work in progress

Belgian public finances caught up in awar of attrition

by
Zso6fi Barta

Paper to be presented at the LSE Research Stu@entsrence
Emerging Research in Political Economy and Pulbiecly
11 March, 2009



March 4, 2009

Introduction

In this text, | am going to retell and attempt t@lain the story of Belgium’s fiscal woes
since the mid-1970s using a formal model that fesusn social conflict in its account of
fiscal problems. | hope to demonstrate that ithis inability of different groups in Belgian
society to renegotiate the rules governing redistron that has been at the heart of the deficit
problem all through these years. While this findingght not be terribly original, its formal
modelling has important implications for both thetozal and policy approaches towards
deficits. The model is based on the realization tigdicits often arise from a combination of
past decisions and exogenous shocks (i.e. a didsdinge in the policy environment) rather
than from suboptimal policy decisions in the prés&@onsequently, it puts emphasis on
inaction— the inability to fix the lack of fit between ofblicies and new circumstances — and
its causes rather than on motives behind sociaglequate active policy decisions. Further,
it traces the problem back to fundamemtiisions in societyand assigns less importance to

governments and politicians and their motivations.

These two characteristics set this model apart fitoenrest of the literature on the causes of
deficits. The latter attributes responsibility féscal problems to policy makers — the
government and other politicians influencing theldpeet — and to their incentives that are
incompatible with the aggregate public good (whishtaken to mean fiscal prudence).
“Political business cycle” models (Nordhaus (197H)bbs (1977); Carlsen and Pedersen
(1989)) emphasize the motivation of governmentsuto deficits to engineer a temporary
growth in income for their electorate. “Common m@®@ pool” models (Weingast, Shepsle
and Johnsen (1981); Hagen and von Harden (1996)aiexthe growth of public spending —
even beyond available public revenues — by theedoifvpoliticians to squeeze such public
expenditure items into the budget that selectivigefit their constituents at the expense of
public revenues paid equally by all citizens. THiecal institutions” literature (von Hagen
(1991); von Hagen and Harden (1996); Alesina anmdtB€1996); Hallerberg and von Hagen
(1997); Alesina, Perotti and Tavares (1998); Patesind von Hagen (1999); Hallerberg
(2004); Wyplosz (2005); Milesi-Ferretti (2005); @¥fy (2007); Lagona-Padovano (2007))
investigates how an institutional framework — a boration of rules, procedural constraints
and delegation — can be created to curb the moéimdsncentives of policy making actors —
the government and politicians — to engage in esteespending. This latter line of research

doesn’t explicitly investigate where these incesgivand motives come from, it just tries to
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discover ways of correcting them for the sake afident fiscal policy. The common
denominator of all of these theories is that thesuane deficits to bereatedas policy makers

translate particular interests (of their own antheifr constituencies) intpolicy choices

These theories seem to guide policies aimed atowpy fiscal decision making. Rules
governing spending and borrowing as well as thdtidgaof the budget adopted in many
countries and advocated by the OECD, the IMF aedGbmmission are very much in line
with the recommendations of the “fiscal institusdnschool. In fact, the reform of the
Stability and Growth Pact — whose declared purpese to create an improved framework
for fiscal policy making in the Member States —oalstegrates institutional elements shown

by the “fiscal institutions” literature to be stiglg correlated with fiscal prudence.

The Belgian experience questions the relevanchesfet theories and policy approaches to the
fiscal difficulties of mature welfare states facedh problems of economic adjustment and
aging. In the next section, after giving a shorereiew of Belgian fiscal performance in the
past three decades, | am going to show that theesamf Belgium’s persistent deficits has
been a gap in the financing of the social secwayistem that was created by the shock from
the oil crisis which dealt a last blow to Belgiunff@imarily Wallonia’s) outdated industrial
structure, thereby increasing unemployment andy eatirement expenses. | will also show
that it was the inability to close this gap as veallthe excess burden of financing caused by
the gap that fuelled deficits year after year awod the inability to control discretionary
expenditure (i.e. items that are decided on eadr g policy makers). In fact, public
consumption and investment have continuously beeth® decline since the fiscal problems
started. In the third section, | will introduce tke called “war of attrition model of fiscal
stabilization”, first developed by Alesina and Deaz(1991) which | argue best explains the
persistence of the gap in the social security syslespite the heavy costs of it in terms of
debt accumulation and sacrifices in public consuonpaind investment and will propose
extensions to the original model. In the fourthtsew | will map the Belgian experience with
attempts to close the financing gap of social ggcaystem through reforms of entitlements
and funding to the model to show the “goodnesstobetween them. In the last section, |
will attempt to draw conclusions about the posséffects of an institutional framework like

the SGP on Belgian fiscal performance.
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Fiscally troubled Belgium

