parameter λ 

reflects the influence of the time factor and describes the trend. The parameter λ can 

also be considered as representing the impact of technology or innovation. The 

parameter a2 reflects the elasticity of capital investments. 

We estimated the parameters of the model for all branches and sectors based 

on pooled data for the period 1995 to 2004 (long-term) and for 2001 to 2004 (short-

term). In this model we do not consider the influence of regional factors. It should be 

noted that for some branches (construction; transport, storage and communication; 

hotels and restaurants; financial intermediation; public administration) the parameter 

estimates differ significantly for long-term and short-term periods. The results of the 

estimation of the parameters of the model, calculated for all branches and sectors for 

2001 to 2004, are provided in Table A3 (see appendix). 
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We observe that the assumptions of the Solow model are suitable for a 

majority of branches. However, we revealed some cases where the preconditions of 

the Solow model are not fulfilled or the model does not explain the variations well 

enough for the short period. Nevertheless, the Solow model can be used for the 

analysis of the effect of investment capital on labour productivity. If the elasticity 

parameter is high then the increase of labour productivity per employee is also high. 

Such models can be applied in the analysis of the allocation of public and private 

investments for development of branch markets and for the increase of the level of 

labour productivity. 

Education defines the opportunities of candidates to find a job. More 

advanced, more educated and experienced applicants have better chances to find jobs. 

For this reason we attempted to analyse in more detail employment trends according 

to the educational background of the employees. We observed a correlation between 

the educational background of employees and their chances of success in the labour 

market. We also discussed the significant impact of educational potential on 

economic growth for Slovakia (Dubrovina/Neubauerova 2008). We analysed the 

relation between the proportion of employed persons with tertiary education and the 

index of regional labour market efficiency, and obtained a strong correlation between 

these factors. It is clear that a more highly skilled and better educated labour force 

had a significant impact on regional development, and, conversely, more developed 

regional labour markets provide an incentive for persons with good human capital. 

Furthermore, a strong correlation was revealed between the scale and development 

indices (ScaDev) of regional markets and the unemployment rate in the regions: in 

regions where higher level of ScaDev was observed, a lower unemployment rate was 

registered. 

Nevertheless, in several studies it is emphasised that the essential problem is 

the employment of graduates (Martincová 2002; Dubrovina/ Neubauerova 2008). 

Appropriate governmental programmes could support graduates from institutions of 

higher education. In particular, monitoring programmes should be developed in order 

to study demand for and supply of specialists from higher education institutions. It 
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would be helpful to take into account the importance of the training of specialists in 

basic science, since innovation development depends on research and scientific 

potential. 

 

 

4 Conclusions 

 

It is impossible to find the pure types of LMC or CME in (post) transitional countries. 

Most of these countries implemented reforms based on a mixed approach. State 

regulations were meant for the support of specific branches of the economy or for the 

social sector. However, new services (such as financial intermediation, real estate, 

renting and business activities) have emerged due to liberalization, but market 

institutions in transitional states are weak, self-governance mechanisms work 

inefficiently and attempts at strong state regulation and coordination are often 

observed, especially on the branch and regional levels. 

In the current paper we have provided an example based on statistical data for 

Slovakia. We have attempted to show a variety of different ways in which labour 

markets on a regional or a branch scale can develop within Slovakia. We have 

investigated the main tendencies of the labour markets in various regions and 

presented some regional features. These features are explained by a mixed influence 

of social, economic and institutional factors. During the transformation period 

essential reforms and structural changes to the labour markets of sectors and branches 

across regions have been implemented by the government. Traditional branches such 

as agriculture, mining and quarrying, electricity, gas and water supply, and 

manufacturing have been reformed and the number of persons employed in these 

branches has decreased. Nevertheless, the emerging branches such as financial 

intermediation, real estate, renting and business activities have created new jobs and 

attracted a large number of employees. Social and government services (public 

administration and defence, education, health and social work) have received 
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financial and institutional support from government and regional administration, so 

that the number of employed persons did not decrease significantly. By means of 

econometric models the effects of labour productivity and wage rates on employment 

rates have been analysed. For most traditional branches, an increase in labour 

productivity and wages leads to a reduction of persons employed in national and 

regional labour markets. However, some exceptions for social services were revealed, 

whereby in education, health and social work an increase of labour productivity and 

wage rates lead to an increase in employment rates. 

Using a Solow model we have demonstrated that an increase in capital 

investment per employee stimulates the growth of labour productivity mainly in 

traditional branches of the economy. High elasticity of capital investments have been 

obtained for industry and some branches of services (wholesale and retail trade, 

hotels and restaurants, real estate, renting and business activities). Some important 

social services, provided mainly by state institutions, have demonstrated a very low 

level of elasticity of capital investments in Slovakia during the period 1995 to 2004. 

For example, when capital investments in education or public administration 

institutions were increased by 10%, the associated level of labour productivity was 

improved only by 1%. It should be noted that only investments in fixed capital were 

analyzed for these models. It is therefore necessary to study the impact of 

investments related to human resources training, since human resources skills have a 

significant role to play in a modern economy and a competitive mix of skills 

stimulates the development of the national and regional economy. 

We have found disproportions between the specialisations of the regional 

labour markets and the educational potential of the economically active population 

between regions in Slovakia. Labour productivity in regional industry and services 

sectors varies significantly across the regions of Slovakia, being determined by the 

aggregate impact of a number of regional and institutional factors. In some depressed 

eastern regions of Slovakia, a low level of labour productivity is a consequence of an 

inadequate educational potential of the region, a low level of regional market 
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development, bureaucracy and the inefficiency of regional administration and self-

governance bodies. 
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Appendix 

 

The following classification applies in the appendix: sector/branch (NACE) 

1 Agriculture, hunting, forestry and fishing 

2  Mining and quarrying 

3  Industry 

4  Manufacturing 

5  Electricity, gas and water supply 

6  Construction 

7   Wholesale and retail trade; repair of motor vehicles, motorcycles and personal   

  and household goods 

8  Services (excluding extra-territorial organizations and bodies) 

9  Hotels and restaurants 

10  Transport, storage and communication 

11  Financial intermediation 

12  Real estate, renting and business activities 

13  Public administration and defence; compulsory social security 

14  Education 

15  Health and social work 

16  Other community, social, personal service activities 



 

115 
 

 

Table A1: Structure of Employment in Different Branches and Sectors 

of the Slovak Economy in Percent 

Sector/ 

branch 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

1 8.91 7.98 7.59 6.97 6.16 5.56 5.32 4.97 4.46 4.37

2 0.96 0.96 0.95 0.91 0.82 0.74 0.66 0.59 0.51 0.47

3 37.16 37.59 38.09 36.85 35.97 35.06 34.51 34.26 34.44 34.65

4 27.31 27.35 27.73 26.63 26.15 25.55 25.43 25.09 25.13 25.03

5 1.96 1.93 2.01 2.08 2.17 2.11 2.06 2.15 2 1.91

6 6.93 7.35 7.39 7.22 6.83 6.66 6.36 6.44 6.79 7.23

7 10.95 12.57 12.35 12.74 13.55 13.72 14.69 16.21 16.86 16.39

8 53.93 54.43 54.32 56.18 57.87 59.37 60.18 60.77 61.1 60.98

9 2.57 2.82 2.72 2.63 2.72 2.51 2.73 2.83 2.99 2.6

10 7.65 7.54 7.56 8.01 8.06 8.19 7.79 7.47 7.22 6.78

11 1.39 1.48 1.64 1.75 1.88 1.88 1.79 1.72 1.72 1.76

12 5.4 5.7 5.48 6.07 6.09 6.34 6.66 6.42 6.88 8.04

13 6.38 6.43 6.53 6.51 6.55 6.45 6.46 6.67 6.68 7.09

14 9.32 8.18 8.28 8.48 8.74 8.77 8.63 8.61 8.42 8.46

15 6.27 6.05 6.12 6.26 6.66 6.87 6.91 6.84 6.65 6.33

16 4 3.65 3.64 3.75 3.62 4.65 4.49 3.99 3.69 3.54

Total 100 100 100 100 100 100 100 100 100 100

Persons employed in sector/branch as a percentage of the total workforce. 

Source: Own calculations based on www.statistics.sk. 
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Table A2: Estimation of Parameters for Model of Employment Dynamics 

in Different Sectors and Branches 

Sector/ 

branch 

Estimates of parameters and their standard deviations  

oa
 

1a
 

1a  2a  2a  3a  3a  4a  4a  

1 -2.0136 0.0413 0.2053 -0.1188 0.3768 -0.2418 0.3678 -0.1421 0.4571

2 -0.9852 -0.3719 0.0644 0.2231 0.0629 -0.3421 0.0571 -0.0985 0.0618

3 4.3981 -0.1978 0.0944 -0.2321 0.137 -0.0425 0.1059 -0.1684 0.1456

4 1.2342 -0.0728 0.0719 -0.18 0.1311 -0.1144 0.0901 0.0664 0.1714

5 -6.8936 -0.0423 0.0281 0.2184 0.304 -0.0928 0.0219 0.5532 0.2806

6 6.0234 -0.2428 0.1069 0.0756 0.397 -0.1202 0.0988 -0.4917 0.2645

7 5.6879 -0.2539 0.1677 -0.0294 0.0893 -0.2954 0.0595 0.156 0.0464

8 0.8289 -0.0678 0.0289 -0.0793 0.0179 0.0813 0.0224 0.0721 0.0113

9 7.1636 -0.4119 1.5727 -0.0706 0.946 -0.394 2.2625 0.0218 0.5879

10 8.2299 -0.2162 0.1455 -0.5492 0.5554 -0.1452 0.0571 -0.0661 0.56

11 6.0279 -0.0591 0.0514 -0.2536 0.7325 -0.0403 0.0751 -0.1119 0.4944

12 12.4688 -0.9075 0.0807 0.2931 0.0444 -0.6077 0.0935 0.2829 0.0554

13 2.3071 -0.1217 0.0286 -0.032 0.0538 -0.0563 0.025 0.0467 0.0631

14 -1.4986 0.0706 0.0181 0.0632 0.0149 -0.0365 0.0271 0.046 0.0111

15 2.7524 0.0487 0.1362 -0.2392 0.3261 0.0685 0.1252 -0.1473 0.2696

16 15.1777 -0.3817 0.1988 -0.7043 0.394 0.1417 0.2422 -0.3431 0.2237

Source: Own calculations based on www.statistics.sk. 
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Table A3: Characteristics of Solow Model for Different Sectors and Branches 

Sector 

branch 

Estimates of parameters 
R 2R , % Note 

oa
 

λ 2a  
1 224.0847 0.127986 0.10617 0.76 58.38 A 

2 66.82684 0.099593 0.374714 0.4 16.21 B 

3 9.825303 0.090181 0.726101 0.78 62.09 A 

4 4.934754 0.052864 0.861844 0.77 59.87 A 

5 5.48E-06 0.55552 2.68391 0.65 42.88 C 

6 303.3438 0.011023 0.168441 0.24 6.09 B 

7 45.25253 0.100675 0.481132 0.75 56.63 A 

8 5.373551 0.03089 0.904747 0.86 75.43 A 

9 229.6843 0.000127 1.574219 0.62 38.44 C 

10 3854.644 0.139289 -0.34727 0.41 16.63 D 

11 4915.932 0.342124 -0.5037 0.78 61.58 C 

12 218.7668 -0.02504 0.292144 0.35 12.73 B 

13 305.5489 0.020111 0.090495 0.04 0.09 B 

14 117.6401 0.129394 0.100045 0.70 49.77 A 

15 122.9939 0.119396 0.147831 0.82 68.03 A 

16 18.87163 0.043808 0.654831 0.67 45.29 A 

Source: Own calculations based on modeling and data from www.statistics.sk. 

 

A: The Solow model is suitable (the preconditions are fulfilled and a sufficient proportion of the 

variance is explained by the model). 

B: The Solow model is not suitable (the preconditions are fulfilled but the proportion of the 

variance explained by the model is insufficient) 

C: The Solow model is not suitable (the preconditions are not fulfilled but a sufficient proportion of 

the variance is explained by the model) 

D: The Solow model is not suitable (the preconditions are not fulfilled and the proportion of the 

variance explained by the model is insufficient) 
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1 Introduction 

 

A decade after the introduction of the common currency, the European economy’s 

integration process seems to have a long way to go. There are still fragmented and 

less unified sectors of the economy. The European banking system is one of these 

sectors. The analysis of the factors that impede the integration of the European 

banking markets leads to the discussion of Varieties of Capitalism (VOC), focusing 

on the diversified economic, financial and supervisory models of Europe. 

In the EU, the banking system is a basic component of the European financial 

system, because financing of economic activity is mainly based on banks, especially 

in Continental Europe.  The robustness, stability and efficiency of EU’s bank-based 

financial system contribute significantly to European economy’s growth. The 

importance of banks makes the integration of the European banking market a high 

EU priority. It aims at a fully integrated market where economic agents with the same 
                                                            
1 Athens University of Economics and Business, Department of International and European Economic 
Studies, ctrianto@aueb.gr. The paper is part of an ongoing research under the framework of EU-Consent 
Network of Excellence (ELIAMEP). I am grateful to George Pagoulatos, for his valuable comments and 
suggestions. I would like to thank the discussants of this paper Nadiya Dubrovina, Henrik Egbert, and 
Clemens Esser. 
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relevant characteristics acting in that market face a single set of rules, have equal 

access and are treated equally (Baele et al. 2004b: 6). The aforementioned situation, 

according to the Financial Services Action Plan (FSAP), describes the EU vision for 

an integrated European financial market. 

The idea of an integrated financial market has its roots decades before the 

planning of FSAP and it is part of the idea of a common European market. 

Nevertheless, the banking market was the most regulated and the most closed sector 

of the national economies. The banking system functioned more as a government’s 

tool for the implementation of its policies in many EU countries. Therefore, the initial 

prerequisite for the integration of the European financial system was its liberalization. 

Tsoukalis (1997: 150-151) points out three explanatory factors for the emphasis laid 

on the liberalization of this sector. These are the large and rapidly growing size of the 

financial sector, the closed nature of the national markets, and the indirect effect on 

investment and growth, resulting from the expected lowering of the cost of financial 

services. The financial integration process started by promoting the liberalization of 

the closed national financial markets. The process went on to the re-regulation of 

markets under the perspective of the implementation of an integrated financial system 

in the EU. 

The regulation of the European financial system can be described as an 

evolutionary process from national autonomous regulation and supervision towards 

an intensive regulatory harmonization and supervisory coordination. This process 

may finally lead to the full unification of the European regulatory and supervisory 

framework. The turning-point of this process was in 1999, after the introduction of 

the Euro, with the deepening and the speeding of the community’s regulatory 

initiatives (Staikouras/Triantopoulos 2009). Particularly, the European regulation 

policy during the pre-1999 period was based on three core principles, i.e. mutual 

recognition, minimum harmonization through EU rules, and home country control 

supervision (Padoa-Schioppa 1999; Lastra 2003; Quaglia 2005). This policy left too 

much discretion to the agencies of the member-states. The post-1999 period could be 

characterized as a turn to positive integration, because the main elements of the 
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policy were the maximum regulatory harmonization and a strong supervisory 

coordination. 

However, the European banking sector, even though it can be considered quite 

advanced from a legal perspective (Baele et al., 2004a: 522), is still among the least 

integrated sectors of the European economy. The analysis of the factors that impede 

the integration of the European banking markets can be discussed in the VOC context 

because the low degree of banking integration in Europe is attributed to strong 

differences in the structures of the economic system, the financial system and the 

banking system’s regulatory and supervisory framework in the EU. After the 

monetary unification and the turn to positive integration of the regulatory framework, 

the integration of the EU banking system seems to collide with the structural diversity 

of financial and economic models. 

The objective of this paper is to shed light on the varieties of economic and 

financial models in the EU. These varieties seem to be responsible for the low degree 

of European banking integration. The second section attempts to deploy the 

theoretical background of the European banking system integration, while the third 

section examines the degree of banking integration in the EU. Sections four and five 

explore the factors that impede integration and the diversity of the European 

economic, financial and regulatory models respectively, while section six concludes. 

 

 

2 Financial Integration and the EU 

 

Financial integration could be defined either by the aspect of necessary preconditions 

for its facilitation, or by the aspect of testable consequences of the financial 

integration process, e.g. the law of one price (von Furstenberg 1998). The main 

strategies that promote the financial integration process are the adoption of a single 

European currency and the harmonization of law. On the one hand EMU enforces the 

competition in the financial markets by eliminating the exchange rate risk and the 

national currencies; on the other hand EMU enhances the economic and monetary 
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stability of EU member states. Meanwhile, the financial system’s regulatory and 

supervisory unification creates the required institutional framework for the efficient, 

fully compatible and insured function of the financial institutions in a European 

financial market. The common market would have the following characteristics: a) all 

European investors have access to a wide range of low cost financial services and 

products, b) all European financial institutions have access to the markets of all EU 

member states and realize cross-border transactions in a compatible environment for 

business activity, c) the reduction of cross-border financial transactions costs, d) the 

capital allocation in the EU and the optimal utilisation of it, and e) the insurance of 

the European banking systems stability. 

European financial integration is a dynamic process that causes 

multidimensional impacts to the European economy. These impacts are attributed, 

e.g. to the reform initiatives of the process causing structural effects, to the new 

institutional framework for the regulation and the supervision of the financial system, 

and to a fully integrated financial market. 

Particularly, closer financial integration strengthens financial systems and 

leads them to a more intensive competition, better exploitation of scale economies 

and the reduction of capital costs, higher liquidity and investment, and to more 

efficient capital allocation (Levine 2001; Levine 2004; Baldwin/Wyplosz 2004). All 

the aforementioned consequences contribute directly to economic growth and 

development. 

For economies with segments strongly dependent on external finance the role 

of financial integration and development in fostering post-entry growth is significant 

and sometimes stronger than labour market flexibility (Aghion 2006). In a unified and 

competitive banking market the cost of capital decreases, the supply of financing 

funds increases, and the accessibility in credit and capital markets becomes much 

easier. This hypothesis becomes even more important in the case of EU, because fast-

growing newly established European companies face obstacles and limitations in 

their access to finance (Inderst/Mueller 2006). According to Pisany-Ferry (2006: 9), 

the early-stage financing is the financial “Achilles’ heel” of European growth, 
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because the size of the Euro-area venture-capital market is too low considering the 

same ratios in the U.S. and in the U.K. (Hartmann et al. 2006). 

Meanwhile, financial integration reforms have the potential to support or even 

trigger reforms in labour and product markets, aiming at the implementation of more 

dynamic markets. An integrated financial market generates pressures for reallocation 

of capital from inefficient sectors and companies to more efficient ones. Moreover, 

financial integration seems to have positive effects on productivity, as capital inflows 

make possible investments in more productive projects, while the enhancement of 

portfolio insurance enables financing of investments with high expected returns 

which go along with higher risks (Acemoglu/Zilibotti 2001; Levine 2001; Bonfiglioti 

2007). 

An integrated financial system contributes significantly to the stability of the 

European economy, because it helps coping with asymmetric shocks via risk 

diversification and shock adjustment. In an integrated context the holding of foreign 

assets is a way of risk diversification. Such kind of risk diversification prevents 

investors from correlation between fluctuations in labour and capital income, while 

cross-border financial transactions smooth fluctuations in consumption. 

Consequently, financial integration could partly substitute other channels of 

adjustment such as labour mobility (Pisany-Ferry 2006). 

Furthermore, financial integration works as a cross-border mechanism of 

penalties for less disciplined policymakers because unsound policies or decisions 

may induce capital outflows (Obstfeld 1998). Finally, financial integration is also of 

key importance for the performance of the monetary policy in the Euro-area and the 

function of the Euro-system, because a more homogenous and integrated banking 

sector ensures a uniform and effective monetary policy transmission mechanism 

through the Euro-area (Sorensen/Gutierrez 2006; Trichet 2008). 

