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Small Countries in the Shadow of Worldwide Changes:
Some Theoretical Aspects

Like Switzerland, Norway, and Sweden, Austria, as a small
~economy—with a 40 percent openness measured in imports as a
percentage of GDP—with a high degree of openness, is particularly
vulnerable to international changes. Unlike the United States,
whose degree of openness is about 10 percent, and where the devel-
opment of the domestic market is the main source of economic activ-
ity, Austria depends for its economic performance ultimately on the
international economic environment. In contrast to Germany, whose
economy is open but large enough to influence the world economy,
Austria and other small countries have to accept external variables
such as world prices and interest rates as given. It will be argued
here that worldwide changes, in general, do not make national
policies obsolete. I further submit that even small countries do not
have to give in to international constraints, but have the possibil-
ity of taking free rider positions and, therefore, of pursuing
national economic policy strategies. Finally, it will be shown that
Austria’s economic policy, though suffering from increased interna-
tional constraints, can still be interpreted as a successful free rider

story.

In this theoretical part 1 focus on the limits and constraints of
national policies, in the shadow of one particular world-wide
change, namely, increasing nationalization, as expressed in the
increase of financial capital, real capital, and labor mobility.
There has been a dramatic change in the economic paradigm in the
eighties, the proclamation of the end of Keynesianism, the change
to supply-side oriented theory and politics. To analyze the limits
of all these different policy measures would surpass the limits of
this paper. But since the “failure” and “impotence” of traditional
Keynesian politics has been declared so decisively by supply
siders, I will concentrate on this topic and only analyze two issues:
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t!xe Iimit§ of a Keynesian employment-oriented monetary and
fiscal policy and the limits of distributionary policy.2

:actc.ordilng to thei”polilcy-impotence" argument, the constraints on
ional economic policies under increasing internationalizati
are the following: 5 alization

1. Interest rates are determined abroad (in th

: ra e case of perfect
caplt.al mobility not even the slightest interest difference wo}:ﬁd be
possible due to arbitrage except for differences in exchange rate

expectations and perceptions of whether co i :
worthy). untries are credit

2. .If international competitiveness on goods markets is to be main-
tained, the terms of trade have to stay (at least) constant. This
means that (given fixed exchange rates) a small country’s price
levels (especially the prices for tradable goods) or rate of inflation
are largely determined from abroad. (In the case of perfect real

capital and labor mobility, prices would have t
same between countries.) P ve to be exactly the

3. The.overal! balance of payments has to be in equilibrium in order
to avoid foreign exchange reserve losses and exchange rate deterio-

rations, which would in turn affect the domestic pri
c
terms of trade. price level and the

These three constraints affect small and large countries differentl
Large countries can influence interest rates and price levels whil);
small ?ountries are price takers and have to adjust their ec:)nom
.a'cc.o.rc‘lmgly (see, for example, Memorandum 1990, showing the s}:
S.lbllltles for autonomous German policy even in the very qcnsi]:iove
:f:eld of interest rate determination; for a more skeptical \;icw see
Scharpf 1987). Given these three heavy constraints there would’ not
be much room left for small countries’ national economic policies:

1. If interest rates are determined abr: iti

' oad, a traditional Keynesian
monetary policy canrot be practiced any longer. Any increas{'nin the
money sgpply whlc!\ the central bank used to lower interest rates in
order to induce additional investment would result in an immediate

outflow of capital until the mone .
supply and th
were the same as before. Y SUPPY e Interest rates
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2. 1f domestic interest rates are fixed by international conditions,
traditional Keynesian deficit spending becomes ineffective in the
medium run. The reason for this can be found in the increased
balance of payment problems which now cannot be financed through
higher interest rates. This would mean that differences in budget
deficits between countries should diminish. Small countries, espe-
cially, would have difficulty in maintaining high deficits if big
countries decided on austerity policy.

