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Abstract

This thesis analyses how Italy succeeded in fulfilling the macroeconomic
convergence criteria agreed upon at the Maastricht conference in late 1991. It is
argued that economic policy reform in Italy between 1992 and 1998 has to be
understood primarily as the result of two sets of factors: international financial and
political pressure; and domestic political and socio-economic institutions. The
institutionally grounded concept of ‘executive strength’ is regarded as particularly
important, as ‘weak’ Italian governments had been the main reason for unsustainable
economic policies in the past.

Methodologically, the study uses an historical-institutionalist approach to explain
institutional and policy reform. From both an empirical and theoretical perspective,
successful macroeconomic convergence during the 1992-98 period represents an
anomaly. Hence the study of successful policy reform can be regarded as a ‘deviant
case study’ which is implicitly comparative in nature.

The thesis analyses in a historically-detailed manner institutional and policy reforms
in the four most relevant policy areas, that is, budgetary policy, pension reform,
private and public sector wage policies, and monetary and exchange rate policy. It is
argued that policy reforms in these four areas made an important contribution to
monetary and fiscal convergence.

The study finds that the obstructive character of domestic institutions — and
especially executive weakness - was overcome thanks to international pressure.
Nonetheless, domestic institutions continued to affect policy outcomes. By
comparing the French and Italian macroeconomic policy regimes, the concluding
chapter provides a second-line defence in favour of the domestic-institutional and
‘executive strength’ accounts.
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1  INTRODUCTION: ITALY, EMU AND THE POLITICS
OF MONETARY AND FISCAL CONVERGENCE

This thesis analyses how Italy succeeded in fulfilling the macroeconomic
convergence criteria agreed upon at the Maastricht conference in December 1991. It
is argued that economic policy reform between 1992 and 1998 has to be understood
primarily as the result of the interaction of two sets of factors: international financial
and political pressure; and domestic political and socio-economic institutions.

The study of macroeconomic convergence and domestic institutions is of great
importance for several reasons. First, an examination of the factors that influenced
macroeconomic convergence will shed light on the sustainability of Italian economic
policies. A conceptual framework for understanding convergence will thus provide
an analytical tool for evaluating whether Italian membership of Economic and
Monetary Union (EMU) will be viable in the long run. Second, a study of
macroeconomic convergence in the context of increasing internationalisation will
add to the current theoretical debate on how the ‘international’ and the ‘domestic’
interact and what role domestic institutions play in the context of increasing
economic interdependence (Keohane and Milner 1996; Milner 1997). The case study
of Italian macroeconomic reform will also evaluate the theoretical and empirical
relevance of convergence theories that posit that economic internationalisation ieads
to an increasing homogenisation of both macroeconomic policies and
macroeconomic policy-making institutions. Third, a study of Italian macroeconomic
policy reform will provide clues as to how a traditional ‘macroeconomic under-
performer’ managed to overcome domestic obstacles and achieve major
macroeconomic reform. This will provide more general insights into the conditions
that affect the initiation and content of economic policy reform.

On 1 January 1999, eleven European Union (EU) member countries formally
created EMU. The creation of a single currency marked the end of a process of
intergovernmental monetary co-operation that had begun in the late 1960s. Attempts
to create intra-European exchange rate stability such as the Werner plan, the ‘snake
in the dollar tunnel’ and the ‘snake’ were followed by the creation of the European
Monetary System (EMS) in 1979. The EMS turned out to be more successful than
previous attempts to stabilise intra-European exchange rates (Gros and Thygesen
1998; Ungerer 1997). During the late 1980s and early 1990s, the EMS even evolved



into a quasi-fixed exchange rate system and member countries increasingly aligned
their monetary policies on German monetary policy. As inflation rates converged to
German levels, realignments became less necessary. However, the degree of
convergence differed among member countries.

Despite overall increasing convergence, persisting dissatisfaction with the
asymmetric nature of the system, which placed the burden of adjustment on the
‘weak currency’ countries, became increasingly vocal and led to several reforms of
the international institutional framework, such as the Basle-Nyborg Agreement of
1987 and the Franco-German Council of 1988. Partly as a response to the failure of
these reforms to eliminate the asymmetry, the idea of closer monetary co-operation
emerged in the late 1980s. This eventually led to negotiations to create an Economic
and Monetary Union and finally to an agreement on the Treaty on European Union
(TEU) in December 1991. The TEU provided for - among other things - the creation
of EMU in three stages by 1997 or, at the latest, 1999 (Gros and Thygesen 1998;
Moravcsik 1998).

In order to qualify for stage 3 (that is, EMU membership), countries were
required to fulfil so-called convergence criteria. Article 109j obliged prospective

members to observe the following criteria:

(1) the achievement of a high degree of price stability; this will be apparent from a rate
of inflation which is close to that of, at most, the three best performing member states in
terms of price stability;

(2) the sustainability of the government financial position; this will be apparent from
having achieved a government budgetary position without a deficit that is excessive as
determined in accordance with Article 104¢(6);

(3) the observance of the normal fluctuation margins provided for by the exchange rate
mechanism of the European Monetary System, for at least two years, without devaluing
against the currency of any other member state;

(4) the durability of convergence achieved by the member state and of its participation
in the exchange-rate mechanism of the European Monetary System being reflected in

the long-term interest rate levels.

A separate protocol clarified that the inflation rate must not exceed - over a
period of one year before the examination of the fulfilment of the criteria - the
average of the three best-performing countries by more than 1.5 percentage points.
Long-term interest-rates were allowed a larger margin of two percentage points

(Gros and Thygesen 1998: 432).



On 3 May 1998, the Council of the European Union took the decision to create
EMU. All the fifteen EU member countries, except for Greece, Sweden, the UK and
Denmark, became founding members of EMU. These four countries did not join
EMU for various reasons: Greece did not meet the convergence criteria; Sweden
chose an informal opt-out by not adhering to the Exchange Rate Mechanism (ERM)
in the two-year run-up to EMU; and Denmark and the UK had negotiated an opt-out
clause in the Maastricht Treaty, which did not commit them to joining EMU.

To the surprise of many observers, Italy became a founding member of EMU.
In the late 1980s and early 1990s Italy was facing major fiscal problems.' At the
same time, it had been unable to achieve the same degree of monetary convergence
within the ERM as most other member countries. Notwithstanding current
macroeconomic problems, the Italian government under Prime Minister Giulio
Andreotti signed the TEU in December 1991, thus committing Italy to respect the
convergence criteria. Given that public debt as a share of gross domestic product
(GDP) stood at more than 100 per cent and that a budget deficit of 9.3 per cent of
GDP was expected for the year (which was in fact over-shot), it was not quite clear
how the Italian government would be able to honour this commitment (Daniels 1993;
Istituto Affari Internazionali 1993: 128).

The TEU negotiations were concluded in December 1991, the Treaty was
signed by the heads of state in February 1992 and came into force on | Movember
1993. It was approved by the Italian cabinet in April 1992 and ratified by the Senate
in September and the Chamber of Deputies in October 1992. Naturally the Treaty did
not oblige member countries to meet the Maastricht criteria. However, as there was
never any doubt that Italy would ratify the TEU and seek EMU membership, the
convergence period effectively began with the signing of the TEU. At that time, there
was little doubt about the practical implications that the meeting of the convergence
criteria would have for macroeconomic policy (c¢f. Verdun in Pochet 1998).

It was only due to a major macroeconomic effort starting in the early 1990s
that Italy was able to meet the deficit criteria and make considerable progress in
terms of stabilising and then reduéing public debt by 1997-98. Although Italy’s
government debt exceeded the limit set by TEU, Italy benefited from the ‘dynamic

! Italy was not the only country that did not respect the monetary and fiscal criteria in the early 1990s.
However, Italian macroeconomic indicators exceeded the reference values so considerably that it
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interpretation’ that stipulated a reference value equal or less than 60 per cent of GDP
“unless the ratio is sufficiently diminishing and approaching the reference value at a
satisfactory pace” (TEU, Art. 109;). Italy also met the monetary criteria: Italy had re-
entered the ERM in November 1996 and it met the inflation and long-term interest
rate targets (Presidenza del Consiglio dei Ministri 1998). Thus Italian
macroeconomic policies during the 1990s not only defied the predictions of
observers at the time but - as will be demonstrated below - also represented a puzzle
in light of political-institutional theories of economic policy.

In order to demonstrate that Italian convergence policies do indeed require an
in-depth explanation, I first review the academic literature regarding the various
aspects of European monetary co-operation and integration.” Then I briefly discuss
the possible relevance of domestic-institutional approaches to macroeconomic
policy. I argue that Italy’s macroeconomic achievement in the 1990s represents a
puzzle with respect to these theories. The research design and methodology of this

study are outlined in the last section.

1.1 Economic and System-Centred Explanations of Monetary Co-

operation and Integration
International-political and economic approaches are the natural starting point for
explaining policies of monetary co-operation and integration. Traditionally the
International Relations (IR) and International Political Economy (IPE) literature has
focused on the political or economic characteristics of the international system or has
relied on the notion of national interest to explain a country’s (foreign) economic
policies (Morgenthau 1993 [1948]; Waltz 1979). However, in the late 1970s and
early 1980s approaches that focused on the benefits and costs of co-operation rather
than on political power alone became more prominent (Keohane and Nye 1977;
Keohane 1984; Krasner 1983). Finally, economic theory accounts of monetary co-
operation were developed from the 1960s onwards (Mundell 1961; McKinnon 1963;
Kenen 1969). All of these approaches stress the overriding importance of systemic-

level variables for international monetary co-operation and integration. The most

seemed virtually impossible to meet the criteria by 1998 — let alone by 1996 (that is, the earliest
possible EMU starting date).
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representative accounts of monetary co-operation are briefly discussed here:
hegemonic stability theory, neo-liberal institutionalism and the various approaches
related to the capital mobility hypothesis.

One influential strand of the IPE literature, the so-called hegemonic stability
theory, argues that the stability (or instability) of an international economic order is
the result of the presence (or absence) of a hegemonic country willing and able to
uphold the rules consistent with this order. Hegemonic stability theory comes in three
varieties with respect to international monetary co-operation. Kindleberger (1973)
stresses the benign function of a hegemonic country in the international economic
system: the hegemon acts as a stabiliser and provides public goods, such as for
example monetary stability. Gilpin (1981) emphasises the military-coercive nature of
hegemony: the hegemonic country resorts to the use of force, or at least the threat of
the use of force, and enforces the ‘rules of the game’. A third variant highlights the
ideological aspect of hegemonic power (Ikenberry and Kupchan 1990). Hegemonic
countries use ideology to create consensus and thus exercise a socialising influence.

Considerable doubt has been cast on the relevance of these theories in the case
of European monetary co-operation and integration. It has been argued that Germany
— as a potential hegemon - failed the test for the first two accounts of hegemonic
stability theory: it more often than not pursued domestic objectives instead of acting
as a system-stabiliser; moreover, it did not possess a sufficient degree of military and
economic dominance to fulfil a hegemonic-coercive function on the European level
(¢f. McNamara 1998: 23-29). As I will show in more detail in Section 1.2, the third,
ideology-centred variant cannot provide a sufficient explanation of monetary
integration either — at least as far as monetary and fiscal convergence is concerned.

Neo-liberal institutionalism, the capital mobility hypothesis and economic
theory approaches are equally insufficient to explain satisfactorily monetary co-
operation and integration (in the context of EMU) — as will be shown below. Neo-
liberal institutionalism emphasises the possibility of co-operation in the context of
international anarchy and increasing economic interdependence (Keohane and Nye
1977; Keohane 1984). It argues that the possibility of co-operation exists despite

anarchy and the absence of a hegemonic country. Monetary co-operation is possible

2 With respect to monetary policy, ‘co-operation’ is defined as a situation where states retain ultimate
authority over monetary policy. ‘Integration’ describes a situation or process where this authority is
partially or totally transferred to the supra-national level.
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because, by reducing transaction costs and uncertainty, it guards against opportunism
in the form of beggar-thy-neighbour policies (that is, competitive devaluations) and
thus makes the game of co-operation a positive-sum-game. On that account, the
institutionalisation of European monetary co-operation provides EU member
countries with a framework that prevents them from ‘cheating’. Moving from the
EMS regime to EMU could hence be interpreted as a permanent ‘locking in’ of
commitments.

Finally, the so-called capital mobility hypothesis stresses the importance of
systemic variables for an understanding of monetary co-operation. Partly overlapping
with neo-liberal institutionalism, this approach focuses on the benefits countries can
derive from monetary co-operation. The structural power of financial markets and
increasing trade interdependence are regarded as primary sources of exchange rate
co-operation (Dyson 1994: 260-97). In short, the argument goes as follows: in a
system of free trade and free movement of capital (for example, Common Market), a
country (with the exception of the hegemonic country) cannot pursue an independent
monetary policy and a policy of fixed exchange rates at the same time. In the interest
of preserving open capital markets, countries have an incentive to sacrifice an
independent monetary policy in favour of fixed exchange rates. This situation is also
known as the ‘inconsistent quartet’ (cf. Padoa-Schioppa 1996). On this account, full-
blown monetary union as compared to a system of fixed but adjustable exchange
rates may provide further economic benefits than the ones already achieved through
exchange rate pegging (cf. Gros and Thygesen 1998: chapter 7).

Related to the capital mobility hypothesis are various economic theory
approaches such as the theory of optimal currency areas. These approaches focus
exclusively on the economic costs and benefits of monetary co-operation in terms of
its distributional consequences. Economic theory suggests that a country’s economic
characteristics should have an effect on its exchange rate policy. With increasing
openness an economy tends to become more sensitive to changes in the external
value of the currency. This suggests that with increasing openness a country should
have an increasing interest in a competitively valued as well as a relatively stable
currency (Frieden 1991). More generally, theories of optimum currency areas have
stressed the relevance of a high degree of factor mobility (Mundell 1961), the size
and openness of the economy (McKinnon 1963) and the degree of commodity

diversification (Kenen 1969) — which are all important because they can function as
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insulation mechanisms against a variety of economic shocks. Empirical research
based on the theory of optimal currency areas has shown that openness and size do
indeed increase the likelihood that a country pegs its currency (cf. Edison and Melvin
1990).

In sum, all of these systemic approaches are to a certain extent plausible.
However, although there is considerable empirical evidence that confirms the link
between increasing levels of trade and financial integration on the one hand, and
lower degrees of currency fluctuation in Europe (Frieden 1996a) on the other, neither
the capital mobility hypothesis nor neo-liberal institutionalism can satisfactorily
explain the successful pursuit of macroeconomic convergence.

Regardless of whether they stress economic or political conditions, the problem
with systemic theories is that they do not directly address the issue of agency and
individual interest. Benefits and costs of monetary co-operation are derived from the
political and economic characteristics of the international system. However, first,
these incentives tend to be ambiguous and indeterminate as a result of the
functionalist reasoning that underpins their derivation (De Grauwe 1997). For
example, increasing openness increases the incentives for both increasing stability
and a competitive exchange rate, without suggesting which one is of greater interest
to a given country. Second, the analysis of costs and benefits is primarily ‘country-
centred’ and disregards the differentiated effect monetary co-operation has on
domestic groups and domestic conflict over exchange rate policy (Frieden 1991,
1994). Third, these approaches are generally unable to explain divergence in policy
on monetary co-operation, especially when countries occupy similar systemic
positions. For example, why was Italy ‘uninterested’ in achieving the same degree of
macroeconomic convergence in the 1980s as France, even though both countries
occupied very similar structural positions in the international economic system?

