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Abstract Since 2008, crises in financial markets haveddrgovernments in OECD
countries to unprecedented monetary and fiscaivietgion. In previous such
situations, namely the Great Depression and stagilan the 1970s, the economic
policy consensus of the time came under closeisgrahd eventually shifted. Today,
criticism of academic economics is not in shortyput a straightforward
alternative is not in sight either. This seemsedghrticularly troubling for
governments in Europe, desperate for advice ontb@top contagion spreading from
a small peripheral economy to the core of the EeaogJnion. But then, the lessons
that especially European governments seem to daw the crisis suggest that the
economic policy consensus of the last two decasl#is its heavy emphasis on
structural reforms and inflation-targeting monetpojicy, is less obsolete than the
critics suggest.

Our contribution first assesses what the consemstisrecently has been and how it
could have been implicated in the crisis. We idgrats the elements of the consensus
that are potentially flaws responsible for theisrtee notion of a fundamental
equilibrium that is determined independently obfigial markets, the focus on micro
foundations that neglects issues of systemic #yahihd an obsession with structural
reforms of labour markets. The incremental shig@dnomic theorizing towards self-
regulation of markets and macro-stabilisation as=igto central banks left
governments the task of restoring the role of ttieepmechanism in labour and
product markets. A stronger role of price adjusttaémcreased the flexibility of
nominal prices but not necessarily real adjustment.

Second, we argue that the policy consensus corstitaugersist because it is
politically attractive. Following Hall (1989) whaiggested that ‘the political power of
economic ideas’ requires, at a minimum, their ecagpadministrative and political
viability, we identify the attractions of the poficonsensus as directly following from
its theoretical flaws. In monetary policy, agerztion of monetary policy — ie the
creation of independent central banks -- freezhfiauthorities from dealing with
issues of macro-stabilisation for which they tyflicget more blame than praise. The
assurance that there is a full-employment equuiinrdetermined by real economic
factors enabled governments to turn a blind eyevamheating credit markets that
allowed households to finance rising consumptiofemeal incomes stagnated for
most. Finally, the focus on labour markets andcstmal reforms suited particularly
centre-left parties and governments targeting cingngjectoral constituencies, due to
a decline in industrial employment and the inedualf employment conditions in
services.

We end the paper with observations of potentiahdepes from the policy consensus
that could indicate a significant shift for the ifiohl economy of Europe. The crucial



guestion is whether political support can be mabdifor the shift from structural
reforms of labour markets to the containment dxiim financial markets. Welfare
state building in the 2bcentury depended on the active support of firmsvelfare
state expansion in the employment relationshipil&ity, robust re-regulation of
financial markets is likely to emerge as a respdagmlitical demand by ‘capitalists
against markets’ (Swenson 2002). One cannot takelédmand for granted. But we
argue that there is a prospect for the formatiopattically cross-cutting coalitions
that aim at defending the real economy againshéir@ havoc by protecting the
financial system from itself.
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Introduction: Whose crisis?

Since 2008, crises in financial markets have fog@eernments to unprecedented
monetary and fiscal intervention, unprecedenteti boscale and degree of
coordination. At the time of writing, sovereign deds are again under attack by
financial markets for their poor growth and pitifudblic finances which the crisis of
2008-09 generated. Governments are desperatevimeazh how to stop contagion
and a new recession. The situation is particuldifficult in Europe where the future
of the European Union and especially the commoreogy is at stake. This seems a
pertinent moment for taking stock of what the esuropolicy consensus of the
recent past has been, whether it is to blame #rehent crises or whether it can help
policymakers now in their attempts at effectivesismanagement.

In previous such situations, namely the Great Degpo@ of the interwar years and the
stagflation following the oil crises in the 197@s¢ economic policy consensus of the
time came under close scrutiny and eventuallyethifto Keynesianism and
monetarism, respectively. Today, criticism of agageeconomics is not in short
supply but a straightforward alternative is nosight either. The critics and
mainstream economists do not even agree on hoab#d the consensus of recent
years. The less favourable characterisations spamfrivatised Keynesianism
(Crouch 2009) and neo-liberal market fundamenta(idail and Lamont 2011) to
macroeconomics based on models of a centrally ptheoonomy (Buiter 2009). For
evidence of a paradigm in crisis, the critics campto overindebtedness of
households and increasing inequality, but alsbéaunravelling of institutional
fundamentals such as central bank independence.

In defence, mainstream economics can point outliegtexplore market
imperfections and outright failure in controlledaions of the perfect-competition-
full-flexibility benchmark (eg Smets and Wouter 300The use of the consensus
model by many central banks and supranationaljepptsearch outfits proves that
macroeconomists are not only scientists but algmerrs engaged in fixing real
world problems (Woodford 2009). The defenders aistbred by the fact that the
lessons, which governments seem to have drawntfiemarious crises, suggest that
the economic policy consensus of the last two dex@lless obsolete than the critics
think. As before, supranational policy reports anchmit conclusions end with calls
for structural reform, budget consolidation and catment to price stability. Global
financial regulation is still orchestrated by margrey suits meeting in Basel and
relies heavily on the same old instrument of (mbdesomewhat raised) capital
requirements. Put less favourably, a distinct fml#si is that mainstream economics
is a ‘pathology’ (Hay 2011) that simply lingers without killing the patient outright.