However, we must note that financial integration can cause problems and 

certain negative impacts to the European economy, especially due to uneven 

integration of products and capital markets, pro-cyclicality and volatility of short-

term flows, and the risk of contagion of capital markets (cf. Pisany-Ferry 2006; 
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Dornbusch et al. 2000; Mihaylova 2007). The negative impacts of financial 

integration in the European economy enhance the need for adequate and effective 

supervision of the European financial system. 

 

 

3 The Integration of the European Banking System 

 

The last two decades can be characterized as the golden period of the financial 

system. The degree of financial integration has increased after the introduction of the 

single currency in the Euro-area. However, some sectors of the financial system seem 

to have made greater progress than others in terms of integration. Particularly, the 

degree of integration has accelerated in money market, government-bond market, 

corporate-bond market and equity market, except for the credit market. 

For the cross-border corporate lending market Baele et al. (2004) analysis’ 

indicates that the medium-/long-term segment is more integrated than the short-term 

one, while the cross-border consumer credit market remains highly fragmented. 

Diachronically, most of the cross-border banking activities in Europe took place via 

credit institution’s mergers and acquisitions, while the de-novo banking entry was 

limited (but see Bonaccorsi di Patti/Gobbi 2001 and Kaas 2004 for Central and 

Eastern Europe). However, the least integrated dimension of banking activities 

remains the direct cross-border credit (Baele et al. 2004). 

During the last decade, the volume of cross-border mergers and acquisitions 

(M&A) of credit institutions in EMU countries has increased compared to previous 

decades (see for the following Table 1). The share of EMU cross-border M&A with 

credit institutions of EU member-states in the total M&A activities in EMU remained 

above 20%. Meanwhile, the volume of European subsidiaries assets in EMU has 

doubled in the last years, from 1,470 billion Euro in 2001 to 3,016 billion Euro in 

2006, while the European subsidiaries assets’ share in the total assets in EMU 

increased by 55%: from 8.37% in 2001 to 12.98% in 2007. Nevertheless, the degree 

of direct cross-border credit was significantly low during the last years in the Euro-
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area. Particularly, the presence of European credit institution’s branches and the 

volume of their assets in EMU recorded a small increase. During the 2001-2006 

period, the share of European credit institutions’ branches in the total number of local 

branches in the EMU increased only by 0.03 percentage units, while the rate of 

European branches’ assets in total assets in EMU increased about a percentage point: 

from 3.37% in 2001 to 4.4% in 2007. This increase in direct credit to European 

institutions is attributed to wholesale and investment banking, the benefits of which 

are exploited by large companies of the Euro-area (Papaioannou 2005). In contrast to 

wholesale banking, retail banking contribution in direct cross-border credit activities 

seems to be naught, because investors in retail and consumer banking markets show 

strong preference or home bias to local banking systems (Baele et al. 2004a; 

Bos/Schmiedel 2006). A bigger indication of the significant low degree of retail 

banking integration is the spread of interest rates among Euro-area’s credit 

institutions for retail products. The biggest spread, of about 120 basis points, was 

noticed to consumer loans during the second half of 2007 (ECB 2008). 

 

Table 1: Cross-border Banking Activities in EU and EMU, 2001 to 2007 

 2001 2002 2003 2004 2005 2006 2007 
EMU: Total assets of 
branches of CI’s from 
other European 
countries  

3.37% 3.32% 3.14% 3.51% 3.77% 3.86% 4.40% 

EMU: Total assets of 
subsidiaries of CI’s 
from other European 
countries 

8.37% 9.06% 9.09% 9.76% 11.72% 12.09% 12.98%

EU: Total assets of 
branches of CI’s from 
other European 
countries 

7.34% 7.51% 7.37% 8.53% 9.71% 10,56% 11,25%

EU: Total assets of 
subsidiaries of CI’s 
from other European 
countries 

8,15% 7,64% 7,53% 8,04% 8.40% 8.42% 9,27% 

Source: Staikouras/Triantopoulos (2009). 
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The picture is quite different for the EU-27, especially for the last four years. In these 

years the cross-border banking activities were based more to de-novo entries of 

European credit institutions to other EU member-states. Particularly, the share of 

European branches’ assets in total assets in EU increased by 53%: from 7.34% in 

2001 to 11.25% in 2007. In the same period the rate of European subsidiaries’ assets 

in total assets in the EU increased only by 13.7%, i.e. from 8.15% to 9.27%. This 

diversified picture is attributed to the banking activity of the new EU member-states. 

The transition from planned to market economy has led to great structural 

developments, which have been boosted by a strong foreign banking presence. In the 

new EU member-states the percentage of asset shares of European and foreign-owned 

banks in total banking sector assets increased from 30% in 1997 to around 75% in 

2005 (Baltzer et al. 2007). So, the expansion of the European credit institutions to the 

Central and Eastern European member-states seems to be based on the de-novo entry 

of European credit institutions. 

 

 

4 Factors that Impede Integration 

 

The integration process of the EU banking system seems to have accelerated after the 

introduction of the common currency, but the degree of integration is still too low 

comparing to the other sectors of the financial market. Particularly, retail/consumer 

banking lacks integration. In this subsector the home bias phenomenon remains 

prevalent. The limited banking integration is attributed to differences in local 

regulations, to structural diversity and to information asymmetries. 

Banking regulation and the quality of the legal system are driving forces of the 

volume of international bank flows and financial development. Well defined and 

protected investors’ rights appear to be a prerequisite for liquid capital markets, 

merger and acquisition activity, and large project finance deals (La Porta 1997; 

Rossi/Volpin 2003; Schularick/Steger 2007). Meanwhile, differences among 

regulatory institutions in EU banking systems and their weaknesses affect directly the 
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proper function of European financial markets (Stiglitz 2000). This has long been 

recognized by the EU, which promoted harmonization efforts during the last decade 

with the planning and implementation of the FSAP. Early evidences indicate that 

securities and banking law harmonization policies implemented along with the 

minimizing of exchange rate risk have spurred cross-border activities in the EU 

(Papaioannou 2005). In addition to the theoretical approaches of a single banking 

market, several regulatory hurdles remain to be removed (Baldwin/Wyplosz 2004). 

The obstacles of further integration are not attributed to the degree of 

regulatory or law harmonisation, but to the structural diversity of the European 

economies and financial systems, which affect significantly the implementation and 

effectiveness of the EU regulations (Goyer 2006; Lutz/Eberle 2007).2 According to 

Baele et al. (2004a; 522), integration in the Euro-area banking markets may be 

considered advanced from a legal perspective. However, the low degree of 

integration in this segment suggests that there are other types of non-regulatory 

barriers to the process that have remained in place. The structural differences among 

the EU member-states are due to differences in the economic and financial systems, 

the role of politics, cultural characteristics, geographical aspects, and trust within 

societies. 

Particularly, the structure of the financial system, the tax treatment and the 

degree of local competition are determinants of bank efficiency. The empirical results 

of Bos/Schmiedel (2006) suggest that the average cost and profit efficiency varies 

considerably across Europe. Therefore, banks that are very efficient in their home 

country may have a hard time being equally successful abroad. Furthermore, foreign 

banks expand to developing markets, because they are more efficient than the 

incumbents, while the foreign-bank entry in developed economies is often attributed 

to the “follow the costumer” motive and not to efficient differentials between entrants 

and incumbents (Kaas 2004: 8). Parallel, Claessens et al. (2001) find that foreign 

banks are more profitable than local banks in developing economies, whereas the 

                                                            
2 See Goyer (2006) for the transformation of the French and the German systems and persisting cross-
national structural diversity. Cf. also, Lutz/Eberle (2007).   
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opposite happens in developed economies. Thereby, banks from the developed EU 

economies prefer to expand in developing and emerging markets, because they are 

more efficient and profitable than the incumbents and have small or naught presence 

in the other developed EU countries (Euro-area), where local banks seem to be more 

efficient. 

Another dimension of the structural diversity among the EU countries is the 

role of politics and political decisions in an economy. Frequently, the political 

leadership of an EU member-state is characterized by a lack of political will for the 

forwarding of the banking system’s integration process. The results are political 

interventionism and protectionism with unequal bureaucratic regime and tight 

regulations for foreign banks, with consumers’ and small investors’ protection as an 

excuse (Cottrell 2006: 36-37). 

Furthermore, cultural and geographical characteristics seem to play an 

interesting role in the integration process of the European banking system, as banks 

were developed along diverse traditions (Baldwin/Wyplosz 2004). The geographical 

position is also a determinant factor for the enhancement of cross-border bank 

activities, because it is more likely for a foreign bank to expand to a neighbouring 

market (Baltzer et al. 2008). According to Stulz/Williamson (2003), cultural 

characteristics, like religion, social composition and language, can explain better the 

financial patterns across the world. 

Finally, the level of trust in a society differs among EU member-states. Trust 

determines significantly the financial activities of the consumers and investors with 

the foreign and local credit institutions. According to Ekinci et al. (2007), the regions 

with a higher level of confidence and trust are more financially integrated with each 

other than with other regions. 

The differences in regulation and financial structures affect restrictively the 

supply side of the retail banking integration process, because retail lending products 

are less exposed to international competition pressures. Proximity to customers is 

quite important in retail banking. From the demand side asymmetric information is 

another reason for less competitive and integrated retail banking market (Baele et al. 
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2004a; Pebereau 2005). Asymmetric information affects the economic activity of 

SME’s and households as the main participants of the retail banking market. 

Asymmetric information constrains customers’ ability to invest in higher-profit credit 

products than those of their local retail banking market. However, effects of 

asymmetric information are not the same for the large companies (Koutsiaras 2005). 

To sum up, after the implementation of the EU plan for the regulatory and 

supervisory harmonisation, the EU banking integration process is impeded by 

structural differences of EU financial and economic systems. This hypothesis is 

enhanced by the assumption that the prerequisite of asymmetric information’s 

elimination (demand side) is the depletion of regulatory and non-regulatory barriers 

(supply side). The major role, then, of structural diversity in the EU banking 

integration process leads to the discussion about the varieties of financial and 

economic models in the EU. 

 

 

5 Economic, Financial and Supervision Models: How many in a 

Union? 

 

After the collapse of the Soviet Union and China’s turn to the market, capitalism 

seems to be the prevalent model of economic organization. However, according to 

the discussion about VOC, the model of economic organization is not the same in all 

capitalistic countries. Understanding capitalism and the structures of a capitalistic 

modern democracy requires the examination of the political bargains among key 

economic actors at critical moments of institutional change (Carney 2007). The 

outcomes of these “collisions” or power-sharing coalitions Carney (2007: 20-25)3, in 

relation to other major global or regional events, determine the roles of the state, the 

market and other institutions in an economy and affect the interrelationships and 

interactions among them. A key institutional feature in structuring national business 

                                                            
3 According to Carney (2007: 20-25), these “collisions” or power-sharing coalitions may take place on four 
levels: rural versus urban politics, class conflict, voice versus property, and social contract. 
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systems and a critical factor in explaining VOC (Hall/Soskice 2001) is the financial 

system. It functions under state and market interactions and affects directly the 

developmental process and socio-economic stability of an economy (Whitley 1998; 

Pagoulatos 2003). Financial system’s function and performance are determined by 

the regulatory and supervision regime, which insures the system’s stability and 

viability. The following analysis of the structural diversity among banking markets in 

the EU focuses on the differences of economic systems, financial systems and 

banking supervisory frameworks. 

Hall/Soskice describe capitalistic organization models on the basis of a 

dichotomy between two types of capitalism. The Anglo-Saxon model, which defines 

free-market capitalism and is located in Anglophone countries, and the Rhenish-

model, which is characterized by long-term major decisions that maximize certain 

collective rather than individual goods and is quite common to the riparian of Rhine 

countries, like Germany, the Netherlands, Switzerland and with some reservations 

France (Albert 1993; Crouch 2005). These two models can also be characterized as 

the stockholder and stakeholder model, referring to Anglo-Saxon and Rhenish 

respectively. The market-oriented stockholder model describes an economic system 

of individual success’ priority, short-term financial profits, loosely defined relations 

between finance and corporate management, supremacy of shareholder control, 

reinforced competitive behavior, widely unregulated capital and money markets, and 

flexible labor markets. On the other side of the spectrum, the stakeholder model is 

characterized by networks of interrelationships among corporations, worker unions, 

and banks that determine the corporation’s performance in a context of long-term and 

collective interests (Rozo 2001). According to Hall/Soskice’s approach (2001), the 

basic two models of capitalism are characterized as liberal market economy (LME) 

and coordinated market economy (CME). LME is related to neo-liberal policies, 

development in new sectors of the economy, strong stock market, radical innovation 

and many of the characteristics of the stockholder model, as it is located in the 

Anglophone countries (Australia, Canada, New Zealand, U.K., U.S.). CME is linked 

to joint decision making, incremental innovation, and direct engagement of political 
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and economic institutions in the planning of the economic process. The CME model 

can be attributed to Germany, Japan, Switzerland, the Netherlands, Belgium, Sweden, 

Norway, Denmark, Finland and Austria (Hall/Soskice 2001; Crouch 2005). The 

structural differences of France with the CME model and the similarities to the 

structures of southern European economies led Hall and Soskice (2001) to the 

formation of a new model between the LME and CME, labeled as the Mediterranean 

model. This third model of economic organization includes the state-led and post-

agrarian economies of South Europe. The state plays a key role in the process of 

national economic development. This third model is located in France, Italy, Spain, 

Portugal, Greece and Turkey. 

The above core distinction between liberal market types and coordination 

market types is also reflected in the financial structural diversity. Financial systems 

are basically categorized in market-based and credit-based systems, considering the 

way economic activity is financed in a capitalistic economy. The market-based model 

refers to systems where stock and capital markets are the major financiers of 

economic activity. This model is mainly located in Anglo-Saxon countries. The 

systems where the financing of economic activity is based on banks are characterized 

as credit-based systems and can be seen in Continental Europe (Cernat 2002). 

Another important distinction between credit- and market-based financial models 

concerns the degree of monetary and political authorities’ intervention in the financial 

system. Credit-based models seem to be more exposed to government interventions, 

especially with regard to interest rates setting and credit allocation. On the contrary, 

market-based systems are less exposed to government involvement (Zysman 1983; 

Grabel 1997; Cernat 2002). Zysman (1983) identified three different types of 

financial systems, the capital market-based system (U.S. and U.K.), the state-led 

credit based system (France and Japan) and bank-led credit-based system (Germany). 

In the first model, finance resources are allocated according to prices established in 

competitive financial markets, i.e. stock and capital markets. The state-led credit 

based model characterizes the financial systems where banks play a major role and 

the critical prices are controlled by the state. The third type refers to the credit-based 
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system, dominated by financial institutions with a prominent role in corporate finance 

and control.4 Considering the degree of government’s intervention in the financial 

system, Zysman (1983) characterized the above three models as company-led, state-

led and negotiated. Nevertheless, the analyses of Walter (1994) and Story/Walter 

(1997) who focus on the role of political government and the structure of the 

financial system categorize financial models into equity-market system (U.S. and 

U.K.), bank-based system (Germany), bank-industrial cross-holding system (Japan) 

and state-centered system (France). 

Banking system’s structure, stability and effectiveness in promoting innovation 

and growth in an economic system are determined by its regulatory and supervisory 

framework (La Porta et al. 2000). Structural differences exist also in the banking 

supervision frameworks of the European financial systems. The diversities of the 

banking supervision frameworks consider the relationship between the supervisory 

agency and the state, the jurisdictions of the supervisory agency, and the financing of 

the supervisory agency. 

The supervisor’s relationship to the political government categorizes the 

supervision regime of a banking system in four types. These are the official 

supervision view, the politically/regulatory capture view, the independent supervision 

view and the private empowerment view (Beck et al. 2003). The official supervision 

view refers to a banking model with a powerful and state controlled supervisory 

agency, which promotes corporate governance of banks, improves the bank 

managers’ incentives and increases the efficiency with which banks intermediate 

society’s savings (Atkinson/Stiglitz 1980). According to the second type of 

supervision regime, the direct official supervision of banks may constrain the 

efficient function of the banking systems in terms of social welfare and economic 

development, because powerful banks may possibly capture politicians and pressure 

the official supervisory agency to act for the maximization of their own welfare 

(Rajan/Zingales 2003). The answer to the question of who guards the guardians is the 
                                                            
4 In the continental capitalism model banks have a prominent role in corporate governance and finance. They 
own significant proportions of shares in their portfolio in order to control the economic activities and 
decisions of their larger clients (Dittus/Prowse 1996; Cernat 2002). 
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creation of mechanisms that constrain politicians’ activism and enhance the official 

agencies’ incentives to promote social welfare. The independent supervision view 

argues that the above political failures can be confronted with the creation of an 

independent supervisory agency, which is not affected by political pressures and can, 

also, face market failures and pressures. Finally, the private empowerment view 

describes the enhancement of private agencies concerning the monitoring and 

supervision of banks, with a parallel limitation of official supervisors’ power (Beck et 

al. 2003). 

Table 2: Supervision Authorities in European Countries 

 Banking 
Sector 

Securities 
Sector 

Insurance 
Sector 

Group A 
Austria, Belgium, Denmark, 
Estonia, Germany, Hungary, Latvia, 
Malta, Norway, Sweden, and UK 

U U U 

Group B 
Belarus, Bulgaria, Cyprus, Czech 
Republic, Greece, Romania, 
Lithuania, and Slovenia 

CB S I 

Group C 
France (BC, B1, B2, B3 for the 
banking sector), Poland, Portugal, 
and Spain 

CB CB, S I 

Group D 
Finland, Switzerland, and 
Luxembourg 

BS BS I 

Other 
Italy CB, S CB, S I 
Ireland CB CB CB 
Slovak Republic CB SI SI 
The initials have the following meaning:  
B=authority specialized in the banking sector 
BI=authority specialized in the banking sector and insurance sector 
CB= central bank 
I= authority specialized in the insurance sector 
S= authority specialized in the securities markets 
U= single authority for all sectors 
BS= authority specialized in the banking sector and securities markets 
SI= authority specialized in the insurance sector and securities markets

Source: According to Masciandaro (2005:76-87). 
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Another distinction of the financial supervision regime concerns the scope of the 

supervisory agency’s jurisdictions. Di Giorgio et al. (2000) categorized the 

supervision regimes in four models. The first one is the traditional institutional 

supervision model, according to which a distinct agency is responsible for the entire 

complex of activities in each of the financial market’s segments (banks, financial 

intermediaries and mutual funds, and insurance companies). The second type is 

characterized as supervisory model by objectives and indicates that more than one 

agency are accountable for the supervision of the financial market, while each single 

agency is responsible for one objective of regulation, regardless the legal form and 

the activities of the intermediary institution. The functional supervision is the third 

regulatory model. In this model authorities focus their supervision on specific 

functions or activities of the financial intermediaries. Finally, the single-regulator 

supervisory model indicates one supervision authority, which is separated from the 

central bank and is responsible for the financial system as a whole (Di Giorgio et al. 

2000). 

However, Masciandaro et al. (2007) distinguish the supervision regime of the 

financial system into three models, the traditional model of one authority for each 

financial sector (Greece, Portugal and Spain), the one goal based model, where the 

organization of the regime is determined by the objectives (the Netherlands), and the 

single financial authority model, in which one agency is responsible for the three 

financial sectors (Austria, Germany, Japan, Sweden and UK). 

A last distinction among the supervisory regimes concerns the source of 

financing of banking supervision. The supervision authority of a banking system can 

be financed a) directly from the taxpayers with funds assigned by the government 

budget, b) indirectly from the taxpayers with public funding, c) totally from the 

supervised institutions or private funding, and d) partly from the supervised 

institutions or mixed funding (Masciandaro et al. 2007). According to Masciandaro 

et al. (2007) full public financing is the most common budgetary arrangement for 
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central banks as banking supervisors. Instead, single financial authorities and 

specialized banking authorities are mostly financed by supervised entities. 

Summing up the discussion about the structural diversity of the European 

economic, financial and supervision models, we may come to a quite cursory 

conclusion about the diversity of the banking supervision systems within the EU. 