3. If the domestic interest rate is exogenously determined, func-
tional distributive policy also becomes ineffective. This is because
the interest rate on financial capital is linked to the rate of profit
on real capital. According to Keynesian theory, for example, the
marginal investor will expand investment until the marginal effi-
ciency of capital (that is, the rate of profit) equals the interest
rate. For a rational economic agent, the returns on both financial
and real capital as well—given equal perceived risk—have to be
equal at the margin. But if the profit rate is determined, then (for a
given relation between the profit rate and the wage rate) the dis-
tribution of income between capital and labor is also determined.
The primary distribution of factor income is then a datum. (Scharpf
1987 stresses this point when he describes the impotence of Euro-
pean national monetary politics to lower the real interest rates
below the American level in the early 1980s.)

4. If the domestic price level is largely determined abroad,
national cconomic policies that have inflationary impact have to
cease. If budget deficits increase inflation, they cannot be sustained
without being a danger for international competitiveness. In the
economic debate the inflationary argument of budget deficits is
introduced in two different ways. On the one hand, it is argued in
the “old-fashioned neoclassical crowding out” debate (Buiter 1985)
that the increase of (public) demand would induce a demand-pull
inflation. On the other hand, according to the short-term Phillips
Curve argument, deficits improve employment and the situation in
the labor market, thereby increasing workers” wage claims and
therefore inducing a cost-push inflation.

5. If prices are determined from abroad, unit labor costs cannot
differ largely between countries. This means that the autonomy of
income policies is threatened not only from the interest-profit rate
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: side, but also from the goods market and international competition
side.

The “impotence” argument of Keynesian policy, therefore, seems to
be based on solid ground. An expansionary Keynesian policy with-
out expansive monetary policy and without increasing budget
deficits seems to be a contradiction in itself. Nevertheless, three
points should be envisaged:

1. Factors are not perfectly mobile. Economic reality always means
friction, imperfections, uncertainty, lack of information, and lags in
reaction. In this imperfect world traditional instruments can still
perform, though their meaning and potency obviously decline with
increasing mobility. Even in the very sensitive field of finance, it
can be shown that arbitrage does not perfectly adjust interest rates.
The suggestion of Tobin to tax foreign exchange transactions, the so-
called Tobin tax, in order to reduce speculation and to allow for
national economic policies is, therefore, a feasible strategy (sce
Steindl 1989 for a critical evaluation of this proposition, as well as

further expansions of it by Dornbusch 1986 and Badhuri/Matzner
1990).

2. Small countries can take free rider positions as long as the “big”
countries do not react drastically. In open macroeconomics the
example most often cited for this is the “beggar my neighbor”
policy. If a small country devalues only once it can improve its
international competitiveness. Under “normal” conditions (more
precisely, those postulated by Marshall Lerner), this country’s
exports will increase, since they are cheaper now for foreigners and
its imports will decline (since they are more expensive for domestic
individuals). The result is therefore an improvement in the balance
of payments and increased employment to the disadvantage of
other countrics. The country herewith not only exports goods but
also unemployment to other countries, since the latter will suffer a
reduction in their exports. This free rider policy works so long as
other countries do not devalue their own currencies. (A further
condition is that the devaluation be large enough so that it not give
rise to further devaluation expectations because then importers
would quickly increase their import orders and exporters would
have to wait until their products get cheaper still.) A less quoted
example of small countries’ free rider possibilities is especially
relevant for the planned EC monetary union. If countries build a
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block of common restrictive monetary pol.icy and hav'e t}.\c same
currency they have to pursue also a restrictive fiscal policy m.order
to maintain low inflation rates. A small country can now simply
pursue expansionary policies, leading to hngher”output,' nmpgrts,
and balance of payment deficits, which are now “unpunished” (at
least in the short and medium run), since there cannot be any ex-
change rate effects. This country would have lo?ver unemploy.m;nt
than the big countries while profiting from ‘lh?lr low rate of infla-
tion (as will be shown in the next section, a similar argument can.bc
developed for Austria’s low inflation/low unemployment situation
in the 1970s).