! See Hodson and Mabbett (2009) for an insightfalysis of the UK in 2008-09.
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But what does the consensus consist of? Those @éthe financial crisis also as an
ideational or intellectual crisis tend to charaizemainstream economics as the
embodiment of neo-liberalism that assumes that etaugjet it right. Those who
acknowledge that there may have been some ovetsigltihat there is no alternative
to the new synthesis insist that there is a welletlgped analysis of market failure in
mainstream economics and it merely has to be ugdateght of the new experience.
An alternative to both is one that accepts thatis not neoliberalism that got into
crisis but a synthesis of neoclassical and New ksim economics which takes
market failures into account but has serious flthvas made it overlook all the factors
leading up to this crisis, such as systemic risk.

New Keynesianism and neo-liberalism — the argumenmt brief

Our contribution addresses the policy consensub@BEuropean political economy in
one fundamental way. In much of the writings ongh#t from the post-war golden
years to a new economic paradigm after the lat®4,%e contrast is drawn between
the Keynesian Welfare State on the one hand andilmeralism on the other harfd.
Many political scientists and political economiisrefore portray mainstream
economics, its policy advice and the politics ofrke& regulation as if it was under
the spell of a decidedly neo-liberal thrust (eg 2@¢ 1, Stiglitz 2008, McNamara
2006).

We think that this contrast is flawed. Keynesiantss not given way to a neo-liberal
agenda but to a New Keynesian-neoclassical systhiesi took price and wage
rigidities into account, as a fact of economic,lifeth costs and benefits. The New
Keynesian macro-economic policy that followed frirmombined activist inflation
targeting with structural supply-side policies, alihimeans policies that aim at
changing certain institutions like employment potiten or wage-bargaining patterns.

Structural supply side labour market policies aegfiently seen as a core element of
neo-liberalism. Activation in the sense of privaigsthe responsibility for finding a
job, in contrast to active labour market policy swherefore seen as a cornerstone of
a neo-liberal agenda that abandoned the Keyneselfal& State. However, we argue
that the turn to supply-side labour market poli@sva response to political demands
of core electoral constituencies rather than tlygdst parcel in a neo-liberal package.
In other words, both trends — the change in lalnoanket policies and the demise of
the Keynesian welfare state -- went in parallel aede even connected, but not
because of a macro-economic paradigm that was shsreiof the welfare state as
such. At first glance, this difference sounds oystlbtle, but we maintain that it
helps to understand the persistence of the pobogensus even after the financial
crisis.

A challenge to our view is Crouch’s interesting afesis that the distinction
between New Keynesian macro-economic policy angpalg-side policy agenda can
explain why neo-liberalism did not die (Crouch 2@rouch’s answer is to claim

2 See for instance Jessop (2010) for the contrasilem the ‘Keynesian Welfare State’ and the
‘Schumpeterian Workfare State’ but also Hall (2018)tive labor market policies were the supply-
side alternative to Keynesianism. Although theimpiexion varies from one country to another, they
involve government subsidies for training positiengobs created for groups at greatest risk difigl
out of the labor market, such as the young and-teng unemployed.”
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that private Keynesianism succeeded the KeynesialfaYé State which kept demand
steady and helped neo-liberalism to continue elkengh it meant harsher economic
environment for the working population. He maingaihat the Keynesian system of
public demand management was not followed by alibeoal turn to pure market
rule, but rather market liberalism combined withesmsive consumer debt incurred by
low- and medium-income households (Crouch 2009).3vatized Keynesian
demand management thus helped to maintain ratipepuhar and unwanted neo-
liberalism and liberalization.

We argue that New Keynesianism and supply-sidecieslinteract in a somewhat
different way. First of all, privatized Keynesiamsas portrayed by Crouch (2009) is
not demand management at all but a reinforcemeptas€yclical movements of
market demand. The New Keynesian policy consengahtnabove all, a move from
the macro-level to the micro-level of economic ngaraent. This micro-level
economic management addresses the supply side e€timomy that is price and
wage rigidities. It also tackles the denial of neréiccess for certain consumers that is
supposedly caused by a lack of competition betvii@eancial providers. However,
liberalization cannot be sustained on a purelylwogoal basis for long. Policymakers
must be seen to solve labour market problems arélly respond to political
demands by the electorate. We suggest that thibas the synthesis model delivered
and why even a flawed model of New Keynesian pat@king became entrenched
in our political system.

In the following, we will assess what the consensu recently was and what its
potential flaws were. Next we explore what madedbresensus attractive. In this, we
follow Hall (1989: 370-375) who proposed that ‘{haitical power of economic
ideas’ requires, at a minimum, their economic, adstiative and political viability.
That is to say, they must resolve economic probldessned pressing and relevant by
policymakers; they must be in accord with bureatc@actices and not overstretch
implementation capacities; and they must appeltdader constituencies and
possibly allow policymakers forging new coalitiohge conclude that, paradoxically,
the flaws could be the flip-side of what made thesensus attractive, in particular to
European governments with their perception of pngdew employment problems.
This is followed by an assessment how the econpulicy consensus worked in
practice and may have actually contributed to ti®sc The contribution ends with
our observations of potential departures from thlecp consensus that would indicate
a significant shift from structural reforms of lalvanarkets to the containment of
risks in financial markets. The crucial questiomlsether political support can be
mobilized for this shift. We argue that there israspect for the formation of
politically cross-cutting coalitions that aim atfeleding the real economy against
financial havoc by protecting the financial sedtom itself.

What was the economic consensus of the last two dees?