From the above analysis, we observe a distinction between Central and Northern 

European (CNE), and Southern European (SE) banking systems considering their 

supervision framework. The market-based and credit-based systems of the CNE seem 

to have more similarities to each other than to the state-led credit-based systems of 

the SE. Particularly, in most CNE banking supervision frameworks, a) the 

supervision agency is not the national Central Bank anymore, b) the adopted 

supervisory model is the single financial authority one, and c) the supervisory 

authority is financed totally by the supervised institutions (private financing). On the 

contrary, in most SE banking supervision frameworks, a) the banking supervision 

authority remains the national Central Bank, b) the adopted supervisory model is the 

traditional model of one authority for each financial segment (or institutional 

supervision), and c) Central Bank as banking supervisor is financed by the 

government budget (public funding). This observation, in combination to studies that 

suggest either the different degree of homogeneity between the Southern Euro-area 

countries and Western and Central Euro-area countries (Sorensen/Gutierrez 2006) or 

the convergence of the Continental to the Anglo-Saxon model (Rozo 2001; 

Lutz/Eberle 2007), creates the field where interesting questions for further academic 

research arise.5 Questions concerning on the one hand the degree and the level of 

structural convergence between the Continental European credit-based model and 

Anglo-Saxon market-based model, and on the other hand the reasons of Southern 

                                                            
5 Sorensen/Gutierrez (2006) suggest that Euro-area countries, concerning their banking sectors, seem to have 
become more homogeneous after the introduction of the common currency. This homogeneity, however, is 
detected in two different groups, i.e. Western and Central European countries and the Southern countries. 
Rozo (2001) suggests that the transformation implies convergence in corporate governance and underlines 
that stakeholder and shareholder models change in globalization. Lutz/Eberle (2007) point out that for some 
aspects the German regulation has moved towards Anglo-Saxon standards. 
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European state-led credit-based systems’ denial to follow the convergence process of 

the other European systems. Perhaps, the state remains strong in the European South. 

 

 

5 Conclusions 

 

A decade after the introduction of the common currency, the European banking sector 

is still among the less integrated sectors in the European economy. The financial 

integration process seems to collide on the structural diversity of the European 

financial systems (Goyer 2006; Lutz/Eberle 2007). The analysis of this structural 

diversification leads to the observation of a distinction with respect to the supervision 

framework between CNE and SE banking systems. On the one hand, the CNE 

market-based and credit-based banking systems have become more homogenous and 

converged in a similar banking supervision model. This is the result of the regulatory 

initiatives that promote the EU financial integration and the structural convergence 

between the Continental European credit-based model and Anglo-Saxon market-

based model. The basic characteristics of the CNE banking supervision system are 

the absence of the Central Bank in the field of banking supervision, the single 

financial authority model and the private funding of the supervision authority. On the 

other hand, the SE credit-based systems have not followed the convergence process 

of the other European systems, as their banking supervision framework maintained 

some diachronic state-led characteristics. Particularly, in the SE banking systems the 

national Central Bank remained the supervision authority, the supervisory model is 

the traditional model of institutional supervision and the banking supervisor is public 

financed. 

The forwarding of the integration of the EU banking market through the 

regulatory unification remains a high priority for the EU, as banks are still the core of 

the European financial systems and the basic element of the member-states’ 

economic and business organisation. Consequently, the EU financial regulation 

policy can be approached as a long-term and difficult effort for the mitigation of the 
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member-states’ structural diversity and the convergence of the European financial 

systems. 

The creation and the persistence of the EU financial structural diversity, 

through a complex of interactions and interrelationships among socioeconomic actors 

and groups, generate questions concerning the factors that determine interests, 

decisions, and reactions in the EU financial integration process. These factors may 

act either as obstacles for the implementation of the single financial market, as 

promoters to convergence or divergence with other financial systems, or as 

supporters of the financial integration project. Their stance to the maintenance of 

structural differences is shaped by the benefits or losses that are caused by several EU 

financial regulation policy initiatives or by the overall integration project. The further 

analysis of these concerns, including also the discussion about the motives of the 

regulation policy acceleration, creates the research field of the political economy of 

EU financial integration. 
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1 Introduction 

 

National political-economies display idiosyncratic interlocking complementarities 

among their sectors and subspheres which, in turn, lead to comparative institutional 

advantages. Institutions which enhance and support complementarities and synergies 

between sectors, might be economically and socially expensive to dismantle. In 

contrast, economies which rely on pure market mechanisms could be regarded as not 

being able to create coordination mechanisms through consensus on economic 

aspects. As a consequence, a convergence towards a market-led economy is only one 

plausible efficient solution in terms of macroeconomic performance (Hall/Soskice 

2001, 17-39). Due to an inappropriate institutional set-up or a lack of incentives to 

break-up the status quo from collectively leveraged economic actors, encompassing 

agreements might be precluded as non efficiency motives overtake any negotiation 

(Olson 1965). In both cases, pure market coordination could be linked to non 

efficiency motives and an underperformance of the national economy. On the other 

                                                            
1 All authors: Universidad Rey Juan Carlos, Madrid, Campus de CC Jurídicas y Sociales, Departamento de 
Fundamentos del Análisis Económico, Paseo de los Artilleros s/n, Madrid 28032. 
marcos.sanz.martinbustamante@urjc.es. The authors are grateful for helpful comments from Henrik Egbert, 
Clemens Esser and Jeroen Touwen. 
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hand, most European Union (EU) countries have unionised labour markets which 

produce diverging unemployment and wage restraint outcomes, mostly depending on 

the results of the strategic interactions among relevant players. 

The sphere of the industrial relations where “the problem facing companies is 

how to coordinate bargaining over wages with their labour force, the organisations 

that represent labor, and other employers” (Hall/Soskice 2001, 7), constitutes the 

specific object of study in this paper. Specifically, this paper draws on some of the 

most relevant theoretical and conceptual foundations from the Varieties of Capitalism 

approach (VOC) and applies them to analyse evidence found for the Spanish Wage 

Bargaining (WB) system. In a broad sense an analysis of different modes of capitalist 

organisation and the importance of the institutional setting, seems to be a fruitful 

approach already developed in economic theory (Minsky 1986). In particular, the 

case-study methodology commonly used in VOC is reproduced by providing a 

detailed account – descriptive, analytical and empirical – for the evolution of the 

Spanish WB system. Two key contributions are introduced: 

First, a correct characterisation of the Spanish WB system and its evolution 

along the continuum proposed in the VOC taxonomy, i.e. liberal market economy 

(LME) vs. coordinated market economy (CME) is developed. The dynamic evolution 

of the degree of coordination in the Spanish WB system, challenges a clear 

categorisation in the line of the paradigmatic cases of Germany (CME) or the U.S. 

(LME). In Spain, explicitly coordinated wages were kept in line with macroeconomic 

requirements until a breach in wage deals surges. A more liberalised and 

decentralised labour market substitutes social pacts only to produce a period of high 

bargained wages. Then, a return to some sort of informal but coordinated wage 

agreements improved the capacity to deliver wage restraint under ‘shadow pacts’ or 

coordination without framework agreements. 

Second, in order to support any theoretical analysis of this process, it seems 

sensible to find a measure for the coordination degree of the WB system. Any 

approach in this direction should capture the dynamics and be able to support a 

convergence-divergence hypothesis for the wage setting institutions. Therefore, this 
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study proposes an institutional variable which aims to capture the degree of 

consensus among actors in the labour market, given the set of rules and incentives 

they face (cf. North 1990). Thus, the convergence/divergence hypothesis which 

pervades the VOC literature is directly addressed. In order to do so, the paper is 

organised as follows: Section 2, describes the evolution of WB institutional 

agreements starting with the implementation of democracy until recently. Much of 

the comparative political economy literature has either failed to explain changes in 

the Spanish labour market or completely misunderstood the ongoing changes as a 

result of variations in economic agents’ preferences (Herrmann 2005). Thus, relevant 

theoretical approaches are explored to offer a complete explanation for WB 

evolution. Section 3, shows an empirical analysis to account for the facts described. It 

formalises a bargained wage equation, explains the variables and comments on the 

econometric estimations. A theoretically relevant variable which approximates a 

measure of coordination/uncordination in WB is introduced. The results show that 

economic policy prescriptions for decentralising the labour market are sometimes 

wrong, incomplete and biased towards the convergence hypothesis (OECD 1997). 

Neither motivations nor real preferences of actors are correctly specified nor is the 

institutional configuration in which motivations and preferences evolve. In this part, 

an attempt is developed to reconcile views from different strands of literature to argue 

against widely spread misconceptions of the Spanish labour market. In Section 4, 

concluding remarks highlight the main argument in this paper: Macroeconomic 

performance in the Spanish labour market has been better under explicit coordination 

among economic agents than it has been under market led coordination. 

 

2 Wage Bargaining Coordination in Democratic Spain (1978-2004) 

 

2.1 The “Moncloa Pacts” 

A Spanish industrial relations system did not actually exist until Franco died, putting 

an end to 40 years of dictatorship (1939-1975). The Ministry of Labour was 
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unilaterally in charge of wage-setting through compulsory norms (regulations). No 

effective separation of legislative, executive and judicial powers existed and the state 

prevented any spontaneous agreement between the social agents. At the same time, 

all aspects of employment were regulated by labour ordinances (ordenanzas 

laborales). As a result the three tiers paternalistic approach of Franco’s Organización 

Sindical Española (OSE) vertebrated the whole system. This model of vertical unions 

would rule the relationships of workers and firms under the nationally imposed 

principles of unidad, totalidad y jerarquía (unity, totality and hierarchy).  

Employment was considered life-long under a family model. This meant that the state 

assumed a parental monitoring role for its two protected extensions, namely workers 

and firms. Any scope for class conflicts was denied – evidently considered as Marxist 

– and punished accordingly. In 1958 when the paternal influence of the dictator 

began to wane, a cabinet of technocrats led by Fuentes Quintana introduced the Plan 

de Estabilización Nacional which brought about the first signs of institutional 

changes (Maraval 1969, 204-220). 

In an otherwise closed political regime, the economic miracle was 

accompanied by working class’ capacity to organise. Relations between firms and 

employees became more autonomous. Certain features of the pre-democratic period 

can be traced in the behaviour of economic actors during the first years of their 

regained autonomy as Martínez Lucio (1998, 429) puts it: “...this shifting, amorphous 

industrial relations environment was used by autonomous worker organisations and 

opposition forces for political purposes. As a consequence, economic, social and 

political demands were never clearly differentiated.” 

The post-Franco period (November 1975 to 1977) marked a reconstruction 

phase for unions where mobilización constituted the basis for national union action. 

The result of this transitional period was a cluster of workers representation into two 

main trade unions: the UGT, (the Socialist trade-union confederation) rapidly 

associated with the Socialist Party (PSOE) and CCOO (the Communist trade-union 

confederation) which had clear political links with the Communist Party (PCE) and 

later on with its successor, Izquierda Unida (IU). 
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Concertation, as an on-going tripartite social dialogue, emerged in the late 

1970s in Spain with the signing of the Moncloa Pacts by all major political parties as 

part of the transition process, followed by five additional agreements concerning 

specific wage issues. This process was known as a social pact. The purpose of these 

agreements was to define the new industrial relations setting, to restrain wage 

demands in order to control inflation and foster the recovery of business profits, and 

to contain labour militancy, which was necessary to depolarise a society where the 

social influence of the army was still substantial. After the Spanish economy had 

taken-off in the 1960s the democratic transition took place in the midst of the 

international economic recession marked by the second oil crisis. At a national level, 

a lack of competitiveness, a wage explosion, and a period of political uncertainty, 

resulted in a sharp increase in the unemployment rate. 

Agreements were common place under the first democratic centre-right 

conservative government of Unión de Centro Democrático (UCD) from 1978 to 

1982, where an effective incomes policy existed. However, the socialists negotiated 

only three one-year pacts during the 1982-1987 period (specifically, in 1983, 1985 

and 1986). Paradoxically, the threat of conservative governments willing to take 

radical de-regulation measures in the labour market established a clearer structure for 

the restraint of wages. In general terms, the assessment of the pacts during this period 

is very positive. Even as data is not available for industrial conflict associated to 

wage bargaining from 1978 to 1986, social peace was the norm until 1984 (Espina 

1997). By fostering consensus and building bridges among actors to align preferences 

on the new constitution, the process of a political consensus reduced social conflicts, 

and created modern unions and employment associations. Moreover, it legitimised 

their representative status. 

An inflationary Balassa-Samuelson effect due to a catching-up process with 

much more developed surrounding economies was avoided by explicit wage 

agreements among social agents. Due to labour rents sacrifice, wage inflation was 

controlled during the period from 1979-1985. Real wages remained flat compared to 

a 3.3% yearly average for productivity growth. At the same time social peace 
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materialised in a dramatic reduction of the number of days lost because of strikes. 

The combination of social peace, wage moderation, and lower inflation increased the 

profitability of capital, fostering business profits. This combination of factors led to 

job creation during the second half of the 1980s. Political stabilisation decreased 

uncertainty on business profits, leading to a reduction in the risk premium of the 

country which boosted Foreign Direct Investment and turned Spain into a textbook 

example for successful integration in a common market (Baldwin 1997; Bajo/Sosvilla 

1992). 

 

2.2 From Explicit Coordination to Market Coordination: The Inability of 

the Market to Restrain Wages 

 

Notwithstanding its effectiveness, the consensus process in Spain terminated in 1986. 

The UGT demanded an upper wage range limit of 2 points above the government’s 

predicted inflation rate. In the first half of the first period of government of the PSOE, 

inflation expectations were permanently optimistic. The result was a decrease in 

labour shares in the GDP. As the government enjoyed an overwhelming electoral 

mandate in the 1982 general elections, it felt politically strong enough to reject 

UGT’s demands. Negotiations for an agreement to cover private sector wages for the 

1987/1988 period collapsed. After another absolute majority win in the 1986 

elections the government tried to impose highly unrealistic inflation estimates (for the 

year 1988 the socialist government bargained with an inflation estimate of 3%, 

almost the rate which permitted EMU membership a decade later). A clash between 

unions and the government was inevitable after this demonstration of unilateral 

power. UGT, which had traditionally been a close political ally of PSOE (many of its 

affiliates are party members) decided to withdraw its support. A general strike against 

the government was then initiated in the company of the other traditionally more 

militant main trade union, CCOO (Comisiones Obreras) (Espina 1997, 257; 1994, 

275). 
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From then on the prospects for the successful implementation of any kind of 

income policies seemed to vanish. Several government attempts to re-initiate 

negotiations involving less radical ministers were systematically blocked by unions. 

In particular the government failed to reach agreement on a similar framework to that 

of some North and Central European countries linking wage increases to productivity 

on two attempts (1990 and 1992). The heated national political climate deteriorated 

and personal relationships among key players precluded successful social pacts. In 

1993, the most influential unions refused to accept labour market legislation 

abolishing all remaining statutory labour ordinances (inherited from the dictatorship 

period). The reform plan provided to leave employment-related agreements to be 

deregulated to the social partners. In 1994 the reform was imposed unilaterally by the 

government with all measures and unions called a widely supported general strike 

which paralysed the collective bargaining round. 

From 1989 to 1994 bargained wages increased above inflation every single 

year and firms were unable to rely onto atomised labour markets as a wage 

contention mechanism. A wage explosion took place which turned into what some 

scholars named an “industrial nightmare” (Espina 1997). The breach of wage pacts 

accompanied by the shift of collective agreements to a decentralised and 

uncoordinated firm-level confirmed the inefficiency of atomised markets to keep 

wages in line with macroeconomic requirements. In a defragmented context without 

higher level coordination, firms and Unions were not able to restore equilibrium 

wages. Accordingly, in line with the explanation proposed in this paper strikes due to 

wage bargaining (SWB), increased dramatically on average during the 1987-1994 

period, to almost double the average for the next period of study (1996-2004). 

 

2.3 Re-coordinating WB: “Shadow Pacts” or Informal Voluntary Wage 

Restraint 

As an autonomous economic policy response focused on the wage bargaining system, 

labour market actors developed what has been labelled as a new form of “liberal 
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corporatism” in Spain (Rhodes 1998). Agreements involving tripartite income 

policies have been part of a wider supply-side strategy that seeks to reform social 

policies and the labour market, while achieving wage moderation and sound fiscal 

policies. This has been a common arrangement in other countries such as Portugal, 

Italy and Ireland since mid1990s until recently. A number of institutional, economic 

and political mechanisms facilitated the emergence of these micro-agreements 

(Avdagic et al. 2005). The Spanish, Portuguese and Italian cases highlight one of the 

main shortcomings of traditional neocorporatist theories, namely, their failure to 

explain social actors’ attempts to develop new solutions and to change outcomes. 

Such a development was the result of the reorientation of the strategies of social 

agents without pre-existing institutions. Thus, a process of institutional learning from 

increasingly independent unions took place by supporting social bargaining as a 

defensive strategy to retake the initiative and influence policy outcomes. At the 

microeconomic level, the incentives leading governments and employers to agree to 

new social pacts reflected a market failure to control wages in a relatively fragmented 

and de-centralised wage setting (Perez 1999). 

At a macroeconomic level, technological change, European capital market 

integration, and post industrialisation affected the balance of power between 

governments and private actors and triggered new political alliances in some 

countries. The interests and strategies of actors evolved under a new set of incentives 

provoking unpredicted national wide strategic interests. In this sense, a resurgence of 

nationally coordinated bargaining on income policies in countries in a number of 

European States during the 1980s and 1990s such as Italy, Spain, the Netherlands, 

Portugal or Ireland, empirically contradicts a convergence to liberalised/atomised 

wage bargaining (Avdagic et al. 2005). 

An actor-centred resurgence of national-level social bargaining in Spain 

illustrates the argument against the existence of only one economically efficient 

solution for countries which lack a strong tradition of social agreements. Three 

factors made this resurgence possible. Firstly, from a firm’s perspective: an interest in 

improving competitiveness and a failure to control a wage explosion during the 
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transition period. Secondly, from the union’s side: a process of institutional learning 

took place as a first order survival condition. Enhanced autonomy and an assumption 

of new social obligations led unions away from confrontational strategies that were 

detrimental to the interests of their constituencies. Thirdly, an active intervention 

from the state in the social bargaining arena to boost cooperation among social actors 

has been supported by the emergence of state institutions to facilitate tripartite 

macroeconomic and social bargaining, especially the Consejo Económico y Social, 

Economic and Social Council, CES. Thus, participation was extended in this period 

from pact-signing or refereeing to taking part in creating a new institutional setting to 

promote deliberation and nation-wide consensus on wage increases. 

Since the 1994 strike, the climate in industrial relations in Spain shifted 

towards a more stable situation. Employers and Unions sat down to sign framework 

agreements devolving regulatory competences to the collective bargaining 

mechanism. A common acceptance of constraints has been shared; among them the 

‘commitment device’ (Bronk 2002) represented by the future EMU project, played a 

central role. The interests of firms to remain competitive in Europe, the realisation of 

the union’s mobilisation capacity and the acceptance of a more technical function by 

the unions themselves defied the expectations of those who thought of the 

inevitability of a deregulatory spiral. As Perez (2000) puts it: “...far from a Thacherite 

deregulation or Swedish employer’s offensive, the main effect of the 1994 reform has 

been to de-politicize the industrial relations environment and to galvanize employers 

and union leaders into a more collaborative relationship. The collective bargaining 

process has been further institutionalized and gained in importance, as employers and 

unions have begun to negotiate on a wider range of issues, and as the number of firms 

and workers covered by such agreements has increased.” 

Following the defeat of the Socialist government in 1996, there was a 

resurgence of national social bargaining. The 1997 agreement between employers’ 

and workers’ associations aims to articulate collective bargaining in order to comply 

negotiation levels among them and to reduce dismissal costs for certain categories of 
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workers is a clear example. The trend was confirmed with the specification of 

collective bargaining procedures for the year 2002, in the 2001 agreement. 