3. Keynesian politics have to be reformulated ip order to meet new
demands. The structure of taxes and expenditure becomes more
important when their level cannot be expanded much f\'xr!}?cr.
Given increased uncertainty not only about the ﬁjtur'C»ecpnomlc situ-
ation but also about the effectiveness of various pohcy instruments,
a bundle of policy measures becomes more promising than single
instruments (Rothschild 1990, Marschoun/Marterbauer/Unger 1990
demonstrate this point in an intcmation?l comp.arisor\ of employ-
ment policy strategies). Given increased lr'\temah?nahzahon, sohr?;c
policy fields have to be transferred to an international level, while
others have to be reinforced nationally.

Policies that should be reinforced at the international lev?l are—
due to high capital mobility—especially monetary po!rr:'y ang
exchange rate policy. Trade unions shou!d view wage pollqcs ar;‘
working time policics at a more internahona} level. Dor.n_esnc poli-
cies should stress structural and distributionary ?OllCIC‘S more.
Differences in tax and social security systems will sh.ll stay srgmfl-
cant since historically developed, country-specific dlffcrcnc'cs will
prevail. (The high “property taxes” in Ang!ophone countrics, for
example, would appear revolutionary in, for instance, Gcn:nany and
Austria, while the high income taxes of the latter countries would
shock Americans. Also, differences in the pension systems cannot be
changed in a few years.)
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- Possibilities and Constraints for Austria in the 1970s and Early
1980s—The Breakdown of “Austrokeynesianism”

Not only is Austria a small country; it has also experienced quite an
economic success story since World War II. Furthermore, it is still
number one in the ranking of corporatism (see Calmfors/ Driffill
1988, for an overview of rankings). Compared to other corporatist
countries, the social partners are much more integrated into macro-
economic decision making. Worker and business associations have
an extremely high degree of influence not only with respect to wage
determination, but with regard to all economic decisions. Economic
policy is decided between the government and the “big four” (that
is, two associations of businesses and two of workers).

The economic concept of the 1970s is called “Austrokeynesianism”
and consists of four pillars. The first two are traditional Keynesian
policies, the other two are specifically “Austrian”:

—an expansive monetary policy with low interest rates was
intended to stimulate private investment and employment;

—traditional Keynesian deficit spending aimed at stimulating
output and employment (a further Austrian variant is job promotion
by nationalized industry);

—hard currency policy by pegging the Austrian Schilling to the
Deutsche Mark should help to import low German inflation rates;

—modest income and price policy by the social partners should
prevent domestically induced cost-push inflation. According to the
predominant Austrian view the social partners can determine real,
mot only nominal, wages through their high influence on domestic
prices. About 20 percent of the prices in the consumer price index
basket and about 50 percent of industrial prices are regulated by
them! (Nowotny 1989; a different view, which is underestimated in
the Austrian debate, is Rosner 1987, who argues that this interpre-
tation is a popular Austrian fairy tale and that mostly the social
partners only react to foreign price changes in their price regulating
behavior). Austria’s income policy has in fact been very modest,
since real wages were stagnant between 1975 and 1986.

Sometimes a fifth pillar is seen in the strategies of structural
policy aimed at improving the balance of payments through import
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ituti i i i tomobile indus-
substitution. This holds true in particular for the au
try and for the energy sector (Nowotny 1989). Nevertheless, there
has also been serious neglect in some other fields and sectors.

The concept of Austrokeynesianism worked very well in the 1970s
with regard to growth rates, low inflation rates, and full employ-
ment (see Table 1), but has been increasingl.y' eroded in the 1980s
partly for economic and partly for sociopo.lmcal reasons (see, for
example, Traxler 1988 for a detailed analysis).