The two graphs below — showing the developmenteditd and debt figures — demonstrate

both the severity and the persistence of fiscableras of Belgium since the mid 1970s.
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Figure 1. — Debt as a percentage of &ENI
(source: AMECO)
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Figure 2. — Deficit as a percentage of GDP
(source: AMECO)

Belgium’s fiscal track record until the mid-sevestiwas not significantly worse than that of
other European countries. All through the sixtib® financing requirement of the Belgian
state barely ever exceeded 2% of the GDP and id,1&blic debt amounted to 39 per cent
of the GDP. After the oil shock, however, defickpoded and debt started to mount,
reaching 56 per cent of the GDP by 1980 and 103%98p (Quaden, p151). At its peak in
1993, the debt amounted to 118 per cent of the GIECD database). After the worst times
of the early 1980s, when deficits were as high de &5 per cent of the GDP, they were
somewhat reined in through the second half of ighties and after 1993, they started to

improve rapidly and were finally eliminated by 1993

1 This graph is only for illustration purposes, liwiy to look for data as a percentage of the Gi¥tead of the GNI.
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The picture painted by the two graphs is misleadifigey both suggest that something must
have fundamentally changed in fiscal policy in 1998t allowed deficits to converge to zero
and debt to set on a path of consistent decline.nBxt graph, however, shows that 1993 does
not mark a break in policy, as neither primary expeires (all expenditures excluding
interest payments on outstanding debt) nor revenhaaged course. It also shows that the
break in policy happened as early as 1982.
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Figure 3. — Total expenditure, total primary expané and total revenue
(source: AMECO)

In fact, the dramatic improvement in public finasdeom 1993 on was the result of an
exogenous easing of circumstances due to the decdanterest rates on outstanding debt
that lead to the decline of the debt service bufdam around 12 per cent of the GDP to 4 per
cent? As the next graph shows, this allowed the wedgedsn the primary and total balance

to narrow and the total deficit to reach zero b@@0

2 The decline in interest rates faced by Belgium wassult of both a more favourable assessment IgiuBe's riskiness as
well as a general decline in interest rates agtaph shows:
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Figure 4. — Composition of deficits
(source: AMECO)

The above graph also shows that the break in polid®82 brought the primary balance back
to zero as early as 1985, but that corresponded total deficit of almost 10 per cent of the
GDP because of the high debt service burden. In sumt we see in Belgium over these
three decades is that the primary balance (thenbalaf revenue and expenditure excluding
interest payment on outstanding debt) was appraeimnaero until 1974, when it started to

progressively deteriorate, reaching seven per oénthe GDP in 1981, from where it

gradually climbed back to zero by 1985. Howevee, thn years of negative primary balances
as well as an increase in interest rates led thduigrowth of debt through what is called the

“snow-ball effect” (self fuelling debt growth thrgh high debt service expenditures).

The deterioration of the primary balance can beetidback to a swiftly increasing gap in the
social security systein The below diagrat shows the development of social security
contributions and expenditures as well as theiarad. The explosive growth of expenditures
is connected to a rapid deterioration of unemplaymBetween 1970 and 1980, the number
of unemployed increased more than fourfold (fromt@8usand to 322 thousand), while

another 75 thousand opted for early retirementraelse (European Economy 1993, p37). In
the same period, social security spending incre&rsed 13.2 per cent to 19.7 per cent of the
GDP and the gap between contributions and expemeesfrom 2.8 to 7 per cent of the GDP.

In 1981, when the primary balance of the budget atats lowest of seven per cent, the social

3 «After the first oil shock, overspending in thecgl security system [...] became the primary caespaonsible
for debt accumulation.”(European Economy 1993, p57)

* This graph is only for illustration purposes, the numbers are not comparable with numbers giue iof
GDP, but it shows the evolution of the social sigugap. | will try to look for data as a percergagf GDP
instead of GNI.
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security gap was 8.6 per cent of the GDP. Aftereaes of un- and partially successful
attempts to close the gap through limits on thevtjncof expenditure as well as increases in
contributions, it was still at five per cent of t&DP in 1990 (European Economy, 1993).
Then, in the 1990s, it started to widen again, gaip to 9.7 per cent in 1995, then decreasing
slightly in the next five years to 7.4 per cerih 2007 the gap was up to 8.8 per cent of the
GDP again (NBB).
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Figure 5. — Social security contributions and exjitemes
(source: AMECO)

