


The Politics of Bad Options

Why was the Eurozone crisis so difficult to resolve? Why was it resolved in a
manner in which some countries bore a much larger share of the pain than other
countries? Why did no country leave the Eurozone rather than implement
unprecedented austerity? Who supported and opposed the different policy
options in the crisis domestically, and how did the distributive struggles among
these groups shape crisis politics?

Building on macro-level statistical data, original survey data from interest
groups, and qualitative comparative case studies, this book argues and shows
that the answers to these questions revolve around distributive struggles about
how the costs of the Eurozone crisis should be divided among countries, and
within countries, among different socioeconomic groups. Together with divergent
but strongly held ideas about the ‘right way’ to conduct economic policy and
asymmetries in the distribution of power among actors, severe distributive con-
cerns of important actors lie at the root of the difficulties of resolving the Eurozone
crisis as well as the difficulties to substantially reform EMU. The book provides
new insights into the politics of the Eurozone crisis by emphasizing three per-
spectives that have received scant attention in existing research: a comparative
perspective on the Eurozone crisis by systematically comparing it to previous
financial crises, an analysis of the whole range of policy options, including the
ones not chosen, and a unified framework that examines crisis politics not just in
deficit-debtor, but also in surplus-creditor countries.

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 5/10/2020, SPi



OUP CORRECTED AUTOPAGE PROOFS – FINAL, 26/9/2020, SPi



The Politics of Bad
Options

Why the Eurozone’s Problems Have Been
So Hard to Resolve

STEFANIE WALTER, ARI RAY, AND NILS REDEKER

1

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 26/9/2020, SPi



3
Great Clarendon Street, Oxford, OX2 6DP,

United Kingdom

Oxford University Press is a department of the University of Oxford.
It furthers the University’s objective of excellence in research, scholarship,

and education by publishing worldwide. Oxford is a registered trade mark of
Oxford University Press in the UK and in certain other countries

© Stefanie Walter, Ari Ray, and Nils Redeker 2023
© Chapter 2: Raphael Reinke, Stefanie Walter, Ari Ray, and Nils Redeker 2023
© Chapter 5: Raphael Reinke, Nils Redeker, Stefanie Walter, and Ari Ray 2023

The moral rights of the authors have been asserted

First Edition published in 2023
Impression: 1

Some Rights Reserved. No part of this publication may be reproduced, stored in a
retrieval system, or transmitted, in any form or by any means, for commercial purposes,

without the prior permission in writing of Oxford University Press, or as expressly
permitted by law, by licence or under terms agreed with the appropriate reprographics

rights organization.

This is an open access publication, available online and distributed under the terms
of a Creative Commons Attribution - Non Commercial - No Derivatives 4.0

International licence (CC BY-NC-ND 4.0), a copy of which is available
at http://creativecommons.org/licenses/by-nd-nd/4.0/.

For any use not expressly allowed in the CC BY-NC-ND licence terms,
please contact the publisher at the address above.

Published in the United States of America by Oxford University Press
198 Madison Avenue, New York, NY 10016, United States of America

British Library Cataloguing in Publication Data Data available

Library of Congress Control Number: 2020945882

ISBN 978–0–19–885701–3 (hbk.)
978–0–19–885702–0 (pbk.)

DOI: 10.1093/oso/9780198857013.001.0001

Printed and bound in Great Britain by
Clays Ltd, Elcograf S.p.A.

Links to third party websites are provided by Oxford in good faith and
for information only. Oxford disclaims any responsibility for the materials

contained in any third party website referenced in this work.

http://creativecommons.org/licenses/by-nd-nd/4.0/


To

Jörn, Nils and Lukas
Toton, Khoka, Reeju and Dadu Bhai

Uschi and Winni

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 26/9/2020, SPi



OUP CORRECTED AUTOPAGE PROOFS – FINAL, 26/9/2020, SPi



Acknowledgments

The Eurozone crisis has been the most severe economic and financial crisis in the
European Union’s history. It has shaken Europe’s economy to the core, brought
the monetary union to the brink of collapse and left the continent economically
and politically vulnerable until today. It created severe political conflicts both
among the member states of the common currency and within the societies of
these member states, and helped pave the way for the rise of Eurosceptic parties
across the EU. The crisis proved very difficult to resolve, and some of the
underlying problems in the Eurozone that contributed to the outbreak of the
crisis remain unresolved to this day.

This book argues and shows that distributive struggles about how the costs of
the Eurozone crisis should be divided among countries, and among organized
interest groups and voters within countries, made crisis resolution so difficult.
Together with divergent but strongly held ideas about the “right way” to conduct
economic policy and asymmetries in the distribution of power among actors,
severe distributive concerns of important actors lie at the root of the difficulties of
resolving the Eurozone crisis as well as the difficulties to substantially reform
European Monetary Union (EMU). As is so often the case, the core problem
hindering a swift and easy solution of the crisis was politics. Building on a vast
amount of macro-level statistics, original survey data, and case studies, the book
sheds new light on the history of the crisis and provides crucial lessons for the way
forward.

Despite the crisis’ importance, it is legitimate to wonder whether we need yet
another book on the Eurozone crisis. Our answer is that our book complements
the many insightful existing studies in three ways. First, our book puts the
Eurozone crisis in a comparative perspective, both in theoretical and empirical
terms. It provides a theoretical framework for this endeavor and is the first major
study to quantitatively examine the Eurozone crisis in comparison to earlier crises
and episodes of sustained current account surpluses. By teasing out the particu-
larities of the Eurozone crisis, the book thus situates the Eurozone crisis in the
context of other financial crises that required balance-of-payment adjustment and
the problem of global imbalances more generally. On this basis, we can identify in
what respects the Eurozone crisis is similar to other crises, and in which respects
the Eurozone crisis is unique.

Second, our book examines the political dynamics and key policy decisions that
shaped the management of the Euro crisis with a focus on the whole range of
policy options, including the ones not chosen, and the trade-offs these policy
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options entail. This approach means taking seriously the whole range of—often
bad—options and not considering policy choices in isolation, but rather in the
context of the—often difficult—trade-offs they pose. For this purpose, the book
presents original and detailed survey data from about 700 European interest
groups on these issues. It uses this data to perform a fine-grained analysis of
interest groups’ preferences on a large range of policies that explores in detail how
vulnerable domestic economic and social interest groups in the Eurozone were to
different crisis strategies, which types of policies they preferred, and how they
assessed the difficult trade-offs that the crisis presented them with. Our book thus
contributes to our understanding of the crisis by underlining the importance of
considering policy alternatives, actors’ vulnerabilities to each of these (often bad)
options, and the trade-offs they entail: The unusual trajectory of the Eurozone
crisis becomes less puzzling if we consider that for the deficit-debtor countries, the
alternatives to unprecedented austerity was Eurozone breakup and possibly
default, an outcome that most actors opposed even more.

Third, our book provides an encompassing and unified framework for analyz-
ing crisis politics not just in deficit-debtor, but also in surplus-creditor countries,
which shows that the distributive struggles surrounding the politics of the
Eurozone crisis in surplus and deficit countries are distinct, yet they also revolve
around common themes and are intricately linked. This allows for a better
understanding of the interdependencies and dynamics of crisis politics in the
Eurozone.

Overall, the book thus provides new insights into the political dynamics and
constraints underlying some of the key policy decisions that shaped the manage-
ment of the Euro crisis by providing a comparative analysis, new data, and insights
into surplus country politics based on a unified theoretical framework. The
datasets used in the book, particularly the survey data on interest group prefer-
ences, will moreover provide a rich resource for anyone interested in European
politics, interest groups, and political economy.

Our book is a collaborative piece of work that presents the main findings from
Stefanie Walter’s research project on “Distributional conflicts and the politics of
adjustment in the Eurozone crisis,” generously funded by the Swiss National
Science Foundation (grant number 100017_156574). The book is co-authored
by Stefanie Walter, the project’s principle investigator, and two members of the
project team, Ari Ray and Nils Redeker, who not only made important contribu-
tions to the research project, but also wrote their doctoral dissertations in the
context of the project. Stefanie developed the book’s theoretical framework, and
was heavily involved both in designing the research strategies for all parts of the
project and in writing and editing the chapters of this book. Ari’s research focus
has been on crisis politics in deficit countries, and she is the main author of
Chapters 3 and 4. Nils has predominantly worked on surplus countries and is the
main author of Chapters 5 and 6, as well as co-author of Chapter 4. A fourth
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1
Introduction

Bad Options and Difficult Choices
in the Eurozone Crisis

The Eurozone crisis began in late 2009. It followed in the wake of the global
financial crisis and quickly developed into one of the most serious economic and
political crises in the history of the European Union (EU). Nonetheless, after a
decade of unsuccessful attempts to resolve the fundamental structural and insti-
tutional issues that underlie the Eurozone’s problems, a long-term reform that
addresses these problems remains elusive (Mody 2018). Although no country so
far has seriously entertained the idea of leaving the Eurozone, the monetary
union’s problems are far from resolved. The dominant approach has been to
force the countries hit hardest by the Eurozone crisis to implement unprecedented
austerity. These policies have resulted in a huge loss in confidence in national
governments (Foster and Frieden 2017; Kriesi 2012), the EU (Hobolt 2015; Hobolt
and de Vries 2016a), and democracy more generally (Armingeon and Guthmann
2014; Cramme and Hobolt 2014; Streeck and Schäfer 2013), and they have helped
pave the way for the rise of Eurosceptic parties across the Eurozone (Bellucci et al.
2012; Kriesi and Pappas 2015; Usherwood and Startin 2013). Despite these
fundamental challenges, no consensus about how to fundamentally reform the
monetary union has emerged (for a review, see Sadeh 2018). Although the EU has
of late been battling with other crises as well, the unresolved problems of the
Eurozone remain the Union’s Achilles’ heel.

The inability or unwillingness of Eurozone governments to change course in
their attempts to resolve the Eurozone’s problems is particularly puzzling because
the European approach to resolving the crisis has been very unusual. The
Eurozone crisis is in its essence both a classic debt and balance-of-payments
(BOP) crisis, caused by huge imbalances in capital and trade flows (Baldwin
et al. 2015; Lane 2013; Wihlborg et al. 2010). Such crises are costly: Debts have
to be repaid or written off to address the debt problem, and macroeconomic
policies have to be adjusted to prevent a further build-up of debts in the future.
This means that not just the problem of the stock of debts has to be resolved, but
also the flow problem, because debts owed to foreign actors usually accumulate in
the wake of an extended period of current account deficits which by definition also
imply a capital account deficit (both are contained as mirror images in the balance
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of payments). Countries with current account deficits thus not only import more
goods and services than they export, but also experience net capital inflows.
Debtor countries therefore need to reduce not just the accumulated debts but
also their current account deficit; they do so by implementing austerity and other
measures to reduce spending, repay their debts, reduce imports, and stimulate
exports. These adjustments become necessary irrespective of whether the crisis
was predominantly caused by financial flows or by flows of goods and services.

In contrast, creditor countries are often characterized by current account and
capital account surpluses,¹ which means that they export more goods and capital
than they import and therefore build up financial claims in the deficit countries.
These countries can contribute to crisis-resolution costs by agreeing to restructure
or even write-off debts and by creating new export opportunities for debtor
countries via a boost in domestic demand in their own economies (Frieden
2015b). Usually, debtor and creditor countries share these crisis resolution costs,
even though the weaker bargaining position of debtor countries means that they
usually pay a larger share of these costs (Dyson 2014; Eichengreen 1991).

In contrast with other debt and BOP crises, the political conflicts about sharing
the burden of crisis resolution in the Eurozone crisis have played themselves out in
unusual ways. Although the crisis happened in the context of a close economic
and political union, whose members are highly interdependent, the amount of
burden sharing has been surprisingly small. One set of countries, mostly the
creditor countries and those states with large current account surpluses, has
been exceptionally successful in shifting most of the crisis resolution burden
onto the debtor states mired in crisis. While debtor states were forced to imple-
ment austerity measures and structural reforms that were almost unprecedented
in scale, surplus countries did not significantly adjust their economic policies.
When compared with other financial crises, it is particularly unusual that surplus
countries agreed only to minimal debt relief and debt restructuring in the
debtor countries, limited to Greece and Cyprus (Zettelmeyer 2018). And although
there has been more institutional reform at the European level than one would
have thought possible at the outset of the crisis, these reforms neither resolved the
Eurozone’s fundamental problems nor fostered a more equal distribution of crisis-
resolution costs among Eurozone member states (Jones et al. 2016). Instead,
creditor countries undersigned huge bailout programs combined with strong
conditionality that pushed the crisis countries into deep recessions. This put the
burden of crisis resolution almost entirely on the shoulders the debtor states, who
implemented austerity packages on a scale unprecedented in Europe (Perez and
Matsaganis 2018).

¹ Because current account and capital account surpluses and deficits are two sides of the same coin,
the convention is to refer only to the current account, even though current account adjustments always
implicate changes in the capital account as well.
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The costs of crisis resolution in the Eurozone crisis were, thus, borne almost
exclusively by indebted deficit countries, whereas the creditor-surplus states did
little to share the burden (Copelovitch et al. 2016; Frieden 2015b; Frieden and
Walter 2017).² This is an unusual outcome, especially since it happened in the
unique setting of the European Economic and Monetary Union (EMU), which
involves a wide range of economic and political relations among members of a
single market and a common currency (Mabbett and Schelkle 2015). Such a
setting usually facilitates cooperation (Keohane 1984). One would also expect
more burden-sharing because a lasting resolution of the Eurozone crisis is central
to the stabilization of the monetary union and, thus, to the future of European
integration.³

Our book sets out to explain the unusual European crisis experience by
examining the politics surrounding the choice of crisis strategies in both debtor-
deficit and creditor-surplus countries. Although it is well understood that the
structural diversity of the Eurozone is an important cause of the crisis and a major
obstacle to its resolution (Hall 2012; Moravcsik 2012; Scharpf 2013; Streeck and
Elsässer 2016), what is less well understood is how these structural constraints
translate into politics, and particularly, how they affect the political will on the
part of policymakers to find a viable long-term solution to the ongoing crisis. Who
supports and who opposes different policy options domestically? How do dis-
tributive struggles among interest groups and voters, and distributive conflicts
both within countries and between countries, shape crisis politics?

This book answers these questions by investigating how the structural charac-
teristics of a diverse set of Eurozone economies have affected the interests of
important societal and political actors and how these interests, in turn, have
shaped Eurozone crisis management. It argues that as in all debt and balance-
of-payment crises, distributive concerns—both within countries and among
countries—have shaped the politics of Eurozone crisis resolution.⁴ At the inter-
national level, creditor countries with current account surpluses have fought with
debtor countries with current account deficits over who should implement the
policies necessary to reduce the current and capital account imbalances and who
should take responsibility for the accumulated debts. Within deficit-debtor and
surplus-creditor countries, interest groups and voters have fought to shift the costs
of crisis resolution away from themselves. Such contexts make crisis resolution
difficult for policymakers, especially if crisis-resolution preferences vary widely.
Swift and substantial policy adjustment is easiest when politically influential
interest groups clearly favor one type of crisis-resolution strategy. In contrast, in

² For a discussion of the burden-sharing that did occur, see Schelkle (2017).
³ There is also a normative argument that can be made for more solidarity (Viehoff 2018).
⁴ See, for example, Eichengreen (1996), Frieden (1991a), Nelson (1990), Pepinsky (2009), Simmons

(1994), Walter (2013b).
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contexts where significant parts of society are vulnerable to any type of reform,
crisis politics becomes contentious and much more difficult to resolve.

A better understanding of Eurozone crisis politics thus requires a systematic
comprehension of the policy options available to policymakers during the crisis as
well as the trade-offs and costs associated with each of these alternative options;
and it involves an analysis of how politically influential actors evaluate these policy
options on that basis. Our book focuses on the three broad strategies that can be
pursued in order to resolve the imbalances underlying much of the Eurozone’s
problems: Internal adjustment, external adjustment, and financing (such as bail-
outs or debt relief). It examines the vulnerabilities of deficit-debtor and surplus-
creditor country economies to each of these strategies on the macro level and on
the level of interest groups, and zooms in on the difficult policy trade-offs that
these options entail. Our analyses suggest that surplus-creditor country govern-
ments faced strong domestic incentives to push most of the adjustment burden
onto deficit countries and to provide external financing in the form of bailout
packages to deficit-debtor countries in return. Since deficit-debtor countries mired
in crisis were in a weaker position to push adjustment costs onto surplus-creditor
countries, they ultimately accepted this crisis-resolution approach. Distributional
conflicts in the crisis countries, therefore, revolved mostly around how the cost of
adjustment was to be distributed among different societal groups.

Overall, the book explores why the Eurozone crisis proved so difficult to
resolve, why adjustment burdens were distributed so unevenly, and why despite
all this, no country left the Eurozone during the crisis. As such, it presents a
theoretical framework and an analysis that applies broadly to financial crises
which require macroeconomic adjustment.

A Short Primer on the Eurozone Crisis

In essence, the Eurozone crisis is a classic combination of a debt and balance-of-
payments crisis (Atoyan et al. 2013; Baldwin et al. 2015; Gibson et al. 2014;
Higgins and Klitgaard 2014).⁵ Countries in the Eurozone borrowed heavily,
largely to finance current consumption, as financial institutions in the rest of
Europe were eager to lend (Fuller 2018). Capital and goods flowed out of countries
with current and capital account surpluses into those countries with current and
capital account deficits. In the process, the Eurozone developed large current
account imbalances (Iversen and Soskice 2018; Johnston 2016; Johnston et al.
2014). Figure 1.1 shows just how much the current accounts of Eurozone member

⁵ As discussed above, the two are intimately related: a country running a current account deficit is
accumulating debts. This is why countries as diverse as Mexico in 1994, South Korea in 1997, and
Lithuania in 2008 experienced both debt and BOP crises.
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states diverged: Whereas Greece and Portugal recorded an average current
account deficit of more than 10 percent of their GDP per year during the five
years leading up to the crisis, Germany and the Netherlands recorded current
account surpluses that exceeded 5 percent of their GDP over the same period
(IMF 2016a). These surplus countries exported more goods and services than they
imported, yet they were simultaneously characterized by considerable capital
outflows.⁶ The resulting financial flows directed savings from surplus economies
into mortgage and construction bubbles in deficit states and, at least partly,
financed the build-up of substantial debts in the peripheral Eurozone economies
by making credit widely available for these countries (Thompson 2016). In some
countries, these debts were concentrated in the private sector (e.g., in Irish banks,
firms, and households), in others in the public sector (e.g., in Greece), and in some
(e.g., in Portugal), the foreign capital flowed into both the private and public sector
(Blyth 2013; Sandbu 2017). Despite these different paths, the capital and current
account imbalances produced significant risks both financially and for the real
economy (Fuller 2018; Lane and Milesi-Ferretti 2011; Pérez 2019).

This macroeconomic divergence was amplified by three features unique to the
Eurozone (Copelovitch et al. 2016). First, because the EMU-wide “no bailout
commitment” was not credible, financial markets widely expected that a
Eurozone country in financial distress would be bailed out by the other member
states. As a result, all member states across the Eurozone could borrow at rates
roughly equivalent to those charged to Germany (Chang and Leblond 2015;
Ghosh et al. 2013). This made borrowing very cheap. Both private and, to a lesser
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Figure 1.1 Eurozone current account imbalances before and after the outbreak of the
Eurozone crisis
Source: Authors’ own calculations, based on data from the IMF (2016a).

⁶ There is an academic debate about whether the current account drives the capital account, or vice
versa, which remains unresolved (Caballero and Krishnamurthy 2009; Claessens et al. 2010; Yan 2007).
The most plausible theory is that both dynamics occur simultaneously and usually reinforce each other
(Obstfeld and Rogoff 2009). Irrespective of how one classifies the cause of a crisis, however, once the
crisis erupts, current account adjustment often becomes a core issue for crisis management.
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extent, public actors borrowed heavily, fueling a strong economic expansion and
an increase in unit labor costs (Hopkin 2015). Between 2003 and 2007, the Irish
economy grew on average by 5.3 percent per year, the Greek economy expanded
by 4.1 percent per year, and Spain’s economy grew at an average rate of 3.6 percent
(calculations are based on Feenstra et al. 2015). Similar to the run-up to many
other financial crises (Reinhart and Rogoff 2010), this expansion first grew
into a boom and then into a bubble, in which booming housing markets, strong
increases in domestic consumption, and concomitant increases in imports were
financed by significant capital inflows.⁷ Both borrowers and lenders thus contrib-
uted to creating a situation that was vulnerable to a sudden stop in capital
inflows. When the global financial crisis suddenly halted capital inflows, this
resulted in both BOP and debt problems and created the need for adjustment
and/or debt relief.

A second feature was the lack of fiscal policy coordination, which meant that
Eurozone governments had little incentive to adjust their fiscal policies to coun-
teract the growing imbalances (Baerg and Hallerberg 2016). Research suggests, for
example, that the consequences of the crisis would have been much less severe if
deficit had followed more conservative fiscal policies during the boom (Martin
and Philippon 2017). Yet the political incentives to do this were small. That said, it
is important to note that this was not a crisis of government over-borrowing. It
was not the countries with the highest debt-to-GDP ratios that were hit hardest by
the crisis (Johnston et al. 2014; Wihlborg et al. 2010).

Finally, the weak fragmented nature of financial regulation coupled with the
creation of a single market in financial services in the Eurozone created possibilities
for regulatory arbitrage, which financial institutions readily exploited. At the same
time it did not create any incentives for national regulators to internalize the
potential systemic effects of the rapidly increasing financial flows between countries
(Jones et al. 2016). The institutional setup of the Eurozone institutions remained
incomplete and would soon prove inadequate in dealing with the challenges of the
crisis. All these developments attest to the difficulties of managing risks in a
confederation of structurally diverse states bound together by an economic but
not a political union (Hall 2012; Matthijs and Blyth 2015; Moravcsik 2012).

As a result of these developments, on the eve of the crisis, many financial
institutions in the Eurozone’s northern member states were exposed to both
public and private debt from the periphery. At the same time, the financial,
corporate, and/or public sector in the deficit countries were highly indebted to
the North (Fuller 2018; Lane 2012), which is why the Eurozone crisis has been
identified as a crisis of systemic over-lending by European banks (Matthijs and
Blyth 2015). As in many other banking crises before the European one

⁷ For a detailed discussion of the causes of the Eurozone crisis, see, for example, Baldwin et al. (2015).
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(Copelovitch and Singer 2020; Jorda et al. 2010), massive capital inflows preceded
the outbreak of this crisis.

The shock waves caused by the global financial crisis that started in 2007 then
served as a trigger and catalyst for these European imbalances to erupt into a
major debt and balance-of-payment crisis: the Eurozone crisis (Aizenman,
Hutchison, and Lothian 2013; Lane 2012). Lending dried up, leading to a “sudden
stop” of capital inflow (Merler and Pisani-Ferry 2012; Milesi-Ferretti and Tille
2011), and the heavily indebted borrowers found themselves unable to service
their debts. What was initially predominantly a banking crisis quickly developed
into a sovereign debt crisis. Because most foreign capital had flown into countries’
private sectors in the boom years, at its outset the crisis was mainly one of private
loans to private borrowers (Blyth 2013; Sandbu 2017).⁸ Only when private banks
approached illiquidity and insolvency did governments come to their rescue to
prevent a financial meltdown. In the process of these massive banking crises,
governments assumed many of the bad debts of their banks, which turned a
private debt crisis into a sovereign debt crisis (Mabbett and Schelkle 2015).

However, the growing public debt increased the country’s sovereign credit risk,
which further weakened the financial system and, thus, created a negative bank-
sovereign “doom” loop (Acharya et al. 2014). Markets panicked and risk premia
surged, especially in those Eurozone countries with the largest current account
deficits who saw their premiums spike (Baldwin and Giavazzi 2015: 20; Johnston
et al. 2014). Governments in deficit countries suddenly faced a large debt burden, a
deteriorating financial situation, and a collapse of domestic demand. In the face of
these problems, financial markets panicked and risk premia on sovereign debt
soared, further deteriorating the financial situation of governments in crisis
countries. Unable to cover their continuing payments deficits by exporting or by
borrowing additional funds, these governments were suddenly faced with a very
real risk of sovereign default, which loomed large over several Eurozone countries
and an emerging balance-of-payments crisis (Quaglia and Royo 2015). At the
same time, surplus country creditors saw their investments in the Eurozone’s
periphery increasingly at risk.

The first country to face an imminent risk of sovereign default was Greece.⁹ In
late 2009, the Greek government revealed that its budget deficit was much higher
than it had reported previously. The financial markets reacted immediately, and
Greek borrowing costs soared. Soon, the Greek government had to ask for outside
help. Although there was widespread agreement that a breakup of the Eurozone
was to be avoided at all costs, it took protracted deliberations and negotiations

⁸ This is why government deficits prior to the crisis do not predict the severity with which the
countries were hit by the crisis (Johnston et al. 2014).
⁹ We only present a brief overview of the Eurozone crisis here. For a more detailed account of the

trajectory of the crisis see, for example, Copelovitch et al. (2016) or Mody (2018).

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 24/9/2020, SPi

 7



before European governments approved a financial assistance program in May
2010. In the context of this program, Eurozone member states together with the
International Monetary Fund (IMF) would provide Greece with financial assist-
ance on the condition of fiscal austerity and structural reforms. But this did not
end the crisis. Rather, it spread quickly, and Ireland and Portugal, where huge
credit booms had also turned into busts, equally had to ask for financial help. Both
countries received bailouts—Ireland in November 2010 and Portugal in May
2011—under the auspices of the Troika, a tripartite committee formed by the
European Commission, the European Central Bank (ECB), and the IMF. Again,
these bailouts were granted under the condition that the countries implemented
far-reaching austerity measures and structural reforms. As a result, unemploy-
ment surged, poverty spread, and most people in deficit countries saw their
incomes fall (Dølvik and Martin 2014).

In the meantime, financial institutions in the creditor countries—which were
still weakened from the 2007–9 global financial storm—used the time bought by
the bailouts to deleverage. Figure 1.2a shows how quickly and how pervasively
these banks reduced their exposure to crisis-country debt, which, at the same time,
reduced the risk that a sovereign default in the Eurozone periphery would
seriously threaten the stability of banks in the creditor states. Three years into
the crisis, creditor country banks had reduced their claims on the main crisis
countries by about half. Figure 1.2b shows that by the time Greece received a
second bailout package in March 2012, the exposure of German, Dutch, French,
and Belgian banks to a Greek default or a debt restructuring had dramatically
decreased. Although this second bailout package for the first time included a
significant debt write-down, a so-called haircut, for private creditors and wealthy
bank depositors, the effect on surplus country investors was, thus, limited

20%

Bank Claims on Cyprus, Greece, Ireland, Portugal & Spain
(Ultimate Risk Basis)

0%
Austria Germany

2009 2010 2011 2012 2013

France Netherlands

5%

10%

Pe
rc

en
ta

ge
 o

f G
D

P 15%

Figure 1.2a Creditor country bank claims on deficit countries
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(Zettelmeyer, Trebesch, and Gulati 2013). Spain also received financial assistance
in June 2012 and Cyprus in March 2013. The Cypriot bailout package was unusual
in that it also included a haircut, especially on wealthy (and mostly Russian)
depositors.

In effect, the bailouts made it possible for surplus country governments to
support their domestic banks indirectly via a bailout of a Eurozone debtor state
(Ardagna and Caselli 2014; Mody 2018; Thompson 2015). Although this allowed
surplus country governments to avoid a second round of banking crises and
costly bailouts at home, this was not how they framed the international bailouts
in the public debate, most likely because bank bailouts, whether direct or
indirect, were deeply unpopular among the public (Goerres and Walter 2016;
Thompson 2015). Moreover, they would have had to acknowledge that this
strategy allowed creditor country banks to offload their exposure to creditor
country taxpayers and socialize the potential losses from investments gone bad
(Blyth 2013). Rather, surplus country policymakers engaged in a narrative of
“northern saints and southern sinners” (Matthijs and McNamara 2015), in
which the bailout packages were presented as acts of “solidarity” and necessary
evils designed to protect the European project (Degner and Leuffen 2016; Wendler
2014). These arguments generally resonated with the public (Bechtel et al. 2014).
Nonetheless, surplus country taxpayers were not particularly positive about the
bailouts, and crisis politics became contentious in these countries even though
surplus country governments tried to time and design the bailouts in a manner
that would not alienate their voters too much (Christina Schneider and Slantchev
2018). In January 2012, 61 percent of German respondents in a large survey
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Figure 1.2b Creditor country bank claims on Greece
Source: Authors’ own calculations, based on data from the Bank of International Settlements (2016).
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reported that they were against bailout payments for over-indebted EU countries
(Bechtel et al. 2014). In November 2011, 60 percent of Dutch voters thought that
their government should stop lending money to Eurozone countries in crisis, and
another survey found that 64 percent opposed the creation of a rescue fund for
crisis countries at the European level (Die Presse 2011; Maurice-De-Hond 2011b).

In addition to the bailout packages, European policymakers also worked to
address the crisis at the European level. The Eurozone governments created the
European Financial Stability Facility (EFSF), later replaced by the European
Stability Mechanism (ESM), a permanent international financing institution
with a mandate and funds to provide assistance to member states in financial
distress. They adopted “six-pack” and later the “two-pack” reforms intended to
strengthen the Stability and Growth Pact and to introduce greater macroeconomic
and fiscal surveillance in an effort to improve compliance with the Pact’s rules. In
March 2012, all European leaders, except those from the UK and the Czech
Republic, signed the “fiscal compact,” a treaty designed to force member state
governments to balance their budgets over the business cycle. In June 2012,
Eurozone leaders also endorsed the idea of a banking union, in which Eurozone
banks would operate under a set of common rules, with a single supervisory
authority and a single resolution mechanism for bank failures. This idea has,
however, since been implemented only with much delays and in an incomplete
manner, as attempts to establish a European deposit insurance scheme have been
derailed (Gros and Schoenmaker 2014; Howarth and Quaglia 2014, 2018).

The negotiations on how to address the crisis and on how to try to prevent
future crises were difficult from the start. Although Eurozone governments agreed
from the start that any form of a Eurozone breakup was not an option, they agreed
on little else. The core divide between Eurozone governments in all these nego-
tiations was between current-account surplus-running creditor states and deficit
states with large current account deficits (Armingeon and Cranmer 2017b; Tarlea
et al. 2019). For example, different proposals for new financing schemes, from
Eurobonds (e.g., De Grauwe and Moesen 2009) over a European deposit insur-
ance scheme (Donnelly 2018; Howarth and Quaglia 2018) to a European
unemployment insurance scheme (Claeys et al. 2014), have faced the problem
that they are unpopular in both surplus states—because they would likely foot the
bill—and deficit countries—because this would likely reduce their national sov-
ereignty in economic policymaking. A large-scale study of intergovernmental
negotiations on forty-seven Eurozone-related issues between 2010 and 2015
found a fundamental divide between these states (Wasserfallen and Lehner
2018), with conflicts between the two couched mainly along the fiscal transfers
vs. fiscal discipline divide. Surplus countries generally supported reforms that
would require more fiscal discipline, whereas deficit countries were in favor of
designing European-level schemes in ways that would result in fiscal transfers.
States leveraged both their bargaining power and (often self-serving) ideas to
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support their preferred positions (Blyth 2013; Bulmer 2014; Dyson 2010, 2017;
Howarth and Quaglia 2015; Matthijs and McNamara 2015; Moschella 2017;
Schimmelfennig 2015).

Considering the politicization of the issues and the loss of popular trust in the
EU, the institutional reforms on the European level went further than many
predicted and are seen by some as a major leap in integration (Börzel and Risse
2018; Schimmelfennig 2018). More often than not, however, these European-level
solutions did not address the fundamental Eurozone problems (Copelovitch et al.,
2016; Jones et al. 2016; Matthijs and Blyth 2015; McNamara 2015; Mody 2018).

This left the ECB as the principal Eurozone economic institution to manage the
crisis at the European level. It took quite aggressive measures designed to provide
relief to deficit countries and banks, including a substantial bond-buying program
to shore up financial markets as well as a monetary policy to push interest rates
into negative territory. However, these policies also embroiled the ECB in political
controversy. Many in northern Europe criticized the central bank for its expan-
sionary monetary policy and unconventional measures, whereas for many in
peripheral Europe, it did not do enough to alleviate the impact of the crisis.

It was also the ECB who managed to mark a turning point of the crisis: In July
2012, ECB president Mario Draghi famously stated that the ECB stood ready to do
“whatever it takes to preserve the euro,” as the bank unveiled a new bond-
purchasing program, called “Outright Monetary Transactions” (OMT). This state-
ment calmed financial markets. The crisis returned briefly—albeit vigorously—to
the center of European politics in July 2015 when difficult negotiations between the
new populist left Greek government and the Troika culminated in a referendum
about Greece’s bailout package that pushed Greece to the brink of Eurozone exit.
After Greece received a third bailout package, however, the Eurozone crisis slowly
calmed down.

While financial market volatility has subsided, many of the underlying prob-
lems that fueled the outbreak of the Eurozone crisis remain unresolved (Mody
2018). The euro still binds together a highly diverse set of countries within a
uniform monetary framework. Some progress has been made, for example with
the establishment of the ESM or the single supervisory mechanism, but other
institutional reforms, such as the new the single resolution mechanism, remain
inadequate (Jones et al. 2016). Proposals that aim at more risk-sharing among
Eurozone economies (such as Eurobonds or a pan-European unemployment
scheme) have so far not gone anywhere.

The severe consequences of the crisis also linger. Unemployment rates are still
high in many crisis countries, and rather than lower, the current account surpluses
of countries such as Germany or the Netherlands are now higher than before the
crisis. Moreover, the political ramifications of the crisis have been enormous
(Hernández and Kriesi 2016; Kriesi and Pappas 2015; Kurer et al. 2018; Della
Porta 2015; Streeck and Schäfer 2013). The austerity measures and structural
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reforms in the crisis states were difficult to implement and politically costly. One
government fell after another. In the deficit countries, voters’ support for democ-
racy (Armingeon and Guthmann 2014; Armingeon et al. 2016), their trust in
national governments (Foster and Frieden 2017), and their general satisfaction
with the EU reached unprecedented lows (Guiso et al. 2016; De Vries 2018). The
crisis also fueled support for Eurosceptic parties in both surplus and deficit states
and especially among those voters hit hardest by the crisis (Hobolt and de Vries
2016b). And although support for the euro remained remarkably high in all
Eurozone countries throughout the crisis (Hobolt and Wratil 2015; Roth et al.
2016), populist support for leaving the Eurozone or dissolving it altogether gained
significant momentum (Heinen et al. 2015, Jurado et al. 2020). Explicit support for
dissolving the monetary union has been most pronounced in the surplus coun-
tries: The Dutch PVV, the German AfD, the French Front National, and the
Austrian FPÖ have all at times called for a controlled dissolution of the Eurozone,
with the True Finns in Finland taking a critical but more cautious position. There
has also been a strong push for a referendum on the euro in Italy and by some
fringe parties in Greece¹⁰—even though most parties, including some influential
populist parties, such as Spain’s Podemos and Greece’s SYRIZA, support staying
in the Eurozone.

This development shows that the Eurozone crisis has had consequences that
extend far beyond the economy and continue to shape and challenge European
politics. The jitters of financial markets caused by the 2018 Italian elections or the
2020 COVID-19 pandemic demonstrate that the Eurozone crisis may come back
to haunt the EU in the not too distant future. Ultimately, the underlying causes of
the crisis have not been resolved, and the political consequences of the crisis still
linger. As a result, the narrative that “the crisis is over” seems misguided. While
the short-term panic has subsided, serious questions remain about the future of
the monetary union itself. A better understanding about why it has proven so
difficult to resolve the Eurozone crisis is, therefore, urgently needed.

The Unequal Distribution of Crisis-Resolution Costs

In all debt and balance-of-payments crises, governments and societies disagree
heavily about the question of who should bear the costs of dealing with the
accumulated debts and the costs of rebalancing the current accounts. The
Eurozone crisis was no exception (Dyson 2014; Eichengreen 1992; Frieden
2015b; Hall 2014; Simmons 1994; Walter 2013a; Woodruff 2016). In the ensuing
conflicts about crisis resolution, both sides have bargaining chips: Creditor states

¹⁰ The communist KKE party and the SYRIZA-spinoff Popular Unity party have proposed leaving
the Eurozone.
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can threaten to shut errant debtors out of credit markets and to block future access
to credit, but debtors can threaten to stop payment, especially if default in one
country is likely to cause panic to spread into financial markets more widely.
Although deficit-debtor states tend to be in a structurally weaker bargaining
position, most crises are resolved with both sides making some compromises
about how to share the crisis resolution costs (Dooley et al. 2004; Frieden 2015b;
Kaufmann 1969; Mabbett and Schelkle 2015).

Nonetheless, debt and BOP crises are characterized by difficult trade-offs and
bitter disputes surrounding questions such as: Should debtor countries repay the
outstanding debt or should creditor countries grant debt relief? Should current
account imbalances be resolved by deficit states cutting back on domestic con-
sumption and increasing their exports or by surplus states boosting their domestic
demand? Should adjustment instead work via the exchange rate, which in a
monetary union like the Eurozone boils down to the question of whether that
union should be broken up? To what extent should surplus countries support
deficit countries by providing funds to finance the current account deficit?

Not surprisingly, then, the questions of who should adjust and of how the
adjustment burden should be distributed were front and center in Eurozone crisis
politics as well (Frieden and Walter 2017; Moschella 2017). What makes the
Eurozone crisis unusual in comparison to other crises, however, is that relatively
little burden sharing occurred. While some risk sharing took place, although most
of this occurred in the form of “solidarity by stealth” (Schelkle 2017): After initial
hesitations, the ECB engaged in an expansionary monetary policy of a scale that
had been unthinkable only a few years before. It provided emergency liquidity
assistance to troubled banks in crisis countries, and ECB president Mario Draghi
promised to do everything necessary to preserve the euro. Moreover, some debt
restructuring occurred in Greece and Cyprus. Yet overall, especially considering
the extent of the crisis, little debt relief was granted for the countries hit hardest by
the Eurozone crisis, such as Ireland, Portugal, and Spain. Moreover, deficit
countries were required to undertake substantial fiscal and structural reforms
designed to address their chronic balance-of-payments problems (Hall 2012;
Heins and de la Porte 2015). As a result, the burden of adjustment in the
Eurozone crisis has been almost exclusively put on the shoulders of the deficit
countries (Matthijs and Blyth 2015).¹¹ The silence on calls for adjustment in
surplus countries, in contrast, was often “deafening” (Featherstone 2011).

¹¹ There are a number of reasons why the principal burden of adjustment to the Eurozone crisis fell
upon the debtors’ shoulders (Frieden and Walter 2017). For one, the threat of being cut off from the
tightly integrated European financial markets loomed large for the crisis countries and gave creditor
countries considerable bargaining leverage. Moreover, surplus countries also invoked the requirements
of broader EU and Eurozone membership, implying, sometimes stating, that something less than full
repayment could result in expulsion from the Eurozone or the EU. Whether the threat of expulsion was
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Figures 1.3a and 1.3b show two examples of just how much surplus and deficit
states differed in their contribution to crisis resolution. Figure 1.3a looks at
changes in statutory tax rates in surplus and deficit states during the first five
years of the Eurozone crisis. It shows that all deficit states increased taxes during
that period in line with their general policy of austerity. Tax reform in surplus
states, in contrast, was much more limited or, in fact, non-existent. Rather than
lowering taxes in an effort to boost domestic demand, these countries did very
little to adjust their fiscal policies, and Austria even increased taxes. It therefore
comes as no surprise that the surplus countries maintained or even increased their
current account surpluses throughout the crisis (Figure 1.3b). In contrast, the
deficit states implemented major current account adjustment during the same
period. Over the course of the crisis, all deficit states significantly reduced their
current account deficits, with most even turning their deficits into surpluses.

The effect of this unequal distribution of the adjustment burden between deficit
and creditor states on economic growth and employment prospects in these
countries has been harsh. Figure 1.4 illustrates how unequally the costs of the
adjustment have been spread across Eurozone countries and how different
Eurozone countries have fared throughout the crisis, and traces their economic
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Figure 1.3a Varieties of adjustment. Deficit and surplus countries in the Eurozone
crisis: Fiscal reform

real and legal or not, many in the debtor countries were reluctant to press the issue, for fear that it might
affect their economic relations with the rest of the Eurozone or that it might cause the fickle financial
markets to turn against them. In addition, Eurozone creditors used their political influence over the
International Monetary Fund to force the IMF to ignore the Fund’s own rules, which would have
required substantial debt restructuring (Copelovitch and Enderlein 2016; IEO 2016; Mody 2018).
Finally, emphasizing ordo-liberal ideas, creditor countries have been successful in framing the crisis
in ways that suggest that deficit countries caused, and hence should resolve, the crisis (Blyth 2013;
Matthijs and McNamara 2015).
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development between 2007 (noted by the line) and 2013 (noted by the dot).
The large increases on the horizontal axis show that the five main Eurozone
debtor-deficit countries—Ireland, Italy, Portugal, and, especially, Spain and
Greece—witnessed massive increases in unemployment over the course of the
crisis. GDP decreased significantly in all five debtor states, and GDP fell back to
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Figure 1.3b Varieties of adjustment. Deficit and surplus countries in the Eurozone
crisis: Current account
Sources: Authors’ own calculations, based on tax data from OECD (2016c) and current account data
from IMF (2016a).
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the levels of when the Eurozone was first founded in three of these countries (the
respective 1999 levels are represented by the value of 100). In contrast, the
economic costs of the crisis were much smaller or even nonexistent in the surplus
states, such as Germany, Austria, and the Netherlands. Over the same period of
unprecedented contraction in Greece, for example, the German economy grew
and unemployment fell. Overall, the European response to the crisis achieved the
one common goal all Eurozone policymakers agreed upon: preventing the
breakup of the monetary union. But the price to achieve this goal varied among
the Eurozone members, as it was paid predominantly by the crisis countries.

Yet to say that the costs of the crisis have been predominantly borne by deficit
states does not mean that everyone in deficit states was equally hurt by the crisis.
Instead, the impact of the crisis has varied considerably among social and eco-
nomic groups in these countries. For example, unemployment has hit young
people, men, and the less educated the hardest (Gutiérrez 2014). Youth unemploy-
ment tripled in Ireland between 2007 and 2012, and between 2012 and 2014, more
than half of economically active people under the age of 25 in Greece and Spain
were without work.¹² Likewise, relative poverty rates for young people went up in
Italy, Portugal, and especially in Spain and Greece, while at the same time they
declined considerably for the elderly. Interestingly, inequality has only increased
in some countries (most notably, Greece), whereas crisis policies seem to have had
no impact on equality in other countries, or even an inequality-decreasing impact
in some (Matsaganis and Leventi 2014). Both crisis-related policies and the overall
impact of the economic crisis in deficit states have, thus, differed in how they have
affected different socioeconomic groups (Avram, Figari, Leventi, Levy, Navicke,
Matsaganis, Militaru, Paulus, Rastringina, et al. 2013).

More generally, deficit states were relatively quick to adopt austerity measures,
whereas structural reforms were implemented more hesitantly. Given that the
latter were often aimed at stripping privileges from politically influential groups,
they were often implemented only under considerable external pressure, and even
then, compliance has been spotty. Similarly, banks and other financial market
participants have largely socialized their losses, rolling them over to taxpayers
(Blyth 2013). As discussed above, debtor-country governments ended up assum-
ing many of the bad debts of their banks, and thus converted private debt into
sovereign debt. Entrenched insider-outsider structures (Bentolila et al. 2012),
strong resistance by vested interests (Featherstone 2015), and clientelistic politics
(Afonso et al. 2015) have generally protected politically influential groups. As in
earlier crises, governments have often shielded their own voter base from the crisis
consequences as much as possible (Walter 2016).

¹² Eurostat (2016): http://ec.europa.eu/eurostat/web/lfs/data/database.
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The impact of the crisis among social and economic groups has also varied in
surplus states. One of the most important distributive questions was how to
deal with deficit country debts: Should surplus countries allow the deficit states
to default and restructure their debts, thus requiring their own financial systems to
absorb the costs of the crisis? Or should the costs of the crisis be transferred onto
surplus country taxpayers by way of providing public funds to the debtor coun-
tries that would allow them to continue servicing their debts to financial institu-
tions in the North? Surplus country governments generally opted for the latter
option. For example, of the €215.9 billion in taxpayer loans provided to Greece in
the first two bailout packages, only about 5 percent actually ended up in the Greek
state budget. The rest was used to finance old debts and interest rate payments to
private banks, a lot of which were located in surplus countries (Rocholl and
Stahmer 2016; Thompson 2015).

Bad Options, Difficult Choices

Why did deficit countries accept to implement unprecedented levels of austerity
during the crisis? Why did surplus countries put together huge bailout packages
but not allow any meaningful debt relief? Why did they not adjust their policies to
share some of the crisis-resolution cost? Why has it been so difficult to find
common ground on the European level for sustainable EMU reform? And why,
despite of all this, did no country leave the Eurozone?

To understand the unusual choices policymakers took to respond to the
Eurozone crisis, it is important to understand the range of options available to
them. As discussed above, the principal options in a debt crisis revolve around
how to deal with accumulated bad debts. Do debtor countries repay the outstand-
ing debt, or do creditor countries grant debt restructuring, hence providing some
relief to debtor countries? However, this only resolves the stock problem of
accumulated debts, not the flow problem of growing debt levels. Because the
Eurozone crisis is, at its root, both a debt and a balance-of-payment crisis
(Baldwin et al. 2015; Baldwin and Giavazzi 2015; Johnston et al. 2014; Wihlborg
et al. 2010), solving the underlying problems of the Eurozone in a sustainable
manner requires more far-reaching economic adjustments designed to address the
flow problem of continuing current account imbalances that fueled the debt
problems in the first place.

Several options exist for resolving balance-of-payments imbalances (Algieri and
Bracke 2011; Broz et al. 2016; Frieden andWalter 2017; Walter 2013a). In contrast
to the conventional narrative that the solution for such problems lies with deficit
countries—who have to cut back domestic consumption and increase their com-
petitiveness in order to reduce imports and boost exports of goods and services as
well as capital—both deficit and surplus countries can contribute to the policy
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adjustment necessary for rebalancing (Willett and Chiu 2012).¹³ A so-called
internal adjustment of domestic economic policies can be achieved by deflating
prices in deficit countries and by boosting domestic demand in surplus countries.
Adjustment can also occur externally through the adjustment of exchange rates.
Finally, current account imbalances can be made more sustainable if surplus states
cover deficit states’ financing needs. Table 1.1 summarizes these different policy
options that deficit and surplus countries have to resolve current account imbal-
ances as well as their implications for the Eurozone.

Although these options differ in their implications for deficit and surplus
countries, they all have significant downsides. These downsides form the basis
for the distributional conflicts surrounding the resolution of balance-of-payment
crises. Whenever current account adjustment is required to solve a crisis, regard-
less of whether the crisis was predominantly caused by financial flows or by flows
of goods and services, policymakers face trade-offs and difficult choices with
regard to these options.

The first option for rebalancing the current account is external adjustment. This
strategy involves a change of the nominal exchange rate, which for Eurozone
members means that the Eurozone would have to be broken up in some sort of
way. Deficit countries adjust externally by devaluing their exchange rate, making
domestic products more competitive internationally. As expenditure is switched
away from the consumption of internationally tradable goods and toward the

Table 1.1 Policy options to resolve balance of payments imbalances

EXTERNAL
ADJUSTMENT

INTERNAL
ADJUSTMENT

FINANCING

DEFICIT
COUNTRY

Exchange-rate
devaluation

Austerity and
structural reforms

Cover funding gap
through external funding

SURPLUS
COUNTRY

Exchange-rate
appreciation

Inflation and
reforms aimed at
boosting domestic
demand

Provide financing for
deficit countries with BOP
problems

IMPLICATION
FOR THE
EUROZONE

Eurozone
breakup

Convergence of
deficit and surplus
countries

Permanent financing
structures (e.g., fiscal
federalism, automatic
stabilizers)

Source: Frieden and Walter (2017: Table 1).

¹³ Note that our distinction between surplus and deficit countries is based on whether they exhibit a
current account surplus or deficit during the buildup and outbreak of a given crisis. In the short run this
is relevant for crisis management, and the dynamics and relevant trade-offs will be different across
deficit and surplus countries. This does not mean that surplus and deficit countries are so different that
countries are structurally either always deficit or surplus countries. Rather, countries’ current accounts
can change from a deficit to a surplus and vice versa (see Figure 1.1 and Manger and Sattler 2019).
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production and export of such goods, the current account rebalances. Because this
means that less capital is needed to finance the current account deficit, capital
inflows decrease and the capital account deficit equally shrinks. This adjustment
strategy can benefit the export-oriented sector, but it hurts other groups because it
also leads to a reduction of purchasing power, increased exchange-rate volatility,
and rising debt service on foreign-currency denominated loans (Frieden 1991b,
2015a; Steinberg and Walter 2013; Walter 2008, 2013a). In addition, external
adjustment is often associated with higher rates of inflation, and it creates
contagion risks for states with similar problems. For surplus countries, external
adjustment implies an exchange-rate revaluation, which makes domestic products
more expensive relative to foreign products, thereby increasing imports and
reducing exports, as well as capital outflows. Many of the effects of external
adjustment in surplus countries mirror the effects in deficit countries: Currency
appreciation hurts the export-oriented sector, whereas domestic consumers and
holders of foreign-currency-denominated debt benefit. At the same time, holders
of assets denominated in foreign currencies lose out. Exiting a fixed exchange-rate
regime such as a monetary union creates significant additional costs for both
surplus and deficit states, however. Not only does it create significant volatility,
but breaking up a monetary union also leads to a loss of credibility that is likely to
have long-lasting negative effects. By demonstrating the possibility of exit, it is
particularly likely to encourage speculation, which in turn is likely to extend to
other member states of the currency union (Chang and Leblond 2015). The
resulting contagion effects are expected to have negative consequences both in
surplus and deficit countries. External adjustment is thus a particularly costly
policy option in a currency union such as EMU.