TABLE 1: MACROECONOMIC PERFORMANCE

1974-1779 Averages 1980-1988 Averages
Austria Germany OECD Total Austria Germany OECD Total
Real
GDP 29% 2.3% 2.7% 1.9% 1.7% 27%
Growth
Rate of
Inflation 6.3% 4.7% 10.1% 4.0% 29% 60%
Standardized
Unemployment .
Rate P {8% 35% 5.1% 3.3% 6.9% 75%
1990 Forecast
Austria _Germany OECD Total
Real
GDr 3.4% 39% 29%
Growth
Rate of Inflation 32% 26% 46%
Standardized
Unemployment Rate 3.2% 6.1% 6.4%

Source: Historical Statistics 1960-1988. Paris: OFECD, 1990; OECD Economic Outlook, June 1990

The first pillar to break down was the low interest monetary policy
in 1980 (Winckler 1980). Austria had had constant, nomma! interest
rates during the 1970s. But due to increased capital mobility an.d
high U.S. interest rates (up to 11 percent) there was a dramah'c
danger of capital outflow which forced the Ccn.tral Bank to devi-
ate from its traditional policy. This was a typical problem of a
small country’s economy. The Austrian Central Bank was not able to
stand a high drain of foreign exchange reserves.
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The second pillar which collapsed was expansive fiscal policy.
Austerity and antiinflationary policy became worldwide slogans
and Germany pursued these policies with increased vigor. Austria
also declared “budget consolidation” (austerity) as a main economic
aim. Adhering to hard currency policy meant that other economic
instruments had to be adjusted to the German level. Germany had a
high overall balance of payments surplus while Austria had a
slight deficit. In the long run such a situation cannot prevail with-
out resulting in exchange rate deterioration. But budget consolida-
tion was also due to political reasons. New conservatism, electoral
deficits of the Social Democrats, a political system confronted with
increased demands from different groups used to pocketing money
from government, high deficits and structural problems of national-
ized industries, as well as political scandals, also played an
important role.

The third pillar was a reduction in the influence of the social
partners, once more only partly for economic reasons. The fact that
interest rate incomes and good prices could no longer be controlled
because of internationalization weakened their influence. In addi-
tion unemployment rates increased. Nevertheless, the impact of
the social partners on the economy remained still the highest
among all corporatist countries. Furthermore, they succeeded in

maintaining lower unemployment rates than those of the OECD
average (see Table 1).

The fourth pillar—the hard currency policy—still prevails. No
longer a working element in the “Austrokeynesian” arrangement,
however, it has become quite an isolated policy instrument.

In the terminology of Haberler, this instrument, combined with
restrictive monetary policy, is, in times of balance of payment sur-
pluses, “Austromonetarist” rather than Keynesian (Haberler 1982
and Nowotny 1985). Austria’s economy clearly reveals the problems
for a small open economy of increased internationalization. How-
ever, the country’s economic performance continues to be better than
the OECD average (see Table 1). There are still almost no strikes,
and a high political and social consensus among all major players
continues to prevail. The concept of “Austrokeynesianism” demon-
strated that small countries can take free rider positions: Austria
{combined with her domestic income policy) shared German price
stability but applied its own employment policy. The evolving

Brigitte Unger

trade balance problems were solved through higher interest rates
in order to improve the capital balance so that the overall balance
of payments did not deteriorate. The breakdowr.l also demons'trated
that, given increasing internationalization, this concept will not
exist without modification in the late 1980s and 199_05. N'everme-
less, Austrokeynesianism provided a sound economic ba‘S|s which
allowed politicians to get through the late 1980s with bc.t!er
preconditions (e.g., unemployment rates) than most other countries.

Austria in the Late 1980s and Its Perspectives in the 1990s

Following six years of sluggish economic gmwt}.\, the 1.9§8-89 upturn
was surprising (at least to OECD observers), in addition to b.c?ng
inflation moderate and balancing the current account. The rising
trend of unemployment observed since 1981 was reverse.d and the
budget deficit was brought down (OECD 1990). Is it anot!wcr
Austrian model or another Austrian miracle that stands behind
this favorable economic development?