As the market proved as an inefficient source for allocating wage increases, 

firms needed workers to accept cost-cutting mechanisms which could only be 

achieved with cooperative relations at national, sectoral and firm level (less strikes 

due to wage bargaining). The WB system influences the preferences of actors by 

providing them with an explicit mechanism to support business competitiveness 

through consultative practices. In the Spanish case, the strategy is directed to an 

economic structure of small firms looking for low costs, with high versatility and an 

ability to adjust rapidly to changing market conditions. Although union’s affiliation 

rates have been decreasing, an erga omnes clause extends collective agreements 

provisions to 80% of payrolls and gives unions effective bargaining power to make 

them a vital part of the WB system. Unable to improve the market-mechanism, the 

product-market strategy of the country had to develop in accordance to what it 

constituted its institutional comparative advantage, the capacity to overcome market 

failures through more efficient types of explicit agreements. 

The return to a national tripartite bargaining model was consolidated with the 

signing of the ‘Toledo Pact’ in 1997 which dealt with a very sensitive issue in one of 

the fastest ageing societies in Europe: making the pension system financially viable. 

This pact was the starting point of a series of agreements on a number of diverse 

regulatory items. However, an explicit agreement for wages at a national level 

(incomes policy) was not achieved until much later. As national bargaining on a wide 

range of issues was resumed, relocation of the decision-making level on explicit 

social bargaining and other labour market-related issues generated new wage 

agreements. Framework national agreements were substituted by an implicit co-

ordinated and non written informal incomes policy, which emerged as a non-market 

mechanism that took advantage of the capacity shown by labour market actors to 

align their strategic interests. A period of ‘shadow pacts’ or wage restraint a la 

española (García Villar 2002; Royo 2006; Avdagic  et al. 2005) followed until 

December 2001, when UGT, CCOO the CEOE signed the Interconfederal Agreement 
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on Collective Bargaining. The social climate of deliberation and consensus building 

under the new set and opportunities and constraints provided by the launch of EMU, 

had originated a different WB system coordinated through ‘shadow pacts’ which 

became the landmark of Spanish capitalism. The 2002 accord was the first agreement 

to formally include wage issues signed by all the main social actors since 1984. 

The positive consequences of these developments for the Spanish economy 

during the years from 1996 to 2004 have been extensively reviewed in the literature: 

lower fiscal deficits, reduced inflation, a positive growth gap with the rest of Euro 

Area and currency stability are associated to the Spanish economic performance in 

the second half of 1990’s until 2007 (Martin 1997; Farrel 2001). 

 

3 Wage Bargaining Coordination and Macroeconomic Performance: 

an Empirical Estimation for Spain (1986-2004) 

 

3.1 WB Coordination: Definition and Measure 

 

The influence of WB institutions on macroeconomic performance has been 

extensively researched. Most commonly, a performance variable is defined such as, 

unemployment, inflation, a combination of both through a misery index, growth or, 

mainly, wage restraint. Correspondingly, WB has usually been characterised through 

the concept of centralization in the bargaining structure on firm, national and 

supranational level (Strozzi 2000). This relationship was formalised in the hump-

shaped hypothesis from Calmfors/Driffill (1988), which originated main stream 

reasoning. They showed a non-linear relationship so that when the bargaining level 

increases from firm to industry level, wage rates increase since the lower degree of 

product substitution allows unions to demand higher wage increases. By contrast, 

unions internalise the externality of wage increases when moving further to the 

national level which are translated into subsequent price increases and moderate wage 

deals. 
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However, the explanatory power of all accounts concentrating on 

centralization is strongly questioned by more recent empirical studies, including those 

published by the OECD which could not detect any kind of a robust association 

between bargaining centralization and performance (e.g. OECD 1994, 1997; Golden 

1993; Traxler/Kittel 2000; Traxler et al. 2001). This lack of compelling empirical 

evidence can be traced to some conceptual weaknesses associated to centralization 

(Soskice 1990; Traxler 2003; Traxler et al. 2001). First, centralization is a special 

form of coordination which is the relevant variable to define the capacity for 

internalizing wage externalities. Second, measures focussing on centralization ignore 

the role of state intermediation in industrial relations which is of utmost importance 

when it comes to bind rank-and-file in voluntary institutions such as bargaining 

parties. More intuitively, one might find it difficult to escape from the fact that a 

centralised WB system could be uncoordinated and underperform in terms of wage 

restraint and a decentralized system could be the opposite. This concerns are well 

expresed in Traxler (2003, 2): “Rejecting both the corporatist thesis and the hump–

shape thesis, we find that performance either increases or decreases with 

centralization, depending on the ability of the higher level to bind lower levels. […] 

There is a clear effect on control in that bargaining coverage significantly declines 

with decentralization. Employers can therefore expect to extend management 

prerogatives, rather than improve performance, when enforcing decentralization. 

Hence the literature on bargaining structures when focusing on performance has lost 

sight of their contested nature.” 

Thus, the concept of centralization is rather useless for any significant analyse 

of the way actors embedded in wage bargaining institutions, internalise negative 

externalities in the system. On the other hand, finding a measure for WB coordination 

which is not reduced to the level at which wages are bargained but to the effective 

success achieved by labour market actors when organising competing wage claims, is 

likely to be the most rigorous and relevant approach. 

However the notion of coordination is a bit elusive in terms of its 

measurement. Crouch (1985) creates a corporativism index which includes a proxy 
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for coordination and is based on an earlier classification by Romanis (1967). More 

importantly, Soskice (1990) argues that coordination among wage bargainers should 

be the relevant variable to measure the capacity of WB institutions to restraint wages.  

Kenworthy (2001), creates an encompassing and widely used index with five 

coordination patterns but, quite surprisingly, does not include Spain in his 18 

countries’ sample.  

Based on Soskice’s index, Nickell et al. (2005) explore the effect from a wide 

range of labour market institutions on macroeconomic performance but fail to 

provide a complete account for evolution of WB coordination in Spain. Specifically, 

their index scores the same for coordination in 1990-1994 vs. 1995-2000 whereas the 

results shown in this paper prove that WB coordination, conducive to wage restraint 

is substantially higher in the 1995-2000 period. Subsequently the push up factor 

(SWB) identified in this paper, halves on average from one period to another 

influencing wage outcomes. 

Stemming from Kenworthy’s approach, Visser (2001) includes Spain in his 

coordination index sample but, as Nickell et al. (2005), ignores the ‘shadow pacts’ 

period where informal coordination was established. Most of the literature is focused 

on cross-country comparisons so that case-to-case nuances are probably lost because 

of a wide-range approach. Coordination mechanisms in a WB system are likely to be 

difficult to capture and, unfortunately, very country specific. In Kenworthy’s (2001, 

58) words: “Wage coordination is a behavioral concept. It refers to the degree of 

intentional harmonization in the wage setting process or, put another way, the degree 

to which ‘minor players’ deliberately follow along with what the ‘major players’ 

decide. In my view, measurement problems associated with trying to capture the 

actual degree to which various actors involved in the wage setting process 

deliberately harmonize their bargaining are severe. To do so in an accurate fashion, 

the researcher must factor in both the share of the work force whose wages are 

deliberately pegged to the agreement(s) reached by the major players and the degree 

to which minor players intentionally follow along (i.e., do they adhere more closely 
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or less?). Obtaining the relevant information and deciding how to rank countries in a 

relatively objective fashion is likely to be extremely difficult.” 

A serious attempt to measure coordination in the Spanish case must take all 

these conceptual refinements into account. Coordination should refer to the capacity 

of economic actors to produce wage restraint by binding different macroeconomic 

levels, which are influenced by their strategic interests regarding the reduction of 

excessive wage increases. Also, wage coordination might vary from year to year, 

depending on changing preferences among labour market participants who are 

influenced by a changing industrial relations environment. Thus, a variable able to 

capture the consensus degree regarding wage increases among wage bargainers could 

be defined as a proxy for wage bargaining coordination. 

According to disaggregated strike data for Spain three motives are related to 

wage bargaining issues: first, strikes due to pressure to negotiate new wage 

agreements, second, strikes due to pressure to renegotiate an existing wage 

agreement, and third, pressure during wage negotiations. Unambiguously, these three 

types of strikes exert influence on bargained wages so that the number of firm and 

sectoral level strikes due to wage bargaining issues peaks when lack of coordination 

increases throughout a unionised economy. In this case, unions make initial wage 

claims which are not accepted by firms. In order to put pressure on bargained wages, 

unions strike as they are entitled to. If wage-increase expectations diverge among 

economic agents, and upward pressure is put on wages by unionised workers, 

bargained wages locate above equilibrium level and consequences described for the 

1989-1994 period arise. This paper argues that strike due to wage bargaining issues –  

defined as SWB in the equation – successfully captures the coordination/lack of 

coordination in wage bargaining throughout the Spanish economy. This measure is 

detached from strikes related to non-wage issues which would distort the results (i.e., 

General strikes or working-time related strikes). By estimating the relationship 

between these two variables a significant positive coefficient should be found to 

support the push up hypothesis. 
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The causal relationship between strikes and wages has been extensively 

researched in labour economics. Developments in non-cooperative bargaining theory 

explained the formation of unions wage demands by specifying the bargaining 

process on detail (see Rubinstein 1982; Grossman/Perry 1986). Later on, the core of 

theoretical work focused on the determination of work contracts under the presence 

of conflicts (see Card 1990; Cramton/Tracy 1992; 1994; Gu/Kuhn 1998). Empirical 

work for the Spanish case is rare, only Jiménez-Martín (1998) estimate results for the 

sequence of offers and counter-offers in collective agreements under a “strike threat”. 

By using signaling models under multiple threats and a data set including a sample of 

large firms for the 1984-1991 period, they find a significant positive coefficient for 

the effect of wage bargaining strikes on the log of wages. Thus, under a different 

methodological approach and a different data set they reach a conclusion which 

mirrors the one presented in this paper: “It was found that initial offers (thus, the 

probability to strike) depend crucially on prevailing nation- or industry-wide 

conditions (such as nation-wide inflation and unemployment rate, employer 

association and trade union recommendations, etc), price expectations and other 

variables in connection with the characteristics of the unit conducting the 

negotiations”. 

Since the aim from a macroeconomic approach is to find a measure for co-

ordination throughout the whole economy, an aggregated time series approach is 

followed which has not yet been shown in the literature. The hypothesis to be proved 

is that more WB strikes for the whole economy push bargained nominal wages up as 

they – by definition – reflect a structural disagreement on the percentage of wage 

increases in the negotiation process between firms and unions. The reasoning as 

argued in this paper is to be sought in the VOC approach: actors in the economy 

might coordinate more or less according to their interests. Weather the argument in 

this paper renders the Spanish economy a CME is a question that should answered by 

connecting the industrial labour sphere to other spheres in the economy. Clearly, the 

WB system resembles more that of a CME because it has not converged to an 
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atomised competitive market and new coordination capacities among actors have 

been developed in the period of study. 

Under these premises, the relationship between nominal bargained wage 

increases and coordination/uncoordination as measured by WB related strikes is 

linearised and estimated coefficients can be intuitively interpreted. The next step is to 

specify an adequate negotiated wages equation introducing SWB as a coordination 

proxy which reflects consensus/lack of consensus among firms and unions for the 

Spanish economy. 

 

3.2 A Model for Bargained Wages 

 

The following dynamic specification is proposed to estimate bargained wages (BW) 

in the Spanish economy for the period 1986-2004: 

t
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Using data for the period 1986-2004 we can estimate the above equation with 

following results. 

 

Table 1: Estimation Results 

 0â  
1â  2â  3â 4â  5â

OLS 
ESTIMATIONS 

0.12 0.69 -0.03 0.02 0.25 0.0006 

t-ratio 1.90 7.75 -5.92 4.34 2.34 4.90 
Estimated variance for the random errors: 10-4 * 0.206056. 

Source: Own elaboration with data from Ministerio de Trabajo y Asuntos Sociales and AMECO. t-
ratios are calculated using the variance-covariance estimator for OLS with heteroskedasticity, as 
proposed by White (1980). 
 

The dependent variable (bargained wages) is explained as a function of four variables 

and a constant term without economic interpretation: 

First, the lagged dependent variable aims to capture the dynamic aspect of the 

negotiation in the time series data. Also, it allows rewriting the equation as an error 

correction mechanism to be interpreted in terms of rate of change. 
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Second, unemployment rate is included as an explanatory variable for 

bargained wages as a measure for relative scarcity of work. The variable is significant 

and has a high t-ratio. This is a relevant result as some studies fail to find a robust 

empirical correlation between wages and unemployment for Spain. This finding is 

strongly supported by wage efficiency and bargaining power theories as well as with 

the existence of an empirical wage-curve. The equation shown implies that the 

unemployment elasticity of pay is -0.03, meaning that a hypothetical doubling of 

unemployment is associated with a drop in pay of 3%. This amount shows a more 

rigid labour market than most advanced economies but supports the existence of 

downward-sloping curve in wage/unemployment space. Contrary to macroeconomic 

orthodoxy which postulates that an area’s wage is positively related to the amount of 

joblessness, the results confirm that: “A worker who is employed in an area of high 

unemployment earns less than an identical individual who works in a region with low 

joblessness.” Blanchflower/Oswald (1999, 5). Alternatively, for bargained wages in 

an unionized economy the negative sign represents a smaller bargaining power for 

unions when unemployment is high and, as a consequence, lower bargained wages. 

Similar evidence is found for the Spanish case in Bentolilla/Jimeno (2002, 22). 

Thirdly, strikes due to wage bargaining motives SWB are introduced as an 

explanatory macroeconomic variable for wages. Strikes originated in wage related 

labour disputes are considered as a measure (proxy) for the degree of coordination in 

bargained wages (BW). This variable is obtained from a disaggregated statistic on 

strikes. The best estimations are obtained and shown for the SWB defined as the 

accumulated sum of all three different wage bargaining motives above explained. 

This seems a logical result because all motives are positively related to bargained 

wages as push up factors so their raw addition should improve the variable’s 

explanatory power. SWB are positively correlated to bargained wages and their effect 

at a microeconomic level is permeated throughout the economy and, therefore, 

correlated to the economy-wide averaged bargained wages. Thus an interpretation of 

this variable is rather straight: more SWB mean industrial conflict linked to WB 

issues. In order to add pressure on negotiations, unions strike so as to increase wages 
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more than firms would be willing to had there not been a wage related. The very high 

t-ratio (4.25) obtained for the WB coordination variable is a highly interesting result. 

The null hypothesis is clearly rejected. For the period when wage related consensus 

disappears (1986-1992) the number of strikes related to BW which accounts for a 

lack of coordination in a unionized economy increases dramatically (for 1987 and 

1988 it doubles the average of the 1986-2004 series). As soon as economic agents 

retake wage agreements the variable showing inverse coordination capacity 

decreases. This causality relationship as argued with theoretical arguments is clearly 

confirmed on the empirical analysis. 

Expected inflation, also has a high t-ratio, which is a logical consequence of 

the way it is yearly incorporated on the negotiations in the two decisive moments for 

signing collective agreements: May and December. More interesting is the low 

coefficient (0.006) which is interpreted as a low-credibility sign for the Government 

predictions which tend to be biased towards low inflation scenarios. 

The fourth variable included in the model represents a measure for the level of 

prices in the economy approximated by the harmonized consumer price index (HCP), 

which permits Euro-area comparisons. This is an important variable because a 

positive significant coefficient means that unions bargain not for nominal increases 

but to maintain actual purchasing power, that is, for real wages. As expected a high 

explanatory capacity is found for the price level. The fact that the coefficient is lower 

than one (0.25) implies that wages have lost ground to prices during the time period 

of analysis. This is a well-known result for Spain, where wage restriction has been 

sharp since democracy. Only in a very small number of years bargained wages 

increases are above price increases, meaning a lost oft purchasing power capacity for 

workers. This is a contentious result as it suggests that the reasons for the persisting 

high inflation differential between Spain and the average of OECD countries, must be 

explored somewhere else – probably more on the supply side of the economy related 

to market structure. 

Lastly, a highly significant variable which accounts for price expectations is 

introduced ( e
t ). The aim is to show that, when bargaining, both unions and firms 
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bear in mind an estimation of the future. Expectations are taken from the 

governments’ models and preferences so a rule for their formation is not made 

explicit. The data is taken from the estimation provided by the government on the 

yearly budget. Historically, they must be considered as a floor since incentives exist 

on part of the government to downgrade their expectations. Thus, this variable is a 

benchmark for negotiations on both sides. Expected inflation, also has a high t-ratio, 

which is a logical consequence of the way it is yearly incorporated on the 

negotiations in the two decisive moments for signing collective agreements: May and 

December. More interesting is the low coefficient (0.006) which is interpreted as a 

low-credibility sign for the government predictions which tend to be biased towards 

low inflation scenarios. 

 

4 Conclusions 

 

Coordinating wage outcomes either explicitly or through ‘shadow pacts’ is proved to 

be the most efficient mechanism to achieve bargained wage restraint in the Spanish 

labour market, at least for the recent democratic period. Lacking pre-existing 

institutions, the Spanish case shows that path-dependency is not necessary in order to 

reach a neocorporativist-type consensus. There was not a corporatist tradition in 

Spain but, given sufficient conditions for actors to convergence their wage 

preferences, explicit agreements have been successful to implement wage restraint. 

The assumption that an atomized labour market is able to restrain wages in Spain, 

defies empirical evidence. 

Clearly, explicit coordination is needed in the Spanish labour market. 

However, this conclusion contradicts most theoretical propositions which argue for 

market-led decentralization. The question should be focused on how to improve, 

implement and articulate WB voluntary coordination, regardless of the WB level. 

This paper shows that a decentralisation to a firm-level market-led solution has been 

highly inefficient in the recent past. There is no reason to believe in the Spanish case, 

that a better internalisation of labour market negative externalities can be reached 
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through explicit agreements in whatever form they are shaped. On the contrary, given 

the particular institutional configuration of the Spanish WB system a decentralisation 

without explicit coordination and articulation arrangements would surely reproduce 

some of the negative effects shown in the past. In order to prove the coordination 

argument and to correctly characterize the evolution of WB system, this paper 

elaborates and estimates a bargained-wage equation. It proposes an innovative, highly 

significant coordination variable able to capture macroeconomic agreement on 

bargained wage increases for 1986-2004. 

A number of policy implications can be derived from this conclusion: given 

the institutional features of the Spanish wage bargaining system and the market 

structure of its economy, any possible labour market reform should aim to improve 

the articulation and explicit coordination of the WB system rather than dismantle it 

and substitute it with implicit market-led coordination which has proven unreliable, 

inefficient and inflationary prone in the past. 

More generally, the convergence/divergence hypothesis as elaborated in the 

VOC literature is partially tested by analyzing bargained wage outcomes in the 

Spanish economy. A theoretical and empirical account is provided in order to 

conclude that explicit WB has been more successful than market-led co-ordination. 

Other EU countries, namely all of those labeled as CME and other less clearly 

classified economies such as Ireland, Portugal or Italy, share the option for explicit 

coordination in labour market outcomes. Thus, a natural extension of this argument is 

that EU wide WB could be a successful story, one that depends on the preferences 

and choices of economic agents. Nonetheless, the situation of many Euro Zone 

Economies, with limited tools available for macroeconomic management, and with 

strong incentives to reduce production costs relative to their competitors as a route to 

low unemployment, may lead to a revival of incomes policies and other coordination 

enhancing measures to improve performance. Therefore, social pacts which deal with 

wage increases under more general exchange frameworks can provide a 

macroeconomic tool which facilitates necessary EMU-wide coordination under the 

macroeconomic dialogue. 
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Appendix 

 

Econometric Specification: Variables, Methodology and Results 

 

tBW  bargained wage level in period t 

tu  unemployment rate as a percentage of active population for period t 

*
tH  number of strikes yearly accumulated since the beginning of the simple in 

period t 

tP   harmonised consumer price index for period t 

e

t
  expected rate of inflation for period t, as published in the yearly budgets by the 

government used as an initial reference for yearly wage bargain 

t  random component 

 

The above expression has been estimated with OLS. This method provides an 

estimate of the parameters of the model for a linear in the parameters’ specification as 

long as the error term fulfils some properties. A battery of contrasts has been used to 

check for them. 