This section presents the main elements of the waode model of mainstream
macroeconomics, that is not its theoretically namtanced version but the analytical
world view with which applied economists are brougp. This workhorse model is
called the new neoclassical synthesis or New Kagnesn, labels that can be used
interchangeably as we argue belblvis necessary to recall the basics because we

% See Goodfriend and King (1997: sect.5) and Clastdal (1999: 1662) for the first overview articles
that noticed the consensus among academic ecomscanidtpractitioners of central banking; for more
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want to revisit the critique from within that acesghe economic mainstream of a
naive trust in markets and an obsession with geaqtalibrium in a complete market
system (e.g. Buiter 2009, Krugman 2009). These'inéal critiques are often taken up
in more popular versions as the ‘neoliberal’ polioynsensus in ideology and
practice. In our view, the new mainstream has Imeech more interested in market
imperfections and their policy implications thae ttritics acknowledge. This raises
the question whether the economic policy conseissatsall to blame for the crisis. If
it is to blame, we are in deeper trouble than dhercritics think. It will then not
simply do for economics to take account of the veald if that is what they already
did.

The workhorse model for economic policy-making

The consensus model has three building blocks ifCanld Soskice 2006: 81-90). In
the first, aggregate demand (household consumptidmpossibly firm investment)

are determined as resulting from income and themeaest rate — it is the
conventional IS curve of the old neoclassical sgsith In the second, the supply-side
of the economy is characterized as resulting fraagevand price setting in
imperfectly competitive labour and commodity masketthis is the resurrected
Phillips curve in a form that has absorbed the rtaorst critique. This supply-side
determines a ‘natural’ rate of unemployment, gitrestructural and institutional
features of the economy, such as transaction eastgorporatist arrangements which
keep it from attaining full employment. In prinagplthis long-run equilibrium is
compatible with any level of nominal prices. Soneed, finally, a monetary rule that
gives the economy a nominal anchor and gets it dolka low-inflation equilibrium
after a shock. The central bank uses the inteatst not money supply, which is the
defining difference to monetarism. The rule dessithe monetary authority’s
preferences over the inflation-unemployment trafféhat characterizes the supply-
side of the economy.

How does a capitalist economy work in this stylizieghiction? The standard situation
is that the economy is in its long-run equilibriamd then hit by a shock, that is an
exogenous disturbance in demand (change in investone&onsumption) or in supply
(change in input prices), which pushes the econoffityack. Since the ‘natural’ (un-)
employment rate is determined by wage and/or m@teers, this leaves only inflation
as ‘a choice variable for policymakers’ (Akerlofa#tl996: 1), typically with zero as
the optimal inflation raté The central bank perceives shocks as making thieoacy
deviate from its inflation target. If then priceser more, the central bank must raise
the interest rate (or vice versa), which reducesddgmand for credit that would
sustain the existing level of investment and corsiton. Higher unemployment will
dampen wage and price increases, depending ordhaés of the labour and product
market such as employment protection or costsioé @djustment which determine
short-run trade-offs between inflation and emplogim&he central bank moves the
economy along these short-run Phillips curves badke long-run equilibrium. The
more inertia there is in price- and wage settihg,longer this will take and the more
unemployment will be necessary to force down irdlatFrom the point of view of
the central bank, the supply side (Phillips curigjhus the constraint on its

recent and accessible presentations, see CarliBaskdce (2006: especially ch.15) and Woodford
(2009). Mankiw and Romer (1991) have presentedadly éNew Keynesian) textbook version.

* In his comments on Goodfriend and King (1997: 2&8%nchard (1997: 293) notes that the presence
of wage rigidities makes the consensus that cebnaks should target inflation close to zero daubtf
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stabilization policy while the demand side (IS @Jris the transmission channel
through which monetary policy works.

The first observation that will strike most readisrthe central role of monetary
policy for the working and stabilisation of the aooy. The first surveys of
Goodfriend and King (1997) and Clarida et al (198&]ified the macroeconomic
consensus by pointing out the role of monetarygyah it. The consensus could be
formulated without any reference to fiscal policyhe new synthesis considers fiscal
policy to be distorting, determined by a politipabcess and thus ruled by other than
efficiency considerations (Goodfriend and King 19837, 245, 280). In their
extensive survey of the New Keynesian consensubeooonduct of monetary policy,
Clarida et al (1999: 1702) mention fiscal policyyoonce, namely when they note
that in a low inflation environment, nominal intsteates may hit the zero bound and
so the ‘important open’ question arises ‘whethaparation from fiscal policy is
necessary’. It would probably have perplexed Keyodsd that this is considered an
open question by economists who align themselvds g name.

Monetary policy here is ‘activist’ (Goodfriend akihg 1997: 256), in the sense that
the central bank does not simply wait and see afthsturbance. But the monetary
authority is also not pro-actively seeking to sth# long-run equilibrium — this is the
role left for government and their structural refsrof labour and product markets.
The monetary rule is therefore a ‘response funttearmmarizing (averse)
preferences over inflation and unemployment. A m@@ritank with high preferences
for price stability chooses a radical disinflatstnategy even if costs in terms of
employment are high, and chooses a more gradoalstf it is less inflation-averse.

An activist central bank’s own preferences overghert-run Phillips tradeoff that
capitalist economies face imply a credibility prerol. It arises when the central bank
is more unemployment-averse than wage and pri¢ersetnd can manipulate the
very constraint it faces, here: inflation expectas. This difference in preferences
seems to be a far-fetched assumption, given tmatatdoankers are not normally
recruited from the rank-and-file of trade unionkeTationale offered is that even
independent central banks may come under pressumegovernments with an
inflation bias (Carlin and Soskice 2006: 167). Thas allowed intense study of how a
central bank with an ‘inflation bias’ can be comtenit to price stability and was
extremely influential in the design of the Europ@aonetary union (Blinder 1997,
Schelkle 2006).