The unexpectedly vigorous economic growth was initially export-
led. Expor;t)se in vo);um% increased by 8.8 percent in ‘1988 and by 10.9
percent in 1989 (in 1987, only 2.4 percent). In particular, exports of
raw material, mainly food, and of intermediate goods, especially
metal products, rose. The major source of this positive dev‘elopment
was the boom in Western Europe, where Austria could gain market
shares. But trade with Eastern Europe also boomed. Gains in manu-
facturing exports were particularly impressive in Ea§tem Europe
(real merchandise exports to all of Eastern Europe increased by
some 17 percent, to Poland by 55 percent, to Hungary by 35 percent;
see OECD 1990). A revival of tourism also contributed to growth
and the improved balance of payments. The tax reform of 1989 was
a fiscal stimulus, especially to domestic consumption. It therefore
also contributed to increased growth rates. Though tax reform
included reductions in income tax rates, tax revenue increased due to
a higher national income. Together with an austerity program in
public expenditures, the budget deficit declined. The fact tha't the
increase in foreign and domestic demand did not lead to hlghr{r
rates of inflation can be explained by foreign facts such as low oil
prices and the weak dollar, but also partly by domestic facts. The
unit labor costs declined by 5.4 percent in 1988 due to pressures on the
labor market from an increased labor force. The influx of for?ign
workers, especially from Eastern Europe, meant higher competition
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- and downward pressure on wages. Even though employment rose by
1.3 percent in 1989 (OECD-standardized), unemployment still
amounted to 3.15 percent, that is, only half a percent lower than a
year earlier. The main labor market problems focus on actually
increased long-term unemployment and illegal jobs.

The success of Austrian economic performance in the late 1980s is
due to a combination of different—partly opposing—economic pol-
icy measures. National policy aimed at a continuation of supply-
side policy (subsidies of investment and interest rates) as well as at
new supply-side measures (reconstruction of nationalized industry
partly through privatization, supply-side oriented reform in the
tax and pension system). Traditional demand-side policy mea-
sures—like the budget deficit—were used in a restrictive way. An
autonomous monetary policy was completely abandoned, since the
policy-controlled interest rates in Austria and Germany have
moved in tandem since. Hard currency policy was maintained. The
domestic stimuli would have been much too weak for the Austrian
economy. The rather restrictive domestic policy course turned out
only to be adequate ex post facto, when unexpected increases in
exports heated up the economy, so that no special domestic stimulus
was needed. The current Austrian model can therefore be classified
as a successful one of the “let’s-hope-for-a-miracle-from-abroad”
kind. This hope is not new and has—admittedly—sometimes also
been nourished with a little help, such as structural policy that
improved exports. It has, for example, always been the legitima-
tion of hard currency policy, which is said to be the whip from
abroad, forcing the export industry to restructure and lower prices in
order to compete with the world market.

Austria clearly shows the problems of a short-term Keynesian
policy management that lasts for many years. The emerging struc-
tural problems have to be met by different, more specific policy
measures. The export-oriented structural policy measures were not
sufficient. A highly corporatist regime which aims at minimizin

conflicts reinforces these problems, since restructuring of the econ-
omy would also be to the disadvantage of special groups. The lop-
sided structure of Austrian industry towards basic goods was, for
example, always recognized as a problem in Austria, but restruc-
turing meant closing down large industry sectors. It therefore
remained a very unpopular policy measure. For the political system
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it is much easier to legitimate unpopular measures of restructuring
or reducing the budget deficit with pressure from abroad.

i - " Iso to
The model of “let’s-hope-for-a-miracle-from albroad seems a '
be the predominant model of the 1990s. The “hope ’from the East’
brought about by events in Eastern Europe and the. ’hope from th.e
West” of membership in the EC seem to be the main pillars of this

model.

For Austria, the lifting of the Iron Curtain means on the one hand,
the loss of its traditional Vermittlerrolle between East ar\d West,
but on the other hand also the end of its status as a frontier at the
edge of the Balkans. Economically, the events in Ea§t?m Europe are
definitely to Austria’s benefit. It is not surprising tha't both
Austrian forecasting institutes revised their forecasts regarc!m% the
future of the Austrian economy significantly upwards (Worgott?r
1990; WIFO 7/1990). The stock market shows high increases in
Austrian construction shares. The opening of the Iron Curtain gives
Austria a new economic role:

—the large new market of about 400 million potential consumers in
a world of stagnant demand is a new chance fo'r Austria as well as
for the EC (and, by the way, a comparative disadvantage for the
U.S. and Japan, being located so far away). :

—the less developed region of northern Austria at the Czechoslo-
vakian border will profit from the opening of the border.