This equation has been specified following a general to specific approach as 

suggested in Sargan (1964) and Hendry (1980). The necessary restrictions have been 

included from a more general expression which captured the variables’ dynamics. 

Variables are rewritten in logarithmic from in order to be able to interpret 

them as elasticities. The variable expressed as a rate of change (expected inflation) 

has not been included as a log in order to guarantee its existence. In this case, 5a , 

should be interpreted as a semi elasticity. Thus, all variables are expressed in their 

levels and not as rates of change except expected inflation. The equation can be 

rewritten as an error correction mechanism in to look for long term co-integration and 

provide an interpretation in terms of rates of change. 

The sample used for the estimations is the biggest available as no data exists 

for the variable strikes due to wage bargaining in Spain before 1986. The individual 
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significance tests confirm the explanatory capacity of all the variables proposed 

stemming from the theoretical foundations. 
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1 Introduction 

 

When the neo-liberal period started in the early 1980s, politicians, policy-makers and 

theorists became convinced that structural reform was necessary to provide incentives 

to stagnant economies. In the prevailing policy view, a transition took place from a 

Keynesian government responsibility for economic growth and employment (which 

included interventions that intended to be anti-cyclical) to supply-side policy (which 

emphasized unleashing the market mechanism). In the context of recession and large 

unemployment, privatization and deregulation were pursued in various policy areas to 

create better functioning markets. As a result, the private sector regained influence in 

the balance of power, partly reducing the influence that governments and unions had 

developed in the decision-making process during the last decades. 

These changes took place in the specific national economic environment which 

can be described as the institutional setting of an economy. In each country, effects of 
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international economic development interacted with the national institutions, shaping 

a range of outcomes. In the theory of Varieties of Capitalism (VOC), these outcomes 

are clustered in liberal market economies (LME) and coordinated market economies 

(CME). These ideal types are stable due to institutional complementarities 

(Hall/Soskice 2001). In other words: if we want to analyse differences in the way 

transitions took place, we need to explain how institutional change took place despite 

the institutional complementarities that tied up various institutional sub-spheres. This 

immediately raises another question: if liberal (market-oriented) solutions were 

chosen in one or several sub-spheres while in others coordination persisted did this 

drive the entire economy towards an LME? 

Let us review the problem in more detail. Taking VOC as a starting point to 

review changes in coordination, we have to address the question how institutional 

complementarities deal with change. Institutional complementarities are the main 

characteristic of the mechanism in VOC-theory that explains why profitable private 

enterprise is feasible in coordinated market economies, where the price mechanism is 

in part replaced by other forms of market coordination. In VOC, the way firms 

operate in their economic environment is approached by distinguishing five spheres 

of institutions: labor relations (consultation of employees on the firm level); 

vocational training and education of employees; corporate governance and 

acquisition of investment capital; inter-firm relations; information sharing with 

employees (motivation of individual workers by participation, human resource 

management). The essential component of VOC is the view that institutions in 

various sub-spheres (industrial relations, corporate governance, corporate finance, 

vocational training) reinforce each other: non-market solutions in one sphere enhance 

non-market solutions in another sphere and vice versa. As a result, according to the 

theory, various types of economies are relatively stable and capitalist economies do 

not converge to one neo-classical market system. VOC has been criticized to preclude 

the possibility of change, since it emphasizes the robustness of institutions (cf. 

Crouch 2005; Goodin 2003; Schmidt 2002, 111). 
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The main advantage of VOC is its focus on the way firms solve their 

coordination and information problems: this gives a broader perspective on economic 

performance in different types of capitalism than by merely concentrating on labour 

relations or types of government regulation. Essentially, the five subfields describe 

three things: the level of networking between economic actors, the balance of power 

between capital and labour, the setting, which is shaped by institutions, physical 

environment, culture, and of course the state (which exerts a major influence by 

distributing subsidies, introducing forms of regulation, and stimulating forms of 

consultation between economic actors). 

If we want to develop a good understanding of the economic performance of 

LME’s and CME’s, we need a view on their capacity to accommodate changes in 

these three aspects. For example, how did neo-liberalism emerge in countries with 

high levels of policy concertation (which stands for regular, institutionalized 

consultation) such as Sweden and the Netherlands? Is radical change more feasible in 

LME’s because of its lesser degree of coordination, and how did it come about? 

In order to gain insight into these problems I analyse the changes in three small 

countries where the transition was fundamental and far-reaching: New Zealand 

(LME), Sweden, and the Netherlands (both CME’s). I focus on macroeconomic 

change and the effects upon labour relations in each country, by comparing policy 

measures and key developments in the economy. This does not imply a return to neo-

corporatism (which focuses strongly on union power), but simply brings forward 

three of the five sub-spheres of VOC that deal with labour relations (formal labour 

relations, long-term employment and vocational training, and information sharing). If 

economies liberalize, what happens with their specific variety of capitalism? 

Changes in VOC have to be carefully defined. First, one can put forward that 

all economies moved into the direction of the LME by introducing neo-classical 

reform – this underestimates the importance of the market which is already present in 

the coordinated market economy. Secondly, one may hypothesize that due to an 

overarching process of globalisation and liberalisation, the entire system, i.e. the axis 

on which LME and CME are positioned, moves into a more liberal direction (and 
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maybe, after the credit crisis of 2008, into a more regulated direction). Thirdly, and 

this is the most viable perspective, one can contend that within the CME-type as well 

as in the LME-type institutional change continuously occurs that does not 

intrinsically alter its level of coordination. For example, decentralisation of 

consultation increases flexibility but does not dismantle coordination at all. 

A close description of the transition of the 1980s enables us to understand how 

changes took place in the balance of power. Why, for example, did labour accept the 

new dominance of capital? New Zealand, Sweden, and the Netherlands show 

remarkable differences but share the introduction of profound changes in the 

economy in the 1980s and 1990s. Sweden and the Netherlands are advanced, neo-

corporatist, industrial states in Western Europe which suffered in the 1970s from the 

external shocks that emanated from the international economy. They struggled to 

continue their elaborate and generous welfare systems. Of the two, the Netherlands 

was more densely populated, more involved in transit trade, and, as we will see, more 

willing to accept supply-side theory at an early stage. New Zealand, an ex-colony of 

the United Kingdom, displayed most radical change. It is a small economy located on 

the other side of the globe, part of the Commonwealth of Nations, not so long ago 

still largely agrarian, and with less elaborate social provisions. 

All three were relatively small, export oriented, open economies in the 1980s. 

In all three, various aspects of Keynesianism led to many forms of regulation and 

government control during the period 1945-1973. Subsequently all three countries 

went through a period of fundamental transition. In all three countries the policy 

debate was intense. 

Of course, the literature on these countries in the period at hand is immense. 

No attempt will be made to summarize all this literature in an encompassing way. It 

is my intention to outline the most striking differences and reflect upon the way 

economic policy resulted in changes in the institutional characteristics of the 

economy, particularly in the bargaining process and the role of neo-corporatism. 
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2 Theoretical Framework 

 

The transitional period of circa 1980-2000 forms a perfect laboratory for 

understanding institutional change. There is an extensive literature on comparative 

capitalism and corporatism, which applies different theoretical perspectives, but also 

provides much relevant information. Recent theories applied on this period may 

increase our insight in the dynamics of change. 

The worldwide shift in the early 1980s from Keynesian, demand-oriented 

economic policy to monetarist and supply-side policy can be viewed as a paradigm 

change which changed the perspective on processes and problems of various 

economic groups. It changed the prism through which these groups viewed the 

economy as well as their own role within it (Hall 1993, 279, 283-284). The paradigm 

change implied that new objectives such as a well-functioning market, structural 

economic growth and an innovative supply-side became more important than 

government policy stabilizing aggregate demand and full employment through 

government intervention. It reduced the perceived necessity of the government 

playing a distributive role in the economy. Viewed in this way, the paradigm change 

consisted of a broadly supported view on political economy. It also included elements 

of a power shift, resulting in a more prominent position of private enterprise and less 

protection of workers, weak groups, and lower incomes. Thus, the power balance that 

had helped to create coordinating institutions (such as central wage bargaining or 

other aspects of industrial relations) shifted to a new situation. 

Apart from neoclassical economic insights and the belief in the market, the 

increasing liberalisation of world markets also formed a dimension of the new 

paradigm. The release of capital flows, which had been controlled under the Bretton 

Woods system, and tariff reductions under the GATT-agreements favoured the 

international economy and unleashed globalisation. The widespread belief that 

globalisation favoured economic growth was often used as an argument advocating 
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welfare state reform and labour market reform, even though such reforms were not by 

all means necessary to enable competitive economic performance.2 

In comparative capitalism, VOC changed our perspective from labour relations 

to the strategic choices of economic actors, applying the new economics of 

organization to the macro-economy (although the role of the state still should not be 

underestimated). Institutional change in this view is driven by changing strategies of 

the predominant actors, each acting on the basis of specific sets of interests 

(Hall/Thelen 2009). 

The challenge, therefore, is to explain how changes took place within these 

robust systems of LME and CME. The economic transition of the 1980s was inspired 

by economic problems and directed by new directions in economic policy, but 

eventually it changed the institutions by introducing new rules, less regulation, new 

priorities, and a new power balance. Since three of the five VOC sub-spheres are 

related to labour relations, my contention is that we can focus on economic policy 

and labour relations (and thus degrees of corporatism) in the analysis to reflect upon 

the way institutional change occurred. 

In a recent article, Hall/Thelen (2009) describe three routes to institutional 

change: Firstly, reform, built upon coalition politics, this type of institutional reform 

is the most visible. It is the result of coalitions of social or political actors supporting 

change in regulations of policy regimes. Secondly, defection, when institutional 

actors stop following the practices described by an institution, their strategies deviate 

from the behaviour associated with cooperative outcome. This form of sabotage leads 

to reactions that reshape the institutional setting. Thirdly, reinterpretation, when 

actors may instead leave the formal attributes intact but gradually change the contents 

of the practices associated with that particular institution. Thus, practices that were 

formerly not viewed as congruent with the accepted institution gradually become 

                                                            
2 As we will see below, a strong argument can be made that various improvements in the Swedish welfare 
state have been made under the influence of opening up to foreign (capital) markets. However, at the same 
time Sweden forms a convincing example of an open economy supporting a system of large income 
transfers. This means that globalisation does not threaten the concept of a welfare state (cf. Palme 2007). In 
a broader context, it can be argued that the history 20th century shows as much a race to the top, when it 
concerns opening up to international markets (Lindert 2004, 186). 
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acceptable. Such processes of reinterpretation ‘act as shock absorbers in the face of 

new economic developments’ and reflect an elasticity in the institutions of the 

political economy that formal analyses often overlook. 

I interpret these changes as changes that will take place in the consultative 

structure of a country, that is, significant changes in the attitudes of employers, 

unions and the state. In this manner, change is operationalised in the feedback 

mechanism of coordination that is central to VOC.3 

The term institutions is often applied in the literature to indicate the broad 

setting in which economic transactions are embedded (the distinction between formal 

and informal institutions is still very broad). In order to explain and analyse the 

process of reform we need to distinguish between two abstract levels of change: the 

micro-economic or agency-level, and the macro-level, which is structure-based. 

These analytical levels are applied by Knill/Lenschow (2001) to reconcile various 

contradictory findings in the secondary literature. However, the levels can be 

connected in our historical analysis to outline a temporal process of change: On the 

agency-level, we find various types of instrumental change, among which are typical 

CME-strategies such as defection and reinterpretation, that both serve to break the 

corporatist gridlock. These strategies allow for intrinsic change in the CME. In the 

LME, straightforward reform is more easily implemented to achieve intrinsic change. 

As a result, reform is top-down in character. 

We should be careful not to confuse CME and LME with Keynesian and Post-

Keynesian economic systems. The transition from Keynesian to supply-side thinking 

in many cases involved a realignment of the decision-making groups, and the 

purposeful introduction of the market in various economic activities, both in LME’s 

and CME’s. For example, before 1984 New Zealand (a typical LME) used to apply 

government regulation (a non-market solution) to solving coordination problems in 

institutional spheres such as industrial investment. After the process of deregulation 

                                                            
3 In another taxonomy of change, Streeck/Thelen (2005) introduced five different trajectories of institutional 
change: a. displacement, b. layering, c. drift, d. conversion, e. exhaustion. This classification concentrates 
more on change within the specific institutions and is less suitable for the macroeconomic scope of this 
paper.  



 

178 
 

and privatization, New Zealand took the form of a more radical LME, and was 

classified as such by Hall and Soskice on the basis of their data on the 1990s (cf. 

Hall/Soskice 2001, 19, 59).  

A large part of contemporary institutional change takes place in reaction to the 

increasing importance of the international economy. Several developments affected 

the dynamics of the economies during the past decades: the fundamental and ongoing 

liberalisation of markets, the growing importance of the service sector in production 

and employment, the increasing competition with developing countries, increasingly 

cheap telecommunications, and the development of powerful regional trade 

agreements (such as the EU) or intergovernmental regimes (such as the WTO). 

However, the specific existing institutions within a country also had a strong effect on 

the economy, providing an endogenous impetus for change. Hall and Thelen (2009, 

16; my italics) conclude: “The history of change in European political economies 

should not be written as if it were entirely a series of responses to external shocks.” In 

the next sections, I focus on the domestic reactions and policies of the countries under 

study to see how changes were implemented, notwithstanding the institutional 

complementarities that worked against them. 

 

 

3 Case Studies 

 

3.1 New Zealand: Radical Renewal 

 

Changes in New Zealand were so impressive in extensity and depth that this 

transition has been called ‘one of the most notable periods of liberalization that 

history has to offer’ (Henderson, quoted in Evans et al. 1996, 1856). During the first 

post-war decades a thoroughly regulated economy developed in New Zealand. Trade 

and investment were controlled and state-owned enterprises played a large role in the 

economy. This mixed economy was facilitated by preferential access to the U.K. for 
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exports, particularly primary exports. However, when the United Kingdom became a 

member of the European Community in 1973 this situation ended. New agricultural 

protection measures of the EC, the U.S., and Eastern Asia damaged New Zealand’s 

exports of primary goods (Bollard 1994, 74-75; Evans 1996, 1856). 

Regulation was strong in various areas of the economy. The traded goods 

sector was insulated from the world price movements; there were import protection 

using quotas and high tariffs, there were controls on entry and operating conditions 

for industries; price controls covered a wide range of products. Agriculture was 

assisted with minimum prices for livestock. There was a tight regulation of inward 

and outward movements of capital (Bollard 1994, 79). 

During the 1970s, in reaction to the oil shocks of 1973 and 1979, a policy of 

insulation from world energy markets was initiated with a state-funded investment 

program in energy and related industries. This was called the Think Big Program. 

The resulting large fiscal deficits were accompanied by high inflation. The 

government pursued strategic currency devaluations in an unsuccessful attempt to 

improve trading competitiveness. High income taxes were necessary for the large role 

of the state in the economy (Bollard 1994, 74-75; Evans 1996, 1856). Hesitant 

attempts to introduce more liberalism in the late 1970s were blocked by high 

inflation, to which the government responded with a wage and price freeze, capital 

regulations, and tightening financial markets. 

The strongly regulated economy of New Zealand in the 1970s did not entail a 

very generous welfare state, even though the government played a large role in the 

economy. Esping-Andersen’s combined decommodification4 score for 1980 was 17.1 

for New Zealand (23.4 for the U.K.) (Esping-Andersen 1990, 52). Obviously, the two 

countries famous for generous welfare ranked much higher: income in the 

Netherlands (32.4) and Sweden (39.1) was highly decommodified.5 Another measure 

of welfare state generosity is by observing income replacement schemes in case of 

                                                            
4 Decommodification means the degree to which income can be obtained without participation in the labor 
market. 
5 The combined decommodification score measures whether incomes in old-age pensions and sickness and 
unemployment programs were related to the individual’s employment history (Esping-Andersen 1990, 52). 
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unemployment, sickness, accident or unemployment. Kersbergen (1995) gives a 

weighted replacement rate for these circumstances of 0.38 for New Zealand in 1980, 

relatively low compared with the Netherlands (0.75 in 1980) and Sweden (heading 

the list with 0.88 in 1980).6 Although sometimes commentators state (cf. Bollard 

1994, 74) that the country enjoyed a generous system of universal social security at 

that time, this is not quite the case when viewed from an international perspective 

(Table 1). 

 

Table 1: Public Social Expenditure (as a percentage of GDP) 

 Sweden New Zealand The Netherlands 
1980 29.00 19.15 27.26 
1981 29.98 18.18 28.23 
1982 30.18 19.22 29.85 
1983 30.49 18.82 30.10 
1984 29.19 18.15 28.89 
1985 30.18 19.43 27.43 
1986 30.22 19.47 27.09 
1987 30.35 19.89 27.32 
1988 30.87 20.96 26.96 
1989 30.17 21.96 26.44 
1990 31.02 22.53 27.92 
1991 33.18 22.56 28.10 
1992 36.39 22.40 28.56 
1993 36.66 21.02 28.76 
1994 35.21 19.90 26.85 
1995 33.03 19.32 25.92 
1996 32.99 19.67 25.29 
1997 32.26 20.76 24.88 
1998 30.98 20.97 23.90 

Source: OECD: Directorate for Employment, Labour and Social Affairs, Social Expenditure 
Database, Public social expenditure by main category, 1980-1998 (www.oecd.org). 

 

In 1984 New Zealand experienced an accumulation of problems, including high 

inflation, a large current account deficit, a large government deficit, high 

unemployment and severe exchange rate problems. This created the economic 

                                                            
6 Income replacement rates over an average of 26 weeks after waiting days for sickness, disability and 
unemployment, and for old age in general, weighted by appropriate coverage ratios (Kersbergen 1995, 125-
126).  
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urgency which allowed for a drastic policy change. A new socialist (!) government 

came into power with David Russell Lange as prime minister, who succeeded prime 

minister Muldoon of the conservative National Party. Minister of Finance in this 

cabinet was Roger Douglass, who was an uncompromising advocate of the free 

market (providing inspiration for the term Rogernomics). Also, the supporter of free 

trade Mike Moore, who would later head the WTO (from 1999 to 2002) was part of 

the team. This cabinet introduced a radical and comprehensive package of reform 

measures. Although initiated by a left-wing government, these aims show parallels 

with Thatcherite reform in the U.K. 

The reform measures included tariff reductions, floating the exchange rate, 

privatization of state-owned enterprises, restrictive monetary policy and deregulation. 

They aimed both at macroeconomic stabilisation and structural change. In the years 

following 1984, the financial sector was deregulated and a new administrative 

framework was designed to guide monetary, fiscal and competition policy. After a 

devaluation of 20% in 1984, the NZ Dollar was floated – an important step in the 

process. After 1986, state-owned companies were privatized and government services 

were put on the market. Opening the economy to international competition was the 

key feature of the reforms. Removal of foreign exchange controls and quotas and a 

reduction in tariffs and foreign ownership restrictions created an economy which was 

open to trade and capital flows. 

Although, generally speaking, the turnaround was impressive, it did not have 

an immediate effect on the economic performance of New Zealand. When the global 

equity market experienced the crash of 1987, New Zealand entered a recession, 

resulting in a loss of political momentum and commitment to reform. This lack of 

recovery has been attributed to a cyclical downturn, a hangover from past distortions 

and the cost of fundamentally reorganizing the economy (Hall 1996). The transition 

had been carried out swiftly but it also had raised a lot of discussion. Although Lange 

was re-elected in 1989, not much later the Socialist Party was voted out of office. 