It is important to understand that this does not mean that external adjustment
is impossible—after all, it was discussed as a serious policy option in Greece in
2015 and euro exit was a pledge in French presidential candidate Marine Le Pen’s
2017 election campaign. But it does mean that external adjustment is a much
more costly policy strategy for members of a currency union than for countries
with other forms of exchange rate regimes.

The second possible adjustment strategy is internal adjustment, in which
relative prices are adjusted through domestic fiscal and monetary policy changes
and structural reforms. In deficit countries, the aim is to engineer an “internal
devaluation” that deflates domestic prices through productivity gains and a
reduction in domestic demand. This makes domestic products more competitive,
reduces demand for imports and foreign capital, and increases exports. Because
this adjustment strategy requires austerity policies such as public spending cuts,
tax increases, and structural reforms (e.g., measures designed to increase labor
market flexibility or policies aimed at increasing competitiveness), it is typically
associated with higher unemployment, lower wages, asset price deflation, and
recession in deficit countries. Implementing such policies is politically difficult
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(Barta 2018). For surplus countries, internal adjustment implies policies and
reforms that increase relative prices—for example, a loose monetary policy or
reforms stimulating domestic demand, such as increasing public investments,
cutting taxes, or increasing the minimum wage. These policies increase the price
of domestic relative to foreign prices, which lowers exports and increases imports
as well as domestic consumption.

Both the external and the internal adjustment strategy aim at the long-term
resolution of current account imbalances. Policymakers also have a third option,
however, which is to simply finance the current account deficit and not adjust.
Deficit countries can do this by using their foreign currency reserves or procuring
external funding from international actors or other countries.¹⁴ Surplus countries,
who tend to be the creditors of deficit countries, are often willing to support such
funding—either bilaterally or through international organizations such as the
IMF—because it not only reduces the risk that a deficit country defaults on its
debt, but also allows surplus countries to forgo adjustment at home. But the
financing strategy has an important downside: It does not resolve the underlying
structural problems and often even aggravates them. Thus, this approach carries
the risk that eventual adjustment will have to be more extensive than if it had been
implemented early on (Frankel and Wei 2004; Walter and Willett 2012). To avoid
such a situation, official foreign funds, such as those given by the IMF, are usually
only provided under strict conditionality which forces the recipient country to
implement adjustment.¹⁵ For surplus countries, the main drawback of the finan-
cing option is that they have to provide the necessary funds in a setting where it is
unclear when or whether the recipient will pay back those funds.

What does this mean for the politics of the Eurozone crisis? Because the crisis
occurred within a currency union, some policy options would play out differently
in this context than in the context of regular BOP crises. Most importantly, in a
monetary union, external adjustment implies a breakup of the union, in this case
the Eurozone. Although declared as highly unlikely by many observers
(Eichengreen 2010b), historical evidence shows that currency unions can and do
break up (Cohen 1993). Different variants of such a breakup are thinkable—from
the exit of a single country to the formation of two or more currency blocs or the
introduction of parallel currencies (e.g., Brown 2012; Crafts 2014; Kawalec and
Pytlarczyk 2013; Watts et al. 2014). But whatever its form, external adjustment
would mean that the Eurozone would cease to exist in its current configuration.
This would carry huge costs for everyone involved, with consequences ranging

¹⁴ This explains why deficit countries are typically in a worse bargaining position about the burden
sharing of adjustment than surplus countries. Reserve sales are often not enough to stop the crisis
(Walter and Willett 2012).
¹⁵ Though both the extent of these conditions (Copelovitch 2010; Dreher and Vaubel 2004) and the

compliance with conditionality vary significantly (Stone 2008).
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from widespread defaults, bank runs, and massive economic turmoil in the
European economy.

For this reason, the external adjustment path was quickly ruled out by virtually
all Eurozone policymakers who worried that, as Angela Merkel put it in a famous
speech, a failure of the euro would lead to a failure of Europe.¹⁶ In contrast,
internal adjustment was seen as a desirable outcome because it would ultimately
lead to a convergence of Eurozone economies. From its start, many observers have
doubted the feasibility of a currency union in the European context because it
clearly does not constitute an optimum currency area, with heterogeneous mem-
ber states that are subject to asymmetric vulnerability to shocks, a lack of labor
mobility, and an absence of sufficient fiscal stabilizers (Bayoumi and Eichengreen
1992; Hall and Franzese 1998; Johnston 2016).¹⁷ Internal adjustment, especially
when undertaken not just in terms of fiscal policy but through structural reforms
of labor and product markets, is designed to let Eurozone economies converge
more closely to one another. The idea is that this would not only serve to solve the
short-term pressures of the Eurozone crisis but also lead to more long-term
stability in the Eurozone. The political reality, however, has put the onus of
achieving such adjustment squarely on the shoulders of the deficit countries,
whereas surplus countries have done little to adjust their economic policies, let
alone their economic growth models (Hall 2014; Matthijs 2016b; Willett and
Chiu 2012).

Finally, a long-term financing of European current account imbalances would
require the creation of a set of institutions designed to facilitate the permanent
transfer of funds from surplus to deficit states—such as a fiscal union, a banking
union, and/or the establishment of a larger, more permanent transfer mechanism
to replace the European Stability Mechanism. Many economists have called for
such structures (e.g., De Grauwe 2013a; Lane 2012; Pisani-Ferry 2012), yet
political progress toward establishing such long-term financing structures has
been limited.

Overall, this discussion shows that crises that require balance-of-payments
adjustment, such as the Eurozone crisis, confront policymakers with a list of
unattractive options. The general approach taken in the Eurozone crisis has
been one of internal adjustment in debtor states, coupled with temporary finan-
cing (bailout packages) and expansionary monetary policy implemented by the
ECB. Large bailout programs were set up, but crisis countries were forced to
implement austerity and structural reforms in return, and no major debt relief was
granted. Deficit countries largely accepted surplus countries’ refusal to grant debt

¹⁶ https://www.bundestag.de/dokumente/textarchiv/2010/29826227_kw20_de_stabilisierungs
mechanismus/201760.
¹⁷ Based on the criteria set forth in the canonical studies by Kenen (1969), McKinnon (1963), and

Mundell (1961).
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relief as well as their insistence that deficit countries should mostly shoulder the
burden of internal adjustment alone, even though this resulted in deep recessions
and record levels of unemployment in the deficit countries, whereas creditor
countries were much less affected by the crisis.

The Argument in Brief

This book argues that distributive concerns are important for understanding not
only Eurozone crisis politics but also the ongoing difficulties to substantially
reform EMU. Distributive concerns, both within countries and among countries,
always influence the politics of resolving debt and balance-of-payment crises.
Research on the politics of past balance-of-payment crises—such as the break-
down of the gold standard (Eichengreen 1992; Simmons 1994), the Latin
American Debt Crisis (Frieden 1991a; Nelson 1990), or the Asian Financial
Crisis (Pepinsky 2009; Walter 2008, 2013a)—emphasizes the important role that
distributive struggles played in these crises. At the international level, countries
with current account surpluses and deficits fight over who should implement the
policies necessary to reduce the current account imbalances and who should take
responsibility for the accumulated debts (Willett and Chiu 2012).¹⁸ Within coun-
tries, firms, interest groups, and voters fight to shift the costs of crisis resolution
away from themselves (e.g., Alesina and Drazen 1991; Fernandez and Rodrik
1991; Gourevitch 1986). Much research on the Eurozone crisis has zoomed in on
these struggles in deficit countries, which have been at the center of the crisis (e.g.,
Afonso et al. 2015; Armingeon and Baccaro 2012b; Culpepper and Regan 2014;
Fernández-Albertos and Kuo 2016; Kurer et al. 2018; Picot and Tassinari 2017).
However, because both deficit and surplus countries can contribute to resolving
the crisis, it is important to also analyze crisis politics in surplus countries and how
the distributive struggles and concerns within these countries have shaped their
response to the Eurozone crisis. We argue that the distributive struggles sur-
rounding the politics of the Eurozone crisis in surplus and deficit countries are
distinct but related, and that they should be analyzed in a unified framework.

This book, therefore, analyzes the distributive struggles shaping Eurozone crisis
politics in a comprehensive manner, which gives equal attention to crisis politics
in deficit and surplus countries and considers all available options, including those
that were not chosen. As we have seen, balance-of-payments crises confront
policymakers with a list of unattractive, bad options. Different socioeconomic

¹⁸ Our analysis focuses on Eurozone member states and their domestic politics. Others have
emphasized the role of international (such as the IMF) and supranational institutions (such as the
European Commission or the ECB), who also pursued their own agendas during the Eurozone crisis
(Copelovitch and Enderlein 2016; Lütz and Hilgers 2018; Lütz et al. 2019a; Moschella 2016).
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groups, and, at the aggregate level, different societies, differ in the extent to which
they are vulnerable to each of these options. We argue that these vulnerabilities—
and the trade-offs they present for individuals, interest groups, and national
governments—strongly influence the politics of balance-of-payment adjustment
in the wake of a financial crisis both within countries and at the international level.
The puzzle of why deficit countries agreed to unprecedented austerity, which has
taken such a heavy toll on their economies, becomes less puzzling, for example, if
one considers that the alternatives available to them were Eurozone exit and/or
unilateral debt default, both costly and highly undesirable outcomes. Likewise,
many have puzzled over the reluctance of surplus countries to boost domestic
demand at home. We argue, and show, that this decision is less puzzling if one
considers that such a rebalancing was unpopular domestically and that surplus
countries had a viable alternative: Bailouts with strict conditionality.

Confronted with a serious BOP crisis such as the Eurozone crisis, voters,
interest groups, and national policymakers vary in their preferred crisis response,
since the two main strategies for rebalancing the current account, external and
internal adjustment, vary in how costly they are for each of these actors. If one
adjustment path (say Eurozone exit) clearly imposes more costs than the alterna-
tive (say internal adjustment), then the latter alternative will clearly be preferred.
Oftentimes, however, both adjustment paths will be costly, and it is in those
instances when preferences will be less clear, when the politics of crisis resolution
will become more difficult, and when financing turns into an increasingly attract-
ive third alternative. These are also the instances when attempts to eschew the
burden of adjustment (by pushing it on other states) will be most pronounced.
Eurozone crisis politics, thus, cannot be understood without considering the
trade-offs and costs associated with each of the three main alternative options:
Internal adjustment, external adjustment, and financing (including debt relief).

The preferred choice of crisis-resolution strategy, then, depends on the poten-
tial costs that external adjustment would impose on an actor, relative to the
potential costs of internal adjustment. In short, crisis-resolution preferences are
informed by an actor’s “vulnerability profile” (Walter 2008, 2013a, 2016) in both
deficit and surplus countries. Figure 1.5 presents a stylized overview of the four
ideal-type vulnerability profiles that voters, interest groups, and, in the aggregate,
societies can exhibit, as well as the preferred policy response associated with each
of these profiles.

This classification suggests that there are four types of vulnerability profiles.
Actors with a vulnerability profile I are predominantly vulnerable to internal
adjustment—austerity in deficit countries and an expansion of domestic demand
in surplus countries—and they are, therefore, more likely to prefer resolving the
crisis through external adjustment. Actors with a vulnerability profile III also
have a clear-cut preference, that is, internal adjustment, because they are much
more vulnerable to external adjustment—devaluation in deficit countries and
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revaluation in surplus countries—than to internal adjustment. When the costs of
one adjustment strategy clearly outweigh the costs of the alternative (vulnerability
profiles I and III), the choice is thus relatively straightforward: Quick implemen-
tation of the less costly adjustment strategy.

Voters, interest groups, and policymakers face a much more difficult situation
when both internal and external adjustment are costly (vulnerability profile II).
Actors who find themselves in this “misery corner” would ideally prefer no
adjustment; they are, therefore, most amenable toward addressing the current
account imbalance through financing. Finally, actors for whom the costs of both
internal and external adjustment are low (vulnerability profile IV) are unlikely to
have strong preferences about the type of adjustment strategy, although they are
likely to be opposed to the financing option because this would stand in the way of
a crisis resolution in deficit countries or would likely come at the expense of
taxpayers in the surplus countries. Because these scenarios do not result in a clear
preference for one adjustment strategy, crisis politics in settings with vulnerability
profiles II and IV will be more amenable to preference shaping. This offers
domestic and international political elites an opportunity to shape policymaking
and societal preferences about crisis management and their preferences and ideas.
In these instances, moreover, ideology is likely to take a more prominent role in
guiding policymaking. As such, our explanation complements existing accounts
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that highlight the importance of ideas for crisis politics both in the Eurozone crisis
(e.g., Carstensen and Schmidt 2018; Matthijs 2016a; Matthijs and McNamara 2015)
and beyond (e.g., Blyth 2013; Chwieroth 2009; McNamara 1998; Morrison 2016).

The vulnerability profile is a useful heuristic for analyzing Eurozone crisis
politics because it sheds light on the distributive concerns regarding the trade-
offs between different policy options in both deficit and surplus countries. First, it
can be used to examine which crisis responses countries opt for overall. Countries
for which one type of adjustment strategy is significantly more costly than another
have strong incentives to implement the less costly strategy in a swift and decisive
manner. Countries more vulnerable to austerity and structural reforms than
external adjustment (vulnerability profile I) are more likely to respond with a
swift devaluation of the exchange rate without much financing. Finding an
example of a Eurozone country with this vulnerability profile is difficult because
all Eurozone member states are highly vulnerable to a Eurozone breakup, but such
vulnerability profiles have not been unusual in past BOP crises. Likewise, coun-
tries with a vulnerability profile in quadrant III also are more likely to clearly opt
for one type of adjustment over the other; in this case, governments will opt for
internal adjustment and exchange-rate stability. In terms of financing, countries
with both vulnerability profiles I and III should show little enthusiasm for long-
term, low-conditionality financing facilities such as Eurobonds, but they should be
more open to financing measures that smooth rather than avoid adjustment in
economic policies.

The situation is more difficult in countries that are vulnerable to any type of
adjustment (the “misery profile” II). Here, any adjustment is unpopular and
politically difficult to implement. Given the country’s high exposure to both
domestic reforms and Eurozone exit, these countries should be more intent to
receive (deficit countries) or be more willing to grant (surplus countries) different
forms of financing instead. In the process, deficit countries should try to keep the
conditions attached to the external funds to a minimal level, favoring Eurobonds
and debt haircuts for international investors over bailouts. Surplus countries with
this vulnerability profile should push for high-conditionality types of financing
that transfer the burden of adjustment onto the deficit countries in exchange for
foreign funds.

Second, vulnerability profiles help us understand who supports and who
opposes different policy options domestically. Vulnerability profiles can be con-
ceptualized for individuals, interest groups, and societies overall. Individuals
matter for crisis politics as voters. Interest groups represent larger segments of
society: Business and employer associations represent certain types of firms and
economic sectors, trade unions represent certain types of workers, and groups
such as taxpayer associations or pro-poor groups represent certain groups of
individuals. These groups are more likely to have a direct voice in the policy-
making process and are, therefore, important for shaping overall crisis politics.

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 24/9/2020, SPi

 25



We argue that individuals and interest groups also form their policy preferences
on the basis of their vulnerability profiles. For example, deficit country home-
owners who have mortgaged their home in euros but have very secure employ-
ment are highly vulnerable to an exit from the Eurozone, but they are much less
exposed to internal adjustment than to external adjustment. Voters and interest
groups with such clear-cut vulnerability profiles (I and III) are likely to share a
strong preference for the type of adjustment to which they are not very vulnerable.
Moreover, they should see financing predominantly as a means to smooth adjust-
ment. Interest groups whose members are very vulnerable to both internal and
external adjustment (vulnerability profile II) are in a more difficult situation. For
them, any adjustment in micro- and macroeconomic policies will be painful,
which is why these groups would likely oppose any significant policy reforms.
Surplus country interest groups in this category are most interested to make sure
that adjustment is undertaken elsewhere, but they are most willing to support
deficit countries’ efforts in this direction through bailout packages. Deficit country
interest groups in this category are in a more difficult situation, but they are also
expected to most favor receiving financing support from abroad. Given that these
interest groups have much to lose from an adjustment of policies, the expectation
is that they will be very vocal and combative in the political process.

Finally, examining vulnerability profiles can shed light on why crisis politics are
more contested in some countries than in others. Political conflict is likely to be
particularly high in countries with a vulnerability profile II. Such a vulnerability
profile arises either when politically influential groups are very vulnerable to both
internal and external adjustment, or when politically important groups vulnerable
to internal adjustment are equally prevalent as groups vulnerable to external
adjustment. In such a setting, any type of adjustment will inevitably hurt at least
one set of domestic interests. Especially in deficit countries in this category, crisis
politics should be characterized by political turmoil, low levels of political stability,
divisions within governments, and debates about the appropriate policy response
to the crisis. Since deficit countries cannot easily push adjustment costs onto
surplus countries, these distributional conflicts tend to revolve around how the
cost of adjustment is to be distributed among different societal groups. But surplus
countries with this vulnerability profile should also experience elevated levels of
contestation, centered mostly around struggles over how financing should be
provided to deficit countries in an effort to avoid adjustment in their own
economies. In contrast, in countries exhibiting any of the other three vulnerability
profiles, crisis politics will be less conflictual, especially when the country’s
aggregate vulnerability profile also reflects the vulnerability profile of the country’s
politically most influential interest groups. Crisis politics in these countries should
be characterized by lower levels of opposition and a less tumultuous political
environment than in countries where policymakers impose significant costs on
influential groups.
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Taken together, answering these three questions provides us with a solid
understanding of the distributive struggles that have led to the unequal burden
sharing in the Eurozone crisis and the continued difficulties to achieve meaningful
EMU reform.

Plan of the Book

Our book examines why the Eurozone crisis was so difficult to resolve and argues
that distributive conflicts both among and within Eurozone countries lay at the
core of these difficulties. It explores the importance of considering trade-offs and
alternative options for both deficit countries (Part II) and surplus countries (Part
III). For each of these sets of countries, the book explores how vulnerabilities to
different crisis-resolution options shaped crisis politics both on the country level
and among interest groups and voters within countries.

Putting the Eurozone Crisis in Context: Country-Level
Vulnerability Profiles

Each set of analyses begins with an analysis of country-level vulnerability profiles.
This sets the stage by putting the Eurozone crisis in comparative perspective.
Rather than treating the Eurozone crisis as a sui generis event, as much existing
work has done, these chapters (Chapters 2 and 5) explore the similarities and
differences between the Eurozone crisis and earlier well-known financial crises,
such as the 1992 Crisis of the European Monetary System (EMS) or the 1997
Asian Financial Crisis. Chapter 2 focuses on deficit countries and lays out in detail
the trade-offs that crises requiring balance of payments adjustment create for
deficit country policymakers. It argues that the relative costs of external vs.
internal adjustment will shape crisis politics, including the willingness of these
countries to accept harsh conditionality in return for external financial support.
The chapter develops measures to compare national vulnerabilities to internal and
external adjustment and analyzes the crisis responses for a sample of 142 crisis
episodes that occurred in a sample of 122 countries between 1990 and 2014. Our
analysis shows that the vulnerability profile is a useful tool for analyzing crisis
responses across a wide variety of BOP crises. It also demonstrates that the
Eurozone crisis is unusual because all crisis countries were located in the “misery
corner”: Deficit country vulnerabilities to both internal and external adjustments
were exceptionally high, and vulnerabilities increased frequently over the course
of the crisis. In such a setting, quick and decisive crisis solutions are hard to find.

Likewise, the second part of the book (Chapter 5) identifies and examines 272
episodes of substantial current account surpluses for the same set of countries

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 24/9/2020, SPi

 27



during the same time period and compares country-level vulnerability profiles in
those episodes to those of the five Eurozone surplus countries. Contrasting the
Eurozone experience with the same countries’ experience in the 1992 EMS crisis,
for example, shows that European surplus countries exhibited a much higher
vulnerability to both types of adjustment at the outset of the Eurozone crisis. They
were very vulnerable to the breakup of the Eurozone, but they also shared high
levels of vulnerability toward internal adjustment. Our analyses also show that
whereas all Eurozone surplus countries were located in the “misery corner” during
the Eurozone crisis, other European surplus countries such as Switzerland or
Sweden were not confronted with such a difficult vulnerability profile.
Chapter 5, thus, provides evidence for why surplus countries had an interest in
making financing the main crisis response and in pushing the adjustment burden
onto deficit countries, and why they were able to form a unified coalition in
negotiations at the European level.

Overall, the country-level analyses show that the Eurozone crisis shares many
features of previous debt and balance-of-payment crises, but is also distinct in that
societies in both deficit and surplus countries exhibited an unusually high vulner-
ability to both internal and external adjustments—a vulnerability profile in the
“misery corner” that makes crisis resolution politically difficult. The Eurozone’s
predicament is, thus, unusual because its setting within a monetary union signifi-
cantly increases the costs of external adjustment. Moreover, the rigid nature of
many European economies makes internal adjustment costly, and the high level of
interdependence between Eurozone economies increases the costs associated with
a debt default.

Interest Group Vulnerability Profile and Crisis
Resolution Preferences

The book then moves to the interest group level and explores in much detail how
domestic economic and social interest groups viewed their vulnerabilities to the
crisis, which types of policies they preferred, and how they assessed the difficult
trade-offs that the crisis presented them with. Focusing on the role of economic
interest groups as important intermediaries in the political process, we argue that
interest group vulnerability profiles influence their preferences regarding crisis
resolution. A growing literature emphasizes the importance of societal interests,
varieties of capitalism, and growth models in shaping the politics of the Eurozone
crisis (Armingeon and Baccaro 2012a; Frieden 2015a; Hall 2014; Moravcsik 2012;
Schimmelfennig 2015; Tarlea et al. 2019). Much of this literature builds on assump-
tions about the preferences of core economic interests, but treats these preferences
largely as a “black box” (Baccaro and Pontusson 2016: 200–1). Our book contributes
to this debate by “looking into the box”: It presents the results of a broad, systematic
and theoretically guided original data collection effort on interest group
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vulnerabilities and preferences regarding Eurozone crisis management based on
original survey data from 716 interest groups in both deficit and surplus countries,
that allows us to empirically validate many of these assumptions.

Chapter 3 focuses on interest groups in deficit countries and explores why
policymakers in crisis countries implemented unprecedented austerity and painful
structural reforms, even though public opposition to these measures was consid-
erable. Empirically, the chapter leverages data collected through surveys among
359 interest groups in Spain, Greece, and Ireland. The data show that although a
vast majority of interest groups in deficit countries viewed internal adjustment
negatively, they still preferred it to a breakup of the Eurozone, especially when
pressed to choose. Nonetheless, interest groups varied considerably in their
assessment of specific internal, external, and financing policies. Overall, we find
that despite some variation in vulnerability profiles and the large variation in the
evaluation of specific crisis policies, most groups valued avoiding a Eurozone
breakup more than avoiding austerity, a finding that explains why deficit country
governments could implement this strategy.

Whereas much scholarly attention has focused on deficit countries, much less is
known about the politics of adjustment in surplus countries, especially beyond
Germany. Chapter 6, therefore, examines interest group preferences in three
surplus countries: Germany, Austria, and the Netherlands. It explores to what
extent the reluctance among surplus countries to engage in internal adjustment—
that is, policies aimed at boosting domestic demand—can be explained by pres-
sure from special interests. We present original survey data collected from 357
socioeconomic interest groups in the three surplus countries. Our analysis shows
that as in deficit countries, vulnerability profiles played an important role in
informing preferences about different crisis strategies and political strategies.
Our key finding is that surplus country interest groups are not against internal
adjustment in principle. In fact, general support for expansionary economic
policies among interest groups in all the three countries was surprisingly high.
However , domestic actors disagreed about which specific policies should be
implemented to achieve this goal. Together with a broad consensus to avoid a
breakup of the Eurozone (though some variants, such as a Greek exit, were viewed
as less detrimental), this polarization turned financing into the politically most
attractive strategy. The persistent surplus country resistance against internal
adjustment thus seems rooted, at least partly, in distributive struggles about the
design of possible adjustment policies among interest groups.

Crisis Politics

Policymakers need to balance the demands from special interest groups with those
from their voters. The third set of analyses in the book, therefore, looks at how
interest group preferences influenced the politics of Eurozone crisis management
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in each of the three deficit and surplus countries, and how they interacted with the
preferences and ideas of other domestic and international actors.

In deficit countries (Chapter 4), the analysis centers on how the preferences of
interest groups shaped the design and contentiousness of crisis policies, and how
external actors influenced crisis responses. For this, we draw on a combination of
primary and secondary sources including newspaper coverage, voter public opin-
ion data, interest group position papers, and sovereign bailout documentation, as
well as original qualitative evidence from seventeen in-depth interviews with
national interest group representatives in Ireland, Spain, and Greece. We find
that there was a large consensus among both interest groups as well as voters
across all three countries that external adjustment—that is, unilateral euro exit—
should be avoided at all costs. This left financing and internal adjustment as the
only options, and significant conflicts flared up in all three countries about how
the costs associated with internal adjustment (and to a lesser extent financing)
should be distributed. Within the confines set by the Troika, which effectively
narrowed down the range of options available to deficit countries, interest groups
pushed for reforms to which they were least vulnerable: Business interests, for
example, generally supported adopting comprehensive spending-based consoli-
dation measures and labor market reform. Conversely, labor unions and social
policy groups actively supported policies that would entail stronger burden-
sharing between firms and workers. Overall, internal adjustment policies adopted
across all three cases generally reflected the preferences of employer associations
more than those of workers but, especially in Spain and Greece, this was associated
with considerable political upheaval.

For the surplus countries (Chapter 7), the analysis focuses on the puzzle that
although bailouts were a politically expedient option in light of the distributive
struggles among surplus-country interest groups, the surplus-country govern-
ments remained hesitant toward bailouts and alternative financing measures,
such as debt relief or the introduction of Eurobonds, and tied the provision of
any financial support to strict and strong conditionality. Leveraging public opin-
ion data, qualitative evidence and information gathered in thirty interviews with
policymakers, we show that popular resistance against interstate financing con-
strained governments’ appetite for more generous financing approaches. Whereas
surplus-country voters generally supported the goal of safeguarding the Eurozone,
most remained skeptical about the provision of financing. This broad-based
skepticism, together with the high salience of the issue, provided few electoral
incentives for policymakers to consider more far-reaching financing alternatives.
Being caught in between interest groups blocking internal adjustment and voters
opposing generous interstate financing, governments thus opted for the path of
least resistance—piecemeal financing combined with high conditionality. Overall,
our analysis shows that given the broad opposition of both voters and interest
groups, external adjustment never became a politically viable option for surplus
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countries. Vocal and clear opposition from voters in all three countries blocked
the route toward more encompassing financing approaches. Finally, more accom-
modating economic policies were pursued only in Austria. In that country the
salience of the state of the domestic economy made expansionary policies elect-
orally expedient and led the government to force economic interest groups to
accept domestic reforms.

This final set of analyses once more demonstrates the importance of jointly
analyzing the (un)popularity of all possible crisis-resolution alternatives, includ-
ing those not chosen by policymakers. It provides insights into how the distribu-
tive concerns of voters, special interest groups and policymakers interacted with
ideas, economic constraints, and international political pressure to shape the
unusual crisis response to the Eurozone crisis.

The final chapter (Chapter 8) concludes by discussing the insights that these
three perspectives have yielded and summarizes the book’s main findings in the
process. Because the bulk of our analyses have focused on domestic distributive
struggles, the conclusion then turns to the question to what extent our approach is
useful for understanding the distributive struggles on the European level as well.
For this purpose, we examine how surplus and deficit states positioned themselves
with regard to the core EMU-related issues and reforms that were discussed in the
European Council during the Eurozone crisis (Wasserfallen et al. 2019). Our
analysis shows that on policy issues related to questions of adjustment and
financing, deficit and surplus countries aligned in opposing camps. Moreover,
creditor-surplus countries managed to secure policy decisions in line with their
preferences on almost all adjustment-related policy issues, which meant that
deficit countries had to carry the bulk of the adjustment burden. In contrast,
they showed more willingness to compromise on issues related to financing. We
conclude with a discussion of the policy implications of our findings and an
agenda for future research.

Conclusion

Overall, this book contributes to our understanding of the Eurozone crisis and the
politics of crisis management more generally. First, it puts the Eurozone crisis in a
comparative perspective, both in theoretical and empirical terms. Acknowledging
that the Eurozone crisis is neither a normal recession nor a sui generis event,
allows us to draw on the rich set of theoretical approaches and empirical inves-
tigations of past crises to tease out the similarities and differences of the Eurozone
crisis. Empirically, this book is the first major study to quantitatively examine the
Eurozone crisis in comparison to earlier crises. As such, it situates the Eurozone
crisis in the context of other financial crises that required balance-of-payment
adjustment and the problem of global imbalances more generally.
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Second, the book considers both deficit and surplus countries, whereas the
majority of studies of the Eurozone crisis (and financial crises more generally)
have focused exclusively on crisis politics in the deficit and debtor countries.
Although surplus countries have been instrumental in shaping the European
crisis-resolution framework, little research so far exists on their interests and
domestic political constraints, especially when it comes to surplus countries
beyond Germany. Our book is one of the first to present such an analysis in a
systematic manner. The book provides an encompassing and unified framework,
which shows that the distributive struggles surrounding the politics of the
Eurozone crisis in surplus and deficit countries are distinct, yet they also revolve
around common themes and are intricately linked. This allows us to better
explore the interdependencies and dynamics of crisis politics in the Eurozone.

Finally, the book presents the results of a large data-collection effort on interest
group vulnerabilities and policy preferences in six Eurozone economies. This data
allow us to test both our argument and competing explanations in much greater
detail, but they will also serve as an important resource for future scholars. The
data and replication packages for all analyses presented in the book can be found
online.¹⁹ In sum, our book generates an encompassing picture of the distributional
politics of the Eurozone crisis and a better understanding of the constraints under
which policymakers have operated in their attempts to solve the crisis.

More generally, the book argues and shows that it matters whether policy
options are considered in isolation or in the context of trade-offs. As such, the
book contributes to the wider emerging literature in political economy that
highlights the importance of trade-offs in social and economic policymaking
(Busemeyer and Garritzmann 2017; Emmenegger et al. 2018; Häusermann et al.
2018; Jacobs 2011). These trade-offs are ubiquitous and confront political actors
with difficult decisions, but they also create space for creative options in the design
of policies. Our book demonstrates that some policy choices that seem puzzling at
first can be much more readily understood once the alternatives are considered.

¹⁹ The data used in this book are available for download and replication at the FORS data archive
(https://forsbase.unil.ch/project/my-study-overview/16230/).
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2
Putting the Eurozone Crisis Experience

in Perspective

Raphael Reinke, Stefanie Walter, Ari Ray, and Nils Redeker

The Eurozone crisis has been a watershed of European politics, with vast
economic, social, and political ramifications in all countries of the Eurozone.¹
While these political ramifications go far beyond those countries most hit by the
crisis, those countries that were running large current account deficits before the
crisis were hardest hit in economic and social terms. The paths into the crisis
varied across deficit countries (Jones 2015; Wihlborg et al. 2010), but they all
responded in a similar way. When market pressure became too strong, Greece,
Ireland, Portugal, Spain, and Cyprus all obtained external funding to overcome
short-term funding shortfalls and resorted to austerity. Although this move
allowed them to remain in the Eurozone and to avoid defaulting on their sover-
eign debt, accepting assistance also forced them to implement far-reaching fiscal
and structural reforms. Austerity, increasing poverty and unemployment, as well as
disillusionment with politics have been the result. In the post-crisis period, these
countries increased their primary balances by more than 7 percent of potential
GDP, to a large extent, by cutting public expenditures (OECD 2016a). Another
commonality among the Eurozone countries was that none resorted to another
usual crisis response: Devaluing the currency, also known as “external adjustment.”

Scholars and pundits have emphasized that both the trajectory and the depth of
the crisis in the Eurozone’s periphery is unusual (Frieden and Walter 2017; De
Grauwe 2013b; Mody 2018). One reason is that their situation was unusual—they
did not have national currencies. Monetary policy is set at the European level, and
devaluing the currency unilaterally would have required exiting the Eurozone and
reintroducing the drachma, escudo, peseta or the Irish pound. Because exiting the
currency union is complex and implies an array of negative consequences, many
observers dismiss the notion that exit was an option and see the crisis of the
Eurozone as being entirely unique (Armingeon and Baccaro 2012b). The fact that
the crisis played out in the context of a monetary union—with a supranational
central bank and some, albeit limited, common risk-sharing mechanisms

¹ The views expressed in this text are those of the authors and do not necessarily represent those of
the Swiss National Bank.
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(Schelkle 2017)—does, indeed, present a very special case. Most studies of
policymaking in the Eurozone crisis consequently only focus on Eurozone coun-
tries.² They examine how crisis management differed among Eurozone economies
(Bermeo and Pontusson 2012; Dølvik and Martin 2015; Heins and de la Porte
2015) or how Eurozone countries positioned themselves and bargained with each
other about how to resolve the crisis (Armingeon and Cranmer 2017b; Lundgren
et al. 2018; Tarlea et al. 2019).

Although these studies provide important insights into the details of the
Eurozone crisis, treating the Eurozone crisis as a sui generis event comes at a
price: By treating the Eurozone crisis as unique, scholars forgo the opportunity to
examine exactly how the Eurozone crisis is distinct from other crises. Only by
comparing the Eurozone crisis to other crises can we draw conclusions both about
the nature of the crisis and how the responses to it differed from previous crises.

This chapter engages in such a comparative enterprise. It builds on the growing
consensus among economists that the Eurozone crisis was a classic balance-of-
payments (BOP) and debt crisis that was triggered by a sudden stop of capital
inflows into countries that were running large current account deficits and were
thus heavily dependent on foreign capital (Baldwin et al. 2015). It also examines
whether, how, and why the policy responses to this crisis differed from responses
to similar crises. Our perspective thus does not deny the special characteristics of
the Eurozone crisis, but aims to uncover what is particular about this crisis and
which characteristics it shares with others. Indeed, our analysis shows that
although the Eurozone crisis is special in some important dimensions, it also
shares many commonalities with earlier balance-of-payment crises.

Analyzing the policy response to the Eurozone crisis in the broader context of
balance-of-payment crises forces us to think more systematically about the typical
responses to such crises, including those paths not chosen in the Eurozone crisis:
Substantial debt restructuring and external adjustment, that is, devaluing the crisis
country’s currency (Broz et al. 2016; Forbes and Klein 2015). When the Eurozone
crisis occurred, many policymakers, such as Angela Merkel, famously argued that
a failure of the euro was not possible because it would spell the failure of Europe.³
Even academics, such as Barry Eichengreen, argued that a unilateral exit from or
even a dissolution of the Eurozone would be associated with such prohibitively
high costs that it would hardly be a viable option and, therefore, very unlikely to
occur (Eichengreen 2010b; Eichengreen et al. 2013). History tells us, however, that
currency unions can fail, that countries do in fact exit such unions, and that

² A broad range of work combines the study of the global financial crisis and the Eurozone crisis
(Bermeo and Pontusson 2012; Lütz and Hilgers 2018; Pepinsky 2012; Walter 2016), but once again,
there is little comparative attention to the broader universe of cases.
³ https://www.bundestag.de/dokumente/textarchiv/2010/29826227_kw20_de_stabilisierungs

mechanismus/201760.

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 25/9/2020, SPi

34     

https://www.bundestag.de/dokumente/textarchiv/2010/29826227_kw20_de_stabilisierungsmechanismus/201760
https://www.bundestag.de/dokumente/textarchiv/2010/29826227_kw20_de_stabilisierungsmechanismus/201760


such unions sometimes break up altogether (Cohen 1993; Rose 2007). While a
departure from a currency union certainly involves high costs, an exit from
the Eurozone is thus not impossible.⁴ Rather than assuming that a break-up
of the Eurozone was not a policy option, it is thus important to understand why
this option was not exercised. This is especially true in a context where the
alternative—severe austerity—not only caused severe recessions, but also had
very adverse political consequences for the governments who chose to address
the crisis with an internal rather than an external adjustment strategy (Bosco and
Verney 2012, 2016; Freire et al. 2014; Morlino and Quaranta 2016).

This chapter explores this puzzle by comparing the Eurozone crisis to a large set
of earlier balance-of-payments crises in an analysis centered on the policy trade-
offs politicians face in such crises. Countries differ considerably in how they
respond to balance-of-payments (BOP) crises. Some countries opt to depreciate
their exchange rates (such as Italy and Spain in the 1992 European Monetary
System (EMS) crisis or Indonesia during the 1997 Asian financial crisis), while
others implement painful domestic reforms instead (such as the Baltic states
during the 2008/9 global financial crisis). Yet others combine exchange-rate
depreciation with internal reforms (such as Thailand and South Korea in the
1997 Asian financial crisis). Through an impressive array of case studies spanning
BOP crises in different eras, different continents and across different political
regimes, existing research has shown that distributive considerations and the
difficult choices they create are an important determinant of national-level crisis
management (Eichengreen 1992; Frieden 1991a; Gourevitch 1986; Pepinsky 2009;
Simmons 1994; Walter 2013a; Walter and Willett 2012). These qualitative studies
highlight the costs associated with different policy options for policymakers in
times of financial crises, and show in much detail how the trade-offs associated
with different configurations of these potential costs led to variation in national
policy response to such crises. Although this research gives us a lot of case-by-case
evidence on the importance of distributive considerations for national-level crisis
management, quantitative studies on the distributional trade-offs inherent in
crisis management for a larger set of countries are rare.⁵

This chapter therefore develops a comparative framework that allows us to
quantitatively study the distributional trade-offs inherent in crisis management of
a large set of crises, including the Eurozone crisis. Following the central theme of
this book, it builds on the concept of vulnerability profiles (Walter 2013a) that

⁴ Some legal (Estella 2015) and economic scholarship (Bagnai et al. 2017) has explored this
possibility.
⁵ Existing quantitative studies of BOP crisis management focus only on the distributive struggles

associated with certain policy options, such as external adjustment (Kraay 2003; Leblang 2003; Sattler
andWalter 2010;Walter 2009). This approach neglects the wider picture of how the respective net costs
relate to each other and sum up across different policy options. For exceptions, see (Algieri and Bracke
2011; Broz et al. 2016).
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allows us to analyze the costs of one set of policy options (external adjustment)
relative to the costs of the main policy alternative (internal adjustment). National
vulnerability profiles shed light on the trade-offs crisis country policymakers face
when they have to choose between different policy options, thus allowing us to
examine which crisis responses countries opt for overall. Empirically, this chapter
develops comparative measures for national vulnerabilities to external and
internal adjustment and analyzes the crisis responses for a sample of 142 crisis
episodes between 1990 and 2014.

This chapter explores the similarities and differences between the Eurozone
crisis and earlier well-known financial crises, such as the 1992 EMS crisis or the
1997 Asian financial crisis. It investigates how the Eurozone experience relates to
the crisis responses more generally, whether membership in a monetary union
dictates internal adjustment—or whether other factors were at play—and how
vulnerabilities in the Eurozone crisis evolved over time. Our analysis shows that,
in line with our theoretical framework, national vulnerability profiles shape
countries’ crisis resolutions, and the Eurozone crisis is no exception. High costs
of external adjustment increase the likelihood of internal adjustment and reduce
the likelihood of external adjustment, especially when the costs of the alternative
are small. However, the analysis also shows that the Eurozone crisis is unusual in
that deficit country vulnerabilities to both internal and external adjustment were
exceptionally high. In such a setting, quick and decisive crisis solutions are hard to
find. The predominant response in the Eurozone—internal adjustment coupled
with external financing—is, however, not at all unusual for countries who are
confronted with such a vulnerability profile. When seen from a distance, the
responses to the Eurozone crisis thus become less puzzling and reflect the specific
trade-offs that Eurozone policymakers faced.

The Argument: Vulnerability Profiles and Crisis Responses

We posit that the Eurozone crisis need be compared to other balance-of-payment
crises and that the explanations for these crises also help us to better understand
the policy response in the Eurozone. Balance-of-payments crises have been a
recurring feature of the international economy and are often associated with
other crises, most notably debt, banking, and currency crises (Kaminsky and
Reinhart 1999). Countries hit by such crises share the same core problems: They
are investing more than they are saving, consuming more than they are producing,
and usually importing more than they are exporting, all of which is reflected in a
current account deficit. During good times preceding the crisis, investment,
consumption, and imports are encouraged and financed by the inflow of foreign
capital. But large capital inflows often also lead to real appreciation, strong
increases in aggregate demand, rising debt levels and credit bubbles, and declines
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in labor productivity, relative to other countries (Cardarelli et al. 2009). When
these capital inflows dry up, the country experiences what is called “balance-of-
payments pressure,” often in the form of speculative pressure on the exchange
rate. Faced with a large, unsustainable outflow of funds, countries essentially
run out of foreign currency to repay investors and creditors. Often this comes in
the form of a “sudden stop”, an abrupt change after a period of high inflows
of capital (Calvo 1998). The Eurozone crisis was no exception (Merler and
Pisani-Ferry 2012).

In these cases, a substantial adjustment of economic policies aimed at realign-
ing foreign and domestic prices is usually needed. Adjustment can be achieved in
two ways (Algieri and Bracke 2011; Walter 2013b; Webb 1991): First, a reduction
in relative prices can result from a depreciation or devaluation of the nominal
exchange rate, a strategy called external adjustment (also known as price-based
adjustment). By lowering the value of the domestic currency, external adjustment
makes domestic products more competitive and raises the price of imports, so that
domestic expenditure is switched away from the consumption of internationally
tradable goods and toward the production and export of such goods. In the
context of the Eurozone crisis, this strategy implies a break-up of the monetary
union and a devaluation of the re-introduced crisis countries’ currencies.
Alternatively, rebalancing the current account can be achieved through macro-
economic austerity and structural reforms. This strategy is called internal adjust-
ment, also known as internal devaluation or quantity-based adjustment. Austerity
reduces domestic demand, which leads to a compression of imports, and is usually
associated with an economic downturn that leads to lower wages or job losses.
Structural reforms are implemented to increase productivity and to lower pro-
duction costs, thus increasing the competitiveness of domestic products. These
strategies can also be (and frequently are) combined, resulting in a mixed adjust-
ment strategy that contains elements of both external and internal adjustment.
Countries may hold off on either adjustment strategy, but to achieve this delay,
they require savings or other financial assistance to afford the outflow of capital.
Such assistance is often provided by the International Monetary Fund (IMF) and
other sources, especially when exchange-market pressures are large and threaten
to affect international financial stability. However, these external funds are usually
only provided under strict conditionality that requires recipient countries to
implement reforms in return for access to foreign funds.⁶ As a result, external
and internal adjustment are the basic options in balance-of-payments crises. They
were also the basic options in the Eurozone crisis.

⁶ One goal is to avoid a delay in necessary adjustment, through which the underlying problems
deteriorate further and necessitate much more extensive adjustment later on when the funds run out
(Bird and Willett 2008).
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Weighing Bad Options: The Potential Costs of External
and Internal Adjustment

Much political economy research on how policymakers manage balance-of-pay-
ment crises suggests that domestic political considerations are key in explaining
governments’ responses to speculative pressure (Amri andWillett 2017; Broz et al.
2016; Frieden 1991a, 2015b; Leblang 2003; Pepinsky 2009; Sattler and Walter
2009, 2010; Simmons 1994; Stallings 1992; Walter 2013a). For example, upcoming
elections tend to delay devaluations (Stein and Streb 2004; Walter 2009). Political
considerations are often related to the distributive effects of different policy
alternatives. Policymakers’ choices are influenced by how economically costly
alternative policy options are likely to be, who will be most hurt by and who
will benefit from different policy alternatives, and how these economic costs and
benefits will translate into political costs and benefits. In short, when faced with
balance-of-payments problems, they consider the specific positive and negative
consequences of both available adjustment strategies for important socioeconomic
and political groups as well the national economy as a whole, comparing the
overall costs associated with each adjustment strategy. They then choose the
option that is associated with the lowest economic and political costs.

External adjustment—a significant devaluation or depreciation of the exchange
rate—has both positive and negative consequences (Frieden 2014; Steinberg 2015).
On the upside, a depreciated currency makes a country’s goods, services and assets
cheaper abroad. This drop in relative prices makes investments in the domestic
economy more attractive for international investors and improves the current
account by boosting exports and lowering imports. These beneficial effects are
biggest for countries that rely heavily on international trade, although the extent
of this effect is influenced by a number of additional characteristics, such as the level
of the exchange-rate pass-through on product prices (Frieden 2002; Kinderman
2008b), producers’ reliance on imported goods (Helleiner 2005), the level of cor-
porate indebtedness (Walter 2008), or the structure of the domestic banking
system (Grittersová 2019). Overall, external adjustment tends to be beneficial for
countries with large tradables sectors (Frieden 1991b, 2014; Steinberg 2015).

But external adjustment also has a number of downsides. It reduces purchasing
power, which hurts consumers and firms that rely heavily on imported goods
(Frieden 2014). Increasing import prices is particularly costly for countries that
cannot easily substitute their imports. Substitution is usually very costly, and
sometimes prohibitively so, for raw materials and highly specialized products,
such as pharmaceuticals. The potential costs of external adjustment are also high
for countries whose government, businesses, or households hold high levels of
external debt, especially foreign-currency denominated debt (Walter 2008, 2013a;
Woodruff 2005). Devaluation raises the debt burden in these countries, which
lowers the profitability of both private and public debtors, thereby increasing their
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risk of bankruptcy. All this is particularly problematic, as the negative effects of a
devaluation are likely to materialize more quickly than export performance
improves (Willett 1998).

The costs of devaluation tend to be larger in countries with fixed exchange-rate
regimes than in countries with intermediate or floating exchange-rate regimes,
with regard to both economic costs and countries’ reputations (Barro and Gordon
1983; McKinnon and Pill 1999; Willett 2007). Devaluation, therefore, also tends to
carry particularly large political costs in fixed exchange-rate regimes (Blomberg
et al. 2005; Cooper 1971). This is even more true for members of a currency union,
because external adjustment requires them to abandon the common currency and
to (re)introduce a national currency. Such reforms create an array of significant
costs. They not only require crisis countries to produce the necessary infrastruc-
ture for such a move, such as introducing new coins and bills or establishing a
payments system for the new national currency, but also pose significant chal-
lenges for the transition period. Such a move requires temporary measures to
facilitate the transition from the common to the national currency, such as the
rewriting of financial contracts, the introduction of capital controls, and negoti-
ations about the currency in which debt denominated in the common currency
will be repaid (Amiel and Hyppolite 2016; Bagnai et al. 2017; Estella 2015). Such a
process generates high degrees of uncertainty, which itself is damaging. Exiting a
common currency such as the Euro is thus a rather radical step with costs above
and beyond the mere effects of currency devaluation. It should be noted, however,
that this move is not unprecedented: History contains multiple instances of
countries leaving currency unions (Cohen 1993; Rose 2007).

In sum, external adjustment is likely to be more costly the smaller the tradables
sector in a country is and the more strongly it relies on imports that cannot easily
be substituted. It is also likely costlier the higher its level of net external debt
(especially foreign-currency denominated debt), and if the country follows a fixed
exchange-rate regime—especially when it does not even have a national currency.

The main policy alternative to external adjustment is internal adjustment of the
domestic economy via austerity and structural reforms. The goal of this adjustment
strategy, like that for external adjustment, is to reduce imports, boost exports, and
make the domestic economy more attractive for investments. The strategy entails
pursuing these goals, however, without changing the nominal value of the currency
and, therefore, keeps the relative values of investments and debt in foreign currency.
Rather, lower public spending, higher taxes, a tight monetary policy, and a lower
public wage bill are used to depress domestic demand for imported goods and to
lower domestic relative prices. These efforts are combined with structural reforms,
which aim at increasing international competitiveness, for example, by overcoming
market inefficiencies, such as monopolistic structures.

Although these measures increase a country’s international competitiveness
and allow it to generate the resources to repay outstanding debts, internal
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adjustment tends to come with significant negative side-effects: Austerity policies
tend to depress growth and are, therefore, typically associated with higher
unemployment, lower wages, asset price deflation, and recession. All of these
tend to be politically costly for incumbent policymakers, as the large literature
on economic voting has shown (Duch 2007; Lewis-Beck and Stegmaier 2000).⁷
Cutting public employment, pensions, and other benefits is never well received—
and they are all the more unpopular when economic growth is already slow and
unemployment high—but implementing these policies is especially difficult when
the country is already in recession or faces high unemployment (Bartels and
Bermeo 2013; Boeri et al. 2001). Some reforms, like reducing job protection,
may stimulate the economy in good times but have a negative effect during
economic slumps (Banerji et al. 2017). In addition, fiscal cuts tend to be more
devastating when households have saved only a small part of their income,
because low savings constrain the ability of households to compensate for lower
wages and benefits by shifting expenditures from saving to consumption.
Moreover, the costs of internal adjustment increase when the need to cut public
spending is intensified by an accompanying debt crisis. In this case, a government
not only needs to balance the current account deficit, but must also reverse fiscal
deficits and lower its debt to a sustainable level. The costs of austerity are thus
likely to be particularly high when the country has had difficulties pursuing fiscally
conservative policies in the past, as evidenced by large public deficits and public
debt (Alesina and Drazen 1991; Roubini and Sachs 1989). Structural reforms, such
as labor or product market reforms, range from lowering the cost of hiring and
dismissing regular workers and improving collective bargaining frameworks to
deregulating retail trade and professional services or reducing barriers to market
entry for producers. Although they generally increase employment, output, and
competitiveness, in the long run they can have serious negative short-run effects
(de Almeida and Balasundharam 2018; Duval and Furceri 2018). The costs of
reforming product and labor markets are, therefore, not so much economic as
they are genuinely political: Such reforms often generate political conflict—
particularly when existing structures are well entrenched and supported by
powerful interests who have much to lose from reforms and liberalization
(Alesina and Drazen 1991; Haggard and Webb 1994; Pierson 1996; Steinberg
2017). In this case, structural reforms are likely to prompt strong opposition and
high political costs.

Overall, this suggests that internal adjustment is particularly costly for
deficit countries when their macroeconomic situation is poor to begin with,
when unemployment is high, when debt burdens and fiscal deficits are high,
when households have little leeway in savings to compensate for the adverse

⁷ Internal adjustment also takes place much more slowly than external adjustment.
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short-term effects of internal adjustment, and when economic insiders are well
protected by existing structures.