The consensus as synthesis

In what sense does this amount to a policy consessd a new synthesis of once
opposed schools of macroeconomic thought, Keynissmmand monetarism? In
methodological terms, mainstream economists haredo accept most of the
critique that neoclassical macroeconomists, frortddiFriedman to Robert Lucas,
launched against the old neoclassical synthesianimg the pump-priming of the IS-
LM model. Expectations must not be treated ad haglyen careful thought, which
has been turned into the stipulation that expewtatmust be ‘rational’ in the sense of

® The reverse also holds: Carlin and Soskice (260®) devote an entire interesting chapter to fisca
policy but do not use their workhorse model atialipther words the model is not useful for the
analysis of fiscal policy.



model-consisterft This has been generalized to a call for microfatioas, that is all
macroeconomic relationships and responses musbb@dged in individually rational
behaviour that translates into aggregate behavithe.synthesis makes extensive use
of the eternally living representative agent thairaizes over an infinite time

horizon. It is the basis for Dynamic Stochastic &ahEquilibrium (DSGE) models
that many central banks and the European Commissianuse (Buiter 2009).

In substantive theoretical terms, adherents ofyimehesis accept the crucial role of
monetary policy for stabilizing the economy and ten in the presence of
underemployment, inflationary pressures may atise.a moot point which school of
thought compromised more here. Monetarism andfipiing, real business cycle
theory, claimed that the central bank should sinfiglipw a strict money supply rule
that endows the economy with enough additionakaations media to grow at price
stability. This has been replaced by an inflatiargéting central bank that uses the
interest rate actively to stabilize an economy prtmshocks. At the same time,
(macro-)economists have adopted the monetaristoitige central bank that grasps
the entire macroeconomy by adding the reinterpretellips curve as a constraint on
its policymaking. The Phillips curve is now an agggaite supply curve fixing output
and equilibrium employment in the long run andddgistment path in the short run.
It makes labour and product markets ultimately wheitee equilibrium while financial
markets play only a residual rdl®©ne can thus argue that strictly in terms of
economic theory, the notion of a neoclassical sgithis more pertinent while the
policy activism of the central bank can be charstel as Keynesian. The terms can
thus be used interchangeably, depending on whtbexuthors want to stress the
supply-side determined, ‘natural’ equilibrium oethealistic’ imperfections that can
give the demand side and monetary policy a lastifigence.

The reconceptualisation of the price mechanisrhasnost relevant example to
illustrate what a rich research programme openetthaipks to this synthesis: the
evidence from mature economies suggests that armsot price takers but price
setters in markets for less than fully substitigag®ods or ‘brands’, ie in
monopolistically competitive markets (Akerlof etl#196: 21; Goodfriend and King
1997: 249). The price setting that correspondkigform of competition, namely
mark-up pricing, can grasp a rich set of econorhen@mena, such as pricing-to-
market in volatile markets and smoothing over tasitess cycle. In contrast to
marginal cost-pricing in atomistically competitivearkets, it provides a surplus that
can be the subject of negotiations with organisbar. Inflation can thus arise from
‘distributional conflict [among] different sociafgups’ held only in check by a
credibly inflation-averse central bank (Carlin &akkice 2006: 133-134, 160-168).

Its flaws in general

® That is, economic agents modelled exploit allitiermation available (which does not have to be
complete or perfect) and this information incluttes model itself. This methodological principle was
first stated by a mainstream Keynesian econonosin Muth (1961).

" Keynes’ economics arguably had the employmenti @ermined in the interaction between product
markets (‘effective demand’ in the sense of demapkcted by firms contemplating investment) and
financial markets (taxing the real economy withdiémand for an interest rate that is determinedypot
the readiness to defer consumption but by the neadito give up liquidity). See Akerlof et al (1996
and Galbraith (1997) for a critique of the old amev synthesis in this regard.
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Our overview of the economic policy consensus leefbe crisis contained three
possible candidates that may be relevant for tlestiun “Whose crisis — that of
neoliberalism or of something called new neocladsgnthesis/ New
Keynesianism?” It may be helpful to summarize therafly at this point, mainly to
show that what could be dismissed as rather esaguabbles among academics
before the crisis might be serious flaws from highis

At the most obvious level, we agree with the csita€ mainstream economics that the
underlying benchmark of a dynamic general equilitoris a problenf.This reference
point gives the impression that the enlightenedlésHand can shift the economy
gradually and continuously towards this benchmiaykgetting rid of rigidities, by
aligning incentives through more transparent infation and by allowing for the
emergence of missing markets through permissivalatign. Financial markets
cannot alter this underlying equilibrium, if anyigithey should facilitate its
attainment. This is the source of the label ‘mafkuatiamentalism’ for the trend in
economic policy over recent decades (Hall and Lar@bal). It also paints a much
more optimistic image of capitalist economies thencan find in Keynes (1936,
ch.24). In this mainstream economics perspectapitalist economies may be full of
microeconomic imperfections but they have no systdlaws. Market adjustment
may work imperfectly, but it does not work pervdyses Keynes (1936: 291)
maintained for a situation of deflation and Shi([2903) for a situation of asset
market bubbles.