Neo-liberal reform did not yet produce the desired beneficial effects on economic 

performance, which remained sluggish. 
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The early 1990s constituted a second phase of change: labour reform measures 

were carried out and welfare benefits were reduced even more. Rising unemployment 

and a deteriorating fiscal position assisted the National Party to gain a landslide 

victory in the elections of 1990. Cutting welfare benefits and deregulation of the 

labour market meant a further mile down the neo-liberal path, but this time a period 

of economic recovery started. After seven years of reforms deregulating the economy 

(liberalizing trade, finance and production), from 1992 onward, GDP growth revived 

and employment picked up. Unemployment fell from 10.9 % of the labour force in 

September 1991 to 6,1 % in September 1995 (Figure 3). Real GDP in 1995 was 17% 

higher than in 1991 (Evans 1996, 1861). 

Also around this time, in 1991, labour market deregulation was initiated. The 

Employment Contract Act (ECA) replaced central bargaining structures by 

decentralized enterprise bargaining. As a consequence, labour market institutions 

became closer to the U.S. model than to the European model. Suddenly the role of the 

unions weakened considerably. But it is not entirely clear whether the growth in total 

employment can be contributed to the ECA or to macroeconomic factors such as 

gaining from improving overseas trade, facilitated by the other reform measures 

(Evans 1996, 1878-1882). In the literature (Bollard 1994, 86, 104; Evans 1996, 1856) 

various determinants are listed for New Zealand’s far-reaching transition: 

(1) Politicians and civil servants were supportive of radical reform measures. 

There was a belief that change could be achieved quickly. 

(2) The currency crisis created economic urgency for the reforming 

government. 

(3) Radical changes were possible due to the thin legislative system in New 

Zealand (only one legislative chamber in the Parliament, centralised government). 

(4) New Zealand was inspired by Australia’s attempts to introduce reform 

measures.7 

                                                            
7 The Closer Economic Relationship (CER) agreement with Australia in 1983 created free trade flows 
between the two countries and paved the way for further reform. 
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There has been a debate on whether these radical reforms were beneficial to 

the economy and helped the population of New Zealand. Some studies highlight the 

need to introduce market mechanisms and observe a rise in productivity after 1990. 

More sceptical scholars claim that the reforms did not alleviate poverty or provide 

more employment for the lower income classes (Conway/Hunt 1998; Dalziel 2002, 

31-46). 

One can distinguish between the period 1984-1990 during which reforms were 

heralded for their consistency but did not yet show good economic results, and the 

period 1991-onward when economic performance was more encouraging, and during 

which the labour market was reformed. Which of the three outlined paths of 

institutional change can be recognized in New Zealand? Since the institutional 

changes were built under different coalitions, and were clearly visible as explicit 

changes in the system, the label reform of Hall/Thelen (2009) is most appropriate for 

characterizing macro-level institutional change in the case of New Zealand. In its 

clear-cut change of direction, this transition almost forms a benchmark for reform, 

even though its radical and cumulative character suggests certain impatience. In early 

2008, the railroads in New Zealand were re-nationalized – a sign that New Zealand 

once again sets the trend? 

 

 

3.2 The Swedish Model as a Survivor 

 

There are many definitions of the Swedish Model, but I think its essence is captured 

by two characteristics: combining an export-oriented private sector with extensive 

public provision of social services (Pontusson 1997, 55). In addition, one might 

mention the good relationship between employers and workers (symbolized by the 

1938 agreement of Saltsjöbaden8), although it may be argued that ups and downs 

took place in corporatist negotiations which did not bring down the Swedish Model. 

                                                            
8 The social-democrats extend this ideologically by advocating Folkhemmet, the ‘people’s home’. 
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In recent decades, in a vast body of literature, the exceptional status of the Swedish 

Model has led to two schools: one claims that, in accordance with neo-liberal, neo-

classical, monetarist and supply-side oriented economic thinking, such a generous 

welfare state undermines economic stimuli and, although it survived for a number of 

years due to earlier success or smart adjustments, in the end it is doomed to fail. The 

other school states that, although there have been severe business cycle fluctuations, 

monitoring problems, financial problems, exchange rate problems, and other 

problems, the Swedish system still has a means to exist and will survive the fashion 

of liberal dogma.9 The problem with this debate is that is does not explicitly take into 

account the developments within the Swedish Model. The welfare system was 

adapted continuously – while, as Steinmo (2003) argues, enjoying continued support. 

Some of the changes originated from developments in the international economy 

(such as liberating capital flows and floating the exchange rate in the 1990s) and 

others from domestic pressure (such as decentralizing wage negotiations). As Bergh 

writes: ‘Looking at these changes, the reforms toward increased economic freedom 

seem to be a good candidate for explaining the survival of the Swedish welfare state.’ 

(Bergh 2006, 233; see also Pontusson 1997, 68). In other words: we do not know 

whether the Swedish Model will eventually be doomed to fail, but it did evolve, as is 

also obvious from Figure 1 which gives recent indicators for economic freedom.10 

After the first oil crisis in 1973 the Swedish authorities followed an anti-

cyclical strategy, followed by a relatively cautious policy after the second oil price 

shock in 1979. The situation in the late 1970s was similar to that in the Netherlands 

and New-Zealand: counter-cyclical policies during a lingering recession 

                                                            
9 Lindert (2004, 264-295) emphasizes that welfare states monitor and solve economic problems and thus 
social spending does not prohibit growth. See also Steinmo (2003, 32). 
10 In the recent debate on welfare states and comparative economic systems, attention has been brought to the 
role of firms in the development of economic institutions. Swenson (2002) argues that ‘cross-class alliances’ 
existed, for example in Sweden, that were beneficial to social arrangements. Likewise VOC argues that firms 
in CME’s support issues such as employee involvement and information sharing, because it is in their 
interest to pursue non-market types of gains. It goes without saying that the Swedish model provides a robust 
example of the viability of a social system in which market forces are mitigated and persuaded to pursue 
income redistribution (and the best representative of what, by political scientists from the United States, is 
often called the ‘European Social Model’). However, ‘alliance’ emphasizes consensus and downplays the 
extent of power struggle involved. Korpi (2006) recently defended the ‘power resource approach’ which 
pays more attention to this aspect. 
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unfavourably influenced competitiveness, export performance and the current 

external balance (OECD 1981, 5; OECD 1991/1992, 62; see also Magnusson 2000). 

The major solution chosen by the cabinet of prime minister Olof Palme in 1982 was a 

devaluation of 16% of the Swedish Krona in 1982 (analogous to New Zealand’s 20% 

devaluation but very different from the stable exchange rate policy of the 

Netherlands). There was a concomitant economic adjustment programme which 

included limiting government expenditure, reducing the government deficit to 1,5 % 

of GDP in 1986. Public sector employment expanded. These measures kept 

unemployment low compared to other OECD countries, but did not preclude less 

favourable domestic developments: rising labour costs, especially in the domestic 

sector; losing market shares for Swedish industry at home and abroad, reducing 

investment levels in fixed capital goods. Meanwhile, public expenditure remained 

relatively high, thus prolonging the international image of the Swedish model (see 

Table 1). Economic growth became increasingly reliant on consumption. In 1987, the 

OECD issued a by then standard, neo-liberal type of economic advice: inflation 

should be strictly kept under control, and the pattern of growth should shift toward 

improved performance of business investment and export performance. Moreover, 

the government should deregulate its grip on currency controls, especially regarding 

the international financial markets, which would increase the confidence in the 

government’s commitment to a longer-term policy perspective (OECD 1987, 58-60). 

Essentially, Sweden aimed for continuity in its economic policy in the 1980s 

while attempting to adjust the government budget balance.11 While the Netherlands 

sacrificed jobs by maintaining a hard guilder, and deliberately started to reform the 

welfare state, Sweden chose for devaluation of the Krona in order to continue the 

Swedish Model. As a result Sweden had remarkably low unemployment figures, 

although employment relied heavily on the domestic (and public!) sector. Economic 

growth was relatively slow. The average growth rate of total factor productivity in the 

private sector between 1970 and 1985 was merely 0.61 % annually, while it was 0.89 

                                                            
11 Schwartz (1994) analysed political changes in Sweden after 1982 in comparison with several other 
countries. 
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% in the Netherlands, 1.72 % in France, 2.54 % in Australia and 3.29 % in Japan 

(while the UK was next lowest, 0.67 %) (Henrekson et al. 1996, 245). 

 

Figure 1: Economic Freedom Indicator of the Heritage Foundation 

and the Wall Street Journal, 1996 to 2008 
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Source: The Heritage Foundation, www.heritage.org/research/features/index/ (accessed sept 2008). 

 

In Sweden the process of change away from Keynesian policy goals in the 

period 1980-1995 was more protracted due to the success of the Swedish model and 

the ideological commitment of the social-democratic party. During the 1980s, 

Sweden seemed to do well, displaying steady economic growth and little fiscal debt 

(Figure 2). However, the government procrastinated policy measures such as 

reducing government intervention and floating the exchange rate, which would turn 

essential in reaction to globalisation. 

The turning point came in 1990/1991 when the financial crisis created a fully-

fledged depression and the urgency to accept reform (Magnusson 2000, 257). This 

depression was the longest and deepest since the 1930s. Decreased demand, both in 

foreign and domestic sector, led to increased unemployment. The central policy 
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reform of the new centre-right coalition led by prime minister Carl Bildt which took 

office in September 1991 was to reduce taxes, both to encourage efficiency and to 

prepare for entry in the European Union. In selected welfare areas government 

spending had to be reduced. The government announced the aim to privatise a 

number of public enterprises and to promote public efficiency in the public sector. In 

general, the forces of competition were given a much greater role in allocating 

resources in the economy.12 The new government was still committed to the fixed 

exchange rate policy, but it made low inflation rates a prime goal (at the expense of 

full employment, which had been the major policy aim for so long) (OECD Report 

Sweden 1991/1992, 40; Henrekson et al. 1996, 256). 

 

Figure 2: Government Financial Balance 

(as a percentage of GDP) 
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12 Since I focus on the dynamics of coordination, I do not elaborate on the mechanisms of welfare state 
retrenchment which are put forward by Pierson in 1994 and criticized for Sweden by Anderson (2001).  



 

188 
 

Figure 3 shows the dramatic result: a steep rise in unemployment. In 1992 the 

Riksbank let the Krona float, which marked the end of the era of the fixed exchange 

rate. In 1993 the prestigious Lindbeck commission of public enquiry published a 

report, arguing that Sweden’s problems were largely due to ‘distorted markets, ageing 

institutions and ossified decision-making mechanisms’ (quoted in Korpi 1996, 1732). 

This was a substantial critique of the Swedish model and a plea for further 

implementation of neo-liberal policy (Lindbeck et al. 1994). However, neither the 

Lindbeck report nor other pleas for economic (neo-) liberalism were the final and 

ultimately persuasive argument, as Korpi ardently contended in 1996, attacking the 

eurosclerosis-claims and calls for liberalisation made by many economists. 

 

Figure 3: Standardised Unemployment Rates  

(as a percentage of the civilian labour force) 
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Source: OECD: Economic Outlook Database, Employment (www.oecd.org). 

 

Swedish labour relations were characterized by the historic compromise between the 

trade union organisation LO (Landsorganisationen) and the employers organisation 
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SAF (Swedish Employers Confederation), often symbolized by the Saltsjöbaden 

Agreement of 1938. It was not a system of tripartite concertation (consultation 

between peak employers organizations, peak employers organizations and the 

government), as in the Netherlands, but rather constituted formal and informal 

concertation and negotiation between the employers organizations and the unions in 

various levels and institutions – an economy-wide collective bargaining. Although 

there were tripartite bodies, such as the labour Market Board (AMS), the government 

was much less dominant in this system than in the Netherlands (Therborn 1989; 

Alexopoulos/Cohen 2003). In the 1980s central wage bargaining was partly 

decentralized. The economic policy of the social-democratic party during the 1980s 

created tensions between the government and the LO and the number of labour 

market conflicts grew. In 1990, a package of crisis measures, which included a ban 

on strikes and a wage freeze, created even more animosity. Political confrontations 

between the LO and the SAF also intensified. From the mid-1980s the SAF refused to 

enter into central negotiations with the LO. Then, from the fall of 1990 into the year 

1991, a financial crisis developed. The new center-right Bildt-government in 1991 

introduced a ‘system shift’ which, among other things, curtailed the role of the social 

partners in the formulation and implementation of public policy. In 1991 the SAF 

withdrew its representatives from tripartite boards of state agencies and other 

government bodies, being unsatisfied with the slow pace of reform and aiming for 

decentralized wage bargaining (Pontusson 1997, 57-58; Magnusson 2000, 233, 254, 

264, 274-275). 

In short, during the 1980s the Swedish system tried to apply a Third Way-

policy of continuing a large economic role of the government (creating public jobs) 

and balancing the budget, all made possible by devaluation of the Krona. But it 

seemed to have hollowed out the economy and has procrastinated market-oriented 

reform. In the 1990s, the postponed neo-liberal reform took place under pressure of 

conservative theorists and the SAF. These pressures seem to have embodied a form 

of defection: since for decades the combination of social-democratic party and the 

main labour union were strong and exerted a powerful influence in the decision-
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making process, defection as in 1991 was the only way to enforce change into 

another direction. Ensuing reform included further deregulation of the economy, 

decentralisation of wage negotiations, floating the exchange rate, and application for 

EU membership. These reforms, and additionally joining the EU in 1995, 

strengthened the position of the business community and put a greater emphasis on 

market mechanisms in general. They did, however, not eradicate the social provisions 

of the welfare state. In addition, a high level of coordination was maintained. This 

indicates that defection was a temporary necessity to break through an institutional 

stalemate, but the character of the CME was not truly in danger. 

 

 

3.3 The Netherlands: Modified Economic Liberalism 

 

The consensus model was more explicitly present in the Netherlands than in Sweden 

and New Zealand. Tripartite concertation in the Netherlands is institutionalized on 

various levels. As a form of neo-corporatism, institutionalized concertation was 

introduced by law in 1950. During the next 15 years, wages were government-

controlled, but this system came increasingly under pressure, especially because 

some sectors wanted to raise wages in a tight labour market. At the time when the 

government left wage negotiations to unions and employers in the late 1960s, the first 

signs of economic stagnation already loomed ahead. During the 1970s polarisation 

between workers and employers increased, forcing the government to step in 

repeatedly in the wage formation process. In the meantime, welfare state expenses 

soared and private enterprise was crippled by high taxes.13 

In the severe economic recession of the early 1980s, the Netherlands adopted 

what was termed no-nonsense politics. Dutch-style Keynesianism in the 1970s had 

resulted in a large public sector. Economic stagnation of the 1970s, in particular the 

second oil crisis in 1979, had severe effects on inflation and the government deficit, 

                                                            
13 Exports of natural gas mitigated the budget problems but also kept the exchange rate high. This has been 
called Dutch disease. 
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because social security entitlements were linked to wage levels and price levels. In 

the early 1980s, public social expenditure as a percentage of GDP was as high as in 

Sweden (Table 1). 

The turnaround came in 1982 when the centre-right (Christian democrat and 

liberal) coalition cabinet of R.F.M. Lubbers came into power. The Lubbers cabinet 

set out by making severe cuts in the government budget but also started a process of 

privatization of state-owned enterprises such as the postal and telephone services PTT 

(privatized in 1989, now KPN) and prepared a reform of the unemployment law 

(which was realized in 1986). The three-track policy (driesporenbeleid) for economic 

recovery of this cabinet entailed the already familiar goals of (a) reducing the 

government deficit and restructuring the social sector, (b) restoring profit margins in 

the private sector, and (c) limiting unemployment by redistribution of jobs. Already 

in 1977, attempts had been made to introduce more neo-liberal elements in economic 

policy, but the cabinets preceding Lubbers had not succeeded in implementing 

structural changes. The supply-side reform after 1982 included a disconnection of the 

entitlement levels from wage and price trends. The labour market was made more 

flexible. At the same time, in a social pact called the Wassenaar Agreement (1982), 

wage constraint and redistribution of jobs were agreed upon. Here, wage moderation 

was exchanged for shorter working hours and early retirement opportunities. 

Economic results were slow during the 1980s but eventually worked out well: the 

labour share of income declined substantially, which resulted in the removal of the 

profit-squeeze which had paralyzed many companies in the late 1970s. Investments 

and private sector expenditure on research and development increased. 

Unemployment showed a steady downward trend (see Figure 3). Although 

many new jobs were temporary or part-time, and the policy was successful partly 

because the world economy recovered its strength, Visser/Hemerijck (1997) describe 

a process of third-order policy learning that they deem so important that they describe 

job growth as “a miracle”.14 

                                                            
14 Note that unemployment rates disregard large numbers of workers in early pensions or inability schemes. 
Thus, ‘real’ unemployment is often viewed to be higher, but a downward trend is still observed. Standardised 
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Part of the transition and subsequent economic recovery can also be attributed 

to a changing attitude towards the private sector. In 1979 the Innovatienota stressed 

the need for investment in research and development, and the report Plaats en 

Toekomst van de Nederlandse Industrie (Place and Future of Dutch Industry) by the 

government think tank WRR (Wetenschappelijke Raad voor Regeringsbeleid; 

Scientific Council for Government Policy) marked a turning point by identifying the 

weaknesses of the Dutch economic structure. The Place and Future report proposed 

an economic policy directed towards specific industrial sectors and paid much 

attention to technological innovation. It advocated a process of re-industrialization, 

inspired by the industrial policy of the 1950s. Thus, it was a mix of old and new: 

maintaining a central role for the government but aiming at structural reform of the 

private sector. As a next step, the government set up an advisory committee, the 

Commissie Wagner (named after its chairman G. Wagner), which in 1981 issued its 

report A New Industrial Elan (Dellen 1984). Even more than the earlier WRR report, 

the Wagner committee had switched to a modern approach and advocated industrial 

self-support. The government should refrain from active intervention and stimulate 

decentralization. High wages and a high exchange rate of the guilder were mentioned 

as causes for the lack of competitive power on the international markets. In fact, it 

represented a broad change in thinking. An important characteristic of the Wagner 

Committee was that it included representatives of labor unions. 

The Wagner Report provided the turning point in economic policy and 

signified a paradigmatic change. By comparison, the Wassenaar Agreement and its 

aftermath mirrored the changed view in labour relations. Labour policy was now 

typified by terms such as self-activation, more emphasis on the ability to manage for 

oneself, and a retreat of government. Thus, the Wassenaar Agreement was an 

important step in a trend towards decentralized wage bargaining that continued 

throughout the next decades. The faltering system of collective bargaining was 

replaced with a decentralized (yet highly coordinated) system. The next key moment 

                                                                                                                                                                                                     
OECD unemployment data has been adjusted to ensure comparability over time and to conform to the 
guidelines of the International Labour Office. 
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occurred in 1993, when a new pact was signed (ironically called Een nieuwe koers, a 

new direction) that again stimulated wage moderation, decentralization, and flexible 

wage negotiations. 

Economic recovery, more jobs, and a restyling of the welfare state have been 

called a miraculous turnaround in economic performance. At the core of this 

economic recovery in the late 1980s were exogenous factors, such as the recovery of 

the world economy (which was itself partly due to ongoing trade liberalisation) and 

ongoing European integration (such as the Single European Act of 1986). But it has 

been demonstrated that Dutch economic policy effectively enabled the economy to 

profit from the new export opportunities (van Ark et al. 1996). 

At first sight, the reforms seem to have been a watershed change for the 

generous Dutch welfare state with its large role of the government in the economy: 

one might even say, the end of resemblance to the Swedish Model. But Dutch supply-

side economics was more moderate than its Atlantic counterparts in the U.K. and the 

U.S. and less radically implemented than in New Zealand.  

In broad circles the belief in the central government and its capacities to 

increase employment opportunities was gradually replaced by a belief in the market. 