The Relative Costs of Adjustment: Vulnerability
Profiles and Policy Responses

The costs of both external and internal adjustment vary across countries and
across time. When faced with balance-of-payments problems, policymakers there-
fore evaluate the potential economic and political costs associated with each of
these adjustment strategies. That is, they consider the specific positive and negative
consequences of each of these strategies for important socioeconomic and political
groups and the national economy as a whole, and then compare the overall costs
associated with each of the possible adjustment strategies. Finally, they choose the
option that is associated with the lowest economic and political costs.

This choice can be best understood by considering the potential costs of external
adjustment relative to the potential costs associated with internal adjustment in a
country at the time of crisis. The combination of these costs is reflected in a
country’s vulnerability profile (Walter 2008, 2013a, 2016). Figure 2.1 displays the
grid introduced in Chapter 1 (see Figure 1.5), from which countries’ vulnerability
profiles can be identified based on their positions in the grid. The horizontal axis
denotes the costs that external adjustment would inflict on the country, whereas the
vertical axis denotes the potential costs associated with internal adjustment.
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There are four idea-type vulnerability profiles that influence policymakers’
responses to balance-of-payments crises. As discussed in Chapter 1, countries with
vulnerability profiles I or III face a context in which one adjustment path clearly
imposes more costs than the alternative. Countries exhibiting these vulnerability
profiles are therefore likely to swiftly pursue the less costly alternative. Countries with
vulnerability profile I, for whom austerity and structural reforms would be very
costly but an exchange-rate depreciation would not, are likely to devalue their
currencies quickly when faced with speculative pressure. Italy in 1992, for instance,
found itself in such a position: Devaluing the overvalued lira was comparatively less
costly than defending the fixed exchange rate by increasing interest rates in the short
term and lowering wages and prices in the medium term. As a result, Italy was one of
the first countries to opt for devaluation during the 1992 EMS crisis.

Countries with vulnerability profile III face high potential costs associated with
external adjustment, but only low to medium costs from internal adjustment.
These countries are likely to respond to BOP crises with painful domestic reforms
while keeping their exchange rates unchanged. An example of a country with such
a vulnerability profile is Estonia, which was hit hard by the global financial crisis in
2008. A heavy reliance on imported goods, large debts in foreign currency, and a
strong, geopolitically motivated desire to join the euro meant that depreciation
would have been very costly. In contrast, Estonia’s healthy fiscal position and
relatively flexible economic structures reduced the costs of internal adjustment for
the country. In line with our expectations, Estonia opted for significant internal
reforms while leaving untouched its fixed exchange-rate regime, a currency board
with the euro.

In contrast, for countries with vulnerability profile II, both types of adjustment
strategies are likely to impose high potential economic, social, and political costs.
For countries in this “misery corner,” crisis politics will be fraught with political
conflict and delay. Given that they can only choose between bad options, policy-
makers are likely to try to avoid adjustment altogether, for example, by using their
foreign-currency reserves to finance the deficit. When adjustment eventually can
no longer be avoided, these countries are likely to mix adjustment strategies by
combining exchange-rate devaluation, austerity policies, and structural reforms—
although implementation will often occur only halfheartedly. The Argentinian
currency crisis that took place at the turn of the millennium represents an
archetypical instance of a country attempting to adjust while displaying this
vulnerability profile. The country had fixed its exchange rate to the US dollar
for almost a decade in a currency board arrangement. While initially a big
success—the introduction of the currency board contained inflation and led to a
resurgence in growth—the fixed exchange rate also induced a growing overvalu-
ation of the Argentine peso that reduced Argentine competitiveness and resulted
in a growing current account deficit. The arrangement ultimately stifled growth,
growing unemployment and growing dollar-denominated debt. This made
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Argentina vulnerable to internal adjustment—the country was experiencing eco-
nomic problems to begin with, and also had deeply entrenched structural prob-
lems that were hard to resolve. But the high level of foreign-currency denominated
debt also made external adjustment very costly. As a result, the Argentine crisis
response was characterized by much delay and ultimately, in 2001, a default on
and restructuring of its sovereign debt. Argentina thus sought to reduce the level
of necessary adjustment by reducing its debt burden through default.

Finally, responding to BOP pressures is easiest for countries with vulnerability
profile IV. Policymakers in these countries tend to have a lot of leeway in choosing
their response, because neither option is overly costly. Their responses are likely to
vary widely, may include a mix of both internal and external adjustment strategies,
and are often not very salient and controversial.

The remainder of this chapter uses this framework to analyze countries’
vulnerability profiles for a large set of crisis episodes and the policy responses
that policymakers chose in response to these crises.

Research Design

To better understand how countries, including those in the Eurozone, respond to
balance-of-payments crises, we develop a quantitative measure of countries’
vulnerability profiles that allows us to compare the Eurozone countries to a
wide range of other balance-of-payments crises. To this end, we identify crisis
episodes, construct indices of countries’ vulnerabilities to external and internal
adjustment, and then use these indices to determine countries’ vulnerability
profiles for each crisis period. We then analyze and compare the vulnerability
profiles of the Eurozone crisis countries to national vulnerability profiles in the
1992 EMS crisis, the 2008 global financial crisis in Eastern Europe, and the 1997
Asian financial crisis. In a final step, we examine how the vulnerability profiles of
the Eurozone crisis countries evolved throughout the Eurozone crisis.

Sample Selection: Identifying Balance-of-Payment Crises

The goal of our analysis is to examine national vulnerability profiles for a large set
of balance-of-payment crises in 122 developed and emerging economies between
1990 and 2014.⁸ To identify crisis episodes, we follow the standard approach of
measuring exchange market pressure (EMP) as exceptional movements in

⁸ Data for non-OECD countries start in 1995. Because of data availability problems, we exclude
microstates, least-developed countries (LDCs) and countries without reliable data (Cuba, Libya, Iraq,
and North Korea).
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exchange rates and international reserves (e.g., Chiu and Willett 2009;
Eichengreen 2003; Eichengreen et al. 1996; Leblang 2002). This approach acknow-
ledges that balance-of-payment crises tend to be associated with speculative
pressure on the exchange rate, which is reflected in a devaluation of the currency
and/or sales of a country’s international reserves. Instances of high exchange
market pressure are not necessarily full-blown crises. With enough reserves, for
instance, a country can absorb the capital outflow, preventing a deep crisis. The
advantage of identifying crisis episodes in this manner is that the EMP index
includes all episodes of speculative pressure, irrespective of how the crisis was
resolved. This is crucial for our analysis, because we are interested in examining
the choice between different types of resolution strategies—external and internal
adjustment.

We calculate exchange market pressure using a country’s nominal effective
exchange rate against the country’s changes in international reserves (each with a
quarterly frequency).⁹ For the Eurozone countries, we additionally consider coun-
tries’ changes in their Target2 balances in the Eurozone’s payment system Target2,
which functions as an alternative to foreign reserve sales. This approach is in line
with the view that rapidly increasing Target2 balances are symptoms of a balance-
of-payment crisis akin to capital outflows during capital account reversals
(Cecchetti et al. 2012). We use Target2 balances to identify instances where
adjustment is needed, but refrain from making assumptions about the cause of
this need, given that there is considerable debate about the meaning of variation in
Target2 balances (Bindseil and König 2012). Changes in exchange rates, reserves,
and Target2 balances are weighted by their standard deviation to avoid one
variable from swamping out the other (e.g. Leblang 2002, 76ff).¹⁰

Crisis episodes are defined as those years in which the EMP index exceeds the
average EMP value by more than one-and-a-half standard deviations.¹¹ We only
consider the first year the EMP index indicates a period of elevated pressure
within a three-year crisis period to avoid double-counting longer crises (Frankel
and Rose 1996). Because the scope of our argument includes countries with
current account deficits, we also limit our sample to those countries whose current
account on average exhibited a deficit in the two years prior to the crisis. Using
this methodology, we identify many well-known crisis episodes, such as the
Mexican peso crisis of 1994/5, or the Argentine debt crisis of 2001/2.

⁹ When the nominal effective exchange rate is not available, we use the nominal exchange rate
against the dollar. This applies to forty-one countries.
¹⁰ Accordingly, the EMP index is calculated as MPj;t ¼ Δej;t

σΔej
� Δrj;t

σΔrj
, and for Eurozone members as

EMPj;t ¼ Δej;t
σΔej

� Δrj;t
σΔrj

� ΔTj;t

σΔTj
.

¹¹ We calculate the standard deviations for each variable based on the values between the 1st and
99th percentiles so as to lessen the impact of outliers on the calculation of the EMP threshold.
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A complete list of the 142 crisis episodes can be found in the appendix at the end
of this chapter (Table A2.1).

Operationalization: Vulnerability Profiles

We have argued that policy responses to speculative pressure are shaped by
countries’ vulnerability profiles, that is, the potential cost of external adjustment
relative to the potential cost of internal adjustment. To operationalize national
vulnerability profiles quantitatively, we generate two indices that combine differ-
ent variables that capture the potential costs of external and internal adjustment.
For external adjustment these variables include, for example, purchasing power
effects and the costs associated with exiting a fixed exchange-rate regime. For
internal adjustment, these capture measurements of the overall state of the
domestic economy, the government’s fiscal room to maneuver and the rigidity
of economic structures.¹² The relevant variables are identified based on the
theoretical considerations discussed above and represent the costs that would
materialize if a country chose to pursue the respective strategies. We use principal
component analysis (PCA) to combine each set of variables into a vulnerability
measure for internal and external adjustment, respectively. We once more restrict
our analysis to deficit countries and base this analysis on data for all country-years
in which a country exhibits a current account deficit of at least 2 percent,
irrespective of whether it experienced a crisis or not. After determining a country’s
vulnerability to external and internal adjustments, we then construct the national
vulnerability profile as a combination of these two dimensions.

Existing work suggests that the potential costs of external adjustment for deficit
countries grow larger the less a country relies on trade and the more it relies on
imports that cannot easily be substituted. It also suggests that external vulnerabil-
ity increases with higher level of net external debt (especially foreign-currency
denominated debt), and if the country has a fixed exchange-rate regime. We
measure these dimensions of external adjustment costs as follows (the exact
data sources and definitions are shown in Table 2.1.

• Competitiveness effects. Because depreciation increases the competitiveness
of domestically produced exports and import-competing products, the cost
of external adjustment is likely to be lower in countries with a large tradables
sector and higher in countries with a large nontradables sector (Frieden
1991b, 2014). To capture this dimension, we use the relative size of the

¹² To address the problem of missing values in our data (King et al. 2001), we use multiple
imputation, as described in Honaker, King, and Blackwell (2011), and use the Amelia II package in
the software R. We calculate the means from eleven imputations (Lall 2016).
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Table 2.1 Indicators measuring the national vulnerabilities to internal and external adjustment

Vulnerabilitydimension Variable Operationalization and Sources

External adjustment
Competitiveness Tradables sector Value added of the agricultural sector (ISIC divisions 1–5) and of the manufacturing sectors (ISIC

divisions 15–37) in percent of GDP.
Source: World Development Indicators, World Bank

Purchasing power High-tech
imports

Value of imports from high-technology sectors (i.e., aerospace, computers, pharmacy, scientific
instruments, machinery, chemistry and armament (see Hatzichronoglou 1997, 9) in percent of
GDP.
Source: STAN database, OECD

Balance-sheet effects External debt Gross external debt position as percent of GDP.
Source: Quarterly External Debt Statistics SDDS database, World Bank

Exchange-rate Regime Fixed exchange-
rate regime

Dummy variable, coded one for currency unions (no separate legal tender), currency boards, pre-
announced pegs or bands that are at most +/� 2 percent, and zero otherwise.
Source: Ilzetzki, Reinhart, and Rogoff (2017)

Internal adjustment
Economic conditions Unemployment Unemployment, total, in percent of total labor force minus the national mean of the sample period.

Source: World Bank: World Development Indicators

Fiscal conditions Government
deficit

Cash deficit (or surplus) is revenue (including grants) minus expense, minus net acquisition of
nonfinancial assets, in percent of GDP.
Source: World Bank: World Development Indicators

Government debt Government debt in percent of GDP. Source: World Bank and IMF Historical Debt Database.

Households Domestic savings Gross domestic savings are calculated as GDP less final consumption expenditure, in percent of GDP.
Source: World Development Indicators, World Bank.

Economic structures Regulatoryquality Regulatory quality captures perceptions of the ability of the government to formulate and implement
sound policies and regulations that permit and promote private sector development.
Source: Worldwide Governance Indicators, World Bank.

Union density Union density rate, net union membership as a proportion of wage and salary earners in employment.
Sources: ILO, OECD, ICTWSS Database.
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tradables sector, covering especially the agricultural, mining, and manufac-
turing sectors, measured as value added in percent of GDP.¹³

• Purchasing power effects. External adjustment is costly because it reduces the
purchasing power of domestic consumers. Measuring this effect is difficult,
because consumers tend to change their consumption patterns when import
prices rise (Engel 1993). We proxy the purchasing power loss by focusing on
imports of a product group for which few domestic alternatives tend to
exist—high-technology products. In the short run, it is difficult for a country
to substitute for high-technology products, because their production requires
specific and long-term investments in physical and human capital. With
limited viable substitutes for these products, consumers thus feel the pur-
chasing power effect directly, and this effect increases the more a country
relies on high-technology imports as a percentage of GDP.

• Balance-sheet effects. Devaluations significantly increase the debt burden for
debt denominated in foreign currency (Eichengreen et al. 2005; Galindo et al.
2003). The more widespread foreign-currency debt is among households and
firms, the more costly external adjustment becomes (Walter 2013a). Because
data on the prevalence of foreign-currency denominated debt do not exist for
large parts of our sample, we proxy for these balance-sheet effects by
including the gross external debt position as a percentage of GDP.

• Costs associated with leaving a fixed exchange rate regime. The costs of
external adjustment are particularly high in countries with a fixed
exchange-rate regime, since market actors do not expect a devaluation of
the currency and because a devaluation then badly damages a government’s
credibility (Blomberg et al. 2005; Sattler and Walter 2010; Stein and Streb
2004; Willett 2007). We use Ilzetzki, Reinhart, and Rogoff ’s (2017) coarse
classification of de facto exchange-rate regimes. The category of fixed
exchange-rate regimes covers countries with no separate legal tender,
currency boards, pre-announced pegs, or bands that allow fluctuations of
at most +/�2 percent.¹⁴ This operationalization represents a conservative
approach to coding currency unions. Currency unions, such as the Eurozone
crisis are coded in the same way as pegged exchange-rate systems, such as
the EMS. We choose this conservative coding to avoid assigning Eurozone
members a high vulnerability to external adjustment by construction. Our
index is thus likely to underestimate the external vulnerability of the
Eurozone countries, because we would like to examine to what extent
other factors than simply the cost of exiting the Euro may have influenced
Eurozone members’ decision calculus.

¹³ ISIC Rev. 3 divisions 1 to 5 (agricultural sector) and 15 to 37 (manufacturing sectors).
¹⁴ For “freely falling” exchange rates (category 14 in the fine classification), we use the coding of the

last preceding categorization in order to assess the effect of the country’s original exchange-rate regime.
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Vulnerability to internal adjustment also varies across countries and time. It is
higher when the macro-economic situation of a country is poor and unemploy-
ment high, when the state is ridden by fiscal problems—such as a high debt
burden and a large deficit—or when regulation protects insiders. More specific-
ally, we include in the construction of our index the following dimensions that
measure countries’ vulnerability to internal adjustment.

• State of the domestic economy. Internal adjustment slows the economy and
creates more unemployment in the short and medium term (Eichengreen
1992; Simmons 1994). This prospect is never politically appealing, but it is
particularly hard when the economy is in a dire state to begin with and many
people are already unemployed (Singer and Gélineau 2012; Soroka 2006).
Because threats to employment are particularly relevant to voters, and
unemployment is very salient politically, we use the unemployment rate
adjusted by subtracting the long-term national average to represent the
level of existing economic distress.

• Fiscal room to maneuver. We measure the obstacles to fiscal consolidation
with the government’s budget deficit and government debt. The budget deficit
indicates whether a country generally experiences difficulties implementing
fiscal restraint, and the interest payments capture the overall debt burden.
We use the average value of the fiscal deficit as a percentage of GDP over the
previous three years and government debt in percent of GDP as measures of
governments’ fiscal room to maneuver—the higher the deficit and interest
payments, the less room a government has, increasing the country’s vulner-
ability to internal adjustment.

• Household Savings. Fiscal consolidation distresses households more when
they have saved only small parts of their incomes. Low savings rates restrict
the extent to which households can compensate lower wages and benefits.
We measure savings with gross domestic savings in percent of GDP.

• Rigidity of economic structures and organized interests. Internal reforms are
difficult when existing economic structures are deeply entrenched and inter-
ests well organized. We measure these rigidities with the World Bank’s
regulatory quality indicator. Regulatory quality captures experts’ perceptions
of the government’s ability to formulate and implement sound policies and
regulations that promote private sector development. We proxy organized
interests with trade union density. Particularly for internal reforms, trade
unions are the key interest groups.

To combine the different aspects of adjustment vulnerabilities into one overall
measure of vulnerability to external and internal adjustment, respectively, we
employ principal component analysis (PCA) (Jolliffe 2011). PCA is a method
that reduces the information contained in several variables by calculating
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“components” that capture as much variation from the original variables as
possible, taking into account the correlation between these variables. Each prin-
cipal component can be interpreted as a common underlying dimension of the
original data. We conduct two separate PCAs for each set of variables representing
the costs of external and internal adjustment, respectively. Following Walter
(2016), we then take the first principal component of each set of variables as a
measure of a country’s vulnerability to external and internal adjustment.

Table 2.2 presents the results of the principal component analysis for external
and internal adjustment, respectively. The estimated PCA loadings for the vari-
ables point in their theoretically expected directions. For instance, a more flexible
exchange rate regime and a larger tradables sector reduce vulnerability to external
adjustment, while higher levels of external debt increase it. Likewise, higher
unemployment raises vulnerability to internal adjustment, while a better and
more flexible regulatory environment lowers this type of vulnerability. Given
that the directions of estimated weights are intuitively plausible, we are confident
that the aggregated index captures what we intend to measure conceptually. The
first components explain about one-third of the overall sample variation, and
(with the exception of high-tech imports and union density) the loadings are
substantially important for all variables.

In the last step, we combine our measures for adjustment vulnerabilities to
construct a country’s vulnerability profile, as depicted in Figure 2.2. This allows us
to place each country during each crisis episode onto a vulnerability grid, denoted
by vulnerability to internal adjustment on the vertical axis and vulnerability to
external adjustment the horizontal axis of the grid. Countries in the top half of the
space are particularly vulnerable to internal adjustment. Conversely, countries
more to the right-hand side of the space are particularly vulnerable to external
adjustment. To place each episode in one of the four quadrants, we drew lines at
the sample means for internal and external adjustment vulnerabilities, respect-
ively. Because the indices are constructed with PCA, the means always take the
value of zero. This does not mean that the costs are zero, but zero represents the

Table 2.2 PCA results for deficit countries

External Adjustment Loadings Internal Adjustment Loadings

Exchange-rate regime �0.55 Unemployment 0.48
Tradables �0.68 Budget deficit 0.43
External debt 0.45 Government debt 0.49
High-tech imports 0.25 Domestic savings �0.49

Regulatory quality �0.21
Union density 0.23

Proportion explained 0.35 0.29
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average cost of external/internal adjustment, with negative values representing
lower and positive values representing higher costs of external/internal adjust-
ment. As a result, the vulnerability profiles are constructed as relative measures
and represent the vulnerability profiles of a given episode, relative to all other
crisis episodes in the sample. The lines are thus best seen as indicative rather than
sharp, categorical separations. Based on the country’s location in one of the four
quadrants, we can then infer the country’s vulnerability profile.

How is the Euro Crisis Different? Putting
the Eurozone Crisis in Context

The unusual trajectory of the Eurozone crisis can best be understood by putting
the crisis in a comparative context and analyzing whether, how, and why the
policy responses to this crisis differed from responses to similar crises in the past.
Our analysis begins, therefore, with a comparison of national vulnerability profiles
from all crisis episodes in our sample. We then examine in more detail the
vulnerability profiles and policy responses for a set of well-known BOP crises
and compare them to the Eurozone crisis. This comparison demonstrates that the
Eurozone crisis is indeed unusual, because virtually all Eurozone crisis countries
were located in the “misery corner,” where any type of adjustment is painful.
Viewed from this angle, the vehemence of the crisis, the political difficulties of
resolving it, and the severe societal repercussions of the crisis become less
puzzling.

Figure 2.2 uses the vulnerability indices for internal and external adjustment to
locate countries’ vulnerability profiles in the two-dimensional vulnerability space
for each crisis episode in our sample. Crisis episodes located in the different
quadrants exhibit different vulnerability profiles: Countries in the upper left-
hand corner (quadrant I) are much more vulnerable to internal adjustment than
external adjustment, whereas the opposite holds in the lower right-hand corner
(quadrant III), where countries that are more vulnerable to external than to
internal adjustment are located. Countries in the lower left-hand corner are less
vulnerable to both internal and external adjustment than the average crisis
country. And those in the upper right-hand corner find themselves in the “misery
corner” and exhibit higher-than-average levels of vulnerability to both internal
and external adjustment.

Figure 2.2 shows that there is considerable variation in the distribution of
vulnerability profiles of the 142 crisis episodes in our sample. It plots all crisis
episodes in gray, highlighting the Eurozone crisis countries in black. Using this
classification, 35 percent of countries experiencing a crisis were only vulnerable to
internal adjustment (quadrant I), whereas 22 percent were only vulnerable to
external adjustment (located in quadrant III). A minority of 15 percent of crisis
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episodes is located in quadrant IV, indicating that their vulnerability to both types
of adjustment is lower than average. Finally, 28 percent of countries experiencing
exchange-market pressure found themselves in the “misery corner” and were
vulnerable to both internal and external adjustment (quadrant II).

How does the Eurozone crisis compare to this universe of BOP crises?
Figure 2.2 shows that at the outset of the Eurozone crisis in 2010, virtually all
Eurozone countries (denoted in black) were located in the misery corner. Among
them, all episodes display exceptionally high levels of vulnerability to external
adjustment and all cases, except Cyprus, also exhibit above-average levels of
vulnerability to internal adjustment. The Eurozone’s crisis countries thus con-
fronted a situation in which any policy adjustment was going to be economically
and socially painful and, therefore, politically difficult. Adjusting internally by
curbing domestic demand, lowering wages, increasing taxes, and implementing
structural reforms was difficult for these countries. But it was also costly to
devalue, because their debt burden would have increased (or they would have
been forced to default) and consumers’ purchasing power would have been
diminished. Our analyses also suggest that these negative effects usually offset
the benefits of devaluation for the tradables sector.

Overall, by comparing the Eurozone crisis to other crisis episodes our analysis
shows that the Eurozone crisis is not completely distinct, but is indeed highly
unusual because virtually all crisis countries exhibited a high vulnerability to
internal and external adjustment. Given this vulnerability profile in the “misery
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Figure 2.2 Vulnerability profiles of the Eurozone crisis countries and all other crisis
episodes
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corner,” it is not surprising that crisis resolution in the Eurozone has been
protracted and difficult politically to resolve, painful, and associated with huge
bailouts.

Our analysis also reveals some interesting variation among the Eurozone crisis
countries. The country that stands out most clearly is Greece, because it exhibits
unusually high levels of vulnerability to both internal and external adjustment
even by Eurozone crisis standards. Given this vulnerability profile, it is not
surprising that the implementation of internal adjustment was incredibly pro-
tracted and difficult in this country, leading to heavily instable government
coalitions, mass-strikes, and even outright violence (Dinas and Rori 2013;
Pitsoulis and Schwuchow 2016; Rüdig and Karyotis 2014; Vasilopoulou et al.
2014). Moreover, Greece’s vulnerability to internal adjustment is significantly
higher than for all the other Eurozone crisis countries. This may explain why
Greece is the only Eurozone country for which exiting the monetary union during
the Eurozone crisis became a distinct possibility.

A second set of countries consists of Ireland, Malta, and Cyprus. These coun-
tries exhibited exceptionally high levels of vulnerability to external adjustment,
but were less vulnerable to internal adjustment than the other Eurozone countries.
Implementing internal reforms is easier in such a setting, and it is therefore not
surprising that Ireland is the country that acted most swiftly when the crisis hit
(Brazys and Regan 2017; Whelan 2014). Nonetheless, adjustment was not easy
either, and incentives were high to delay adjustment as long as possible. For
example, Cyprus only began to substantially reform in mid 2012, when it became
obvious that the country would likely have to accept a European bailout
(Michaelides 2014). What is clear, however, is that societal conflicts about crisis
management and the distribution of the crisis costs were more contained in these
countries than in other peripheral Eurozone member states (O’Connor 2017;
Pappas and O’Malley 2014; Vogiatzoglou 2017).

Finally, a third set of countries consists of Italy, Spain, and Portugal. These
countries exhibited similar levels of vulnerability to external adjustment as Greece,
but were somewhat were less vulnerable to internal adjustment than Greece.
Although the crisis experience in these countries was less extreme than in
Greece, and although they did implement domestic reforms, they also faced
immense political difficulties and domestic opposition toward domestic reforms.
Portugal began implementing austerity reforms—such as across-the-board cuts to
pensions and comprehensive privatization schemes in 2010—as public finances
and market confidence deteriorated, and accepted a bailout package in April 2011
(Afonso et al. 2015). Spain managed to secure the international funds needed to
recapitalize its ailing banking sector without a formal bailout program, but
nonetheless had to implement austerity policies, such as increasing VAT and
income tax rates and freezing pensions, as well as significant labor market reforms
(Cioffi and Dubin 2016; Fernández-Albertos and Kuo 2016). Italy is the only
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peripheral country that did not receive a bailout package, although the European
Central Bank (ECB) devised several policies that were at least partly designed to
support the country (Quaglia and Royo 2015; Sacchi 2015). Nonetheless, Italy’s
high level of vulnerability to both internal adjustment and the absence of condi-
tionality rendered it difficult for the Italian government to enact substantive
internal adjustment reforms.

This brief discussion suggests that the vulnerability profile is a useful heuristic
for comparing the Eurozone crisis to other crisis episodes and for examining
differences among the crisis trajectories of Eurozone countries. We next extend
this comparative analysis and use this heuristic to compare the Eurozone crisis to
a set of well-known major crises of the past decades: The EMS crisis in the early
1990s in Europe, the global financial crisis in Eastern Europe in 2008, and the
1997/8 Asian financial crisis. These crises include European countries before and
after the introduction of the euro, advanced and emerging economies, and
different crisis responses. As such, they capture important variations that allow
us to examine in more detail the commonalities and differences between the euro
crisis and these earlier crises.

The 1992 EMS Crisis and the Eurozone Crisis

We start with a comparison between the Eurozone crisis and the 1992 crisis of the
European Monetary System (EMS). Both crises partly involved a similar set of
countries before (EMS crisis) and after they had joined the euro (Eurozone crisis)
and, therefore, allow us to trace how their vulnerabilities changed between these
two crises.

The European Monetary System was a system of pegged-but-adjustable
exchange rates that several European states had created after the collapse of the
Bretton Woods system in 1971.¹⁵ It was set in a context of increasing economic
and monetary integration that had culminated in the agreement to create the
Single Market in 1986, along with plans for a common currency among European
countries. In the EMS system, European exchange rates were pegged to the
German deutschmark, forcing European central banks to mimic German monet-
ary policy decisions. This turned into a problem when German reunification
fueled domestic demand and inflation, a development that the German
Bundesbank sought to limit with higher interest rates. While this tightening of
monetary policy may have been appropriate for the German economy, it was not
aligned with the recessionary economic context in other European economies.
This made these countries vulnerable to speculative attacks (Eichengreen 1996).

¹⁵ For an overview of the EMS crisis, see, for example, Eichengreen (1996) or Höpner and Spielau
(2018).
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The EMS crisis of 1992–3 began when Denmark rejected the Maastricht Treaty
in June 1992, and confidence in further monetary integration waned. International
markets began to exert pressure, especially on the pegged European currencies. The
first to experience speculative pressure was the Finnish markka. In September of
1992, speculative pressure drove the Italian lira and British sterling from the
Exchange Rate Mechanism (ERM). Sweden (not officially a member of the EMS
but pegged to the European Currency Unit (ECU)) gave up its peg in November
1992, and Ireland, Spain, and Portugal devalued their currencies in early 1993. By
the summer, when market participants turned their attention to France, the fate of
the EMS and of Europe’s monetary unification project hung in the balance.
European policymakers eventually agreed to widen the fluctuation band in ERM
to 15 percent in the summer of 1993.

Does the vulnerability profile approach help us to understand the trajectory of
the EMS crisis and its similarities and differences from the Eurozone crisis?
Figure 2.3 plots the vulnerability profiles of the EMS crisis and the Eurozone crisis
countries. The graph highlights two key differences between the vulnerabilities in
the two crises. For one, in the 1990s, countries’ vulnerabilities to external adjust-
ment were also high, but much lower than during the Eurozone crisis. This is not
simply a measurement feature because of the EMU countries’ membership in a
monetary union (it is only one aspect in our coding of external adjustment
vulnerability), but reflects that monetary integration indirectly increased coun-
tries’ exposure to exchange-rate adjustment by facilitating cross-border financial
flows and growing external debt. Nonetheless, the elevated vulnerability to
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Figure 2.3 Vulnerability profiles in the 1992 EMS and the Eurozone crises
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external adjustment in many crisis countries explains why several European
governments initially tried hard to avoid a devaluation of their currencies, why
they eventually allowed their currencies to adjust downward, and why devaluation
was politically costly once it had eventually occurred. In Britain, for example, the
pound’s devaluation and exit from ERM led to a huge loss in government
popularity (Bernhard and Leblang 2006). Others, however, such as Finnish and
Italian policymakers, were much quicker to allow their currencies to devalue,
which is not surprising given that their vulnerability to external adjustment was
considerably lower.

Second, during the EMS crisis, countries were, on average, less vulnerable to
internal adjustment than during the Eurozone crisis. In response, national central
banks raised interest rates to defend the value of the currencies and tried to
assuage markets by selling foreign reserves. The most extreme case was the
Swedish Riksbank, which raised marginal overnight lending rates to 500 percent
in September 1992 and spent a staggering amount of reserves in an effort to
defend the krona (Eichengreen 1996: 174). But policymakers nonetheless feared
the adverse effect of high interest rates on their economies, and therefore were
reluctant to follow through with tight monetary policies over an extended period
of time (Obstfeld and Rogoff 1995). As a result, most countries eventually gave up
their pegs to the deutschmark and devalued their currencies. This move is
surprising for those countries with an elevated vulnerability to external
adjustment—and especially for the UK, for which one would have predicted a
much higher willingness to defend the pound based on its vulnerability profile.

The 1997 Asian Financial Crisis and the Eurozone Crisis

A second set of crisis episodes that can provide an insightful comparison to the
Eurozone crisis is the 1997/8 Asian financial crisis. Throughout the region, growth
had turned into a bubble, credit had boomed (especially in the private sector), and
current account deficits had grown, making a number of Asian economies vul-
nerable to crisis (Willett et al. 2005). The crisis itself started in Thailand, which,
after months of speculative pressure against the Thai baht, devalued the currency
in the summer of 1997.¹⁶ Speculative pressure then quickly spread across the
region, especially South Korea, Indonesia, Malaysia, and the Philippines.
Thailand, South Korea, and Indonesia received IMF programs and were required
to both devalue their currencies and to implement significant internal adjustment
measures. The devaluations of the Indonesian rupiah and the Philippine peso were

¹⁶ For an encompassing but entertaining account of the Asian financial crisis, see Blustein (2001).
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particularly dramatic, and the crisis led to the downfall of President Suharto’s
authoritarian regime in Indonesia (Pepinsky 2009).

Figure 2.4 plots the vulnerability profiles of the core crisis countries in the Asian
financial crisis (in black) and compares them to national vulnerability profiles in
the Eurozone crisis (in gray). The graph suggests that the Asian countries exhib-
ited a significantly lower level of vulnerability to both external and internal
adjustment. For example, Indonesia, the country whose currency devalued
most drastically—losing up to 85 percent of its value—is also the country that
exhibits the lowest vulnerability to external adjustment among all the crisis
countries. In contrast, Malaysia is the country with the highest level of vulner-
ability to internal adjustment and also the country that refused to adjust internally,
instead implementing capital controls to stem the outflow of capital from the
country (Pepinsky 2009).

Given the severe economic, social, and political fallout from the crisis (Agénor
et al. 2006; Haggard 2000), classifying the countries of the Asian financial crisis as
being in the “lucky” corner seems questionable, however. Our measure of vulner-
ability profiles suggests that even some of the hardest hit Asian crisis countries—
South Korea and Indonesia—were located in quadrant IV, exhibiting low vulner-
ability to both internal and external adjustment. This points to a shortcoming of
our measure, the fact that data availability problems make it difficult to measure
some important dimensions of vulnerability to external and internal adjustment
for a large number of countries and a longer period of time. For example, we lack
data on two aspects that were of particular importance in the Asian financial crisis:
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Figure 2.4 Vulnerability profiles in the Asian financial and the Eurozone crises
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The prevalence of foreign-currency denominated debt as an important determin-
ant of a country’s vulnerability to external adjustment, and the exposure of the
domestic economy to a monetary tightening (Walter 2008, 2013a; Woodruff
2005). Measures—such as the percentage of non-performing loans, the level of
foreign-currency borrowing, or the level of indebtedness of domestic economic
actors—are generally not available for a larger sample of countries and a longer
time period. But the analysis in Figure 2.4 shows that ignoring these issues risks
severely underestimating the potential costs of internal and external adjustment
for crisis countries.

Eastern European Responses to the 2008/9 Global
Financial Crisis and the Eurozone Crisis

We conclude this section by comparing the Eurozone crisis to the crises that swept
through eight new EU member states in Central and Eastern Europe in the wake
of the 2008/9 global financial crisis. These countries had boomed in the years
following EU accession in the mid 2000s. The boom was accompanied, however,
by large inflows of foreign funds, corresponding current account deficits, and a
fast accumulation of foreign debt (Kattel and Raudla 2013). When the collapse of
Lehman Brothers sent shock waves around the world in the fall of 2008, the region
was hit particularly hard (EBRD 2010), and all eight countries faced balance-of-
payments pressures. As EU members, these countries operated in a framework
that is similar to those of Eurozone countries, in many respects. But as EU
countries outside the Eurozone, these countries were much less constrained in
their choice between internal and external adjustment than the countries in the
Eurozone. As such, they provide an instructive comparison to countries’ Eurozone
crisis experiences.

Figure 2.5 plots the vulnerability profiles of eight Eastern and Central European
crisis countries (in black) and the Eurozone crisis countries (in gray). The
countries vary considerably in their vulnerabilities. While four countries (the
Baltic states and Bulgaria) are located in quadrant III—indicating that their
vulnerability to external adjustment far exceeded their vulnerability to internal
adjustment—one country (Hungary) is located in the “misery corner” (quadrant
II). Romania and the Czech Republic are located in quadrant IV, indicating a low
vulnerability to either kind of adjustment, and Poland is more vulnerable to
internal adjustment than external adjustment.

These vulnerability profiles align quite well with the countries’ actual crisis
responses (Walter 2016). Bulgaria, Estonia, Latvia, and Lithuania implemented
significant internal adjustment, an approach that plunged these countries into
deep recessions, but allowed them to retain their close pegs or even currency
boards with the euro throughout the crisis. Despite drastic public expenditure and
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public sector wage cuts (Kattel and Raudla 2013), this strategy enjoyed wide
popular support (Groenendijk and Jaansoo 2015), which is not surprising con-
sidering that the vulnerability profile suggests that an external adjustment would
have been even more costly. In contrast, crisis resolution was much more difficult
and contentious in Hungary and Romania, where adjustment measures included
elements of both internal reforms and exchange-rate devaluation. When their
currencies came under pressure in 2008, both national central banks raised
interest rates and intervened in the foreign exchange market to counter this
pressure. But when the pressure accelerated, both countries sought financial
help from the IMF and the EU. Hungary concluded a US$25 billion package
with the IMF, the EU, and others in October 2008, and Romania followed with a
US$27 billion package in March 2009. In return for these funds, both countries
agreed to pursue substantial fiscal consolidation and structural reforms. The crisis
trajectory was painful in both countries: Unemployment and bankruptcies
increased, wages declined, and real GDP fell by almost 7 percent in 2009. The
political difficulties are fully in line with Hungary’s vulnerability profile, but more
surprising in light of Romania’s profile. Finally, Poland and, to a lesser extent, the
Czech Republic let their exchange rates depreciate immediately when their cur-
rencies came under pressure in the late summer of 2008, and initially even
pursued expansionary fiscal and monetary policies rather than austerity policies.
In both countries, the crisis response was relatively uncontroversial, politically
speaking, in line with a low vulnerability to external adjustment.
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Figure 2.5 Eastern European states in 2008 and the Eurozone crisis
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Especially, the Baltic crisis experience is instructive for understanding the crisis
response in the Eurozone. It demonstrates that it is not necessary for a country to
be in a monetary union to pursue the difficult strategy of internal adjustment.
Rather, the sufficiently high potential costs of external adjustment make it
increasingly unattractive for policymakers. In the Baltics, several aspects com-
bined to make countries very vulnerable to external adjustment. For one, the
countries feared that devaluation would jeopardize their prospects of joining the
Eurozone, thus limiting their integration into the European Union, which also
mattered to the Baltic states for geopolitical reasons. A second reason was
economic: The vast majority of private borrowing in the Baltics and, to a lesser
extent in Bulgaria, was denominated in foreign currency, mostly in euros. This
made devaluing very risky and costly, and thus significantly increased these
countries’ vulnerabilities to internal adjustment. With a vulnerability profile,
such as that of the Baltic countries, the choice to adjust internally is attractive
even without a currency union’s additional constraints.

Crisis Dynamics: Changing Vulnerabilities
in the Eurozone Crisis

So far, our analysis has focused on comparing countries’ vulnerability profiles
across different crisis episodes. For this purpose, we have focused on the vulner-
ability profile that a country exhibits at the outset of a crisis. However, countries’
vulnerabilities to external and internal adjustment are not static but can change
over time. The vulnerability profile heuristic not only allows us to examine cross-
crisis variation, but also enables us to explore these dynamic changes in national
vulnerability profiles over time. Such an analysis can then help to explain how
countries’ crisis policies and adjustment choices change over time.

We briefly illustrate this point by plotting the trajectories of national vulner-
ability profiles for six major Eurozone crisis countries. Figure 2.6 shows how
countries’ vulnerability profiles changed from 2007 to 2014. To give some context,
the graphs plot both the development of countries’ current account (left), with
negative values denoting a current account deficit and positive values a current
account surplus. The left-hand panels thus indicate to what extent countries are
resolving their current account problems through adjustment. They also demon-
strate that in the Eurozone crisis, countries adjusted at different speeds. The right-
hand panels depict the development of each country’s vulnerability profile
throughout the same period.

While a detailed analysis of the trajectories is beyond the scope of this chapter,
three things stand out from Figure 2.6. First, as we have seen above, all crisis
countries started out with high vulnerabilities to external adjustment and moder-
ate to high vulnerabilities to internal adjustment. Yet all of them moved into the
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“misery corner” of quadrant II as the crisis progressed, suggesting that crisis
politics became increasingly difficult as the crisis continued. This increase came
from mounting public debt and a worsening macroeconomic situation (measured
as unemployment), both in cases of countries that adjusted rapidly to the crisis,
such as Ireland and Portugal (Reis 2015; Whelan 2014), and also in countries
that delayed taking action, such as Cyprus and Greece (Dinas and Rori 2013;
Michaelides 2014). Second, this deterioration suggests that adjustment became
increasingly difficult throughout the crisis, creating political incentives to
delay adjustment as long as possible (Walter and Willett 2012). Third, some
countries adjusted faster than others, and a turnaround in the current account
was generally associated with a decrease in vulnerabilities, especially with regard
to internal adjustment. Thus, while an unfavorable vulnerability profile creates
incentives to delay adjustment, biting the acid apple lessens the political difficul-
ties when actually implementing adjustment in the medium term.

Conclusion

With the introduction of the euro, the countries participating in the European
Economic and Monetary Union entered a unique arrangement. The monetary
union fostered economic integration and facilitated cross-border flows of goods,
services, and capital. But by adopting a common currency, the member states were
no longer able to set independent interest rates for their domestic economies, to
adjust national exchange rates, and were not prepared to have the ECB act as a
lender of last resort to address Eurozone-wide systemic problems (De Grauwe
2013b). Membership in the common currency led to huge imbalances among
Eurozone members that made the deficit countries vulnerable to BOP crises. It
also shaped and constrained member states’ options of how to respond to the
Eurozone crisis that engulfed these countries just after the euro had celebrated its
tenth birthday.

The analyses in this chapter have shown that despite all of these unique
circumstances, it is valuable not to view the Eurozone crisis as an entirely different
“beast,” but to compare it to other balance-of-payments crises. Completing such
an exercise, our analysis showed that the Eurozone crisis shares many features of
previous debt and balance-of-payments crises. However, it was unusual in that
societies in deficit countries exhibited an unusually high vulnerability not just with
regard to external adjustment, but also with regard to internal adjustment. Such a
vulnerability profile in the misery corner makes crisis resolution politically diffi-
cult. These high costs help explain why these countries had considerably higher
difficulties implementing domestic reforms than for example the Baltic countries,
who responded much more quickly and efficiently when they faced a similar crisis
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in 2008. In contrast, in the Eurozone, crisis politics was often characterized by
political conflicts and delay.

Our analysis has also underscored the importance of jointly considering the
different options available to policymakers to resolve a crisis, including the ones
that were not chosen. Eurozone crisis politics can best be understood by consid-
ering the trade-offs and costs associated with each of the three main alternative
options—internal adjustment, external adjustment, and financing (including debt
relief). Many observers have puzzled over why deficit countries agreed to unpre-
cedented austerity that has taken such a heavy toll on their economies. Our
analysis indicates that for one, even though internal adjustment was likely to be
costly to crisis country governments in general, external adjustment was likely to
have been even more unpopular. Second, external financial support was an option
for the crisis countries, even though it came with the condition to implement
austerity. Finally, internal adjustment can be tailored much more to spare certain
groups in society and to hurt others than external adjustment, which means that
governments can try to buy support from influential groups by designing internal
adjustment in line with their preferences.

This suggests, however, that the potential for domestic distributive conflict is
high. If domestic interests diverge in how they evaluate different variants of
internal adjustment, they are likely to fight to shift the costs of crisis resolution
away from themselves. In what follows, we examine these domestic distributive
struggles in Eurozone countries in more detail. The next chapter focuses on
interest group preferences, especially on the question how they evaluate the
different options available to policymakers during a BOP crisis and the trade-
offs they pose. Chapter 4 then presents a more detailed case study in how the
distributional struggles surrounding Eurozone crisis resolution shaped deficit
country crisis politics and policies.

Appendix

Table A2.1 Crisis episodes identified using the EMP index

Albania 1997
Albania 2008
Azerbaijan 2001
Argentina 2002
Argentina 2014
Australia 2008
Austria 1999
Armenia 2009
Bosnia and Herzegovina 2005
Bosnia and Herzegovina 2008
Brazil 1999
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Brazil 2002
Belize 2000
Bulgaria 2000
Bulgaria 2004
Bulgaria 2008
Bulgaria 2013
Belarus 1997
Belarus 2006
Cape Verde 1996
Cape Verde 2000
Cape Verde 2008
Sri Lanka 2009
Chile 1995
Colombia 2008
Congo 2008
Costa Rica 2008
Croatia 2004
Croatia 2008
Cyprus 1999
Cyprus 2004
Cyprus 2010
Czech Republic 2005
Czech Republic 2008
Dominican Republic 2002
Estonia 2001
Estonia 2005
Estonia 2008
Fiji 1998
Fiji 2001
Fiji 2005
Fiji 2008
Finland 1991
Finland 2013
France 2008
Georgia 1998
Georgia 2008
Ghana 1999
Ghana 2006
Greece 1991
Greece 2001
Greece 2008
Guyana 1997
Guyana 2005
Honduras 2011
Hungary 2003
Hungary 2008
Iceland 1991
Iceland 2012
India 2008
Indonesia 1997
Ireland 2008
Italy 1992

Continued
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Table A2.1 Continued

Italy 2008
Jamaica 2003
Jamaica 2009
Kazakhstan 1999
Kazakhstan 2005
Jordan 1998
Jordan 2008
Kenya 2008
South Korea 1997
Kyrgyz Republic 1998
Kyrgyz Republic 2008
Kyrgyz Republic 2011
Lebanon 2005
Lebanon 2011
Latvia 2008
Latvia 2012
Lithuania 2008
Lithuania 2013
Malaysia 1997
Maldives 2001
Malta 1995
Malta 2000
Malta 2004
Mauritius 2008
Mexico 1995
Mexico 2008
Mongolia 2002
Mongolia 2012
Moldova 1998
Moldova 2009
Montenegro 2008
Oman 2000
New Zealand 2008
Nigeria 1999
Pakistan 1995
Pakistan 2008
Papua New Guinea 1998
Papua New Guinea 2013
Peru 1999
Philippines 1997
Poland 2008
Portugal 1999
Portugal 2008
Romania 1997
Romania 2008
Romania 2014
Slovak Republic 2005
Slovak Republic 2008
Vietnam 2008
Slovenia 2007
South Africa 1996
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South Africa 2001
South Africa 2008
Spain 1991
Spain 1999
Spain 2008
Spain 2012
Swaziland 1995
Swaziland 2000
Swaziland 2008
Sweden 1992
Tajikistan 2007
Tajikistan 2014
Thailand 1997
Tunisia 2008
Turkey 1991
Turkey 2001
Turkey 2008
Ukraine 1998
Ukraine 2008
Ukraine 2014
Macedonia 1997
Macedonia 2008
United Kingdom 1992
United Kingdom 2008
Uruguay 2002
Uruguay 2008
Serbia 2008
Serbia 2012
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3
Distributive Conflict and Interest Group

Preferences in Deficit Countries

Health care cuts, lower pensions and slashed public sector employment all
featured during the Eurozone crisis as deficit states were forced to implement
harsh policy reforms aimed at achieving internal adjustment (Blyth 2013; Bojar
et al. 2019; Kriesi et al. 2019; Monastiriotis et al. 2013). However, public oppos-
ition to governments’ plans to implement austerity and structural reforms was
considerable, and public discontent grew during the crisis (Armingeon et al.
2016). Citizens mobilized in public demonstrations (Kriesi et al. 2019; Kurer
et al. 2018; Della Porta 2015) and economic strikes (Genovese et al. 2016; Rüdig
and Karyotis 2014), and displayed their dissatisfaction at the voting booth, where
populist, anti-austerity parties became increasingly successful (Hernández and
Kriesi 2016; Hobolt and Tilley 2016). As in many other balance-of-payments
crises (Eichengreen 1992; Haggard 1985; Simmons 1997), internal adjustment
thus proved politically difficult to realize.

Why did policymakers in crisis countries nonetheless implement unprece-
dented austerity and painful structural reforms? Chapter 2 showed that deficit
countries exhibited an unusually high vulnerability to both internal and external
adjustment—a vulnerability profile that makes crisis resolution politically diffi-
cult. Why did, ultimately, none of them opt for external adjustment; that is, an exit
from the Eurozone? How did governments decide which specific reforms to
implement? And why did some governments achieve internal adjustment more
quickly and in a less politically contentious way than others?

To answer these questions, this chapter and Chapter 4 concentrate on deficit
country crisis politics and examine in more detail the distributive struggles
surrounding domestic policymaking during the crisis. In these countries, the
struggles centered on the question of who would bear the brunt of crisis costs:
Consumers, taxpayers, investors, government employees, pensioners, the
unemployed, the export sector, the non-tradable sector, and so on.

A growing literature emphasizes that societal interests were important in shaping
the politics of the Eurozone crisis (Armingeon and Baccaro 2012a; Frieden 2014;
Frieden and Walter 2017; Hall 2014; Moravcsik 2012; Schimmelfennig 2015). To
study how these societal interests mattered for Eurozone crisis politics in deficit
countries, this chapter begins with an analysis of the preferences of a wide array of
organized socioeconomic interest groups. Such interest groups tend to represent
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large numbers of voters and/or firms, and lobby on economic and regulatory
policies (Giger and Klüver 2016). As such, they often serve as strategic intermedi-
aries between constituents and policymakers during economic crises. For one,
organized interests are better placed than politicians to assess the economic impact
of policy decisions on subsets of the domestic electorate (Mansbridge 1992). Interest
groups therefore play an important role in providing information that helps
policymakers assess the distributional effects of different policy options (Halpin
and Fraussen 2017; Woll 2007). This is particularly true during times of crisis, when
uncertainty is high and time constraints are strong (Gourevitch 1986).

Second, policymakers often rely on interest group cooperation to ensure the
effective implementation of broadly unpopular reforms (Avdagic 2010; Baccaro
and Sang-Hoon 2007; Baccaro and Simoni 2008). Interest groups can provide cues
to the public of whether or not the enactment of a reform represents a necessary
course of action (Dür 2019; Kim and Margalit 2016). Moreover, these groups can
overcome collective action problems to mobilize support or opposition toward
these policies (Dür and Mateo 2013a). Unsurprisingly, interest groups thus tend to
be politically influential during economic crises (Alesina and Drazen 1991; Drazen
2000; Rodrik 1996; Sturzenegger and Tommasi 1998; Walter 2008). The Eurozone
crisis has been no exception (Afonso et al. 2015; Armingeon and Baccaro 2012b;
Culpepper and Regan 2014; Picot and Tassinari 2017; Regalia and Regini 2018).