The same critique applies, generally speaking, to all other system-centred
(political or economic) accounts of monetary co-operation (Henning 1998; Dyson
1994: 304-306) as well as to state-as-unitary-actor approaches to monetary
integration (Giavazzi and Pagano 1988; Moravcesik 1998; Sandholtz 1993;
Mazzucelli 1997). (The two approaches are of course the two sides of the same coin.)
Seeking to explain a state’s policy on monetary co-operation, the former approach
analyses the incentives and constraints created by the international political and

economic system, while the latter approach focuses on a state’s attempt to maximise
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(political or economic) benefits. All these accounts can potentially ratio*iclise why
countries were willing to co-operate on monetary matters, give up monetary
sovereignty and pursue policies of macroeconomic convergence. But they fall
equally short of explaining different policies on monetary co-operation.

Moreover, these system-centred approaches are to a certain degree premised on
the assumption that the state is a rational actor with a fixed preference hierarchy and
the ability to pursue policies consistent with its national interests. By dismissing the
domestic level in favour of international constraints, systemic as well as state-centric
approaches fail to explain how states were able to implement successfully
convergence policies. Naturally the state-as-unitary-actor assumption is an analytical
tool rather than an ontological fact. But it is precisely when an analytical tool cannot
explain real world phenomena that it needs to be substituted - or at least
supplemented - with other tools.

In order to understand macroeconomic convergence adequately, it is necessary
to take a Weberian approach to the state, according to which “[t]he state is neither
unified nor does it have an ability to act. The state is nothing but a collection of
institutions and rules” (Smith 1993: 49). This definition of the state allows for the
analysis of how preferences are formulated, policy decisions taken and policies
implemented. This seems a particularly plausible approach to adopt when it comes to
economic policy (low politics) as opposed to security policy (high politics). As
Krasner (1978) put it:

There is, however, no reason to assume that foreign economic policy-making is
identical with foreign political policy-making. Any economic decision is likely to affect
groups within the society differentially, creating the potential for societal conflict. For
this reason it is questionable to assume that policy can be understood solely by
examining the motivations and perceptions of central decision-makers. In a political
system where state power is weak and fragmented, foreign as well as domestic

economic policy can be influenced or even determined by societal groups (pp. 70-71).

Thus on descriptive as well as conceptual grounds, there are reasons to reject
systemic reductionism. As Gourevitch (1986) argued in a seminal study of

international economic crises:
The issue, then, is not whether the international system shapes domestic politics but
how and through what mechanisms. Unless the international situation is completely
coercive, as may be the case with foreign occupation, countries do have choices. The

selection they make from among those choices depends on domestic politics, on the



15

distribution of power within countries and the various factors that influence it - societal

forces, intermediate institutions, state structure, ideology. The international economy

affects national policies by acting upon domestic actors (p. 65; similarly Zysman 1983:

56).

In other words, the opening of the black box of the state allows for an analysis
of both preference formation and domestic conflict over policy. It also allows for an
analysis of how and why states were able to implement appropriate policies
independent of their willingness to do so. This study avoids the shortcomings of
systemic approaches and emphasises domestic preference formation and the
government’s ability to implement policies in accordance with international
commitments. These issues will be discussed in more detail in Chapter 2.

More generally, this study also argues that the source of diverging policies can
be found in diverging preferences and differing abilities to implement convergence
policies. Two examples will have to suffice here to indicate the importance of
domestic institutions and the corresponding inadequacy of purely systemic
approaches to international monetary co-operation and macroeconomic convergence.
Firstly, the example of Greece illustrates the relevance of a state’s ability to
implement adequate convergence policies. The Greek government credibly professed
its wish to become a founding member of EMU but failed to do so in 1999 because it
was unable to achieve a sufficient degree of convergence. Secondly, the inability of a
systemic-functionai approach to account for diverging preferences is reflected in the
empirical fact that some EU member countries did exhibit diverging preferences.
Sweden, Denmark and the UK were unwilling to join EMU. Systemic approaches
would have to resort to various, arbitrary ad hoc assumptions in order to explain
these anomalies (see Grieco 1995).

In short, the inclusion of domestic politics and, more specifically, preference
formation and implementation of macroeconomic policies into an analysis of
monetary integration and macroeconomic convergence is necessary. But an
unstructured analysis of domestic politics would be no less arbitrary than adding ad
hoc assumptions to system-centred explanations of country preference formation. I
thus argue below that a specific focus on domestic institutions is central for an

adequate understanding of macroeconomic convergence.
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1.2 Domestic-Level Accounts of Monetary Integration
Haggard and Simmons (1987) state that:

[Clurrent theories of international regimes have ignored domestic political processes, in
part because of the lure of parsimonious systemic theory. This neglect has extended to the
issue of how régimes actually influence national policy choices [...]. There are both
methodological and theoretical reasons to open the black box of domestic politics (p.
513).

However it is not entirely fair to say that IR theory has been solely concerned
with systemic theory. The separation between the ‘international’ and the ‘domestic’
has never been that stark in IPE (Gourevitch 1978, 1996). In addition to systemic
factors, IPE has traditionally emphasised three types of domestic accounts (Hall
1986, 1997): society-centred, institution-centred and idea-centred explanations. I will
argue that neither society-centred nor idea-centred accounts are sufficient to explain
‘macroeconomic convergence unless they include a thorough analysis of the
independent effect of institutions on macroeconomic policy.

Society-centred explanations of (foreign) economic policy generally regard
government policy as the product of interest group influence. The interests of societal
groups in turn are usually derived from the position of these groups relative to the
international economic environment and hence closely related to the (expected)
distributional consequences of economic policy decisions (Frieden 1991, 1994;
Hefeker 1997). With regard to monetary co-operation and integration, this poses
several problems. McNamara (1998: 32-42) has argued that the preferences with
regard to European monetary co-operation are unstable and that moreover there is no
empirical evidence that interest groups were the driving force behind EMU. Indeed,
there is considerable evidence that the creation of both the EMS and EMU were
driven by political rather than economic factors (Ludlow 1982; Story 1988;
Mazzucelli 1997). Clearly, with respect to both EMS and EMU there were economic
incentives for domestic interest groups to influence policy. But historical research
has shown that interest groups only had an impact at critical junctures (such as
regime reform) and that even then their impact differed across countries depending
on national domestic-institutional characteristics (Kaltenthaler 1997).

More generally, there are two main problems with respect to pure interest-

group approaches: domestic distributional consequences of exchange-rate co-
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operation are difficult to determine, and society-centred approaches neglect the
importance institutions play in the domestic policy process.

First, the exact distributional consequences of exchange rate policy are difficult
to determine (see Giovannini 1995; cf. Frieden 1994a). Exchange rate policy not only
affects domestic interest rates and inflation but also international competitiveness. It
also tends to affect fiscal and wage policy. Put differently, as policy choices with
respect to exchange rate policy have complex distributional consequences, the costs
and benefits for domestic sectors or groups is highly situationally dependent. This is
all the more true with regard to macroeconomic convergence, which is a much more
complex process than simple exchange rate co-operation, as it directly affects fiscal
policy and related areas.

A second major shortcoming of a pure society-centred approach is its neglect
of the role of domestic institutions. As Kaltenthaler (1997, 1998) asserts, societal
influence on the policy-making process depends on how influential interest groups
are domestically; and their relative influence is largely a function of how the state
and society are organised since the institutional characteristics of the state-society
relationship largely determine the influence and access to the policy-making process
of societal groups (Katzenstein 1976, 1977a, 1977b). Even though institutions are not
the only factor determining societal influence, they tend to be a crucial, intervening
vailable in the interest mediation process (cf. Gowa 1988).

In short, analysing the benefits and costs of monetary integration for domestic
interest groups and subsequently concluding that the groups — notwithstanding the
uncertainty regarding the distributional effects — that stand to benefit were the
driving factor behind integration is too simplistic. Since the influence of interest
groups is at least partly determined by the institutional characteristics of the political
system, one needs to take into account the effect of domestic institutions — at least as
a working hypothesis - and see how domestic institutions have played an empirically
verifiable role in domestic policy formation.

Another major IPE approach is the idea-centred approach (Hall 1993; cf.
Goldstein and Keohane 1993). With regard to European monetary integration
McNamara (1998) argues that the success of the ERM in terms of achieving
exchange rate stability can be explained by the changing policy beliefs of decision-
makers. The change from what Ruggie (1982) called ‘embedded liberalism’ to

‘competitive liberalism’, that is, broadly speaking, a shift from Keynesianism to
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monetarism and German-style monetary policies, was a response to the increasing
systemic constraints (especially increasing capital mobility) that national policy-
makers faced. However, various responses were theoretically (and practically)
possible so that ultimately this shift has to be understood in terms of the policy-
makers’ economic ideas that evolved in response to policy failure - and thus in terms
of a change in the dominant policy paradigm. As a result, other European countries
sought to emulate German monetary policy.

While this may or may not explain the stability of the EMS relative to the
‘snake’, as an explanation of integration and convergence, it is insufficient. First of
all, even if one grants that all countries have come round to the idea of ‘competitive
liberalism’, then this approach cannot explain why some countries decided to stay
outside EMU, even though they have (or could have) fulfilled the convergence
criteria. Secondly, and more importantly, at best this approach accounts for the
willingness of policy-makers to create a monetary union. It does, however, disregard
the capability aspect. That is, even if policy-makers have a preference for
‘competitive liberalism’ (and hence for EMU), it still does not explain how EMU
membership was achieved. The capacity of governments to implement convergence
policies and qualify for EMU membership critically depends on a country’s ability to
implement convergence policies (Walsh 1994). This is why an analysis of political
institutions is indispensable.

For very much the same reason, Marxist-informed approaches fall short of
providing an adequate explanation of EMU and especially convergence (Hueglin
1992). In fact, a Structuralist Marxist approach takes into account domestic
institutions to the extent that it regards the autonomy of the state as the bearer of the
long-term interest of the capitalist class. However, this view is too deterministic and
does not allow for institutional variation. Structuralist Marxism would regard the
state under capitalist conditions of production as autonomous without, however,
demonstrating how this autonomy is anchored in specific rules and institutions. By
positing autonomy as a premise and by not allowing for a historically detailed
analysis of how this autonomy is underpinned by a certain set of rules and
institutions, Structuralist Marxism would have difficulties explaining the differences
in attitudes of advanced capitalist Western European states towards monetary co-
operation. The diverging policies of France and the UK are only the most striking

example of how attitudes differed.
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Similarly, Instrumental Marxism, which regards the state as the instrument of
the capitalist class, disregards institutions altogether and would thus fall under the
distributional-societal approaches discussed above. Similarly, bureaucratic models or
individual leadership seem to be more useful for explaining negotiation processes
(Dyson 1998; Kaltenthaler 1997, 1998) rather than the success and failure of co-
operation and convergence. Bureaucratic struggles or personal leadership may be
important at certain stages of the integration process. However, fiscal policy, for
example, is not the exclusive domain of a bureaucratic elite, let alone an individual
leader. In democratic regimes, parliaments usually have the last word with regard to
budgetary decisions. Whether the bureaucratic elite dominates monetary policy-
making depends at least as much on elite cohesion as on the wider political-
institutional structure of the monetary policy-making regime (and especially the
existence of an independent central bank). Hence, if anything, whether or not a
bureaucracy or clearly defined elite determines monetary co-operation and
convergence will depend on the wider institutional framework within which policies
are formulated, fought over and implemented.

This suggests the need for a sector-specific analysis of domestic institutions.
This is not to say that ‘domestic institutions’ can fully explain Italy’s successful
convergence. Rather, discounting them as a crucial intervening variable makes any
account inadequate. This claim is tentatively supported by institutionalist theories of

macroeconomic policy.

1.3  Institutional Influences on Macroeconomic Policy Outcomes

The institution-centred approach to political economy posits that institutions can
explain or, at least, strongly influence policy outcomes. This approach has provided
important insights with regard to how and why institutions affect economic policy
(¢f- Katzenstein 1976, 1977a, 1997b; Hall 1986; Zysman 1983; Henning 1994;
Walsh 1994). The recent interest in how domestic institutions affect (foreign)
economic policy has more explicitly drawn on comparative methodology (Keohane
and Milner 1996; Milner 1997), thus offering the possibility of a synthesis of
comparative politics and IR theory (Milner 1998; Caporaso 1998). The two best-
known approaches that are relevant with regard to macroeconomic convergence are

briefly sketched here (see Chapter 2 for more detailed discussion).
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First, certain domestic-institutional arrangements are more conducive to fiscal
discipline, as measured in terms of the size of budget deficits and the size of public
debt, than others. Grilli et al. (1991) find that ‘representational’ (as opposed to
majoritarian and presidential) democracies, and fractionalised party systems, are
associated with high public debt. Similarly Roubini and Sachs (1989a, 1989b)
conclude that there is a correlation between the size of budget deficits and public
debt on the one hand, and the political characteristics of governments on the other
hand. More specifically, “[w]eak and divided governments (as evidenced by the
expected tenure in office, and by the number of political parties that share power in
the governing coalition) have been less effective in reducing the budget deficit than
have stable and majority-party governments” (Roubini and Sachs 1989a: 102). Both
results are consistent with the basic insight that ‘strong’, single-party governments
are much more successful at controlling fiscal policy than ‘weak’, multi-party
coalition governments.

Although the Sachs-Roubini results have been challenged (¢f Edin and
Ohlsson 1991), the majority of studies arrive at largely similar conclusions (Borrelli
and Royed 1995; for survey cf. Milesi-Ferretti 1996; Alesina and Perotti 1999). That
is, broadly speaking, strong and stable governments (characterised by a low number
of coalition parties, a ‘reductive’ electoral regime, and a high degree of cabinet
cohesion) are capable of decisive action on the fiscal front and thus are able to pursue
responsible fiscal policies over the long term. In contrast, weak, unstable
governments do not possess this capacity. Hence they delay decisive action, which
leads to persistent budget deficits and the accumulation of public debt. These results
suggest that domestic political institutions matter, for whether a government is strong
or weak and whether a party system is characterised by a high or low degree of
centralisation, will be strongly influenced by domestic-institutional arrangements,
such as the nature of the electoral system or a parliamentary or presidential
constitution.

While some studies have focused on formal political institutions, others
focused in more detail on the rules and procedures that govern the budgetary policy-
making process. The expectation that ‘strong’ budgetary rules (such as formal laws
limiting the influence of parliament on budgetary legislation, voting procedures that
enhance the position of the executive, and provisions that attribute a dominant role to

the prime and finance minister in the budgetary process) are associated with smaller
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deficits and lower debt has been confirmed by empirical tests (Von Hagen 1992; De
Haan et al. 1999). Von Hagen (1992), for instance, creates a complex indicator® to
measure the impact of different budgetary rules and finds support for the so-called
‘structural hypothesis’, according to which “[bJudgeting procedures lead to greater
fiscal discipline if they give a strong prerogative to the prime minister or the finance
minister, if they limit universalism, reciprocity, and parliamentary amendments, and
facilitate strict execution of the budget law” (Von Hagen 1992: 37). This
‘hierarchical-transparent’ type of budgetary rules contrasts with the °‘collegial-
intransparent’ type, which is characterised by a weak position of the prime minister
and finance minister in the budget process, ample opportunities for parliament to
introduce amendments and so on.