In order to counterbalance the gap in social sggusignificant cuts in all other types of
expenditure had to be made. Over the course o¢ititeies, Belgium moved from spending
on public consumption and investment on par witlntdes of similar levels of developmént

to spending the least on public consumption anthbthe least on public investment.
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Figure 6. — Non-social security spending
(source: AMECO)

® It will be shown later that this improvement i tresult of an ,accounting trick” as a percentajéAT receipts was
assigned by law to be directed to the social sgcfuinds from 1996 on.

® The IMF’s table of comparison lists Denmark, F&n@ermany, ltaly, the Netherlands, the UK anduBe

" Again, the graph is only to demonstrate trendsdiédita are not directly comparable with the onestimeed in the text.
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It seems therefore, that governments made seritar$seto contain the problem, but despite
significant cuts in public consumption and investinghe snow-ball effect of self-fuelling
debts could only be stopped by a favourable exagerbange in interest rates in the 1990s,
because until then the gaping hole in social sgcprecluded the use of the funds freed by
lower public consumption and investment for theb#itaation of the debt situation. The
question arises why governments that were ableitaa@n-social security expenditure by 7.2
per cent of the GDP over the course of the eightiesld choose the combination of such
sacrifice in spendingnd growing indebtedness instead of tackling the oddhe problem by
consolidating social security through considerdigaefit cuts or contribution increases. The
next section will introduce a model, which has pl¢ential to explain this phenomenon.

The war of attrition model

A model based on the standard “war of attrition”o&Y game provides a tool to formalize
and systematically investigate the forces thatydila resolution of fiscal problems caused by
exogenous shocks. In the case of Belgium, for e¥@niipis quite obvious that consolidation
of the social security system through benefit @antsncreased contributions is prevented by
the unwillingness of beneficiaries to give up themtittements or by the contributors to pay
more, but it is difficult to determine under whainditions and for how long each of these
actors can keep up their resistance to solutios diislike in the face of a deteriorating fiscal
situation, in which all economic and social actars likely to suffer heavy losses. The model
by Alesina and Drazen based on the WoA game pramastackle these issues and to predict

how long the delay in the resolution of the probiertikely to be.

The standard WoA is an example of a game of timinge. of a game in which payoffs are
determined by the timing of action by the plajlef&e warring parties cannot directly defeat
each other in battle and therefore try to tire eaitier out to win the war. However, holding
out in a war of attrition until the enemy surrerglés costly and costs are increasing as
ammunition gets scarce. Moreover, the country tirgedevastated by the war, so the prize

for which the war is fought loses some of its vadigethe war drags on. So each player would

8 The best known example of a game of timing isstopduel where the duellers start approaching egtér from a distance
with pistols held at aim and have the possibildyfite a single shot at the other at any time. distance between them
decreases with time and each actor has to makeptiimal decision on when to fire his shot by weighthe increasing
chance of hitting the other dueller as the distasireks against the chance that the other duelleshoot first and kill him.
If one dueller fires his shot too early and missles,other dueller can come as close as they wdirettheirs. Thus the aim
of each dueller is to shoot as late as possibkestilearlier than the other.
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like to end the game as early as possible, butlatédr than the opponent (since winning is
defined as holding out longer). Crucial to this gam that players should have limited
information about the relative strength of the otl@herwise, the actor who knows that he is
unambiguously weaker and cannot escape surrendetdwgive up right away to avoid all

the costs of trying to hold out, if it is anyway vain. As time passes and the enemy still
persists, each player has to re-evaluate his es$d his chances of winning and when a
player feels that its chance of winning are loweamt what could compensate him for the pain

of having to wait longer, he surrenders and theisvaver?

As Drazen (2000) points out, the war of attritioodal can be applied to the analysis of the
timing of any policy change with distributive cogsences, where a reform that promises to
improve welfare for society as a whole is delaymugh the inability of the community to
decide at whose expense the policy should be clamgehis case the “prize of the war” is
being able to enjoy the benefits of reform withbaving to bear a proportional share of the
costs. The costs of the war arise from having &rage in an economy that needs to reformed
and these costs increase with the delay. The velaibility of each social group to endure
depends on how much it suffers from suboptimal waylof the economy. Furthermore, the
longer the delay in the reform is, the more co#tig going to be for society to carry it out
and achieve the same level of welfare improvem@mtr the winner and the loser, too, they

will only differ in the relative share of the burdéhey have to bear.)

