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1989 and Social Democracy 

 

Did 1989 put the last nail in the coffin of European social democracy? Some scholars 

have echoed the popular view that whereas the social-democratic parties of Europe began to get 

closer to economic liberalism during the 1980s, it was not until 1989 that their ―need to cut loose 

from the past‖ saw a marked surge. Anthony Giddens wrote that social democrats‘ ―need to cut 

loose from the past received a further dynamic charge from the collapse of east European 

communism in 1989‖.
1
 Tony Blair echoed him by linking the rise of the Third Way to the ―death 

of socialism.‖ And even acerbic critics of the Third Way like Tony Judt saw 1989 as one of the 

most decisive moments in the existential history of social democracy, based on his reading of 

1989 as ―the death knell of a 200-year promise of social progress.‖
2
  

Such arguments imply that there was some kind of affinity between social democracy and 

Leninism through their common origins in the Marxian legacy, and that the end of one would 

entail the moderation the other. But why would this be the case? Why would the loss of the 

social-democratic faith in progress and eventual flirtation with conservative economics be tied to 

the fate of real-existing socialism, given their very different readings of the objectives of politics 
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before and then during the Cold War? Why would the social democrats‘ abandonment of 

Keynesianism, the economic paradigm meant to save the market economy, have anything 

systematic to do with the terminal crisis of East European central planning when Keynesianism 

had been a faux pas in this region even before the Berlin Wall went up?  

  This paper argues that 1989 came after Western social democracy had abandoned the 

revisionist terms of the postwar welfare Keynesianism and forged the terms of a ―Third Way‖ 

compromise between neoclassical economics and a ―social-liberal‖ reading of the welfare state. 

The historical evidence suggests that the end of state socialism in Eastern Europe happened years 

after European social democrats had abandoned some of the main pillars of their postwar socio-

economic project. Thus, rather than be affected by the meltdown of real-existing socialism, the 

causes of social democracy‘s decline were instead endogenous to debates within real-existing 

social democracy. This should not come as a surprise. Social democracy and state socialism had 

been ideological foes for almost seventy years and, Hayek‘s doomsday predictions 

notwithstanding, West European social-democratic institutions deepened political liberalism 

rather than throw it down the slippery slope to totalitarianism.  

 The contribution of this article to the literature is twofold. First, it provides the first 

systematic attempt at clarifying the connection between 1989 and the decay of ―classical‖ social 

democracy. Second, while previous scholarship on the crisis of social democracy emphasized the 

role of material constraints, this chapter contributes to those emerging constructivist readings of 

this crisis that emphasize the importance of economic ideas rather than of political party 

ideology. To this end, the bulk of the paper examines very closely the intellectual context within 

which social democracy lived its transition from Keynesian to orthodox neoclassical (or 

―neoliberal‖) economics during the late 1970s and early 1980s. 



 The contribution first historicizes the definition of social democracy in order to clarify 

what this concept meant before 1989. Next, it delves in a comparative analysis of the intellectual 

and institutional pillars of the Keynesian moment, its crisis and the eventual rise of 

neoliberalism. The last section of the paper uses secondary literature to look at the timing of the 

opening of social democratic parties‘ opening to neoliberalism.  

 

What Was Social Democracy? 

 

The Core and the Periphery of the Concept 

Born as a revisionist Marxist project at the cusp of the twin ideological crisis of late
 
nineteenth-

century orthodox Marxism and classic liberalism,
3
 social democracy became known as a political 

ideology, movement and institutional complex geared to tailor capitalism to the interests of 

workers and the lower middle classes via the political conduits of bourgeois democracy and the 

building cross-class political alliances. Yet beyond this definitional ―core‖ one also sees a lot of 

temporal variation. Indeed, social democracy saw deep transformations during the past 120 years 

by going from a revisionist reading of Marx in the first decades of the twentieth century to 

representing one of the more progressive readings of liberalism towards the end of the century. 

Thus, the first period was marked by the publication of the foundational work of Eduard 

Bernstein in 1899 and the synthesis of Keynesianism and social democratic ideology in the 

foundational act of the Swedish model: the Saltsjobaden agreements of 1936. This was an age 
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when social democracy was a revisionist Marxist political movement of the working class 

pushing for social, economic and political reforms, yet without an economic paradigm of its own 

to address economic life under capitalism. Next came a period that can be dubbed classical social 

democracy, whose basic identity markers were the abandonment of central Marxist tenets and the 

embrace of Keynesian economics. Thus, between 1936 and 1982 social democrats used 

Keynesianism as the underlying economic policy paradigm to achieved most of the reformist 

agenda conceived during the revisionist Marxist decades while forging big compromises with 

capital. The end of this period was symbolically marked by the rightward turn in 1982 of the 

beacon of social democracy: the Swedish SAP. During this phase, which can be termed ―Third 

Way,‖ social democrats terminated their commitments to Keynesianism and pursued socio-

economic policies anchored in a more orthodox neoclassical intellectual blueprint while 

generally keeping their commitment to the welfare state. It is to the analysis of each of these 

phases that I now turn. 

 

Transformation: Social Democracy as Revisionist Marxism (1899-1936) 

 

I do not believe, either, that there will necessarily be an abrupt leap, the crossing of the abyss; perhaps we shall be 

aware of having entered the zone of the Socialistic State as navigators are aware of having crossed the line of a 

hemisphere— not that they have been able to see as they crossed a cord stretched over the ocean warning them of 

their passage, but that little by little they have been led into a new hemisphere by the progress of their ship. 

 

Jean Jaures
4
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As the quote from Jean Jaures suggests, social democracy marked a redefinition of Marxism 

away from the focus on revolution as a cataclysmic event and toward revolution as a gradual 

process of consensual but nevertheless socialist transformation of society-market relations. The 

basic idea during this period was to transform capitalism so deeply that at some point social 

democratic reforms would usher the world into socialism through a process so gradual that the 

shift itself would not be noticed. 

This transformation revolved around two main objectives. The first was immediate and 

consisted of reforming capitalism through parliamentary means so as to advance the political and 

economic rights of those who lived off selling their labor for a wage. The second objective was 

most distant and consisted of bringing about the socialization of the means of production through 

the ballot box, with electoral reversal being interpreted not as invitation to hasten the course of 

history, but as evidence that the moment was not yet ripe for socialist transformation. The 

reformist agenda included such concrete items as political secularization, universal education, 

social insurance, progressive taxation, state and municipal economic activities to mop up the 

unemployed, legislation on work conditions, old age and sickness benefits, freedom of speech 

and assembly etc. By contrast with their immediate list of political reforms, transition to 

socialism had a relatively abstract list of goals: abolish exploitation, the destruction of class 

divisions, the removal of all political, cultural and economic inequalities, the end of capitalist 

production, the building of cooperative economic institutions serving genuine rather than created 

human needs, freedom, rationality and justice. Since socialism was deemed inevitable, the 

struggle for the former was not deemed to be a departure from the latter. Moreover, as one 

scholar put it, in this early social-democratic scenario it was thought that ―at some point 



mitigation becomes transformation, attenuation becomes abolition and at some point capitalism‘s 

‗concessions‘ annihilate capitalism.‖
5
 

These objectives were born from a fin de siècle revisionist drive inside Marxism. As 

liberals were reinventing the center and broaching a liberal argument for the welfare state and 

state intervention in the economy, Eduard Bernstein began to take issue with the predictive 

failures of orthodox Marxism and to deemphasize the possibility of an immediate transition to 

socialism on the political agenda.
6
 Rather than ―lead with the certainty of doom to the shipwreck 

of capitalist production,‖ as Kautsky had prophesied, capitalist relations had emerged from crises 

with renewed vigor. Instead of being completely instrumentalized by capitalists, the bourgeois 

state had begun to show signs of autonomy and began not only to devise instruments to ―save 

capitalism from capitalists‖ (prudential regulations, complex commercial codes etc), but also to 

respond to workers‘ contestation with social and economic reforms. This became more obvious 

as the early twentieth century wore on. Thus, in Britain the Liberal governments of the 

Edwardian era reacted to labor union activism by establishing the first institutions of the welfare 

state and, as a result of such political interventions, by 1914 the wages, the working conditions 

and the political voice of the British proletariat had improved dramatically. Similarly, when 

social-democrats in Belgium and Sweden organized mass strikes to obtain universal (male) 

suffrage, the bourgeois state ultimately gave in.  