Secondly, the micro foundations agenda, while segiyniesoteric for non-
economists, served to restore the superior rofgiogé adjustment. Only non-
economic explanations, such as political forcesider power) or psychology (the
representative worker resents inequality), can nsakse of ‘real rigidity’, for
instance wage earners resisting wage cuts whed faitle rising unemployment. This
goes directly against the Keynesian propositioh go@ntity adjustment may trump
price adjustment in capitalist economies and thatrhay be functional. For the latter,
take the case of why market forces cannot leacdcanceny out of deflation: even if
unemployment has risen, there may be no tendemaegdbwages to fall. Rising
unemployment makes desperate workers to offer seeirices at ever lower wage
rates while desperate firms lower prices to s@lgbods they already produced. But
if both wages and prices fall, then real wages staghly constant and in any case do
not necessarily fall as much as needed to makes fkeep their work force, let alone
hire more workers at lower nominal wages. Thusstrghesis does not consider the
case that nominal flexibility can generate realdity, and arguably suffers from a
fallacy of composition. It takes the whole foriarts, here: by assuming that both
wages and prices are rigid while they can be Hettitfle, making the whole rigidIn
macroeconomics, (nominal) flexibility can be thelgem rather than the solution.
But the micro foundations agenda is based on thenige that macroeconomics is not
a field of study in its own right because the whslequal to the sum of its parts,
neither more nor less. This is too strong an assomps Keynes (1936: 358-361)

8 See Prosser (2006) for a particularly insightfitique.

° Economists hooked on micro-foundations typicalyet a short-cut and pretend that workers and
firms directly contract a real wage because theadgtrice level is equal to the rationally expected
level. See Carlin and Soskice (2006: 46-47) wHeaxt problematise this short-cut.
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illustrated with his ‘paradox of thrift® and social choice theorists like Thomas
Schelling (1978) confirmed since then.

Finally, the consensus model has a sensible takiesoRhillips curve, namely that it
‘may exist but it cannot be exploited’ (Carlin aBdskice 2006: 75). Yet, by making
it the prime constraint on monetary policy and maconomic stabilisation generally,
it focuses all attention on labour and commoditykats. Financial markets come in
only as an afterthought regarding the ‘transmisssdbmonetary policy. Policymakers
were busy looking under the lamp post of the nemil®sis for yet another necessary
structural reform while financial bubbles were ®aléal to grow. This was despite the
fact that there have been plenty of warnings absesét market bubbles; even Alan
Greenspan admitted that there may be ‘irrationaberance’ in financial markets, yet
the moment passed after markets rebounded aft@00te crash. By concentrating on
markets for (the flow of) services and goods, thveas an in-built analytical bias
against considering the catastrophic stock-flowastyits resulting from asset and
debt accumulation. These dynamics would come tagrany ‘rigidities’ in labour

and commodity markets on which inflation targetand structural reformers so
obsessively concentrated.

What were the attractions of this economic policy ansensus?

The flaws of the new synthesis did certainly noidish its political attractions. They
may even have contributed to its attraction, whwehcan understand following Hall
(1989) by assessing its economic, administrativepaoiitical viability. He
synthesizes three approaches. There is, firstcamoenist-centred account that claims
it is expert advice in government that gives ecoiecddeas powerful influence; it is
typically proposed by academics who served for sbme in government or in a
central bank! Second, a state-centred account claims that tieeeto which
economic ideas catch on with the bureaucracy aparicular senior officials is
crucial for their success, an approach initiated’ bgda Skocpol in historical-
institutionalist studies (Weir and Skocpol 1985hdfly, a coalition-centred account
of policymaking, in the version that Peter Gourelvi{1986) championed, stresses
that the brightest economic ideas do not have rnaffelst if there are no coalitions of
interests organizing around them. Hall (1989: 83/%)-388) suggests that each of
these accounts notes an important requiremenhéoviability of an economic idea in
practice: it must be translated from a scholargcdurse into something that
policymakers find useful; the state machinery ntogseible to work with this idea; and
a set of political constituencies must find policleased on the idea in their interest.
Obviously, each of these determinants and theirbooation leaves a lot of space for
country variation that would require a researchgmtoof its own to fully explore

here.

Economic viability

The consensus model must have offered answersabamepresentative politician or
expert audiences outside central banks perceitteeamost urgent economic policy
problems. For this to be the case, they shouldeastquired to understand the

1% The paradox is that households’ attempt to savesman lead to less saving in the economy. It is
based not on some ‘rigidity’ but on the perfectdiioning of the price mechanism that responds to
lower demand when goods are actually bought ardifeoimoney payments.

1 Recent examples can be found in Bussiére andcat2610).
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workhorse model in any detail. During the 19808atron had been brought under
control by central banks mandated to focus on wtability but the rising levels of
unemployment with which economies entered every Ingsiness cycle remained a
pressing concern. So, first of all, a model thavetbfrom monetarist inflation-
fighting to responsive inflation-targeting was watte, thereby conceding that heavy-
handed inflation fighting has had high costs im&iof unemployment. Moreover, the
model took into account all those factors that daxplain the ratchet effect in
unemployment levels. Market failure, institutiomiglidities and hysteresis effects like
the rapid devaluation of human capital were alistedl to explain rising levels of
equilibrium unemployment.

The downward rigidity of nominal wages was not elgem in an era of moderate
and variable inflation. In fact, downward rigid meynwages were helpful for real
adjustment because changes in the price levekeagxbhange rate could then
engineer changes in real wages across the boaxhdethe wage structure of
different types of workers relatively untouchedt Bfter the breakdown of the
Bretton Woods exchange rate system, inflation (etgtimns) became much less
controllable as the nominal anchor of a dollar déad had been removed. It took the
volatile 1970s to build up the resolve among patiekers to fight inflation head on,
starting with the ‘Volcker shock’ in 1979. For tBeropeans, this also meant
stabilising exchange rates and this started monetaicy coordination that led to
monetary union in 1999. These ultimately succesateimpts at lowering and
stabilising inflation had the effect that downwaigid nominal wages became rigid
real wages; when the economy went through a pHadisioflation, real wages could
even rise as a result. Coordinated wage bargaimshvinad not only introduced wage
floors but also wage ceilings and used to standandages across industries to pre-
empt poaching of skilled workers, became dysfumeti@ven though they had on the
whole a levelling effect on wage growth.