The assumption is that a war of attrition only esisn divided communities, where an equal
division of costs is unlikely, but also where thesea relative balance of power between
actors, because otherwise the stronger actor qousti the burden of the reform onto the

weaker on®. Reform becomes difficult because each camp wantsad as much of the

° In more game theoretic parlance, the WoA is ammgsta of a game of timing, where payoffs are a dasirgy function of
the length of the game. Each actor has the paggibilterminating the game at a cost, so eachractptimal strategy is the
one that best balances the costs incurred by enldexgame versus the costs of waiting for somedseete end it. It is a
Bayesian game, where each player only knows hisaosts (i.e. payoff) exactly and thus the optimedtegy has to be built
on assumptions about the other players’ costsivel&d one’s own. As the game proceeds, the plagetisns (or rather:
inaction) provides information to all other playexisout the distribution of costs. In other wordsa iplayer has a certain
assumption about the probability distribution df thle players’ costs, then if others haven’t teméd the game until a
certain time T, the player can infer from it thatis likely to be the least able to sustain waifiing. most likely to have to
incur the cost of terminating the game). As soothaplayer has that information, it is in his et to end the game as soon
as possible, to minimize his total costs by miningzthe costs of waiting. Therefore, the dependeaniable of the model
(the timing of the end of the game) will ultimatddg a function of the probability distribution et costs of waiting, subject
to specific parameters determined by the type albl@m that the model intends to describe.

10 Alesina and Drazen (1991), trace the unequal idivief the burden of reform to “political polariian”, without defining
the term. | take it to mean that a major cleavagsdciety defines political camps such that caalitformation and re-
formation on the given issue is highly unlikely.
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burden as possible on the opposing cdmp especially since neither of the groups has
reliable information about how much the reform @ng to benefit the other group, so a

credibly “fair” distribution of the costs is not gsible.

Alesina and Drazen’s WoA-based model describemalsicase, in which a country needs to
eliminate a long term deficit in its public finarscby levying a new tax, but social groups are
unable to agree upon the distribution of the tarden. Until the deficit is eliminated, the
government has to cover it by issuing debt andtipgnrmoney. The latter causes accelerating
inflation which makes all groups worse off for e of the delay, but not (not necessarily)
to the same degr&e In the meantime, debt is growing, which means dmae the new taxes
are imposed, they will have to cover the interestnpents on the accumulated debt, too. For
each group, the optimal strategy is to wait andsefto accept the additional tax burden as
long as the cost of waiting one more second losgems smaller than the expected benefit
from prolonging resistance a moment longer. Theeetqa benefit depends on each actor
assumptions about the likelihood of being able ¢osist in a high inflation environment
longer than the others. This in turn depends orasssimptions about who is suffering more
from inflation. Alesina and Drazen show that delaystabilization depends on the costs of
waiting as well as the inequality of the sharinghaf tax burdeff.

They also discuss the possibility that the resotutif the conflict is delayed so long that it

becomes infeasible to assign the bulk of the aajest costs to one player — i.e. the debt
grows so large that no group could possibly affarghay a disproportionate share of the tax
burden needed to close the original gap and tlezdst burden on debt. In such a case, the
authors assume, the government can enact an erogrgeasure to close the gap, but this
solution entails a very large loss of utility fdt players. If there exists such an exogenous
end point of the game, this might motivate play@hose optimal surrender time would be

beyond this end point to give up just before th@mancy measures are enacted, if being the

loser is still less costly for them than to bealf b&the utility loss caused by these measures.

11 At the same time, if we assume that there is a@osus on the upper and lower limits of socially palitically acceptable
levels of redistribution, the distribution of tharden of the solution might not go to the extremie8 and 100%.

12 For example groups on fixed incomes are goingiffesmore from inflation than ones that can indlesir incomes to
inflation.

13 Stabilization will happen in finite time as long a at least for one group — the costs of waitiaig lsecome higher than
cost associated with being the “loser of the gatne’ the welfare loss from distortionary taxatisrhigher than having to
bear the bulk of the burden of stabilization). Tetay in stabilization is longer, the greater tiféecence between the share
of the burden born by the different groups andaer the costs of waiting induced by inflation.