Rather than putting history on fast-forward, as the Leninist strategy envisioned,
7
 social 

democrats saw parliamentary politics as the preferred and sufficient avenue
8
 towards a more 
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humane capitalism at first and a progressive replacement of capitalist property by social property 

later on. As Jaures put it, democracy was ‗the largest and most solid terrain on which the 

working class can stand . . . the bedrock that the reactionary bourgeoisie cannot dissolve without 

opening fissures in the earth and throwing itself into them.‖  

From Austro-Marxists to Swedish social democrats,
9
 the center of the social-democratic 

strategy was to refrain from the orthodox Marxists‘ choice to wait for the collapse of capitalism 

and to actively fight for socio-economic reforms that would lead to the overcoming of capitalism 

through evolutionary, non-violent and coalition-based political processes. The dream of 

overcoming capitalism remained, but at this time social democrats saw liberal democracy as 

finite and insisted that their project was about extending democracy from the political to the 

economic realm. Yet, despite their fears that the outcome of the electoral struggle would be their 

own suppression,
10

 the bottom line for social democrats was a clear rejection of the orthodox 

thesis of scientific progress towards that goal and the extra-parliamentary means of achieving it.  

This strategy was neither linear nor uncontested inside the social-democratic movement 

of the first half of the twentieth century, as even the Swedish and the Austrian parties showed 

skepticism that should the social-democrats win the elections and cut the privileges of the 

dominant class, the latter would resort to violence rather than stick to the parliamentary course 

(Przeworki, Capitalism, p.26). Hence the social-democratic dilemma of the day, as summarized 

by Gay in his biography of Bernstein: ‗Is democratic socialism, then, impossible? Or can it be 
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achieved only if the party is willing to abandon the democratic method temporarily to attain 

power by violence in the hope that it may return to parliamentarism as soon as control is secure. 

Surely this second alternative contains tragic possibilities: a democratic movement that resorts to 

authoritarian methods to gain its objective may not remain a democratic movement for long. 

Still, the first alternative—to cling to democratic procedures under all circumstances—may 

doom the party to continual political impotence.‖ As Sheri Berman aptly put it: 

  

[Bernstein] advocated replacing historical materialism and class struggle with a belief in the primacy of politics and 

the value of cross-class cooperation—a conviction that individuals, motivated by belief in a better world, could band 

together and use the power of the democratic state to gradually reshape the world around them.‖
11

 

 

The social-democratic commitment to a parliamentary road to socialism was consolidated 

rather than weakened when workers‘ strikes demanding more economic rights were being 

defeated in one country after another and resulted in more repression and decimation of union 

membership.
12

 At first, social democrats thought that reformist objectives and socialism itself 

were to be achieved through the activism of social-democratic parties and trade unions that 

would appeal to industrial workers. But when it became obvious that the proletarian class was 

not bound to become a majority of the population in even the most advanced industrial societies 

of Europe, social democrats gradually abandoned the commitment to being a party of this class 

and instead began to forge cross-class appeals towards ‗workers by brain,‖ lower middle classes 

and small peasants while seeking alliances with progressive liberals. By mid-century, cross-class 

appeals and electoralism became the hallmark of European social democracy.  
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Yet even when they controlled governments during the 1920s, social democrats agonized 

for many years on whether they should nationalize the ―commanding heights‖ of the economy as 

a first big step to socialism. Owing to the technical difficulties of the matter,
13

 none actually 

ended this deliberation and all limited themselves to ad hoc measures meant to improve the 

conditions of workers (minimum wage, income taxes, old age benefits, affordable housing), but 

which were nevertheless consistent with the economic philosophy of the reform liberal-

conservatism of Bismarck and Disraeli. This was tantamount to paralysis on economic policy. As 

Przeworski put it, 

 

The economic theory of the Left was the theory that criticized capitalism, claimed the superiority of socialism, and 

led to a programme of nationalization of the means of production. Once this programme was suspended—it was not 

yet abandoned—no socialist economic policy was left. Socialists behaved like all other parties: with some 

distributional bias toward their constituency but full of respect for the golden principles of the balanced budget, 

deflationary anti-crisis policies, gold standard, and so on.
14

 

 

More specifically, the first source of the paralysis was that any gains made in income 

redistribution were wiped out by the recurrent crises of capitalism.
15

 The second was that the 

interests of workers were still understood as particularistic rather than universalistic, thus giving 

labor-capital relations a distinctive zero-sum game flavor.
16

 The embrace of Keynesian 

economics by social democrats after 1936 and particularly after the war fully addressed these 

challenges and ushered social democracy into its ―golden age‖ or ―classical‖ era. This era 
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changed the nature of capitalism from a ―laissez faire‖ to an ―administered‖ variety and made 

workers‘ demands to increase consumption from a challenge to national interest to legitimate 

requirements to kick-start investment through increases in aggregate demand during crises. 

 

Mitigation: Classical Social Democracy (1936-1982) 

 

The trouble about the revolutionary left in stable industrial societies is not that its opportunities never came, but that 

the normal conditions in which it must operate prevent it from developing the movements likely to seize the rare 

moments when they are called upon to behave as revolutionaries. . . . Being a revolutionary in countries such as ours 

just happens to be difficult.  

 

Eric Hobsbawm
17 

   

And indeed difficult it was, as the ―normal conditions‖ of capitalism had been 

dramatically altered by social democracy just as social democracy was reneging on its belief that 

its reforms constituted cumulative steps towards the overcoming of capitalism in a distant and 

undefined future. From focusing on transformation social democracy became a movement for the 

mitigation of the functioning of capitalism. 

As Leninism came to reign supreme in much of Eastern Europe, following the implosion 

of the far right in the West, social democracy became the party of the radical reform of 

capitalism
18

 and ruled over Western Europe and became the most successful socio-political 

                                                 
17

 Eric Hobsbawm, Revolutionaries (London: Abacus, 1973), pp. 14–15. 
18

 The emblematic moment of this process of ideological mainstreaming was the abandonment of revolutionary 

Marxism and the adoption of the ―catch-all‖ party strategy by the German SPD at its congress in Bad Godesberg in 

1959. 



paradigm of the postwar years.
19

 Its ideas were shared by progressive liberals and conservatives 

alike. From Belgium to Austria, reform objectives like generous welfare states and labor 

regulations, steeply progressive taxation systems, and employment-producing/maintaining public 

sectors were often achieved with the consent of ruling liberal-conservative coalitions. Moreover, 

contra claims made by Marxist analysis of social democracy that reforms will be done without 

reducing inequality,
20

 the policies of many social democratic governments effectively reduced 

social inequalities of nearly every kind. As the golden age of social democracy was coming to an 

end in the 1970s, scholars found that the more democracy and social democratic rule a country 

had experienced, the lowest the share of national income taken by the highest income categories 

and the larger the share of the national income being distributed.
21

 During this time social-

democratic parties also defined the ―best practices‖ of political modernity in conditions of liberal 

democracy in that they developed a solid and consistent mass base via complex party 

organizations and affiliated networks. They also created social democratic organizations as 