In short, there is strong evidence that both formal-political and budgetary-
institutional characteristics affect budgetary policy outcomes (also Hahm et al. 1996;
Von Hagen 1992; Von Hagen and Harden 1994 for European countries; Kontopoulos
and Perotti 1999 for OECD countries). Hence the claim that institutions ‘matter’ with
regard to budgetary policy outcomes is well supported.

Another very influential domestic-institutional approach to macroeconomic
policy that is concerned with the influence of central bank independence on
monetary performance also found strong empirical support.4 For a number of reasons
it is plausible to assume that central bank independence is positively correlated with
price stability, the most important being central bankers’ preference for price
stability as opposed to politicians’ interest in economic expansion. Statistical studies
have confirmed that (in developed countries) greater central bank independence is
conducive to lower inflation (Cuckierman et al. 199.4; Grilli et al. 1991; for a survey
of the literature see Eijffinger and De Haan 1996). Qualitative studies also tend to
confirm the relationship between central bank independence and low inflation
(Goodman 1992; Scharpf 1991). However, these studies also suggest that other

political-institutional factors can affect policy outcomes. This is, for example,

? The indicator takes into account: (1) the strength of the position of the prime minister (or finance
minister) in intra-government budgetary negotiations; (2) the limits (or lack thereof) to parliamentary
amendments; (3) the type of parliamentary votes (item by item or global); (4) the timing of
parliamentary votes; (5) the degree of transparency of the budget; and (6) the amount of flexibility in
the implementation process.

* Other factors such as labour market institutions and in particular the organisation of collective
bargaining are of considerable importance with regard to wage policy, and thus indirectly, price
stability (for detailed discussion see Section 2.4).
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reflected in the criticism that the exclusive focus on central bank independence as an
‘institutional fix’ has received (Hall 1994; Posen 1993, 1998). Notwithstanding this
critique, cross-national evidence strongly suggests that on average central bank
independence has a tangible and predictable impact on price stability.

To summarise, there is a considerable amount of evidence that macroeconomic
policy outcomes are affected by domestic-institutional characteristics of a country’s
policy-making regime. However, a weakness of policy area-specific analyses is that
they do not take into account possible ‘interaction effects’ (cf. Henning 1994; Iversen
and Pontusson 2000). Such interaction effects can potentially be very important (cf.
Parkin 1987; Burdekin and Laney 1988). For example, expansionary fiscal policies
tend to put upwards pressure on prices. The interaction effect on the policy level in
turn largely reflects interaction at the institutional level, which complicates an
institutionalist interpretation of macroeconomic policy. For example, a strong,
cohesive and insulated executive is capable of pursuing a low inflation monetary
policy in spite of the fact that the central bank is not independent. Nonetheless,
central bank independence is ‘on average’ associated with lower inflation. In other
words, it is possible that a strong, cohesive government ‘neutralises’ the effect of
‘central bank independence’. Similar interaction effects exist between wage
bargaining institutions and monetary policy regimes with respect to monetary
performance. Institutional and policy interaction make it more difficult to arrive at an
institutionalist explanation of macroeconomic policy outcomes (especially in the
context of a case study), as the economic policy outcomes are the result of not only
one policy and one institution but of a combination of interaction effects on both the
institutional and the policy level.

The intricate and complex ways in which institutions can affect policy
outcomes may seem to cast doubt on the usefulness of the institutionalist approach.
However, only because global policy outcomes, and at times outcomes in specific
policy areas, can depend on complex interaction between institutions and policies
does not mean that institutions do not matter. If anything, it means that the linking of
policy outcomes to domestic institutions requires an historically detailed study of .
interaction effects on both the institutional and policy level. This calls for a
methodological approach that is able to analyse historically complex phenomena and
causal complexity (Ragin 1987). In what follows, I briefly discuss such a

methodological approach and outline what it does and does not claim.
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1.4 Historical Institutionalism and ‘State Strength’

A historical-institutionalist approach can account for the interaction between various
institutions as well as between institutional and non-institutional factors (Ikenberry
1988; Hall and Taylor 1996; Thelen and Steinmo 1992). Moreover, historical
institutionalism is central to an understanding of the role governments play with
regard to domestic economic policy. This makes it the ideal framework for an

analysis of Italian macroeconomic policy.

Historical Institutionalism

Historical institutionalism stresses the importance of institutions for an understanding
of social and political life (March and Olson 1984, 1989; North 1990). Historical
institutionalism is quite distinct from other institutionalisms such as rational choice
institutionalism and sociological institutionalism (Hall and Taylor 1996). Thelen and
Steinmo (1992) have provided the most concise account of historical institutionalism.

Historical institutionalism puts “the emphasis on intermediate institutions that
shape political strategies, the ways institutions structure relations of power among
contending groups in society, and especially the focus on the process of politics and
policy-making within given institutional parameters” (Thelen and Steinmo 1992: 7).
In this sense, historical institutionalism helps to open the black box of the state and
remove the state-as-rational-and-unitary actor assumption as implicitly posited by
systemic-functional approaches.

In its most extensive form historical institutionalism defines institutions as “the
formal rules, compliance procedures, and standard operating practices that structure
the relationship between individuals in various units of the polity and economy”
(Hall 1986: 19). In this study ‘institutions’ will be defined in a more narrow and less
controversial sense, namely as “such features of the institutional context as the rules
of electoral competition, the structure of party systems, the relations among various
branches of government, and the structure and organization of economic actors like
trade unions” (Thelen and Steinmo 1992: 2). As I will discuss in Section 2.3 and
demonstrate in Chapter 4, previous policy choices can — under certain circumstances
- also be regarded as ‘institutions’ from a historical-institutionalist point of view

(also Pierson 1993).
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Contrary to many other approaches, historical institutionalism does not reify
institutions. This has two implications. Firstly, institutions are never the immediate
cause of policy outcomes. Under certain circumstances institutions will make
outcomes more or less likely but they never predetermine outcomes (Weaver and
Rockman 1993). Hence there is no presumption that the presence of institution A
will necessarily bring about outcome B. Rather, institutions are regarded as shaping
both the objectives of political actors and the distribution of power among them
(Thelen and Steinmo 1992: 6). In other words, institutions are intervening variables
and, to the extent that they shape power relations and affect the costs and benefits of
political action, they influence outcomes. Thus, taking into account the relationship
between various relevant actors, historical institutionalism retains the ability to
analyse agency. As Zysman has pointed out, “[a]ny useful structural [that is,
institutionalist] approach must retain a capacity to analyze the interests of actors,
their capacity to act and their influence on structure [that is, institutions]” (Zysman
1983: 349). Historical institutionalism does exactly that by allowing for the
incorporation of interest groups, public officials, international pressure and so on into
an historically bounded analysis.

Secondly, historical institutionalism is explicitly concerned with institutional
change (Thelen and Steinmo 1992). Institutions not only influence policy outcomes
but are themselves subject to change. This change may come about in response to a
variety of factors such as - among others - international or domestic pressure
(Krasner 1988). However, historical institutionalism holds that institutions are still
characterised by a certain degree of inertia and that this inertia has an independent
effect on policy outcomes. Otherwise they would be a mere epiphenomenon, that is,
a reflection of international pressures or of the balance of power between domestic
actors. Moreover, historical institutionalism claims that if institutional change takes
place, it tends to be ‘path-dependent’ in that institutions can rarely be built from
scratch. They always reflect to some extent prior institutional conditions (cf. notion
of ‘punctuated equilibrium’ in Krasner 1988).

Taken together, this allows for the possibility of a dynamic analysis of the
relationship between institutions, politics and policy outcomes. Precisely this ‘double
aspect’ of institutions in terms of being both a dependent and independent variable -

and hence in terms of being reproduced through individual or collective action as
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well as influencing individual and collective action (cf. Giddens 1984) - makes a
detailed historical analysis of institutions and institutional change necessary.

In short, historical institutionalism provides a framework for analysing and
explaining both “variation in political behavior and outcomes over time as well as
across countries, and a framework for understanding the sources and consequences
of institutional change” (Thelen and Steinmo 1992: 13). At the same time historical
institutionalism focuses on how different variables are linked and this allows us to
analyse causal complexity and historical contingency. By assigning an independent
effect to domestic institutions, historical institutionalism stands in clear contrast to
both systemic-functional and domestic interest-group accounts which tend to

disregard the importance of domestic institutions.

The Political System, the State, and Executive Strength

Historical institutionalism is particularly well suited to understand the central role
played by the executive with respect to macroeconomic policy. This is so because the
relative influence of the executive on policy outcomes is strongly determined by the
institutional characteristics of the political system as a whole. More specifically, the
‘state strength’ literature argues that the autonomy and power of national
governments relative to other domestic political actors is central for an understanding
of policy outcomes (Katzenstein 1977a, 1977b; Krasner 1977). This literature is not
always quite clear about what is meant by the term state. Confusingly, ‘state
strength’ is generally defined as the “capacity of the executive to get its own way”
(Zysman 1983: 296) in the face of pressures from other political and societal actors,
such as political parties, parliament, unions, employer associations and so on. While
I accept this definition of ‘state strength’ (meaning ‘executive strength’), I take the
term state (without inverted commas) to refer more specifically to the entirety of the
institutions of the state (executive, bureaucracy, legislature, judiciary). When a
reference to the ‘state strength’ literature is made, ‘state’ (with inverted commas) will
be used to indicate that the term actually denotes ‘executive’. ‘Government’ and
‘executive’ are used interchangeably. ‘Executive strength’ refers then to the
autonomy, power and capabilities of the executive in the policy process. Finally, the
term ‘political system’ refers to state (as defined above) and all other political actors

such as interest groups, political parties, media and so on.
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Thus, ‘state’ (or executive strength) captures the ability of the executive to
formulate policies and assert control over outcomes in a relatively autonomous
manner. This ability is to a large extent a function of “[t]he number and range of
policy instruments [that] emerge from the differentiation of state and society and the
centralization of each” (Katzenstein 1977b: 892) — and hence of the institutional
features of the state and the political system.

This means that the ‘state’ is strong if it is able to formulate and implement
policies consistent with its own preferences. A weak ‘state’ is one where policies are
the result of societal influence and thus do not represent the preferences of the
executive. This analytical distinction between weak and strong ‘states’ needs to be

qualified in several respects. First, ‘state strength’ is a question of degree.

The ability of leaders to mobilize domestic resources is a function of (a) the structure of
the domestic political system and (b) the convergence between public and private
interests [...]. The defining characteristic of a political system is the power of the state in
relation to its own society. This power can be envisioned along a continuum ranging
from weak to strong. The weakest kind of state is one which is completely permeated by
pressure groups [...]. At the other extreme [is a state] which is able to remake the society
and culture in which it exists; that is, to change economic institutions’ values and
patterns of interactions among private groups. Such extraordinarily powerful states only
exist immediately after major revolutions [when] the society is weak because existing

patterns of behavior have been shattered (Krasner 1978: 296).

In other words there is no such thing as an all-powerful ‘state’ nor is there a
totally weak ‘state’. ‘States’ are more or less powerful.

The Krasner quote introduces a second caveat, namely that variation in ‘state’
strength is not exclusively determined by the institutional insulation of the
government and its bureaucracy; nor is it entirely defined in terms of its
centralisation relative to societal groups as suggested by Katzenstein (1976, 1977a,
1977b). To a certain extent strength and autonomy also depend on a number of other
factors such as the incentives for groups to mobilise on a certain issues (cf. theory of
collective action [Olson 1965]), the presence or absence of international regimes, or
even the so-called ‘intellectual barriers to entry’, that is, the inability of individuals
and groups to relate potential policy decisions to their own tangible interests (Gowa
1988; Odell 1982: 347). Institutional insulation is important, however, to the extent

that it raises the costs of interest groups to mobilise successfully for or against certain
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policies that have been decided within these institutions. Hence the question is not so
much ‘do institutions matter’ but rather ‘when and how do institutions matter’
(Weaver and Rockman 1993; Kent 1993). This is consistent with the claims of
historical institutionalism, as discussed above and as defended throughout this study,
namely that institutions are important intervening variables but that they do not
determine outcomes. The same is true for ‘state’ strength.

Third, executive strength is not a generalised capacity. It is possible that a
‘state’ is strong in one policy area and weak in another. As Krasner (1977) has
argued, for example, the American ‘state’ is weak in the realm of trade policy but
relatively strong with regard to (international) monetary policy. The claim that ‘state’
strength seems to vary between issue areas is certainly theoretically and empirically
uncontroversial. By implication this means that in order to determine the degree of
‘state’ strength, each policy area has to be analysed in detail.

Fourth, it is not only possible that there is variation between policy areas, but
that there is also variation between the various stages of the policy process within the
same policy area. A ‘state’ could enjoy a very high degree of autonomy at the
formulation stage but have considerable difficulties in enacting and implementing its
decisions. In practice, however, it is more likely that strength at one stage is reflected
in strength at another stage within a given policy area. This is plausible because, for
example, a government that is weak at the legislative or implementation stage will
presumably have to take into account other actors’ interests at the formulation stage.

Hence, in order to determine the importance of executive strength in relation to
policy outcomes, it is important to analyse each stage of the policy process, that is,
the degree of autonomy at the formulation stage, the capacity to have its preferences
enacted (where necessary) at the legislative stage, and the strength to implement or
enforce policies against the opposition of political and societal actors at the
implementation stage. Respectively, executive insulation from outside influences, the
relative power of the executive in relation to parliament and the government’s
dependence on domestic groups in the implementation of policies will be important..

Overall, the degree to which an executive is able to contribute to shaping
policy outcomes depends to a high degree on the institutional characteristics of the
political system and, in particular, on the characteristics of the state as well as of the
wicer political system. In general it is reasonable to expect that the stronger the

cxecutive, the more it will affect policy outcomes relative to other actors. This
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influence varies across different areas and, even though it is not exclusively
determined by institutional features, it is certainly strongly affected by it.

How can the ‘state’ or executive strength argument be tested empirically? The
ultimate test consists in demonstrating that a government has the ability to choose
between different alternatives, turn them into law and implement policies against the
opposition of other powerfully placed actors (Nordlinger 1981). In other words it
needs to be demonstrated that public policy is more than the sum of societal interests
or international pressure. Alternatively, if it can be shown that policy outcomes
differed from government preferences, that the government had to compromise or
even give up its original plans in response to opposition and demands of other
powerfully placed actors, then the government can be regarded as ‘weak’. Naturally,
strength is a matter of degree.

To sum up, the ‘state’ (or government or executive) strength argument holds
that the executive has preferences of its own and that a strong executive is able to
realise these preferences, if need be, against the opposition of other actors. However,
whether this ‘state’ strength argument applies in a given case is primarily dependent
on the institutional characteristics of a given policy area. The institutional
characteristics of the state (and indeed of the political system) are important in that
insulation, centralisation and - more generally - the power of the executive relative to
other actors will increase a government’s ability and willingness to pursue coherent,
long-term policies, while political systems where the executive is weak will make
this much more difficult. This is so because the government will be forced to
compromise with the conflicting interests of other actors.’