10
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On the other hand, this might induce some groups wbauld have surrendered before the
exogenous end point to postpone their surrender thiet emergency intervention becomes
imminent, in the hope that the other groups haveneentive to surrender early and take on
the loser’s share of the taxes. If all groups wiaitil just before the emergency measures and
concede at the same time, a coin is flipped, sb gasup has equal chance of becoming the

loser.

My first extension to the model concerns the assiomg that the deficit can only be closed
by a permanent tax increase and that as long adish@ution of the tax burden remains
contentious and stabilization is delayed, the avdy to manage the deficit is to issue debt or
print money. These assumptions help to keep theemsidnple, but also make it less
applicable to diverse real life cases. What onalsde notice is that these assumptions are
just one specification of a general problem whadbviduals/groups are unwilling to pay the
private cost (a tax in Alesina and Drazen) of sava public problem (persistent deficit) and
in the absence of a solution, the short term manage of the problem involves exchanging
one public problem (deficit) for other public prehis (inflation and debt accumulatih)To
make the model more generally applicable, | asstiaielong term deficits can be closed both
by increased taxation and by decreased entitlenfagtsoth represent private contributions to
solving the public problem) and — more importantlye short term management of the
problem can involve not only debt and inflationdigancing but also cuts in public
consumption and investmefits This latter addition needs justification, be@itscan be
argued that if deficit is the problem, cuts in exgi¢ure should be seen as part of the solution,
not as exchanging one problem for another. Howef/gre assume that the functions of the
state can be conceptually kept apart, and befageetogenous shock, revenues for and
spending on each function reflected a consensushan kind of and how much public and
private consumption should be financed by taxescamdributions, then an imbalance within
one function should be corrected by readjustingeagiures and revenues in that sector
rather than involving sectors unaffected by theckhtJsing the Belgian example, the shock
of the change in the international economic envirtent (compounded by the oil crises)

clearly affected the redistributive function of tetate and therefore it can be argued that

14 In this sense, it is the provision of a public ddstabilization) that is at the centre of Alesimal Drazen’s war of attrition
model, but the question is not oninder what conditionbut alsowhenthe public good is going to be provided. (Drazen,
2004)

15 Or even de-investment like selling public property

11
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lowering public consumption and investment levelsctoss-finance the social security gap

decreased public welfare.

As a consequence of the addition of cuts in putiiesumption and investment as a way of
managing the structural gap, the costs of livingameconomy burdened with high public
deficits also have to be rethought. In Alesina &rdzen’s model, economic actors only
suffer from the deficit, if the government printooney to cover part of it and this causes
inflation. In my extended model, lower levels ofbfia consumption and investment also
cause welfare loss. Moreover, | assume that delinding is costly not only because it
increases the long term costs of stabilizationats in the short term through the crowding-
out effect of higher interest rates. Thus the costsaiting for the long term consolidation of
public finances is a combination of the welfareslasising from high inflation, high interest
rates and low public consumption. At the same titte, short term management also
determines how fast the problem escalates — thrtheghccumulation of debt that needs to be

serviced and through the deterioration of infrattice due to the fall in investments.

It needs to be pointed out that since each groaipl#ty to sustain its resistance to footing the
bill of consolidation depends on the total costsvafting they have to bear — on the absolute
size of the costs as well as their relative exmnpared to other groups — groups are
assumed to try to influence the way in which theedl situation is managed, in order to
minimize their waiting costs. In this sense, theesand the distribution of the waiting costs —
in contrast to Alesina and Drazen’s model — is exagenous to the conflict that drives the
war of attrition. Explicitly modelling how the b&tover the short term management of the
deficit is conducted and thus properly endogenitivegcost of waiting would make the model
unmanageably complicated. Therefore | introducextreer cost element of waging the war of
attrition, which | labelletf “political costs”. The idea is that by incurringljtical costs
(through lobbying, strikes, demonstrations etcohegroup can influence the choice of short
term fiscal management and therefore buy more fae conditions for itself in the war
over long term consolidation. Implicitly, some kird political cost is also embedded in
Alesina and Drazen’s model, since resistance forojmrtionate tax increases needs to be put
up in the political sphere (since taxes are intoedby legislation). Making this idea explicit,

| assume that political costs can be expendedariigit over the long term stabilization, too.