―communities of solidarity‖, with their own subcultures and informal socialization 

mechanisms.
22

  

To a great extent the fortunes of the ―classic‖ social-democratic socio-economic model 

that dominated Western Europe‘s first three postwar decades relied on the economic institutions 
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of ―embedded liberalism,‖
23

 whereby partial trade liberalization was combined with domestic 

institutions that cushioned the socially deleterious effects of market dislocations through fixed 

rates and capital controls.
24

 Most importantly, however, the social-democratic project rested on 

the ideas of Keynesian economics.
25

  

Keynes‘s progressive liberalism was quite radical, however. Although during the Great 

Depression he had been on the left of the Labor party, Keynes‘ embraced political liberalism and 

dug, successfully for a while, the grave of laissez-faire economic liberalism. Although he was an 

elitist patrician who was almost mechanically skeptical of the capacity of the organized working 

class to look after its own business, in today‘s parlance he was decidedly a man of the economic 

left. His political fantasy was a coalition between left liberals and Fabians able to eviscerate the 

fortunes of conservatism and laissez faire liberalism. Contrary to classic liberals he thought that 

the government should curtail market freedoms drastically in order to ensure full employment 

and a fair redistribution of income, fortune and opportunities. In 1925, he wrote that ―[t]he 

transition from economic anarchy to a régime which deliberately aims at controlling and 

directing economic forces in the interest of social justice and social stability, will present 
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enormous difficulties both technical and political. I suggest, nevertheless, that the true destiny of 

New Liberalism is to seek their solution.  

The angular stone of the new paradigm was Keynes‘ General Theory (1936), an initially 

obscure book proposing a theory where involuntary unemployment
26

 was attributed to a 

deficiency in aggregate demand.
27

 The main point of the General Theory offered the scientific 

basis to social-democratic politics: economic inequality and insecurity under capitalism could be 

reduced via government interventions that did not reduce economic performance.
28

 After the 

Second World War, what was understood as ―Keynesianism‖ was in fact a synthesis between 

neoclassical economics and the ―orthodox‖ Keynes of the General Theory.  

As Keynesian economist Kalecki noted, Keynes‘ intellectual innovations changed the 

very nature of capitalism by creating a unity of interest between the unemployed, the employed 

and the employers in expansionary policies aimed at ensuring full employment: unemployment 

was insignificant, the employed got higher wages and more rights while capitalists made higher 

profits than under laissez faire.
29

 On top of everything, by doing this Keynesianism made the 

social democrats‘ agony over the issue of nationalization irrelevant, as instead of direct 

ownership the social democratic state could achieve its objectives by influencing capitalists to 

behave in the interest of workers. Through Keynes, the road to compromise with capitalists 

became imaginable for social democrats who now expected that through savings, investments 
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and redistribution the current profits of capitalists would be transformed into better and better 

material conditions for wage earners, to the point that their lives would become less and less 

commodified. Rather than radically transforming it, social democrats thus improved capitalism 

and mitigated its effects on wage earners, often against the will of capitalists themselves.  

The Keynesian policy paradigm adopted by postwar governments departed from the 

assumption that the private sector was fundamentally unstable to emphasize the role of the 

government in influencing growth rates, employment and production through a combination of 

fiscal and monetary policies. This policy paradigm was based in an intellectual consensus shared 

by mainstream economists throughout Western Europe and North America, with the notable 

exception of Germany, where ordoliberal views constrained the effects of the brief 1966-1973 

Keynesian interlude.
30

 By contrast with ―fundamentalist Keynesianism,‖
31

 in the neo-Keynesian 

model the neoclassical model of Smith and Marshall was assumed to hold in the long-run while 

the Keynesian one was applicable in the short run and for situations when the economic situation 

was marked by sticky wages, liquidity traps and interest-sensitive investment.
32

 Neoclassical 

synthesizers like Paul Samuelson, Robert Solow, James Tobin, James Meade, J.R. Hicks and 
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Franco Modigliani strived to fit Keynes‘ insights into the neoclassical fold as well as to 

formalize them through econometrics.
33

 

Far from being a homogenous paradigm, neo-Keynesianism was a spectrum of ideas. The 

―right‖ of the spectrum stretched as far as the neo-Keynesians who embraced the so-called 

―Pigou effect,‖ which stated that the General Theory failed to specify a link from ―real balances‖ 

to current consumption and that the inclusion of such a ―wealth effect‖ would make the economy 

more ―self-correcting‖ to the drops in aggregate demand (and therefore in employment) than 

Keynes predicted.
34

 This entailed a decreased emphasis on using demand-side policies to achieve 

the Keynesian objective of full employment. 

On the ―left‖ of the Keynesian spectrum were those who concluded that the ―Pigou 

effect‖ had to work on a narrow band of assets and that even if this effect existed, its power 

could be empirically ignored. Another mark of left-leaning Keynesianism was Abba Lerner‘s 

―functional finance‖ argument that balancing the budget is not important in itself, and should be 

managed accordingly. Governments could act to end high inflation without risking a major 

depression only by balancing monetary and fiscal intervention through incomes policy and a 

―functional finance‖ policy that ensures the adequate demand levels that guarantee full 

employment (Colander 1982:552).
35

 Similarly, the income redistribution effect of Michal 
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Kalecki held that far from being stabilizing, the reduction in money wages in a situation of 

unemployment can lead to reductions in aggregate demand and thus more unemployment.
36

 The 

logic behind this was that if wages decline, then the mark-up between prices and wages would 

increase. This would result in a redistribution of income from wage-earner to profit-earners. But 

if profit-earners have a lower propensity to consume than wage-earners, then the average 

marginal propensity to consume in the economy declines and thus aggregate demand declines.  

―Functional finance‖ ideas became textbook Keynesianism and the basis for policy during the 

Western postwar expansion.  

Pushing Keynesianism even further to the left were French economists like Pierre Masse, 

who read in Keynes‘ work an endorsement of the imperative of indicative planning,
37

Austro-

Keynesians and the more rebellious, yet less policy relevant post-Keynesians.
38

 But even though 

that Keynes was less favorable toward planning of all sorts in the General Theory, it certainly is 

the case that French indicative planners such as Masse cited Keynes as the father of indicative 

planning. This may have been an act of ―radicalization‖ of Keynes‘ work, but what it matters is 
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that French planners reproduced Masse‘s reading of Keynes and so did their Spanish 

counterparts.  

Indicative planners argued that one of the functions of government should be the early 

identification of oversupply, bottlenecks and shortages so that state investment could be used on 

time and in concert with investors to preempt the occurrence of market disequilibria. By contrast 

with ―standard‖ Keynesianism, Austro-Keynesians complemented counter-cyclical demand 

management with strong neocorporatist incomes and exchange rate policies. According to 

Austro-Keynesians, ―economic policy tried to stabilize the data most important for 

entrepreneurial decisions, especially wage increase, exchange rates and investment promotion. 