Against the backdrop of this general consensus that organized interest groups
play a key role in shaping crisis-time policymaking, both in deficit countries more
broadly, as well as in Eurozone crisis countries more specifically, the scarcity of
systematic empirical analyses of the actual policy preferences of interest groups in
crisis contexts is notable. To address this lacuna, this chapter presents and
analyzes original survey data from over 300 interest groups in Ireland, Spain,
and Greece. As discussed in Chapter 2, these country cases were similar in many
respects. They were all Eurozone members that suffered from substantial financial
crises and were highly vulnerable toward both internal and external adjustment
during their respective crisis years.

Making use of the theoretical framework guiding this book, this chapter
explores in much detail how domestic economic and social interest groups viewed
their vulnerabilities to the crisis, which types of policies they preferred, and how
they assessed the difficult trade-offs the crisis presented them with. We argue that
interest groups varied in their vulnerabilities to the policy strategies available to
policymakers during the crisis: External adjustment (i.e., Eurozone exit), internal
adjustment (austerity and structural reform), and/or financing (external funding
of the current account deficit). These strategies present interest groups with
difficult trade-offs, which then inform their overall assessments about the relative
desirability of different reform strategies.

Our analyses show that interest groups varied considerably in their assessment
of specific internal, external, and financing policies in a way that reflected their
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economic vulnerabilities. Groups that were vulnerable to a specific adjustment
strategy were also more likely to dislike it. For example, social policy groups were
significantly more likely to assess austerity measures and structural reforms
negatively than did business groups.

A core contribution of our analysis is its focus on trade-offs and the relative
costs of different, possible crisis policies. Although we find, for example, that
interest groups that were predominantly vulnerable to austerity tended to prefer a
Eurozone exit, those vulnerable to any type of adjustment tended ultimately to
favor internal adjustment over an exit. Especially when pressed to choose, many
groups valued remaining in the Eurozone more strongly than avoiding austerity.
To the extent that a majority of groups falls in the cross-pressured category, this
made it easier for deficit country governments to implement this strategy. Our
analysis thus provides an explanation of why no crisis country left the Eurozone,
although a strong majority of interest groups in Eurozone deficit states disap-
proved of austerity measures; in the end, they still preferred austerity to leaving
the common currency.

Because different policy strategies can be implemented through different sets of
policies, we also explore interest groups’ assessment of specific policies, with a
particular focus on internal adjustment, where the range of policy options is
particularly large. These analyses of interest groups’ policy-specific preferences
suggest that internal adjustment was further facilitated by the fact that policy-
makers have some room to tailor austerity policies and structural reforms to the
liking of influential interest groups. Tailoring reform packages to these policy-
specific preferences thus allows policymakers to moderate domestic opposition to
internal adjustment.

This chapter starts out by discussing existing work on distributional conflict
and the politics of adjustment in the Eurozone periphery. It then explains the
research design, and presents descriptive statistics of interest group adjustment
preferences and vulnerabilities. In a next step, we analyze statistically interest
group adjustment preferences by means of regression analyses. This part is
divided into looking at, in turn, both the absolute preferences of groups, that is,
their preferences absent the salience of an external vs. internal adjustment trade-
off, as well as the relative preferences of interest groups, where groups are obliged
to make hard choices between the two adjustment strategies. The final discussion
summarizes our findings and concludes.

Interest Groups and Deficit Country Policymaking

What explains the willingness of Eurozone periphery governments to implement
far-reaching austerity and structural reforms? Existing accounts can be broadly
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classified into two streams that emphasize, in turn, the international or the
domestic drivers of internal adjustment.

One set of explanations sees internal adjustment as the result of international
pressure that forced deficit countries to accept harsh austerity and structural
reform. Some authors argue that this pressure originated mainly from the
Eurozone creditor and surplus countries, either because it was to their economic
advantage (Frieden 2015b; Frieden and Walter 2017; Schimmelfennig 2014;
Steinberg and Vermeiren 2015), or because they wanted to avoid unpopular and
electorally costly short-run costs (Aizenman 2015; Baldwin and Giavazzi 2015;
Schneider and Slantchev 2018), or because of their strong ordoliberal ideologies
(Blyth 2013; Enderlein and Verdun 2009; Matthijs and McNamara 2015). Further
narratives emphasize the role of other external actors, such as the European
Central Bank (ECB) or the European Commission (Kranke and Luetz 2014), or
fiscally conservative technocrats (Blyth 2013; Helgadóttir 2016) who were able to
impose their preferences on crisis-afflicted countries. These accounts often
assume implicitly that domestic interests in crisis countries uniformly disliked
internal adjustment policies, which suggests that internal adjustment arises
because it is externally imposed on crisis countries (e.g., Blyth 2013; Mody 2018).

However, there is also considerable evidence that the policies demanded by
international institutions are often supported by at least some domestic interests.
After all, the distributional effects of different forms of adjustment harm some
interests more than others, thus leading to divergences in attitudes towards
adjustment (e.g., Frieden 2014; Haggard and Kaufman 1992; Simmons 1997;
Walter 2008, 2013a). This suggests that preferences about the specific make-up
of policy packages designed to combat a crisis is likely to vary among domestic
interests, some of whom are more politically influential than others. Not surpris-
ingly, research on International Monetary Fund (IMF) conditionality, for
example, has shown that reform demands are often in line with the preferences
of the government and select domestic interests (Caraway et al. 2012; Dhonte
1997; Drazen 2002; Dreher 2009; Mussa and Savastano 1999). An IMF program
can thus provide a government with the opportunity to scapegoat external actors
because the pain of unpopular policies favored it and its domestic support
coalition (Bird and Willett 2004; Vreeland 1999).

In light of these considerations, a second strand of research therefore argues
that, even during crises, policy design is (also) a function of the coalitions
domestic governments can build among voter and producer groups (Afonso
et al. 2015; Armingeon and Baccaro 2012b; Fernández-Albertos and Kuo 2016;
Frieden 2015b; Walter 2016). Given that the shape and availability of these
coalitions varies, as does the strength of societal interests opposed to reform, the
ease with which governments are able to implement internal adjustment measures
also varies. For the Eurozone crisis, this suggests that despite external pressures,
crisis politics in deficit states were also driven by domestic considerations (Frieden
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and Walter 2017; Hall 2018a).¹ This is in line with case study evidence from the
crisis. For example, Cioffi and Dubin (2016) argue that internal adjustment
measures in Spain enacted by the conservative Rajoy government allowed the
cabinet to accommodate producer interests, while simultaneously suppressing the
domestic labor movement, a key constituency of its left-wing opposition.
Similarly, research suggests that austerity in Ireland has been driven mainly by
the close ties between successive Irish governments and employer associations,
often representing foreign firms (Brazys and Regan 2017; Culpepper and Regan
2014). More generally, both crisis-related policies and the overall impact of the
economic crisis in deficit states have differed in how they have affected different
socioeconomic groups (Avram, Figari, Leventi, Levy, Navicke, Matsaganis,
Militaru, Paulus, Rastrigina, et al. 2013). Whereas the costs of the crisis have
been large, especially for the most vulnerable groups in society, the political
clout of banks and other financial market actors (Blyth 2013), insider–outsider
structures (Bentolila et al. 2012), the strong resistance of vested interests
(Featherstone 2015), and clientelist politics (Afonso et al. 2015) have generally
protected politically influential groups.

These accounts serve to highlight that attitudes toward internal adjustment are
not homogeneously negative in countries suffering from crisis. Some groups may
strongly support certain policies designed to achieve internal adjustment, and
these preferences often influence policymaking. At the same time, entrenched
interest group opposition makes it difficult and politically costly for the govern-
ment to enact austerity measures and structural reforms, as evidenced in Greece
(Afonso et al. 2015; Featherstone 2011; Pappas and O’Malley 2014), in Italy
(Culpepper 2014; Regalia and Regini 2018), and to a lesser extent in Portugal
(Costa 2012). Because influential interest groups tend to be more successful in
shaping policy decisions, more vulnerable and politically less influential groups
tend to pay the highest price of adjustment. In the Eurozone crisis, for example,
the young have been hit hardest by the crisis. Youth unemployment tripled in
Ireland between 2007 and 2012, and between 2012 and 2014 more than half of
economically active people under 25 in Greece and Spain were without work.²
More generally, unemployment has risen most among the young, men, and less
educated people (Gutiérrez 2014).

Understanding crisis politics in deficit countries thus requires an in-depth
understanding of the interplay between external pressures, the preferences of
domestic interests, and the political strength of these interests. We therefore
begin our analysis with a detailed exploration of domestic preferences regarding

¹ Some scholars have also emphasized the role of constrained opportunity sets and unintended
consequences as the main explanatory variables for crisis resolution outcomes (Aizenman 2015; Mény
2014). From this perspective, austerity in deficit countries results from EMU policymakers’ attempts to
‘muddle through’ the crisis (Mény 2014).
² Eurostat (2016): http://ec.europa.eu/eurostat/web/lfs/data/database.
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different policy options in the Eurozone crisis, a situation in which external
pressure was large.

Group-Specific Adjustment Preferences in Eurozone
Deficit Countries

We argue that interest group-specific vulnerability profiles shape the adjustment
preferences of domestic interest groups. This means that interest group prefer-
ences about possible crisis responses are driven by the potential costs of external
adjustment for an interest group, relative to the potential interest group-specific
costs of internal adjustment. Interest groups’ vulnerabilities to an adjustment
strategy vary not just by interest group, however, but also by how exactly the
strategy is implemented. This is particularly true of internal adjustment, where
structural reforms and austerity can be implemented in a myriad of ways.
Analyzing vulnerability profiles of interest groups thus requires paying much
more attention than at the country-level to how interest group characteristics
affect their vulnerabilities to different policies associated with each adjustment
strategy. In addition, it is important to distinguish between interest groups’
absolute and relative adjustment preferences. Absolute preferences denote interest
groups’ general support or opposition to a given crisis policy or adjustment
strategy. But because crises are complex situations in which not implementing
one adjustment strategy means that another form of crisis resolution will have to
be implemented (and vice versa), it is important to consider the trade-offs and
opportunity costs each policy and strategy entails for each interest group. We take
these opportunity costs into consideration by analyzing their relative adjustment
preferences, which is how societal interests rank adjustment strategies against each
other. This distinction is key when governments are confronted with bad, but
necessary, options, as is often the case in a crisis: When all policies are disliked in
absolute terms, relative preferences tell us which policies can most readily be
implemented from among this choice set.

Interest Group Vulnerability to External Adjustment

One option for countries confronted with balance-of-payments pressures is exter-
nal adjustment, that is a devaluation of the nominal exchange rate. This strategy is
most commonly resorted to via a unilateral devaluation of the domestic currency.
But particularly within currency unions, external adjustment can also come about
in other ways. For instance, a crisis-afflicted deficit country such as Greece
could, in 2011, have left the Eurozone and lowered the value of its national
currency, but a surplus country such as Germany could also have chosen to
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abandon the euro; either scenario would have led to a de facto nominal exchange
rate-devaluation in Greece.

Regardless of the exact policy that leads to external adjustment per se, the
strategy makes domestic products more competitive internationally and increases
the cost of imports. As a result, exports increase, imports decrease, and the current
account rebalances. This tends to benefit the tradable sector, but hurts consumers
and the non-tradable sector, whose purchasing power is reduced (Broz and
Frieden 2001; Frieden 1991b; Steinberg 2015; Steinberg and Walter 2013) as
well as holders of foreign currency-denominated debt (Cleeland Knight 2010;
Walter 2008, 2013a). However, external adjustment does not affect only the level
of the exchange rate, but also its stability. The volatility induced by external
adjustment tends to affect the tradable sector most negatively because of the
transaction costs it produces (Broz and Frieden 2001; Frieden 1991b, 2014). The
risks to exchange-rate stability are particularly pronounced for Eurozone econ-
omies, where an external adjustment strategy implies an exit from, or a breakup
of, the European monetary union. In addition to increased volatility, a Eurozone
exit would potentially also be detrimental to those who owe euro-denominated
debt abroad, because it is not clear whether such debt would have to be repaid
in a (devalued) national currency, or in (appreciated) euros (Allen et al. 2011).
This problem also raises significantly the risk that a euro exit would be accom-
panied by many defaults, including sovereign defaults. The more an interest
group’s members rely, either directly or indirectly, on foreign investment capital
(Culpepper and Regan 2014) and foreign demand (Frieden 1991b, 2014), the
more we expect them to oppose external adjustment. And, by extension, the
more strongly that these groups concentrate in a given crisis country, the more
likely it becomes that the country will formulate a clear position against external
adjustment.

Interest Group Vulnerability to Internal Adjustment

Interest groups also vary in their vulnerability to internal adjustment (Eichengreen
1992; Simmons 1997; Walter 2013a). Overall, internal adjustment is painful
because it implies austerity (brought about by higher interest rates, public spending
cuts, and tax increases) and structural reforms (such as labor market reforms or
policies aimed at increasing competitiveness), both of which usually lead to higher
unemployment, lower wages, asset price deflation, and recession in the short
run. Internal adjustment tends to harm workers and those groups who rely pre-
dominantly on the domestic economy or income from the state, such as producers
of non-tradable goods and services, state-financed services, or the unemployed.

However, because internal adjustment can be carried out in a far greater variety
of ways than external adjustment, it is more susceptible to particularistic interests
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and political conflict over specific policy design than external adjustment. Most
policies that can be implemented to achieve internal adjustment hurt some
interest groups more than others. Public spending cuts, such as lower public
transfers and wages, for example, aim directly at reducing labor costs, which
decreases domestic purchasing power. This reduces domestic demand signifi-
cantly, generating costs for consumers and those active in non-tradable sectors
that depend on the national economy, while benefitting export-oriented interests
as labor costs effectively decline (Frieden 1991b, 2014; Simmons 1997). Cuts to
public investment disproportionally hurt sectors reliant on government contract
work (Bulfone and Afonso 2019), while cuts to social and unemployment benefits
generally harm low income groups, and occupational groups that rely strongly on
atypical work contracts (Burgoon and Dekker 2010; Hacker et al. 2013). Pension
cuts generate losses for older people, while cuts in public education hurt the young
(Busemeyer et al. 2009). On the revenue side, VAT increases come at high costs
for producer groups oriented toward the domestic market (Haffert 2018; Haffert
and Schultz 2019), whereas exporting interests are affected to a much lesser extent
because this type of consumption tax does not have an effect on foreign customers.
And increases to personal income taxes and capital taxes negatively affect (richer)
individuals (Ganghof 2006; Kato 2003), whereas corporate tax increases the
burden for firms.

Vulnerability to structural reforms, such as efforts to privatize state-owned
enterprises or to deregulate product and labor markets, is equally group- and
policy-specific: Privatization schemes can harm workers in privatized enterprises
significantly, as this process often results in wage cuts and/or job losses
(Peters 2012). Product market liberalization aimed at reducing price markups
sustained by mono- or oligopolistic competition in specific markets can have
strong negative effects on producers who have so far been protected by heavy
regulations. At the same time, consumers are likely to benefit from more
competition, lower prices and greater product variety. Finally, labor market
deregulation aims at increasing labor market flexibility. These reforms are likely
to benefit employers and workers with atypical contracts, at the expense of labor
market “insiders,” that is, workers in permanent positions subject to high levels
of employment and income protection (Rueda 2006, 2014; Schwander and
Hausermann 2013).

This discussion demonstrates two things. First, on average and in absolute
terms, internal adjustment tends to harm most interest groups. However, the
discussion highlights that interest groups’ vulnerability to internal adjustment is
strongly contingent on the specific policies chosen to implement this adjustment
strategy. Interest groups can thus be highly exposed to one type of internal
adjustment, but much less vulnerable to another form of internal adjustment.
Opposition and support for internal adjustment is thus likely to vary considerably
according to concrete policy proposals. The more vulnerable an interest group is
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to a specific policy proposal on the table, the more opposed it is likely to be to it,
and vice versa. This also implies that although a group may be opposed to both
policies in absolute terms, it is still likely to favor the policy to which it is less
vulnerable.

Group-Specific Vulnerability Profiles and Preferred
Crisis Resolution Strategies

In situations in which an economy faces balance-of-payments (BOP) pressure,
macroeconomic adjustment is almost always a painful. Not surprisingly, it tends
to be heavily disliked by most interest groups. However, we have seen that this
dislike is likely to vary by adjustment strategy, by interest group, and by specific
policy package. Moreover, as we have discussed throughout this book, preferences
about different adjustment strategies do not form in isolation, but reflect factors
such as opportunity costs and strategy alternatives.³ When BOP pressures are
strong, for example, “doing nothing” is no longer an option. The government
must then either secure funding from abroad to cover its current account deficit
(the financing strategy), or will be forced to adjust (either internally or externally).
This is where interest groups’ relative adjustment preferences come into play.

We argue that the type of approach interest groups favor in this situation
depends on their vulnerability profile (Figure 3.1). For those groups that are
much more vulnerable to one adjustment strategy than the alternative (profiles
I and III), the choice is easy and clear: Interest groups that are vulnerable to
internal adjustment, but much less vulnerable to external adjustment (vulnerabil-
ity profile I), are more likely to prefer resolving the crisis through external
adjustment, even if this implies an exit from the Eurozone. Likewise, interest
groups that are much more vulnerable to a euro exit than austerity and structural
reforms (vulnerability profile III) also have a clear-cut preference, in this case for
internal adjustment.

However, when interest groups are not significantly more vulnerable to either
external or internal adjustment but exhibit mixed vulnerabilities, their preferences
are no longer clear-cut. This is not so much a problem for interest groups for
which the costs of both internal and external adjustment are low (vulnerability
profile IV). These groups are likely to favor a swift resolution of the crisis but are
unlikely to systematically oppose one type of adjustment over another. Interest
groups face a much more difficult situation when they find themselves in a
situation where both the internal and external adjustment policies on the table

³ For broader discussions of how trade-offs between policies affect policy preferences, see, for
example, Bremer and Bürgisser 2019, Busemeyer and Garritzmann 2017, Gallego and Marx 2017, or
Häusermann et al. 2018.
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are likely to be very costly for the group. We therefore expect that interest groups
that find themselves in this “misery corner” (vulnerability profile II) prefer as little
adjustment as possible.

Interest groups’ vulnerability profiles not only influence which adjustment
strategy they prefer, however, but also their stance on financing. Financing
comes about as countries run down their foreign currency reserves or procure
external funds from abroad; for example, in the form of fiscal transfers, debt
forgiveness, or in the form of attaining emergency loans. Because financing allows
deficit countries to carry on without any adjustment, however, it does not often
resolve the underlying structural problems and can often even aggravate them
(Frankel and Wei 2004; Walter and Willett 2012). Official foreign funds are
therefore usually provided only on the condition that the recipient country
actually adjusts its policies. As a result, financing usually comes with strings
attached, and interest groups will vary in how they evaluate the overall attractive-
ness of financing, based on how vulnerable they are to the conditionality attached
to such funds.

Once again, interest groups’ preferences on financing and the specific forms of
financing is likely to vary by vulnerability profile: Profile I interest groups that
favor external adjustment are also likely to favor any kind of financing that allows
the country to avoid internal adjustment. In contrast, profile II interest groups
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Figure 3.1 Vulnerability profiles and preferred crisis responses
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that want to avoid external adjustment at all costs are likely to be most accepting
of financing that helps the country to adjust internally. These interest groups
should be most accepting of conditionality, especially if the financing and condi-
tionality attached to it are designed in a way that allows the country to avoid
external adjustment in a sustainable manner. Financing is unlikely to be a very
salient issue for profile III interest groups, especially when it allows for adjust-
ment, but they are unlikely to support financing that prolongs the time it takes for
countries to resolve the crisis. For interest groups in the “misery corner,” in
contrast, financing that allows putting off any adjustment is an attractive short-
term strategy (Frieden and Walter 2017; Walter 2016). This is particularly true for
types of financing that come with few conditions, because this allows the govern-
ment to address the country’s current account imbalance without significant
external and internal adjustment. But to the extent that financing reduces or
smoothens the domestic adjustment burden, these interest groups are also likely
to support conditional financing.

Overall, interest groups’ policy preferences thus depend on their group-specific
vulnerability profile. Yet, as the discussion has shown above, these vulnerability
profiles are policy specific. Interest groups can exhibit a very high vulnerability to
some forms of internal adjustment, but a low vulnerability to others. Groups’
vulnerability profiles thus vary with the specific reform packages proposed.
Moreover, what matters ultimately for the politics of adjustment are not interest
groups’ absolute evaluations of policy options, but rather their relative adjustment
preferences; that is, their preferred adjustment policy relative to other available
policies within that adjustment strategy, the alternative adjustment strategy, and
financing. As is frequently the case in policymaking (Bremer and Bürgisser 2019;
Busemeyer and Garritzmann 2017; Gallego and Marx 2017; Häusermann et al.
2018), trade-offs are thus likely to dominate crisis policymaking. In the end, crises
are usually resolved by adopting an adjustment strategy that is the most preferred
among bad options.

Research Design

In the remaining part of this chapter, we explore empirically the implications of
our theoretical framework on interest groups’ adjustment preferences on crisis
resolution strategies in Eurozone deficit countries. For this purpose, we use a
quantitative approach that draws on original online survey data of interest group
attitudes within three crisis afflicted Eurozone member states (Ireland, Spain, and
Greece). The analysis examines interest group preferences of both specific adjust-
ment policies and broader adjustment strategies, as well as absolute and relative
preferences.
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Case Selection

We study interest group preferences in three major Eurozone crisis countries:
Ireland, Spain, and Greece. We chose these countries because all of them experi-
enced deep crises in the context of the Eurozone crisis; all found themselves with a
national vulnerability profile in the “misery corner,” as shown in Chapter 2, and
all received some external financial support during the crisis. Yet, despite these
commonalities, these countries also differ in important ways. Even though they all
found themselves vulnerable to both internal and external adjustment at the onset
of the crisis in 2010, the levels of vulnerability varied, especially with regard to
internal adjustment. While Greece exhibits one of the highest levels of vulnerabil-
ity to internal adjustment in our sample, Ireland’s vulnerability to internal adjust-
ment was closer to the average, and Spain found itself between those extremes.
Chapter 2 also showed that their crisis trajectories varied noticeably. Spain and
Greece became increasingly vulnerable to austerity and structural reform through-
out the crisis, whereas Ireland turned this trend around after a relatively short
period of time. Moreover, the three cases also exhibit significant macro-level
institutional variation, which affected the way the crisis played out politically in
these countries, as Chapter 4 will show. Finally, crisis politics also varied consid-
erably in these countries and proved much more contentious in Greece—pushing
the country to the brink of Eurozone exit—less so in Spain, and considerably less
contentious in Ireland (Genovese et al. 2016; Kriesi and Häusermann 2019).

Our expectation is that, despite this variation, we should find similar patterns of
interest group preferences in all three countries that are related to groups’
vulnerability profiles. Moreover, since Chapter 2 showed limited variation in the
three countries’ overall vulnerability to external adjustment, but considerable
variation with regard to internal adjustment, we expect few country differences
for the former, and more differences for internal adjustment and, to a lesser
extent, financing.

Interest Group Survey: Sampling and Design

We designed and conducted original online surveys of interest groups in each of
our selected country cases. Because we are primarily interested in socioeconomic
interest groups, we limited our analysis to groups that engage with domestic
economic or social policy issues. These were business and professional associ-
ations, trade unions and different types of social policy groups, such as charity
groups, anti-poverty groups and consumer associations.

We first identified the country-specific populations of organized interest
groups, and then contacted each of these groups (this is the established approach
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in interest group research; see for example Dür and Mateo (2016) and Klüver
(2013)). In Ireland, we contacted 433 organizations, identified mainly from the
2016 edition of an annual directory published by the Irish Institute of Public
Administration (IIPA 2015).⁴ In Spain, we identified 1,897 interest groups based
on entries in two government directories, of which 295 were social policy
groups.⁵,⁶ In Greece, no register or overall database of interest groups was
available at time of data collection. We therefore identified the relevant interest
group population by looking up national, sectoral, regional and/or occupational
factions among the country’s main umbrella-level business associations, labor
unions and chambers of commerce, such as the Federation of Greek Industries
(SEV), the General Confederation of Greek Workers (GSEE), and the Civil
Servants’ Confederation (ADEDY). We also included approximately 30 sectoral
business associations and trade unions that regularly bargain for wages separately
from the main umbrella organizations as well as 94 social policy groups that were
listed in online NGO directories. Overall, this resulted in a list of 476 Greek
interest groups.

We contacted one leader in each individual interest group (i.e., a CEO, general
secretary, or senior economic policy advisor) via email during the late spring and
summer of 2017. In addition, we dispatched four rounds of email reminders and
completed one round of follow-up phone calls to Irish and Greek groups, as well
as to a selection of the 50 largest interest groups in Spain. Our final response rates
vary between 17 percent (78 interest groups in Ireland), 16 percent (77 interest
groups in Greece) and 11 percent (204 interest groups in Spain), which is on the
lower end of the response rates recorded by interest group surveys.⁷ To check for
major sources of bias, we therefore compared some known characteristics of each
interest group population, such as interest group types and sectoral affiliations, to
the characteristics of the three samples. The results, displayed in Figure 3.2,

⁴ For a near-identical methodology, see Dür and Mateo (2010, 2016). We refrained from using the
lobbying register of the Irish parliament, as it was newly opened when we created our list (June 2016)
and therefore heavily incomplete. The sample was controlled to make sure that all sectoral factions of
the main labor and employer umbrella organizations, Irish Business and Employers’ Confederation
(IBEC) and the Irish Congress of Trade Unions (ICTU) were included.
⁵ The government directories are the Spanish Ministry of Employment and Social Affairs (which

lists a total of 5,702 organizations) and the register of civil society organizations provided by the
Spanish Ministry of Foreign Affairs (2,075 organizations). We excluded inactive groups (proxied by
whether they no longer maintained an active website or social media presence (Twitter or Facebook)),
environmental groups, and groups lobbying solely on issues pertaining to foreign aid and development.
⁶ The high number of interest groups in Spain can be attributed to the country’s highly fraction-

alized interest group system, with multiple peak federations and a large number of region-specific
groups.
⁷ Scholars distributing low complexity interest group surveys have success in improving response

rates to between 20% and 40%, particularly via mixed-mode surveys (Marchetti 2015). That said,
response rates decline dramatically among small populations that are frequently approached by
scholars and institutions to participate in surveys. In the aftermath of the euro crisis, we uncovered
that this was a particularly strong problem among interest groups in Eurozone crisis countries.
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suggest a rather similar distribution, which increases our confidence in the
generalizability of our findings.

We conducted the survey in 2017; that is, at a time during which the Eurozone
crisis was either largely over, such as in Ireland, or was in its final stages, such as in
Spain and Greece, both of which were still suffering from sluggish growth and
high unemployment at the time of our survey. In Greece, the survey took place
while the country’s third bailout program was underway. This relatively late point
in time raises concerns about the possibility of groups displaying systematic
hindsight bias, because many of our survey questions asked respondents to
evaluate their preferences retrospectively. To assess to what extent interest
group responses in our survey might diverge from interest group preferences at
the peak of the crisis, we compared survey responses to the contents of press
reports and other publications, which groups themselves issued during the pro-
longed crisis period (2008–12). These comparisons make us reasonably confident
that the responses capture the thrust of interest group positions during the crisis,
but the timing of the survey is to be borne in mind when interpreting the results.

Structure of the Analysis

Our empirical analysis proceeds in three steps. The next section begins with an
analysis of groups’ overall and policy-specific assessments of external adjustment,
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Figure 3.2 Aggregate interest group characteristics per country: population vs.
respondent sample
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internal adjustment, and financing and shows that there is significant variation in
how interest groups evaluate different policies within each of these strategies. We
then aggregate these absolute preferences to explore interest groups’ general
support for overall crisis strategies, that is, external adjustment, internal adjust-
ment, and financing and show that, in absolute terms, large majorities of groups
across all three countries oppose both internal and external adjustment, whereas
they view financing more favorably. Diving in more closely on adjustment pref-
erences under constrained choice, the final section thus looks at crisis-related
trade-offs and relative preferences in more detail.

Policy-Specific Preferences on Eurozone Crisis Management

To assess how interest groups evaluate different policies that would facilitate
external adjustment, internal adjustment, and financing, we presented interest
groups with a list of these policies and asked them to both rate and rank them. In
this section, we explore interest groups’ ratings of different crisis strategies and of
specific policies, and show that there is considerable variation in opposition and
support not just with regard to different strategies, but also within each strategy.

Preferences about Overall Crisis Management Strategies

We start with an aggregate analysis of how interest groups evaluated the broader
crisis management strategies available for managing the Eurozone crisis. To this
end, we calculated the average of groups’ responses on all policy responses for
external adjustment, internal adjustment, and financing, respectively, and recoded
these averages on a 3-point scale: In Favor, Neutral, and Opposed.⁸ This approach
allows us to gauge interest groups’ average assessments of the three different crisis
strategies. Figure 3.3 plots the distribution of these preferences in Spain, Greece,
and Ireland.

The results show that among deficit country interest groups, external adjust-
ment was clearly the least favored policy and was overwhelmingly rejected by a
vast majority of groups. In Ireland, Spain, and Greece, respectively, 80 percent, 89
percent and 76 percent of interest groups opposed external adjustment. At the
same time, internal adjustment was equally contested in Spain (89 percent of
groups opposed) and Greece (83 percent opposed), and to a lesser extent in
Ireland (62 percent opposed). This is in line with our finding from Chapter 2,
that Irish vulnerability to internal adjustment was lower than in Spain and Greece.

⁸ Neutral responses were coded as being neither opposed nor in favor; strongly opposed/in favor
and opposed/in favor evaluations were coded as being opposed and in favor, respectively.
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But given that all three countries nonetheless exhibited a high vulnerability to
external and internal adjustment, interest groups in all countries exhibited a
significant reluctance to adjust macroeconomic policies. Against this backdrop,
it is hence not surprising that interest groups were much more positive toward
financing measures. Of Irish groups, 74 percent favored or strongly favored
financing policies, Spanish groups 69 percent, and Greek groups 84 percent.

Yet, because each strategy can usually be implemented in a variety of ways, we
next delve into analyzing the more specific policy preferences of interest groups.
We will see that, despite the clear aggregate picture, there is considerable variation
in how interest groups evaluate concrete policy proposals, both across countries
and across policies.

External Adjustment Policies

Policy options for external adjustment are relatively limited: All involve a break-
up of the Eurozone, and several are beyond the control of individual deficit
countries. Nonetheless, multiple scenarios of how such a break-up might occur
were discussed during the euro crisis and we presented interest groups with five of
these scenarios, as shown in Table 3.1. The most obvious type of external adjust-
ment is a unilateral exit from the Eurozone, whereby a crisis country decides to
leave the currency union. This is not the only scenario that is under full control of
a deficit country government, but also the scenario in which the effects of external
adjustment are likely to be the strongest. We then probed interest groups’ evalu-
ations of two scenarios in which another country unilaterally leaves the Eurozone,
either another deficit country, or a surplus country (Germany). The final two
scenarios asked how interest groups assessed a more far-reaching proposal in
European monetary policy architecture, one in which the Eurozone would be split
into a “Southern” and a “Northern” currency union. We asked interest groups to
evaluate both a scenario in which their home country joins the “Southern”

External
Adjustment

Internal
Adjustment

Financing

0% 25% 50% 75% 100% 0% 25% 50% 75% 100% 0% 25% 50% 75% 100%

Opposed Neither Opposed nor In Favor In Favor

Ireland Spain Greece

Figure 3.3 Evaluations of different crisis strategies in Ireland, Spain, and Greece
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monetary union, and one in which it joins the “Northern” monetary union.
Groups were asked to rate their assessment of each scenario on a five-point
Likert scale, ranging from “Strongly opposed” to “Strongly in favor.”

Figure 3.4 displays the distribution of interest group responses in the three
countries. It shows that external adjustment was, on average, viewed negatively in
all three countries and by a majority of interest groups. Interest groups in all
countries were strongly opposed to a unilateral exit of their home country from
the common currency area. The figures for ‘opposed’ or ‘strongly opposed’ to this
most straightforward form of external adjustment are 82 percent of Irish groups,
85 percent of Spanish groups, and 76 percent of Greek groups. However, there is
considerable variation with regard to the remaining four scenarios. In Ireland and
Spain, for example, opposition to a Greek exit from the Eurozone was much less
pronounced, with one-quarter of all Irish groups (strongly) favoring this scenario.
The most favorably rated scenario in Spain was that of the country joining a
Northern EMU (28 percent (strongly) in favor) and almost one-third (29 percent)
of Greek interest groups rated a German Eurozone exit from the Eurozone favorably.

That said, despite these differences, a picture of clear opposition to external
adjustment emerges, especially with the options that were more feasible from a
deficit country perspective. In line with evidence from firms and individuals from
deficit countries (Fernández-Albertos and Kuo 2016; Walter et al. 2018), there was
virtually no support for significant external adjustment among interest groups in
all three deficit countries.

Table 3.1 External adjustment scenarios in the Eurozone

Home country leaves the Eurozone
(“[IE/ES/GR] leaves the Eurozone and reintroduces the Irish Pound/Spanish Peseta/Greek
Drachma; the rest of the Eurozone remains intact”)

Other deficit country leaves the Eurozone
(“[GR/GR/IT] leaves the Eurozone and reintroduces the Greek Drachma/Greek Drachma/
Italian Lira; the rest of the Eurozone remains intact”)

Germany leaves the Eurozone
(“Germany leaves the Eurozone and reintroduces the German Mark; the rest of the
Eurozone remains intact”)

Home country joins a Southern European Monetary Union.
(“The Eurozone splits into two parts, and [IE/ES/GR] joins the ‘Southern’ European
monetary union”)

Home country joins a Northern European Monetary Union.
(“The Eurozone splits into two parts, and [IE/ES/GR] joins the ‘Northern’ European
monetary union”)

Note: “Since the onset of the euro crisis in 2008, experts have argued that the Eurozone consists of
member states that are too economically diverse. They predict that the Eurozone may well break up in
the future. If the Eurozone were to break apart, how would your organization evaluate the following
break up scenarios?”

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 25/9/2020, SPi

82     



Internal Adjustment Policies

Internal adjustment is the crisis strategy that offers governments most options in
designing the specific contours of their crisis policy package. To explore this
variety of options and interest groups’ assessment of these options, we asked
interest groups to rate and rank a large variety of possible options regarding
austerity (public spending cuts and tax increases) and structural reforms. We
asked interest groups in all three countries to rate the same set of proposed
spending cuts and tax increases, but presented them with country-specific struc-
tural reform proposals to take into account that such reform measures are to a
large extent shaped by each country’s context and regulatory environment.⁹ We
thus asked groups to evaluate structural reforms that were particularly salient in
each of the three countries (Table 3.2). Because proposed reforms often become
salient when they face substantial domestic opposition, this may result in more
negative preferences of groups toward structural reforms, but it allows us to attain
a good understanding of interest group positioning themselves towards policies
that were highly relevant in domestic adjustment debates.
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Figure 3.4 Interest group evaluations of different Eurozone break-up scenarios
Note: Dashed line highlights point at which groups are neutral to a given policy change.

⁹ These structural reforms were derived from analyzing the frequency of national newspaper
coverage in the three countries and validated by means of our interviews with domestic interest
group actors.
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How did interest groups position themselves with regard to different internal
adjustment policies? In our aggregate analysis (see Figure 3.3), we discovered that
interest group opposition toward internal adjustment was nearly as high as

Table 3.2 Internal adjustment policies in Eurozone deficit countries

Austerity (Spending cuts)a Austerity
(Tax
increases)b

Structural reformsc

Reduce Public Sector Employment
(“Lower public sector wages and/or
fewer public sector employees.”)

Reduce Public Investment
(“Lower private sector subsidies and/or
public contributions to infrastructure
projects.”)

Reduce Social Assistance and
Unemployment Benefits
(“Reduce child benefit payments,
disability payments, unemployment
benefits, etc.”)

Lower Public Pensions
(“Reduce pension pay-outs and/or
increase the legal retirement age.”)

Reduce the Minimum Wage
(“Reduce minimum wage rates for
workers and trainees.”)

Reduce Spending on Higher Education
(“Increase student tuition fees and/or cut
wages of academic staff.”)

Raise the
VAT Rate
Social
Security
Contributions

Raise
Personal
Income Taxes

Raise
Corporate
Tax

Raise Capital
Gains Tax

Privatization Measures
Privatization of Water
Provision (Ireland)
Privatization of Hospital
Administration Services
(Spain)
Privatization of Airports
(Spain)
Privatization of Airports and
Ports (Greece)
Privatization of Utility
Services (Greece)
Privatization of Postal
Services (Greece)

Labor Market Deregulation
Reform of Unemployment
Benefit Schemes (Ireland)
Reform of Employment
Contracts (Spain)
Abolition of Geographic
Employment Restrictions
(Greece)

Product Market
Deregulation
Deregulation of Medical and
Pharmaceutical Sectors
(Ireland)
Abolition of Professional
Licenses in Service Sectors
(Greece)

a “Between [2008–12/2010–12], the [IE/ES/GR] government also attempted to lower government debt
and improve national competitiveness. How did your organization position itself towards less public
spending and/or efforts to reduce labor costs in the following areas?” Note: given that the Irish
financial crisis erupted earlier than the crises in Spain and Greece, the temporal prompt given to Irish
respondents was altered in the Irish survey.

b “During the post-2008 economic crisis in [IE/ES/GR], the [IE/ES/GR], government set out to collect
additional state revenues. A number of different policy options were discussed—below you will find a
list of them.How did your organization position itself to raising the following tax rates/contributions?”

c “Finally, the [IE/ES/GR] government also made attempted to deregulate labor and product markets
during the crisis years. At the time, how did your organization position itself towards these structural
reforms?”

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 25/9/2020, SPi

84     



opposition towards external adjustment, particularly in Spain and Greece. In
analyzing policy-specific preferences toward internal adjustment, we, however,
uncover substantial variation in group attitudes toward spending cuts, tax
increases, and structural reforms.

We begin our analysis by focusing on group assessments of different possible
austerity policies, displayed in Figure 3.5. The average rating of all austerity
policies shows that, overall, a majority of groups in all three countries were
opposed to austerity. This was especially true for spending cuts, and to a lesser
degree also tax increases. Cuts to public investment and higher education were
very unpopular in all three countries, whereas cuts in public employment, while
unpopular, was the most accepted. This measure was supported by 33 percent and
27 percent of Irish and Spanish groups, respectively, as well as 40 percent of Greek
groups. But there is also variation across countries. Irish interests opposed cuts in
public investment (68 percent) the most; instead, Spanish groups supported public
pension cuts (88 percent) and Greek groups were most opposed to cutting social
assistance and unemployment benefits (87 percent). Country-differences pertain-
ing to spending preferences thus resonate with theoretical work on the political
economy of Southern European, which emphasizes that political actors in these
countries are typically strongly oriented toward sustaining domestic consumption,
by means of minimal cuts in passive social transfers (Iversen and Soskice 2018;
Rueda et al. 2015).

Tax increases were also generally unpopular among interest groups, although
we see significantly more variation here, both across countries and across types of
tax increases. Interestingly, opposition to tax increases decreases with tax pro-
gressivity in all three countries, with increases to capital and corporate taxes facing
least opposition: 40 percent of Irish, 47 percent of Spanish, and 18 percent of
Greek interest groups supported such tax increases. At the same time, opposition
was highest to increasing the highly regressive VAT (45 percent in Ireland, 86
percent in Spain, and 87 percent in Greece). Nonetheless, we also see considerable
country differences: Overall, Irish interest groups were much more accepting of
tax increases than Greek interest groups, with Spain somewhere in the middle.
Interest group differences pertaining to tax policy on the level of interest groups
are particularly notable, given that multiple studies have found national public
opinion toward tax increases tends to be relatively positive and, most importantly,
similar across most European countries (see, e.g., Busemeyer and Garritzmann
2017, and Bremer and Bürgisser 2019).

Interest groups were generally much more divided, but also (with the exception
of Spain) more positive about the desirability of structural reforms in all three
countries, as Figure 3.6 shows. In Ireland, the deregulation of the medical and
pharmaceutical sectors was strongly supported by interest groups, whereas the
other two reform measures (increased private involvement in water provision
services and reforms to the unemployment and benefit schemes) were less
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popular, albeit did not face major opposition. In contrast, Spanish interest groups
were largely opposed to all reform proposals (between 53 percent and 67 percent
(strongly) opposed policies, across the three policy areas). Finally, Greek groups
were the most polarized in their preferences, and also showed the largest variation

Ireland Spain Greece

Public employment*

Public investment*

Social assistance &
unempl. benefits*

Public pensions*

Minimum wage*

Higher education*

VAT**

Social insurance
contributions**

Personal income
taxes**

Corporate taxes**

Capital taxes**

Avg. rating of
austerity policies

Str
ongly

 O
pposed

Opposed

Neu
tra

l

In
 Fav

or

Str
ongly

 in
 Fav

or

Str
ongly

 O
pposed

Opposed

Neu
tra

l

In
 Fav

or

Str
ongly

 in
 Fav

or

Str
ongly

 O
pposed

Opposed

Neu
tra

l

In
 Fav

or

Str
ongly

 in
 Fav

or

Figure 3.5 Interest group evaluations of different austerity measures
Note: *Spending cut, **Tax increase. Dashed line highlights point at which groups are neutral to a given
policy change.
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Figure 3.6 Interest group evaluations of different structural reform proposals
Note: Dashed line highlights point at which groups are neutral to a given policy change.
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in the evaluation of different policy proposals. Although they displayed strong
support for efforts to deregulate labor markets (supported by 66 percent of groups
in total) and reform of unemployment benefit provision (61 percent), opposition
toward privatization measures was considerable (opposed by 43–63 percent across
sector-specific reforms).

In sum, we thus detect that while some forms of internal adjustment are almost
universally rejected, interest groups have much more divided opinions about
others. Broadly speaking, however, internal adjustment was not evaluated par-
ticularly positively by groups, with only very few policies receiving favorable
overall ratings. To some extent, this may be because we asked interest groups of
their policy preferences retroactively. At the time our survey was fielded, crisis-
afflicted government had already enacted the vast majority of the internal adjust-
ment policies included in our questionnaire, the most notable exception being the
Irish corporate tax rate, which remained unchanged throughout the crisis.

Financing Policies

Finally, we asked interest groups to evaluate a number of financing measures that
featured in both national and international policy debates during the crisis: Two
measures that were actually implemented—government bailouts and an ECB
bond-buying program (OMT)—and three that were not, or only partly,
implemented—debt relief, debt default, and fiscal transfers in the form of a pan-
European unemployment scheme (Table 3.3). These policies also vary in the
extent to which they are likely to be subject to conditionality. Whereas govern-
ment bailouts and debt relief are likely to be conditional on the enactment of
adjustment policies, this is less the case for fiscal transfers, OMT, and unilateral
debt default.¹⁰

Figure 3.7 shows that deficit country interest groups were overwhelmingly
positive toward receiving financing, regardless of the policy that would achieve
this. Only two policies—debt default in Spain and fiscal transfers in Greece—
received an overall negative rating.

The most favored financing measure in both Ireland and Greece was the use of
sovereign bailouts (favored by 71 percent of Irish groups and 86 percent of Greek
groups). In Spain, however, fiscal transfers received more support from interest
groups (72 percent). Conversely, most disliked in both Ireland and Greece was the
establishment of fiscal transfers, which was opposed by 26 percent of Irish groups
and 57 percent of Greek groups. Spanish groups were most opposed to defaulting
on public debt (64 percent).

¹⁰ Though we note that the exact extent of conditionality may depend to some extent on concrete
policy design.
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The fact that interest groups across all countries were generally positive toward
financing measures, squares with our expectation that countries in the “misery
corner,” in which all of the three crisis countries found themselves in the Eurozone
crisis, prefer financing over macroeconomic adjustment.

Table 3.3 Financing policies in Eurozone deficit countries

Sovereign bailouts
(“Eurozone countries collectively grant sovereign bailouts subject to repayment, to member
states facing crisis.”)

EMU monetary policy
(“The introduction of ECB bond buying programs in crisis countries [e.g., OMT].”)

Debt relief
(“Debt relief for countries that have accepted Eurozone Troika bailouts.”)

Debt default
(“The Irish/Spanish/Greek government unilaterally defaults on its sovereign debt.”)a

Fiscal transfers
(“Introduction of a pan-European unemployment benefit scheme.”)

a In the Irish survey, this question was formulated as: “As a result of the Irish government’s debt
guarantee, a large amount of Irish private debt became nationalized in 2009 as Irish banks were facing
bankruptcy. At the time, how did your organization find the decision to nationalize private debt?”
Given the formulation of the question, in this instance we use inverted response values to improve
interpretability.
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Figure 3.7 Interest group evaluations of different financing measures
Note: Dashed line highlights point at which groups are neutral to a given policy change.
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In sum, data on the absolute preferences of interest groups have highlighted
that interest groups were negative toward both external and internal strategies of
adjustment, while displaying more favorable opinions toward financing. That said,
we also find that, on the level of policies, groups displayed more varied preferences
toward specific austerity measures and structural reforms. This suggests that
internal adjustment may well have represented an easier course of action for
deficit country policymakers than external adjustment, particularly in cases
where they had leeway to shape the policy composition of internal adjustment
packages.

While examining absolute interest group preferences already unearths certain
political dynamics that underscored the politics of adjustment in Eurozone crisis
countries, it also opens up new questions. In reality, political actors such as
interest groups have to make relative assessments of which strategy they most
prefer among undesirable options during crises, particularly in instances where
financing measures cannot fully resolve a crisis country’s current account deficit.
Taking this into account, the next section explores specifically how individual
interest groups positioned themselves when facing the choice between external
and internal adjustment, by looking at their relative adjustment preferences.

Vulnerability Profiles and Preferred Eurozone
Crisis Management Strategies

What explains the variation in support for different adjustment strategies among
interest groups? Our argument suggests that these differences should be related to
interest groups’ vulnerability profiles. We therefore next examine groups’ vulner-
abilities to internal and external adjustment and examine how these relate to
their overall assessment of different adjustment strategies. We do so in two steps.
In a first step, we focus on groups’ absolute preferences regarding each of the
three possible crisis strategies. Because crisis politics is characterized by difficult
choices among bad options and trade-offs, however, we then turn to an analysis of
relative preferences and explore how groups evaluate different strategies against
each other.

Vulnerability Profiles of Deficit Country Interest Groups

To identify interest groups’ vulnerability profiles, we use interest groups’ subject-
ive assessment of how vulnerable they saw themselves toward internal and
external adjustment, respectively, and construct, on this basis, group-specific
vulnerability profiles. We measure groups’ subjective, self-reported vulnerabilities
to a breakup of the Eurozone (external adjustment) with two survey items (see
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Table 3.2). We first asked each group how the financial market volatility that
would be likely to emerge in the context of a Eurozone exit would affect their
members on a five-point scale ranging from 1 (“very positively”) to 5 (“very
negatively”). We then asked respondents to set aside the financial market conse-
quences of a Eurozone exit and to consider only how the effects of such an exit on
international trade would affect their members. In a final step, we calculated the
average of respondents’ answers to these two questions and we use this average
as a measure of self-reported vulnerability to external adjustment. The more
negatively groups evaluated the effects of external adjustment, the higher their
vulnerability to this adjustment strategy.

We used a third survey item to gauge group-specific vulnerability to internal
adjustment. This item asked groups to assess how they were affected by the
implementation of austerity measures during the crisis (see Question 2 in
Table 3.4). Responses to this question were scaled on the same five-point scale
as those used to operationalize vulnerability to external adjustment, from 1
meaning “very positive,” to 5 indicating “very negative,” and hence a high
vulnerability to internal adjustment.

Figure 3.8 presents the distribution of group-specific vulnerability profiles in
Ireland, Spain, and Greece. The upper panels identify vulnerability profiles by
placing all groups that evaluate an adjustment strategy as negative and very
negative into the “high vulnerability” category, and those with neutral or positive
assessments in the low vulnerability category. Combining these two categories for
internal and external adjustment yields a picture in which a vast majority—
approximately two-thirds—of interest groups in all three countries end up in
the “misery corner,” where they are cross-pressured because they self-assessed

Table 3.4 Survey items used to operationalize interest group vulnerability profiles

Question 1A.
Vulnerability to external
adjustment

“Imagine that Spain had left the Eurozone. This would likely
have made stock markets more volatile and increased the risk
of bank closures. With this in mind: what economic effects
would an exit from the Eurozone have had on those your
organization represents?”

Question 1B.
Vulnerability to external
adjustment

“Now assume that it would be possible for Spain to exit the
Eurozone without experiencing substantial financial turmoil.
Leaving the Eurozone would also have allowed for a Spanish
exchange-rate devaluation. Devaluation makes it more
expensive to import foreign goods into Spain, while raising the
demand for Spanish exports. With this in mind: what
economic effects would a devaluation have had on those your
organization represents?”

Question 2.
Vulnerability to internal
adjustment

“What economic effects has the introduction of austerity
measures had on those represented by your organization?”
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themselves to be vulnerable to both external and internal adjustment. These high
rates of interest groups in the “misery corner” reflect the high level of vulnerability
to both internal and external adjustment of the three countries on the aggregate
level that we documented in Chapter 2. What is surprising, however, is that there
is relatively little variation among countries, and the fact that so many interest
groups in Ireland view themselves as vulnerable to internal adjustment, even
though the macro-level analysis suggested that Ireland’s vulnerability to internal
adjustment was lower than that of both Spain and Greece.

Of course, adjustment in crisis countries is very rarely a process through
which groups of firms and voters gain economic benefits in absolute terms.
Rather, it is usually a question about relative pain, whereby some groups are
less negatively affected than others. The lower panel in Figure 3.8 therefore
differentiates between groups that assessed themselves as “very negatively”
(5) affected by a given adjustment strategy, and all other groups. This yields a
more differentiated picture, in which vulnerability to external adjustment appears
considerably reduced. Between 34 percent (Spain) and 50 percent (Greece) of
groups are now categorized as having a vulnerability profile I, with vulnerability to
internal adjustment exceeding vulnerability to external adjustment. Only between
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Figure 3.8 Distribution of vulnerability profiles in Ireland, Spain, and Greece
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10 percent (Greece) and 16 percent (Spain) exhibit a vulnerability profile III, more
vulnerable to external adjustment than internal adjustment. Vulnerability profile
IV, in which neither adjustment strategy is highly negative, has become signifi-
cantly bigger 24 percent (Greece) to 42 percent (Spain). Most surprisingly, the
number of interest groups in the “misery corner” shrinks significantly in this
classification, ranging between only 9 percent (Spain) and 16 percent (Greece).
This coding raises some questions about measurement validity, which suggest that
we should consider these categories with a grain of salt. Nonetheless, as it is the
best available measure, we rely on this second category to explore how vulner-
ability profiles are related to crisis management strategies.