Organised labour defending wage coordination was #tcused of serving ‘insiders’
only, to the detriment of the unemployed, femald goung entrants into the labour
market. This was an accusation that especiallf{DlB€ED Jobs Study of 1994
popularized and at the same time managed to gthe &ir of rigorous economic
analysis. Some relief came from work that shovied mot all wage coordination was
bad. Collective wage setting can keep wage incseaisa competitive rate if they
internalize the possible damages of overly genesettiements for the economy as a
whole. Such beneficial coordination can come froomapoly unions or from strong
unions in the exposed traded goods sectors th#tiesekiling for all others (Calmfors
and Driffill 1988; Soskice 1990). But where thesstitutions or such an export-
orientation of a national political economy areetislabour market flexibilisation
was the only game in town.

A late manifestation of the new consensual appreahthe European Council’s
endorsement of ‘flexicurity’ in December 2007. hetwords of the Commission, it
‘involves the deliberate combination of flexibledareliable contractual arrangements,
comprehensive lifelong learning strategies, effectctive labour market policies,
and modern, adequate and sustainable social portesgtstems.’ (European Council
2008) The flexicurity concept had the beauty aheonsiderate as regards the
diversity and the complexity of social policy amdbbur market interactions. As the
recent report on Employment in Europe points obterything considered, there is
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no single combination of policies and institutidaschieve and maintain good socio-
economic results, but rather there are differetityays to good performance that are,
to a large extent, the result of distinct histdricajectories. Respecting the principles
of subsidiarity (and the Open Method of Coordina}jdhis allows scope for tailor-
made policy packages to suit national preferenddsnaspect to distributional
aspects, risk-taking and other national objectivigauropean Commission 2008:

177). This is perfectly in line with the consenssigpply-side reforms can shift
economies towards a more beneficial fundamentdlilequm and increase
employment; this holds notwithstanding institutibdaersity.

Administrative viability

The record on administrative viability is arguabipre mixed. On the one hand, the
demands on administrative capabilities in macroenoa policy diminished to the
extent that responsibilities for stabilising demamahagement moved to central
banks. This has enormous practical advantagesqguines only a meeting of the
central bank’s governing council or monetary pokkoynmittee to change the interest
rate and possibly other conditions under which Banky refinance their credits to
the private sector. By contrast, discretionary sjjignprogrammes are full of
practical pitfalls for the executive. They give thgposition in parliament an
opportunity to accuse the government of too liibie late or any other easy criticism
that ad hoc programmes deserve. They require benasauo find temporary jobs in
sufficient quantity but without too much crowdingtf existing private sector
capacities. They ask for putting income at the asspp of those who spend it (instead
of saving it) without too much leakage or fraudeTlags in fiscal policy’ literature,
initiated by Friedman (1953), summarizes theseadiffies in a number of timing
problems. The synthesis model that elevates thieatdrank to the prime stabiliser of
the macro-economy and leaves fiscal policy to oslyautomatic stabilisers thus came
as a great relief

However, administrative capacities became stretamether respects, namely by the
microeconomic (‘structural’) supply-side reformstlgovernments were instead
meant to engage in. They could all be justifiednasing the long-run Phillips curve
towards lower equilibrium unemployment. But it is@nplex task to operate
‘activating’ labour market policies, such as pudtiecipients on training programmes
or engage in individual case work for job placemeasing the tax system for
‘employment-friendly’ subsidies and rate structci@swriting contracts for private
providers of welfare services which are closer trkats but also have market
incentives. This called for a profound reorgan@abf bureaucracies, for instance
amalgamating public employment services and weliffiees to ‘one-stop-shops’
where unemployed beneficiaries can get the fuljjeanf offers but benefits can also
be used as a sanction to monitor the effort insgdrch (Schelkle et al 2011). These
complexities were tackled by new public managenegtiniques and by engaging
private providers for frontline work.

The EU played a facilitating role in this. As gowerents were picking up the trend
and went for ‘activating’ labour market policieshish included outsourcing to
private providers, the EU helped to build netwask&nlightened’ civil servants who

12 Chapter 6 on fiscal policy in Carlin and Soski26@6) starts not with discretionary spending
policies but automatic stabilisers, ie built-in eewe and expenditure items of a budget that vatty wi
the business cycle such that the balance movegsearecytlically.
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understood that they could not simply oppose tieisd. An example of how
successful this can be is the formation of HOPES3clive European network of
Heads of Public Employment Services. Until thispgay, HOPES embraces and
shapes the activation and outsourcing reformsgbagernments want so as to keep
pivotal role for the public sector rather than sumb to retrenchment (Weishaupt
2010).

Still, the reorientation from macro to micro managat has proven to be an arduous,
often costly process and is by no means resolvetiwB can see that the micro-
foundations turn had attractions for fiscal auttiesi at the time, since structural
reforms promised to let the state off the hook wé$pect to difficult-to-implement
stabilization programmes that can quite visibly. faiAt the same time, this turn gave
the state a role in modern social engineering, iy an active bureaucracy rather
than complete self-denial of the state.