This lightened the burden of the traditional instruments of stabilization policy. In addition these 

instruments were assigned differently: Exchange rate policy was primarily used to stabilize 

prices in the short run, incomes policy to equilibrate the current account in the medium and 

longer run, fiscal policy to stabilize employment‖ 
39

 

These intellectual innovations shaped different varieties of social democratic experiments 

in Western Europe. The Austrians and the British had more nationalized property than the 

Swedes, yet they all avoided making the state the competitor of private capital. Instead, through a 

combination of anti-cyclical macroeconomic policies, provision of public goods, and welfare 

measures, social democrats provided private capital with the economic inputs and the social 

peace needed for sustained economic profitability and maintenance of the capitalist production 

and investment regime. In other words, Keynesianism saved both capitalism and social 

democracy through a win-win game between capital, labor and the state. As Przeworski put it: 
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The essence of contemporary social democracy is the conviction that the market can be directed to those 

allocations of any good, public or private, that are preferred by citizens and that by gradually rationalizing 

the economy the state can turn capitalists into private functionaries of the public without altering the 

juridical status of private property.
40

 

 

Yet just as Przeworski was writing this in 1979 it was clear that mainstream 

macroeconomics began to ―de-Keynesianize‖ and cede more and more points to neoclassical 

orthodoxy. Some leading Keynesian economists put up a fight. Speaking from his position as 

president of the American Economic Association in 1977, Franco Modigliani attacked the 

monetarist insurgency and defended countercyclical monetary and fiscal management policies as 

the adequate response to stagflation by arguing that the inflation of the 1970s was mostly the 

result of the oil shock of 1973, rather than the result of flawed government policies.
41

 He argued 

that expansionary fiscal policies could either complement or offset monetary policy in the pursuit 

of either unemployment or anti-inflationary objectives. A few Keynesian macroeconomists set 

out to demonstrate that the embarrassing difficulty to predict stagflation could be overcome by 

incorporating exogenous supply shocks in the standard structural models based on the Phillips 

curve. 

Other prominent neo-Keynesians, however, began to make major concessions or simply 

defected. In 1980, prominent Keynesian James Tobin, a scholar who defended a reflationary 

response to the crisis, ended up agreeing that ―the price- and wage-setting institutions of the 

economy have an inflationary bias. Consequently, demand management cannot stabilize the 
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price trend without chronic sacrifice of output and employment unless assisted, occasionally.‖
42

 

Around the same time, Assar Lindbeck, the dominant figure of Scandinavian Keynesianism, 

began to accept the basic assumptions of monetarism and rational expectations, leading to a 

paradigmatic shift to the right in the economics of the flagship of social-democracy.
43

 In less 

than a decade, Keynesianism went from epistemic hegemony into the defensive.  

 

Integration: The Third Way and Neoliberalism (1982-) 

This ―third way‖
44

 between classical social democracy and the ―pure and simple‖ neoliberalism 

of the Reagan-Thatcher era arrived in Europe almost two decades before Tony Blair, Gerhard 

Schroder, Anthony Giddens and Ulrich Beck popularized the concept. The term had some 

history.  Alex Callinicos reminds us, the term ―third way‖ was used by Labour in 1912 to define 

a middle point between syndicalism and socialism and by the New Left to define an alternative 

between communism and social democracy. During the 1990sm however, in what amounted to 

an integration of the social democratic legacy into the redefined priorities of the market, during 

the 1980s social democrats felt compelled to withdraw the promise of full employment promise 

and bought the supply-side argument that the deregulation of the labor market could ensure 

realistically low unemployment levels instead. Rather than direct state guarantees of economic 

rights and welfare universalism, one talked instead about investment in ―human capital,‖ active 

labor market policies, the ―social investment state‖ and the fair distribution of opportunities 

through education and health rather than of income through tax and benefit systems.
45
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But whether we see the Third Way as ‗[t]he best ideological shell of neoliberalism 

today,‖ as Perry Anderson put it, or rather as the only politically and economically feasible 

manifestation of progressive politics, as Anthony Giddens insists, it is clear that at the core of the 

Third Way lies the rejection of Keynesianism and the embrace of the main pillars of a resurgent 

neoclassical orthodoxy. This ideological transformation allows for varieties of capitalism and 

welfare states as different as those of Britain and Sweden.
46

 However, throughout European 

social democracy during the late 1980s, one encountered similar levels of commitment to 

macroeconomic orthodoxy and labor market flexibility. It is to the intellectual origins of this 

transformation that I now turn. 

 

The Neoliberal Counterrevolution in Economics 

At the heart of classic democracy was a twin contention. First, Keynesians posited that 

full employment would not necessarily lead to a higher and constant rate of inflation. The wage-

price spiral would lead to such an outcome that monetary policy alone could control inflation. 

Inflation was commonly believed to be driven primarily by factors other than monetary policy: 

fiscal deficits, commodity price shocks, inflation psychology, aggressive labor unions, or 

monopolistically competitive firms.
47

 The second contention was that demand-side expansionary 

policies did not squeeze profits while they kick-started consumption.  
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During the 1970s both these propositions came under attack. Monetarists economists 

attacked the first thesis by making the twin contention that an excessive supply in the quantity of 

money by the central bank is the most important cause of inflation, and that the vagaries of 

monetary policy are responsible for the cyclical fluctuations of the economy.
48

 This controversial 

argument that did away with neo-Keynesians‘ complex accounts of the causes of inflation was 

built on the classical assumption that governments may not know in advance what the real 

effects of monetary policy will be in the long term. Monetarism rose as an anti-Keynesian 

restatement of the eighteenth century classical quantity of money theory. This emphasized the 

stability of the private sector and the insufficiency of monetary policy in controlling inflation, 

and it was built on the classic liberal faith that, in the long run, markets are more efficient and 

productive than government intervention. 
49

 According to its ―father‖, Milton Friedman, to 

forestall either deflation or inflation, the most important goal of the monetary policy should be a 

public commitment by the government to lock in low fixed rates of growth in the money supply 

(between 3 and 5 percent) plus all commercial bank deposits.
50

 Once accepted, this thesis 

eviscerated Keyensian counter-cyclical policies based on forecasting the rise in demand. It 

promoted the institutionalization of monetary targets via open market operations, changes in 

interest rates, budgetary spending cuts or quantitative controls of the increase in bank credit, all 

with a view to reduce the effective demand for goods and services. The key policy implication of 

the monetarist thesis was that government should keep the money supply steady and expand it 
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slightly each year in accordance with the natural rate of economic growth. In practice, this meant 

that central banks should establish binding inflation targets. If they did this, monetarists claimed, 

the normal market process would keep inflation and unemployment low, while avoiding the risk 

of recession. 
51

  

 But the monetarists‘ offensive did not end with monetary policy. They attacked 

government employment regulations by cutting the links between monetary policy and the 

dynamics of unemployment. Friedman postulated that there is a natural rate of unemployment 

whose levels can only be kept low artificially, through labor market rigidities (labor unions, 

minimum wage legislation, hire and fire costs). According to his theory, the natural rate of 

unemployment is unknowable. Therefore, the government‘s attempts to lower it are doomed to 

generate either inflationary spirals if unemployment is set below the natural rate, or deflation if it 

is set above this rate. The most important implication of this argument is that there is no 

permanent trade-off between inflation and unemployment; there is only a temporary trade-off. 

During the 1970s, the monetarist onslaught against Keynesianism was complemented by 

two new schools of thought: supply-side and new classical economics. Supply-side economics 

was the product of interactions between conservative media and a small group of maverick 

economists. It resuscitated the classical liberal thesis that supply creates its own demand (Say‘s 
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law),
52

 leading supply-siders to reject the possibility that economic recessions may be caused by 

a fall in demand
53

.  