18 By introducing political costs, | was building oriesina and Drazen’s undeveloped idea.

12
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The introduction of political costs allows for thategration of institutional-political

considerations into the model. In Alesina and Dmé&zenodel the timing of stabilization

depended only on the socio-economic position ofdifierent groups (more concretely on
how well each actor could tolerate inflation). Thgt the introduction of political costs, the
chance to prevail in the conflict also dependshendegree of organization of interests, which
allows for more effective political action, as wa#l on the political institutions that determine
at what political costs the decisions about shord $ong term fiscal solutions can be

influenced.

In sum, in the model | intend to apply to the Bafgicase, an exogenous shock causes a
persistent gap in the social security system, whaah only be closed by cutting entitlements
or increasing contributions. Society is deeply ded over the issue of redistribution, so a
compromise is unlikely. Until legislation can beaeted, the gap needs to be financed by
printing money, issuing debt or cutting back onlpubonsumption and investment. The two
camps can try to influence the mix of these methaddshort term fiscal management in order
to minimize their share of the costs of the sherint fiscal management. This is politically
costly, as is resistance to unfavourable propdsaléong term consolidation. For the best
chance of winning the war of attrition, each cangs ko minimize the sum of the costs of
waiting and the political costs incurred. Basedttogir success at this, the final timing — and
the chosen method — of the long term consolidadiepends on the absolute and relative size
of each group’s costs. The model predicts thatilstation is expected to happen in finite
time only if the total waiting costs (i.e. the cosff high inflation, high interest rates and low
public consumption plus political costs) can becdngher than the loser’s share of the costs
of consolidation for at least one group. The tiniatabilization is the earlier, the higher the
aggregate cost of waiting. If stabilization is deld so long that the escalation of the problem
threatens with consolidation becoming infeasibfeegency measures are taken

In the previous section, | demonstrated that Beldjiecal problems can be largely traced back
to the persistence of a gap in the social secayisgem. In the following section, | am going
to describe the division in Belgian society thaintd the problem into a drawn-out war of

17 For a formal treatment see Alesina and Drazen1(199

13
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attrition, to then go on to describe the “battleshe war” — i.e. the attempts to consolidate
social security since the early 1980s.

The warring parties

The deep social cleavage complicating Belgian igalitife has been a fascinating topic for
political scientists for quite a while. Class amgological divisions are only reinforced by
ethnic-linguistic-regional opposition between thérkish and Walloon. This has been
especially true since the late 1960s, when natipabtical families split into regional parties
and Flanders became a (conservative) Christian Deatio stronghold, Wallonia came to be
dominated (until the very latest election) by thecidlists, while mixed Brussels opted
Liberal. This “linguicisation” of ideological cleages is also reflected in the difference
between parties of nominally the same ideologicdbur on both sides of the Flemish-
Walloon divide. The Catholic party has a much mab®ur-friendly outlook in Wallonia than

its “big sister” in Flanders, while Flemish Socstdi take a much more conservative stance on

many issues than the French speaking Sociflig&tzmaurice)

In the early 1980s, the three political familiesind thus the regions’) position on
redistribution were — and became even more strongipposed to each other as the Flemish
Christian Democrats moved to a pronouncedly aatistt less redistributive stance, the
Liberals adopted a Thatcherite attitude towardsiecoc policy, while the Walloon Socialists
retained their interventionist and labour-friengtlgsition, (Fitzmaurice). Flemish Christians
professed the need to restore the Belgian econoowyigpetitiveness through lower labour
costs as well as increased emphasis on self-reliand the better incentives it provided. At
the same time, Walloon Socialists emphasized ttesl ie cushion workers from the full
effect of the economic crisis. The ideological pialation was further reinforced by the
differential effect of the downturn on the two gaof the country: Flanders was weathering it
relatively better due to its more modern indusstalicture, while there was little hope left for
the obsolete industry in Wallonia. Therefore, itd@aasense for politicians of the former to
think in terms of competitiveness-enhancing messand for representatives of the latter to
seek to alleviate the effects of what seemed iablat decline. Naturally, the increased

awareness of the fact that redistribution betweelividuals within the social security system

'8 Most of these parties have changed names sewses since the 1970s, so | will keep to refer tenihby
their ethnicity and political label.
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entails a redistribution across regions (from Feasdowards Wallonia) further contributed to
the consolidation of the anti- and the pro-redsttion camps (Anderson et al.)