In Chapter 2, the concept of executive strength and the importance of domestic
institutions will be applied, first, to the Italian political system in general and then to
the various policy areas relevant with respect to macroeconomic convergence. It will
also be shown that a low degree of executive strength is the single most important

factor (albeit not the only one) determining past Italian macroeconomic performance.

> If the input in the policy process is dependent on the domestic institutional structure, then the debate
between different theories of the state misses the point (Dunleavy and O’Leary 1987). Whether a
pluralist, a statist or an elitist state model applies will largely be dependent on the institutional
characteristics of a given policy area. For example, the decentralised U.S. policy process makes the
pluralist model look more adequate to explain policy formation. By contrast, in political systems
where there exists a unified, legislature-dominating executive, policy-making is better described by
statist or clite theories. :
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1.5 Methodological Remarks, Research Question and Plan of Study

This case study of Italian macroeconomic convergence makes use of the results of
both comparative and quantitative-statistical studies. It thus allows for a theory-
driven but historically detailed examination of policy reform in the various policy

areas relevant with respect to macroeconomic convergence.

Methodological Remarks

Quantitative-statistical studies tend to reason in terms of average effects but have
difficulties in capturing possible interaction effects with other variables, let alone
phenomena like conjunctural causation. Qualitative approaches examine a small
number of cases and this allows for analysis of the complex and sometimes
historically contingent interaction between different factors. They tend to be
historical-inductive and case-oriented (Ragin 1987) and thus tend to overemphasise
historical contingencies.

According to Lijphart (1975), there are three types of non-experimental
scientific methods: the case study method, the comparative method and the statistical
method. Essentially, case studies “are intensive but uncontrolled examinations of
single cases that cannot directly result in empirical generalizations” (Lijphart 1975:
160). By contrast, the comparative and the statistical methods allow for the
generation of empirical generalisations (Ragin 1987). Again, according to Lijphart
(1971), there are six types of case studies: a-theoretical, interpretative, hypothesis-
generating, theory-confirming, theory-infirming and deviant case studies (similarly
Eckstein 1975).

In terms of method, this study seeks to square a case-study approach with a
comparative approach. From the point of view of institutionalist theory, the study of
Italian macroeconomic convergence can be regarded as a ‘deviant case study’. This
is so because, as will be shown in Chapter 2, institutionalist theories of
macroeconomic policy would have predicted that Italy would fail in its attempts to
meet the Maastricht criteria. Thus, although this study consciously adopts a case-
study approach with an emphasis on historical detail, descriptive accuracy and causal
complexity, its ‘deviant case’ character makes this study implicitly comparative
(Lijphart 1975). In other words, the study examines a single case (that is,

macroeconomic convergence in Italy) in a comparative perspective (based on results
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of quantitative-statistical and qualitative-comparative studies) “in order to probe the
mechanisms of change, the details of the processes, and the presence or absence of
specific factors” (Little 1990: 32) — and thus to explain successful macroeconomic
convergence.

The implicitly comparative character of a deviant case analysis allows for a
more satisfying — because theory-driven — exploration of the conditions, factors and
processes that led to convergence. It thus allows for an examination of causal
complexity and historical contingency that are difficult to capture in statistical
studies. This method is also consistent with the historical-institutionalist approach
that holds that institutions do not determine outcomes and that their effect will tend

to depend on the presence or absence of other (contingent) factors.

Research Question: Italy and Successful Macroeconomic Convergence in the
1990s

If domestic institutions have been shown to have an independent impact on
macroeconomic policy, then it is legitimate to incorporate the study of domestic
institutions into an analysis of macroeconomic convergence. This study then
exarnines the politics of macroeconomic convergence in Italy with a special focus on
dornestic institutions.

Why focus on Italy? First, Italian domestic institutions in the late 1980s and
early 1990s were not conducive to sustainable macroeconomic policies. From a
cross-national and institutional point of view, Italy’s successful convergence policies
are particularly puzzling. As will be demonstrated in more detail in Chapter 2, Italy
was characterised by a set of institutions that was conducive to short-termist
macroeconomic policies that ultimately were unsustainable. From an institutional
point of view, it was puzzling that Italy was able to achieve sufficient
macroeconomic reform in the 1990s to enable it to meet the convergence criteria.

Second, from an historical perspective, Italy’s economic achievement is
surprising. Italy has been confronted with high deficits and high government debt for
more than two decades. Until its exit from the ERM in 1992, Italy had not been able
to achieve monetary convergence with the best-performing countries such as France
and Germany in that Italian inflation had been constantly and considerably above the
European average. Similarly, fiscal policy was way out of line with respect to other

European countries. In other words, the comparison of Italian macroeconomic
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performance of the 1980s with the performance after the early 1990s begs the
question of why and how this major policy reform that eventually resulted in
successful convergence occurred.

The question of why Italy realised such a major effort is without doubt to be
found in the need for macroeconomic convergence as stipulated by the TEU. At
least, this is true with respect to the second half of the 1990s. But this does not
answer the question of how Italy was able to achieve policy reform. In short, from an
historical perspective, Italian macroeconomic achievements in the 1990s represent a
puzzle that requires an explanation.

That Italy would exhibit a generally positive attitude towards the EMU process
would have been expected on the basis of Italy’s traditional pro-European policies. In
addition to the attitudes of the economic and political elite, public opinion showed
considerable enthusiasm - indeed the greatest support among all European countries
for most of the period - for European integration as well as EC and EU membership
(Commission of the European Communities 1998; Istituto Ajfari Intemazionali
1993: 44-46). Moreover, Italian public opinion in favour of EMU was strongest by
far among all European countries - even in the face of fiscal adjustment and
economic problems (Figure 1-1).

Figure 1-1 Net Support for Single Currency, 1996
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In 1996, for example, after four years of restrictive macroeconomic policies, 78
per cent of Italians were in favour of EMU, while only 9 per cent were opposed to it.
Ireland came second with 66 per cent for and 16 per cent against. Thus the
interesting aspect of Italian policy toward EMU is not to explain Italy’s general
interest in joining EMU. Rather, the interesting question is how Italy was able to
implement policies that allowed it to satisfy the Maastricht criteria.

Several objections can be raised against the formulation of this research
question. One might argue that the threat of exclusion from EMU or the political
motivation behind EMU explains the success of Italian macroeconomic efforts (Baun
1996; for contrary view see Moravcsik 1998). However, if domestic institutions
affect macroeconomic policy, then, even if one accepts the ‘threat-of-exclusion’
argument, the question remains of how Italy was able to overcome domestic-
institutional obstacles and potential societal opposition to macroeconomic reform,
and thus fulfil its international commitments. Alternatively the ‘threat-of-exclusion’
argument leaves unanswered how the ‘logic of domestic institutions’ that tended to
bias macroeconomic policies towards short-termism and unsustainability was
overcome. If the predictions of a well-established body of theory and empirical
research are not borne out, an explanation of this ‘anomaly’ is required. In the case of
domestic-institutional theories of macroeconomic policy-making, this means that an
explanation of how institutional obstacles were overcome - and how macroeconoriic
convergence was implemented - is needed. At a minimum, alternative explanations
would have to show that domestic institutions did not matter.

Another criticism that might be directed against the potential relevance of
domestic-institutional factors for the explanation of Italian macroeconomic policies
in the 1990s comes from those who suggest that change was due to changing
economic conditions rather than to political(-institutional) factors. As Schmidt
(1982) asserts, economic policy outcomes can be seen as the result of two broad sets
of variables. On the one hand, there are ‘socio-economic’ explanations drawing on
factors such as the level of technological development, demographic changes, labour
supply, world market integration, business cycle, international interest rates and so
on. Broadly speaking, these factors are regarded as exogenous and as determining
policy outcomes. On the other hand, there are ‘political’ explanations that stress the

political determinants of economic policy. The political complexion of party
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systems, electoral cycles and the nature of political institutions more generally are
examples of political factors that can account for policy outcomes.

Naturally these two types of explanations are far from being mutually
exclusive. Far from denying the importance of socio-economic conditions, the
institutionalist studies reviewed in Section 1.3 also suggest that socio-economic
factors matter with regard to policy outcomes (Hahm et al. 1996; Bernhard and
Leblang 1999). Nonetheless, socio-economic conditions should be regarded as the
underlying conditions that provide constraints and opportunities within which policy
choices have to be made and implemented. Conditions such as demographic
developments or economic shocks do affect policy outcomes. But these conditions
are largely exogenous (at least once they have occurred) and there is room for the
exercise of political discretion, especially in the medium- to long-term.

As will be shown in the following chapter, the post-war Italian macroeconomic
policy regime was characterised by institutional deficiencies — the most of important
of which was limited executive strength. The weakness of the policy-making regime
in various areas contributed to Italy’s poor monetary and fiscal performance. From
beth an historical and an institutional perspective, the following questions arise then:
How was Italy able to meet the Maastricht convergence criteria? If domestic
institutions biased macroeconomic policy towards short-termism, how was the
successful pursuit and implementation of medium-term adjustment and coavergence
policies possible? If the Italian government was institutionally weak, why was it
willing and, more importantly, how was it able to pursue policies that imposed
considerable costs on relatively powerful domestic actors?

I will argue that pure systemic, societal-distributional and ideas-centred
approaches are insufficient to understand Italian macroeconomic convergence.
Instead, any satisfactory account of how and why Italy managed to meet the
convergence criteria has to take into account the central role played by domestic

institutions in general and executive strength in particular.

Plan of Study

This study analyses the politics of Italian monetary and fiscal convergence. Ii
analyses Italian macroeconomic policy between February 1992 and April 1998, that
is, from the signing of the TEU to Italy’s entry into EMU. By explicitly drawing

upon theoretically plausible and empirically corroborated results concerning the
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influence of domestic institutions on macroeconomic policy, this study seeks to
explain how Italy was able to achieve macroeconomic convergence during the 1990s.

In this study I challenge the reasoning and conclusions that underpin the
majority of studies of European monetary integration. I argue that the politics of
macroeconomic convergence in the 1990s cannot be understood solely as a
functional response by a rational, self-interested country to increasing international
economic constraints. I do not wish to argue that scholars were wrong in suggesting
that international constraints and domestic interest group politics were important. But
I argue that existing studies have significantly underestimated the effects of domestic
institutions and in particular the implications domestic institutions have with regard
to the capability of a government to implement economic policies (cf. Milner 1997).

More specifically, I suggest that ‘executive weakness’ and other institutional
features of various relevant policy areas affect the nature of distributive conflicts and
thus help explain historical patterns of inflation, crisis, reform and stabilisation in
Iraly. While the primary purpose of this study is to understand how Italy was able to
achieve policy reform and meet the convergence criteria, the secondary purpose is to
analyse institutions (as both dependent and independent variables) and their
importance with regard to macroeconomic policy reform in the 1990s.

The study proceeds as follows. Chapter 2 discusses in more detail the
institutional framework and history of Italian budgetary, pension, wage and monetary
policies. Chapters 3-6 analyse the domestic politics of macroeconomic convergence
between 1992 and 1998 with respect to various relevant policy areas and argue that
domestic institutions and institutional change are central for a proper understanding
of Italy’s economic convergence. The final chapter places the Italian experience into
a comparative perspective and thus provides further support for the ‘institutions
matter’ hypothesis.

Italian macroeconomic convergence of the 1990s was the result of policy and
institutional reform in a number of analytically distinct policy areas. More
specifically: the Italian economy had entered the 1990s with relatively high inflation,
substantial external and domestic deficits, excessive public debt, and an institutional
framework characterised by executive weakness, an unsustainable pension regime,
wage indexation and uncoordinated private sector wage bargaining, and limited
central bank independence. In order to explain macroeconomic convergence it is

therefore necessary to examine if and how political conflict and institutional change
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in the budgetary, pension, wage and monetary policy areas contributed to
macroeconomic convergence.

This selection of policy areas is justified in terms of their effects on
macroeconomic performance which are generally acknowledged by the economic

and political economy literature - and not least of all by the Bank of Italy itself:

In accordance with a long-standing tradition, based on theoretical analysis and empirical
experience, the Bank of Italy firmly believes that, in addition to an appropriate monetary
policy, the defence of the value of money requires the contribution of other policies [...].
The defence of the monetary criterion depends decisively on controlling public
expenditure and budget policy [...]. In modern industrial economies an appropriate
incomes policy is [also] essential if price stability is to be maintained without incurring
excessive costs in terms of economic activity (Fazio quoted in Bini 1998: 660; also Bank
of Italy, Abridged Report, 1982: 180-186).

Similarly, fiscal stability depends not only on the direct effects of budgetary
policy but also on policies pursued in other expenditure related areas - the most
important with respect to fiscal sustainability being, as will be argued below, pension
policy. Although monetary and wage policy on the one hand, and pension reform and
fiscal policy on the other hand, are intimately related, they deserve to be analysed
separately since the institutional characteristics of the respective policy-making
regimes differ quite considerably in terms of relevant rules and actors.

More specifically, I will argue that the following institutional characteristics
are of importance with respect to policy outcomes in the various policy-making
areas: executive weakness and budgetary institutions with respect to fiscal policy;
executive weakness and an earnings-related pay-as-you go pension system (plus the
presence of relatively strong trade unions) with respect to pension policy; executive
weakness, trade union fragmentation, insufficient confederal control of wage
bargaining, and a wage indexation mechanism with respect to wage policy; and
executive weakness and central bank independence with respect to monetary policy.
Why and how these institutional features affect policy outcoines is discussed in the

next chapter.
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2 THE INSTITUTIONS AND HISTORY OF ITALIAN
MACROECONOMIC POLICY-MAKING

During the late 1980s and early 1990s, Italy was facing major economic problems
such as decreasing international competitiveness, persistently higher inflation than its
European partners, increasing unemployment and above all high public deficits and
exploding public debt. Although economic growth throughout the 1980s was higher
than the European average, it was clear that the continued deterioration of the other
economic indicators would eventually be unsustainable. In 1991, public debt
increased above the 100 per cent mark, the year-on-year inflation rate was 6.3 per
cent (which was about one percentage point above the EU average and between two
and three points higher than in the benchmark-setting German and French
economies) and the deficit stood at around 10 per cent of GDP.

This chapter will show that Italy’s difficult economic situation in the early
1990s has to a large extent to be seen as the consequence of the Italian government’s
propensity to accommodate societal demands and its inability to exercise decisive
leadership during the period up until 1992 when a major economic (and political)
crisis rocked Italy (McCarthy 1995; Bufacchi and Burgess 1998). This propensity
was above all the result of a low degree of autonomy and executive strength in
various relevant policy areas. In addition, various other area-specific institutional
characteristics contributed to Italy’s comparatively worse macroeconomic
performance.