The Wassenaar Agreement and the Wagner Report show that policy change was 

implemented within the concertation platforms of a typical CME. The key to 

understanding the changes in the Netherlands is that, around the time the regime 

change took place, consensus between employers and labour unions was restored, 

after more than a decade of increasing antagonism. This has been called traditionally 

Dutch, since it was the traditional corporatist response to macroeconomic 

imbalances.15 But the social pact was pressed upon the unions under the spell of 

economic crisis and under a shadow of hierarchy: the government threatened to 

centrally ban wage increases if there was not a voluntary wage constraint. 

Nevertheless, it was a consensus on policy priorities, which included focus on market 

and supply side, instead of focusing on jobs in the public sector. Wage restraint and 

                                                            
15 The term ‘polder model’ is somewhat rhetorical in character and in fact does not explain much more than a 
tradition of consultation and sometimes compromise. 
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job redistribution were important parts of the Wassenaar Agreement, but they also 

signified a broad mentality change, the acceptance of a departure from Keynesian 

state intervention, analogous to the Wagner Report. 

In the Netherlands, the official dynamics of concertation were left intact and 

changes were effectively pursued within the corporatist setting – for example, the 

unions were represented in the Wagner Committee and the Wassenaar Agreement 

was a social pact signed by representatives of the unions and the employers’ 

organizations. High unemployment (assisted by the shadow of hierarchy of the no 

nonsense government) induced the unions to accept different types of reform in the 

1980s and 1990, in the labour market and in the welfare system. It can be concluded 

that in the Netherlands, a reinterpretation took place within the institutional 

parameters. This change, although impressive, took place gradually and 

incrementally. When reinterpretation was achieved on the agency-level, structural 

reform was feasible. As in the Swedish case, instrumental reform preceded intrinsic 

reform. However, since these reforms took place within the CME, from a structural 

point of view the level of coordination did not decrease (see also Touwen 2008). 

 

 

4 Discussion of the Three Cases 

 

The necessity of specific macroeconomic reform measures in order to restore the 

functioning of markets introduced changes in the institutional setting in each country. 

Generally speaking, reform, defection or reinterpretation of the coordinating 

mechanisms can lead to a decrease in the level of trust, or abuse of trust (as is usually 

illustrated with the prisoner’s dilemma). The enduring existence of trust is an 

essential premise of VOC. However, corporatism in Sweden and the Netherlands 

survived the regime change: the former by finding a new shape after prolonged 

struggles, the latter by accepting new priorities. In New Zealand, reform took place in 

the LME, where non-market coordinating mechanisms were weak. Radical new 

policy measures could be quickly implemented because interest groups could not 
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block them. Here, it is remarkable how the speed of change was facilitated by the low 

degree of corporatism, which (in VOC) is equivalent to a high level of market 

coordination in the sub-spheres of labour relations. 

Sweden and the Netherlands managed to maintain relatively generous welfare 

states, even though reforms took place reducing the level of social spending (Table 

1). Their elaborate social security schemes were anchored in CME’s with a high level 

of consultation. By contrast, New Zealand’s social system was residual and its 

decision-making structure was thin. Industrial relations were characterized by 

decentralization but the level and modes of bargaining differed per country. In 

Sweden, a shift took place from central to industry-level bargaining. This was 

accompanied by changes allowing for more room for plant-level flexibility, 

especially regarding plant wage structures. According to Thelen (2001, 79) this 

process should be described as a renegotiation of the relationship between centralized 

collective bargaining and local bargaining. Thus, wage bargaining was not 

decentralized so severely as in Liberal Market Economies and flexibility was 

achieved without increasing distrust among workers and unions. 

Scholars agree that Sweden can be considered strongly corporatist. Siaroff 

(1999, 184), who compared a large number of corporatism studies, provides an 

agreed corporatist ranking of 4.7 of a range between 0 and 5 (only surpassed by 

Norway and Austria). The Netherlands are considered moderately-to-strongly 

corporatist with a score of 4.0. New Zealand is considered weakly or only somewhat 

corporatist with an agreed corporatist ranking of 2.0 (United Kingdom 1.7). These 

scores are based on a large number of studies concerning the period between the late 

1960s and the mid-1990s. This explains why a radical transition was possible in New 

Zealand – the power structure was beneficial to radical change, there were not so 

many checks and balances as in corporatist Netherlands or strong labour unions as in 

Sweden. Notably, these data also show that notwithstanding the transitions in 

economic policy, the levels of coordination or integration remain relatively constant 

(in international comparison). Labour relations in New Zealand supported the 

dramatic policy changes because the common view held that New Zealand’s rich 
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resources could be utilized in a better way, which could alleviate poverty. According 

to a recent evaluation of the outcome of the reforms, the core objective was not 

reached: as Dalziel (2002, 45) points out, seventeen years later (in 2001) real incomes 

at the bottom end of the income distribution had decreased and unemployment had 

increased. LME’s and the CME’s owe their stability to reinforcing institutional 

complementarities, but policy change can be more easily implemented in the flexible 

LME. In all three countries reviewed, important economic policy change was 

observed which in the course of time produced structural institutional change. The 

speed and the impact of these changes differed remarkably due to the degree of 

coordination. New Zealand experienced far-reaching reform which in comparison 

made changes in Sweden and the Netherlands appear moderate. 

Before the transition, New Zealand was a LME with a large degree of 

government regulation in industrial markets. The perceived economic necessity for 

the transition lies in the economic problems of the 1970s and changes in the 

international economy (the reduction of the role of the Commonwealth) but was 

allowed by the thin decision-making structure. New Zealand’s Think Big program of 

the 1970s finds a parallel in the expansive economic policy in the Netherlands during 

the 1970s, which also resulted in a large increase in public expenditure, and an 

attempt to provide a way out of the recession by stimulating consumer spending. This 

can be interpreted as Keynesian anti-cyclical government policy, which fitted the 

logic of the contemporary economic paradigm but turned out to be insufficient in the 

context of the more structural problems of stagnation and inflation. After the 1984 

crisis, the policy measures in New Zealand were much more far-reaching than those 

in the Netherlands. The hesitant recovery of New Zealand’s economy and sceptical 

views of its radical transition (some of which claim that it did not alleviate poverty or 

provide more employment for the lower income classes) show that radical reform 

may not bring the best results. Recently, New Zealand even re-nationalized its 

railways – a sign that privatization did not bring universal happiness. Radical LME-

liberalism may have detrimental outcomes (an observation that gained some 

popularity after the worldwide credit crisis started in 2007). 
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The Swedish Lindbeck Report of 1993 can be compared to the Wagner Report 

of 1981 in the Netherlands, since both advocated a new, liberalized industrial policy. 

Sweden postponed rigorous deregulation measures in the economy until there was an 

economic urgency with high unemployment, during the economic crisis of 1990-

1991. This reminds of the recession that formed the turning point in the Netherlands 

in the early 1980s. Prolonged struggles for reform measures in Sweden show that 

CME-type coordination slowed down intrinsic reform. Here, defection was needed to 

modify the power balance that prevented intrinsic change. Various attempts of the 

social democrat government to reform the system alienated the left-wing political 

party from the unions in Sweden in the course of the 1980s. Next, the employers 

broke with central negotiations and temporarily left the central concertation platform, 

thus enforcing and accelerating economic reform. 

By comparison, the corporatist institutions in the Netherlands were either 

seduced by social bargaining or forced by economic urgency to accept the priority of 

private sector growth. The successful introduction of the market mechanism into 

various institutional subspheres is best described as a reinterpretation of priorities by 

the social partners. Corporatism, which slows down the decision-making process and 

hinders all-too-radical reform, seems to have been advantageous on the longer run. 

 

 

5 Conclusions 

 

This article shows that VOC-theory can be applied in order to develop a view on 

patterns of change. The dynamics of institutional complementarities offer an insight 

in the way economic actors perceive, accept or prevent institutional change. VOC 

draws attention to networks, balance of power, and government regulation of the 

market. This approach helps to analyse broad reform processes. On the other hand, 

the typology of VOC should be extended by analysing different types of change, 

since these display characteristics of the ideal types that are otherwise concealed. 
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Different styles of instrumental change pave the way for underlying, intrinsic reform 

of the coordinated economy. 

The 1980s and 1990s show that CME’s can be resilient and manage to adapt to 

the globalizing economy. Although most reform measures were market-oriented in 

character, both economies remained solidly coordinated. Compared with the LME, 

the CME was slower and more careful. This confirms the VOC characteristics of 

coordination in various institutional sub-spheres: consultation in industrial relations, 

networking among firms and with the government agencies, a high level of 

information sharing. The CME needs corporatist support for reform, while in the 

LME electoral results and powerful leadership may suffice. 
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1 Introduction 

 

The internationalization of German and British universities shows distinct national 

patterns.2 In the U.K., the internationalization of universities is strongly linked to the 

commodification and export of higher education services on a commercial basis. In 

contrast, internationalization of German universities focuses on not-for-profit-

projects and largely builds on collaboration with partners, both at home and abroad. 

Furthermore, while British universities can be considered as first movers, the 

systematic positioning of German universities is a relatively recent phenomenon. 

To analyze the institutional foundations of these different national patterns in 

internationalization, this paper outlines an analytical framework located within 

institutionalism and inspired by the literature on national models of capitalism. In 

                                                            
1 Social Science Research Center Berlin (WZB), Research unit: Skill Formation & Labor Markets, 
Reichpietschufer 50, 10785 Berlin, Germany, graf@wzb.eu. 
2 In this paper, internationalization refers to  “… all the policies and activities of governments and higher 
education institutions aimed at making higher education (more) responsive to the challenges of 
Europeanization, internationalization, and globalization” (Huisman/Wende 2005, 12; cf. Walkenhorst 2007). 
Furthermore, the term university is frequently used to refer to all institutes of higher education, i.e. also to 
universities of applied sciences, technical universities, and colleges of music and art. 
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particular, the conceptual toolbox of the Varieties of Capitalism (VOC) approach as 

elaborated by Hall/Soskice (2001) is adapted to the study of national higher education 

systems. Thus, existing concepts from the VOC literature, such as institutional 

complementarity and comparative institutional advantage, are applied to analyze how 

internationalization strategies of German and British universities are affected by 

national variations in the institutional configurations of the respective national higher 

education systems. 

This research design conceptualizes the incentives that the global market for 

higher education provides for the internationalization of universities as an 

independent variable.3 I refer to them as ‘structural incentives’ and assume that they 

apply to both German and British universities. However they are transmitted in 

particular ways depending on the institutional configuration of the national higher 

education system. These structural incentives ‘motivate’ the internationalization of 

universities, which in turn constitutes the dependent variable. I expect that the ‘mode’ 

of coordination in the national higher education system is an intermediate variable 

that serves to catalyze divergence in the internationalization of universities. That is, 

while the input (the structural incentives in the global market for higher education) is 

roughly similar in the case of Germany and the U.K., I hypothesize that the respective 

output (in terms of the internationalization strategies of universities) is dissimilar 

given the specific mode of coordination in the respective higher education systems. 

To put it differently, it is expected that the specific embeddedness of universities in 

the national institutional environment has a significant impact on the reaction to 

similar challenges in the global market for higher education. 

Given this research design, reference to VOC-theory is particularly appealing 

as one of its major concerns is whether national institutional settings (or major parts 

of them) remain stable, and the related modes of coordination intact (cf. e.g. 

Hall/Soskice 2001). Moreover, for VOC proponents skill specificity lies at the core of 

divergent institutional outcomes of modern political economies (cf. Culpepper 2007, 
                                                            
3 See Knight (1997) for a description of four major incentives (categorized as academic, economic, political, 
and cultural) that the global market for higher education provides for internationalization. See Marginson 
(2004, 15-18) for a definition of the global market for higher education. 
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630). VOC analyzes of skill formation have given relatively little attention to higher 

education systems. Rather, the focal point up to now is on the study of vocational 

education and training (cf. e.g. Crouch et al. 2004). This can be problematic 

especially as the knowledge that workers acquire in higher education is gradually 

becoming a larger share in the overall productive capacities of firms (cf. e.g. Barrow 

et al. 2003; Coulby 2005). Research in higher education, on the other hand, has not 

yet been concerned with the institutional configuration of higher education systems in 

respect to national models of capitalism and the internationalization of universities. 

Thus, this paper aims to contribute to a better understanding of current developments 

in higher education and is an attempt to define the role higher education plays in 

national models of capitalism. 

 

 

2 An Analytical Framework 

 

2.1 Higher Education Systems and Institutional Comparative Advantage 

 

In this paper, universities are designated as the central units of analysis, on the 

assumption that they are the key agents of adjustment in international competition. 

From this perspective, universities’ activities aggregate into the overall performance 

of a higher education system. However, other actors and organizations, such as 

governments, students, professional associations, and firms are also part of the higher 

education system. The character of coordination between all of these actors is 

determined by a set of highly-interdependent institutional spheres. I consider these 

spheres as particularly important due to the support they provide to universities to 

solve the coordination problems that arise from the interactions with the other actors 

in the system. 

From such a perspective, the institutional environment of universities is 

characterized by a set of institutional spheres whose character they cannot define. 
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Consequently, universities gravitate towards strategies that best take advantage of the 

given institutional conditions. Nevertheless, while universities cannot fully determine 

the characteristics of their institutional environment, the institutional context still 

gives them enough leeway to choose – within certain limits – their own paths. Thus, 

while institutional structure conditions university strategy, it is assumed that it does 

not fully determine it. 

Analyzing the way in which universities solve coordination problems, I refer to 

two distinct modes of coordination inspired by the two modes described by 

Hall/Soskice (2001). Higher education systems can be clustered into categories 

depending on the reliance on one mode or the other. At the two extremes of the 

spectrum stand higher education systems based more on coordination through 

strategic interactions as opposed to higher education systems based more on 

coordination through competitive markets. To give a stylized example: where the 

institutional setting supports (does not support) the formation of credible 

commitments, universities rely more intensively on strategic (market) coordination. 

Henceforth, I refer to the former case as ‘CME higher education system’ and to the 

latter as ‘LME higher education system’.4 In the pure cases, the respective mode of 

coordination is expected to stretch across the different institutional spheres in a 

higher education system. The empirical findings (presented later) show that the 

German higher education system turns out to be a relatively good example for a CME 

higher education system and that of Britain for a LME higher education system. 

To give a theoretical account, in LME higher education systems, universities 

coordinate with other actors largely through demand and supply conditions in 

competitive markets. In this case, actors adjust their willingness to demand and 

supply higher education services on the basis of market signals and the marginal 

calculations stressed by neoclassical economics. Competitive markets, characterized 

by arm’s-length relations and formal contracts, play a dominant role in the 

                                                            
4 In the VOC literature LME refers to liberal market economy (associated with coordination through 
competitive markets) and CME to coordinated market economy (associated with coordination through 
strategic interaction). 
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institutional spheres of LME higher education systems. This implies also that, for 

instance, standards are often set by market mechanisms. 

In CME higher education systems, on the other hand, one finds more reliance 

on institutional support for non-market forms of coordination. Examples for such 

institutions are legal or regulatory systems facilitating information-sharing and 

collaboration. Such institutions imply that universities largely coordinate with other 

actors through processes of strategic interaction. In this way, uncertainty about the 

behavior of actors is reduced and the formation of credible commitments, 

deliberation, effective information sharing, and monitoring of behavior is supported. 

Institutional complementarities provide the foundation for the distinction 

between these different modes of coordination in CME and LME higher education 

systems. In the conception of Hall/Soskice (2001, 17), two institutions are 

complementary “… if the presence (or efficiency) of one increases the returns (or 

efficiency of) the other”.5 Thereby, strategic (market) coordination in one sphere is 

assumed to be complementary with strategic (market) coordination in other spheres. 

Following Hall/Soskice (2001) and also Gingerich/Hall (2004), it can be assumed 

that such complementarities generate general efficiencies. Consequently, it is 

advantageous if within a higher education system similar forms of coordination are 

developed across its institutional spheres. 

The concept of institutional complementarity is crucial for an analysis of the 

comparative institutional advantage of a national higher education system. Here, the 

argument is that due to the particular institutional support a higher education system 

provides, universities in one country perform some activities better than universities 

                                                            
5 It is possible to distinguish between two distinctive institutional features: complementarity and coherence. 
Complementarity refers to the functional feature of institutions, i.e. to the joint effects at the level of 
outcomes of actions that are influenced by two or several institutions. An example would be the 
complementarity between a higher education system that produces B.A. graduates equipped with rather 
general skills and a fluid labor market with weak employment protections (cf. Leuze 2007). Coherence, on 
the other hand, refers to the structural feature of institutions (cf. e.g. Crouch et al. 2005; Höpner 2005). 
Coherence is about the interaction between the syntax or the governance mode of institutions, i.e. between 
the deliberative or enforcement aspect of rules that institutions represent. For instance, if two or more 
institutions in a higher education system entail the evaluation and ranking of the performance of universities, 
then these practices are likely to be re-enforced: “The rules of transparency practiced in one institution are 
re-enforced if used in other institutions” (Amable/Petit 1999, 16). 
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from others. Universities make use of this institutional support to derive competitive 

advantages which may cumulate into comparative institutional advantages at the 

national level. In the presence of trade in the global market for higher education, 

these advantages give rise to cross-national patterns of specialization. 

In fact, this argument can be supported by reference to the concept of path 

dependence.6 For Ramirez (2006, 123), the historical institutional legacies of the 

national educational system (referring to the macro level) shape university decisions 

and strategies (referring to the meso-level and micro-level). These decisions and 

strategies, in turn, add up to path dependencies that can explain persisting differences 

in higher education across national contexts. To put it in another way: the institutional 

configuration of the higher education system provides incentives and constraints 

which influence organizational (university) behavior, and, thus, can lead to path 

dependence. 

 

 

2.2 Institutional Spheres in a Higher Education System 

 

The aim of this section is to operationalize the institutional environment of 

universities and to depict in more detail the aforementioned institutional spheres. 

I regard the university as an organizational actor. Organizational actorhood (cf. 

Krücken/Meier 2006, 1-2) refers to an integrated, goal oriented entity that makes 

various significant decisions in its own right.7 Following neo-institutional research in 

organizational analysis, such as DiMaggio/Powell (1991), organizational actors can 

be seen as embedded in their broader institutional environment. Thereby, 

                                                            
6 According to the path-dependence-hypothesis, divergence in national developments derives from the 
particular institutional setting in which individual nations specialize. (cf. e.g. Scherrer 2005: 15, 17; also 
Arthur 1994; North 1990; Pierson 2004; cf. also Powell/Solga 2008 for an application in the context of the 
Europeanization of post-secondary educational systems). 
7 According to Krücken/Meier (2006, 4), four elements underpin an organizational concept of the university: 
“… organizational accountability, mainly through the establishment of evaluation procedures; the tendency 
towards defining ‘own’ organizational goals through mission statements […]; the ongoing elaboration and 
expansion of formal technical structures around these goals; and the transformation of university 
management into a profession”. 
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organizational decision-making can only be understood if the interactions with the 

institutional environment are considered. Based on this notion and inspired by VOC, 

I consider the capabilities of the university as relational in the sense that a 

university’s core competencies significantly depend on the quality of the 

relationships which university leadership and university staff is able to establish with 

other actors. However, this relational view does not presuppose that higher education 

systems operate like markets or universities like firms. The approach outlined in this 

paper does not necessitate an entrepreneurial conceptualisation of the university, or 

prescribe an understanding of education limited to economic utilization. I argue that – 

for an application of the conceptual tools of the VOC approach – the institutional 

embedding of the object is more relevant than its particular organizational character. 

Trends, such as the introduction of market elements into higher education systems or 

the granting of more managerial autonomy, can be seen as additional (but not central) 

points speaking in favour of the relational view of the university applied in this paper.  

In this context, I distinguish between two levels of analysis. At the macro 

level, I am mostly concerned with the national higher education system as a 

complementary subsystem within the national model of capitalism. At the meso or 

organizational level, and when depicting the respective modes of coordination, I in 

addition look at higher education systems as if they were markets. This allows an 

analysis of higher education systems at the meso-level in a fashion similar to that in 

which other markets have been examined using the VOC approach (cf. e.g. Lehrer 

2001). 