Vulnerability Profiles and Evaluations of Crisis Strategies

How are interest groups’ vulnerability profiles related to their evaluations of
different crisis strategies? To explore this question, we perform regression analyses
of groups’ overall assessments of each of the three crisis strategies (internal
adjustment, external adjustment and financing), ranging from 0 (strongly
opposed) to 1 (strongly in favor).

We use a categorical variable denoting interest group vulnerability profile as
main independent variable; groups with vulnerability profile (VP) IV (low vul-
nerability to both internal and external adjustment) serve as a reference category
in our regression models. In a second set of models we add a categorical interest
group variable to account for different interest group types. Group-differences
detected on the basis of this variable can be interpreted as a more objective
measure of interest group vulnerabilities, because social policy groups and trade
unions tend to be more vulnerable to internal adjustment than other groups.
We use business associations as a reference category.

We pool our data from the three countries in order to overcome problems of
statistical power, as the number of interest groups per country is relatively small.
We therefore include country fixed effects (with Spain as a reference category) to
account for country-level factors, such as historical legacies or collective bargain-
ing frameworks, which may render the preferences of groups from one country
systematically different from those of another. Because the Spanish interest group
population is substantially larger than those of the other two countries, we also
include country-specific inverse probability weights in our regressions in order to
ensure that our findings are not overly driven by the preferences of Spanish
groups.¹¹

¹¹ Country weights are simple inverse probability weights, derived from the following equation:
1/(nC/nALL), where nC denotes the number of country-specific observations, and nALL denotes the
number of observations across all countries.
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Figure 3.9 presents the results of both sets of regression models for the three
different crisis strategies. Our argument predicts that groups should oppose
adjustment policies to which they are more vulnerable to, and that especially
groups with a vulnerability profile II, vulnerable to any form of macroeconomic
adjustment, should be opposed to such adjustment and significantly more in favor
of financing instead. With the exception of financing, where we find little evidence
for systematic group-specific differences in preferences, these expectations are
largely borne out in our analysis. External adjustment is opposed by groups that
are highly vulnerable to external adjustment, irrespective of their vulnerability to
internal adjustment. Groups exhibiting a high vulnerability to external adjustment
alone (vulnerability profile III), are 0.3 points more opposed to external adjust-
ment than the baseline (business groups) on the five-point scale ranging from 0 to
4, and this difference is statistically significant (p < 0.05). Groups in the “misery
corner” (vulnerability profile II, vulnerable to both external and internal adjust-
ment) are most strongly opposed; on average, they rate Eurozone break-up

VP I.
Vuln (Internal)

VP II.
Vuln (Internal & External)

VP III.
Vuln (External)

Greece

Ireland

Prof. association

Trade union

Social policy group

–0.8 –0.4 –0.0 –0.4 –0.8 –0.4 0.0 0.4 –0.8 –0.4 0.0 0.4
Coefficient estimates with 95% confidence intervals

External Adjustment Internal Adjustment Financing

N: 236 N: 215 N: 136

Model 1: Baseline model Model 2: Group type fixed effects

Figure 3.9 Results of OLS regression models on absolute adjustment strategy
preferences
Note: Dots indicate estimated change from the reference category, VP IV (low vulnerability to external
and internal adjustment), per vulnerability profile. For country controls the reference category is Spain;
for group type variables the reference category is a business association.
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0.5 points more negatively, a finding that is highly statistically significant (p <
0.01). In contrast, there are no statistically significant differences between
countries—in line with their rather similar aggregate levels of vulnerability to
external adjustment—nor between different types of interest groups.

The picture changes when we look at group-level preferences toward austerity
measures and structural reforms (internal adjustment). Here too, we find support
for our argument, because groups that are highly vulnerable to internal adjust-
ment are more likely to oppose this crisis strategy (between 0.5 and 0.3 points less
support). Those highly vulnerable to internal adjustment alone (vulnerability
profile I) are most opposed, followed by those who are vulnerable to any adjust-
ment strategy (vulnerability profile II). The country differences reflect in part
countries’ aggregate vulnerability profiles: Chapter 2 showed that Ireland has a
lower vulnerability to internal adjustment than Spain and especially Greece, and
Irish groups rate internal adjustment significantly more positively than either
Spanish or Greek groups. However, surprisingly, Spanish groups rate internal
adjustment even more negatively than Greek groups, although Greece has by far
the highest aggregate vulnerability to internal adjustment. We also find differences
among interest group types, with groups representing voters, and especially
workers, significantly more opposed to internal adjustment, compared with
business associations.

Finally, financing preferences are not related to group-specific characteristics.
There are clear country differences, with Irish and especially Greek interest groups
evaluating financing significantly more positively than Spanish groups, but neither
vulnerability profiles nor interest group types are associated with any significant
differences in groups’ general preferences toward financing. This is surprising,
because our argument predicts interest groups with a vulnerability profile II
(vulnerable to any type of adjustment) to be most supportive of financing.
Moreover, we expected systematic differences between groups vulnerable to only
one type of adjustment with regard to groups’ preferences about conditional vs.
unconditional forms of financing. In additional analyses (see Tables A3.1–3 and
Figure A3.1 in the Appendix), we therefore explored the relationship between
groups’ vulnerability profile and different types of financing, but again find
no statistically significant differences among groups with different vulnerability
profiles nor interest group type.

Overall, our analyses show that vulnerability profiles matter especially with
regard to interest groups’ absolute evaluations of macroeconomic adjustment
policies, but not necessarily with financing. The question that remains
unanswered in this analysis, however, is how interest groups choose when con-
fronted with a choice between crisis strategies and policies that they oppose.
Which strategy do they prefer when forced to choose between such bad options,
and which factors shape these relative preferences? The next section sets out to
answer these questions.
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Choosing Among Bad Options: Preferred Crisis Management
Strategies in Trade-Off Situations

One of the key features of crisis politics is that it forces interest groups (as well as
policymakers and voters) to choose between bad options. Which of these alter-
natives interest groups prefer does not depend only on how they evaluate each
strategy of itself (their absolute preferences), but also how that strategy compares
to its alternatives (their relative preferences).

To explore in more detail how interest groups choose from among bad options,
we exposed respondents to two sets of customized crisis response packages, which
confronted them with some of the trade-offs inherent in crisis management. In
each of these sets, respondents were asked to think back to when the crisis peaked
in their home country and to choose between two stylized external and internal
adjustment packages (Figure 3.10). The external adjustment package suggested
that the interest group’s home country left the Eurozone and reintroduced a
national currency at a heavily devalued rate, which would lead to a substantial
increase in interest rates and a heavy decline in access to international capital. At
the same time the government’s need to implement austerity and structural
reforms would be reduced.¹² In contrast, in the internal adjustment package, the

[IE/ES/GR] leaves the euro zone,
which means the following happens in
Spain:

• [IE/ES/GR] reintroduces the [Irish
Pound/Spanish Peseta/Greek
Drachma] at a heavily devalued rate 

• Interest rates increase substantially
• The [IE/ES/GR] government’s need

to implement austerity and fiscal 
reforms is reduced

• Access to international capital
heavily declines

[IE/ES/GR] remains in the Eurozone
and accepts a bailout from European
Institutions/IMF.

The Troika insists that the following
reforms be undertaken:

• Most/least preferred spending cut
policy

• Most/least preferred tax increase
policy

• Most/least preferred structural
reform policy

Figure 3.10 Choice between customized internal and external adjustment packages
“Please think back to [2012 (Spain)/2010 (Ireland and Greece)], when the Eurozone bailout of the
[Spanish/Greek/Irish] government was being negotiated. In [2012 (Spain)/2010 (Ireland and Greece)],
which of the below scenarios would your organization have preferred?”

Note: Policies in italics were customized by respondent-specific rankings of internal adjustment
policies.

¹² In reality the effects of Eurozone exit may in fact be much more detrimental to the national
economy than we postulate, but designing the exit scenario to be minimally costly allows us to see if
there is in fact any trade-off situation in which groups would favor Eurozone exit over internal
adjustment.
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home country would remain in the Eurozone, but would accept a bailout from
European Institutions and/or the IMF and would implement three policies
designed to cut spending, increase taxes, and to implement structural reforms in
an effort to achieve internal adjustment.

The internal adjustment package presented to groups varied, however, with
regard to the types of policies that would have to be implemented in order to
achieve internal adjustment in a customized, group-specific way. In a first set, the
internal adjustment policies proposed were those that the interest group had
ranked as their most preferred policies in the first part of the survey. This
customized most preferred internal adjustment scenario contrasts with the second
scenario, in which the trade-offs were much more pronounced: In this least
opposed internal adjustment scenario, respondents faced the choice between
external adjustment, or internal adjustment through the policies they had previ-
ously ranked as their least preferred adjustment policies. This second scenario
thus confronted respondents with a choice between very bad options.

How did groups choose among these internal and external adjustment pack-
ages? Figure 3.11 shows the share of interest groups that opted for external
adjustment and internal adjustment, respectively, or who refused to answer the
question—both for the choice between bad options (most liked internal adjust-
ment policies, upper part) and the choice among very bad options (most opposed
internal adjustment policies, lower part).

Whereas our analysis of absolute policy ratings showed strong domestic oppos-
ition against internal adjustment across all our country cases, Figure 3.11 suggests
that interest groups became much more accommodative of the prospect of
austerity and structural reform when they were confronted with the trade-off
between internal adjustment and leaving the Eurozone. In both scenarios, a
majority of interest groups preferred internal adjustment to leaving the
Eurozone. That said, the design of the internal adjustment package had a notice-
able effect on the relative adjustment preferences of interest groups. Faced with a
“soft” trade-off between Eurozone exit and an internal adjustment package that
contained the policies to which an interest group was least opposed, internal
adjustment was by far the most preferred crisis strategy, supported by 68 percent,

Ireland Spain Greece

External adjustment vs.
Most liked internal

adjustment package

External adjustment vs.
Least liked internal

adjustment package

0% 25% 50% 75% 100% 0% 25% 50% 75% 100% 0% 25% 50% 75% 100%

External adjustment Refused response Internal adjustment

Figure 3.11 Choices between external and internal adjustment packages
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76 percent, and 82 percent of groups in Spain, Greece, and Ireland, respectively.
Only a few interest groups (20 percent in Spain, 12 percent in Greece, and 10
percent in Ireland) preferred Eurozone exit to internal adjustment under these
conditions.

As the costs of internal adjustment rose in the second scenario, however,
interest groups became substantially more amenable to the thought of Eurozone
exit, even if it continued to be supported by only a minority. In the difficult trade-
off scenario, the share of groups favoring Eurozone exit rose to 34 percent in
Spain, 27 percent in Greece, and 25 percent in Ireland. Nonetheless, even when
faced with internal adjustment policies they strongly disliked, a majority of
interest groups continued to support this painful crisis strategy. The internal
adjustment package containing the policies that interest groups least preferred
still garnered support by 52 percent of interest groups in Spain, 60 percent in
Greece, and 65 percent in Ireland.¹³

As a substantially large number of groups refused to state their relative adjust-
ment preferences, we do not suggest that aggregate country findings are fully
representative of the median policy preferences of interest groups in deficit
countries during the crisis. Still, we note that interest group opposition to external
adjustment in our survey echoes voter preferences during the crisis, where only a
minority of voters grew so disenchanted with the euro itself that they wanted to
leave it. For example, even at the peak of the crisis in spring 2011, only 33 percent,
20 percent, and 15 percent of voters opposed the common currency in Spain,
Greece, and Ireland, respectively (Hobolt and Wratil 2015; Roth et al. 2015). Even
in Greece, where the crisis has taken its strongest toll, only 13 percent of respond-
ents wanted to leave the euro on the eve of the 2015 bailout referendum (Walter
et al. 2018). The finding that interest groups grow more accepting of austerity
when confronted with the choice between internal and external adjustment also
sheds light on why, in Fall 2015, Greek voters re-elected a government that had
agreed to significant new austerity measures just two months after it had called a
referendum to fight against these very policies. When faced with the choice
between Grexit (external adjustment) and austerity (internal adjustment), a
large majority of Greeks opted for the latter (Jurado et al. 2020).

In sum, our analysis thus underscores the importance of considering the
alternatives and trade-offs involved in policymaking. It suggests that an important
answer to the puzzle of why deficit countries implemented painful austerity and
far-reaching structural reforms is that although interest groups disliked these
policies, they recognized that the alternative—external adjustment—would leave
them even worse off. Even when faced with choices between bad options, interest
groups evaluate which of these options is worse and choose accordingly.

¹³ Between 8% and 14% of groups refused to respond to the trade-off-questions, highlighting the
difficulties of choosing between these two highly painful crisis strategies.
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Vulnerability Profiles and Preferred Adjustment Strategies

How are interest groups’ vulnerability profiles related to how interest groups
decide in the difficult trade-off situations that characterize the politics of macro-
economic adjustment? Figure 3.12 displays the distribution of preferred adjust-
ment strategies by groups’ vulnerability profiles, both for the easy trade-off that
includes groups’ most preferred internal adjustment policies (upper panel) and
the difficult trade-off that puts Eurozone exit against the groups’ three internal
adjustment policies they opposed the most.

The analysis shows that, overall, internal adjustment is by far the most pre-
ferred crisis strategy when interest groups weigh their most liked internal adjust-
ment policies against Eurozone exit, but this support shrinks considerably when
the choice becomes more difficult. Yet we also observe considerable differences
between groups with different vulnerability profiles. For example, and in line with
our expectations, interest groups with a vulnerability profile I (more vulnerable to
internal adjustment than external adjustment) are most supportive of external
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Figure 3.12 Group vulnerability profiles and preferred adjustment strategies
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adjustment. This holds across both sets of choices, but is particularly evident when
groups were confronted with the hard trade-off, where 40 percent of Irish, 67
percent of Spanish, and 44 percent of Greek interest groups with this vulnerability
profile favored leaving the Eurozone to implementing very painful reforms. As
expected, support for exit is much lower for those who are more vulnerable to
external than internal adjustment (vulnerability profile III).¹⁴ Unsurprisingly,
their preferences also changed the least as we altered the contents of the internal
adjustment package to tailor it more to their specific internal adjustment
preferences.

The choice between internal and external adjustment is particularly difficult
with regard to those groups with a vulnerability profile in the “misery corner.”
Nonetheless, among this group a vast majority consistently favored internal
adjustment to leaving the Eurozone, both in the easy and in the difficult trade-
off scenario. The hard trade-off scenario also demonstrates the difficulties these
groups face in making their choice. Even though a majority of groups opted for
internal adjustment, even in the hard trade-off scenario, the number of groups
refusing to answer rose substantially in this scenario, showing how difficult it is to
make a choice when the trade-off is difficult. Finally, groups with low vulnerability
to both adjustment strategies (profile IV) were generally more supportive of
internal adjustment, especially in the soft trade-off scenario. Once more, however,
support for external adjustment rose when confronted with policy packages that
contained groups’ least-preferred policy options.

The differences in choices between the easy and hard trade-off scenarios
demonstrate the importance of examining the details of different adjustment
strategies. After all, even among groups that were predominantly vulnerable to
internal adjustment, reform packages containing internal reforms that were more
aligned with groups’ own preferences (the most-liked scenario) resulted in a clear
majority in support of internal adjustment (58 percent of Spanish groups, 65
percent of Greek groups, and 80 percent of Irish groups) over an exit from the
common currency. This suggests that it is possible to design austerity policies and
structural reforms in a way that reduces contestation even from groups that are
predominantly vulnerable to internal adjustment.

To evaluate the relationship between interest groups’ vulnerability profiles and
their adjustment choices more systematically, Figure 3.13 presents the results
(odds ratios) of two logit regression analyses of the choice between internal and
external adjustment. The dependent variable is a dichotomous measure that takes
the value of 1 if an interest group chooses Eurozone exit over an internal
adjustment package (0). Figure 3.13 shows how interest groups’ vulnerability
profiles are related to the odds of preferring Eurozone exit over internal

¹⁴ Surprisingly, a considerable number of Irish interest groups in this category nonetheless favors
external adjustment.
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adjustment in each of the two trade-off scenarios. In the easy trade-off scenario,
we do not find any statistically significant differences between interest groups
based on their vulnerability profiles, even though those with vulnerability profile
I are, as expected, more likely than any other group to choose external over
internal adjustment. The differences become more pronounced in the more
difficult trade-off scenario in which internal adjustment consists of the policies
to which an interest group is most opposed. Here, groups vulnerable to internal
adjustment alone (profile I) are between two to four times more likely to favor the
prospect of leaving the Eurozone than groups that are not vulnerable to any type
of adjustment (profile IV). In contrast, interest groups highly vulnerable to
Eurozone exit alone (profile III) are almost twice as likely to oppose external
adjustment than those not vulnerable to any adjustment strategy. For the most
conflicted group, with vulnerability profile II and vulnerable to any adjustment,

0 2 4
Odds ratio estimates with adjusted standard errors

6 8 0 642 8

Least liked internal
adjustment package

Most liked internal
adjustment package

Intercept

Ireland

Greece

VP III
High vulnerability to

external adj.

VP II
High vulnerability to

internal and external adj.

VP I.
High vulnerability to

internal adj.

Model specification
Baseline model Group type fixed effects

Figure 3.13 Vulnerability profiles and preferred adjustment strategy
Note: Odds ratio estimations derived from logistic regressions. Points indicate estimated change in
odds of favoring Eurozone exit above internal adjustment per vulnerability profile, as compared to the
reference category (groups with vulnerability profile IV). In particular country coefficients should be
interpreted with caution as non-response is excluded from the estimations. Country weights are
included; reference category for country fixed effects is Spain.
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the choice is difficult in both scenarios, placing them in between the two groups
with the more straightforward preferences.¹⁵

The bottom line of our analysis is threefold. First, interest groups’ vulnerability
profiles are indeed related to their preferences about crisis management and
macroeconomic adjustment. Second, although interest groups opposed both
external and internal adjustment in absolute terms, they are much more likely
to opt for internal adjustment when confronted with a choice between the two.
And finally, this choice is policy-specific. Interest group choices varied consider-
ably, depending on how they assessed the specific policies proposed in a given
internal adjustment package. This, in turn, implies that deficit country govern-
ments had some space to create winning pro-internal adjustment coalitions
among domestic interest groups during the Eurozone crisis.

Conclusion: From Adjustment Preferences
to Adjustment Policies

In Eurozone deficit countries that suffered from the financial crisis, interest groups
played a key part in both the adoption as well as the implementation of crisis
policies. What kind of policies did they prefer? This chapter has examined this
question in detail for interest groups in three strongly crisis-afflicted countries:
Ireland, Spain, and Greece, with five key findings.

First, across all three countries, large majorities of interest groups perceived
themselves to be highly vulnerable toward internal and external adjustment, or
both. As such, both of these adjustment strategies were largely opposed by
domestic interest groups in all three countries, whereas financing policies were
viewed much more favorably. Second, these absolute preferences for crisis strategy
hide considerable variation in groups’ evaluation of specific policies within each of
these crisis strategies. Third, interest group preferences about different crisis
strategies are related to their vulnerability profiles: Rather unsurprisingly, groups
tend to favor the strategies to which they are less vulnerable. Fourth, even though
interest groups were equally opposed to both external and internal adjustment in
absolute terms, they exhibited a clear preference for internal over external adjust-
ment in relative terms. And finally, fifth, the concrete design of adjustment
strategies matters; some internal adjustment strategies are much harder to swallow
for interest groups than others, suggesting that if governments use the policy
discretion that they have, even in constrained situations such as the Eurozone
crisis, they have a chance to build reform coalitions that allow them to implement

¹⁵ We also find that Spanish interest groups are roughly 50% more in favor of Eurozone exit than
their Greek and Irish counterparts (p < 0.1).
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austerity and structural reforms even though interest groups overall dislike this
strategy.

Assessing domestic adjustment preferences represents an important first step in
gaining a better understanding of the domestic drivers of crisis policy in the
Eurozone periphery, but is of course subject to its own limitations. Interest groups
do not dictate policy in their own right. Their role is sooner one of preference
mediation, whereby they attempt to influence policymakers with partisan affili-
ations, and subject to electoral constraints. The translation of interest group
preferences into policy should therefore be seen in light of factors that shape
both interest group and government behavior. All interest groups exhibit a given
set of adjustment preferences, but power and influence are not symmetrically
distributed across all interest groups in a given country. Some groups have
preferential access to policymakers, or possess disproportionate bargaining
power in adjustment negotiations simply because they have greater capacities of
mobilizing political support for their cause. Related to this, the willingness of
interest groups to act upon their preferences varies widely. Adjustment policies
may activate interest groups that stand to gain a lot or lose substantially by their
enactment, but others, who remain to a larger extent unaffected, will likely remain
silent. And finally, governments are more likely to take interest group preferences
into account under some circumstances than under others (Peltzman 1976).

Adjustment outcomes, such as the implementation of specific policies as well as
the degrees of contention surrounding this enactment, thus need to be seen in
light of both structural and institutional constraints to the political behavior of
interest groups and the willingness of governments to respond to their concerns.
The next chapter, therefore, examines in more detail how political parties, interest
groups and voters interact in the context of crisis politics and how this shaped
crisis politics and distributional conflict in Ireland, Greece, and Spain.
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Appendix

Table A3.1 OLS regression results—absolute preferences toward adjustment strategies

Dependent variable:

Avg. rating of: Avg. rating of: Avg. rating of:

External adjustment Internal adjustment Financing

(1) (2) (3) (4) (5) (6)

VP I (IN) �0.002 �0.001 �0.515*** �0.332*** 0.071 0.056
(0.104) (0.113) (0.079) (0.081) (0.113) (0.120)

VP II (IN
+EX)

�0.521*** �0.515*** �0.282*** �0.248** 0.100 0.101

(0.148) (0.149) (0.107) (0.101) (0.160) (0.161)
VP III (EX) �0.336** �0.330** 0.143 0.097 �0.002 0.008

(0.146) (0.146) (0.111) (0.105) (0.173) (0.174)
Professional
association

0.161 �0.132 0.154

(0.154) (0.115) (0.192)
Trade union 0.065 �0.506*** 0.141

(0.137) (0.096) (0.169)
Social policy
groups

�0.023 �0.211** 0.242

(0.135) (0.094) (0.174)
Greece 0.142 0.099 0.144* 0.204** 0.353*** 0.348***

(0.110) (0.116) (0.082) (0.081) (0.120) (0.125)
Ireland 0.124 0.117 0.544*** 0.490*** 0.244** 0.213*

(0.109) (0.112) (0.082) (0.078) (0.120) (0.125)
Constant 1.240*** 1.211*** 1.472*** 1.667*** 2.344*** 2.208***

(0.093) (0.116) (0.070) (0.082) (0.104) (0.156)
Observations 236 236 215 215 136 136
R² 0.082 0.089 0.339 0.427 0.077 0.091
F Statistic 4.090***

(df = 5;
230)

2.766***

(df = 8;
227)

21.396***

(df = 5;
209)

19.169***

(df = 8;
206)

2.171*

(df = 5;
130)

1.598 (df
= 8; 127)

Note: *p ** p *** p < 0.01
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Model specification
Group type fixed effectsBaseline model

VP I.
Vuln (Internel)

VP II.
Vuln (Internel &

external)
VP III.

Vuln (External)

Prof. association

Trade union

Social policy
group

Greece

Ireland

Intercept

–2 –1 0 1 2 3 –2 –1 –0 1 2 3 –2 –1 0 1 2 3 –2 –1 0 1 2 3 –2 –1 0 1 2 3
Coefficient estimates with 95% confidence intervals

N: 157 N: 155 N: 163 N: 170 N: 155

Sovereign bailout ECB monetary policy Debt relief Debt default Fiscal transfers

Figure A3.1 Results of OLS regression models on absolute financing policy
preferences
Note: Dots indicate estimated change from the reference category, VP IV (low vulnerability to external
and internal adjustment), per vulnerability profile. For country controls the reference category is Spain;
for group type variables the reference category is a business association.
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Table A3.2 OLS regression results—absolute preferences toward financing policies

Dependent variable:

Sovereign bailout ECB monetary policy Debt relief Debt default Fiscal transfers

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

VP I (IN) �0.304* �0.320* �0.014 0.017 0.231 0.288 0.174 0.006 0.617*** 0.479**
(0.173) (0.186) (0.160) (0.171) (0.212) (0.226) (0.183) (0.198) (0.210) (0.219)

VP II (IN
+EX)

0.181 0.183 0.282 0.299 0.397 0.391 �0.748*** -0.765*** 0.421 0.468*

(0.246) (0.248) (0.219) (0.222) (0.290) (0.291) (0.256) (0.255) (0.289) (0.282)
VP III (EX) �0.184 �0.166 0.259 0.240 0.070 0.064 �0.650** �0.597** �0.045 0.017

(0.267) (0.271) (0.246) (0.249) (0.323) (0.325) (0.263) (0.263) (0.323) (0.316)
Prof.
association

0.015 0.277 �0.247 0.223 0.857***

(0.289) (0.256) (0.334) (0.281) (0.327)
Trade union 0.065 0.029 �0.293 0.523** 0.789***

(0.253) (0.226) (0.291) (0.248) (0.286)
Social policy
group

0.185 �0.005 0.114 0.251 0.965***

(0.260) (0.231) (0.296) (0.244) (0.292)
Greece 0.937*** 0.958*** 0.333* 0.268 0.375* 0.472** 1.509*** 1.474*** �1.402*** �1.496***

(0.181) (0.191) (0.169) (0.177) (0.221) (0.232) (0.192) (0.199) (0.220) (0.223)
Ireland 0.431** 0.420** 0.008 �0.035 0.193 0.166 1.093*** 1.178*** �0.812*** �0.890***

(0.185) (0.194) (0.170) (0.175) (0.224) (0.231) (0.193) (0.198) (0.223) (0.223)
Constant 2.494*** 2.415*** 2.677*** 2.643*** 2.309*** 2.393*** 1.613*** 1.354*** 2.598*** 1.978***

(0.156) (0.231) (0.147) (0.214) (0.190) (0.266) (0.169) (0.224) (0.191) (0.263)
Observations 157 157 155 155 163 163 170 170 155 155
R2 0.173 0.178 0.053 0.065 0.039 0.060 0.355 0.373 0.236 0.294
F Statistic 6.338***

(df = 5;
151)

3.997***
(df = 8;
148)

1.675 (df
= 5; 149)

1.268 (df
= 8; 146)

1.274 (df
= 5; 157)

1.228 (df
= 8; 154)

18.042***
(df = 5; 164)

11.991***
(df = 8; 161)

9.194***
(df = 5;
149)

7.584***
(df = 8;
146)

Note: *p **p ***p < 0.01
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Table A3.3 Logit regressions on relative adjustment preferences: likelihood of preferring
Eurozone exit (1) to an internal adjustment package (0)

Dependent variable:

Most liked internaladjustment
package

Least liked internaladjustment
package

(1) (2) (3) (4)

VP I (IN) 1.345*** 0.998* 1.338*** 0.869**
(0.508) (0.520) (0.380) (0.407)

VP II (IN+EX) �0.462 �0.334 �0.229 �0.254
(1.051) (1.025) (0.610) (0.624)

VP III (EX) �0.372 �0.221 �1.453* �1.433*
(0.838) (0.823) (0.784) (0.788)

Prof. association �1.039 0.305
(1.425) (0.704)

Trade union 1.557** 1.727***
(0.714) (0.565)

Social policy group 0.861 0.912
(0.726) (0.567)

Greece �1.028* �1.256** �0.501 �0.733
(0.533) (0.544) (0.422) (0.445)

Ireland �0.937* �0.883* �0.573 �0.387
(0.517) (0.519) (0.410) (0.427)

Constant �1.634*** �2.327*** �0.775** �1.554***
(0.450) (0.660) (0.342) (0.498)

Observations 177 177 198 198

Note: *p < 0.1 **p < 0.05 ***p < 0.01. Coefficients presented as log odds.
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4
Crisis Politics in Deficit Countries

How did deficit country interest groups position themselves toward different
means of crisis resolution during the Eurozone crisis? The findings of Chapter 3
highlighted the difficulties faced by these countries when attempting to converge
domestically on a strategy to overcome the crisis. By examining the adjustment
preferences of organized interest groups, we uncovered that both external and
internal adjustment strategies were met with stark discontent from politically
mobilized interest groups, majorities of which were mutually vulnerable to both
these forms of crisis resolution. Instead, the main form of crisis management
toward which they displayed positive attitudes was one of financing, a strategy
contingent on the willingness of neighboring surplus countries to lighten their
adjustment burden. Chapter 3 also highlighted the importance of opportunity
costs for interest groups in deficit countries: When faced with a choice between
leaving the Eurozone and enacting policies of internal adjustment, the latter
adjustment strategy clearly won favor among most interest groups in crisis-
afflicted deficit states. A strong factor facilitating this preference was likely the
pure adaptability of internal adjustment policies, which unlike other adjustment
strategies, could be enacted in a myriad of ways: Here our analysis revealed
substantial variation concerning the policy-level preferences of interest groups
with regard to spending cuts, taxation increases, and structural reforms.

While our results thus bring us far in understanding the preference constella-
tions about crisis management in Eurozone deficit countries, it of course opens up
the questions of how crisis politics played out in deficit countries and which
adjustment policies were ultimately enacted—and why. To answer these ques-
tions, this chapter therefore traces how the preferences of interest groups shaped
the design and contentiousness of crisis policies in the three Eurozone deficit
states, Ireland, Spain, and Greece, over the period 2008 to 2015. These compara-
tive case studies focus on how domestic voters, interest groups, political actors,
and external creditor institutions positioned themselves and influenced the
domestic adjustment debates and conflicts about policies of external adjustment,
internal adjustment, and financing. The case studies incorporate policies that were
discussed, including those that were adopted and others that ultimately were not
enacted. For this purpose, we draw on a combination of primary data such as
newspaper coverage, public opinion data, and sovereign and bank bailout docu-
mentation, as well as original qualitative evidence from seventeen in-depth inter-
views with national interest group representatives. The interview partners were
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selected based on their size and the importance of their members to the overall
economy.¹ The latter aimed at corroborating our survey results and expanding our
understanding of interest groups’ positions and actions during the Eurozone
crisis. We complement the insights gained from this data with other sources,
ranging from protocols of parliamentary debates and committee discussions to
newspaper articles and other secondary sources.

We structure the case study analysis along country lines, examining domestic
adjustment policies and politics in first Ireland, then Spain and finally Greece. In
each case, we start by providing an overview of the country’s trajectory into crisis
as well of its broadly classified crisis response. We then delve deeper, looking at
distributive conflict lines surrounding, in turn, policies pertaining to external
adjustment, internal adjustment, and financing. As we have emphasized through-
out this book, all three crisis strategies can in principle be enacted via multiple
policies. In our discussion, we particularly focus on two things: First, policies that
were deemed impossible given uncooperative positions taken by external actors,
such as Eurozone creditors, as well as policies that were discussed domestically
during the crisis period. Among the latter, we thus not only explore adjustment
policies that were actually adopted by governments facing crisis, but also adjust-
ment ideas that failed to materialize into policy outputs.

Given the depth of the crisis and the stark distributive conflicts we identified in
previous chapters, it is not surprising that crisis politics in the crisis countries we
study took place in the context of considerable political volatility, although to
differing degrees (Figure 4.1). Our analysis focuses on the crisis responses of two
consecutive liberal-conservative minority governments in Ireland—the Fianna
Fáil Cowen government (supported by the Irish Green Party), which held power
from 2008 to 2011, and the Fine Gael cabinet that succeeded it, led by Enda
Kenny, who governed from 2011 to 2015 with the Labour Party as a minority
coalition member in government. In Spain, the crisis was initially addressed by the
social democratic Spanish Socialist Workers’ Party (PSOE) Zapatero III govern-
ment (2008 to 2011), which was supported by a number of smaller regional left-
wing parties. In 2011, it was replaced by the liberal-conservative People’s Party
(PP) government, led by Mariano Rajoy, which was in power between 2011
and 2015. Finally, Greece is the country where crisis politics was characterized
by extreme party-political volatility. Between 2008 and 2015, six governments
were formed, two of which were transitory technocratic cabinets. With the
exception of the second left-wing SYRIZA cabinet which began its tenure in
September 2015, all parties were forced to rely on support votes from individual
extra-party parliamentarians, many of which shifted party allegiances in the midst

¹ We also made sure to conduct interviews with groups from a variety of economic sectors as well as
trade unions representing workers of different skill and income levels. A complete list of all our
interview partners can be found in Table A4.1 at the end of this chapter.
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of parliamentary terms (Dinas 2010; Dinas and Rori 2013; Tsatsanis and
Teperoglou 2016).

As our cases vary in a multitude of ways, our approach is exploratory in nature.
We discuss the politics surrounding adjustment policy adoption, highlighting in
particular distributional conflict lines that emerged in light of specific policy
debates. In tandem with these accounts, we draw attention to how existing theory
has conceived the causes of specific adjustment outcomes, such as the distribution
of adjustment costs across socioeconomic groups and/or levels of conflict sur-
rounding the enactment of specific policies. To conclude our discussion, we finally
turn to a country-comparative perspective, examining in particular theoretical
interpretations of crisis politics that can account for adjustment outcomes across
the broad range of all three country cases.

Overall, we find that external adjustment in the form of Eurozone exit was
entirely off the table in each of the three countries we examine. While voter
minorities favored this adjustment strategy, it was never actively supported by
domestic interest groups—nor was it ever picked up by any major political party.
In contrast, distributive conflict pertaining to the design of internal adjustment,

Ireland

2009 2010 2011 2012 2013 2014

Fine GaelCFianna FáilC

2015 2016

Spain

2009 2010 2011 2012 2013 2014

People’s PartyCSpanish Socialist Workers’ PartyS

2015 2016

Greece

2009 2010 2011 2012 2013 2014

New
DemocracyC

= Snap election

Panhellenic
Socialist MovementS

New DemocracyC

& Panhellenic
Socialist MovementS

CaretakerT SyrizaL SyrizaL
CaretakerT

2015 2016

Figure 4.1 A timeline of crisis-time governments in Ireland, Spain, and Greece
Note: Timelines are scaled to reflect real cabinet tenure lengths. Superscripts indicate party
families of main cabinet party where: L = Radical Left, S = Social Democratic, C = Conservative,
and T = Technocratic.
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and to a smaller extent also financing, was noticeable in all cases. Business
interests in Ireland, Spain, and Greece consistently emphasized that a low tax
climate, compressed wages, and labor market deregulation would be the only
means to effectively resolve the crisis at hand—all policies that lessened adjust-
ment costs for firms. In contrast, labor unions and social policy groups were
skeptical of this fiscal adjustment strategy, given that it disproportionately placed
high shares of the adjustment burden on workers and socioeconomically disad-
vantaged voter groups. Finally, financing policies were highly delimited by
Eurozone creditors, leaving deficit country policymakers unable to choose
between a full range of financing policies. Rather, they were left with decisions
concerning under which conditions they would accept sovereign bailouts, and
more broadly, the lengths that they were willing to go in order to forcibly impose
losses on foreign creditors. Similarly to internal adjustment outcomes, financing
policies enacted more frequently aligned to the preferences of business interests
that, unlike other interest groups, favored cautious bargaining tactics, disapproved
of debt restructuring, and were more accepting of bailouts under strict loan
conditionality.

The cumulative findings of this chapter thus teach us a number of things. Most
importantly, interest groups representing employers were highly successful in
attaining their preferred adjustment outcomes, particularly in Ireland and Spain.
In these countries, business groups representing firms with highly mobile asset
portfolios or whose economic activity generated substantial jobs, had significant
structural bargaining power among policymakers, the latter being weary of mak-
ing policy decisions that could induce investment outflows or raise unemploy-
ment. Neither the ideology of political parties nor their ties to specific interest
groups seem to have affected this cost–benefit calculation of policymakers, as even
social democratic parties with traditionally close ties to unions, such as PSOE in
Spain, adopted adjustment reforms that aligned more strongly to the inclinations
of firms’ interests. External intervention by creditor institutions was much stron-
ger in Greece during the crisis, than in Ireland and Spain, making it especially
hard for ruling governments to form pro-adjustment coalitions across interest
groups. It was partly for this reason that distributive conflict led to much wider
scale of political outrage in Greece than in the other two contexts, with negative
effects on the ability of successive governments to implement announced adjust-
ment reforms.

Ireland in Crisis

In the early years after adoption of the euro, Ireland experienced a prolonged
growth spurt, commonly referred to as the “Celtic Tiger” years (Donovan and
Murphy 2013; Riain 2014). In the period 2001–7, the Irish economy grew on
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average 5.3 percent of GDP annually and the national unemployment rate, which
had peaked at nearly 16 percent in 1993, stabilized at around 5 percent (World
Bank 2016b, 2016a). The underlying causes of the boom years were manifold.
Since the mid 1980s, successive Irish government had introduced reform packages
aimed at boosting foreign direct investment via significant privatization schemes
and the lowering of corporate taxes (Hardiman 2017), a strategy which bore
significant fruit after the turn of the millennium, when an increasing number of
large multi-nationals, such as Intel, Microsoft, and Google decided to place their
headquarters on the island (Brazys and Regan 2017). Euro adoption facilitated
Irish transition into a high-tech stronghold (Sweeney 2008). As an English-
speaking Eurozone country with close links to Great Britain, Ireland could
position itself as an ideal home base for big corporations looking to penetrate
the European market. In brief, Ireland was perceived as a low-tax country, with
access to the European common market and a strong anchor for macroeconomic
policy discipline in the form of the euro (Sweeney 2008). Initially, the Celtic Tiger
years as such struck observers as the natural conclusion of a prolonged structural
shift away from an agriculturally oriented economy, to one that rather operated an
export-led growth model (Honohan and Walsh 2002).

Under the hood, however, significant balance of payments problems were
looming. Fueled by low European Central Bank (ECB) interest rates, Ireland
experienced large inflows of not only foreign direct investment (FDI), but also
more liquid forms of investment capital in the years preceding the crisis (Lane
2012; Obstfeld 2011; O’Rourke and Taylor 2013). Those years were characterized
by increased access to cheap credit that fueled rising wages, high levels of
consumption and growing asset price inflation, the result of which was the
formation of a large housing bubble (Conefrey and Gerald, 2009). As a result,
the Irish current account deficit peaked at �6.5 percent of GDP in 2007 (OECD
2019a). When the domestic housing market showed signs of slowing down in the
fall of 2007, the Irish government reacted quickly: Already in the fall of 2007, a
relatively comprehensive fiscal consolidation package was agreed upon between
Irish employers, unions, and the government (Regling and Watson 2010). This,
combined with very low government debt prior to the onset of the global financial
crisis, meant that even though state borrowing went up by 18.5 percentage points,
it only stood at 42 percent of GDP in 2008 (Eurostat 2019a).

The Irish descent into crisis thus had little to do with a prolonged legacy of
public debt issues. Instead, Ireland’s path into crisis began with rushed economic
policy, designed to lessen negative spillovers from the US subprime crisis, inflated
by problems in the design of the domestic tax base. Immediately after the
bankruptcy of Lehman Brothers in September 2008, Ireland started experiencing
large outflows of investment capital as a result of increased investor speculation; in
other words, a sudden stop (Aizenman, Hutchison, and Jinjarak 2013). Two weeks
later, in an effort to regain market sentiment, the Irish Fianna Fáil government
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unilaterally decided to implement a blanket guarantee for two large Irish banks,
tainted by particularly worrying balance sheets: Anglo-Irish and Irish Nationwide
Building Society (INBS) (Nyberg 2011). The guarantee was designed as a last-
minute effort to bolster financial market sentiment among investors who were
rapidly retracting their capital from the country. Paradoxically, it was installed in
order to avoid a scenario whereby problems in the domestic banking sector would
spill over to the real economy. However, in the end it would lead to the conversion
of private into public debt and, in extension, push Ireland from a banking crisis
into a full-blown sovereign debt crisis (Donovan and Murphy 2013).

By early 2010, onset by a combination of rapidly declining tax revenues which
were highly sensitive to declines in construction activity, and a second spell of
declining financial market confidence sparked by the unfolding crisis in Greece,
markets started speculating against the solvency of the Irish state (Lane 2012:56;
Figure 4.2). Fears that the Irish government would have to engage in substantial
bank bailouts, as well as the possibility of the country being forced to exit from the
Eurozone, raised investor alarm. Throughout 2010, the Irish government there-
fore grew increasingly reliant on emergency liquidity assistance (ELA) provided
by the ECB—so much that once the ECB declared its intention to stop ELA
financing in November of that year, the country was immediately forced into
applying for a Troika bailout (Trichet 2010a, 2010b). This sovereign bailout was
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Figure 4.2 A timeline of government bond interest rate differentials and key events in
the Irish crisis (2007–16)
Note: Interest rate on German 10Y government bonds are used as reference value, as the German state
was conceived of as being at no risk of default throughout the entirety of the crisis.

Source: OECD (2019b).
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conditional on the adoption of a number of adjustment reforms listed in a
contractual Memorandum of Understanding (MOU). The creditor–debtor rela-
tionship between the Irish government and the Troika increased external influ-
ence on Irish adjustment policies. As in most instances throughout the Eurozone
crisis, Troika institutions monitored the continued implementation of those
reforms and disbursed loan tranches successively in order to ensure the imple-
mentation of the agreed upon loan conditions.

The Irish crisis episode stands out for two main reasons: First, the rapid pace at
which governments could both adopt and enact adjustment packages, and second,
the low degree of contestation displayed by Irish voters and trade unions
(Genovese et al. 2016; Pappas and O’Malley 2014), both of which were opposed
to many of the policies that the crisis packages contained. In part because of
low levels of political conflict, Ireland became the first country to successfully exit
their Troika-monitored bailout. This happened already in December 2013—less
than a year after the Irish state had successfully re-entered bond markets (IMF
2013a, 2013b).

Policies and Conflict Lines Surrounding External
Adjustment in Ireland

External adjustment was never seriously discussed as a crisis resolution option in
Ireland. Policymakers entirely dismissed any idea of addressing the crisis by
means of Eurozone exit. The common currency enjoyed immense support from
both voters and interest groups alike. Amid Irish interest groups, strong support
for remaining in the Eurozone was voiced by employer associations, trade unions,
and social policy groups. This is in line with our survey findings which suggest
that 82 percent of all Irish respondent groups opposed an Irish Eurozone exit.
Most noticeably, the prospect of abandoning the common currency was a highly
unattractive proposition for multinational firms in tech and pharmaceuticals
sectors. Tax incentives had mainly brought them to the country, and as such a
substantial part of their financial assets were stored on the island solely for tax
purposes (Brazys and Regan 2017; Seabrooke and Wigan 2017). An Irish
Eurozone exit would thus only serve to increase exchange-rate risk and reduce
purchasing power while having relatively small positive demand-side effects, given
lower levels of manufacturing situated in Ireland. Within trade unions and social
policy, there was also limited willingness to engage in debates about leaving
the Eurozone. From our interviews in spring 2017, we found that their preference
rather was to see that firm assets remained in Ireland, so as to ensure state revenues
which in the medium to long run could enable the increased progressivity of
personal income taxation and added spending on social policy. An Irish Eurozone
exit was conceived of merely as a risk of jeopardizing this policy trajectory.
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Largely mirroring the preferences of domestic interest groups, Irish voters were
strongly pro-Euro throughout the crisis. Based on data from the bi-annual
Standard Eurobarometer survey of the European Commission, Figure 4.3 displays
the share of Irish respondents that stated they favored the common currency,
compared to the average share across countries that were full Eurozone members
as of January1, 2008 (EZ-15). Although public support for the euro, which had
historically been very high, dropped considerably during the crisis, this never
translated into any concerted efforts among voters to advocate an Irish Eurozone
exit (Simpson 2019). Even in the first half of 2014, when euro confidence was at an
all-time low both in Ireland as well as in the Eurozone overall, 67 percent of Irish
voters still stated they were in favor of the common currency, compared to the
Eurozone average share of 50 percent (European Commission 2019a).

Given this strong domestic support for retaining the common currency,
exchange rate adjustment by means of Eurozone exit was never advocated by
any major political party in Ireland throughout the crisis either (Gallagher and
Marsh 2011; O’Malley and Carty 2017). The common currency, rather than a
cause of the crisis, was instead portrayed as an underlying driver of the Celtic
Boom years. Policymakers were keen to emphasize that a return to pre-crisis
growth could only come about as Ireland rectified its debt and current account
imbalances, rather than via the country leaving the currency union (Cowen 2008;
Kenny 2012). As a result, the politics of adjustment tin Ireland centered more
strongly on the two other means by which country could resolve its crisis, namely
policies of internal adjustment and financing.

Policies and Conflict Lines Surrounding Internal
Adjustment in Ireland

Although internal adjustment was more contested in Ireland than the rejection of
external adjustment, the crisis strategy was met with relative acceptance among
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Figure 4.3 Irish vs. EMU country average public support for the euro, 2005–16
Note: Upper line shows average euro support among Irish voters over time; lower bold-marked line
depicts average euro support across EZ-15 countries over time. Grey block highlights the most intense
phase of the crisis in Ireland (H1 2010 to H2 2013).

Source: Data taken from Standard Eurobarometer surveys Nos 64 to 84 (European Commission 2019a).
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both Irish voters and interest groups when contrasted to other Eurozone deficit
countries. This is in line with the country’s overall vulnerability profile as shown
in Chapter 2. The profile exhibited a very high vulnerability to external adjust-
ment, but only a moderate vulnerability to internal adjustment, which was also
considerably lower than Spain’s and particularly Greece’s vulnerability to internal
adjustment. Nonetheless, distributive struggles flared up on the question as to how
the burden of internal adjustment should be distributed across domestic socio-
economic groups. For one, these debates centered on how voter groups with
varying types of employment contracts and income, were heterogeneously
affected by various internal adjustment policies. Second, they revolved around
the question of how the costs of austerity were to be absorbed by taxpaying
citizens vs. firms. Particularly controversial issues were to what extent public
sector employees would have to accept wage and pension cuts (Armingeon and
Baccaro 2012b; Cawley 2012) and whether the country’s competitively low rates of
corporate taxation should be raised (Irish Department of Finance 2009, 2010,
2011). Far less contentious were the introduction of structural reforms. Irish labor
markets were already highly flexible at crisis onset and after successive rounds of
privatization in the 1990s, state-owned assets were relatively moderate in size
(IEO of the IMF 2016).

Starting very early on in domestic negotiations between Irish wage social
partners, in 2008, employer organizations simply pointed to “inability to pay”
clauses in Irish collective wage bargains, leading to rapidly declining wages in the
private sector (Armingeon and Baccaro 2012b). These clauses, which essentially
enabled firms to cut wages below negotiated rates in times of exceptionally large
profit losses were, however, not an option open to the Irish government, and
the state was therefore unable to cut public sector wages without reopening wage
rate bargaining. Given this, public sectors unions stalled negotiations in an
attempt to bargain for wage freezes and extended unpaid leave for their constitu-
ents, as an alternative to direct cuts in wages (Armingeon and Baccaro 2012b).²
Initially, this strategy seemed to work for the unions but as the topic became
salient in the Irish news media (Cawley 2012), public sentiment toward the public
sector’s stalling efforts strongly declined (Regan 2012). In the end, the government
decided to implement unilateral pay cuts without the support of unions. Fearing a
backlash in the following year, however, the government instead decided to
negotiate a separate peak-level agreement with the public sector unions in the
run up to the announcement of the 2010 national budget (Armingeon and
Baccaro 2012b). The result was the Croke Park agreement, a deal which allowed
the government to implement substantial cuts in wages and benefits, but only to
new hires (Hardiman and Regan 2013). Having been able to shelter its core

² In face of future deflation, this would have allowed for very smaller changes to the real income of
public sector employees.
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constituency of existing employees, public sector unions thus promised to uphold
the industrial peace for the following five years (Armingeon and Baccaro 2012b).
However, the end effect of front-loading wage cuts onto new hires effectively
placed a disproportionally high burden of adjustment on younger, junior workers
who were effectively entering the Irish labor market.

Organizations such as Social Justice Ireland (FKA CORI Justice), which repre-
sented the preferences of the working and non-working poor during the crisis,
argued fervently against cuts in social spending throughout the crisis (CORI
Justice 2008a; Social Justice Ireland 2009b, 2010, 2011). From early on the trade
union movement also made clear that social spending should not be cut in ways
that would disproportionally harm precarious workers or non-workers (ICTU
2009, 2011; Irish Department of Finance 2010). Both groups, unlike employer
associations, also clearly opposed reductions to the national minimum wage (De
Breadan 2009; Irish Examiner 2011; Social Justice Ireland 2009a), a policy which
had been proposed by the International Monetary Fund (IMF) during bailout
negotiations (Kinsella 2017: 53). Finally, public opinion data from 2011 suggests
that voters were strongly opposed to investment-oriented spending cuts, particu-
larly wanting to see increased expenditure dedicated to health care, education, and
industry support, as shown in Figure 4.4 (Marsh et al. 2017, 246). These positions
aligned most closely with the views of the Irish labor movement, which also
favoured additional spending on these three budgetary headings (ICTU 2009,
2011; Irish Department of Finance 2009, 2011). While employers also sought to
increase industry support, the majority of their proposals centered on the intro-
duction of tax credits and exemptions rather than added spending (Irish
Department of Finance 2010, 2011, 2012).

In line with the preferences of both unions and social policy groups, social
transfer rates to the poor were not substantially cut during the crisis by any of the
Fianna Fáil or Fine Gael governments. The Irish national minimum wage was also
not significantly reduced; instead, it remained fixed at mid 2007 levels throughout
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Figure 4.4 Irish voter attitudes toward level of spending across policy areas
Note: Authors’ calculations based on data from the Irish National Election Study, collected in January
2011.