It is necessary to describe in more detail the institutional features as well as the
history of Italian economic policy-making. This will provide the basis for the study
of Italian convergence policies in Chapters 3 to 6. First, I discuss the institutional
characteristics of the Italian political system, which will demonstrate that
institutionally speaking the Italian government is indeed characterised by a low
degree of autonomy and strength. Then I analyse the institutional features of the four
most important policy areas, which will demonstrate that executive strength provides
a central concept for an understanding of macroeconomic policy outcomes. If the
institutionalist argument has any validity, then the institutional structure of a policy
area should have had an impact on policy outcomes in the past. Therefore, I finally

provide a stylised presentation of post-war Italian macroeconomic history up to the
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early 1990s and argue that it is broadly consistent with the institutionalist argument

defended in this study.

2.1 The Structure of the Italian Political System: Actors and

Institutions
The Italian state has been called the ‘available state’ (Di Palma 1980). Historically

the Italian state that emerged after the Second World War accommodated societal
demands made upon it to the detriment of policy coherence. This has led students of
Italian politics to characterise this system as a ‘republic without a government’
(Allum 1973) and its politics as a ‘politics of bargained pluralism’ (Hine 1993), thus
implying a low degree of government autonomy and strength and a relatively strong
influence of other actors such as interest groups and political parties. The Italian state
has also been referred to as an ‘archipelago’ state (Ginsborg 1990: 154), reflecting
the lack of centralisation of policy-making. These views are well summarised in the

following passage:

Overall, the policy-making process [in Italy] can be characterized as of the reactive
type and accomplished in conditions of emergency. More precisely, policy-making of
some importance is rarely initiated in the political sphere. It is usually the product of
demands coming from some socio-economic sectors, from international pressures, from

outside actors such as collective movements or interest groups (Pasquino 1996b: 155).

This kind of reactive policy-making, incapable of producing cohesive, long-
term policies, is primarily the consequence of the institutional characteristics of the
Italian polity. The Italian government is weak or, to be more precise, it historically
lacked a strong executive capable of imposing short-term costs on societal actors and
groups that are necessary to successfully pursue long-term, sustainable policies.
Broadly speaking, the post-war Italian political system has been characterised by a
weak executive, a fragmented party and parliamentary system and - partly as a
consequence of the former - relatively influential societal interest groups.

The executive is made up of the prime minister and ministers. Formally the
prime minister is the head of the executive and, according to the Italian constitution,
“conducts, and is responsible for, the general policy of the government” (Art. 95). In
reality, however, the prime minister’s power is heavily circumscribed (Cassese 1980;

Hine and Finocchi 1991). First of all, even though the president of the republic
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appoints the prime minister, the choice of the president is constrained by negotiations
between the parties of the government coalition. Moreover, because the government
comes into being through a coalition agreement, the prime minister’s choice of
government ministers is restricted - and usually party secretaries impose them upon
him. As a result, post-war Italian governments have been characterised by a low
degree of cohesion and collective responsibility. This tendency is reinforced by the
relatively high number of parties forming the government coalition, by the high
degree of factionalism within coalition parties as well as by a bureaucracy that is
controlled by a ‘party’ rather than by collegial and loyal ministers.

All these features contribute to the weakness and fragmentation of the
executive. They also contributed to the emergence of parentela and clientela
relationships (the latter not being a feature that particularly distinguishes Italy from
other countries) that make party-political and private interests relatively influential
within the Italian bureaucracy (La Palombara 1964). This further weakened the
executive. La Palombara (1964) defines clientela as follows: “[T]he clientela
relationship exists when an interest group, for whatever reasons, succeeds in
becoming, in the eyes of a given administrative agency, the natural expression and
representative of a given social sector which, in turn, constitutes the natural target or
reference point for the activity of the administrative agency” (L.a Palombara 1964:
262). By contrast, “parentela involves a relatively close and integral relationship
between certain associational interest groups, on the one hand, and the politically
dominant Christian Democratic Party [...], on the other” (La Palombara 1964: 306).

The relative lack of cohesion of the majority and the lack of prime-ministerial
authority within the government primarily reflect the government’s dependence on a
highly fragmented parliament and government majority. Although all governments in
parliamentary systems depend on the support of parliamentary majorities, the
fragmentation of the Italian party system and hence the need for multi-party
government coalitions makes the task of the Italian prime minister and the Italian
executive to pursue autonomous and coherent policies more difficult. This contrasts
with parliamentary systems where the number of government parties is low and
where parliamentary factions are well controlled by the party leadership. Prime-
ministerial and executive leadership is impeded because prime ministers are forced

(for fear of losing support of coalition partners) to take into account the interests of
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the various coalition parties. Hence the prime minister’s as well as the government’s

capacity to exercise leadership is very limited:
Normally, he [the PM] represents at most a political formula, and his main task is to
negotiate agreement on the detailed legislative implementation of that formula between
the factions and parties of which it [the government] is composed. Even relatively
‘strong’ prime ministers are strong only in so far as they can assemble an effective
alliance and then hold it together. Their skill is one of negotiation not policy
enforcement: reconciling differences, distributing concessions, balancing one group

against another, and sometimes just playing for time (Hine 1993: 200).

In other words, the prime minister is primarily concerned with the resolution of
short-term conflict and intra-coalition trouble-shooting. Hence government policies
tend to reflect short-term pre-occupations rather than long-term objectives (Hine and
Finocchi 1991). The executive is further weakened by the fact that powerful party
secretaries tend to remain outside the government, which — as the government
depends on the support of parliamentary parties — reduces the importance of the
cabinet as the body of effective decision-making. This further reduces the strength
and autonomy of the executive vis-a-vis other actors.

If the weakness of the executive is largely the result of parliamentary
fragmentation and poor party discipline, this weakness is further reinforced by the
- existence of a relatively powerful parliament. Three characteristics of the Italian
parliamentary system have been conducive to executive weakness and political
instability: bicameralism, parliamentary rules, and a proportional electoral system for
the election of both houses of parliament (Hine 1993: chapter 6).

The existence of a bicameral system means that both houses of parliament, the
Chamber of Deputies (Camera dei Deputati) and the Senate (Senato), have to
approve a bill before it becomes law. This requirement weakens the position of the
executive in that it needs to deal with two legislative bodies over which it has
relatively little control to begin with; and either house can block government
initiatives. (This contrasts with the degree of control that governments in the UK and
Germany, for example, exercise over parliament.)

The existence of parliamentary rules that make the legislative process slow and
unreliable further reduces the government’s control over the timing and content of
legislation (Koff and Koff 2000: chapter 6). The importance of these rules gains

weight in the face of the existence of powerful parliamentary committees as well as
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the divisions within the parliamentary majority and within the majority parties
themselves. This combination of rules, parliamentary prerogatives, and
fragmentation of parliament is also conducive to the servicing of party-political
constituencies and clienteles. The fact that the bulk of legislation deals with minor
distributional issues rather than properly addressing broad policy issues may be
interpreted as evidence (Hine 1993: 172).

Hence the executive and the legislative institutional features seem to bias
policies towards short-term and micro-level rather than the long-term and macro-
level policies and legislation. Incoherence is then the result of give-and-take
practices between various actors in the legislative process, such as between the
executive and parliament, between the two houses of parliament, between parties,
between party factions and so on. In this sense, Italian parliamentarism resembles
more the U.S. presidential system than other more rationalised European
parliamentary systems such as the British or German ones. The relative weakness of
the U.S. president and of the Italian prime minister with respect to the legislative
process contrasts with the powerful position of the British prime minister and the
German chancellor.

A final, and arguably the most important, feature of the Italian polity is a
proportional electoral system. This is highly conducive to the proliferation of
parliamentary parties. It may well be that the underlying structural cause of
parliamentary fragmentation is the existence of various social, economic and cultural
cleavages (Lipset and Rokkan 1967). It may also well be that majoritarian electoral
systems do not necessarily lead to a pure two-party system (Duverger 1986; Riker
1986; Sartori 1986). However, a proportional electoral regime is undoubtedly
conducive to the proliferation of parties and hence potentially to a weakening of
parliamentary government. As Pasquino (1996b) cogently put it: “At best, it [a
proportional electoral system] reflects the existiﬁg political pluralism. At worst, it
encourages fragmentation” (p. 142). In the Italian case, the electoral regime goes a
long way towards explaining political division between the parliamentary majority
and the opposition, between the government and the parliamentary majority and

within the parliamentary majority itself. During the post-war period, coalition and
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hence government instability’ have been high and are reflected in the number of
post-war governments between June 1945 and June 1992 of fifty (Hine 1993: chapter
3).

As in all parliamentary systems, however, the Italian executive has instruments
to discipline parliament or at least to soften the parliamentary constraint temporarily,
the most important of which are its ability to issue decree laws and to request a vote
of confidence on legislative proposals. According to Art. 77 of the Constitution, the
government can issue decree laws, that is, emergency executive decrees that have the
force of law ‘in cases of emergency and necessity’. The decree laws have to be
converted into legislation within 60 days or else they are nullified. The parliament’s
power to convert or refuse to convert a decree into law places it in a powerful
bargaining position, which not infrequently leads to a negotiation over the content of
the decree before it is even issued. The increasing use of these laws can be seen to
reflect the weakness of the executive in relation to the legislature (Hine 1993: 149-
150).

The government can also ask parliament for a vote of confidence in order to
push through a legislative proposal (Art. 94). In practice, this was of rather limited
usefulness. If the government is divided because of diverging intra-majority interests,
then it is very difficult for a prime minister to force coalition members on a particular
proposal. This is probably the reason why governments have never been defeated on
a formal vote of confidence (Pasquino 1996b: 149-50). Instead, intra-majority
disputes and disagreements between party leaders usually bring about the fall of a
government. Hence coalitions are likely to break up before the prime minister can
ask for a vote of confidence.

Moreover, votes of confidence are of limited importance since the fall of a
government rarely results in new elections. This is partly due to the absence of a
German-style ‘constructive vote of confidence’ that would force new elections in
case where a confidence vote is not followed by a positive parliamentary majority in
favour of another prime minister. Hence the prime minister is unable to threaten the
parties of the majority with new elections. The possibility of forming a new

government by way of agreement between party secretaries after the fall of the

! The fact that government instability stands in stark contrast with ministerial stability makes no
difference, as empirical evidence indicates that it is primarily ‘government fragmentation’ that is
responsible for ‘executive weakness’ (Roubini and Sachs 1989a, 1989b; Alesina and Perotti 1995).
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government is not conducive to either party or majority discipline and therefore
represents another element that weakens the executive relative to political parties and
parliament.

The parliament is also powerful enough to prevent strong executive action but
is at the same time not powerful enough to assume leadership itself (Furlong 1990).
Ironically the Italian parliament itself is weak with regard to societal influence. This
‘problem of permeability’ (Hine 1993: 182), that is parliament’s low degree of
autonomy with respect to the influence of societal actors and interest groups, is partly
due to the above-mentioned wide range of procedural opportunities for parliament to
amend, add to or strike out important parts of draft legislation, a strong-committee
system, the fragmentation of parliament as well as strong intra-party factionalism
(especially within Christian Democratic Party [DCI]). This offers organised societal
groups various points of access and hence increases parliamentary sensitivity to local
and sectional pressures.

As a result, “the Italian Parliament, with its fragmented party system and its
independent-minded members, appears to be a far more formidable obstacle to the
concerted will of the political executive than in any other West European
democracy” (Hine 1993: 166). Hence the description of Italy as a partitocrazia
(‘party-cracy’) is misleading: “The term is generally associated with over-mighty
party rule, but even if Italian parties are strong vis-a-vis Parliament and government;
they are extremely weak as bearers of coherent programmes” (Hine 1993: 306).

In sum, the Italian political system is characterised by a weak executive and a
legislature that is relatively powerful vis-a-vis the executive but weak in relation to
societal interest groups. Executive weakness is primarily the result of a fragmented
parliament. This ultimately translates into executive and bureaucratic fragmentation.
Thus the inability to centralise decision-making, exercise leadership and co-ordinate
various policies makes the Italian government ‘weak’. Due to the dispersion and
diffusion of power, power in Italian politics is largely negative in nature, that is,
various actors have enough power to block policies and force compromises but none
is strong enough to dominate the policy process in order to produce more coherent
policies. Hence the executive’s weakness, being the result of its limited power
relative to other actors, forces it to accommodate a wide array of interests. The
institutional characteristics of the Italian political system thus explain why Italian

public policy has frequently been described as ‘muddling through’ or re-active. In
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short, “[aJccommodation has become the way of Italian political life” (Goodman
1992: 142). The institutional bias towards short-term accommodation and, at best,
incrementalism is especially relevant with respect to economic policy reform (cf.

Dente 1990).

The distribution of the sacrifices over time and across groups is at the heart of the
politics of economic reform. It is not just that the costs are short-term while the benefits
are long-term, thus running into political constraints from politicians with a short time
horizon. It is also that the costs of reform are often concentrated and readily evident
while the benefits are diffuse and the beneficiaries are unknown ex ante (Williamson

and Haggard 1994: 531).

In other words, a combination of a weak executive and influential societal and
other political actors should make radical or at least decisive policy reform difficult if
not impossible to achieve.

Italy’s parliamentary regime has been described as an assembly government
(Sartori 1997: chapter 6), characterised by (1) an executive that does not lead the
legislature; (2) political power that is not unified and concentrated but scattered and
atomised; (3) a lack of collective responsibility; (4) a lack of party discipline; (5)
obstacles faced by the prime minister and other ministers to act quickly and
decisively; (6) obstructive intra-coalition disagreements and hence uncertain
parliamentary support for the executive; and (7) a fragmented executive.

Assembly government contrasts with the more hierarchical and rationalised
(British) Westminster, (German) Kanzlerdemokratie and (Dutch) working
government systems. Even though various characteristics are important with regard
to executive strength, it seems that the relatively stronger position of the head of
government, greater cabinet cohesion and greater control of parliament is primarily
the result of a more ‘reductive’ electoral system. It is the underlying thesis of this
study that (in the Italian case) executive weakness is to a high degree the result of the
government’s dependence on multi-party majorities (¢f. Rose 1980; Mayntz 1980;
Cassese 1980).

In short, as a consequence of the institutional characteristics of the Italian
polity the Italian government enjoys a low degree of autonomy and strength.
However, as pointed out, executive strength is not a generalised feature. Rather an

executive’s capabilities can vary across various issue-areas (Katzenstein 1976;



44

Krasner 1977, 1978; Gowa 1988). It is therefore necessary to analyse in detail the

institutional features of the various relevant policy areas.

2.2  The Fiscal Policy-Making Regime
As already sketched out in Chapter 1, there is a great deal of evidence that

institutional factors affect budgetary outcomes. Although there always is a certain
degree of inconclusiveness with regard to cross-country studies of this kind (¢f. Edin
and Ohlsson 1991; Borelli and Royed 1995), there is a clear sense that political and
budgetary institutions influence budgetary policy outcomes (Von Hagen 1992;
Alesina and Perotti 1995, 1999). This is so because institutions represent ‘rules of the
game’ that have an impact on the strategic interaction between the different actors in
the budgetary process.

Institutionalist approaches to budgetary policy can roughly be divided in two:
political-institutional and budgetary-institutional approaches. Political-institutional
approaches focus on the characteristics of the political system and emphasise the
importance of such factors as cabinet fragmentation (Kontopoulos and Perotti 1999;
similar Alesina and Perotti 1995), the fractionalisation of party systems (Grilli et al.
1991), the number of coalition parties, the longevity of governments, and the nature
of the electoral system (Roubini and Sachs 1989a, 1989b).