The ideological-linguistic division of the countig also represented in the landscape of
interest groups outside the Parliament. FlemishsGan trade unions, Flemish farmers’ and
“Middenstand” organizations have been closely assed with the Flemish Christian
Democrats. Notably, the Flemish trade unions havelatively Conservative outlook, they
have had a tendency to avoid industrial conflictd a0 seek cooperative solutions with
employers’ organizations. Formal and informal ergpls’ organizations were historically
also close to the Christian Democrats, but theyehaereasingly allied themselves with
Liberals of both linguistic communities. Walloon ¢salists are associated with francophone
Socialist trade unions (traditionally representiagmore radical and conflictual line in

relations with employers) as well as youth and wo'sierganizations. (Fitzmaurice, Kuipers)

While Flanders is almost twice as populous as Wal@and therefore the Flemish Christian
Democrats have always had a much larger constiyugan Walloon Socialist, there are laws
in place that safeguard the balance of influencenvdsen the linguistic communities.
Therefore, numerical dominance have not enable@uhieredistribution camp to prevail. For
most of the period under consideration (exceptseven years between 1981 and 1988),
governments included both Walloon Socialists anelhrfidh Christian Democrats, because
only in this way could both Parliamentary majoatyd the balance between the two linguistic
communities dictated by the law be ensured. Thigicalsly makes enacting significant
reforms of the social security system — either itft@easing of contributions or the cut of
benefits — very difficult. At the same time, forgimagreement within the government — either
by excluding the Walloon Socialists or by reachengpmpromise — has not necessarily been a
guarantee of success, since extra-parliamentagyesit groups can — and as will be shown in
the description of the individual reform attempt$en have — put up such resistance to

legislative proposals that they had to be repealed.

These circumstances create the ideal setting Wearaof attrition over stabilization in which
each player is determined to make the other payh®reform, but is unable to realize this
ambition as long as the other player resists. T section describes how the struggle over

consolidating the social security budget enfolded.
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The following section is only an outline, not al fetkkplanation of the last part of the
argument’
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Battles and strategy in war

The period since the 1970s saw nine attempts tqoeimensively reform the social security
system (and several proposals that never maddhetdecision making fora) to eliminate the
structural gap in its financing. The earliest oresvproposed in 1981, the latest in 2005. Out
of these nine attempts, only two had any impadherfinancing of the social security system,
the other seven were either abandoned in the fiqoetests or were enacted in such watered-

down versions that they ended up completely in&ditdc

The two that did have some impact (the reforms utite“Special Powers Act” of 1981 and
the St. Anna Plan of 1986) happened relativelyyean and although they led to cuts in
benefits and some increase in the level of cortiobsg, they were unable to close the gap
completely. | argue that the relative success e$ehtwo early attempts were possible under
the “emergency measures” scenario of the war aitiat®. Until the early eighties,
practically all of the deficit created within thecsal security system was debt financed. By
1981, the accumulation of the debt threatened exjplosive growth through the snow-ball
effect, where interest payments themselves feed aaelerating debt growth. This created
such a crisis sentiment that the Christian Demeqguabposed a “Disaster Plan” to avert the
risk of an uncontrollable debt explosion. As thei8list coalition partners opposed the plan
because of the proposed social security cuts, dliergment fell and in the new elections, the
Liberals made such large gains that the Christiam@crats were able to form a government
with them excluding the Socialists for the firgshé in decades. Although the new government
had a relatively small majority (53% in the Housel &5% in the Senate), in the general
atmosphere of crisis, they could obtain specialgrsvio rule by decrees — without having to

obtain Parliamentary endorsement — in the inteoésachieving the broadly formulated

19 A fuller version will include a detailed descrigti of each reform proposal and an analysis of tmeposition of cuts in
public consumption and investment to establishrtefféct on the warring parties and explain why d¢iffect was not severe
enough to make further reforms possible.

20 This scenario — as described above — assumeshthgovernment is able to enact emergency mea#uiwsher delay
would risk losing control over the problem and #iaftion would become infeasible in the sense timtcosts would
suddenly grow so much that neither of the groupslavbe able to pay it. In the Belgian case, theathoé infeasibility arose
in the early 1980s from the snow-ball like accurtialaof the debt, The sudden explosion of debt @wedjump in interest
payments threatened with creating an unacceptaintieb for social groups.
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objectives of economic recovery and restoring tinaricial balance in the social security
system. Socialist trade unions protested fiercghirest the enacted pension indexation freeze
and cuts in other parts of the social securityesystbut Catholic unions decided to side with
the government arguing that they were convinced tha measures were necessary for
economic recovery (Anderson et al.). The St. Antea Bf 1986 was enacted under similar
circumstances (through decrees, by a Christian Beatio-Liberal coalition in government,
in response to the unabated rate of debt accuranlatid with passive support of the Catholic

trade unions¥?