—Austria has already accumulated in the past the'necessar.y'know-
how for trading with Eastern country partners, since traditionally
it entertains close trade relations with Eastern Europe.

—Austria could be the ideal location for multinational enterprises
that want to trade with the East.

—And finally, the fact that the 1995 World Exposition will take
place in Budapest and Vienna will be favorable for the castern

region of Austria.

When applying for EC membership, Austria .signa.lled that_it was
ready to give up its autonomous macroeconomic policy, e§pccval)y in
the fields of high employment, distribution, and envnronmcn_tal
policy. In addition to political reasons, there was the fear of bqng
left out of the single market, since Austria has an extremely high
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trade involvement with the EC (about two-thirds of her exports
and imports). But there was also the hope of adapting the struc-
tures of the Austrian economy to the European level with the
“whip from abroad.” The tenor of Austrian industry towards EC
membership is positive, since it expects a gain of market shares in
the EC, only small losses in Austria due to higher competition, and
no change in the rest of the world (Pichl 1989). This is not surpris-
ing, since export-oriented industry will be a winner with admission
of Austria into the EC. The losers will be agriculture and the craft
sector in particular, which in Austria are much more highly regu-
lated and sheltered than in the EC, and the banking and insurance
industry, which had quasi monopoly profits because of the absence
of foreign competitors. EC membership is therefore planned to play
the role of the “whip” in the 1990s. I have always considered this
“whip” too expensive, especially since there are other possibilities
of participating in European trade. Instead of Austria waiting for
EC acceptance or rejection, domestic problems should in any case be
solved now, especially because membership in the EC does not mean
cost-free problem solving through the EC. These problems include
the restructuring of small industries whose size might prove a major
liability by means of capital market and technological policy.
(This cannot take place without foreign capital but it would mean
less loss of autonomy than if there were an uncontrolled inflow of
foreign capital as an EC member.) Deregulation of monopoly-
protected sectors will produce the price reduction expected of EC
membership autonomously, while there would still be a place for
an autonomous employment policy. Also, noneconomic welfare

effects of EC membership have to be taken into account. In this

respect, environmental problems are of special importance to

Austria. Austria would, for example, have to accept the EC princi-

ple of liberalization of traffic and would thus have far fewer

possibilities of intervention aimed at reducing the (then even

increased) north-south transit traffic by road transport which

concentrates on its Alpine regions already now (Traxler 1990).

Being outside of the EC has its price, but membership also is costly.
According to economic calculations, foregoing EC membership means
lower growth rates. Moreover, the cost of membership will also be
considerable since Austria would be a net payer to the EC at a cost
of about one billion dollars, that is, 1 percent of the Austrian GDP
(Breuss/Stankovsky 1988; Autorenkollektiv 1988).
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What options does Austrian economic policy havg, gjven the
various possible outcomes of European trade constellations?

Whatever the outcome in Europe finally is—whether it 1;;'; Aﬂg:n:
fied Europe, a European Economic Space, an EC versus 3 :af
etc.—Austria can and should pursue an autonomm;s n; io !
economic policy as much as a small, open economy car:!. min c:\:;:e
tries can take free rider positions, as Switzerland and, ev
impressively, Sweden have done for many, many years.

As Kurt Rothschild put it, economic policy is first and .foremosc:
politics (Rothschild 1990). There are no sn?gle solutions an
Sachzwinge but there is always a political choice.
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21 will neglect supply-side policies aimed at directly influencing the
production sphere, such as structural policy (research and development
policies, subsidies, public investment policies, labor market policies, etc.)
not because I consider them less important, but because the analytic
framework for them is completely different (see, for instance, Helpman
and Krugman 1989, IMF 1989), in focusing on microeconomics, while my
arguments deal with macroeconomics.