The argument that these institutional variables affect policy outcomes is
roughly speaking the following. Proportional electoral systems tend to produce
fractionalised party systems and hence multi-party majorities and governments. The
greater the number of parties in a coalition, the more difficult it will be to implement
budgetary adjustment as none of the coalition parties will accept a solution that
imposes the costs on their constituency. By contrast, one-party governments2 can

simply impose the costs on the constituency of the opposition parties.

? There exists a trade-off for a strong government with regard to accountability and ability to impose
costs. The stronger a government is in terms of executive control of parliament (and the lower the
number of coalition parties), the more it will be held accountable for the costs imposed through a
restrictive fiscal policy. By the same token, the parties of a multi-party government could soften the
negative feedback by spreading it among them and might therefore be more willing to implement
budgetary reform (Schlick 1993; Pierson 1993). This seems particularly relevant in the context of
corresponding plurality and proportional electoral systems that magnify or soften the negative
feedback effect (also Chapter 4). Cross-national studies suggest however that the capability aspect
prevails over the accountability aspect (Alesina and Perotti 1996b). Past Italian budgetary policy
confirms this too (cf. Section 2.6).
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Section 2.1 demonstrated that the Italian political system is characterised by all
those political-institutional features that have been shown to be associated with high
public deficits and debt, most notably cabinet fragmentation, multi-party majorities,
proportional electoral system and fractionalised party system. Italy has the worst
record in terms of government longevity among Western democracies and its
proportional electoral system leads to parliamentary and government fragmentation
which in turn decreases longevity and stability. Indeed cross-national studies assign a
composite indicator that would lead one to expect Italy to be the fiscally least
responsible country in terms of budget deficits and public debt (Sachs and Roubini
1989a, 1989b; Grilli et al. 1991; Alesina and Perotti 1996a).

Another institutionalist approach has focused on more narrowly defined
budgetary institutions (or fiscal rules) that govern the budgetary policy-making
process rather than the broader political-institutional features described above.
Budgetary institutions can be defined as “all political rules and regulations according
to which budgets are prepared, approved, and carried out” (Alesina and Perotti 1999:
14). Von Hagen (1992), for instance, creates a complex indicator to measure the
impact of different budgetary rules (¢f. Annex A). Empirical tests confirm the so-
called ‘structural hypothesis’, according to which (strong) ‘hierarchical-transparent’
budgetary institutions are more conducive to fiscal responsibility than (weak)
‘collegial-intransparent’ ones® (Hahm et al. 1996; Von Hagen and Harden 1994 for
European countries).

A detailed discussion of these rules would be highly technical. A sketch of
Italian budgetary rules will have to suffice here to make the point that the Italian
budgetary process is collegial and non-transparent.4 The government is responsible
for the preparation and formulation of the budget. The finance minister, though, has
no special status and cannot rely on the support of the prime minister as the latter
does not command sufficient authority to exercise influence over his ministers,
especially those that are not members of his own party. Thus, “[i]n addition to the
tensions between the ministries charged primarily with expenditures and those that

try to limit spending, this stage in the budgetary process must contend with divisions

3 ‘Hierarchical-transparent’ budgetary procedures coincide with executive strength as discussed in
Section 1.4 (Hallerberg and Von Hagen 1999).

4 For a detailed description of institutions and rules governing the formulation, legislation and
implementation of budgetary policy see Onofri (1979); Della Salla (1988); Chiorazzo et al. (1994); Da
Empoli et al. (1995); Verzichelli (1999a: chapter 4); Alesina et al. (1998).
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within the governing coalition (not to mention within the parties themselves)” (Della
Salla 1988: 119). Neither the prime minister nor the finance minister has any special
prerogatives with regard to budgetary policy (OECD 1995a). In fact, the 1980s
amply demonstrated this weakness at the formulation stage, as on various occasions
spending ministers were able to prevail in conflicts over budgetary policy by simply
disrespecting the limits set by the finance minister by way of threatening to resign
(Verzichelli 1999b: chapter 4). Finally, the high degree of cabinet factionalism and
parentela and clientela relationships, especially between the bureaucracy and interest
groups (such as public-sector employees and beneficiaries of various types of income
and welfare transfer), limited the autonomy of the executive at the formulation stage.

At the parliamentary stage both houses of parliament have to approve the
budget. Both houses of parliament exercise full legislative powers concerning
expenditure and revenue matters. Hence what is true for the Italian legislative
process in general holds also for the budgetary process in particular (Della Sala 1988:
110). Even though there are rules as to what parliament is allowed to amend (see
below), in practice, parliament and government are ‘co-participants in the budgetary
process’ (Della Salla 1988: 110). This means that the budgetary process at this stage
is the result of a series of negotiations and compromises - between the government
and parliament, and between government and opposition parties - to achieve what is
politically acceptable to all actors involved.

Moreover, the Italian budgetary process at the parliamentary stage is also
characterised by a high degree of complexity and lack of transparency (Alesina et al.
1998; Verzichelli 1999a). These characteristics provide incentives for, and facilitate,
creative budgeting. They also reinforce the ‘collegial’ - as opposed to an ‘executive-
dominated’ - nature of the Italian budgetary process.

At this stage, the problems discussed above, such as the ‘problem of
permeability’, the lack of cohesion of the majority, the inability of the government to
determine the legislative agenda and so on, open the executive, and hence the
budgetary programme, to short-term political pressures. This tends to result in the
accommodation of societal demands channelled through parliament and forces the
government to compromise on its proposals (Hine 1993: 182). On an institutional
level, the existence of strong committees represent ideal channels of access for
societal interests thanks to the informal bargaining that takes place in them.

Similarly, these committees provide plenty of opportunities for exchange between
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parliamentary majority and opposition as well as between the majority parties
themselves. This enhances the influence of non-executive actors in the process. Thus,
the Italian parliamentary process allows U.S. style bargaining and logrolling, that is,
exchange in committees (Visco 1990).

As for the implementation stage,5 bureaucratic fragmentation and the rules
governing the implementation process are not conducive to strong, central control
over this stage of the budgetary process either. For example, forecasts by the
government (and parliament) seem to be persistently wrong, that is overestimating
revenues and underestimating expenditures.6 Generally, it matters, among other
things, how much power the finance minister has to restrain spending (in the case of
a foreseeable budget overshoot) and how much flexibility there exists at the
implementation stage. The idea behind this is that, on the one hand, a weak finance
minister will be unable to enforce expenditure ceilings on recalcitrant spending
ministers and that, on the other hand, the less binding and more flexible these rules
are, the less commitment is necessary at earlier stages. The Italian budgetary system

fares badly in both respects. In addition to a weak finance minister,
Italy’s Budget Law is only weakly binding and the budget implementation system is
inordinately flexible. There are no cash limits on spending ministries, the budget
minister lacks the power to block expenditures, budget changes and transfers of
expenditures between chapters are routinely adopted, and carry-over procedures are

extremely flexible (Milesi-Ferretti 1997: 20).

5 The problems related to implementation are complex and would require an exhaustive and detailed
analysis of the organisation and the recent reform of the fiscal bureaucracy, something which lies
beyond the scope and purpose of this study, except to say that the overly formalistic approach and ex-
post control as well as the non-binding character of Corte dei Conti (Court of Accounts) decisions are
certainly not conducive to financial discipline at this stage (c¢f. Alesina et al. 1998).

¢ The OECD (Economic Surveys Italy 1997: part III) found four main reasons for wrong forecasts: (1)
future rates of economic growth were over- and future inflation understated; (2) planned deficit
reductions hinged upon one-off measures (whose effects are difficult to predict); (3) intended
measures of fiscal restraint were either not fully adhered to, or parliament, overriding government
initiatives, approved expenditure-augmenting laws in the course of the fiscal year; and (4) deficit
forecasts were extremely sensitive to interest rate developments as a consequence of the high level of
debt. Very probably, the limited independence and underdevelopment of the budget service of the two
houses (total of 6 civil servants compared to about 200 at the Congressional Budget Office in the
United States), whose task it is to evaluate the admissibility of amendments (I/ Sole 24 Ore, 19
October 2000: 8; Padoa-Schioppa Kostoris in hearing of Budget Commission of Chamber and Senate
quoted Il Sole 24 Ore, 17 October 2000), also contributes to poor forecasting. Moreover, the lack of
transparency of the budget process and of the budget documents makes forecasting difficult. However,
the fact that forecasts were characterised by a consistent one-sided bias (that is, underestimation of the
deficit) suggests the importance of ‘political’ rather than ‘technical’ factors.
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Overall, Italian budgetary policy-making institutions are characterised by
features that have been found to be empirically associated with above-average fiscal
deficits and public debt.

What is the relation between political-institutional and budgetary-procedural
variables? I would like to suggest that - even though the two sets tend to coincide in
practice (Hallerberg and Von Hagen 1999) - political-institutional strength is more
important than ‘strong’ budgetary procedures. There is plenty of empirical evidence
for this claim with respect to the Italian case (see Chapter 3). A brief discussion of
the formally most important budgetary rules with respect to budgetary discipline will
illustrate this.

In theory, parliamentary amendment power is restricted by the copertura
principle (Art. 81 of the Italian Constitution) that does not allow deficit-increasing
amendments. In practice, this provision has proved ineffective to control budgetary
policy for several reasons.’ First, due to executive weakness, the government tends to
anticipate parliamentary opposition and takes into account parliamentary pressures at
the formulation stage. The fact that the Italian executive is far from being a
homogenous body in that individual party (and intra-party factional) interests are
strongly represented in a divided cabinet also contributes to this phenomenon.
Second, although in the 1960s there existed both a Keynesian and an orthodox
interpretation of Art. 81, in the end the former prevailed. This indicates the greater
importance of effective power relative to formal rules, especially since art. 81 had
originally been drafted in an orthodox spirit. Third, although parliamentary
amendments must leave the state sector deficit® unchanged, in practice this constraint
can be circumvented by way of parliament proposing higher spending to be
implemented by local government and other external agencies (such as social
security funds), through the overestimation of offsetting measures, through incorrect
forecasts concerning the underlying fiscal developments as well as through making
use of accounting loopholes. In other words, there exist no binding deficit targets for
the general government sector (OECD Economic Surveys Italy 1997: 106; Scioscioli
1987; Milesi-Ferretti 1997). Hence the copertura principle is in fact widely

’ Note that these reasons apply equally to targets proposed by the executive during the budgetary
process, as for example in the documento di programmazione economica e finanziaria (DPEF), that is,
the Economic and Financial Planning Document (since the late 1980s).

8 The state sector covers the state, other bodies included in the central administration and autonomous
national companies. It excludes, for example, social security institutions.
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acknowledged to be pro forma.’ Fourth, the primacy of political over procedural
factors is corroborated by the fact that reforms of the budgetary process in 1978 and
1988 that were intended to strengthen financial discipline did not result in any
considerable improvement of Italian budgetary performance. This suggests that the
‘political-institutional’ logic overrode merely ‘budgetary-institutional’ constraints
(Della Sala 1988; Chiancone 1992; Hine 1993: 182-187; Eusepi and Cerioni 1993).
All this strongly suggests that formal constraints can be circumvented because
of an executive unwilling or unable to prevent this from happening. This leads to the
conclusion that ‘political-institutional’ executive strength outweighs procedural
characteristics (for quantitative empirical evidence see Stein ef al. 1999: 132). More

generally:
The main difficulty in budgetary reform is that there is no real sanction against
Parliament — or the government — for failure to meet self-imposed budget-deficit targets
[-..]. Ultimately, if the government cannot control its own members of Parliament, and
cannot agree within its own ranks on higher taxation or lower spending, the budget

deficit will continue (Hine 1993: 187).

Scholars debate whether and to what extent parliament was responsible for the
worsening of the budget balance proposed by government. This is not the place to
discuss this in detail. Nonetheless, even if it were the case that parliament has not
directly contributed to increasing deficits in the sense of altering or blatantly
disregarding the budget deficit targets (De Ioanna 1993), it is likely that the ‘threat’
to do so induced the executive to take into account parliamentary (and indeed intra-
coalitional) concerns and demands. This was certainly detrimental to budgetary
control.

E' frequente osservare, infatti, nella vita parlamentare dell’Italia, come il governo si

presenti all’appuntamento della sessione di bilancio non con la propria proposta da

difendere con ogni determinazione e con adeguati poteri e con le corrispondenti
responsabilita (cosi come avviene nelle democrazie occidentali), ma come si suol dire,

con ampi spazi di manovra finanziaria, con ampie disponibilita di apertura alle categorie

sociali, con la dichiarata volonta di contrattare con il parlamento le priorita di bilancio e

con un pacchetto di proposte (di norma accrescitive del fabbisogno), da ‘concordare’

® For detailed discussion of creative accounting methods see Alesina et al. (1998: 39-45), De Haan et
al. (1999: 295) and Scioscioli (1987).
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con il parlamento stesso, o, piu di sovente, con spezzoni del parlamento medesimo

(Cavazutti quoted in Monorchio 1996: 422-423).1°

This broad sketch of the Italian budgetary process shows that the Italian
government is very restricted in terms of its autonomy and strength at all three stages
of the budgetary process. This weakness is the result of a number of analytically
distinctive but inter-related institutional features of the Italian political and budgetary
system: a fragmented parliament produces a weak and fragmented executive that is
forced to rely on unstable, multi-party coalitions; moreover, budgetary procedures
are collegial and ‘intransparent’. This means that budgetary decisions and outcomes
are to a very high degree the result of compromises between the various actors
directly or indirectly involved in the policy process.

I would like to suggest that the most important deficiency of the Italian
budgetary system is the executive’s inability (or unwillingness) to control budgetary
policy. This is primarily a consequence of executive weakness. This weakness finds
expression at various levels of the budgetary process and seems ultimately rooted in
the political-institutional weakness of the executive relative to other actors in the
policy process. At the formulation stage, the weakness tends to make the Italian
government unwilling — and unable - to pursue policies of fiscal adjustment. A
government’s budget proposals will thus tend to aaticipate what is pblitically
acceptable to all relevant actors involved in order to pre-empt parliamentary
opposition. This also explains budget overshoots that result from inaccurate and
over-optimistic forecasts. These optimistic forecasts allow for softer budgets and thus
reduce conflict. At the parliamentary stage, the government is generally unwilling
(and unable) to use the means available to ‘get its own way’ such as using

parliamentary procedures to seek greater party discipline and hence greater control

19 “In Italian parliamentary life it can indeed often be observed that the government starts the
parliamentary budget process, not with its proposal to be defended with determination, and adequate
powers and corresponding responsibilities (like in other Western democracies), but as one could say,
with ample room for financial manoeuvring, with ample willingness to be open to the various social
groups, with the declared will to negotiate budgetary goals with parliament, and with a package of
proposals (of an expenditure-increasing nature) that needs to be ‘agreed upon’ with parliament, or,
even more commonly, with parts of the very same parliament”. Similarly: “una certa connivenza da
parte del governo stesso, che ‘si spriva’ ben presto alle proposte di modifica parlamentare, senza
opporre particolari resistenze” (Verzichelli 1999a: 62). [“A certain connivance on the part of the
government, which ‘melts’ very quickly in the face of parliamentary amendments, without putting up
any particular opposition.”]
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over committees and majority parties (Visco 1990: 209). Formally, at least, the
government has the necessary instruments to induce greater discipline into the
process, such as the ability to oppose lax amendments, ask to recall amendments,
discipline majority deputies, or involve the finance office to show that amendments
are deficit-increasing and inadmissible (Visco 1990; De Ioanna 1993). In practice,
the government is politically too weak to make proper use of these instruments. At
the implementation stage, the inability to rein in spending is at least partly the result
of the inability (or unwillingness) of the finance and prime ministers to impose
restraint on self-interested ‘political’ spending ministers.