But, as Mark Blyth showed
54

, supply-siders went beyond this classical thesis in two 

respects. First, they argued that pumping up demand would simply lead to higher inflation, if it 

were not done in conjunction with the improvement of markets through deregulation, 

liberalization, privatization or free trade. Given the assumption that unemployment is voluntary, 

the second monetarist intellectual contribution was that government policy may increase the 

labor supply (and thus both productivity and investment) by allowing participants in the labor 

market to keep more of their money (through tax cuts), and to more freely enter and exit the 

labor market (by scrapping minimum wage legislation and the deregulation of labor 

legislation).
55

  

Second, in addition to tax cuts and labor deregulation, supply-side ideas also entailed 

reductions in welfare benefits. This was not based on the monetarist idea that welfare spending 

can be inflationary, but on the supply-side discovery that labor supply decreases when the 

unemployed are offered benefits that give them incentives not to work. In their strong forms, 

supply-side ideas argued that tax cuts would generate such revenue growth that the resulting 

deficit would be completely financed by the cuts themselves (the Laffer curve) and would raise 

living standards to such a degree that welfare spending would be unnecessary. Supply-siders 
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cited no evidence for such theses. The fact that welfare state scholarship did not engage with 

quantitative research on the ―big welfare-reduced growth‖ thesis until the mid 1980s kept the 

supply-side argument sheltered from robust attacks precisely at a time when social democrats 

began to doubt their commitment to the welfare state.
56

 

 Finally, by importing microeconomic ideas into macroeconomics, monetarists also 

argued that regulation created perverse incentives and distorted resource allocation as much as it 

cured other problems. Because supply-siders assumed that efficiency was possible only in 

conditions of private ownership of assets and competitive markets, deregulation and privatization 

emerged as key policy recommendations.  

According to the more academically-anchored new classical (or rational expectations) 

approach, real-world business fluctuations could not be explained away as market failures (the 

Keynesian approach), or strictly as the result of monetary disturbances (the monetarist foil). 

Instead, Robert Lucas, Thomas Sargent, Neil Wallace and other prominent representatives of this 

new tradition also stressed the causal role of supply-side shocks, such as technological 

revolutions, raw materials price spikes and radical changes in the organization of production. 

Employment, like output, would rise with favorable shocks and fall with unfavorable shocks.
57

  

The new classicals argued that these disturbances could not be remedied by the 

government. On the contrary, echoing the earlier critiques of government intervention made by 
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the Austrian School, they argued that interference could only worsen them. Where Friedman had 

argued that policy was destabilizing, Lucas and his colleagues used complex mathematical 

models to demonstrate that, if private agents were completely rational and if markets were 

competitive (two assumptions shared by the neo-Keynesian mainstream) it would be impossible 

for the government to stabilize the economy, simply because agents would adjust their 

inflationary expectations and ―outsmart‖ the government. To make this argument, new classicals 

adopted John Muth‘s rational expectations hypothesis: if the predictions of an economic model 

were correct and the agents‘ expectations of the future were wrong, then the agents could use the 

model to remedy their expectations and avoid future errors. They applied this argument to a 

critique of the Keynesian assertion that there was a trade-off between unemployment and 

inflation, and they maintained that an expansion of the aggregate demand could lower 

unemployment only because the acceleration in prices was not anticipated. The companies that 

mistook higher market prices for higher real returns would be willing to increase output, while 

workers who mistook higher market wages for higher purchasing power would be willing to 

terminate their unemployment sooner. Yet these outcomes would not last, because neither the 

returns to firms nor the purchasing power of workers were really higher when adjusted to 

inflation. As soon as they realized that expansionary policy is not a stimulus to the economy, but 

is actually an early warning inflation, firms and workers would reduce production and increase 

the unemployment rate. What is more, having made the mistake once, they would not be easily 

fooled again by the same policy, thus depriving state intervention of the capacity to reach its 

goals in the long run.  Consequently, the government‘s only policy option was to credibly 

commit itself to anti-inflationary policies, whose costs in terms of higher unemployment could 



be addressed by boosting the supply-side of the economy through tax cuts and labor market 

deregulation.  

The radical attack against government intervention, which was instigated by rational 

expectations, was further strengthened during the 1970s by the indigenization of public choice 

theory in macroeconomics.
58

 William Nordhaus‘ work on the political business cycle,
59

 for 

example, legitimated the assumption that bureaucrats and politicians were not seeking to 

optimize a national welfare function, as Keynesians had assumed, but rather were motivated by 

their own strategic interests. Public policy, therefore, was riddled with inefficient rent seeking. 

The most important policy implication was that governments should delegate monetary policy to 

an independent central bank, whose vested interest (ensuring price stability) was by hypothesis a 

virtuous one. Other public choice economists
60

 went further in attacking a basic social-

democratic thesis by trying to demonstrate that welfare states harm growth in the long term due 

to rent seeking. However, as some reviewers noted, they ―employed proxy variables for sclerosis 

(age of a nation or years of democracy) that assumed a fair amount of faith.‖
61

  

 

Neoliberalism and Policy Practice 

Beginning with the mid 1970s, the neoliberal insurgency began to percolate in international 

organizations as well as in the political system of the advanced capitalist core. The embrace of 

these ideas by actors with influence in the world economy gave them a greater weight relative to 

                                                 
58

 Public choice theory dates back to the work of James Buchanan, Gordon Tullock, Mancur Olsen, and Anthony 

Downs around 1960. For a systematic overview see S.M. Amadae, Rationalizing Capitalist Democracy: The Cold 

War Origins of Rational Choice Liberalism (Chicago: University of Chicago Press, 2003). 
59

 William D. Nordhaus, ‖The Political Business Cycle, ‖ Review of Economic Studies, vol. 42, issue 2 (April 1975), 

pp. 169-90. 
60

 See Kwang Choi, ―A Statistical Test of Olson‘s Model‖ In D.C. Mueller (ed.), The Political Economy of Growth 

(New Haven: Yale University Press 1983), pp. 57-78. 
61

 Gøsta Esping-Andersen and Kees van Kersbergen, ―Contemporary Research on Social Democracy,‖ Annual 

Review of Sociology, 18 (1992), p. 199. 



available alternatives such as, say, post-Keynesian or Austrian economics, because they provided 

policy makers puzzled by enduring stagflation with concrete and successful examples. As 

neoliberal ideas were adopted by the European Commission, OECD, the IMF and great 

economic powers, the pressures to adjust to the new reality increased on nation state elites 

elsewhere. Yet the endorsement of the neoliberal agenda did not reach a critical mass of center-

left West European parties until the second half of the 1980s, well after PSOE decided its 

government program in 1982.  