| also argue that the significant cutback on pubbasumption and investment — which was
carried out in the early eighties in the face @f $jpectre of uncontrollable debt growth and the
inability of the government to fully close the salcsecurity gap — was the factor that
doomed to failure the later efforts to fix sociatarity’?, as opting for less debt-heavy ways
of short-term deficit management and the ensuiogvislg of debt growth postponed the
“emergency scenario”. It is difficult to say whethibe slower (but still positive) rate of debt
accumulation could have eventually lead to anothisis (since the snow-ball effect was not
eliminated, just mitigated) and to another suceggsfform attempt, had it not been for the
windfall gains from the fall in the interest raiesthe 1990s that exogenously did away with
the snow-ball problem. In any case, the crisisis@nit seems to have passed for the rest of
the eighties, Socialists came back into governmadlitions permanently and public
consumption and investments never recovered franctlis they suffered in the eighties.
Further research is needed into the compositiothe$e cuts and how they affected each
camp to be able to explain why the pressure (wagitiosts) they imposed on the warring
parties did not trigger a concession to any ofrtee reform proposals. It is noteworthy, that
by the end of the eighties the Flemish and Wallommmunities have agreed to separate their
budgets on almost all items of public consumptiod avestment (with the exception of
areas like defence). In the new system, which waased in during the nineties, each

community has a predefined share of the centratijected taxes, which it allocates

21 |nterestingly enough, there was another failednapt between these two partly successful attertipeshainil Reform of
1984). | explain the failure of this effort with eéhfact that in this reform the government took be public service
employees, who formed a much more united fronhairtopposition and strike activities than the vayektrade unions in
1981 and 1986. (Anderson et al,, Kuipers)

22 The Wilcocx reform attempts in 1992-1993, the ‘i@bPlan” of 1993, the Colla reform of 1996, thelN&F Fund”
initiative in 2001 and the “Solidarity Pact” of 2000f these, only the Colla reform managed to cansenprovement in the
balance of social security funds. However, thisriompment is only cosmetic, as it rested on theciaffiassignment of a
share of VAT revenues to social security funds iantthis sense it only made it explicit that socaturity is financed at the
expense of public consumption, from non-social Gbation revenues of the government.
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independently between functions and spending abgsct| am inclined to say that this

federalization of all non-defence, non-social sggw@xpenses is a part of the war of attrition
over redistribution between the two camps (i.& d settlement of the struggle over the ways
of the short term management of the long term gauol) it is part of the reason each camp
finds the waiting costs bearable in the longer teboot | will need to do more research to

substantiate this claim.

I will also need more data to confirm the hypoteesiat the deficit ceiling imposed by the
Maastricht Criteria and the Stability and GrowtlcPa@shuffled the balance of power within
the war of attrition (i.e. changed the parametéti® model) such that they contributed to the
failure of reform attempts after 1993. The hypothesates that by eliminating the possibility
of issuing debt to cover the structural gap, thepdsed fiscal rules further encouraged
reliance on public consumption and investment cuiding out the possibility of an

emergency scenafid Another element of the hypothesis is that becitisdikely to be more

important for the anti-redistributive camp to complith the rules, the SGP would improve
the bargaining position of the pro-redistributiangd* thus strengthening the weaker camp’s

ability to persist.
Conclusion

This text attempted to demonstrate on the exampBetgium that in the case of deficits
caused by exogenous shocks, governments’ deteronined deal with the problem and
reinstitute fiscal prudence might have little imgamice if it is impossible to forge consensus
within society over how to share the costs of adpesit and it is also unviable to impose a
solution on part of society by force. This makes thstitution of rules on fiscal policy
making — in the form of deficit ceilings, procedurales, commitment to medium term
objectives — logically questionable. Although fthresearch needs to be done to prove this
point, my argument is that such constraints ongtbMernments room of manoeuvre in fiscal

policy making might in fact make long term consatidn even more difficult.

23 At the same time, it will obviously need to be éstigated if there’s a minimum level of public comgption and

expenditure under which the emergency scenariorbesaelevant again — i.e. the social security gggula to be tackled if
the country is to remain functionahd adhere to the deficit rule at the same time.

%4 The above mentioned Colla Reform — i.e. the acqeiese of the anti-redistribution camp to permaneretiirect a non-
social security related government revenue to ceveial security expenditure — might provide supfarthis argument.
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