Political viability

Regardless of its administrative viability, the glygside agenda contributed to the
political viability of the consensus. The new sygtis appealed in particular to
centrist social democrats who struggled with thekeaing of their electoral base of
organised labour in manufacturing for some timenfBsson 1995, Kitschelt 2000).
Centre-left policy makers not only faced the prablef a steady decrease of
industrial employment rates but also increasingtipal pressures from the trend in
inequality. Their core constituencies became dvideer the amount of social
spending that went into transfer payments for laloarket outsiders. Social
Democratic governments were criticized for colluswath insiders, supported by
(spurious) evidence that they were less likelyntmeéase spending on active labour
market policies benefitting outsiders (Rueda 2086pply-side reforms were thus a
welcome opportunity, first, to shed the image ofi8lbDemocrats being hooked on
pump-priming and redistribution, and, second, tespicuously do what'’s
economically sensible even if it hurt their own stituencies of labour market
insiders in terms of job security (while promisitngm a larger take-home pay in the
long run). Structural reforms aimed at securingddietre ground of electoral
competition by orienting centre-left parties towsatbde median voter.

We can thus see how labour market reforms becatmaetate for parties in the part
of the ideological spectrum where one would leapeet it. The divisions over
preferences of social policy reforms enabled gawemts to engage in structural
reform which changed the distributional effect®ofployment-related social policies
(Hausermann 2010). Moreover, the comparative p@iatuations that supranational
agencies like the OECD and the EU produced relssitlespread the message that
activation is best practice, successfully operatathpeccably social democratic
countries such as the Netherlafdinally, structural reforms also opened the room

13 The composition of stimulus packages in OECD coesiduring the crisis of 2008-09 provides
evidence for the fact that governments have noé dmtk to large-scale public employment
programmes (IMF 2009: table 5).

1% 1n the words of Hemerijick and Eichhorst (2008 the changed endogenous policy environment of
the 1990s it became clear that the active serviesved welfare states were in a stronger posttian
the passive, transfer-oriented systems to maketatitas to the challenge of the feminization of the
labour market. In labour market policy, the newealive became maximizing employment rather than
inducing labour market exit, and this implied némk$ between employment policy and social
security, triggering a change from passive polidggnties aimed at income maintenance towards
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for projects of local job placement, which were plap with politicians due to their
experimental character, controllable effort andapportunity to claim responsibility
for them.

The Social Democrats’ embrace of structural refonras quite compatible with the
manifesto of Liberals and even the ‘compassionaie) of Conservative parties.
Thus, new party-political coalitions became possdoid a broad party-political
spectrum could be rallied around the structuralmafagenda that the new synthesis
supported. Treasuries but also senior officialspaending ministries endorsed such
public sector modernisation. The hallmark of #g®nomic policy consensus was the
Lisbon Strategy decided in 2000, when a majoritgesftrist social democratic
governments had just come to power in the EU. Theialy ordered critical reviews
of this Lisbon Agenda, most notably gathered inSlagir and the Kok reports,
criticized less the substance of the consensusthigalack of resolve with which
governments pursued't.

At the same time, governments were quite readypboé the steering capacity that
centralized wage bargaining offered particularkgathey had embarked on the
process of forming an Economic and Monetary Unei (). By negotiating wage
ceilings and wage restraint, governments couldepnet hikes in interest rates which
would have been set otherwise by central banksdardo keep wage inflation in
check (Hassel 2007). The high frequency of cemggbtiations in countries such as
Belgium and Ireland established a pattern of slyatie rents which derived from
other aspects of European (Monetary) Union, sudbvasnterest rates that made the
financing of debt less costly or combining struatdunds with tax competition,
respectively. In Southern Europe, social pacts palyially delivered the necessary
nominal wage adjustment in the context of a commorency area and were
moreover paid for by rising public debt. Policy-reektherefore became increasingly
weary of social pacts and have abandoned tripamtig@tiations whenever possible.
Governments’ support for wage setting institutiansd trade union organizations has
waned throughout the OECD. With more market medmasiin labour market and
less involvement in wage setting institutions, ploéicy consensus has moved
European political economies closer to the polggrala of the neoclassical
synthesis, dismantling trade union organization@mghaging in more radical
structural reforms than they envisioned two decaaeker.

Conclusions: Signs of a new departure?

We have shown that there was clearly a consensusaoroeconomic policy that was
not monetarist or of the real business cycle wariedr what political scientists would
call neoliberalism. Hence, we do not share théger that part of the problem that
got the rich world into the worst recession in plest-war era was that economists
were hooked on models irrelevant for an imperfeatidvand supported a neo-liberal
market fundamentalism that wanted to get governmenof the way. The consensus
research programme consisted of an intense analfysiarket imperfections and it
endorsed active policy interventions, especiallylensupply side. This consensus
was not purely academic but reached into reseaphrtments of central banks, the

active policy priorities aimed at activation anthtegration of vulnerable groups together with a
strengthening of minimum income provisions.’
15 Cf the Sapir report (Sapir et al 2004) and the Keport (Kok 2004).
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IMF, the OECD and the European Commission, whit¢imattely informed the
building of econometric models in policy analysiglavaluation.

However, we agree with the critics that the refeesto a benchmark of a general
dynamic equilibrium was a source for misleadinggyohdvice. However, in our view
it is not so much the assumptions of ‘perfectitnaittwere problematic since they
were systematically scrutinized in subsequent aealyWith hindsight, we can see
that the assumption of it being ‘fundamental’ wiae problem since this is the
economist’s jargon for ‘determined in the real emmoy’. This analytical anchor led to
a blind spot for the role of financial markets andnetary policy in determining the
activity level of any economy.

Two other flaws are not recognized as fully as ekt is necessary. There is, first,
the preoccupation with micro-foundations, ie theaidhat all macroeconomic
phenomena must be derived from individual optimargtwhich made
macroeconomists neglect systemic risks and rendeesd susceptible to fallacies of
composition. Second, the focus on (imperfect) lalamd commodity markets left no
specific and fundamental role for the financialteys and therefore missed how the
malfunctioning of asset markets may feed back acotmmodity markets.