Source: based on Marsh et al. (2017).
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the crisis, being only raised by mid 2015 (Eurostat 2019b). However, conforming
to the preferences of employer associations, retrenchment measures were under-
taken by significantly tightening eligibility criteria for a number of social policies,
including unemployment and child benefits as well as housing allowances (Irish
Department of Finance 2010). Moreover, a reported €2.7 billion were cut from
Ireland’s Health Service between 2009 and 2014 (Ó Cionnaith 2014). Substantial
cuts to education spending were also enacted, affecting in particular primary and
secondary schools set up for socioeconomically disadvantaged children, as well as
students in higher education, which were charged tuition fees starting in 2011
(OECD 2013, 4, 16).

On the side of taxation, strong conflicts emerged about the issue of Irish
corporate taxation, personal income taxation, and VAT rates. Our discussions
with interest group representatives in Ireland suggest that it was clear from the
onset of the crisis that neither of the two main political parties would favor any
policy that entailed any form of direct increase to Ireland’s 12.5 percent corporate
tax rate—this in spite of pressure, particularly from the European Commission, to
raise the competitively low rate (Winnett and Waterfield 2010). Employers in
exporting sectors strongly opposed any increases in corporate tax rates, fearing
that this would lead to an outflow of foreign investment capital (Irish Department
of Finance 2010, 2011). Moreover, in budget discussions they highlighted that
increasing the progressivity of personal income tax bands might result in prob-
lems for firms in high-tech sectors, relying strongly on being able to attract
high-skilled labor from abroad into Ireland. Instead, they supported the intro-
duction of a new expat income tax credit (Irish Department of Finance 2010). In
contrast, both labor unions and social policy groups attempted to further stem
public transfer losses to workers mainly by calling for the introduction of a
minimum effective corporate tax rate of 12.5 percent (ICTU 2013), and by
favoring a temporary 2.5 percent levy on corporate profits (ICTU 2011, 2013).
Moreover, they repeatedly urged for increased progressivity in personal income
and wealth taxes (CORI Justice 2008b; ICTU 2009). These policies, they argued,
were much more preferable over increases to the standard VAT rate, which in
end-effect was highly regressive in nature (Lynch et al. 2017).³ Although add-
itional taxes were also drawn from income, a larger reform to ensure progressivity
of income taxes was never implemented throughout the crisis. New taxes rates did
not proportionally affect individuals that belonged in the highest income bands,
placing higher burdens on the middle and upper working classes (Whelan and
Maitre 2014). Furthermore, a large amount of additional revenues were collected
by means of special one-off tax levies, such levies on public sector pensions

³ In fact, in the early stages of the Irish recession, the Irish Congress of Trade Unions (ICTU)
actively proposed a decrease in the standard VAT rate from 21% to 20% (Irish Department of
Finance 2007).
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(Alesina et al. 2019) as well as an 8 percent Universal Social Charge leveraged
directly from worker pay-checks (European Commission 2019b). Both policies
ran directly counter to the preferences of labour unions (Irish Examiner 2009).

Likewise, employers were also more successful in shaping VAT policy than
social policy groups and unions. Overall, the Irish VAT rate was successively
raised by both Fianna Fáil and Fine Gael, from 21 percent in 2008 to 23 percent by
2012 (European Commission 2019b). Moreover, additional compensatory tax
cuts for trade-sheltered sectors were also introduced in 2011, as the government
introduced a special reduced 9 percent VAT rate for services offered in the
hospitality sector (European Commission 2019b). While the reduced VAT rate
likely improved bottom lines for firms in the sector, there was far less evidence to
suggest that these cuts were conducive to compressing the prices of these services
(Irish Department of Finance 2018). The change was thus criticized by the Irish
Congress of Trade Unions (ICTU) as operating mainly as an indirect form of
subsidy for firms in hotel and accommodation industries (Hospitality Ireland 2016).

Finally, the Fine Gael-led Kenny government also implemented additional tax
policies to relieve firms from problems associated with the financial downturn,
particularly in the construction and housing sectors. As the collapse of the Irish
housing market substantially lowered demand for construction services, the
sector’s employers’ association requested a one-year extension of mortgage relief
for first-time property buyers in 2010 in order to stimulate demand (Irish
Department of Finance 2010). The Irish government met this request as well as
restored a stamp exemption on non-residential properties, in order to reduce costs
of new construction (Alesina et al. 2019).

In sum, employer interests were highly successful in attaining their preferred
forms of fiscal adjustment both in terms of spending and of taxation. Among the
two likely drivers of this outcome, one is the progressive weakening of the Irish
labor movement. The other is contrariwise the increasing structural power of
business interests in the Irish political landscape. Crisis-time coordination prob-
lems haunted the Irish union movement, which was relatively unsuccessful in
lobbying for its preferred internal adjustment policies. Organized labor suffered
from problems in representative legitimacy, given that workers in particularly
multinational firms were not a part of the union movement (Culpepper and Regan
2014). Moreover, the workers’ movement fragmented during the crisis as collect-
ive bargaining collapsed, and public unions grew more effective in stemming
income losses via sectoral agreements than their private industry counterparts.
To some extent, this can explain why Irish labor unions made much fewer
attempts to organize in opposition to austerity measures to the same extent as
they did in other crisis-afflicted countries, such as Greece, Portugal, and Spain
(Genovese et al. 2016). In tandem with a weakened domestic labor movement,
business interests gained significant bargaining power throughout the crisis.
Business lobbies had for a longer period of time built up relatively close links to
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both Fianna Fáil and Fine Gael at the onset of the crisis, thus improving their
access to decision-making. Perhaps more centrally, however, multinationals head-
quartered in Ireland maintained large and highly mobile asset portfolios, provid-
ing them with credible exit options. In other words, these firms could thus
effectively threaten policymakers by signaling their desire to move out of
Ireland if they perceived the domestic policy climate to be growing too unfavor-
able (Culpepper and Reinke 2014; Frieden 2015b).

Policies and Conflict Lines Surrounding Financing in Ireland

With regard to policies of financing, domestic elites and citizens alike were less
engaged in debates concerning the Irish decision to accept the bailout itself.
Discussions rather centered on whether the Irish government should indeed
make investors of failing domestic banks whole, and whether such a default on
sovereign debt would be possible under the auspices of a Troika-monitored
bailout. However, neither the ECB, the European Commission, nor important
creditor countries, such as Germany and France, entertained any possibility of
Irish sovereign debt repudiation (Breen 2012, 84)—in spite of this being actively
proposed by both IMF technical staff, as well as a number of external economic
policy experts (Eichengreen 2010a; Krugman 2010; Mody 2018). Moreover, there
was a strong reluctance on the part of the ECB to discuss the possibility of
policy measures that would have signaled its willingness to act as a Lender of
Last Resort at the early stages of the Euro crisis (Schelkle 2017). Instead, the bank
argued that any measures to ensure liquidity in the Irish financial system would be
contingent on the Irish government undertaking substantial fiscal consolidation
(Trichet 2010b). Domestic discontent with the adjustment program was thus in part
rooted in this strongly un-accommodative stance of Troika institutions with regard
to combining the bailout with other, low conditionality forms of financing.

It was mainly interest groups—particularly business lobbies representing multi-
nationals, but also trade-sheltered sectors such as construction—that desired to
see a bailout “at all costs,” once it became clear that the ECB was no longer willing
to support Irish banks by means of emergency liquidity assistance. Their key
priority was to ensure a path toward the restoration of domestic financial market
stability and, in extension, a return to economic growth. They viewed compre-
hensive fiscal consolidation and structural reform as vital steps in this direction,
whereas they believed that efforts to negotiate debt relief would serve mainly to
spook financial markets, thus inducing negative effects on their access to foreign
credit. In contrast, labor unions and some social policy groups who were particu-
larly active in fiscal policy debates were more vocal in communicating that debt
restructuring would better distribute adjustment costs across firms and citizens
than a package based solely on austerity and structural reform. Both actively
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favored the government taking a harder stance on bailout negotiations in order to
attain partial debt relief (Social Justice Ireland 2011; The Irish Times 2012).

Irish voters had mixed feelings toward the bailout package, as displayed in
Figure 4.5. Pre-election polls taken in January 2011 suggest that Irish voters were
split in their assessment of the Fianna Fáil government’s decision to accept
financial assistance, with 41 percent of voters condoning it, while 39 percent
perceived it to have been a mistake. In the survey, 67 percent of voters believed
that a new Irish government could negotiate better terms with the Eurozone
Troika, and 57 percent thought that the new government should write down
state debt (Marsh et al. 2017). Both the conservative Fine Gael and the social-
democratic Labour Party actively made debt relief centerpieces of their party
programs (Suiter and Farrell 2011, 36–7). And in line with voters’ openness
toward debt relief, both parties made strong electoral gains in the February 2011
election (Marsh and Cunningham 2011, 189).

In the end, however, no sovereign default or debt relief ever happened in the
Irish case. Bailout loan conditionality focused heavily on the specifics of winding
down failed Irish banks and less on policies aimed at addressing the country’s
fiscal position (Kinsella 2017; Pisani-Ferry et al. 2013). Moreover, demand com-
pression policies and structural reforms that were in fact addressed by loan
conditionality, drew heavily from a National Competitiveness Plan proposed
unilaterally by the Irish government earlier in 2010 (Kinsella 2017; Pisani-Ferry
et al. 2013), suggesting a high level of policy ownership in the Irish bailout
program (IEO of the IMF 2016). That said, however, loan conditionality clearly
privileged the preferences of Irish business interests over those of other domestic
social partners, such as trade unions and social policy groups.

Very few efforts were seemingly taken by any of the Fianna Fáil or Fine Gael
governments to push for increased burden-sharing across Ireland and other
Eurozone creditor states, even though both Fine Gael and Labour, the party’s
minor coalition partner, had made debt write-downs a core part of their election
campaigns in 2011, and a strong consensus among particularly economists and
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Figure 4.5 Public support of sovereign bailouts and defaults in Ireland (2011)
Note: Authors’ calculations based on data from the Irish National Election Study, collected in January 2011.

Source: based on Marsh et al. (2017).
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policy experts thought that it would be highly beneficial overall for the Irish
economy. The low desire of Fine Gael to engage in efforts to renegotiate the
terms of their bailout agreement should arguably be seen in light of two factors. As
the Irish economy started rebalancing and growing relatively soon after the
February 2011 election, there clearly were strong incentives for the government
to refrain from upsetting the macroeconomic status quo by giving reasons for
investors to grow spooked. Equally important, however, was the strong bargaining
power of particularly foreign multinationals rooted in Ireland—these firms vehe-
mently opposed the idea of renegotiating bailout terms or engaging in discussions
about debt restructuring.

Crisis Politics in Ireland: Conclusion

In sum, external adjustment by means of Eurozone exit was never actively
considered in Ireland. Instead, the country rapidly initiated efforts to engage
particularly policies of internal adjustment by means of primarily fiscal consoli-
dation. Conflicts pertaining to the policy-level enactment of this were substantial,
as interest groups attempted to shelter their own constituencies. Business groups
preferred spending-based consolidation efforts and were wary of changes to Irish
corporate tax burdens. Unions and social policy groups conversely favored more
strongly revenue-oriented policy in order to sustain higher levels of public spend-
ing, while starkly opposing increases to the regressive VAT. Eurozone creditors
only ever entertained the idea of providing Ireland financing by means of bailouts,
subject to loan conditionality, and rapidly shut down discussions surrounding the
potential of debt repudiation. This, however, conformed to the preferences of
business interests, which feared that debt write-downs would reduce investor
confidence. Employers were far more successful than other groups in getting
their fiscal positions translated into policy output in Ireland. But in spite of this,
the Irish workers’ movement, or indeed the domestic population more broadly,
undertook relatively few political actions in opposition of enacted fiscal policy.

Spain in Crisis

During the immediate years preceding the crisis, the Spanish economy, like
Ireland’s, grew at a rapid pace. After it had adopted the euro in 1999, the
unemployment rate sank by 48 percent to reach 8.2 percent in 2007 (World
Bank 2016b). In the four years preceding the onset of the great recession in
2008, Spain recorded an average annual growth rate of 4.2 percent of GDP
(World Bank 2016a). In parallel with these developments, however, the economy
was characterized by rapidly mounting current account deficits, caused by strong
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inward capital inflows, wage inflation in particularly trade-sheltered sectors and
high levels of domestic consumption (Neal and García-Iglesias 2013). As a result,
following 2003, the Spanish current account deficit grew, reaching�9.4 percent of
GDP by 2007 (OECD 2019a).

The Spanish crisis itself was triggered by the onset of the US subprime crisis in
September 2007. Spain, like Ireland, then faced the collapse of a domestic housing
bubble, onset by freezes in international interbank lending markets (Quaglia and
Royo 2015). The collapse uncovered a number of structural problems in the
country’s financial sector that made the Spanish economy particularly sensitive to
sudden stops of foreign investment capital. First, a substantial portion of the
domestic banking sector—in particular smaller savings banks, also known as
“cajas”—maintained insufficiently diversified asset portfolios, strongly concentrated
in Spanish property (Fernandez-Villaverde et al. 2013; Royo 2013).⁴ Moreover,
almost the entire Spanish mortgage market, which had grown particularly rapidly
since the introduction of the euro, was priced on variable interest rates. Rapid
increases in interbank interest rates, thus quickly translated into the deterioration of
domestic firm and household balance sheets, an immense share of which had
invested in property during the housing boom (Fernandez-Villaverde et al. 2013).
As the crisis progressed, the combination of contracted housing demand and rising
interest rates fueled firm insolvencies and unemployment, thus effectively raising
the number of non-performing loans on bank balance sheets (Fernandez-Villaverde
et al. 2013). By September 2012, three relatively small cajas, Bankia, CatalunyaCaixa,
and Novagalicia, had run up capital deficits of €54 billion—a sum constituting over
5 percent of Spanish GDP at the time (Garicano 2012).

The Spanish government’s immediate reaction to the unfolding crisis was
similar to that of most other industrialized economies, addressing the bursting
of the bubble through fiscal expansion in an effort to restore market confidence
(Hardiman and Dellepiane 2012; Royo and Steinberg 2019). Only in spring 2010,
as the balance sheets of semi-public Spanish banks started deteriorating rapidly,
did internal adjustment by means of austerity and structural reform become part
of the Spanish crisis-resolution agenda (Royo 2013). By then interrelated factors
such as the fledgling domestic construction sector, the general slow-down of
the global economy and increased speculative pressure in the aftermath of the
commencement of the Greek crisis early 2010, weighed down heavily on smaller,
over-leveraged Spanish savings and loans banks (Garicano 2012). Moreover,
unemployment had soared as a result of mass bankruptcies in the construction

⁴ The cajas maintained no shareholders but were rather governed by managerial boards, specifically
selected by regional and local governments. Political pressure to finance electorally popular construc-
tion and property projects, which promised to generate both local employment and infrastructure, may
thus arguably have influenced financial mismanagement on the part of these banks (Fernandez-
Villaverde et al. 2013; Markgraf and Rosas 2019).
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and housing sectors, reaching more than 40 percent of the domestic working-age
population (World Bank 2016b).

The Spanish turn to internal adjustment was politically arduous and came
about under immense domestic opposition from both loosely coordinated
voters and trade unions. Both took action against unpopular spending cuts, tax
increases, and structural reform (Anduiza et al. 2014; del Rio Loira and Fenger
2019). During the tenure of the PP, Spain embarked upon significant fiscal
consolidation based on cuts in public wages and regional state budgets, as well
as hikes to VAT rates, significant regulation of labor markets and targeted
privatization efforts (MacInnes and Pinedo 2011; Royo and Steinberg 2019).
Yet, in the end, austerity and structural reform alone could not address the
Spanish crisis. In May 2012, after prolonged efforts from both PSOE and PP
cabinets to avoid a sovereign bailout, the Spanish government accepted a partial
banking bailout from the Eurozone Troika designed specifically to restore the
solvency of its fledgling financial sector (Royo and Steinberg 2019). By August of
the same year, the ECB announced a comprehensive scheme to purchase govern-
ment bonds in secondary markets, in order to further aid the Spanish government
in the issuance of new debt: Outright Monetary Transactions, more commonly
referred to as OMT (ECB 2012). The resulting combination of dramatic fiscal
consolidation, structural reform and low conditionality financing managed to lift
Spain out of crisis by 2013. In January 2014, the Spanish government exited its
bailout agreement with the Eurozone creditor institutions (Pérez 2014) (Figure 4.6).
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Figure 4.6 A timeline of government bond interest rate differentials and key events in
the Spanish crisis
Note: Interest rate on German 10Y government bonds are used as reference value, as the German state
was conceived of as being at no risk of default throughout the entirety of the crisis.

Source: OECD (2019b).
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Policies and Conflict Lines Surrounding
External Adjustment in Spain

Much like in Ireland, there was a strong consensus among Spanish political
actors that Spain should remain in the monetary union (Fernández-Albertos
and Kuo 2018). As highlighted in Chapter 3, 85 percent of interest groups that
participated in our Spanish survey were opposed to a Spanish exit from the
Eurozone. Throughout our discussions with representatives of business groups,
trade unions, and social policy groups in the spring of 2017, not a single person
stated they had ever favored a Spanish Eurozone exit. The overwhelming support
by businesses toward the euro is also shown in other work: In a 2014 survey,
88 percent of business managers favored retaining the euro (Fernández -Albertos
and Kuo 2016, 2018).

While the preferences of the Spanish electorate were subject to more variation
than those of interest groups, public opinion data from the crisis period suggests
that a clear majority of voters was always in favor of retaining the euro. This is
highlighted by Figure 4.7, which depicts how nationally representative samples of
voters positioned themselves with regard to the choice of keeping the euro or
returning to previous Spanish currency, the peseta, throughout the crisis. In spring
2012, support for the common currency declined notably, after the crisis peaked in
Spain throughout 2011—at this point 36 percent of respondents preferred to
return to a national currency. But, similar to other Spanish public opinion data
from the period, it underlines the fact that comfortable majorities of Spanish
voters persisted in wanting to remain in the Eurozone (Fernández-Albertos and
Kuo 2016; Hobolt and Wratil 2015; Roth et al. 2016).

These societal preferences regarding external adjustment were well-represented
by parties on both sides of the left–right divide. The Spanish government’s

2010
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2012 20142013 2015

Return to the pesesta Don’t know. No answer Keep the euro

Figure 4.7 Spanish public opinion on euro vs. returning to national currency
Note: Authors’ calculations based on 2012, 2013, 2014 and 2015 annual spring surveys on “Global
Attitudes and Trends” from the Pew Research Center

Source: based on Pew Research Center (2019).
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commitment to the euro was strong from the onset of the crisis, and never faltered
throughout the entire crisis. In early 2010, then social democratic prime minster
José Luis Zapatero made clear that “nobody is going to be leaving the Euro”
(Willis 2010). His successor, the conservative Mariano Rajoy was even less
inclined to entertain the possibility of a Spanish Eurozone exit, stating rather
that “Europe has to transmit to the world that the Euro is an irreversible project”
(Dowsett and Stonestreet 2012). This strong consensus about the importance of
avoiding a euro exit thus left Spanish policymakers with but two options—internal
adjustment and/or financing.

Policies and Conflict Lines Surrounding Internal
Adjustment in Spain

Unlike in Ireland, the Spanish crisis response to the downturn was inconsistent,
shifting dramatically particularly between 2008 and 2010. The initial strategy of
the PSOE government in power at the start of the great financial crisis was one of
fiscal expansion and demand stimulus rather than internal adjustment. The
government initially launched a comprehensive public investment plan aimed at
generating jobs especially for individuals formerly employed in the construction
and services sectors, who were hard-hit by the collapse of the domestic housing
bubble (Royo 2013; Wölfl and Mora-sanguinetti 2011).⁵ While the stimulus
package was opposed by centrist and conservative opposition parties in parlia-
ment, who argued that it failed to sufficiently address the country’s underlying
financial problems, the bill passed without significant opposition from interest
groups on either side of the employer–labor divide. Low conflict about the
stimulus package was predictable, as it was expansionary—and therefore also
did nothing to address the country’s current account deficit by means of internal
adjustment. Instead, the combination of increased fiscal cost outlays from the
stimulus package combined with additional spending triggered by automatic fiscal
stabilizers, such as increasing unemployment benefit outlays, hit Spanish public
finances hard (Fernández-Albertos and Kuo 2018; Royo 2013): By 2009, the
Spanish public deficit had risen to 9 percent of GDP (World Bank 2016a).
Between 2010 and 2011, the PSOE Zapatero government was thus forced to
effectively reverse the initial policy agenda and to introduce fiscal consolidation
and reform-based bills to replace the party’s initial stimulus program.

PSOEs sharp fiscal U-turn came at immensely high political costs. Both of
Spain’s main trade unions, the General Union of Workers (UGT) and the
Workers’ Commissions (CCOO), initially signed agreements aimed at cutting

⁵ For an overview of most important policy components of this package, see Royo (2013, 61).
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back particularly state expenditures on pensions and public wages in the early
stages of crisis, in efforts to avoid political confrontation (de Guzmán et al. 2016).
But by late summer 2010, social dialogue between employers, unions, and the
government broke down, after which Zapatero’s PSOE decided to legislate aus-
terity measures unilaterally, without the involvement of unions. As a result, all
Spanish unions launched general strikes in September of that year, in order to
oppose Zapatero’s proposed cutbacks (Molina and Miguélez 2014). These cut-
backs included a 5 percent reduction in civil servants’ wages; pension freezes; a €6
billion cut in public sector investment; a €1.2 billion cut to the budgets of regional
and local governments; increases in VAT; and significant savings on pharmaceut-
ical subsidies (Fernández-Albertos and Kuo 2018; Mallet 2010). Participation
rates in strikes were incredibly high, garnering roughly 10 million participants
(Govan 2010).

Throughout the first half of 2011, the PSOE government attempted in succes-
sive negotiations to introduce further fiscal consolidation and structural reform
packages. Union involvement in these efforts was mixed. Together with employ-
ers, both major unions signed a tripartite social pact in January 2011, centering on
pension reform, and which allowed for a staggered increase in the Spanish
retirement age from 65 to 67, as well as a noticeable increase in the minimum
contribution period (Rainsford 2011). But already in spring 2011, negotiations
between unions and the government had broken down again, this time over a
comprehensive bill to deregulate labor markets which, among other things, would
allow for a temporary suspension of collective agreements in case of economic
downturn as well as enable firm-level bargaining of wages (Sanz de Miguel 2011).⁶
The main proponents of the bill were the main Spanish business associations, the
Confederation of Small and Medium-Sized Enterprises (CEPYME) and the
Confederation of Employers’ Organizations (CEOE), who saw it as a necessity
that would help to bolster domestic wage compression (Sanz de Miguel 2011).
Ultimately, the government managed to pass the reforms through parliament—
but public outrage grew intensely.

By July 2011, the party’s parliamentary support coalition, which consisted largely
of smaller regional parties, broke down (Dellepiane-Avellaneda and Hardiman
2015). In effect, the strongly social-democratic PSOE had implemented an eco-
nomic policy which ran counter not only to the preferences of a substantial part of
its core electorate—but also simply the Spanish median voter. Figure 4.8 displays
preferred levels of public spending among Spanish voters in the summer of
2011. The Spanish median voter at this point essentially wanted additional
spending across all main budgetary headings, with the one exception of public
works (CIS 2011). Moreover, voter discontent had started to manifest itself in

⁶ For an overview of the main bill components, see Bentolila, Dolado, and Jimeno (2011, 19–21).
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collective action in the form of both coordinated strikes announced by unions, but
also less organized, yet vast street protests.

The total number of popular protests in Spain had already more than doubled
between 2009 and 2010, from roughly 10,000 to 25,000, the vast majority of which
were organized to oppose austerity measures and labor market reform (Medina
2015). But a second protest wave started on May 15, 2011 in Madrid—a week
before the local and regional elections—in opposition to the PSOE’s newly
adopted fiscal consolidation agenda (Orriols and Cordero 2016). This movement,
conventionally dubbed the 15-M movement, received substantial popular support
from voters. Public opinion polls taken in spring suggest that roughly 60 percent
of Spanish voters were sympathetic to the movement, which, in addition to
protesting against the proposed measures, also championed significant legislative
changes to improve the direct influence of voters in Spanish political institutions
(Sampedro and Lobera 2014, 66). Moreover, support for new social movements
remained strong for a prolonged period of time: 50 percent of voters remained
supportive of similar protest actions undertaken over one year later, in September
2012 (Sampedro and Lobera 2014).

In light of these developments, the party was forced to announce a premature
election in July 2011 (Martín and Urquizu-Sancho 2012). In the November 2011
election that followed, outrage among former PSOE voters was immense. Overall,
3.9 million of them transferred their vote to other parties and half a million
abstained from voting at all (Kennedy 2012: 679). In total, the party lost 34
percent of its vote share (Martín and Urquizu-Sancho 2012: 348). By December
2011, the liberal-conservative Spanish People’s Party (PP) managed to form a
minority government with the help of smaller regional parties, having campaigned
on being more fiscally competent than their social-democratic rivals. PP’s pro-
posed policy agenda of privatization, VAT expansion, and labor market deregu-
lation were favored by domestic business associations (Cioffi and Dubin 2016),
but engendered immense opposition, most importantly from the organized trade
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Figure 4.8 Spanish voter attitudes toward level of spending across policy areas
Note: Authors’ calculations based on fiscal barometer data collected in July 2011 by the Centro de
Investigaciones Sociológicas.

Source: based on CIS (2011).

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 25/9/2020, SPi

128     



union movement (de Guzmán et al. 2016), and newly formed social movements
(Orriols and Cordero 2016).

Starting in 2012, Spanish consolidation efforts were thus intensified, as the new
government adopted successive austerity packages. The government implemented
further spending cuts by cutting public employment, eliminating Christmas
bonuses granted to civil servants, and cutting a significant amount of municipal
jobs in the public sector. Decreases in social spending were mainly achieved by
cutting unemployment benefits both in size and in distribution by tightening
eligibility criteria. Moreover, the government also enacted significant cuts to
higher education spending by raising tuition fees, increasing classroom sizes,
and slashing professorial wages (Royo 2013). On the revenue side, the government
both raised standard VAT rates and reduced VAT rates by 2–3 percentage points,
but sustained the super-reduced rate applied to essential consumer goods
(European Commission 2019b).

Perhaps most noteworthy about PP’s internal adjustment agenda was, however,
the depth of labor market reforms that the party undertook in terms of deregu-
lating the domestic economy’s heavily dualized labor market (Picot and Tassinari
2017). In line with employer preferences, the party pushed through drastic
reductions in worker dismissal costs (Bulfone and Afonso 2019) as well as a
significant reform of collective bargaining frameworks, effectively enabling
employers to negotiate firm-level agreements on working hours, wages, and
task structures (Cioffi and Dubin 2016). Within business associations, this gen-
erated a split in the preferences of smaller vs. larger firm members. The former
preferred sector-level agreements in order to maintain industrial peace, while
the latter had a clear preference for firm-level bargaining (Bulfone and Afonso
2019: 16–17).

To conclude, in much the same way as in Ireland, distributive conflict lines on
internal adjustment also pitted employers against organized labor in Spain.
Struggles centered most strongly on labor market reforms designed to rapidly
compress domestic wages, where unions were starkly opposed while employers
saw reforms as necessary for the resumption of growth. Unlike in the Irish
context, union positions were also advanced by other, more loosely coordinated
voter groups that mobilized in great numbers to oppose cutbacks to the Spanish
welfare system and increases in regressive forms of taxation, particularly after the
PSOE’s Zapatero government intensified fiscal consolidation efforts in 2011. It
was arguably the birth of these large-scale social movements—not directly linked
to unions and often critical of union organizational structures—that indirectly
toppled the first social-democratic PSOE party from its traditionally strong
position in Spanish party politics. Internal adjustment did not, however, end
with the demise of the PSOE government, but was rather accelerated upon the
arrival of the liberal-conservative PP government that superseded it. While both
governments made clear that fiscal consolidation efforts and structural reforms

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 25/9/2020, SPi

     129



were informally imposed by Eurozone Troika institutions, some argue that the
crisis rather generated a window of opportunity for particularly PP to introduce
neoliberal reforms that had been on their economic policy agenda for a long time
(Cioffi and Dubin 2016; Royo and Steinberg 2019).

Policies and Conflict Lines Surrounding Financing in Spain

In addition to internal adjustment, the Spanish crisis response also relied on
foreign financing. Financing policies discussed, proposed, and enacted in Spain
during the crisis years were mainly designed to prevent a situation akin to
Ireland’s, where the domestic banking sector distress would morph into a full-
blown Spanish sovereign debt crisis. Having observed the Eurozone bailouts in
Greece, Ireland, and Portugal in 2010 and 2011, opposition to this form of
financing grew in Spain, especially among Spanish employer associations. They
argued that Troika-monitored government bailouts, possibly including some
sovereign debt restructuring, would only exacerbate the crisis and prolong
the Spanish recession (Schirm 2018). Financial sector interests feared that state
bailouts had the potential of inducing downward spirals of investor confidence,
rather than signaling that crisis-afflicted countries were on the path to recovery—
particularly in the Eurozone context, which in early 2012 was characterized
mainly by a stark absence of a formalized EMU banking union or a Lender of
Last Resort (Schelkle 2017). Although these sentiments were somewhat shared by
the trade unions and social policy group representatives we interviewed, they
predominantly feared that adjustment costs would be disproportionally placed on
middle-to-low-wage workers under the auspices of a Troika-monitored bailout, as
financing would be tied to loan conditionality that would mandate far-reaching
and rapid internal adjustment.

In the end, the Spanish government did end up accepting a sovereign bailout—
but one that departed substantially in its shape and contents from those of its
Greek, Irish, and Portuguese predecessors. Fears about the need for a Spanish
banking bailout culminated in early 2012, when investors started speculating not
only against smaller savings banks, but also against the stocks of larger Spanish
retail banks such as Santander and BBVA, as well as Spanish government bonds
(Royo 2013). By the end of May 2012, the most troubled bank, Bankia, requested a
formal bailout from the Spanish government. Shortly thereafter, in July 2012,
Spain became the first country in the Eurozone to receive a partial European
Stability Mechanism (ESM) bailout, subject to no formalized loan conditionality,
solely for the purpose of recapitalizing the domestic banking sector (Copelovitch
and Enderlein 2016). At the time, the partial bailout was a form of compromise in
order to appease both the Spanish government and the German government, the
latter strongly opposed to monetary financing of troubled sovereigns. The limited
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funds of the ESM, however, worried the European Commission, which thought
the bailout would lack credibility among private investors (Jones et al. 2016). Sure
enough, unable to moderate financial market speculation, the bailout was soon
combined with significant monetary assistance. In September 2012, the ECB
ultimately stepped up in order to act as a Lender of Last Resort, by introducing
a bond-repurchasing scheme specifically designed to stabilize sovereign interest
rates (ECB 2012).

The cost of the banking bailout was far from fully covered by borrowed ESM
funds. Ultimately, half of drawn recapitalization funds, or €53.6 billion, were
provided by the Spanish state itself (De Barón 2016; Pérez 2014). The distributive
effects of this state contribution were largely clouded by the PP government,
which in 2012 repeatedly emphasized that the bank rescue was organized so
that it would not “cost taxpayers one single Euro” (De Barón 2016). In retrospect,
this was an optimistic assessment at best. By 2016, it was clear that bailed-
out banks would be unable to pay back 95 percent of the funds they had received
during the banking recapitalization of 2012 (Financial Times 2016). Still, in
part because of the obfuscation of the distributive effects of the banking bailout,
discussions about debt relief and default were largely muted in the Spanish
political context, never having been taken up by unions or even social policy
groups.

It is clear now that successive Spanish government cabinets—led by both PSOE
and PP—explicitly wanted to avoid a scenario where the Spanish state would have
to appeal to the Eurozone Troika for a sovereign bailout such as those requested
by Greece, Portugal, and Ireland (Royo and Steinberg 2019; Zapatero 2013). Prime
Minister Rajoy insisted until the very last minute that Spain would not require any
financing in the form of a sovereign bailout, rather emphasizing the importance of
alternative financing measures aimed at breaking risk exposures between
Eurozone banks and sovereigns—policies such as generating a Eurozone-level
deposit guarantee scheme and introducing mutual debt in the form of Eurobonds
(Dowsett and Stonestreet 2012). Yet these policies were for a long time met with
fierce opposition from Eurozone surplus countries such as Germany and the
Netherlands, who worried that they would signal a step toward a European
transfer union to which they would have to contribute regularly, a prospect
which was deeply unpopular among electorates of these member states at the
time (Mody 2018; Sandbu 2015), as we discuss in detail in Chapter 7.

On the one hand, the low conditionality financing package was arguably attrib-
utable to the systemic importance of the Spanish economy. Fears of negative
financial sector spillovers between smaller Spanish banks, which displayed worrying
balance sheet positions, as well as financial sectors in other Eurozone member states,
may well have driven the Eurozone Troika to agree to providing a partial banking
bailout subject, as well as ultimately to procure ECB monetary support measures.
Equally, timing likely mattered. After a succession of four sovereign bailouts in the
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Eurozone characterized by strong loan conditionality, all of which failed to convince
financial markets of the solvency of deficit country member states, creditors were
likely more willing to take an accommodative stance in bailout discussions.

Crisis Politics in Spain: Conclusion

In sum, as in Ireland, no organized political actor came out in favor of leaving the
Eurozone in Spain throughout the entire crisis—voters, political parties, or any
major interest group. Instead, the wish to avoid external adjustment made internal
adjustment attractive in relative terms to policymakers, employers, and unions
alike—a clear majority of Spanish voters wanted to remain even when the crisis
was at its worst. As a result, the country resorted to comprehensive internal
adjustment, with a particularly noteworthy emphasis on labor market deregula-
tion (del Rio Loira and Fenger 2019). Conflicts pertaining to this were substantial,
generating clear preference divides between reform-friendly employers and
oppositional unions. Throughout the crisis, union positions were largely shared
by new, anti-austerity movements that managed to generate immense public
support for their cause.

Interestingly, parties from both sides of the left–right divide undertook large
internal adjustment efforts. Particularly the behavior of the social-democratic
PSOE, in adopting substantial and rapid internal adjustment programs, raises
questions for multiple reasons. First, austerity and structural reform ran contrary
to the preferences of both voters as well as the two main unions, to which the party
was traditionally close. Second, massively unpopular internal adjustment meas-
ures were not undertaken under the auspices of conditionality-bound bailouts. In
fact, Spain held out longer in adjustment negotiations with creditors, refusing to
accept a government bailout, and successfully attained a partial bank bailout
subject to no formalized loan conditionality—as well as, eventually, even guaran-
tees of monetary support from the ECB.

Greece in Crisis

Unlike Ireland and Spain, the causes of crisis in Greece were rooted more strongly
in problems of public rather than private borrowing. The Greek government
had already run up considerable public debt prior to the onset of the global
financial crisis of 2007/8, having issued substantial amounts of bonds in the
early euro years to finance its rising outlays on public transfers, particularly
pensions (Featherstone and Papadimitriou 2008; Panageas and Tinios 2017,
466–9). This went hand in hand with a substantial current account deficit,
which peaked at�14.5 percent of GDP in 2008: This is an indication of the extent
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to which the government was relying on foreign investment capital when
designing its fiscal policy (IMF 2016a). By the end of 2009, Greek public borrow-
ing had reached roughly 127 percent of GDP, more than double the 60 percent
threshold stipulated by the Fiscal Stability and Growth Pact (Eurostat 2019a).

While financial markets had already been somewhat weary of the Greek public
debt hangover throughout 2009, the real blow to financial market confidence
came in December 2009. At that time, the newly elected Panhellenic Socialist
Movement (PASOK) government considerably revised upwards the debt esti-
mates set by the former ruling party, New Democracy (Aizenman, Binici, et al.
2013), from an original estimate of 7 percent of GDP to 12 percent (it would
ultimately end up at 15.6 percent) (Zettelmeyer et al. 2013, 518). The cumulative
effects of the rising Greek public debt burden as well as this direct announcement
were immense, leading to a string of Greek government bond downgrades by
international rating agencies. Within twelve months, by February 2010, Greek
ten-year bonds had moved from A+ to BBB+ status on Standard & Poor’s credit
score index (Gibson et al. 2012, 505). At this point, Greek reserves were depleted,
rendering it impossible for the government to ensure solvency without external
financial assistance. In February 2010, the Greek government thus formally
applied for a joint financial assistance program from the IMF and the European
Union (Lynn 2011). Faced with considerable reluctance from surplus countries
such as Germany, however, it took until May 2010 for the first Greek bailout to
materialize (Schneider and Slantchev 2018).

In the five-year period that followed, Greece experienced an economic depression
as deep as the US Great Depression (Pagoulatos 2019). Financial markets, policy-
makers, and pundits repeatedly speculated about the possibility of a so-called
“Grexit”, a scenario whereby Greece would end up having to leave the Eurozone.
Yet, domestic support for remaining in the Eurozone was strong from both interest
groups and voters. As such, successive internal adjustment packages were adopted.
They included fiscal consolidation policies centering specifically on cuts in pensions,
public employment, and health care spending (Matsaganis 2011; Pagoulatos 2019),
combined with increases to, most centrally, VAT rates and property taxes
(Flevotomou et al. 2017). Moreover, these packages contained comprehensive struc-
tural reform agendas targeting labor and product markets—both by means of
regulatory change and via the sales of state assets, for example via full or partial
privatizations (Katsoulacos et al. 2017; Lyberaki et al. 2017; Skreta 2017).

The Greek internal adjustment agenda was far from solely a domestic affair.
Many policies were stipulated as loan conditions to EU/IMF bailouts that the
Greek government agreed upon three times within a six-year window—a first in
May 2010, a second in March 2012, and a third in August 2015 (Pagoulatos 2019).
However, not all loan conditions specifically pertained to internal adjustment. The
criteria for loan disbursal under the second bailout program stipulated concrete
private sector involvement (PSI) (Lütz et al. 2019b), whereby private investors in
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ownership of Greek government bonds would have to accept a 53.5 percent write-
off of the face value of their assets (Eurogroup 2012, 2).⁷ In other words, financing
policies adopted by Greece were not only linked to applications for sovereign
bailouts, but went so far as to include a partial sovereign default.

The possibility of additional sovereign debt write-downs after 2012, whether
unilaterally undertaken in the form of a state-led default or an orderly managed
plan for debt forgiveness with creditors, loomed throughout the rest of the crisis.
Only in the early fall of 2015, after both an August referendum on whether Greece
should accept a revised EU/IMF bailout package extension and an early election,
did it become clear that the ruling party SYRIZA would refrain from unilaterally
imposing additional losses on Greek debt holders (Tsebelis 2016). By then, capital
controls had already been introduced in the summer of 2015, and the outlook for
the Greek economy looked bleak (IMF 2016b) (Figure 4.9).

The distributive effects of adjustment policies undertaken in Greece were
substantial. Fiscal retrenchment and structural reforms stripped a broad range
of interest groups of fiscal privileges during the crisis, causing outrage and
motivating groups to engage in a long series of economic strikes (Hamann et al.
2013; Lorenzini and Hunger 2019). Among groups that were particularly active
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Figure 4.9 A timeline of government bond interest rate differentials and key events in
the Greek crisis (2007–16)
Note: Interest rate on German 10Y government bonds are used as reference value, as the German state
was conceived of as being at no risk of default throughout the entirety of the crisis.

Source: OECD (2019b).

⁷ According to Zettelmeyer, Trebesch, Gulati, et al. (2013), this write-off was roughly equivalent to
an overall loss of between 59% and 65% of asset values.
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were unions, traditionally representing older prime-age workers, pensioners, and
civil servants (Kretsos 2011). All these groups lost substantial income in absolute
numbers during the crisis, but were relatively sheltered from adjustment when
compared to the Greek youth (Matsaganis and Leventi 2013). Younger voters,
while less represented on the level of organized interest groups, also coordinated
to display their discontent in a multiplicity of forms. The prevalence of mass
protests grew strongly during the crisis period, particularly as a response to the
perceived Troika-mandated policy change (Altiparmakis and Lorenzini 2019).
Already by 2010, estimates suggested that every third voter had participated in a
political protest of some sort (Rüdig and Karyotis 2014). In essence, political
dissatisfaction was widespread and manifested itself in a number of ways, ranging
from electoral backlashes against mainstream parties in voting booths (Bremer
et al. 2019), to outright violence and civil disobedience (Andronikidou and Kovras
2012). In what follows, we shed light on the distributive conflict lines that
underscored these developments.

Policies and Conflict Lines Surrounding External
Adjustment in Greece

Throughout the entire crisis, the possibility of Grexit was often discussed in
scholarly settings, among policymakers as well as by the general public. In the
summer of 2015, when the salience of a potential Grexit was immense in light of
the August bailout referendum, Nobel Prize-winning economists Paul Krugman
and Joseph Stiglitz both made statements to suggest that leaving the Eurozone
might well be preferable to the enactment of further internal adjustment measures
(Krugman 2015; Stiglitz 2015). The German Chancellor of Finance at the time,
Wolfgang Schäuble, famously brought up the idea of a “temporary Grexit” (Ehlers
et al. 2015).

In reality, however, there was very little willingness among domestic political
actors to return to a national currency. In Chapter 3 we showed that 76 percent of
Greek interest groups that responded to our survey opposed a Eurozone exit.
These responses square well with statements made by representatives of both
Greek employers as well as organized labor, both at the time and after the crisis
was largely over. The SEV was strongly opposed to Grexit throughout the crisis,
arguing that speculation about the potential of a Grexit was itself exacerbating the
depth of the Greek crisis (Mitsopoulos and Pelagidis 2015). While both public and
private sector unions were less clear in their support of the common currency,
favoring renegotiations of adjustment packages with the Eurozone Troika
(Maltezou 2011; Papachristou 2011), they too never came out clearly in favor of
a Grexit. During our June 2017 interviews with Greek interest groups—spanning
business associations, trade unions, pensioners associations, and social policy
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groups—not one single interest group representative stated that they had ever
favored a Greek exit from the Eurozone.

Negative sentiment toward Grexit was also echoed among the national elect-
orate more broadly (Jurado et al. 2020). Figure 4.10 displays variation over time in
public support of the Euro among Greek voters, gathered by the Pew Research
Center (2015) andWalter et al. (2018). It highlights the same pattern uncovered in
Irish and Spanish electoral contexts. Euro support among voters declined some-
what over time, but a comfortable majority of the Greek electorate persistently
favored remaining in the common currency area throughout the entire crisis
period. Although the share of voters toying with the idea of a Euro exit increased
throughout the crisis, these voters always remained a minority. Through the
period 2012–15, only between 23 percent and 27 percent of Greek voters stated
that they preferred a return to the drachma over retaining the euro.

Between 2009 and 2015, no political party actively and consistently proposed
that Greece should abandon the euro. Some parties, notably SYRIZA—the party
governing Greece from January 2015 onward—sometimes seemed to signal an
increased willingness to consider a Grexit (Vasilopoulou and Halikiopoulou
2013). The exact position of the party on the issue was relatively hard to
determine—even during the summer of 2015, when the topic of Grexit was
most salient (Tsatsanis and Teperoglou 2016). Sections of the party’s leadership,
notably the country’s finance minister Yiannis Varoufakis, actually engaged in
Grexit preparations such as planning for the introduction of a new parallel Greek
currency (Smith 2015). In reality, however, only a minority of the SYRIZA
electoral base favored this adjustment strategy above others (Walter et al. 2018).
After the August 2015 bailout referendum, the party’s Grexit hardliners either left
or were pushed out of the party’s leadership, rendering it a de facto “pro-Euro”
party (Tsebelis 2016; Vasilopoulou 2018). In sum, in line with Greece’s high
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Figure 4.10 Greek public opinion on euro vs. returning to national currency
Note: Authors’ calculations based on 2012, 2013, and 2014 annual spring surveys on “Global Attitudes
and Trends” from the Pew Research Center.

Sources: based on Pew Research Center (2019); 2015 data from Walter et al. (2018).
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vulnerability to external adjustment, Grexit was never considered a viable option
throughout the crisis.

Policies and Conflict Lines Surrounding Internal
Adjustment in Greece

With external adjustment off the table, internal adjustment and financing became
the dominant crisis responses in Greece. During the crisis, cuts were made to all
broad categories of Greek public spending. And both firms and citizens, at some
point or another, suffered from raised tax burdens, as the Greek government
attempted to improve the state’s fiscal fundamentals. Given Greece’s unusually
high vulnerability to internal adjustment (see Chapter 2), this approach seems
surprising at first, especially as it was met with fierce resistance, political turmoil,
and significant costs to large parts of Greek society. Yet, internal adjustment was
the price to pay for both avoiding Grexit and for receiving financial assistance. In
short, considering the alternatives provides a compelling explanation for why a
“bad” policy option was chosen.

Not surprisingly, internal adjustment was a difficult choice for Greece. In a
survey conducted in December 2015, four in five respondents reported that they
had lost at least 20 percent of their income over the course of the crisis, with
almost a quarter reporting income losses of over 50 percent (Jurado et al. 2020).
These numbers show just how significant the effects of the crisis were perceived
subjectively by ordinary Greeks. Likewise, however, firms were also highly nega-
tively affected by the recession, as the vast majority of them targeted domestic
demand prior to the onset of crisis. Interviewed interest group representatives
from both labor and employer sides, across a wide span of sectors, all agreed that
price and wage compression had gone too far, too rapidly in Greece as a result of
multiple, successive internal adjustment packages.

After the onset of the Greek crisis, initial adoption of fiscal consolidation efforts
was relatively swift. Upon accepting the first Greek financial assistance program in
2010, the social-democratic PASOK government undertook large cuts in public
spending, particularly with regard to public employment (Matsaganis and Leventi
2013) and public sector pensions (Panageas and Tinios 2017; Tinios 2015). At the
same time, and unlike particularly in Ireland, Greek labor unions were extremely
quick in mobilizing and displaying their discontent toward these measures.
Already in February 2010, the main public sector union, the Civil Servants’
Confederation (ADEDY) had announced its first comprehensive twenty-four-
hour strike to oppose cuts in public sector salaries and pensions. Most of their
500,000 employees participated (CNN 2010). By July 2010, five major union-led
strikes had been held in Greece, organized by both ADEDY and its private sector
counterpart, the General Confederation of Greek Workers (GSEE), in many
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instances leading to rioting and police teargas counteraction (Reuters 2010). In
contrast, Greek employers were significantly more strongly in favor of improving
rationalizing wage inefficiencies in the Greek bureaucracy, as well as cutting public
transfers that took the form of pensions.

Significant strike activity continued until 2014 (Altiparmakis and Lorenzini
2019), but concerted efforts by organized labor did relatively little to influence
policy during the first five years of the crisis. By summer 2010, public sector
salaries were frozen at 2009 levels and capped. Special allowances to civil servants
were slashed, affecting public sector workers and retirees, who had until then
benefited from receiving 13th and 14th month salaries, but then lost access to
these additional salaries, which were instead replaced by a flat-rate vacation
allowance.⁸ Ad hoc cuts, particularly in pension expenditures such as these,
garnered substantial media attention not only in Greece but also abroad in, for
example, Eurozone surplus countries. In Eurozone countries they were frequently
portrayed as shallow retrenchment efforts undertaken in a country infamous for
fiscal profligacy (Kutter 2014; Ojala and Harjuniemi 2016). In reality, however,
legal changes to the Greek pension system had been highly comprehensive already
from an early stage of the crisis.⁹ Overall, pension spending was cut through
changing pensionable incomes, reducing replacement rates, and raising statutory
retirement ages (Matsaganis 2011; Petmesidou 2013).¹⁰

The PASOK government’s attention to cutting spending on pensions was
understandable: At crisis onset, pension expenditure constituted over 13 percent
of GDP—twice as much as spending on health care services, which amounted
to 6.5 percent of GDP (OECD 2012, 5). Cuts in public pension provision
thus effectively reduced the Greek government’s projected fiscal deficits.
Moreover, they were relatively progressive as they were income-level adjusted,
targeting mainly individuals with high incomes and substantial asset holdings
(Matsaganis 2011; Matsaganis and Leventi 2013). Still, cuts in both pensions and

⁸ Salaries were capped at €5,981 per month—special allowances to civil servants were slashed by
20% (Matsaganis and Leventi 2013). The flat-rate vacation allowance was set to €1,000, granted only to
workers with salaries of lower than €3,000 per month (ibid.). This two-month “bonus” had also been
accessible to public sector pensioners prior to 2010, but was also cut for retirees and replaced by a
similar flat-rate allowance of €800 per year—payable only to retirees aged 60 and above and earning
below €2,500 per month (Matsaganis 2011).

⁹ PASOK-led changes to pension legislation in the summer of 2010 were arguably one of the
largest singular fiscal consolidation efforts undertaken during the crisis in Greece—and they were not
the last to address pension spending. After this, laws were further altered to contract pension spending
and improve pension fund efficiency in at least four instances by the end of 2014 (Panageas and
Tinios 2017).
¹⁰ Pensionable incomes, which were calculated based on a worker’s last five years of earnings, were

changed and instead defined on the basis of full career-span earnings (Petmesidou 2013). Replacement
rates were more closely linked to individual contributions and, in extension, the number of contribu-
tion years. The statutory retirement age, which had previously enabled specific subsets of workers to
receive full pensions in some instances already at age 45 (Matsaganis 2011), was raised first to 65 years
in 2010, and later to 67 years in 2012 (Panageas and Tinios 2017).
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public employment came at a high societal cost. Predictably, cuts in public
employment asymmetrically affected atypical workers with fixed-term contracts,
who instead of receiving pay-cuts lost their jobs (Matsaganis 2011). Political
stagnation and impediments to pension reform in decades prior to the crisis
had led to a welfare state constructed around pension transfers (Featherstone
and Papadimitriou 2008; Tinios 2015), distributed to a narrow subset of retired
workers (Matsaganis 2007). Little funds were allocated to social programs target-
ing economically vulnerable low-income groups (Matsaganis 2011; Petmesidou
2013). At crisis onset, social provision such a housing support, child benefits, and
minimum income schemes were highly under-developed. Instead, social redistri-
bution was commonly practiced by means of intra-family transfers, whereby
singular breadwinners—often civil servants—provided informal financial support
to both seniors and juniors in their households to cover basic needs (Reher 1998).
Trade unions, which in Greece also maintain large sub-factions representing
pensioners, thus argued throughout the crisis that cuts to relatively well-off
prime age workers and retirees would have substantial negative spillovers to
other, more financially precarious parts of the Greek electorate. Conversely,
Greek employer associations were more keen to see a transition of the social
welfare system. They typically favored the replacement of pension transfers with
other forms of social transfers, such as targeted support for particularly women
and younger workers, in order to bolster domestic labor market participation.