At the systemic level of analysis, the IMF‘s tolerance of Keynesian demand management 

began to weaken just as the Bretton Woods system showed its first signs of crisis. As a recent 

study of IMF policy papers shows, during the late 1960s ―a form of ‗monetarism‘ was emerging 

in the counsels of the IMF, which involved not only a focus on monetary aggregates, but, 

perhaps even more importantly, a skepticism about governmental discretion in the conduct of 

economic policy and an enthusiasm for fixed, quantitative targets.‖
62

 But it was not until the mid 

1970s that the neoliberal turn became evident. Scholars attribute this turn to the fact that key 

policymakers in United States
63

 began to push the IMF to embrace select neoliberal ideas such as 

conditional financing and financial deregulation. According to Eric Helleiner, Treasury 

Department Secretary Simon and Federal Reserve Chairman Burns and secretary of state 
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William P. Rogers used their institutions‘ influence in the IMF to force Britain in a 

macroeconomic stabilization package that contained crucial financial deregulation reforms. 
64

  

Simultaneously, monetarist arguments began to gain traction in the British and American 

financial press and central banks at a time when financial markets became increasingly hostile to 

the Labor government‘s adoption of a neo-Keynesian crisis package in 1974.
65

 And since Britain 

was more vulnerable to financial interests than any other European country, she became the trial 

run of neoliberalism in 1976, when an IMF macroeconomic austerity package with financial 

deregulation clauses was forced on a British government trying to fight the collapse of the 

sterling. Historical contingency entered the scene in dramatic fashion, as the left faction of the 

Labor party was one vote away from rejecting the IMF package.
66

 Neoliberal ideas thus scored 

their first victory at a critical juncture of European economic history. Testifying to the 

importance of this moment, US state Secretary William P. Rogers suggestively framed this 

moment as ―a choice between Britain remaining in the liberal financial system of the West as 

opposed to a radical change of course, because we were concerned about Tony Benn 

precipitating a policy decision by Britain to turn its back on the IMF. I think if that had 

happened, the whole system would have come apart…So we tended to see it in cosmic terms.‖
67

  

Following the British crisis, the IMF further enlarged the list of policy areas subject to its 

newly acquired neoliberal sensibility. Broome and Seabrooke‘s systematic analysis of IMF 

policy documents concerning Western capitalist states evidenced that the Fund expanded its 

advisory jurisdiction over the tax regime, labor regulations, welfare state and industrial policy 

                                                 
64

 See James Raymond Vreeland, The IMF and Economic Development (New York: Cambridge University Press 

2003) and Mark D. Harmon, The British Labour Government and the 1976 IMF Crisis (New York: St. Martin's 

Press, 1997). 
65

 See Blyth, Great Transformations; Helleiner, Global Finance; Douglas Wass, Decline to Fall (Oxford/New York: 

Oxford University Press, 2008); Colin Hay (ed.), New Directions in Political Science (London: Palgrave, 2010). 
66

 Kevin Hickson, The IMF Crisis of 1976 and British Politics (London: Tauris, 2005) and Wass, Decline to Fall. 
67

 See Helleiner, Idem, p. 128). 



issues during the late 1970s and early 1980s. For example, in 1977, the Fund advised Denmark 

not only to cut its growing current account, which was part of its old neoclassical orthodoxy, but 

also to adopt neoliberal supply-side measures such as the raising of indirect taxation and the 

lowering of income taxes. Also, in 1981 the Fund basically told Sweden to shrink the welfare 

state, cut industrial subsidies, cut income taxes and control wage increases 
68

 After 1981, a 

similarly expanded package was served to developing countries.
69

 After the Latin American debt 

crisis in 1981, IMF policy advice went beyond deflationary, fiscal adjustment, wage restraint and 

revenue-increasing policy suggestions and began to advocate for more structural measures, such 

as privatization (public enterprise sales, sub-contracting or eliminating public sector services), 

labor market deregulation, tax incentives for private sector development, market restoring 

mechanisms (ending subsidies, interest rate increases and wage indexation, trade and payment 

liberalization).  

The OECD followed a similar line in near-synchrony with the IMF. After 1977, OECD 

reports written for the EEC advocated a standard monetarist line plus an emphasis on fixed 

exchange rates. The most important of these was the McCracken report (1977), whose call for 

austerity policies to address the stagflation crisis was couched not only in the new set of 

neoliberal ideas discussed above, but also in new political, sociological and psychological 

narratives about the ―wealth paradox‖ that bolstered those ideas. These narratives used 

unexamined conservative values and assumptions to intimate that implied social-democracy and 

welfare systems were dead-enders, that government interventions are doomed by intrinsic 
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inefficiencies and that high levels of long term unemployment were acceptable in the name of 

cementing incentives to invest. In the analytical framework of this influential report, the state-as-

investor disappears, yet the ―new‖ state is now the ―minimal‖ state of the orthodox neoliberal 

line. In addition to the neoliberal disciplinarian function (through credible commitments to price 

stability), the state was expected to continue to facilitate social consensus through engineering 

wage and price level agreements with labor and capital, rather than act as the public arm of 

private capital. 
70

 

 In Western Europe, the neoliberal revolution arrived first in the European Commission 

and in Germany. In 1973, even before the first oil shock hit, EEC‘s Council of Ministers passed a 

resolution that in effect represented the first official endorsement of the monetarist theses. The 

resolution called on member states to ―progressively reduce the growth rate of the money supply 

until it equals that of the real GNP.‖
71

 Subsequently, the Commission‘s finance ―ministry‖ (the 

Directorate General for Economic and Financial Affairs) issued a report in 1975 that 

recommended monetary supply targets to lower inflationary expectations and create the 

foundations for a new fixed exchange rate regime. Known as the OPTICA reports (OPTImum 

Currency Area), these policy papers took issue with the then still reigning neo-Keynesian 

orthodoxy and turned low inflation and fixed exchange rates into top priorities of economic 

policy at the supranational level in Europe.
72

 During the second half of the 1970s, German-style 
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inflation targeting also became the new orthodoxy in the EEC‘s Committee of Central Bank 

Governors, a platform for policy coordination for central bankers).
73

 

The German policy success in weathering the stagflation crisis inspired other West 

European governments to do the same.
74

 As early as 1976, conservative governments in France 

and Italy also shifted from expansionary measures to reform plans centered around restrictive 

monetary policy through the adoption of inflation targets, currency stabilization, wage restraint 

and rejection of the notion of full employment. In so doing, they expressly modeled their 

restrictive policy packages on Modell Deutschland.
75

 The center-left governments of the Benelux 

had ―shadowed‖ Germany‘s anti-inflation posture throughout the late 70s by pegging their 

currencies to the deutsche mark while defending deficit-financed countercyclical spending, 

corporatism and the welfare state. Yet when Belgian and Dutch conservatives won the elections 

in 1982 and 1983 respectively, they not only maintained the D-mark peg, but also embarked on 

deflationary policies that suspended wage indexation, froze benefits, institutionalized work share 

agreements and deregulated part-time work.
76

  

In 1981-1982, neoliberal ideas were being embraced by most West European 

conservative parties, who thus were reneging on their participation in the grand postwar socio-

economic compromise. But as far as the center-left was concerned, even ―pragmatic‖ 

neoliberalism was far from cannibalizing the economic policy identity of a critical mass of 

European social-democratic parties then in government or opposition. Rather than a generalized 
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neoliberal swing, in the late 1970s and early 1980s the West European center-left offered instead 

a mosaic of reactions: outright resistance to neoliberalism (British Labor Party, Belgian 

Socialists, Dutch, Austrian and Danish social-democrats), resistance followed by accommodation 

(French Socialists), and early accommodation (Italian socialists, Swedish and German social-

democrats). It is to the analysis of the expected effects of this mosaic for PSOE that I now turn. 

 

After the Fact: The End of Leninism and the End of Classical Social Democracy  

During the 1980s neoliberal ideas began to enter the economic policy conventions of social-

democratic parties. If the German social democrats had shifted away from Keynesianism in the 

mid 1970s, the rest of the continent waited until 1982, a year that marked the abandonment of 

Keynesianism by the Swedish and the Spanish center-left.  