In short, budgetary policy is strongly affected by executive power - or lack
thereof. As a consequence of executive weakness, budgetary policy is short-termist,
incoherent and resistant towards major policy reform. This weakness is particularly
visible in a comparative and historical perspective (cf. Von Hagen and Harden 1994;

De Haan et al. 1999).

2.3  The Pension Policy-Making Regime
Similar to budgetary policy-making, a weak executive also plays an important role
with regard to pension policy, and especially pension reform. In addition to executive
weakness, the nature of the pension system and the structure of interest group
representation also matter. |

Pierson (1994) has pointed out that the logic and hence the factors behind
welfare state expansion may be different to those behind welfare state retrenchment.
Hence it is necessary to discuss in more detail the conditions that affect policy in this
area. Common sense and historical evidence suggest that social welfare and, by
extension, pension expenditure are always difficult to ‘reform’ (that is, cut). This is
due to a variety of reasons. First, the welfare state tends to be very popular with
public opinion. Second, social welfare expenditure is difficult to cut due to the
existence of ‘frozen welfare landscapes’ (Esping-Andersen 1990), that is clientelistic,
rent-seeking groups that have a vested interest in the existence of social welfare
policies. As the ‘costs of retrenchment’ (or welfare cuts) are concentrated, while the
benefits are dispersed, governments tend to avoid retrenchment in order to avoid
confrontation with entrenched interest groups. Hence frequently governments seek to

avoid cutting welfare programmes and opt, if possible, for higher taxes to



52

compensate for the inability to reform welfare.!! Generally speaking it is true that
“frontal assaults on the welfare state carry tremendous electoral risks [...]
everywhere, retrenchment is a difficult undertaking” (Pierson 1996: 178-9).

However, how great these political-electoral risks are and how capable a state
is of reforming the welfare system are also influenced by a number of institutional
factors. In other words, even if politicians’ electoral self-interest makes social
welfare reform unlikely to be initiated and difficult to implement successfully,
certain institutional conditions can be hypothesised - and have empirically been
found - to favour the initiation and implementation of welfare reform (Schlick 1993;
Pierson and Weaver 1993).

The first institutional factor is related to the concept of executive strength. At
first sight, executive strength seems to have an indeterminate effect on welfare and
pension reform. On the one hand, the electoral system influences the extent to which
a government is able to absorb the electoral consequences of unpopular welfare
reform. For example, a plurality electoral system will tend to make a government
unwilling to provoke popular opposition because the electoral consequences of small
swings in voters’ preferences is likely to lead to outright defeat. By contrast, under a
proportional system (like the Italian one), small shifts in electoral support have small
consequences on the distribution of parliamentary seats. Theoretically, this would
lead one to assume that governments in political systems where electoral regimes
have hugely disproportional effects (such as a plurality system) would be less willing
to pursue retrenchment policies.

On the other hand, the ability of a government to pursue a reform policy in the
face of parliamentary and societal opposition should also be expected to matter. This
ability is primarily the result of executive strength. Ceteris paribus, a ‘strong’
government with a high degree of control over a homogenous parliamentary majority
is in a better position to implement unpopular reforms than multi-party coalition
governments. This is so because the former system is characterised by a very small
number of ‘veto points’ relative to the latter.

From an institutional point of view, there exists a trade-off for strong

executives with regard to accountability and ability to impose costs. With respect to

' “Expansion typically benefits a particular group with the cost diffused through general taxation. The
losses are spread while the gains are concentrated. In the case of retrenchment the reverse it true: the
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parliamentary regimes, a strong, homogenous, cohesive executive can easily be held
accountable for the costs imposed by pension cutbacks but will be in a better position
to push through reform thanks to its strong control over the policy-making process.
By the same token, a weak, heterogeneous, multi-party government, even though it is
able to ‘spread’ the impact of negative feedback and might therefore be more willing
to initiate pension reform, will be less capable of realising reforms due to its

weakness (Schlick 1993; Pierson and Weaver 1993). In short:

Where authority is concentrated [...] governments will be hard-pressed to avoid blame
for unpopular decisions, but they will have a greater capacity to develop and implement
strategies that minimize the need to force multiple policy changes through institutional
veto points. However, they may find it easier to duck accountability for unpopular

policies (Pierson 1996: 177).

Theoretically underdetermined, it is an empirical question whether capacity
outweighs accountability. Empirically, both cross-national research and the Italian
case suggest that the former outweighs the latter with respect to pension policy
(Pierson 1994).12 In other words, a government’s incentive in terms of lack of
accountability and hence potential greater willingness to engage in reforms is
overridden by the inability to implement reforms — and vice versa.

In addition to executive strength, a second set of factors should be expected to

matter: the consequences of previous policy choices.
Social forces are important, because advocates of retrenchment are unlikely to succeed in
the face of substantial political opposition. Nevertheless, institutional factors — including
the structure of formal institutions, but especially the consequences of previous policy
initiatives — are central in determining whether this political opposition actually emerges
(Pierson 1994: 50).

This is so because “major important public policies also constitute important
rules of the game, influencing the allocation of economic and political resources,
modifying the costs and benefits associated with the alternative political strategies,

and consequently altering ensuing political development” (Pierson 1993: 596).

gains (to taxpayers) are diffused through the population whereas a particular interest becomes keenly
aware that it is damaged” (Taylor-Gooby 1999: 4).

12 The accountability-capability framework also accounts for the success and failure of budgetary
reform. Alesina and Perotti (1995) found that ‘weak’, heterogeneous coalition governments are the
most likely to initiate fiscal consolidation but are also much more likely to be unsuccessful. By
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Hence to the extent to which public policies establish rules and create constraints and
incentives that shape behaviour, they can be understood as institutions (cf. Section
1.4). This definition of institutions is certainly consistent with the view historical
institutionalism adopts of institutions (Bonoli et al. 2000).13

The institutional character of previous policy choices can be captured in the
form of policy feedback which can involve various factors such as interest group
effects, resources of and incentives for government elites and so on (Pierson 1993).
With regard to pension policy, the so-called ‘lock-in’ effect and the ‘interest group’
effect can be hypothesised to matter most.

First, within the framework of an earnings-related pay-as-you-go system it is
always difficult to reduce benefits, regardless of whether the reform seeks to
introduce a re-balancing of the pay-as-you-go scheme or the replacement by, for
example, a capitalisation-based system (Vitali and Visaggio 1996). This is so
because once a pay-as-you-go pension system matures it becomes ‘locked-in’
because a re-balancing would create a ‘double-payment problem’ (that is, current
workers would have to finance both the current pensioners’ retirement benefits and
their own) and affect ‘acquired rights’ (that is, accumulated, ‘earned’ pension
benefits).

Second, the interest group effect will mobilise trade unions (and other interest
groups) to defend acquired rights. Even though the lock-in effect and the interest
group effect are analytically distinct, in reality they are intimately related in that
certain interest groups will tend to oppose retrenchment in general and will pay
considerable attention (as will be shown below) to issues such as acquired rights and
the ‘double payment problem’. The incentives for mobilisation are thus strongly
influenced by the institutional characteristics of the pension regime — and hence by
previous policy choices.

Policy feedback should be regarded as a process where institutions and actors

interact as to bring about outcomes. The ‘rules of the game’ established by the

contrast, ‘strong’, cohesive one-party governments - though less likely to initiate budgetary
retrenchment - are almost always successful in achieving it once it has been decided.

13 Note that Bonoli et al. (2000) argue that ‘well-established practices of policy-making’ should be
regarded as ‘informal’ institutions. While the emphasis here is on ‘formal’ institutions (political
system and pension regime), this wider definition potentially provides another justification for the
inclusion of trade unions into the ‘institutionalist’ analysis (cf. Section 1.4).

1 Note of course that the relative power of trade unions is not determined by the nature of the pension
regime but by the institutional features of the political system.
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current pension regime thus determines the costs and benefits of alternative policies
and hence provides the incentives for the mobilisation of actors in this policy area.
Thus, the pension regime (being the result of previous policy choices) can be
regarded as part of the institutional environment that influences and structures the
strategic interaction of the various actors (see discussion of relationship of
institutions and agency in Section 1.4).

There is evidence from comparative and cross-national studies to confirm the
relevance of institutional features (¢f. Bonoli 2000). Pierson (1994: part I), for
example, has demonstrated that the fragmentation (partly private, partly public) and
underdevelopment (in terms of benefits and maturity) of the British pension system
in the early 1980s created a structure of pensioner-interest representation that made it
relatively easy for a one-party government under Prime Minister Thatcher to
radically transform British pension policy. By contrast, similar attempts in the USA,
characterised by a cohesive, universal and mature public pension system, which was
moreover backed by influential interest groups, failed, as they prevented an even
relatively strong president such as Ronald Reagan from realising his radical reform
proposals. There is also empirical support for this hypothesis from comparative
analysis of pension reform in OECD countries that demonstrates the importance of
the policy feedback process discussed above (Myles and Pierson 1998 quoted in
Pierson 1998b).

What relevance do these theoretical considerations have for the Italian case?
The Italian pension system of the early 1990s was characterised by segregated social
insurance programmes financed by compulsory state social insurance. Thus in terms
of the well-known classification of the ‘three worlds of welfare capitalism’ (Esping-
Andersen 1990), the Italian pension system was characterised by a continental
European, conservative Bismarckian regime. Continental European welfare regimes
tend to rely on payroll taxes, provide earnings-related benefits, are transfer-oriented
and are financed on a pay-as-you-go basis. More specifically, the Istituto Nazionale
della Previdenza Sociale (INPS) accounted for roughly three quarters of public
pension spending (private-sector and most self-employed), while the state-
administered public sector pensions accounted for roughly 25 per cent of spending.
Schemes for public employees were more generous (for detailed description of
pension system see Franco and Frasca 1992; Canziani and Demekas 1995; Cazzola
1995).
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Hence, in terms of the institutionalist analysis above, the conditions for
successful pension retrenchment were unfavourable. First, the Italian government
was traditionally characterised by (weak) multi-party governments. Second, in terms
of a possible lock-in effect, the Italian pension regime in the early 1990s was
characterised by: (1) inclusiveness; (2) no relevant private-sector options; (3) a high
degree of maturity; and (4) a pay-as-you-go system (Franco and Frasca 1992). Third,
in terms of the interest group effect, there were relatively strong trade unions that
considered themselves defenders of the welfare state. The combination of these three
characteristics would suggest that pension retrenchment is extremely difficult to
achieve, as - in order to achieve reform - a weak government has to confront
powerful and entrenched interest groups that have an interest in defending acquired
and mature pension rights.' This is borne out by the history of Italian pension policy

(cf. Franco 1993; also Section 2.6).

2.4  The Private and Public Wage Bargaining Regimes

There is great amount of theoretical and empirical literature regarding the
relationship between wage bargaining institutions and economic policy outcomes,
and more specifically wages, price stability and unemployment (for surveys see
Brunetta and Dell’ Aringa 1990; Iversen et al. 2000). There is disagreement as to
whether and how labour market institutions affect economic outcomes. Firstly, there
is a disagreement with regard to the question of whether there exists a stable
relationship between certain institutional characteristics of the wage bargaining
regime on the one hand, and wage outcomes on the other hand. Secondly, there is no
agreement regarding the question of what kind of relationship there exists (if there
exists a stable relationship at all). Notwithstanding this inconclusiveness, I will argue

that Italian private and public wage bargaining was traditionally characterised by a

The “lock-in’ effect of a pay-as-you-go system reinforces the ‘weak executive’ effect. This is so
because a pay-as-you-go pension system provides an incentive for decision-makers to break the so-
called golden rule (which stipulates that the implicit yield of pension contributions must not exceed
the growth rate of the overall wage bill). Due to the low visibility and long-term nature of the resulting
consequences, there is an ‘intrinsic tendency’ of the political system to intervene in a way that results
in imbalances (Morley-Fletcher 1998: 25). This is exactly what was responsible for the problems the
Italian pension system faced in the late 1980s and early 1990s. Not infrequently, expansionary
pension measures - similar to budgetary policy - were accompanied by wrong forecasts concerning
future liabilities. These forecasts always tended to underestimate future liabilities (Modigliani and
Padoa-Schioppa Kostoris 1996).
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number of unfavourable institutional characteristics that, at a minimum, made it

difficult to achieve disinflation.

Wage Bargaining Regimes and Wage Policy

The neo-corporatist literature of the 1970s and 1980s argued that centralised wage
bargaining arrangements were important with regard to wage moderation. The
concept of ‘encompassingness’ played an important role (originally Olson 1965).
The so-called ‘hump-shape’ hypothesis of Calmfors-Driffill (1988) that emerged

from this literature was particularly influential. It posited that
large and all-encompassing trade unions naturally recognize their market power and
take into account both the inflationary and unemployment effects of wage increases.
Conversely, unions operating at the individual firm or plant level have very limited
market power. In intermediate cases, unions can exert some market power but are led to
ignore the macroeconomic implications of their actions (Calmfors and Driffill 1988:
13).

The practical implication — for which Calmfors and Driffill claimed to have
found empirical support — was that unemployment, inflation and wage increases
should be lower in countries with either decentralised or highly centralised
bargaining regimes, while ‘intermediate’ countries should fare worse on these
indicators. In practice, Calmfors and Driffill equated encompassingness with the
‘level of wage bargaining’: an unitary, encompassing, centralised union movement
will bargain at the national level; a union movement primarily organised on the basis
of industry unions will bargain at an intermediate (or industry) level; decentralised,
company-level unions will bargain at firm level. Influential as this theory was, there
were several problems related to it.

On the one hand, some authors objected to the operationalisation16 of
encompassingness by laying greater emphasis on the concentration of union
membership (Schmitter 1981), the level of bargaining and degree of enforceability of
agreements (Visser 1990), unions’ organisational strength (Cameron 1984; Golden
1993), and the number and size of bargaining units and the vertical distribution of

authority (Iversen 1999). Generally these critics did not question the importance of

18 For more detailed discussion of problems involved in the conceptualisation and operationalisation
of ‘centralisation’ and ‘encompassingness’ see Iversen (1999: 48-57 and 57-60).
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encompassingness, which influences the willingness to contain wages and the ability
to implement wage moderation on the part of the unions.