Unfortunately, we also found reasons to believeitheas exactly these flaws that
contributed to the attractions of the economicgotionsensus. Policy-makers and
administrations were attracted to micro-optimisatio the context of a fundamental
equilibrium model because it deflected from goveenita’ perceived weakness in
macro-steering and offered plenty of policy choiaethe micro-level. This came in
handy as the composition of the electorate charmadly leading to a search for the
new middle but also to cross-party coalitions. Thesensus also seemed to address
the most urgent economic policy problem of our speamely how to raise activity
rates without pump-priming the economy into infbatary growth. It was respectful of
diversity and functional equivalence of, say, indial wage contracting and
coordinated wage-setting in achieving good econaasalts. Hence, it did not
require the elimination of all institutional divégswhich made it particularly popular
with governments and the Commission in the EU.

The political demand for the policy consensus \is@sefore strong and continues to
be so even after the financial crisis, if the referof economic governance in EMU
since 2010 tell us anything about revealed pret&giof governments
(Intereconomics 2010). The policy debate about twigxt?’ on both sides of the
Atlantic is hooked on the need for fiscal austemty the one hand, and stimulating
private consumption and investment by ending tkditsqueeze, on the other. This
is still perfectly in line with the pre-crisis carssus in its emphasis on a secondary
role for fiscal policy (that should be restoredilam creating demand through private
credit expansiof®

This ‘back to the future’ is quite worrying, howey# the economic policy consensus
of the last two decades is partly to blame forfthencial crisis. In their first
reactions, governments in the G20 and leading mestbtes of the EU seemed to be

18| this vein, Carlin and Soskice (2006: 571) discaonsumption smoothing of households as
resulting purely from the counter-cyclical credéndand of rational households to anticipated interes
rate policy.
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determined to end the regime of self-regulatiofinancial markets (Sarkozy 2008),
make the regulatory regime less dependent on privadit ratings (Yassin 2010),
and generally rein in excesses like scandalousdrdidnuses that are paid out
regardless of the performance of the businessgatheage. While some robust re-
regulation of financial markets is in the makirtggre has also been some back-
tracking, for instance by making the new emergdacijity of the European
monetary union dependent on private bond finandehamce credit rating. There has
certainly been no end to scandalous bonuses pattebyery same banks that were
bailed out by taxpayers who still suffer form tlmsequences of the crisis.

There is some alternative thinking in economic tievailable, for instance at the
Institute for New Economic Thinking sponsored byo@e Soros! But the
alternatives were pushed into heterodoxy and lithel dhance to put forward robust
models for policy analysis, in exchange with prefesal users in central banks and
Treasuries. The herding behaviour concerned ngtfordncial markets but
economics in academia as wW&lIThus, we are not optimistic that change will resul
merely from changing our economic models.

If the success and power of economic ideas depamtise political demand for them
(Hall 1989), then the crucial question is wheth@itigal support can be mobilized for
the shift from structural reforms of labour marketdhe containment of risks in
financial markets. Given the enormous politicautlthat the financial industry
attained over the last two decades, politiciandilaedy to need strong political
support to confront this industry. One counterwgilpower to business in capitalist
democracies, namely trade unions, has been weakgngalvernments themselves;
and the shift to service-based economies doesaust Wwell for a resurrection of their
former strength. Consumer organisations and sow&kements like ‘Occupy Wall
Street’ (or LSX in London) will be become more inn@amt. This is in line with
Crouch’s prediction that big corporations will lmbbied and closely watched by
social activists, and their social compact will etwelly replace corporatism as we
knew it. But it is unlikely that such activists Wibin the alarm raised by financial
regulators when households and young people cagaggtcredit. They tend to come
in after the fact, ie they are likely to raise theice only after a bubble burst.

Welfare state building in the 2@entury depended on the active support of firms fo
welfare state expansion in the employment relaligmsSwenson (2002) shows for
such different welfare states as Sweden and thth&at$usinesses sought state
protection in labour markets, depending on whatl kathproduct market competition
they faced. For instance, a minimum wage was faldarfor decent employers who
faced cut-throat competition in goods markets so titley would not be driven out by
bad employers. State subsidies for private benete desirable when bigger firms
wanted to retain skilled workers for the productadmnmore sophisticated products
(welfare capitalism in the US) while universal bisethat lowered the individual
employers’ costs in the context of centralized wWagegains (welfare capitalism in
Sweden). Thus, it is conceivable that producer ggan industrial and services
sectors other than banking might call now for notteust re-regulation of financial

7 See URLhttp://ineteconomics.org/
18 Buiter (2009); see also John Davis inideoon the INET website.
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markets or take recourse to alternative sourcésafce as the performance of
financial markets affects their own performanceammodity markets.

It is not clear at this stage whether political @eh by ‘capitalists against (financial)
markets’ (Swenson 2002) will be forthcoming. Bytaging in specialised media like
theFinancial Timesor theEconomistalso suggests that there is a prospect for the
formation of politically cross-cutting coalitiongtween non-financial and financial
businesses, the latter being concerned that thelssiec performance of banks and
the reckless behaviour of their top managers wdtlto a backlash against liberalised
financial markets. Initiatives like those of Warrguaffet and others that encourage
governments to tax the super-rich more heavilyatao be seen in this light. It seems
to dawn on some in the financial sector that ittoasmuch liberty for its own good.
Cross-cutting coalitions could form around the aindefending the real economy
against financial havoc by protecting the finansidtem from itself.
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