The case of the ―pragmatic‖ neoliberalism pursued by German social democrats is well 

known,
77

 and the same rightward turn was observed in Swedish social democracy, albeit much 

later than in Germany. As suggested earlier, after 1974, German social-democrats pioneered 

inflation targeting and convinced other European governments to do the same. But by 1980, the 

second oil shock and strict monetary policy contributed to a rise in unemployment. To ameliorate 

worsening job market figures, the SPD pushed for increased government supply-side spending 

on infrastructure projects. To finance them, the SPD proposed a ―third way‖ policy mix: tax 

increases and cuts in welfare benefits. This policy position that led to the collapse of SPD‘s 

alliance with the liberals and then to the conservative victory of 1982. 
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In Europe the rejection of Keynesianism began during the mid 1970s. The monetarist 

policy regime had already had a trial run in Germany‘s social democratic government beginning 

with 1974.
78

 While monetarist policies had been tried during the postwar years by the 

Netherlands and Belgium,
79

 the fact that Keynesian policies were associated with higher growth 

rates in France, Austria, Scandinavia or Italy weakened the case for its diffusion outside 

Germany and the small group of states that ―shadowed‖ its macroeconomic policy.  

This time it was different, however. Germany‘s generous welfare state, employment 

figures and wage levels appeared to weather stagflation better than countries that pushed 

ambitious demand-side policies during the second half of the 1970s. West Germany‘s 

constitutionally-guaranteed commitment to price stability ensured through an independent 

central bank had been a mainstay of this country‘s monetary policy during the postwar years.
80

 

Yet it was only in December 1974 that the central bank resorted to monetarist inflation targeting, 

or the use of pre-announced low growth targets (around 2 percent a year) for the money stock 

(M3) with the intent of lowering the public‘s inflation expectations.  

This policy move was enabled by the fact that the collapse of Bretton Woods relieved the 

Bundesbank of its most important external obligation (i.e. to intervene in the foreign exchange 

markets), yet the choice for a more rightward option was based in explicit monetarist arguments 

(Issing 1992; 1996). As a former Bundesbank official argued, ―[t]he choice of a monetary target 
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in 1974 undoubtedly signaled a fundamental regime shift. Not only was it a clear break with the 

past but also a decision to discard alternative approaches to monetary policy. There were two 

main arguments in favor of providing a quantified guidepost for the future rate of monetary 

expansion. First, and foremost, was the intention of controlling inflation through the control of 

monetary expansion. Second, the Bundesbank tried to provide a guidance of agents‘ (especially 

wage bargainers‘) expectations through the announcement of a quantified objective for monetary 

growth. Therefore, with its new strategy, the Bundesbank clearly signaled its responsibility for 

the control of inflation.‖ 
81

 Yet Germany-style monetarism that was soon to be emulated across 

Western Europe was of a hybrid or ―pragmatic‖ rather than of an ironclad or doctrinaire kind. In 

Germany not even the conservative Bundesbank economists wished to conceive of inflation 

targeting the first step in taking Germany‘s embedded liberalism apart.
82

 Theirs was a ―pragmatic 

monetarism‖ that acknowledged the limits of price stability for employment and economic 

growth outcomes, while allowing for moderate and temporary accelerations of money growth to 

stimulate real growth and employment.
83

 The central bank liked not only Modell Deutchland‘s 

liberalized cross-border capital movements and deregulated domestic bank interest rates. It also 
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valued its privilege to coin Europe‘s anchor currency, while cultivating an institutionalized 

skepticism towards financial innovations.
84

  

Yet the embrace of monetarism by the SPD was not too striking given that Keynesianism 

had never been a hegemonic policy paradigm in Germany. By contrast, the rightward shift of the 

Swedish SAP came as a real surprise as the Swedes had been the beacon of the world center-left 

since the late 1930s. Thus, in 1982 the SAP‘s right wing made the rest of the party accept the 

argument that cutting inflation was a primary policy objective. SAP‘s ―third way‖ entailed 

increasing profit levels to increase investment at the cost of wage stagnation. As a result, budget 

cuts, deficit cuts, investment incentives and a weakening of social democratic-union ties became 

mainstream SAP policies. Erstwhile advocates of ―overcoming‖ capitalism began to reproduce 

classical liberal theses such as the ―crowding out‖ effect of public investment or the reduction of 

demand side policies to cost competition measures that would increase the consumption of 

Swedish goods. By the mid 1980s, SAP went as far as carrying out financial deregulation and 

advocated tax cuts on top marginal rates.
85

 

Similarly, the Spanish Socialists officially abandoned Keynesianism in the same year. 

When Spanish Socialists entered government in December 1982, they faced an economy affected 

by recession, inflation and high unemployment. To deal with these challenges they adopted the 
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same policies embraced by conservative governments in the United Kingdom and the United 

States. Fiscal austerity replaced efforts to reflate the economy, inflation priorities were no longer 

balanced with concerns with unemployment figures, loss-making state firms were privatized and 

a deregulatory drive was unleashed on both the labor market and financial services. Most 

surprisingly, no other West European left-of-center party adopted such a comprehensive 

neoliberal reform package as early as 1982, with most European socialists and social-democrats 

opposing even modest deflationary programs until after the Spanish socialists made this shift. 

Neoliberalism was not the only game in town. Over the next few years, however, the Socialists 

also showed that neoliberalism was not a universal script but a set of ideas and institutions that 

change as they become domestically embedded. Rather than eviscerate the state, they expanded 

its revenues. Rather than give tax cuts to corporations and the upper class, the government 

increased the tax burden on them just as it offered universal access to health care, pensions and 

university education. Instead of seeing all state ownership as problematic for a healthy economy, 

the Socialists kept the state involved with industrial champions. Spain had embraced 

neoliberalism but not its libertarian implications. It was an ―embedded neoliberalism‖ that 

balanced market capitalism with more egalitarian redistribution and state-enhanced growth 

strategies.
86

  

The German, Swedish and Spanish departures from Keynesianism were soon followed by 

the Italian and French socialists. In Italy, the Socialists coming to power in 1983 via a complex 

coalition advocated a policy package that outdid that of their conservative government partners 

in terms of macroeconomic austerity, privatization and financial deregulation, while relegating 
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welfare and redistribution to residual importance.
87

 By the late 1980s the party acquiesced to 

supply-side ideas about the desirability of cuts of corporate tax rates and top personal tax rates. 

In 1981, as Spanish Socialists were debating the party program, the new French Socialists 

government reversed the deflationary policies that the ―proto-neoliberal‖ D‘Estaig governments 

adopted in 1976 and launched a bold Keynesian stimulus doubled by dirijiste nationalizations, 

social democratic-style welfare expansion and employment-generating policies.
88

 As the 

American reflation faultily predicted by OECD did not materialize and the West was not pulling 

out of recession, the external environment severely constrained this policy experiment, leading to 

its reversal. Yet it was not until March 1983, well after PSOE decided on its neoliberal path,
89

 

that the internal debate inside the Socialist party elite ended and the politique the rigueur 

invoked by PSOE elites and scholarship was actually adopted).
90

  

Similar transformations occurred in the rest of European social democracy during the mid 

80s. Until they lost office in 1982, Danish and Dutch social democrats overcame their doubts 

about the primacy of full employment and refrained from embracing a Third Way course, but 

this resistance waned in the late 1980s (Dalgaard 1995).
91

 Danish social democrats maintained 
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wage and social security indexation despite inflation levels rising above 10 percent.
92

 Moreover, 

the data show that such tax cuts were made on the OECD average only after 1985.
93

 Even so, tax 

systems remained steeply progressive and in Scandinavia the top personal tax rates hovered over 

50 percent (Ganghof 2007).
94

 Similarly, when some Scandinavian social democrats adopted 

―sound finance‖ objectives, they continued to emphasize fiscal, as opposed to monetary, policy 

as an instrument of macroeconomic management, a policy that remained in place after 1989.
95

 

During the late 1980s resistance to neoliberalism waned in Belgian and Austrian social 

democracy. In Belgium, two Socialist-Christian Democratic coalitions fell apart between 1980 

and 1981 because the Socialists, unwavering in their commitment to full employment, wanted a 