Finally, already two years into the crisis, austerity fatigue was immense among
Greek voters. Figure 4.11 shows that the median voter wanted more rather than
less public spending—and that to essentially all forms of social and investment
policy. But in the end public desire for increased spending failed to manifest into
any real policy outcomes. Cuts to particularly pensions and public employment
conformed more closely to the preferences of larger Greek firms than to those of
unions which vehemently opposed contractions to these budgetary headings. But
even Greek business interests were discontented with the extent to which
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Figure 4.11 Greek voter attitudes toward level of spending across policy areas
Note: Authors’ calculations based on data from the Hellenic Election Study 2012.

Source: based on Andreadis et al. (2016).
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spending was cut, arguing that spending cuts should rather be phased in at a
slower pace to allow for additional spending in social investment policies.

The social costs of declining wages and public transfers were arguably further
exacerbated by tax-side policies adopted during the crisis. Relative to other EU
member states, Greece suffered from substantial problems of tax fraud and legal
tax evasion already prior to the Eurozone crisis (Alt et al. 2014; Matsaganis et al.
2012). The Greek strategy to collect additional tax revenues thus centered mainly
on two things: (a) attempts to close loopholes in the domestic tax code, as well a
(b) raising tax rates particularly on “easy to collect” tax policies, such as con-
sumption taxes (Flevotomou et al. 2017). Rectifying the Greek tax code, plus
improving the enforcement of tax collection were measures supported by all
major political parties. They were met with broad support from both employer
associations and trade unions. Institutional impediments to improving tax collec-
tions were, however, substantial. Legal complexities made it hard for public
authorities to penalize tax evasion. Cuts to local administrative budgets made it
difficult for agencies to improve tax monitoring and compliance in a country
characterized by high levels of self-employment and small firms (Featherstone
2015; Kaplanoglou and Rapanos 2013). While ambitious targets pertaining to
improving the tax collection process were thus set forth in tandem with Greece’s
first bailout agreement, these would later be subject to substantial downward
revisions (Featherstone 2015).

The main chunk of additional state revenues thus instead came from a com-
bination of VAT unification, increased property taxes, and progressive increases
to personal income taxes (Flevotomou et al. 2017). In order to meet fiscal criteria
set forth by the first Greek MOU, the Greek government enacted ad hoc tax
policies starting 2012, such as one-off solidarity contributions to pensions
(Matsaganis and Leventi 2013). In contrast, corporate taxation in Greece was
effectively lowered throughout the crisis, as were both employer and employee
social security fees under both PASOK- and New Democracy (ND)-led cabinets
(European Commission 2019b). The rationale for this was simple: Encouraging
private investment and employment in a context of contractionary growth.
However, the result was in effect also reduced public revenue streams from
firms, which translated into a lower capacity to finance public spending and a
larger emphasis on regressive changes to VAT. Upon the urging of the Eurozone
Troika, the Greek government decided to enact a staggered unification of domes-
tic VAT rates (Papaconstantinou 2016), which in 2009 consisted of a 19 percent
standard rate, a 9 percent reduced rate applicable mainly to food and medicine,
and a 4.5 percent rate for hotel accommodation, books, and newspapers
(European Commission 2019b). In addition to these rates, a number of tourism-
based islands in the Aegean Sea were subject to further discounted VAT rates. In
order to bolster tax revenue, Greek VAT rates were thus progressively raised
throughout the crisis, reaching at the end a standard rate of 24 percent, and
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reduced rates at 13.5 percent and 6.5 percent, respectively, in 2013 (European
Commission 2019b). Tax rates were set to increase even further in 2015, but the
left-wing SYRIZA government refused to adopt this policy.

Neither unions nor employers were content with stop-gap measures in taxation
enacted by successive Greek governments in order to bolster state revenues.
Raised and unified VAT rates raised immense alarm among unions, which in
likeness to their Irish and Spanish counterparts, disliked that they placed dispro-
portional tax burdens on low-income workers and other socioeconomically dis-
advantaged voter groups. Business groups even in tradable industries found
increased VAT rates problematic. While raised VAT rates in, for example, the
hospitality sector should in theory have compressed domestic tourism while
increasing state revenues collected by foreign tourists, the process by which
smaller Greek hospitality actors were forced to adjust to rapidly changing con-
sumer tastes was immensely costly. Large and relatively isolated hotel resorts,
often foreign-run, started being constructed in order to attract foreign demand,
effectively crowding out large numbers of smaller firm actors who could not offer
price-competitive full-service experiences. As such, while changes to tax policy did
not directly affect firms via rate increases, they distorted demand patterns in ways
that generated large losses particularly for many small Greek small and medium
enterprises (SMEs) and family businesses.

Finally, spending cuts and tax increases were not the only internal adjustment
policies which successive Greek governments attempted to adjust internally.
During the crisis period, a substantial number of structural reforms were also
made to the Greek labor and product market laws. Addressing wage compression
most directly, policies were designed to compress minimum wages. The PASOK
government formally cut minimum wages by 22 percent in 2012, in tandem with
Greece’s second EU bailout. After this, the monthly minimum wage remained
stagnant at roughly €684 for seven years (Eurostat 2019b).¹¹ In addition, the
government reduced both employee and employer social security contributions
as well as introduced special sub-minimal wages for young workers aged 18–25 in
an effort to encourage employment (Kakoulidou et al. 2018). Moreover, PASOK
also introduced substantial reforms to Greek wage-rate bargaining procedures, in
order to move away from sectoral-level collective wage-rate agreements to a
system where wages would be increasingly negotiated at the firm level: This
included, most importantly, new procedures for the setting of future minimum
wages (Lyberaki et al. 2017). GSEE, the umbrella private sector union, strongly
opposed both the introduction of sub-minimal wages as well as changes in
collective bargaining arrangements (ILO 2011). In contrast, larger Greek

¹¹ The minimum wage was then formally raised to €758 in the second half of 2019 (Eurostat 2019b).
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employers largely welcomed reforms which were aimed directly at reducing red
tape and cutting labor costs.

All of this occurred in a setting of decreasing employment protection legislation,
which aimed not only at reducing hiring and firing costs (Lyberaki et al. 2017), but
additionally reducing oligopolist structures particularly in service sectors with high
levels of self-employment. Prior to the crisis, service sector professions in Greece
were strongly regulated. Occupational groups ranging from lawyers to stevedores
were subject to geographic employment restrictions, capped numbers of profes-
sional licenses and compulsory fees (Katsoulacos et al. 2017). In 2013, a New
Democracy-led government, supported by PASOK, effectively managed to deregu-
late a broad range of professions—though critics argued that insufficient monitoring
by authorities lagged behind the actual enactment of new market rules (Katsoulacos
et al. 2017). Occupational deregulation, while generally popular among the Greek
public, generated concentrated losses for a number of professional groups such as
lawyers, engineers, and doctors, all of which were resilient in obstructing the
implementation of new market-liberalizing legislation (Pagoulatos 2019).

Perhaps the most electorally salient part of the Greek structural reform agenda
were state-led efforts to privatize public assets, which included the founding of an
entirely new agency dedicated to this task in 2011—the Hellenic Republic Asset
Development Fund (HRADF) (HRADF 2019). Since the early 1990s, successive
Greek governments had begun to initiate large-scale privatization schemes. In the
period January 1991 to June 2011, when the HRADF was founded, the Greek state
privatized roughly €31 billion of assets by selling off percentage shares and issuing
partial public offerings in economic sectors including banking, manufacturing,
telecommunications, utilities, and shipping (Skreta 2017). By the time Greece
applied for a second sovereign bailout in spring 2012, these efforts were rapidly
accelerated. In the three-year period that followed, a string of high-profile priva-
tizations took place, engendering outrage from both interest groups and voters
alike. Privatization efforts were problematic for a number of reasons. First, the
Greek government had substantial problems in selling off assets at their planned
price targets, in part because of administrative issues. More substantially, however,
foreign investors could attain state assets at relatively low cost given the Greek
state’s terrible bargaining position—a position which was worsened after the
government accepted the terms of its second bailout, when privatization efforts
became the main locus of loan conditionality (Manasse 2014). This in particular
engendered outrage among Greek business groups which, moreover, in light of the
immense scale of the domestic recession, were unable to make competitive bids
during crisis-time privatization auctions. Second, cost-cutting measures under
new private owners were often designed in ways that directly harmed the employ-
ees of newly privatized enterprises whose contracts were converted from public to
private sector ones. For example, logistical workers in the privatized Piraeus Port,
suffered from cuts in both salaries and working hours (Meunier 2015). Moreover,
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labor unions argued that its new owners were rapidly loading up with non-
unionized workers in efforts to stave of the risk of collective action (Reguly 2019).

In sum, as our discussion has shown, several key internal adjustment policies
generated significant political uproar in the Greek political landscape. On the side
of fiscal policy, particularly unions fought hard against cuts to public employment
and pension provisions, clashing with the views of creditor institutions and,
partially, employer groups representing larger firms. Policies of increased taxation,
which targeted mainly consumption, pension incomes, and asset ownership,
generated less clear-cut cleavages than those associated with spending cuts.
Institutional flaws made it hard for the Greek state to widen the domestic tax
base. As such, policymakers seemingly considered the ease of de facto tax collec-
tion when deciding on policy, in order to meet tough fiscal consolidation targets
set by the Troika during bailout negotiations. Greek cabinets also engaged in wide-
ranging structural reform; perhaps most unique in the Greek case, immense
efforts to privatize state-owned enterprises engendered outrage from all corners
of Greek society. Unionized workers in newly privatized sectors feared a signifi-
cant downgrading of their employment conditions—which manifested as soon as
state assets were sold off to private sector interests. Employer associations were,
however, also critical at the speed, timing, and enactment of these measures: First,
state asset sales were poorly managed and second, they were conducted in the
midst of a prolonged recession, allowing foreign firms to attain significant assets at
below market value.

In brief, internal adjustment measures undertaken in Greece were on the one
hand so large and undertaken at such a rapid pace that they failed to conform very
clearly to the preferences of any domestic socioeconomic groups. Unsurprisingly,
they were as such met with immense opposition—particularly from labor groups
that were more effective in mobilizing collective action than their employer
counterparts. This strong opposition of interest groups toward internal adjust-
ment in addition to domestic low willingness to leave the Eurozone, makes sense
when seen in light of the country’s vulnerability profile. As we showed in
Chapter 2, Greece was highly cross-pressured in that the country displayed very
high vulnerabilities to both external and internal adjustment. Countries with this
vulnerability profile, we have argued, are significantly more likely to seek external
financing in order to resolve their crises; as we show in the discussion that follows,
this held true also in Greece.

Policies and Conflict Lines Surrounding Financing in Greece

The Greek crisis response was characterized not only by wide-ranging internal
adjustment measures, but also by historically large sovereign bailouts: More
specifically, three consecutive ones accepted in May 2010, February 2012, and
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August 2015. Only in August 2018 did the country finally graduate from its
adjustment programs, after having spent over eight years being monitored by
the Eurozone Troika and enacting substantial fiscal and structural reforms as
part of conditions attached to the adjustment loans (Pagoulatos 2019). In what
follows we discuss the path to and particularly surrounding the three bailouts,
one of which concretely stipulated that financial investors indeed accept a
“haircut” of their government bond holdings—and none of which entailed any
form of reciprocal debt forgiveness, which would have allowed for stronger
burden sharing between Greece and Eurozone surplus states.

The first Greek financial assistance program was heavily ad hoc in nature. It was
signed through in May 2010, by the first PASOK-led Papandreou cabinet that had
come to power in fall 2009. At signing, rapidly increasing bond spreads for Greek
government bonds and dwindling foreign reserves had essentially forced the
government to request external financial assistance (Papaconstantinou 2016).
The MOU signed by the Greek government at this point centered squarely on
the enactment of comprehensive and expedient fiscal consolidation efforts in the
realms of public employment, public pensions, and health care spending—it also
envisaged substantial increases in state revenues as a result of raised VAT rates
and the abolition of tax credits.

The package was mainly generated via bilateral contributions from individual
creditor countries (€144.7 billion), but also included substantial funds from the
IMF (€19.8 billion) (Pagoulatos 2019). Moreover, adjustment support was also
indirectly provided by the ECB, which in January 2010 launched the Securities
Markets Programme (SMP), as a stop-gap measure to bolster Greek interest rates
(Schelkle 2013). Rich Eurozone surplus countries, such as Germany and France,
were thus represented in a multiplicity of arenas during adjustment negotiations,
both as direct creditors as well as on the executive committees of both the IMF and
the ECB (Copelovitch and Enderlein 2016; Papaconstantinou 2016). From the
outset, these states made it very clear that there would be no discussion of a default
on Greek state arrears during discussions about the first Greek assistance package
(Kincaid 2019; Mody 2018). To say that an early default was avoided solely due to
the desires of external actors would, however, be a stretch. Leaked IMF meeting
notes from the fund’s early meetings with Greek interest group representatives
suggest that domestic willingness to entertain a potential default was very low at
the time (Wall Street Journal 2013). Greek employers later contested these meet-
ing notes, stating rather that they had severe concerns pertaining to the exact
design of a potential debt restructuring.

Unlike the first bailout, the second financial assistance package of 2012 made a
partial default of Greek sovereign debt a key component of the Greek crisis
response. Private sector involvement (PSI), by which private investors incurred
losses on their Greek government bond holdings, was announced and debt
restructuring negotiations took place between investors and the Greek state

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 25/9/2020, SPi

144     



from March to April 2012 (IEO of the IMF 2016). Infamous in this process was
the ratification of so-called collective action clauses in February 2012 on Greek
bonds. These ex post provisions, which were not in place at the time investors
purchased their bonds, ensured that a qualified majority of bondholders could
make decisions that contractually obliged all bondholders. Importantly, the
clauses were not only fitted into novel debt issues, but also retroactively inserted
into existing bonds (Zettelmeyer, Trebesch, Gulati, et al. 2013).

It would be hard to argue that the complex distributional effects of the PSI
agreement were fully transparent to interest groups or the public in advance of its
passing—but after its enactment some aspects of it became highly controversial.
First, the delay in Greek debt restructuring, which should arguably have taken
place at crisis onset, had effectively allowed foreign banks to sell off Greek debt
well in advance of the PSI deal (Merler 2015).¹² In effect, a belated debt restruc-
turing thus contributed to lower burden-sharing between the Greek state and its
foreign creditors (Schelkle 2017). Domestic Greek investors, in particular pension
funds that were regulated to hold large shares of “low risk” financial assets such as
government bonds, instead incurred disproportionate losses (Georgiopoulos and
Papadimas 2012). Conversely, Greek banks were compensated to a larger extent
via a mechanism of bank recapitalization, which was paradoxically financed via
the second Greek financial assistance package (Zettelmeyer, Trebesch, Gulati,
et al. 2013). This aspect of the PSI deal became the center of a general discussion
about social justifiability of the Greek crisis response, where Greek taxpayers were
effectively forced to foot the bill for banking sector losses via the Greek govern-
ment’s acceptance of adjustment aid. By late fall 2012/early winter 2013, public
opinion data (displayed in Figure 4.12) suggests that 67 percent of the Greek

80%

“Government wrong to accept
the 2012 EU/IMF bailout”

“PASOK should have been able to get
much better terms on EU/IMG loan”

“We should
‘burn the bondholders’”

60%

40%

20%

0%

Agree Neither agree nor disagree Disagree Don’t know/Refused response

Figure 4.12 Public support of sovereign bailouts and defaults in Greece (Nov. 2012–
Feb. 2013)
Note: Authors’ calculations based on data from the Hellenic Election Study 2012.

Source: based on Andreadis et al. (2016).

¹² Indeed, Merkel and Sarkozy pre-announced that future ESM bailouts would require PSI clauses
during their famous “Deauville walk” in October 2010, thus effectively increasing outflows of foreign
investment capital from Greece (Mody 2014).

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 25/9/2020, SPi

     145



electorate found it was wrong of the Greek government to accept the second EU/
IMF bailout package. Moreover, 81 percent thought that a better deal could have
been negotiated by the Greek state. Unlike in the Irish case, however, there was no
clear majority favoring a sovereign debt default (44 percent)—possibly given levels
of contention surrounding the Greek PSI deal.

The strings attached to the first two loans in particular were many, engendering
immense anger and distributional conflict among both organized interest groups
as well as voters in Greece, so much so that the SYRIZA government, which came
into office specifically to cut them in the winter of 2015, refused to enact planned
fiscal cuts that were stipulated in Greece’s second bailout agreement (Pagoulatos
2019). This populist government was determined to negotiate financing with less
austerity and internal adjustment conditionality than the previous governments.
What followed were intense months of negotiations with the Troika, which did
not, however, result in major concessions on the part of the latter. To increase his
bargaining leverage, SYRIZA prime minister Alexis Tsipras, in a surprise move,
stopped the negotiations about terms for an extension of the second bailout
package, and instead called a referendum on exactly these terms. Understanding
exactly just how fed up Greek voters were with austerity, he recommended to vote
against the bailout package, arguing that this would provide him with bargaining
leverage and ultimately financing with less austerity for Greece. Eurozone policy-
makers, however, quickly pointed out that the choice was not between financing
with or without internal adjustment, but rather one between financing with
internal adjustment (conditionality) or external adjustment: Grexit. A majority
of Greek voters did not believe this treat, however, and voted against the bailout
agreement, even though a majority had a clear preference for remaining in the
Eurozone (Walter et al. 2018).

Faced with a situation in which Eurozone policymakers forced the Greek
government to choose between conditionality-bound financing and Grexit,
Tsipras decided for the former. As a result, the left-wing government ended up
accepting a third bailout less than two weeks later, with only moderately altered
loan conditions.¹³ Once more, this choice can only be understood against the
backdrop of Greeks’ strong opposition to leaving the Euro. By having brought the
country to the brink, however, Tsipras had not only signaled to Greek voters that
austerity was non-negotiable after all, but also that he had done everything in his
power to reduce it. This secured him a comfortable re-election in an early election
in the fall of 2015 (Dinas et al. 2015).

¹³ To some extent, the third bailout departed from its two Greek predecessors in that it allowed for a
smoother pacing of deficit and debt criteria—and importantly allowed for the rehiring of public sector
workers (Pagoulatos 2019), which represented a core section of the SYRIZA electorate.
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Crisis Politics in Greece: Conclusion

In spite of immense speculation about the possibility of Grexit, there was never
any strong desire by interest groups or voters to abandon the euro in Greece. That
said, there was also low domestic willingness to engage in rapid and comprehen-
sive internal adjustment. As a result, Greece became the first country in the
Eurozone to request a formal sovereign bailout from the Troika and did so an
additional two times throughout the crisis. Loan conditionality attached to in
particular the first two bailouts were, however, immensely stringent—rendering it
difficult for policymakers to structure internal adjustment measures in ways that
aligned closely with the overall policy preferences of any interest group. Political
discontent was therefore immensely widespread in Greece throughout the crisis,
often preventing ruling governments from implementing adjustment reforms that
were in fact adopted.

Conclusion

How did the adjustment preferences of deficit country interest groups influence
how deficit countries responded to the Eurozone crisis? To what extent did
external actors curtail and affect domestic policy decisions? And which policies
did the governments in countries facing crisis ultimately implement? Drawing on
a combination of primary and secondary sources, this chapter has examined these
questions across three diverse deficit countries within the Eurozone: Ireland,
Spain, and Greece.

A number of findings deserve to be highlighted. First, throughout the crisis,
external adjustment was never seriously considered as a policy option by deficit
country governments. This reflected the preferences of wide sets of domestic
interest groups and voters who opposed the idea of external adjustment by
means of Eurozone exit by a great margin and corresponds to the countries’
high vulnerability to external adjustment that we documented in Chapter 2.

Second, in line with our prediction for countries that find themselves in the
misery corner at the outset of a balance of payments crisis, all three countries
opted for financing. The type of financing—sovereign bailouts subject to consid-
erable conditionality—did, however, force these countries to simultaneously
engage in considerable internal adjustment. Particularly in Ireland, and repeatedly
in Greece, Eurozone policymakers forced ruling governments to choose between
remaining in the Eurozone and accepting a bailout under conditions offered—or
risk being forced out of the common currency area, as a result of aggravated
financial market pressure. Given the strong support the euro enjoyed in all the
countries we analyzed, policymakers always opted for the latter. Eurozone cred-
itors thus were able to leverage their bargaining power to narrow down
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adjustment choices available to crisis countries. While left-wing governments
tended to hold out longer in adjustment negotiations, they too ultimately opted
for this strategy in efforts to avoid an overall exacerbation of crisis dynamics. In
essence, tipping points were seemingly higher for left-wing policy makers than for
their right-wing counterparts—but when the opportunity costs of bargaining for
less austerity and structural reform with creditors were made sufficiently high they
ultimately paved in adjustment negotiations.

Finally, with the exception of Ireland, whose vulnerability to internal adjust-
ment was somewhat lower than that of Spain’s and Greece’s, internal adjustment
was associated with considerable distributive conflicts that manifested in protests,
strikes, and electoral upheavals. These conflicts squared centrally on how the
costs of adjustment would be distributed across socioeconomic groups within
crisis countries. Proposals for wage and spending cuts induced strong conflicts
between, in particular, younger vs. older workers, the former of which were far
more exposed to transfer and wage cuts. Discussions surrounding tax policy
pitted firm interests against domestic labor movements and social policy groups,
as business associations tendentially preferred increases in regressive forms
of taxation, such as VAT rates, above more socially equitable ones on capital
and income. Both structural reforms, by means of labor market deregulation and
privatization schemes, were met with stark opposition especially from organized
labor groups. Overall, the positions of business associations were more likely to
translate into policy output throughout the crisis. Across all cases, adjustment
measures were largely spending- instead of revenue-based; additional tax revenue
was collected from heavy VAT increases, and both Spain and Greece saw the
undertaking of comprehensive labor market deregulation as well as privatization
measures. The relative mobility of firm assets, as well as links to ruling parties—
particularly in Ireland and partially in Spain—likely facilitated these outcomes.

In sum, our analysis shows just how difficult crisis politics are in countries
which find themselves in the “misery corner” that makes both internal and
external adjustment costly and thus forces the government into many difficult
and painful decisions. Of course, these decisions could have been less painful if the
burden of adjustment had been shared more equally among countries. Why
creditor-surplus countries were reluctant to pursue such a course of action
therefore is the focus of the next three chapters of this book.
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Appendix

Table A4.1 List of interview partners

Ireland
Interview IE1 Mr. David Begg, Ph.D.Head of Irish Trade Union Confederation,

1990–2014
Interview IE2 Mr. Kevin CallinanGeneral Secretary of Fórsa, formerly at IMPACT Trade

Union
Interview IE3 Mr. Hubert FitzpatrickDirector of the Construction Industry Federation
Interview IE4 Mr. Brian MurphyHead of Trade Services at Irish Exporters’ Association
Interview IE5 Ms. Michelle MurphyResearch and Policy Analyst at Social Justice Ireland

Spain
Interview ES1 Ms. Graciela Malgesini, Ph.D.Head of Policy Advocacy at the European

Anti-Poverty Network in Spain
Interview ES2 Mr. Juan Carlos DelrieuManaging Director of the Spanish Banking

Federation (AEB)
Interview ES3 Mr. Antonio Deusa, Vice Secretary of External Affairs at UGT-

FICA(Industry, Construction, and Agriculture)
Interview ES4 Mr. Daniel Barragán BurguiSecretary of Union Action at CCOO—

Construction and Services
Interview ES5 Mr. Manuel Vicente GómezJournalist at El Pais newspaper

Greece
Interview GR1 Mr. Giorgos KourasisSecretary General of The Hellenic Confederation of

Professionals, Craftsmen & Merchants (GSEVEE)
Interview GR2 Mr. Spyridon KapitsinasGeneral Manager at the General Panhellenic

Federation of Tourism Enterprises (GEPOET)
Interview GR3 Mr. Samaras PanagiotisUnion Representative of the Aviation Transport

Personnel at Athens Airport
Interview GR4 Mr. Nikolaos MoulinosPresident of the Higher General Pension

Confederation of Greece (AGSSE)
Interview GR5 Mr. Mihalis MitsopoulosSenior Advisor of Macroeconomics and EU

Politics at the Hellenic Federation of Enterprises (SEV)
Interview GR6 Mr. Theodoros MalliosPresident of the Greek Federation of Kiosk Renters
Interview GR7 Mr. Ioannis AthanasiadisManager of Fiscal Affairs at Papastatos (PMI

Greece)
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5
Surplus Country Vulnerability

to Rebalancing

A Comparative Analysis

Raphael Reinke, Nils Redeker, Stefanie Walter, and Ari Ray

Introduction

Sometimes, the relevance of political conflicts becomes most apparent when they
spill into other arenas.¹ When in the summer of 2012 football fans from all over
Europe gathered in Poland and the Ukraine for the European soccer champion-
ship, the international political repercussions of the crisis were difficult to ignore.
Few commentators forwent the chance to employ flowery metaphors of Holland’s
“austere” and “unforgiving” style of playing football or the fact that one needed to
“give Italy credit” for the team’s “recklessness.” From all over Europe, Irish fans
were applauded for holding up banners saying “Angela Merkel thinks we are at
work!” And when, during a symbolic face-off in the quarterfinals, German fans
welcomed Greek supporters by singing “Without Angie, you wouldn’t be here,”
the other side quickly responded, chanting “We will never pay you back.”

Besides stressing the political character of big sport events, the episodes illus-
trate an important aspect of the Eurozone crisis: Though the most severe conse-
quences of the Eurozone crisis—sharp recessions, skyrocketing unemployment
and sovereign debt problems—were centered on the deficit countries, much of the
international politics of the crisis was characterized by the position of surplus
states. This is surprising as the consequences of the crisis were much milder in
countries with sustained and substantial current account surpluses. In these
surplus countries, economic growth slowed down in 2012, but—except for the
Netherlands—remained positive. Between 2011 and 2014, unemployment
increased only slightly in such countries. In Germany, unemployment even fell
throughout this period. In 2014, it fell below 5 percent and even lower thereafter.²

¹ Raphael Reinke is currently employed by the Swiss National Bank. However, the views expressed
in this text are those of the authors and do not necessarily represent those of the Swiss National Bank.
² World Development Indicators, World Bank, available at https://datacatalog.worldbank.org/

dataset/world-development-indicators [accessed 10.23.2018].
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The funding costs for deficit and surplus states moved squarely in the opposite
directions. Debt costs rose for deficit countries, while surplus countries could raise
new funds at little or no costs (Bundesfinanzministerium 2013, 13). Judging from
the economic data about surplus countries one could have asked, “what crisis”?

This absence of direct economic problems is common for the position of
surplus countries in balance-of-payment (BOP) crises. During such episodes,
deficit countries are confronted with the direct economic repercussions of a
major debt crisis. Problems for surplus countries are much more indirect, how-
ever, and center around lack of external demand, financial market turbulence, and
value losses in foreign assets (Frieden andWalter 2017; Hünnekes et al. 2019). Yet,
as we have seen in Chapter 1, surplus countries contribute to the problems
underlying BOP crises. These countries export more than they import. In conse-
quence, they are often accused of pricing competitors out of the market while
contributing little to global demand. At the same time, they consume or invest less
than they earn. Therefore, they provide deficit states with cheap money, fueling
excessive credit taking and speculative bubbles abroad. From a global macroeco-
nomic perspective, this position is as similarly destabilizing as running large
deficits (IMF 2017a). Nonetheless, as Figure 5.1 shows, running large and persist-
ent current account surpluses is a common feature of many countries and by no
means confined to the Eurozone.

As much as surplus countries are part of the problem underlying BOP crises,
they could also be part of the solution by bearing at least some of the adjustment
costs. Against this background, international conflicts about the adjustment of
current account imbalances have shaped much of international economic history

Figure 5.1 Countries with periods of sustained current account surpluses (defined as a
surplus of more than 3 percent of GDP which is sustained for at least 3 years)
since 1980
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in the last century. Already in the interwar years of the early twentieth century,
such conflicts weighed heavily on world politics (Simmons 1997). In the 1970s
and 1980s, they produced heated disputes between the United States, Japan, and
Germany (Kinderman 2008a; Kreile 1977; Putnam 1988). Consequently, they
were a main liability for the European Monetary System (EMS) (Eichengreen
and Frieden 2001; Frieden 2015b). Most recently, they have turned into a main
justification for Donald Trump’s return to trade wars (Fetzer and Schwarz 2019).

Thus, rather than being a one-of-a-kind, sui generis event, the Eurozone crisis
stands in a long line of debt and balance-of-payment crises. Much can be learned
from putting this most recent crisis into a comparative perspective. In order to
understand the approach that countries like Germany, the Netherlands, or Austria
took in the management of the Eurozone crisis, this chapter starts our analysis of
surplus countries in Europe by examining their positions in the broader context of
surplus countries in other BOP crises.

This is especially important, as the pressure to contribute was unusually high
for surplus countries in the Eurozone. On the one hand, the common currency
bound deficit states and surplus countries together. Any policy response under-
taken by Eurozone deficit countries was going to affect the surplus countries in the
common currency area—and vice versa. One possible crisis resolution strategy for
deficit countries was to exit the Eurozone and return to national, depreciated
currencies. External adjustment is common for deficit countries in balance-of-
payment crises but only in the Eurozone it also implied external adjustment for
surplus countries. Their currency, regardless of whether they would have kept the
remaining euro or reintroduced their national currencies, would surely have
appreciated. On the other hand, surplus countries in the Eurozone faced the risk
of substantial losses in their foreign assets. This is a common problem for surplus
countries in most balance-of-payment crises. However, the deep financial inte-
gration within the Eurozone concentrated the claims of deficit countries in the
block’s surplus countries in an extraordinary way. Surplus countries’ banks held a
large amount of Greek debt (see Figure 1.2 in Chapter 1), and their balances in the
European payment system (TARGET2) had multiplied. For instance, Germany’s
balance in TARGET2 had increased from €115 billion in 2008 to €655 billion in
2012.³ A debt default by Greece, which probably would have accompanied the
euro exit would thus have inflicted high costs on surplus countries’ banks and
taxpayers.⁴ Such a break-up of the Eurozone would have caused further damage to
all member states by endangering the European Union and its hard-wrought
achievements of the past decades. By mapping the specific position of surplus

³ TARGET balance of participating National Central Banks, ECB, available at https://www.ecb.europa.
eu/stats/policy_and_exchange_rates/target_balances/html/index.en.html [accessed 10.23.2018].
⁴ The exposure to Greek debt changed during the crisis, mostly from private banks to the public

sector (see Chapter 1).
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countries in the Eurozone against the backdrop of their predecessors in other
balance-of-payment-crises we can thus uncover what makes this specific crisis so
hard to resolve.

As in other balance-of-payment crises, the principle resolution strategies for
Eurozone countries were external adjustment, internal adjustment, or financing
(see Chapter 1). External adjustment for surplus countries means letting the
currency appreciate. For members of the Eurozone, this option would have
required leaving the Eurozone or forcing the deficit countries out of it. Internal
adjustment, as suggested by the International Monetary Fund (IMF) at the time
(IMF 2014, 20, 28), includes surplus countries spending more domestically,
increasing wages, and ultimately letting prices rise. In brief, allowing higher
inflation. Finally, financing refers to supporting deficit and debtor countries
with financial support programs.

Even though internal adjustment yields several benefits, the surplus countries
agreed to a restrictive type of financing. These benefits include higher wages,
which are generally popular among workers. Another component is increased
public investment, which can stimulate growth, renovate infrastructure, and
improve education. Still, surplus countries granted the crisis-ridden deficit coun-
tries financial rescue programs. These programs included billions of euros, with
Greece receiving the largest financial assistance package in history.⁵ Conditions
for financial support were reform requirements for deficit countries which
included reductions in public expenditure, privatizations, and labor market
reforms (see Chapter 3). In surplus countries, this financial support was unpopu-
lar (see Chapter 6).

Why was this approach so contentious and why would the Eurozone surplus
countries rather pay deficit countries than adjust internally? Why has it until
today proven to be so difficult to arrive at a more balanced approach to resolving
the current account imbalances underlying the crisis in the Eurozone? In this
section of the book, we address these questions by developing vulnerability
profiles for 61 surplus countries over 272 periods of sustained current account
surpluses and by comparing them to the positions of surplus countries during the
Eurozone crisis. Especially, we compare the vulnerability profiles of Eurozone
crisis countries to the experience of countries with large surpluses outside the
Eurozone and during the EMS crisis in 1992/3. This juxtaposition reveals that
surplus countries in the Eurozone were exceptionally vulnerable to both internal
and external adjustment. It also shows why they were willing to engage in grand-
scale bailouts but at the same time pushed the burden of adjustment largely onto
deficit states. Before turning to the vulnerability profiles of surplus countries, we
turn to existing answers to this question in the literature.

⁵ European Stability Mechanism, “Greece emerges from crisis,” available at: https://www.esm.
europa.eu/assistance/greece [accessed 11.05.2018].
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Surplus Country Preferences and National Interests
in the Eurozone Crisis

A core premise of this book is that we can learn a lot about the Eurozone crisis by
putting it into a comparative perspective. Research on the politics of current
account adjustment in surplus countries in times of crisis remains relatively
scarce. This is mainly because—contrary to deficit states—countries with large
savings and exports are under no inherent pressure to adjust (Frieden 2015b).
However, a growing literature has started to analyze this question. A special focus
lies on why surplus countries tend to be so reluctant in addressing their large
export overhangs even under huge political pressure. Two approaches are espe-
cially prominent: The role of ideas and the importance of structural growth
models.

First, idea-based explanations emphasize how strongly held beliefs about the
axiomatic merits of prudent fiscal policies and limited state involvement in the
economy (Bulmer 2014; Dullien and Guérot 2012; Matthijs 2016c; Wendler 2014;
Young 2014) as well as the causes of past crises (Aizenman 2007; Chin 2010;
Haffert et al. 2019; Howarth and Rommerskirchen 2013; Mendoza 2004) influence
policymaking by providing coherent narratives for why adjustment is not the
surplus country’s responsibility or in their interest. As we will discuss in more
detail in the next two chapters, during the Eurozone crisis, surplus countries often
evoke orthodox economic ideas. These are commonly summarized under the
header of ordoliberalism. In order to address the Eurozone’s problems, deficit
states need to reform their economies to regain competitiveness. Stimulating
growth and inflation in surplus countries would only risk surplus countries’
hard-earned standing on international markets and endanger price stability.
This particular reading of the sources and cures for the crisis are often seen as a
major reason for the lack of current account adjustment in countries like Germany
or the Netherlands (Dullien and Guérot 2012; Ferrara et al. 2018; Matthijs and
Blyth 2015; Schäfer 2016). Similarly focusing on the role of ideas, research
studying the reluctance of East Asian countries to re-balance their large trade
surpluses in the 2000s has emphasized the belief that a repeat of the 1997 Asian
financial crisis and the subsequent dependence on foreign institutional lenders
must be avoided at all costs. This drove these countries to keep accumulating large
savings and trade surpluses (Aizenman 2007; Chin 2010; Dooley et al. 2004;
Mendoza 2004).

A second explanation emphasizes the importance of growth models and
focuses on the structural importance of the export sector for surplus economies.
Going back to studies on the persistence of current account surpluses in Germany
and Japan under Bretton Woods, scholars have pointed to the structural import-
ance of the export industry in many surplus countries as a major impediment for
the adjustment of current account surpluses (Kinderman 2008b; Kreile 1977).
Regarding emerging economies with current account surpluses, studies in this vein
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emphasize that persistent current account surpluses reflect export-oriented growth
strategies (Chinn et al. 2014; Dooley et al. 2009; Prasad 2011). Recent research on
the lack of adjustment among surplus countries in the developed world, however,
mainly builds on the literature on comparative capitalisms (Baccaro and Pontusson
2016; Hall and Thelen 2009). What unites these approaches is the idea that the
structural need to preserve export competitiveness in surplus countries creates a
broad coalition of policymakers, employers, and workers, all of whom are opposed
to measures that would lead to internal adjustment (Hall 2012; Höpner and Lutter
2018; Iversen and Soskice 2018; Leupold 2016).

Existing work provides valuable insights into surplus country resistance to
adjustment, but some questions remain. For one, the two dominant explanations
paint a picture of surplus countries being united in their resistance toward
macroeconomic adjustment. This is either due to the dominance of ideas and
economic narratives that frame adjustment as irresponsible and harmful or
because safeguarding the export-led growth model constitutes the national inter-
est. Yet, adjustment policies in surplus countries also generate significant domestic
distributive conflicts (Frieden and Walter 2017) analogous to the distributive
struggles that characterize balance of payments adjustment in deficit countries
(Eichengreen 1992; Simmons 1997; Walter 2013a). Decisions whether to engage
in re-balancing by boosting domestic demand (e.g. through cutting taxes or
stipulating wage growth) or to do nothing at all, will hurt some domestic actors
and benefit others. The questions whether, on aggregate, internal adjustment is
desirable, who wins and who loses from (non-)adjustment and how these distri-
butional effects influence politics are, thus, crucial for understanding the political
economy of (non-)adjustment in surplus countries.

Second, existing approaches concentrate predominantly on fiscal and monetary
policy as well as wage-setting issues. In contrast, we emphasize that macroeco-
nomic adjustment decisions are multidimensional. Surplus country resistance to
adjustment has significant consequences abroad, which puts global and regional
financial stability in question and increases the financing needs of those countries
running large current account deficits. This is especially relevant when private
capital inflows into these countries dry up. Understanding why surplus countries
opt against adjusting internally thus requires a more multidimensional under-
standing of how surplus country decision-makers evaluate these alternatives
relative to the option of adjusting domestic policies in a way that reduces the
current account surplus.

Vulnerability Profiles—Concept and Argument

To complement existing research, our argument centers on distributional consid-
erations as well as the multidimensional trade-offs inherent to episodes of crisis.
In previous chapters, we have focused on deficit countries and argued that their
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policymakers—when faced with balance-of-payment problems—weigh the poten-
tial costs associated with internal and external adjustment. We argue that similar
considerations also occur during crises in surplus countries. For the purposes of
this comparative chapter, we define surplus country episodes as those with a
current account surplus of more than 3 percent GDP in the current year and,
on average, in the last three years. In effect, we speak of surplus countries only
when the surplus is substantial and sustained, not merely accidental and
transitory.

The surplus countries in the Eurozone did not suffer from a debt crisis, but they
shared the common currency. Any resolution strategy of deficit countries creates
mirrored effects for surplus countries. Thus, surplus countries’ basic options of
responding to the crisis were to (i) adjust externally, by breaking up the Eurozone
and revaluing their currencies; (ii) adjust internally, by spending and letting wages
and prices rise relative to those in deficit countries; or (iii) try to gain time by
financing the other countries’ deficits. In our view, the policymakers in surplus
countries consider the positive and negative consequences of each of these strat-
egies for important socioeconomic and political groups as well as the national
economy as a whole, and compare their overall vulnerabilities associated with
each of the adjustment strategies. They then choose the option to which they are
least vulnerable.

We argue—as in the case of deficit countries and based onWalter (2008, 2013a,
2016)—that this choice is ultimately between the potential costs of internal
adjustment relative to the potential costs associated with external adjustment.
The combination of these costs is reflected in a country’s “vulnerability profile”
(Figure 5.2). The horizontal axis in Figure 5.2 represents the vulnerability to
external adjustment; that is, the costs that would result from exiting or breaking
up the Eurozone with an implicit appreciation of the surplus countries’
currencies—be it a “Northern” Euro or reintroduced national currencies. The
vertical axis denotes the vulnerability associated with internal adjustment. For
surplus countries, internal adjustment means increasing public spending, stimu-
lating wage increases, and/or letting domestic prices rise. A country’s vulnerability
profile results from its location in this cost matrix.

Surplus countries have a different strategy to respond to the crisis: Provide
deficit countries with financing. However, this strategy has the crucial drawback of
leaving the structural problems underlying the surpluses and deficits unresolved
or even worsen them, only for them to reoccur later. Accordingly, policymakers
following this strategy run the risk of (i) losing the provided funds as repayment is
uncertain and (ii) eventually having to resolve an even larger imbalance (Frankel
and Wei 2004; Walter and Willett 2012). For this reason, financing is often viewed
as a temporary measure to alleviate the actual adjustment—internal or external. In
the specific case of the Eurozone crisis, some policymakers and experts advocated
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permanent financing mechanisms, such as European unemployment insurance
(e.g., Dullien 2014). We expect financing as the preferred solution when vulner-
abilities to the other adjustment strategies are high.

There are four ideal-type vulnerability profiles. We argue that a country’s
vulnerability profile shapes its crisis response. The profiles result from the com-
bination of high and low vulnerabilities to internal adjustment (top or bottom half
in Figure 5.2) and high or low vulnerabilities to external adjustment (left or right
half in). On the downward diagonal (profiles I and III) are the cases of countries
being vulnerable to only one type of adjustment. In these cases, the cost–benefit
analysis is straightforward and we expect countries to choose the resolution
strategy to which they are not vulnerable, for example, external adjustment with
profile I. On the upward diagonal (profiles II and IV), we find the countries whose
vulnerabilities to both types of adjustment are similar. Profile IV is in the lucky
position to either form of adjustment. We expect a relatively quick resolution that
is not very contentious. Countries with profile II are much less fortunate. They
find themselves in the “misery corner” of having high vulnerabilities to either
strategy. Given the high vulnerability to any of the resolution strategies, we expect
a highly contentious process and a strong push toward delaying adjustment—even
if it means providing funding for other countries. In short, we argue that the
position of a country in the matrix of vulnerabilities will determine its crisis
response and how controversial the response will be.
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Weighing Bad Options: Vulnerabilities to External
and Internal Adjustment

In general, contributing to crisis resolution for surplus countries requires adjust-
ment in the opposite direction as compared to deficit countries. In deficit coun-
tries, external adjustment means lowering the value of the currency. In surplus
countries, external adjustment means letting the currency appreciate.

As in the case of deficit countries, external adjustment has positive and negative
consequences. A positive consequence of appreciation is that the purchasing
power of domestic households increases. Real incomes rise because the appreci-
ation of domestic goods makes foreign goods and services cheaper. The flipside of
this effect is the lower competitiveness of the exporting sector. The appreciation of
the currency renders domestically produced goods and services more expensive
abroad. This downside is especially important for countries with large exporting
sectors. Similar to the exchange-rate effect for deficit countries, it is likely to be
shaped by additional factors, such as the level of the exchange-rate pass-through
on product prices (Frieden 2002; Kinderman 2008) and producers’ reliance on
imported goods (Helleiner 2005). Another drawback of external adjustment
concerns the country’s balance sheet, particularly regarding assets and debt in
foreign currencies. The appreciation of the currency lowers the domestic value of
foreign-denominated assets. External adjustment thus implies losses for invest-
ments and savings in other currencies. At the same time, the domestic value of
foreign-denominated debt decreases. This effect on debt, however, is likely to be
less important for surplus countries. Continuous current account surpluses—by
way of the corresponding capital flow abroad—amass foreign assets and lead the
country to become a net creditor. Accordingly, the negative balance sheet effect
from foreign assets should be larger than from foreign debt. Indeed, an actual
rebalancing—or adjustment—between deficit/debtor and surplus/creditor coun-
tries implies losses for the latter.

Surplus countries share an impediment of external adjustment with deficit
countries. The cost of adjusting the currency tends to be higher if countries adhere
to a fixed exchange-rate regime as compared to a floating exchange-rate regime.
Giving up a fixed exchange-rate regime creates volatility and uncertainty that are
costly both economically and politically (Barro and Gordon, 1983; McKinnon and
Pill, 1999; Willett, 2007). Particularly, these costs occur for members of a common
currency union. For countries in a currency union, adjusting the exchange rate
requires them to give up the common currency. Such a radical step involves
significant costs. The necessary infrastructure, like minting coins, printing bills,
and creating a national electronic payment system, needs to be established. It
would also require rewriting financial contracts to refer to the new currency. The
uncertainty caused by these fundamental changes would itself be costly.
Accordingly, the costs of exiting a currency union, like the Eurozone, go beyond
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those from merely adjusting the value of the currency. Nevertheless, there are
multiple instances in history that witnessed the breakup of currency unions
(Cohen, 1993; Rose, 2007). In sum, costs from external adjustment are likely to
be higher for countries with (i) a larger export sector, (ii) more net foreign assets,
especially foreign-currency denominated assets, and (iii) a fixed exchange-rate
regime, particularly when the country is part of a monetary union.

Another crisis resolution strategy is to adjust internally. Internal adjustment
aims at lowering the current account surplus by adjusting relative prices and
boosting domestic demand. It can be achieved by raising prices and wages,
loosening monetary policy, increasing public spending or cutting taxes.
Particularly in a recession, such expansionary policies can be beneficial to house-
holds and the overall economy. Policymakers following Keynesian thought have
implemented them in their own right, irrespective of trying to adjust current
account imbalances of a surplus country (Armingeon and Cranmer 2017; Raess
and Pontusson 2015). There are, however, factors that impede internal adjustment
and influence benefits and costs.

The effectiveness of domestic fiscal stimulus varies with trade openness. As the
stimulating effect of increased public spending, or reduced taxes, “leaks” through
imports to the trading partners, fiscal stimuli are more effective for the economy
in larger countries and in those with lower levels of imports (Batini et al. 2014).
Accordingly, policymakers should be more reluctant to use public funds to
stimulate domestic demand when the propensity to import is high. Internal
adjustment by increasing public spending, or by collecting less tax revenue,
requires the government to run higher budget deficits and incur more public
debt. This expansionary fiscal policy is easily possible at a low debt burden and
with low budget deficits, but it is problematic when they are high. An already high
budget deficit means less leeway for additional spending. Additionally, funding
costs for the government tend to increase with increasing levels public debt. The
costs of internal adjustment for surplus countries thus increase with larger public
deficits and higher levels of public debt. Taken together, it is less beneficial, or
costlier, for surplus countries to adjust internally when the effectiveness of fiscal
stimuli is low and when the fiscal space of governments in terms of debt and
deficit is constrained.

Research Design

This chapter focuses on analyzing Eurozone surplus countries comparatively.
To this end, we develop a quantitative measure of countries’ vulnerability profiles.
With these profiles, we can compare surplus countries in the Eurozone crisis
to those in other crises. These profiles consist of countries’ vulnerabilities to
internal and external adjustment, for which we construct indices. We then analyze
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and compare the vulnerability profiles of Eurozone countries to those outside
the Eurozone as well as to countries in the 1992 European Monetary System
(EMS) crisis.

Sample Selection: Identifying Surplus Countries
during Balance-of-Payments Crises

To establish a comparative perspective for Eurozone deficit countries, we chose
other countries in balance-of-payment crises. Finding appropriate comparisons
for Eurozone surplus countries is more complicated. The reason for this difficulty
is that the BOP crises rarely have clear surplus counterparts. While there are
always corresponding international surpluses to a country’s deficit in the current
accounts, these surpluses are usually broadly distributed. Furthermore, countries
with surplus are usually not tied to the deficit countries by a common currency
union. For instance, in the run up to the Asian financial crisis, there were
countries with surpluses as well. However, these countries were not directly
affected by the imbalance or obligated to remedy it. As the current account surplus
is often shared among many countries and because none of them may have a
particularly strong economic or institutional connection to the deficit country,
there is little connection to the deficit country. Only in some cases is a connection
evident. Examples include the United States and Mexico in its 1982 debt crisis. As
a result, there is no broad sample of episodes that we can use as comparisons to the
Eurozone surplus countries.

For our analysis, we select countries with sustained and substantial current
account surpluses from a broad universe of cases. This broad universe consists of
122 developed and emerging economies since 1995. As mentioned above, we
chose a current account threshold of 3 percent GDP, in the current year and on
average in the latest three years. We exclude the oil-exporting countries whose
surpluses lie outside the adjustment logic and may unduly affect the results.⁶ Due
to data availability, we also exclude microstates from our sample, as well as least-
developed countries (LDCs) and Cuba, Libya, Iraq, and North Korea. The better
data availability for OECD countries allows us to include them since 1990—rather
than 1995. These selection criteria identify—by definition—current account sur-
plus countries. More broadly, they capture the countries that are generally
exposed to capital inflows and experience upward pressure on their exchange
rate. This identification is agnostic about the adjustment strategy. The countries
are selected irrespective of whether they choose to adjust internally, externally, or

⁶ In fact, conducting the principal component analysis (PCA) on the sample including oil-exporting
countries gives no material changes to the presented results.
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delay adjustment. Following this methodology, we identify 61 countries which
together experienced 272 episodes of sustained surpluses. While for some coun-
tries like, for example, Belgium or Argentina, we only observe one episode of
sustained surpluses since 1990, other countries like, for example, Switzerland or
Norway, have run large surpluses for almost the entire episode that we study.

A potential alternative to identify relevant cases would be to use the inverse of
the exchange-rate market pressure, that is, picking country episodes with large
inflows of capital. In practice, the inverse exchange market pressure (EMP) does
not identify surplus countries, but countries with sharp surges in reserves or
exchange rates. Such movements can also occur in deficit countries immediately
after a crisis incident. Typically, inflows to the largest surplus countries, like
Germany or China, occur slowly over time. This process does not create spikes
in the EMP index. Accordingly, the EMP index would not allow identifying
surplus episodes in a consistent manner.

Operationalization: Vulnerability Profiles

In a setting like the Eurozone crisis, the resolution strategy of a surplus country
depends—as we argue it does for deficit countries—on the trade-off associated
with adjusting internally or externally. We conceptualize this trade-off as vulner-
ability profiles. The profiles consist of two dimensions, expressing the potential
costs of internal and external adjustment. For these two dimensions, we chose
indicators that we find applicable to a broad set of countries and are most relevant
for the aggregate vulnerabilities. Of course, such aggregate profiles cannot capture
the whole gamut of vulnerabilities, especially not the entire domestic constellation
of interests. In the following chapters, we delve more deeply into these issues. We
use these two dimensions to illustrate the profiles on a simple Cartesian plane (as
presented in Figure 5.2).