Against this background, it is now possible to sketch out the institutional 

spheres that define the interaction of a university with other actors in the higher 

education system. In their description of the institutional environment of the firm, 

Hall/Soskice (2001, 7) consider four spheres, namely industrial relations, corporate 

governance, inter-firm relations, and vocational training. Out of these, I consider 

industrial relations and corporate governance as also relevant in the case of 

universities, next to their approach to the sphere of vocational education and training 

more generally. The notion of inter-firm relations I apply in the sense of inter-
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university relations as well as university-firm relations. Given that students are most 

crucial participants in higher education, I also consider the sphere of university-

student relations. Finally, as control and supervision of educational systems is usually 

(at least partly) governmental (e.g. Archer 1989, 242), I add the sphere of university-

state relations. 

University-state relations are especially important given that the regulations 

governments promulgate have significant influence on all other spheres in the higher 

education system. This influence can be of direct or indirect nature. An example for a 

direct (and rather causal) influence is the impact the state has on universities’ 

corporate governance given the kind of financial support it grants to them. An 

example for an indirect (and rather complementary) influence is the state’s impact on 

university-student relations via the previously mentioned impact on universities’ 

corporate governance.8 In the sphere of corporate governance the major challenges of 

coordination for university management are to gain access to finance, and for 

investors to assure returns on their investments. An example for a central 

coordination problem in the sphere of university-student relations is to secure 

sufficient numbers of (talented) students. In the sphere of university-firm relations a 

major coordination problem for universities is to deal with firms’ demands for 

qualified workers as well as state-of-the-art technologies. The major actors in the 

sphere of industrial relations are the employees of a university, whereby successful 

coordination depends on the capability to secure the cooperation of workers (and 

trade unions) as well as to regulate working conditions and wages. In the sphere of 

inter-university relations the university deals with other institutes of post-secondary 

education. Thereby, the quality of coordination between universities has, for instance, 

a crucial impact on technology transfer and the quality of collaborative research. 

 

 

 
                                                            
8 For example, after the U.K. government had ceased to subsidise non-EU international students and also 
abandoned the ceiling on tuition fees these students can be charged, university managers began to perceive 
them as customers (with customer demands) to be competed for in a global market for higher education. 
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3 The Example of German and British Universities 

 

The six institutional spheres sketched above serve as a basis for describing the mode 

of coordination and institutional complementarities in regard to the 

internationalization of German and British universities. The empirical material for the 

case studies is drawn from a research project which I carried out at the University of 

Kassel (Germany) and during a visit at the University of East Anglia (U.K.). For 

instance, some data is gathered from academic staff at the International Centre for 

Higher Education Research in Kassel. Also, I draw on primary sources, such as 

universities’ mission statements on internationalization or action scheme papers by 

the British Council and the German Academic Exchange Service (DAAD). In 

addition, I carried out interviews in both Germany and the U.K. with senior 

university administrators in charge of internationalization.9 

It is important to note that this paper focuses rather on the conceptualization of 

a comparative-analytical framework while all details of the empirical analysis can be 

found in Graf (2008, 26-41).10 In this section, some of the major findings are 

summarized in a stylized way.  

First of all, it turns out that institutional complementarities across the identified 

institutional spheres are relevant in the context of the internationalization of 

universities. As expected, the mode of coordination in the German case is based more 

on strategic interaction, while in the British case rather on market coordination. This 

is supported by the following stylized indications for institutional complementarities 

across institutional spheres in the context of internationalization.  

University-State Relations: In Germany, the state has a relatively high control 

over universities combined with the responsibility to finance them (Kehm 2006, 730). 

                                                            
9 For example, I interviewed the Pro-Vice Chancellor of the University of East Anglia (UEA) (Norwich, 
15.11.2007); the Head of Admissions of UEA (Norwich, 16.11.2007); the Internationalization Coordinator of 
UEA’s Faculty of Arts and Humanities (Norwich, 16.11.2007); the Exchange Programme Coordinator of 
UEA’s Faculty of Arts and Humanities (Norwich, 16.11.2007); the Erasmus Coordinator of UEA’s Faculty 
of Arts and Humanities (Norwich, 16.11.2007); and the Head of the Department for Internationalization, 
International Relations and Public Relations of the University of Kassel (Kassel, 24.01.2008). 
10 See http://www.wzb.eu/bal/aam/pdf/2008-507_graf.pdf. 
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The relative secure funding through the state has led to the perception of higher 

education as a public good. In the traditional Humboldtian model, institutional 

autonomy exists only in regard to issues of teaching and research, which restricts 

entrepreneurial activity (Coate et al. 2005, 233). At the same time, the influence of 

the state is sanctioned by intermediary actors, whereby these cooperative and 

coordinating bodies (next to universities) are the most active carriers of the 

internationalization process (Hahn 2004a, 82). Examples for such bodies include the 

Standing Conference of the Ministers of Education and Cultural Affairs of the Länder 

(KMK), the Joint Science Conference of the Federal and Länder governments 

(GWK), the German Rector’s Conference (HRK), or the German Academic 

Exchange Service (DAAD). In the U.K., on the other hand, the state is rather an agent 

of market preservation, providing a flexible regulative framework complementary to 

the high degree of institutional autonomy of British universities (Evans/Williams 

2005). The British state rather steers higher education at the distance, for example 

through the application of performance indicators and performance related incentive 

schemes (cf. De Boer et al. 2006). Thus, a customer-producer relationship is 

promoted, whereby universities are legally independent bodies responsible for self-

management (Clark 1983, 128). Hence, they are not regarded as fully part of the 

public sector (cf. Shattock 2006, 1026). Beyond that, financial stringency in state 

funding has led to perception of higher education as a private good (Huisman et al. 

2005, 235). 

Corporate Governance: In Germany, the collaboration of universities with 

firms on the basis of the sponsorship for international activities is common (Head of 

the Department for Internationalization, Kassel University; Kassel, 24.01.2008). 

Nonetheless, universities’ offshore projects are largely paid for with public funds. 

This, on the one hand, fosters long-term relations with the partners abroad but, on the 

other hand, restricts entrepreneurial activity. To the contrary, for U.K. universities it 

is a financial necessity to approach internationalization as an income stream 

(Evans/Williams 2005, 90), whereby internationalization is financially incentivized 

also within the university. Correspondingly, profit-oriented joint ventures in 
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internalization are very common. Not surprisingly, offshore projects of British 

universities have to regenerate investments quickly (Pro-Vice Chancellor of UEA; 

Norwich, 15.11.2007). 

University-Student Relations: In Germany, the competition of students for 

places at universities, as well as the competition between universities for students, is 

far less pronounced than in the U.K. (cf. Nullmeier 2000, 216). In the German case, 

international students are mostly attracted through networks and scholarships (Coate 

et al. 2005, 213). In the U.K, however, university management perceives students 

much more as customers. International student recruitment is mostly outsourced to 

private agents operating abroad (Head of Admissions UEA, 16.11.2007). Here, the 

key objective is the commercial selling of higher education services (Evans/Williams 

2005, 76-79).  

University-Firm Relations (Labor Market Nexus): In the case of Germany, the 

exported study programs often reflect industry-specific training (cf. e.g. Hillmert 

2008 on vocational specificity in the German vs. the British skill formation system). 

The contents of the programs that are exported are linked to the specific strength of 

the German economy, e.g. engineering and natural sciences (Loreck 2005). Quite 

differently, in the U.K. the exported study programs rather lead to general skills, and 

the exported programs are mostly based in management, finance, service, and 

computing. This, in turn, reflects the U.K.’s industrial strength (e.g. Kemp 2004). 

Furthermore, British offshore programs usually focus on undergraduate studies in 

book sciences which offer the highest immediate returns on investment (Pro-Vice 

Chancellor of UEA; Norwich, 15.11.2007). 

Industrial Relations: In the Germany case, one observes a relative inflexibility 

with regard to the adjustment of contracts to incentivize internationalization. 

Therefore, universities are hampered in their offshore activities due to the 

inflexibility to change personnel and adjust human capital to the requirements of 

internationalization projects (Hahn 2005, 35). Inflexible payment scales also reduce 

the competitiveness of German universities in the international market for research 

personnel (Spiewak 2008). By contrast, in the U.K. staff is directly hired by the 



 

214 
 

university, they are not public servants, and university management can terminate 

their employment. Likewise, only minimal legal requirements in regard to 

employment law, pension arrangements, and holidays apply (De Boer et al. 2006, 23; 

King 2004, 19). Crucially, this more flexible contractual framework offers greater 

leeway to compensate for international work (Davies 1995, 9). 

Inter-University Relations: The interaction between German universities tends 

to be collaborative in nature. This is due largely to the co-ordination and conflict 

solving function of the national intermediary actors (Kehm/Lanzendorf 2006, 142). 

Indeed, the number of intermediary actors (some of which were named earlier) 

indicates that internationalization reinforces the intra-institutional cooperation culture 

(Hahn 2004a, 34). In the British case, on the other hand, inter-university relations are 

rather competitive, as evidenced by the prevalence of league tables and auditing 

agencies. Corresponding to this, in the U.K. internationalization is more a matter of 

individual universities (Pro-Vice Chancellor of UEA, Norwich, 15.11.2007, cf.  

Huisman et al. 2005). 

Arguably, one of the most interesting results of the comparison so far relates to 

the significant role the state plays as a factor of differentiation. For instance, in the 

case of Germany the state actively pushes universities to catch-up with 

internationalization, whereas the internationalization of British universities is rather 

driven directly by the market. However, findings such as these do not imply that one 

approach to internationalization is superior to the other. Rather, the implication is that 

universities from Germany and the U.K. have quite different capacities for innovation 

with regard to the export of higher education services. In the following, I provide a 

two-step overview in relation to these differing comparative institutional advantages.  

To begin with, I characterize the typical strategy German and British 

universities have towards internationalization: German universities are inclined to use 

cooperation-type strategies, which are often more academically and culturally driven 

and shaped by long-standing links and mutual trust (Coate et al. 2005, 221; Huisman 

et al. 2005, 238). Part of this strategy is to foster participation in international 

collaborations, strategic alliances, and networks (Kontigiannopoulou-Polydorides et 
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al. 2004: 251), e.g. through the building of foreign backed institutions in close 

cooperation with universities and relevant actors in the target country. Also, German 

universities are actively engaged in the European dimension to internationalization. 

That is, they put a strong emphasis on collaborative activities within the European 

Research Area (Hahn 2004b, 61). At the same time, the internationalization of higher 

education is frequently depicted by policy makers as foreign economic policy. In this 

context, the internationalization of universities is aimed at flanking the German 

export industry and at winning ‘masterminds’ in economically interesting regions (cf. 

e.g. Euler 2007). 

British universities, on the contrary, are rather inclined to use individual, 

commercial, and market-based strategies of internationalization, e.g. based on 

commercial franchise agreements or contracts with private recruitment agencies. 

More generally, there is a relative disinterest in networks that are not directly profit 

generating. Collaboration typically takes place only if it is paying off in financial 

terms, but then at arm’s-length relation with the respective partners (cf. 

Evans/Williams 2005, 69). Thus, not surprisingly, British universities tend to have 

fewer collaborative agreements outside the EU’s Erasmus program for student 

exchange (Head of Admissions UEA, Norwich, 16.11.2007). What is more, incoming 

Erasmus students are often seen as a cost burden (Pro-Vice Chancellor UEA, 

Norwich, 15.11.2007). 

Moving on to the second step, I now depict the product markets and the 

different capacities for innovation of German and British universities in 

internationalization. In Germany, the federal structure of government and the 

consensus culture among social partners (e.g. trade unions and employers) implies 

that universities are usually not very fast in reducing barriers to internationalization, 

e.g. when it comes to the development of a sophisticated service infrastructures for 

international students (cf. Coate et al. 2005, 233; Hahn 2004b; Kehm/Lanzendorf 

2006, 136). German universities rather have the role of challengers, making 

substantial investments with hope to take on the market leaders. Their status as 

latecomers to a certain extent explains why internationalization is largely driven by 
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the government and is, therefore, more oriented to national goals (cf. Davies 1995, 

13-14). Beyond that, German universities have the role of niches focusing on 

incremental innovation. That is, they attempt to secure near to monopoly position for 

specialist services in market segments relatively unattained by others. For instance, 

German universities focus on the export of research-based programs including Master 

and PhD programs as islands of excellence (cf. e.g. Hahn 2005, 24-25). In addition, 

the exports of German universities emphasis product differentiation − they usually 

offer tailor-made programs in cooperation with local partner universities abroad and 

aim to integrate these programs into the local higher education system (cf. e.g. 

Leendertse 2007, 78; Loreck 2005). 

In the case of the U.K., on the other hand, the national institutional framework 

permits individual strategies and facilitates first-mover advantages in the global 

market for higher education (e.g. Pro-Vice Chancellor UEA, Norwich, 15.11.2007). 

An advantage of the U.K. system is that it is “intense and quick” (Head of 

Admissions UEA, Norwich, 16.11.2007).11 Academic freedom enables British 

universities to set up new programs rapidly which can then survive direct competition 

with the subsidized national programs. With that, British universities have the 

capability to respond quickly to new opportunities in the global market for higher 

education (Evans/Williams 2005, 67-68). However, the export of study programs is 

market-driven rather than by collective national goals, and focuses on programs that 

can easily be sold to the mass market. Here, a good illustration is the widespread 

international franchise of ready-made programs by British universities (cf. 

Leendertse 2007, 78). 

This stylized description of specializations in international competition 

highlights parallels between the mode of coordination in the national higher 

education system and the internationalization of universities. In brief, while British 

universities are strong and innovative in the export of study programs for the mass 

market, universities from Germany rather open up new markets by exporting 

                                                            
11 For instance, a major attractiveness of British M.A. programmes to international students is that they last 
only about one year.  
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differentiated quality products with stronger involvement of the respective partners 

both at home and abroad (for details, see Graf 2008, 41-51). 

 

4 Critical Reflections on the Research Design 

 

The VOC approach is sometimes criticized for treating nation-states as somewhat 

closed systems despite strong forces of globalization. However, this is less of an 

inadequacy when it comes to the particular topic of this paper (namely higher 

education systems) because “In contrast to many other capitalist institutions, the 

education and training systems are much less affected by comprehensive global 

regulation” (Nölke/Taylor 2007, 39). The literature on international higher education 

emphasizes that national policies, and the national context more generally, continue 

to play the most essential role in regard to higher education, in spite of the pressures 

of globalization (Kehm/Teichler 2007, 266; Huisman/Wende 2005, 238). 

Furthermore, it has been remarked that VOC does not consider hierarchies in 

regard to the influence of different institutions and, more specifically, that it 

underestimates the role of the state. This criticism is somewhat deflected in this 

paper, as I assign a central role to university-state relations. At first sight, this might 

appear to mismatch with Hall/Soskice (2001), who put a focus on relationships 

amongst organizational actors (at the meso level) rather than on the relationship 

between such actors and the state (at the macro level).12 However, in this context, it 

can be argued that state activity, while not determined, is still biased towards mainly 

pursuing such policies which are compatible with the incentives the national 

institutional environment provides. The proposition is that government policies, 

broadly speaking, work best “… if they are incentive compatible, that is if they 

reflect the underlying mode of competitive or cooperative […] coordination” 

(Hancké et al. 2007, 24). This suggests that the state’s higher education policies 

                                                            
12 It should be noted that the main intention of this paper is to depict the institutional rationales of the 
German and the British higher education systems as they are – and not to explain in all detail how far state 
regulation causes these rationales. 
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should be complementary to the coordination capacities embedded in the national 

institutional setting. 

Another issue is that there are a number of complementary explanations for the 

existence of national patterns in the internationalization of universities that do not 

relate to the working hypotheses on which this paper is based. For example, to some 

extent, the ties remaining from the British Empire play in favor of the approach that 

British universities have towards internationalization.13 Another explanatory factor is 

the comparative advantage British universities derive from English being the lingua 

franca in the world of academia.14 Beyond that, the internationalization of German 

universities seems at least partly driven by the diffusion of the strategies of the first 

movers in the global market for higher education. To a certain extent, a strategy of 

German universities might simply be to imitate the first-mover strategies of British 

universities. This could then be considered a case of institutional isomorphism 

through mimesis (cf. DiMaggio/Powell 1983), driven by the uncertainties in a 

dynamically evolving global market for higher education. However, given the 

premises of the VOC framework, imitation alone would be suboptimal for German 

universities. In other words, if German universities were to follow the 

internationalization strategies of British universities all the way, they would fail to 

optimize on the institutional complementarities that their institutional environment 

offers in regard to internationalization. 

 

5 Conclusions and Outlook 

 

The principal goal of this paper was to propose an analytical framework to 

understand better how the institutional configuration of a higher education system 

becomes apparent in the internationalization strategies of its universities. According 

to the one-best-way-hypothesis, there should be one most effective practice that 
                                                            
13 For a discussion of this aspect of colonial ties, see, for example, Coate/Williams (2004, 115) or 
Kontigiannopoulou-Polydorides et al. (2004, 260). 
14 For a discussion of the importance language plays in this context, see, for example, Hughes (2008) and 
Hahn (2004a, 70). 
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universities must adopt in the global market for higher education, or face severe 

penalties (cf. e.g. Scherrer 2005, 15). However, the cases observed here have not 

shown that differences in the internationalization of universities from Germany and 

the U.K. are deviations from best practice. Rather, the results of this research are in 

line with the path-dependence-hypothesis as the specializations of universities in 

cross-border activities reflect the institutional configuration prevalent in the national 

higher education system. 

In a first step, methodological expectations were raised that the 

internationalization of universities from CME higher education systems and LME 

higher education systems follows different paths despite the isomorphic pressure the 

global market for higher education provides. In this context, it was referred to the 

availability of institutional complementarities in the national institutional framework, 

and the comparative institutional advantages that arise from these complementarities 

for the internationalization of universities. The empirical findings show that the 

internationalization of universities from Germany and the U.K. in many ways 

conforms to the methodological expectations raised: the internationalization paths of 

German and British universities diverge, whereby the paths reflect the respective 

modes of coordination in the national higher education system. 

Surely, German universities in their internationalization necessarily have to 

adapt to some international standards which appear biased towards the LME higher 

education systems’ mode of coordination and which by now are globally accepted (as 

evidenced in the Bologna process). An example is that most of the programs that 

German universities export conform to the internationally recognized binary B.A. and 

M.A. degree structure. However, the research presented suggests that German 

universities certainly need not adapt all the way to stand competition in the global 

market for higher education. In fact, it would be an interesting question for further 

research whether the divergence in the internationalization of German and British 

universities is possibly mutually beneficial for both higher education systems. For 

example, it could be tested whether the different patterns in the internationalization of 

universities reduce direct competition in the global market for higher education while 
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at the same time providing each system with innovations. This would imply that both 

higher education systems would prosper from the differences in their institutional 

configuration. 

Future research could furthermore draw on the comparative-institutional 

framework developed in this paper to analyze aspects of current institutional change 

in higher education systems – such as the institutional reforms that the German higher 

education system is currently undergoing.15 As an institutional reform in one sphere 

can frequently affect the efficiency of operations elsewhere (Gingerich/Hall 2004; cf. 

Campbell/Pederson 2005 on the possibility of hybrid success), it would be 

particularly interesting to look into questions such as how these current reforms affect 

existing institutional complementarities and, in turn, the institutional comparative 

advantage of German universities. Thereby, reforms that push the German higher 

education system towards the LME mode of coordination may not be complementary 

to the coordinating capacities embedded in the German higher education system and 

political economy. Hence, they may cause dysfunctional incentives that lead to 

tensions in the institutional configuration and, with that, diminish the specific 

comparative institutional advantage that German universities currently have in global 

education markets. 

 

 

                                                            
15 For an overview on recent institutional reforms in German higher education, see, for example, 
Spiewak/Wiarda (2008). It is crucial to note that, while some elements of market-competition have 
been introduced recently, competition is not yet shaping the basic structure of the German higher 
education system (cf. e.g. Nullmeier 2000, 210). 
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