On the other hand, other authors have underlined the importance of increasing
openness and the resulting conflict of interest between the non-tradables and exposed
sectors as well as the importance of the monetary regime for wage outcomes (Crouch
1990; Garrett 1998; Garrett and Way 2000). In a similar vein, yet others pointed to
the importance of ‘bargaining co-ordination’, which under certain domestic and
international conditions can function as a substitute for centralisation (Crouch 1985;
Soskice 1990). These authors suggested that whether or not a certain set of
bargaining institutions would lead to certain outcomes was conditional on a number
of factors other than the nature of domestic bargaining arrangements (also Scharpf
1991; Pontusson 2000; Baccaro and Locke 1998; Iversen 1999). Finally, if there ever
was an empirical relationship between centralisation and low inflation (Paloheimo
1990; Calmfors and Driffill 1988), then there is evidence that the Calmfors-Driffill
relationship broke down in the 1980s and 1990s (Soskice 1990; OECD 1994b;
OECD 1997b; Iversen 1999).

Thus, the Calmfors-Driffill argument has been cast into doubt from both a
theoretical and an empirical point of view. In fact, the 1990s have even shown that in
the context of an increasing competitive constraint and a hard-currency regime
(whether this results from an independent, inflation-averse central bank or from
fixing the exchange rate is immaterial), the cases of intermediate encompassingness
were characterised by superior inflation performance. Theoretically, this was

rationalised as follows.
Full encompassingness of bargaining centralization was not required to give the social
partners a sufficient incentive to act in a martkonform manner. The labour-market actors
simply needed to have enough organizational capacity to reach, and impose on their
members, agreements, which recognized that a powerful third party outside the

framework of negotiation, would behave in certain predictable ways unless they

cooperated (Crouch 2000: 211; ¢f. Streeck 1994).17

In other words, recent studies have demonstrated that organisational
centralisation and centralised wage bargaining (as the most extreme form of

encompassingness) constitute an empirically and theoretically unnecessary condition
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for achieving wage restraint. The main thrust of this criticism essentially contends
that: “Centralization is clearly one means of providing co-ordination, but there can be
functional equivalents” (Crouch 2000: 204-205).18 Moreover, the effective wage
constraint stemming from the introduction of a hard currency regime tends to be
incompatible with the centralisation of bargaining, especially when centralised
bargaining does not to allow for wage differentiation and results in wage
compression (cf. Baccaro and Locke 1998; Pontusson 2000), as this leads to intra-
union wage competition and ultimately wage inflation (for detailed argument see
Iversen 1999; Soskice 2000).

Prima facie all this would suggest a rather limited heuristic usefulness of
domestic wage bargaining institutions with regard to predicting wage outcomes.
However, what matters is not so much whether there exists a stable and empirically
confirmed relationship between bargaining institutions and wage outcomes but rather
what the institutional pre-requisites for a high degree of capacity for real wage
moderation are. In this sense, the discussion so far strongly suggests that the
relationship between wage bargaining institutions and macroeconomic outcomes is
complex and that other potentially important variables have to be taken into account.
However, even if other factors, such as economic openness, currency regime,
exposed-sheltered sector conflict, also matter, this does not mean the notion of
encompassingness in the sense of ‘co-ordination’ and ‘control over lower level units’
is irrelevant to an understanding of wage outcomes. It only means that an analysis of
wage bargaining institutions needs to include other factors in order to account fully
for wage performance.

The discussion so far also has another significance, which needs to be
demonstrated empirically however: certain sets of institutions are not conducive to
disinflation. With respect to the Italian case the question is then how wage
moderation was achieved despite the fact Italy did not seem to share any of the
characteristics (such as encompassingness or wage co-ordination) deemed important
for its successful implementation (Locke and Baccaro 1996). Hence the question is
rather how the domestic-institutional obstacles that characterised the Italian wage

bargaining regime and that had played an important role in preventing Italy from

7 While in the German case this constraint was represented by the Bundesbank, in the Dutch, Austrian
and Danish cases this constraint was ‘imported’ as a result of the de facto currency peg.
18 This argument was first proposed as a critique of the Calmfors-Driffill model by Soskice (1990).
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achieving inflation convergence in the 1980s were overcome and how conditions
were put in place that were compatible with - and ultimately conducive to - wage
moderation. In a next step, whether or not - and to what degree - these reformed
institutions affected wage moderation will have to be tackled. As these domestic-
institutional variables — mainly drawn from empirical studies, the ‘state strength’
literature and neo-corporatist theory - differ slightly between the private
(manufacturing) and public (service) sector (Cella 1995),19 the two sectors are

analysed separately.

The Private Sector Wage Bargaining Regime

The problems resulting from the Italian private sector wage bargaining regime are
closely connected with the assumptions of neo-corporatist theory. (Again, this does
not imply that there needs to exist a stable relationship between institutions and
outcomes.) Traditionally, neo-corporatist theory regarded three factors as pre-
conditions for policy concertation in general and wage moderation in particular
(Regini 1982; Lehmbruch 1984): (1) the parties to concertation, and especially the
unions, have to possess the monopoly of representation; (2) these parties must be
able to control the behaviour of their constituent parts; and (3) a pro-labour
government must be present.

First, not only will encompassing unions tend to take into consideration the
effects of their actions but also ‘wage competition’ between various sectors will be
solved internally and hence without detrimental effect for inflation. In the case of
national-level bargaining, for example, macroeconomic targets can explicitly be
taken into account. Second, the ability of the union leadership to control its
constituent parts is crucial as it determines to what extent the former can formulate
and implement agreements reached at the national level. Third, the role of the
government and more particularly the presence of a pro-labour government have
traditionally been regarded as important. Neo-corporatist theories have assumed that

there is a sort of exchange between wage moderation and expansion of social welfare

1% Roughly speaking, the exposed sector comprises manufacturing, food, parts of the financial and
energy industries, while the sheltered sector includes government and public services, construction
and virtually all private services. Even though it is an over-simplification, the private, exposed and
manufacturing sectors on the one hand, and the public, service and sheltered sectors on the other hand,
are lumped together. This is common practice in industrial relations research (see Garret and Way
2000).
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policies. Naturally a left-wing, pro-labour governments would be - and historically
were - much more inclined to enter such an exchange relationship than right-wing
governments. Furthermore, Italian scholars, studying the Italian experience of wage
policy concertation of the 1970s, have drawn attention to the importance of executive
strength in the sense that - like the unions - the government has to (be able to)
‘deliver’ in order to make exchange and concertation work. At least this is relevant in
the case of tripartite concertation where the government is a party to the wage
negotiations (Regini 1984).

As for Italy, none of these preconditions seems to have held. At the national
level, unions were divided into at least three major, ideologically divided and
competing confederations (that is, communist CGIL [Confederazione Generale
Italiana del Lavoro], catholic CISL [Confederazione Italiana Sindacati Lavoratori]
and republican-socialist UIL [Unione Italiana del Lavoro]), which resulted in a lack
of centralisation and representational monopoly. The control of confederations over
lower units tended to be weak as demonstrated by past events, such as the Hot
Autumn of 1969 or the failure to implement an incomes policy during the early
1980s (cf. Section 2.6). Moreover, the Italian government was weak and frequently
unable to ‘deliver’ and furthermore was never dominated by left wing, pro-labour
parties (Cella and Treu 1998).

More generally, Italian industrial relations have been relatively conflictual,
politicised and poorly institutionalised (Cella 1989; Regalia and Regini 1998;
Pellegrini 1998; Negrelli and Santi 1990; Baglioni 1998). The level of wage
bargaining frequently changed during the post-war period, leading from confederal
bargaining in the 1950s to greater autonomy of industry unions and the bargaining
pluralism of the late 1960s and early 1970s, and finally evolved during the 1980s
towards a system where the scala mobile®® (at the confederal level), industry and
plant-level bargaining co-existed (Della Rocca 1998). Wage determination thus took
place at three levels: at the economy-wide confederal level, bargaining took place
between the three main union confederations, the main employer association,
Confindustria, and other smaller employer organisations; at the national-industry

level, industry-unions affiliated with the respective confederations bargained with the

 In 1975 the so-called Agnelli-Lama agreement determined the introduction of fixed-amount
quarterly increases based on the cost-of-living index (scale mobile), uniform for all categories of



62

sectoral employer organisations; at the company-level where a variety of
representational bodies existed, workplace representations and unions bargained with
management (Treu 1994: 161-162; Pellegrini 1998). In this pluralistic and multi-
level system, there was no explicit wage co-ordination. In short, the presence of a
fragmented union movement, the absence of a clear hierarchy between different
bargaining levels and between medium-strength unions, made a co-ordinated or
centralised voluntary policy of wage moderation difficult - if not impossible.

A final institutional problem in the private sector as far as insufficient inflation
convergence is concerned was the existence of the above-mentioned wage indexation
system (scala mobile) that made disinflation more difficult to achieve in both the
private and public sector (cf. Section 2.6). In the late 1970s and early 1980s, the
scala mobile determined up to 80 per cent of annual wage increases (Regalia and
Regini 1998). Even though wage indexation was downgraded in the mid-1980s, it
still created a drag that prevented rapid disinflation. This not only led to the
compression of wage differentials, but it also made it more difficult to achieve rapid
disinflation.

As suggested in the previous section, at a minimum all these institutional
features of the private sector wage bargaining regime combine to make disinflation
and co-ordinated wage restraint difficult to achieve. Evidence for this claim will be

provided in Section 2.6 and Chapter 5.

The Public Sector Wage Bargaining Regime®*

In addition to obstacles regarding wage moderation and disinflation in the private
sector, it was public sector wage policy that - in addition to fiscal policy —
contributed to the relatively high levels of inflation in the 1980s (cf. Section 2.6).
This again was primarily due to institutional problems. One problem had to do with
what has been described as ‘pluralism without a market’, that is, a system where the
absence of market pressures combines with pressure stemming from a pluralistic
form of union interest representation (Bordogna 1994). Another institutional problem

has been identified as a ‘regime of double protection’ (Rusciano 1990), that is, a

workers (cf. Flanagan et al. 1983: 496-566). The regime was extended to the public service sector in
1977.
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regime that combines collective bargaining rights with special public employee
status. Finally, a ‘weak state’ or the absence of a padrone serio made it easier for
unions to achieve wage increases (Salvati 1989).

First, in the 1980s the public sector experienced increasing fragmentation
(pluralism) as a consequence of a rank-and-file revolt against the three main
confederations. The centralisation of public sector labour relations (including the
scala mobile) led, among other things,” to a compression of wages and created a
problem of ‘wage solidarity’ (Iversen 1999; Bordogna 1994). White collar and
managerial employees as well as other occupational groups did not feel sufficiently
represented by the confederations. This resulted in the rise of cobas (that is, rank-
and-file committees) and sindacati autonomi (that is, unions independent from the
three confederations CGIL, CSIL and UIL) (Carrieri and Tatarelli 1997).%
Furthermore, in the absence of market competition, the incentive of public
.employees to moderate wage demands was low. Thus fragmentation (and
competition between groups) as well as their relative invulnerability (due to the
absence of market pressure) was responsible for increased wage pressures in the
public sector, especially during the 1980s (Micossi and Papi 1996).

Second, in 1983 collective bargaining rights were introduced into public sector
labour relations without abolishing the special status of public employees, thus
giving rise to a regime of ‘double protection’. This not only added to the tendencies
of conflict and fragmentation in public sector labour relations but also decreased the
costs for small groups of employees with a great deal of disruptive power to strike
and thus exert pressure on the government to grant them higher wages. This also
contributed to growing representational fragmentation in the public sector.

Third, a weak government also contributed to the wage-push inflation in the

public sector. More specifically, there existed a “pro-spending broad coalition of

2! The Italian public wage bargaining regime underwent several changes during the post-war period.
This section will discuss the problems related to the public sector wage bargaining regime in the
1980s (see Bordogna et al. 1999).

22 In addition to wage compression resulting from centralisation, other factors (such as satisfaction
with work, union policies, orientation of policies) played a role in bringing about disenchantment with
confederal unions among the rank-and-file and hence contributed to increasing fragmentation
(Bordogna 1994: chapter 6).

2 The reason why anti-confederal groups have played a more important role in the public (service)
than in the private (manufacturing) sector is that wage differentiation in the private sector was
achieved through premia at the company-level (which was not possible in the public sector).
Furthermore, the obstructive power of even small occupational groups is much greater in some parts
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politicians, bureaucrats, civil service unions, public employees and beneficiaries of
spending programs” (Brunetta and Tronti 1995: 157). This kind of rent-seeking
coalition exists in most countries where public employment makes up a sizeable
share of total employment. In a political system, however, where accountability is
dispersed and more importantly where the executive is weak and unable to act in a
coherent and goal-directed, long-term manner, the temptation for decision-makers to
nurture clientelistic relations and to avoid conflicts with militant public sector
employees is much greater. Thus the absence of a padrone serio or - in the
terminology adopted here - the presence of a weak executive made the control of
public sector wages even more difficult to achieve.

Finally, as in the private sector, the wage indexation system was also applied in
the public sector from 1977 onwards, thus making disinflation harder to achieve.
Wage indexation represented another obstacle in that there existed relatively little
(downward) wage flexibility. Although reforms during 1983-85 made the cost-of-
living adjustment proportional to earnings, wage flexibility was still low (IMF 1998:
21).

Although it is eminently plausible that these features affect wage moderation,
cross-country research does not provide unambiguous results. Recent studies have
found no evidence for a negative relationship between centralisation of public wage
bargaining (arguably a proxy for executive strength) and public sector wage
increases (OECD 1997a; Dell’ Aringa and Lanfranchi 1999). In fact, if anything, the
studies suggest that centralisation (a complex indicator made up of pay negotiation
level, budgetary constraints imposed by the central government, pay bill adjustment
at the central level and individual pay determination) is positively correlated with
wage growth when controlled for employment variation. But not only are there
methodological problems (data quality, comparability, period, sample size,
periodisation), but these studies do not properly address the relationship between
institutional and policy change, either. They moreover disregard a number of
important institutional variables, such as government strength and structure of trade

unions representation.

of the service sector (especially transport) relative to the manufacturing sector, thus decreasing the
potential costs of fragmentation for break-away groups.
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Notwithstanding these empirical results, it is plausible to assume - and
consistent with the historical-institutional approach taken here®® - that centralisation
of and authority over public wage determination provide the executive with greater
power over the setting of public wages and should hence ceteris paribus have a
disciplinary effect on wage increases and economy-wide inflation.”® If Italy with a
rather centralised system experienced above-average public wage increases, then this
was due to factors discussed above and which were not captured by cross-national
studies, such as low executive strength in political-institutional terms,
fragmented and militant public sector unions and so on.

In conclusion, the institutional characteristics of the private and public sector
wage bargaining regimes not only indicate the institutional obstacles Italy faced in
achieving wage restraint and disinflation in the 1990s, but they also provide a good

explanation of Italian wage and inflation performance during the 1970s and 1980s

(cf. 2.6).

2.5 The Monetary and Exchange Rate Policy Regime

As pointed out in Chapter 1, various studies have shown that the degree of central
bank independence has ceteris paribus a positive effect on price stability (Grilli ef al.
1991; Cukierman et al. 1994; for survey of literature see Eijffinger and De Haan
1996). Qualitative studies tend to confirm the relationship between central bank
independence and monetary stability (Goodman 1992).

Most of the explanations of this phenomenon point to the intuition that - for a
variety of reasons - the ‘political’ interests of elected politicians differ from the
‘bureaucratic’ interests of central bankers (Wo