Keynesian reflation and the conservatives wanted a Thatcerite turn. And while in opposition, 

Belgian Socialists bitterly opposed the macroeconomic austerity and supply-side policies of the 

center-right coalition that ruled between 1981 and 1985, yet by 1989 they came to agree with the 

basic tenets of neoliberalism. The liberal-conservative Belgian coalition ruled for five years 

(1981-1985) and by decree and according to premier Martens‘ slogan 'less democracy for a better 

economy.' This government froze wage indexation, thus transferring productivity gains to firms, 

cut taxes, instituted job sharing agreements to cut unemployment, consolidated the country‘s 

fiscal position and lowered select categories of unemployment benefits. 
96
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The same situation could be observed on the Austrian left. Here, until 1986 the social-

democrats
97

 stuck firmly to ―Austro-Keynesian‖ policies that combined a hard currency policy 

vis-à-vis the DM with counter-cyclical deficit spending, employment in nationalized industries to 

hoard labor during employment crisis to achieve their commitment to full employment. Austrian 

social democrats also resisted financial deregulation, tax cuts, labor market deregulation and 

maintained OECD‘s highest nationalized industrial sector until the late 1980s.
98

 At a time when 

Spanish Socialists saw in a 5 percent budget deficit a sign of impending doom, their Austrian 

counterparts kept pushing policies based in the Keynesian idea that the state should accept a 

higher deficit for the sake of lower unemployment.
99

 But, as elsewhere, a ―tamed‖ version of 

liberalism was increasingly accepted before 1989. 

The only exception was the British Labor Party and Greek Socialists. Although Labor 

had pioneered orthodox monetary policies in the late 1970s, the move was contested as imposed 

by duress from the outside and, once in opposition, the party‘s programs (1979; 1983; 1987) 

swung back to a radical left agenda: state-sponsored expansion of nationalised firms, indicative 

planning, industrial protectionism. The cases of Greek center-left parties were also far from 

pointing towards neoliberalism in 1982. Greek Socialists (PASOK) taking office in 1981 

launched a Keynesian demand stimulus program doubled by planning arrangements for the 

private sector, welfare state, generous wage policy for low-income earners and employment 
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protection schemes. Even as the plan sputtered in the face of a global recession and 

governmental inability to improve tax collection, PASOK did not signal a decisive turn towards 

lowering inflation via wage freezes until the spring of 1983. Even so, while the much-vaunted 

―austerity‖ of the PASOK government meant cutting inflation from 18.5 to 16.5 percent in three 

years, the first serious attempt at macroeconomic stabilization involving devaluation, systemic 

wage control and attempts to control the budget deficit were not advocated until after 1985, with 

little success, as government gross investment increased dramatically until 1986 and general 

government deficit nearly doubled between 1982 and 1985 (from 6.5 to 11.5 percent). 

Practically, a coherent and comprehensive turn to orthodox economic policies under PASOK 

rule could not be noticed until after 1993.
100

 

 

Conclusions 

Social democracy went from a revisionist reading of Marx in the first decades of the twentieth 

century to the ―Third Way‖ or one of the more progressive readings of liberalism towards the 

end of the century. But it was the midcentury that was social democracy‘s ―golden age.‖ It was 

then that social democracy became the party of the radical reform of capitalism and became the 

most successful socio-political paradigm of the postwar years. Its ideas were shared by 

progressive liberals and conservatives alike: generous welfare states and labor regulations, 

steeply progressive taxation systems, and employment-producing/maintaining public sectors. As 

the golden age of social democracy was coming to an end in the 1970s, scholars found that the 
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more democracy and social democratic rule a country had experienced, the lowest the share of 

national income taken by the highest income categories and the larger the share of the national 

income being distributed. It was also during this time that social-democratic parties defined the 

―best practices‖ of political modernity by developing a solid and consistent mass base for 

political life.  

To a great extent the ―golden age‖ of this political project relied on the economic 

institutions of ―embedded liberalism,‖ whereby partial trade liberalization was combined with 

domestic institutions that cushioned the socially deleterious effects of market dislocations 

through fixed rates and capital controls. Most importantly, however, the social-democratic 

project rested on the ideas of Keynesian economics. Anchored not in Marxism but in a 

progressive reading of liberalism, the Keynesian policy paradigm departed from the assumption 

that the private sector was fundamentally unstable to emphasize the role of the government in 

influencing growth rates, employment and production through a combination of fiscal and 

monetary policies. By merging Keynesianism with a deradicalized reading of Marxist 

revisionism, midcentury social democrats saved both capitalism and a crisis-ridden social 

democracy through a win-win game between capital, labor and the state. 

This political equilibrium vanished and this study set out to find out whether 1989 was its death 

knell, as some scholars and political practitioners suggest. The main finding is that the neoliberal 

counterrevolution in economics that began in the 1970s dramatically redefined social democracy 

by depriving it of the Keynesian policy paradigm, making possible its success at mitigating the 

vagaries of the market and improving the economic conditions of wage earners and the 

unemployed. As my analysis of all European social-democratic parties shows,  by the time 

Leninist regimes collapsed in Eastern Europe, this rightward shift of social democracy had been 



complete almost everywhere, and in retrospect it is clear that this was due to debates that were 

endogenous to West European politics and economics rather than to what was happening across 

the Iron Curtain.  

During the 1980s neoliberal ideas began to enter the economic policy conventions of 

social-democratic parties. German social democrats had shifted away from Keynesianism in the 

mid 1970s. Yet neoliberal ―pragmatism‖ was far from cannibalizing the economic policy identity 

of a critical mass of European social-democratic parties, then in government or opposition. 

Rather than a generalized neoliberal swing, in the late 1970s and early 1980s the West European 

center-left offered instead a mosaic of reactions: outright resistance to neoliberalism (British 

Labor Party, Belgian Socialists, Dutch, Austrian and Danish social-democrats), resistance 

followed by accommodation (French Socialists), and early accommodation (Italian socialists, 

Swedish and German social-democrats). By the late 1980s the mosaic melted into a new 

consensus, in which the marriage between the welfare state and the policy implications of the 

end of Keynesian macroeconomics was the best that Bernstein‘s followers had to offer.  

But a potential social-democratic resurgence requires more than taking pride in prior 

achievements and using better economic ideas. While the track record of social-democrats gives 

them every reason to boast their managerial skills, the recent success of the right in the middle of 

a severe crisis shows that politics demand more than reasoned argument. Perhaps social-

democrats must relearn the old lexicon of the left - its unequivocal critique of injustice, 

humiliation, and lack of dignity.  

If updated, this lexicon could be used to revector public anger into a progressive agenda. 

Importantly, this reinvention should not be conceived of as a mere intellectual exercise.  Social-

democratic politics was once the politics of passion. As anger grows throughout Europe and the 



achievements of the welfare state are targeted one by one, this politics should be embraced again. 

There is much public anger as larger and larger swathes of the population are asked to work 

longer, for less pay and with less security. There is anger at growing inequalities of wealth and 

opportunity. When not properly addressed, all this anger can turn into attempts to make our 

societies less open and perhaps even less democratic. The current metastasis of social injustices 

breeds not only anger, but also fear that things will get worse. Unless those with more resources 

are asked to pay more for the basic costs of civilization, no managerial wisdom can allay such 

fears. Unless the social contract is renegotiated on the social-democratic principle of social 

citizenship, the results of anger and fear may not be of the emancipator kind. 

 

 

 

 

 

  

 

 