The potential costs of external adjustment are larger for a surplus country, the
more it relies on exports, and the lower its rate of inflation. The costs also increase
with a higher level of net foreign assets, especially foreign-currency-denominated
assets, and an increased rigidity of the exchange-rate regime. We measure these
dimensions of external adjustment costs as follows (the exact data sources and
definitions are shown in Table 5.1):

• Competitiveness. Because currency appreciation lowers the competitiveness
of domestically produced exports and import-competing products, the cost
of external adjustment is likely to be higher in countries with a large trad-
ables sector and lower in countries with a large nontradables sector (cf.
Frieden 1991b, 2014 for deficit countries). To capture this dimension, we
use the size of exports, measured as share of GDP.
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• Balance sheet effects. The cost of external adjustment increases with a
country’s net value of foreign assets. More assets abroad imply higher losses
when the domestic currency appreciates, and foreign currencies—relative to
the domestic currency—lose in value. To measure net foreign assets, we use
the sum of foreign assets held by monetary authorities and deposit money
banks, less their foreign liabilities (relative to GDP).

Table 5.1 Indicator operationalization for surplus countries

Cost Variable Operationalization and Sources

External adjustment
Competitiveness Exports The value of a country’s goods and services

provided to the rest of the world in percent of
GDP. Source: World Development Indicators,
World Bank.

Inflation Consumer
price changes

The annual percentage change of the consumer
price index, logarithmically transformed
according to the formula
x’ ¼ log ðx þ ð ffiffiffi

x
p Þ2 þ 1Þ, which attenuates

outlines and allows negative values.

Balance sheeteffects Net foreign
assets

The sum of foreign assets held by monetary
authorities and deposit money banks, less their
foreign liabilities, in percent of GDP. Source:
World Development Indicators, World Bank.

Leaving a fixed
exchange-rate
regime

Exchange-
rate regime

Coarse classification of exchange rate regimes
(1–4; coded 1 for currency unions (no separate
legal tender), currency boards, pre-announced
pegs or bands that are at most +/� 2 percent).
Source: Ilzetzki, Reinhart, and Rogoff (2017).

Internal adjustment
Fiscal conditions Government

deficit
Cash deficit (or surplus) is revenue (including
grants) minus expense, minus net acquisition of
nonfinancial assets, in percent of GDP. Source:
World Bank: World Development Indicators.

Government
debt

Government debt in percent of GDP. Source:
World Bank and IMF Historical Debt Database.

Domestic
savings

Gross domestic savings as GDP less final
consumption expenditure (total consumption),
in percent of GDP. Source: World Development
Indicators, World Bank.

Effectiveness of fiscal
spending

Imports Imports of goods and services, in percent of
GDP. Source: World Development Indicators,
World Bank.

Size of the
economy

GDP in constant 2010 US dollars. Source: World
Development Indicators, World Bank.

Organized interests Union
density

Union density rate, net union membership as a
proportion of wage and salary earners in
employment. Sources: ILO, OECD, ICTWSS
Database.
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• Inflation. Letting the currency appreciate creates deflationary pressures due
to cheaper imports. This downward shift of prices may be particularly costly
when inflation is already low. We measure inflation as the annual change of
the consumer price index.

• Leaving a fixed exchange-rate regime. The costs of external adjustment are
particularly high in countries with a fixed exchange-rate regime. Market
actors do not expect a devaluation of the currency and a devaluation badly
damages a government’s credibility (Blomberg et al. 2005; Sattler and Walter
2010; Stein and Streb 2004; Willett 2007). We use Ilzetzki, Reinhart, and
Rogoff ’s (2017) coarse classification of de facto exchange-rate regimes. The
category of fixed exchange-rate regimes covers countries with no separate
legal tender, currency boards, pre-announced pegs, or bands that allow
fluctuations of at most +/� 2 percent.⁷ Note that this operationalization
represents a conservative approach to coding currency unions. Currency
unions, such as the Eurozone crisis, are coded in the same way as pegged
exchange-rate systems (for all countries except the one with the anchor
currency), such as the EMS. We choose this conservative coding to avoid
assigning Eurozone members a high vulnerability to external adjustment by
construction. Our index is thus likely to underestimate the external vulner-
ability of the Eurozone countries, because we would like to examine to what
extent other factors than simply the cost of exiting the Euro may have
influenced a Eurozone member’s decision calculus.

The costs for surplus countries to adjust internally are especially large when poor
public finances—both debt and deficit—allow little leeway to reflate the economy,
when the effect of fiscal spending leaks due to a small economy and a high level of
imports, or when unions as organized interest in favor of reflation are weak. As
indicators for these sources of costs, we use (i) the level of government debt, (ii)
the government deficit, (iii) domestic savings, (iv) the size of the economy, (v)
imports, and (vi) union density.

• Fiscal conditions. Reflating the economy with more public demand requires
the government to increase its deficit and debt. This expansionary fiscal
policy is easily possible at low levels of public debt and deficit, but it is
problematic at high levels. Thus, the costs of internal adjustment for surplus
countries are higher when the public deficit and public debt are larger. We
include these two measures as the level of overall government debt relative to
the size of the economy (i.e., in percent of GDP) and the annual government
deficit in percent of GDP. Similarly, high domestic savings facilitate policies

⁷ For “freely falling” exchange rates (category 14 in the fine classification), we use the coding of the
last preceding categorization in order to assess the effect of the country’s original exchange-rate regime.
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that aim at increasing spending household level, through policy incentives
like the cash-for-clunkers program, for example. We measure this household
financial cushion as the level of domestic savings in percent of GDP.

• Effectiveness of fiscal spending. Increasing fiscal spending contributes to
adjustment by increasing aggregate demand and thereby not only directly
lowering net exports but also by raising relative prices. It is less costly
politically if the fiscal multiplier is high and the stimulus results in faster
growth and greater income. A fiscal stimulus tends to be more effective for
larger economies and for countries with lower levels of imports (Batini et al.
2014). We account for these effects by including the size of the economy (as
the log of GDP) and imports (as share of GDP).

• Organized interests. The key beneficiaries of fiscal stimuli are workers and
employees as they benefit from the positive effect on employment and wages.
Thus, increasing fiscal spending should be politically easier where unions are
strong to provide their support despite its downsides, like its higher levels of
debt or taxation, and against opposition from other interest groups. We
measure this positive effect on internal adjustment with union density.

Creating the Cost Indexes Using PCA

As in Chapter 2, we calculate an index for external and internal vulnerability by
conducting a principal component analysis (PCA) on a set of variables measuring
the different sources of adjustment costs (Walter 2016). For instance, we use the
net value of foreign assets to reflect the extent to which an appreciation of the
currency would result in balance-sheet losses. More assets abroad result in higher
losses when the domestic currency appreciates, and foreign currencies—relative to
the domestic currency—lose in value. In the next sections, we go into more detail
about how we arrive at the vulnerability profiles.

Table 5.2 presents the PCA results for potential costs of both external and
internal adjustment. The estimated PCA weights (or loadings) for these variables

Table 5.2 PCA results for surplus countries

External Adjustment Loadings Internal Adjustment Loadings

Exchange rate regime �0.39 Government debt 0.34
Net foreign assets 0.59 Government deficit 0.67
Exports 0.62 Domestic savings �0.63
Inflation �0.33 Size of the economy �0.03

Imports 0.17
Union density �0.10

Proportion explained 0.46 0.63
N 272 272
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are consistent with their theorized contributions to adjustment costs. A more
flexible exchange-rate regime reduces external adjustment costs for surplus coun-
tries, while more net foreign assets and a higher reliance on exports increases
them. Higher inflation reduces the costs of external adjustment. Internal adjust-
ment costs increase with higher government debt and deficit as well as with lower
levels of domestic savings. Costs are also higher for smaller countries and for
countries with more imports. A higher union density—as a measure for organized
interests in favor of internal adjustment—decreases the political costs of internal
adjustment. The first components explain about half of the sample variation (46
percent and 63 percent). The loadings are substantially important for most
variables.

We use these indexes to locate the surplus country episodes in the two-
dimensional space of adjustment vulnerabilities shown in Figures 5.3, 5.4,
and 5.5. In Figure 5.3 we first present the vulnerability profiles of Eurozone
surplus countries as well as of the entire sample of surplus episodes. Next, we
use the vulnerability profiles to compare the European surplus countries inside
with those outside the Eurozone. Finally, we move back in time to contrast the
crisis in the Eurozone with the one in the European Monetary System in 1992/3.

In these figures, the quadrants represent the different types of vulnerability
profiles: Countries in the upper left-hand corner (quadrant I) are more vulnerable
to internal than external adjustment. In the lower right-hand corner (quadrant
III), countries face the reverse profile. They are more vulnerable to external than to
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Figure 5.3 Vulnerability profiles of the Eurozone surplus countries compared to other
episodes with sustained current account surpluses
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Figure 5.4 Vulnerability profiles of the European surplus countries at the outset of the
Eurozone crisis
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Figure 5.5 Vulnerability profiles in the 1992 EMS and the Eurozone crises
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internal adjustment. Countries in the lower left-hand corner are less vulnerable
than average to both internal and external adjustment. The final, upper right-hand
corner represents the profiles with higher-than-average levels of vulnerabilities to
both internal and external adjustment—hence the “misery corner.”

Vulnerability Profiles of Surplus Countries
in the Eurozone Crisis

The Eurozone surplus countries found themselves in a difficult position when the
Eurozone crisis erupted in deficit countries. In fact, comparing them to other
surplus countries in crises situation illustrates the particular difficulty. Figure 5.3
shows that the Eurozone surplus countries found themselves in a similar situation
as the deficit countries. For them, both internal and external adjustment was
difficult. This result helps explain the resistance of surplus countries to resolve the
crisis and to accommodate the adjustment burden of deficit countries. First, we
provide a short overview of their responses to the crisis. In a second step, we show
how their vulnerability profiles help in explaining those responses.

How did the surplus countries respond to the crisis? None of the surplus
countries actively pursued an external adjustment strategy, for instance by trying
to leave the Eurozone and thereby obtaining a stronger, appreciated currency. The
closest these countries came to this strategy was the German finance minister
suggesting that Greece should exit the euro (Wagstyl 2015; see also Chapter 7).
However, this suggestion never came to fruition. An external adjustment with a
more direct impact on the surplus countries, such as them exiting, was never
seriously on the table. The expansionary monetary policy of the ECB during the
crisis further supported exports by depreciating the euro against other currencies,
rather than help eliminate the imbalances.

Overall, the surplus countries pursued tight fiscal policies. Germany stuck to its
goal of achieving a “schwarze Null” (“black zero,” meaning a balanced govern-
ment budget). Even as Germany gained additional fiscal space from increasingly
lower interest rates, it preferred to pay back debt rather than to spend and invest.
Finland and the Netherlands also tightened their purses. Only Austria slightly
loosened fiscal policy. However, Austria lowered taxes to counter a weak economy
rather than to reverse the current account balance (OECD 2015b, 16). The picture
for wages is similar. In surplus countries, relative wages changed only slightly.
Particularly, German relative labor unit costs, which had been decreasing over the
past decade and had contributed to the country’s large current account surplus,
remained at low levels (OECD 2016a).

Instead of pursuing either adjustment strategy, the Eurozone surplus countries
resisted a fast crisis resolution. Their crisis strategy was to delay their adjustment
and complement it with emergency financing of deficit countries. These countries,
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together with the European Commission and the IMF (the so-called Troika), set
strict conditions for reforms that put high costs onto deficit countries. The Troika
stipulations required from these countries for instance, to increase taxes and cut
spending, which, in the short term, contributed to a harsh recession and higher
unemployment (Sapir et al. 2014).

What do the vulnerability profiles reveal about the Eurozone surplus countries
and their reluctance to engage in crisis resolution? Compared to other countries
with sustained surpluses, Eurozone surplus countries (shown in black) were—
except for Finland—in the “misery corner.” At the beginning of the crisis in 2010,
Austria, Germany, and the Netherlands had high levels of vulnerabilities to
internal and external adjustment. The situation in these countries was that any
adjustment entailed economic costs and was therefore politically unappealing. On
the one hand, exiting the Eurozone and letting the currency appreciate would have
created uncertainty, hurt the important export sectors and created losses for assets
abroad. On the other hand, adjusting internally through increased demand was
difficult right after banking crisis of 2008/9. Their fiscal space was curtailed by a
first round of fiscal stimuli to counter the recession and bailout banks. In addition,
their large reliance on trade meant that the effect of further increased spending
would be considerably weakened. Politically, the diminished clout of unions
contributed to prohibit a consensus on measures of boosting internal demand.
Overall, this analysis highlights the particularly difficult situation for surplus
countries. They faced high vulnerabilities to any type of adjustment.

As we have seen in Chapter 2, the deficit countries were in the misery corner as
well. They too were highly vulnerable to either adjustment strategy. Therefore,
there was no quick crisis resolution through decisive responses in deficit countries.
Internal and external adjustment posed high costs to both deficit and surplus
countries.

This “miserable” vulnerability profile—especially in combination with the same
profile in deficit countries—matches the protracted process of resolving the crisis
and the surplus countries’ preference to resort to bailouts. Instead of opting for
either internal or external adjustment, they preferred to delay crisis resolution and
grant emergency funding to deficit countries. By attaching strict conditions to
these funds, they placed the adjustment burden on the deficit countries (see
Chapters 4 and 7). In effect, the surplus countries shifted the costs of the crisis
resolution to the deficit countries. This distribution of costs indicates that, even
with such high interdependence, the bargaining power still rests with surplus
countries. They would suffer from a break-up, but they did not face the same hard
limits that markets had created for deficit countries.

Figure 5.3 depicts somewhat lower internal adjustment costs for Finland, where
we consequently expect internal adjustment. This depiction is in line with two
aspects of the Finnish crisis experience. First, Finland saw an internal adjustment
in its current account balance due to a loss in competitiveness—even though it
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mostly stemmed from a loss in productivity and from structural changes in the
Finnish economy (OECD 2016b). Second and more importantly, Finland was one
of most vociferous critics of the bailouts. This criticism may be explained by its
preference for internal adjustment. While the other surplus countries found
emergency funding a relatively attractive way out of the misery corner, Finland
preferred internal adjustment as a collective crisis resolution. Still, the relatively
small difference in the vulnerability profiles should not be over-interpreted. In
Chapters 6 and 7, we delve deeper into the different country positions.

Vulnerability Profiles of Non-Eurozone Surplus Countries
during the Eurozone Crisis

What would the European surplus countries have done without membership in
the common currency? For Germany and the Eurozone countries, this question
remains hypothetical. However, it is interesting to compare them to the EU
surplus countries outside the Eurozone. To this end, in Figure 5.4, we show the
vulnerability profiles of Denmark, Norway, Sweden and Switzerland in addition to
those of the Eurozone surplus countries. They, too, are surplus countries. Since the
late 1990s, these three countries have run consistent current account surpluses.
Again, we first turn to the crisis response and then to the vulnerability profiles.

Norway and Sweden, two surplus countries with flexible exchange rates,
responded to the crisis by adjusting externally. They let their currencies appreciate.
Norway, with its fortunate vulnerability profile, accompanied the external adjust-
ment with some reflationary measures. Yet, adjusting externally was not the only
option. Denmark went along with the Eurozone countries and kept its krone pegged
to the euro. Switzerland, which had adopted a flexible exchange rate regime and saw
its currency increasingly appreciate, introduced an exchange-rate floor and effect-
ively fixed its currency at 1.20 CHF/EUR in 2011. The Swiss central bank aban-
doned the floor only in January 2015, when the European Central Bank was
expected to launch a further round of loosening its monetary policy and when the
rising value of the dollar cushioned the franc’s appreciation against the euro.

In the vulnerability profiles graph of Figure 5.4, Denmark, Sweden, and
Switzerland are in the lower right corner, with relatively low vulnerabilities to
internal adjustment, but a relatively high vulnerability to external adjustment.
Among these three, Switzerland has the highest vulnerability to internal adjustment
and Sweden the lowest (close to the lower left corner). Norway had low vulnerabil-
ities to both types of adjustment. These profiles match well with their crisis strategies.

Evidently, being outside the Eurozone gave these countries the flexibility to
pursue their individual strategies that corresponded best to their trade-offs. Of
course, they had lower costs to external adjustment: Exiting the Eurozone and re-
introducing their national currency was not a pre-requisite to letting the value of
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their currency adjust. But more generally, the interdependencies they faced were
smaller and allowed differing strategies. While some countries kept the value of
their currencies pegged to the euro as well, others let them appreciate.

Vulnerability Profiles of Surplus Countries
in the 1992/3 EMS Crisis

As in the case of deficit countries, the crisis in the European Monetary System
(EMS) in 1992 and 1993 provide another insightful comparison. At the time, the
members of the European Communities (EC) did not form a monetary union, but
they the maintained a system of fixed exchange rates as part of the EMS, the so-
called Exchange Rate Mechanism (ERM). Generally, they had to keep their
currency within a band of +/� 2.5 percent around a weighted basket of the
participating currencies. Several additional countries chose to peg their currencies
to the system’s anchor currency, the Deutschmark.

The crisis started after Danish voters rejected the Maastricht Treaty in June of
1992. This happened against the background of Germany tightening its monetary
policy in response to increasing wages and prices in the aftermath of its reunifi-
cation. Several countries that maintained fixed exchange rates came under pres-
sure. In the fall of 1992, Italy and the United Kingdom withdrew from the ERM
and devalued their currencies. Further speculative attacks followed until the
participating countries extended the ERM fluctuation band to +/� 15 percent.

How did the countries respond to the EMS crisis? Germany focused on its
domestic price stability and tightened monetary policy in the wake of its
reunification—which worsened the pressure on the other countries. Thereby it
effectively gave up the integrity of the EMS and let the Deutschmark appreciate.
Denmark and the Netherlands both stuck to the fixed exchange rate vis-à-vis the
Deutschmark, which meant an appreciation of their effective exchange rates of
about 5 percent (OECD 1993b, 38). The two countries followed German monetary
policy by trying to maintain moderate wage growth and exercise fiscal restraint
(OECD 1993a, 90ff., 1993b). Essentially, the two countries fended off any internal
adjustment and accepted external adjustment by letting their currencies appreci-
ate relative to the ones of their trading partners.

Figure 5.5 plots countries with current account surpluses in the EMS crisis (in
black) alongside the surplus countries in the Eurozone. The vulnerability profiles
lie in those two quadrants where we cannot make strong predictions about the
choice of adjustment strategies. Nevertheless, they are insightful when considering
the difference to the Eurozone crisis.

The countries in the early 1990s generally faced lower vulnerabilities to both
internal, but especially to external, adjustment. The difference in vulnerability
profiles between the EMS and the euro crisis was largest in Germany. In 1992/3, its
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vulnerability to external adjustment was much lower than later on during the euro
crisis. In 2010, Germany was more integrated in the European and global econ-
omy, with more net foreign assets and a much higher export volume. Of course,
membership of the monetary union—in comparison to a system of fixed exchange
rates—had also increased the costs of external adjustments. The lower vulnerabil-
ity to external adjustment is consistent with the German strategy to implement
external adjustment. They used the adjustment that came from realigning the
exchange rate between deficit and surplus countries.

Another difference between the EMS and the Eurozone crisis is the vulnerabil-
ity of deficit countries. The vulnerabilities to external adjustment for deficit
countries were lower during the EMS than during the Eurozone crisis.
Accordingly, there was less impetus to resort to financing. It was easier for both
surplus and deficit countries to achieve a resolution through rebalancing exchange
rates.

Conclusion

In comparison to deficit countries, surplus countries suffered much less economic
upheaval during the crisis: Growth, unemployment, and governments’ cost of
capital developed positively. But even for surplus countries, the crisis implied
costs. Most directly, they had to fund the bailouts for the deficit countries.
Achieving this response was a drawn-out political struggle. The vulnerability
profiles on the macro-level help explain this outcome. Internal and external
adjustment were politically costly. The Eurozone surplus countries had no easy
way out. At the same time, they shifted much of the adjustment burden onto
deficit countries.

Putting surplus countries in the Eurozone crisis in a comparative perspective
thus gives some first indication as to why the crisis was so hard to resolve. The
broader comparison among surplus countries of balance-of-payment crises shows
that the Eurozone posed a particularly complicated challenge for both deficit and
surplus countries. Outside—and before—the Eurozone crisis resolution was less
difficult.

However, the macro-level vulnerability profiles are necessarily broad and
cannot capture the various constellations of domestic interests. Moreover, by
conceptualizing aggregated vulnerabilities at the country-level, we cannot account
for the fact that different societal groups would be affected very differently by the
various options for internal and external adjustment. In the following two chap-
ters, we closely examine these constellations in surplus countries. We show that
internal adjustment—even if macroeconomic benefits may be clear—also depends
on a consensus about how to translate it into a concrete set of policies.
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6
Distributive Conflict and Interest Group

Preferences in Surplus Countries

One of the most puzzling aspects of the Eurozone crisis has been the limited
amount of burden sharing amongst the members of the monetary union
(Blanchard et al. 2017; Frieden andWalter 2017). Rather than write-off substantial
parts of the accumulated debt, boost domestic demand to revive economic growth
in the Eurozone, and rebalance their export overhangs, surplus countries were
content to see the crisis-ridden deficit countries shoulder the brunt of the pain of
crisis resolution. Most strikingly, surplus countries have been reluctant to rebal-
ance their current accounts. In theory, such rebalancing could be achieved in two
ways. In practice, surplus countries never seriously entertained the first option,
external adjustment, which would have involved a breakup of the Eurozone and,
subsequently, an appreciation of their nominal exchange rates. However, surplus
countries were also reluctant to engage in internal adjustment as a second
option—that is, a boost in domestic demand, for example through more public
investment or wage increases—which leads to more domestic consumption, more
imports, and, as a result, a reduction of the export overhang. Instead, they opted
for a restrictive type of financing: They provided deficit countries with bailouts.¹
What explains this resistance to rebalancing in surplus states?

Research on the sources of this reluctance has only recently begun to emerge.
Some authors have argued that surplus countries have been led by ordoliberal
ideas: The belief that the Eurozone’s problems could be resolved if deficit states
reformed their economies to regain competitiveness, whereas a stimulation of
growth and inflation in surplus countries would only risk surplus countries’ hard-
earned standing in international markets and endanger price stability
(Brunnermeier et al. 2016; Dullien and Guérot 2012; Matthijs and McNamara
2015; Schäfer 2016; Young 2014). Some even argue that these ideas were so strong
that they trumped surplus states’ material interests in a more cooperative
approach to euro-crisis management (Matthijs 2016a). A second strand of
research contests this notion and argues that surplus countries refused to share

¹ These bailouts mostly took the form of loans, which have to be repaid fully to the creditor
countries. There are some debates as to whether the favorable conditions on these loans, including
long maturities and low interest rates, amount to indirect transfers to deficit countries (for a discussion
see Gourchinas et al. 2018), but in any case, these potential transfers remained rather limited.
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the adjustment burden precisely because it benefitted the economic interests of
core economic sectors in these countries, such as the financial and the export
industries (Hall 2012; Leupold 2016; Steinberg and Vermeiren 2015). This struc-
tural perspective is rooted in the literature on the varieties of capitalism, especially
research on different growth models (Baccaro and Pontusson 2016; Hall and
Soskice 2001). It argues that the need to preserve export competitiveness in
surplus countries creates a large coalition of policymakers, employers, and work-
ers, all of whom are opposed to measures that would lead to internal adjustment,
expanded domestic demand, higher inflation, and increased domestic wages (Hall
2012, 2014; Höpner and Lutter 2014; Leupold 2016; Mahnkopf 2012; Thompson
2015). This research suggests that in the international negotiations about the
terms of the bailouts, adjustment programs, and economic policy reforms, surplus
country governments acted in line with the dominant concerns of their domestic
economies (Schimmelfennig 2015; Streeck and Elsässer 2016; Thompson 2015).

Both approaches have greatly advanced our understanding of the politics of the
Eurozone crisis. Yet they also have some blind spots. For one, existing explan-
ations suggest that domestic actors in surplus countries tend to be rather homo-
genous in their pursuit of certain crisis policies, either because of the dominance of
economic ideas or because safeguarding the export-led growth model constitutes
the national interest. Yet, analogous to the distributive struggles in deficit coun-
tries (Eichengreen 1992; Simmons 1997; Walter 2013a), adjustment politics in
surplus countries generate diverging interests. By focusing on a homogenous
national interest or economic ideology, existing approaches cannot account for
divergent societal preferences and their influence on policymaking. Second, both
structural and ideational approaches have not investigated the empirical frame-
work conditions of their theory. While scholars stressing the role of ordoliberal
ideas have provided compelling arguments for the relevance of economic ortho-
doxy for surplus-country policymaking, there is little work on the questions under
what circumstances these ideas were particularly influential. Similarly, structural
approaches rest on a number of micro-level assumptions about interest group
preferences, which authors in this research tradition have themselves identified as
being treated as a “black box” (Baccaro and Pontusson 2016, 200–1). Third,
existing approaches concentrate on singular aspects of crisis management such
as bailout conditions or wage-setting issues. Macroeconomic adjustment decisions
are, however, multidimensional. Resistance to internal adjustment, for example,
has significant consequences abroad. It risks global and regional financial stability
and increases the financing needs of deficits states, especially when private capital
inflows into these countries dry up. Understanding why surplus countries opt
against adjusting internally thus also requires understanding how surplus country
decision-makers evaluate these alternatives relative to the option of adjusting
domestic policies in a way that reduces the current account surplus. Finally, and
perhaps most importantly, we still know relatively little about how ideational and
structural forces interact in shaping crisis politics and policies.

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 25/9/2020, SPi

  173



Our analysis in this chapter and Chapter 7 seeks to address these issues by
conducting a systematic empirical analysis of the preferences of interest groups
and voters and the way in which they interacted with the ideas of policymakers in
shaping crisis outcomes. It thus complements existing approaches and sheds more
light on the mechanisms and interactions between the different actors who shaped
policymaking in surplus countries during the Eurozone crisis.

We start our investigation of domestic crisis politics in surplus countries by
studying the preferences of important economic interest groups in this chapter.
The structural approach suggests that economic interest groups played a key role
in the domestic politics of the Eurozone crisis. In most surplus countries in the
Eurozone, economic interest groups are traditionally deeply involved in economic
policymaking. Countries such as Germany, Austria, Finland, and the Netherlands
are often characterized as neo-corporatist or coordinated market economies
(Hall and Soskice 2001; Nölke 2015; Schmitter and Streeck 1991; Streeck and
Thelen 2005). In these countries, close and often institutionalized networks exist
between state actors, unions, and business groups. To overcome collective-action
problems, these networks provide market actors with privileged access to policy-
makers. Organized interest groups are actively integrated into national policy-
making processes and, in turn, help with the implementation of reforms and other
economic policy outcomes (Martin and Thelen 2007). Many of the economic
questions underlying the management of the Eurocrisis in surplus countries
directly affected the core interests of trade unions, employer associations, or
industry groups, and they often had an important voice in important economic
political decisions in the crisis years. When discussing whether to expand domes-
tic public investment, the German government in 2014, for example, established a
commission that included major trade unions, industry groups, and insurance
associations to discuss existing needs and priorities.² Given the institutional
context in coordinated market economies, economic interest groups were, thus,
in prime positions to have an active say in how their governments approached key
policy questions of the crisis.

Interest groups also matter in the context of ideas-based approaches because
voters often use heuristics, such as cues by economic interest groups, to form
opinions on complex matters, such as financial crises (Kim and Margalit 2016;
Mcdermott 2006). Metal industry workers will likely not invest their evenings
reading into the macroeconomics of balance-of-payments crises. However, they
may consider the position of their trade union when thinking about whether their
government should support international bailouts or not. There are numerous
examples of such clue rendering in the crisis. During the run-up to the Dutch
parliamentary elections of 2012, for example, a large coalition of Dutch employer

² See https://www.bmwi.de/Redaktion/DE/Pressemitteilungen/2016/20160914-expertenkommission-
zur-steigerung-der-investitionen-in-deutschland-zieht-bilanz.html.
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associations ran a huge public campaign emphasizing the importance of Europe
for the Dutch economy and to counter widespread skepticism about the bailouts
and integration more generally.³ Economic interest groups thus often provide
important information to broader electoral groups; they transport their ideas and
interests into the wider electoral politics.

Despite broad agreement that organized interests played an important role in
surplus countries’management of the Eurozone crisis, virtually no systematic and
comparative empirical research on the specific preferences of these groups exists.
A deep understanding of these preferences and the constraints they impose on
policymakers is important, however, for a substantive analysis of the role of
interest groups in Eurozone politics. This chapter addresses this lacuna. It ana-
lyzes interest groups’ policy preferences on Eurozone policies using unique data
we collected with an online survey of more than 350 employer associations, trade
unions, and social policy groups in Germany, Austria, and the Netherlands. In
addition, it leverages information from more than thirty in-depth interviews with
interest group representatives and policymakers in these three countries.

Employing the vulnerability profile framework developed in this book, we show
that analyzing the distributional conflicts amongst different societal groups in
surplus countries helps to understand some important features of the manage-
ment of the crisis. We find that a large majority of economic interest groups in all
surplus countries opposed a breakup of the Eurozone (i.e., external adjustment)
and supported internal adjustment through strengthened domestic demand.
However, while interest groups uniformly rejected all Eurozone breakup scen-
arios, they disagreed heavily about the policies through which internal adjustment
should be achieved. The resistance against macroeconomic adjustment in surplus
states was largely rooted in distributive struggles about the design of possible
adjustment policies. Importantly, in contrast to the highly politicized issues of
external and internal adjustment, financing was a low-salience issue. Taken
together, the polarized views on the specificities of internal adjustment, the
broad consensus to avoid breaking up the Eurozone, and the low-salience of
financing policies amongst economic interest groups, thus turned financing into
an attractive strategy for surplus country governments.

Domestic Trade-Offs, Vulnerability Profiles, and Adjustment
in Surplus Countries

To study the domestic politics of adjustment in surplus countries, we once more
use the general vulnerability profile concept developed in this book to analyze the

³ See https://www.vno-ncw.nl/campagnes/europa.
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preferences and trade-offs faced by economic interest groups. Mirroring our
analyses of deficit country interest group politics discussed in Chapter 3, we expect
domestic economic interest groups to form their crisis preferences based on the
relative costs and benefits they associate with each of the two possible adjustment
strategies that surplus countries have in a balance-of-payments crises: Internal
adjustment and external adjustment—in the case of the Eurozone crisis, a breakup
of the monetary union—and the net costs of engaging in financing. Their policy
preference will be for the adjustment strategy that benefits them the most or, if all
options are costly, the one that costs them the least.⁴

Grouping interest groups by their net vulnerability to the two possible adjust-
ment strategies, we can distinguish between four main ideal types. The first type
(quadrant I) is vulnerable to internal adjustment but not to external adjustment
(see Figure 1.5). As an example, one could think of an interest group representing
the poor—a highly inflation-averse group whose purchasing power is enhanced by
an appreciated currency. This first type is likely to prefer external adjustment over
any other form of crisis management. The second type (quadrant III) would be
hurt by a Eurozone breakup but is likely to benefit from a boom in domestic
demand. Because internal adjustment creates net benefits for the group but its
financing is costly, interest groups of this type will favor internal adjustment over
external adjustment or financing. The third type (quadrant II) is vulnerable to
both internal and external adjustment. An example for an interest group in this
“misery corner” is a group that represents export-oriented firms, who would lose
out from both a reorientation toward the non-tradable sector and an appreciated
exchange rate. This type of interest group should be the most willing to provide
deficit countries with some form of financing rather than supporting macroeco-
nomic adjustment in their own country. Finally, groups that are neither vulnerable
to internal nor external adjustment constitute the fourth ideal type (quadrant IV).
For these groups, macroeconomic adjustment should be a low-salience issue, and
they are likely to prefer adjustment over financing.

These straightforward predictions face one major complication. Each of the
three main crisis strategies—internal adjustment, external adjustment, and
financing—can be achieved in a variety of ways. Take, for example, internal
adjustment, in which the range of possible policies is largest, because it can be
achieved in very different ways in surplus countries (Bernanke 2015; Eichengreen
1992). For example, policymakers intent on boosting domestic demand might
increase public investment in infrastructure and schools; these policymakers could
also reduce corporate taxes or cut red tape for businesses to incentivize private

⁴ We use a stylized example in which governments must choose between the three types of
strategies. Of course, combinations of these options are also possible (e.g., some policies increasing
domestic demand, some exchange-rate appreciation, and some financing). The underlying distribu-
tional considerations are likely to be the same in these situations, however.
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investment. Or they could raise the minimum wage, increase pensions, or expand
unemployment benefits. Even though all these measures help to rebalance the
economy, their distributional implications differ widely. As a result, interest group
vulnerabilities to internal adjustment are likely to be policy-specific (Redeker and
Walter 2020).While one group may benefit from one type of internal adjustment
policy, the same group could, at the same time, be hurt by another policy aimed at
boosting domestic demand. Depending on the specific policy under consideration,
groups will, therefore, end up in different quadrants of our vulnerability profile.
Figure 6.1 illustrates this point with a stylized example. It shows the vulnerability
profiles of two hypothetical groups—one group representing employers and one
group representing low-wage workers, for example a service sector trade union.
We assume that both of our fictional groups are vulnerable to the breakup of the
monetary union, putting them on the right-hand side of the vulnerability profile.
Whether or not they support internal adjustment will then depend on the specific
policy under consideration. In Panel A, internal adjustment is achieved through
an increase in the minimum wage. Because members of our hypothetical trade
union would benefit from higher minimum wages, the group falls in quadrant III
and is likely to support internal adjustment. The employer association, on the
other hand, is vulnerable to this form of internal adjustment, perhaps because it
represents firms that rely on low-paid workers. This puts it in quadrant II. Since it
is vulnerable to both a breakup and to the specific form of internal adjustment on
the table, we expect it to oppose both external and this type of internal adjustment,
and to be more supportive of financing instead. The situation is reversed when the
internal adjustment policy under consideration is a reduction in corporate taxes
meant to stimulate private investment. Panel B shows that the trade union now
finds itself in quadrant II because it is likely to oppose the loss in tax revenue
associated with tax cuts for businesses, whereas the employer association is now
located in quadrant III and turns into a proponent of internal adjustment.
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Figure 6.1 Policy-specific vulnerability profiles to internal adjustment
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In the same vein, interest group vulnerabilities towards financing, and to a
lesser extent external adjustment, are also policy-specific. The costs that financing
puts on different societal groups in surplus countries depend on how exactly funds
are provided to deficit states. Bailout packages, for example, are largely borne by
the taxpayer, whereas debt relief and haircuts on private surplus country loans to
deficit country governments and market actors impose costs on surplus country
investors. (Copelovitch and Enderlein 2016; Frieden and Walter 2017). However,
for many forms of financing, it is much more difficult to predict who exactly is
going to have to pay the costs of these policies and how high these costs will
actually be. The distributive consequences of Eurobonds, the provision of emer-
gency liquidity assistance by the European Central Bank, or its bond-buying
program for surplus country interest groups are likely to be much more opaque.
Even for bailout packages, many question marks remain as to which taxpayers will
have to pick up the bill and at what point in time. In sum, none of the financing
measures are free, but a majority of them do not produce well-defined groups that
will be clearly hurt by these measures. Politically, this means that many of these
policies are likely to be less contested than adjustment policies with clearer
distributive consequences.

Policy options for external adjustment, in contrast, are much less diverse. Of
course, it will make a difference whether a crisis-ridden deficit country, such as
Greece, leaves the monetary union, whether the Eurozone as a whole breaks down,
or whether a surplus country leaves the club. But despite these different breakup
scenarios, any change in the composition of Eurozone membership would result
in some form of market upheaval and an appreciation of surplus countries’
exchange rate (Åslund 2012; Eichengreen 2010b). Few groups are, therefore,
going to benefit from one form of external adjustment but be hurt by another.

Overall, this discussion suggests that we should expect some variation in how
interest groups evaluate different policy options for internal adjustment and
financing, and less variation regarding to external adjustment. Especially concern-
ing internal adjustment, policy proposals will garner support from some groups
but will also provoke fierce opposition from others based on their policy-specific
vulnerability profile. Moreover, we expect the two possible strategies leading to
macroeconomic adjustment and rebalancing—internal and external adjustment—
to be much more salient for interest groups than financing policies.

The expectation that interest group preferences about surplus country crisis
management, and especially internal adjustment, are policy-specific and polarized
adds some important alternative predictions to the perspectives suggested by the
growth model and the ideas-based approaches. Both of these approaches suggest
that rebalancing in surplus states is blocked by a broad societal coalition that
shares either the common goal of safeguarding the country’s export competitive-
ness (Hall 2012; Iversen and Soskice 2018) or a general skepticism toward political
demand management (Brunnermeier et al. 2016; Dullien and Guérot 2012;
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Matthijs 2016a). Although our argument shares this prediction for external
adjustment, it makes a different prediction for internal adjustment. Here, our
argument suggests that for most types of internal adjustment, some economic
interest groups will be supportive, whereas others will be opposed. Rather than
representing a general opposition to internal adjustment, interest group prefer-
ences diverge on how to adjust internally.

Research Design: Studying Interest Group Preferences
in Surplus Countries

To examine how the distributional concerns of interest groups shaped their
preferences on crisis resolution strategies for the Eurozone crisis, we pursue a
two-pronged, mixed-method empirical approach that uses data from an original
online survey of interest groups and in-depth interviews with interest group
representatives and policymakers in Germany, Austria, and the Netherlands. In
the next section, we justify our case selection, describe the sample of interest
groups we contacted, and provide detailed information on the design of our
survey.

Our empirical analysis concentrates on Germany, Austria, and the Netherlands.
We selected these cases from all Eurozone countries running a current account
surplus in the years leading up to the crisis, based on two considerations. As the
attractiveness of internal adjustment depends on how well the economy is running
in the first place, the first consideration is how well surplus countries’ own
economies did during the Eurozone crisis. Some of the surplus countries experi-
enced robust GDP growth throughout the crisis years, whereas others faced
economic problems of their own. It is plausible to assume that the situation of
the national economy shapes groups’ evaluation of the different crisis strategies.
Measures aimed at boosting domestic demand, for example, are likely to seem
much more attractive if business at home is doing poorly than if domestic markets
are humming. Second, interest group support for or opposition to providing
deficit countries with financial support is likely to be influenced by whether a
surplus country ends up on the receiving end of international financing in the
future. While some surplus countries in the Eurozone have run persistent trade
surpluses for decades, others have a history of running both surpluses and deficits
(Manger and Sattler 2017). Countries that are more likely to run deficits again in
the future are also more likely themselves to need some financing support in a
future crisis. Interest groups in such countries thus might be more generous than
interest groups in countries with persistent current account surpluses.

To compare interest group preferences and politics across these different
contexts, we select countries that differ with regard to these two issues.
Figure 6.2 plots the countries’ position regarding their average growth rates
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between 2010 and 2014 and their net international investment positions in 2008
(i.e., prior to the crisis). Because countries with a current account surplus are by
definition always capital exporters, they will over time accumulate financial assets
in the rest of the world. The net international investment position—the stock of
foreign assets an economy has with the rest of the world—will, therefore, be higher
the longer a country has been running a current account surplus. Thus, it proxies
for how long countries have been running a current account surplus.

Figure 6.2 shows that Austria, Germany, and the Netherlands vary on both of
these dimensions. Austria’s economy was doing moderately well between 2010
and 2014. However, its current account had only turned positive at the beginning
of the 2000s, so its international investment position remained negative until
2012. Germany showed robust growth throughout the Eurozone crisis and has
had a persistent current account surplus for decades.⁵ Germany is also a substan-
tively important case, as it was one of the most prominent and powerful actors
involved in managing the Eurozone crisis and was widely criticized for running
massive current account surpluses. Finally, the Netherlands also had a stable
current account surplus, but the country struggled with stagnating growth rates
and rising unemployment during the Eurozone crisis.⁶
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Figure 6.2 Net international investment positions and average growth rates for
Eurozone surplus countries

⁵ A short exception to this was Germany’s period as a deficit country in the 1990s as result of
German reunification. See Manger and Sattler (2017) for a discussion.
⁶ Although Luxembourg would maximize variation on these two indicators, the country’s unusual

and small economy limits the inferences we can draw from this case.
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Much research on the role of societal interests in economic policymaking
makes strong assumptions about the preferences of different interest groups, but
either they do not empirically examine these assumptions (Hall 2018b; Iversen
and Soskice 2018; Nölke 2015) or they use only broad proxies to operationalize
these preferences (e.g., Frieden 2002). We follow a different approach. Rather than
inferring policy preferences on theoretical grounds, we conducted large-scale
online surveys of Austrian, German, and Dutch interest groups in which we
asked them about their specific policy preferences and reactions to the trade-offs
inherent in crisis management. The surveys were conducted between September
2016 and October 2017—that is, after the crisis had calmed down but at a
time when discussions over different financing approaches, Eurozone reforms,
and macroeconomic imbalances were still ongoing in all three countries.
Nonetheless, several of our questions asked respondents to answer retrospectively
about their policy preferences at the peak of the crisis. To ensure that this did not
systematically skew the responses, we validated survey answers with press releases,
reports, and other interest group publications on similar topics between 2010 and
2015 whenever possible. We did not find any evidence that interest group
responses differed due to the timing of our survey.

We contacted “sectional interest groups,” that is, groups that represent the
interest of a well-defined subset of societal interests (Giger and Klüver 2016). We
concentrated on interest groups that engage with economic or social policy issues
and disregarded all other groups, such as environmental groups, civil rights, and
religious groups. We also contacted only groups organized at the national level
where most policy decisions regarding the crisis were made.⁷ Respondents were
contacted via email, through three rounds of reminder emails, and finally by an
individual phone call. Among the contacted interest groups, 357 completed our
questionnaire (136 from Germany, 116 from the Netherlands, and 105 from
Austria), resulting in response rates of 28 percent in Germany, 26 percent in
Austria, and 29 percent in the Netherlands, which corresponds to typical response
rates for interest group survey research (Marchetti 2015). Among the interest
groups who responded to our survey, 54 percent are employer associations, 30
percent are professional associations, 8 percent are trade unions, and 8 percent are
social policy groups. This distribution comes close to the overall distribution of
these types of interest groups within the three countries.

We also conducted 30 in-depths interviews with interest group representatives
and policymakers in Germany (13 interviews), Austria (9 interviews), and the
Netherlands (8 interviews).⁸ The main goal of our conversations was to

⁷ The details of the sample construction in our three cases can be found in the online appendix at
https://forsbase.unil.ch/project/my-study-overview/16230/.
⁸ The interviews in Germany took place between November 27 and December 8, 2017. Interviews in

Austria and the Netherlands took place between June 18–22 and July 2–6, 2018.
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understand what motivated their preferences regarding possible policy responses
to the Eurozone crisis and how they pursued these interests politically. We
selected groups based on their size and the importance of their members to the
overall economy; we made sure to cover groups representing a wide range of
sectors, including manufacturing and services, domestic- and export-oriented
associations, and trade unions representing workers at different income levels.
A complete list of interview partners can be found in the appendix to Chapter 7:
see Table A7.1.

Our analysis examines the preferences of economic interest groups about the
management of the Eurozone crisis in surplus countries. It proceeds in three steps.
The next section explores how interest groups evaluate different policy options
within internal adjustment, external adjustment, and financing. We analyze not
just how these preferences vary but also to what extent they are related to material
considerations. Our results show that, overall, a large majority of groups opposes a
Eurozone breakup and are positive toward internal adjustment, although groups
strongly diverge in policy-specific preferences for internal adjustment. Moreover,
most economic actors are relatively indifferent about various measures of inter-
national financing. We then turn to the inherent trade-offs of crisis management
and apply the vulnerability profile framework empirically to investigate the
preferences of economic interest groups when confronted with policy-specific
trade-offs. We show that internal adjustment is the strategy of choice for a large
majority of interest groups, especially when a reduction of the current account
surplus is achieved through policies suiting their interests. It is only in scenarios in
which all adjustment strategies are costly that financing becomes an attractive
alternative. In the third step of our analysis, we finally explore the salience of the
different crisis strategies and find that financing carries much less salience for
interest groups than strategies aimed at macroeconomic adjustment.

Policy-Specific Preferences on Eurozone Crisis Management

How did surplus country interest groups evaluate the different policy options
within the three general strategies—external adjustment, internal adjustment, and
financing—available to resolving the Eurozone crisis? To examine this question
empirically, we presented interest groups in our survey with a set of policies that
were actually discussed in policy circles during the Eurozone crisis as options to
achieve a rebalancing or to finance deficit states. Among these policies, we chose
those policies that were actively discussed in all three of our country cases and that
are general enough to remain comparable across the three countries.

Table 6.1 provides an overview of the different policies included in our survey.
The possible scenarios for external adjustment all involve the breakup of the
Eurozone, and we presented respondents with three variants of how such a
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breakup could come to pass: Eurozone exit by a deficit country such as Greece;
dividing the monetary union into a “Southern” and a “Northern” Eurozone, or
their own country’s exit from the Eurozone—a policy that was touted, for
example, by the German populist-right party Alternative for Germany (AfD).

Regarding internal adjustment, for example, socialist and social democratic
parties in Austria, Germany, and the Netherlands all pushed for policies that
aimed at raising the incomes of low-wage workers. We, therefore, included
“higher minimum wage” as a possible adjustment policy that captures group
preferences toward low-wage policies more generally. Likewise, the International
Monetary Fund (IMF) and the European Commission repeatedly called for
overhauls of the corporate tax systems in surplus countries to boost private
investment. While the specific tax recommendations differed slightly across coun-
tries, we included “decreasing corporate taxes” to measure preferences toward
corporate tax incentives more generally.

Table 6.1 Policy options by crisis strategy

Internal Adjustment
Policies

Financing Policies External Adjustment
Policies

Public infrastructure
spending(“Expand public
investment, for example in
education or
infrastructure.”)

Provision of bailouts
(“Provide financial
assistance and loans
through the European
rescue funds.”)

Deficit countries leave the
EMU(“Deficit countries
like Spain or Greece leave
the Eurozone.”)

Higher minimum wage
(“Increase low wages, for
example by raising the
minimum wage.”)

European unemployment
insurance(“Introduce
European unemployment
insurance.”)

North/South division
(“The EMU divides into a
North and a South bloc
with different currencies.”)

Public spending on welfare
(“Expand public spending
on social welfare
programs.”)

ECB bond purchases
(“Purchases of government
bonds and other assets by
the European Central
Bank.”)

Germany leaves the EMU
(“[DE, AT, NL] leaves the
Eurozone.”)

Decreasing VAT(“Reduce
the rate of the value added
tax.”)

Haircuts on public sector
debts(“Grant reliefs on debt
that crisis countries’ owe the
[DE, AT, NL] state as a
result of the European
bailout packages.”)

Decreasing corporate taxes
(“Reduce taxes for
companies.”)

Haircuts on private sector
debts(“Grant reliefs on debt
that crisis countries’ owed
the [DE, AT, NL] private
banks at the beginning of
the crisis.”)
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Policy options for financing also covered very different approaches. They
included government-based financing in the form of sovereign bailouts and
loans; more indirect forms of financing, such as European Central Bank (ECB)
bond purchases; long-term EU-wide schemes, such as the introduction of a
European unemployment insurance, to a bail-in of private investors. As discussed
above, the policy options for internal adjustment and financing range much more
widely than policy options for external adjustment, and we presented interest
groups with a selection of five different policies for both of these crisis strategies.
Respondents were asked to evaluate each policy on a scale from 1 (strongly
oppose) to 5 (strongly support). Interest groups’ evaluations of each of these
policies allow us to explore in considerable detail how they evaluated not only
the overall crisis strategies available to policymakers but also the concrete policies
associated with each of these policies.

We begin by analyzing interest groups’ average assessment of the different
policies that were discussed during the crisis as possible ways to rebalance the
economy or finance deficit countries. Figure 6.3 shows the average policy support
or opposition to these policies for each of the three crisis strategies in Austria,
Germany, and the Netherlands. This analysis suggests that, overall, most interest
groups opposed any breakup of the Eurozone, took a rather benevolent view of
internal adjustment, and were quite indifferent with regard to financing. In
contrast to both the ideas-based (Brunnermeier et al. 2016; Matthijs and
McNamara 2015) and the growth-model-based research strands (Iversen and
Soskice 2018; Steinberg and Vermeiren 2015), which both assume a broadly
shared opposition to internal adjustment among surplus country interest groups,
we find a generally positive attitude toward internal adjustment.

This finding is corroborated by our interviews. In Germany especially, a large
number of interest groups felt that the country’s large current account surplus
was problematic. These groups are not only major trade unions but also a wide
range of employer associations, including those representing export-oriented
industries, such as the association of the metal industry (Interviews DE2;
DE7; DE8). Even groups that rejected the notion that Germany’s export
overhang had played a role in the Eurozone crisis stated that the German economy
had underperformed in terms of private and public investment in recent years and
voiced their support for specific policies that would serve to counter this trend
(Interviews DE3; DE6). Debates about the general effects of current account
surpluses were more muted in Austria and the Netherlands. In both countries,
most major economic interest groups did not perceive their national trade bal-
ances to be problematic. Discussions about the macroeconomic imbalances within
the Eurozone were largely seen as a German problem; the surpluses of the
Netherlands or Austria played only a minor role (Interviews AT1; AT4; NL1;
NL4). However, most interest groups similarly pointed at the lack domestic
demand as well as the shortage of private and public investments as major policy
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concerns that needed to be addressed (Interviews AT1; AT4; AT5; NL1; NL4;
NL3). Instead of building a unified front in favor of preserving export surpluses,
most of the actors we interviewed were in favor of some measures that would
increase domestic demand and reduce current account surpluses.

While these average assessments are insightful, our argument suggests that
interest groups’ preferences about macroeconomic adjustment should be policy-
specific. We therefore next turn to a more disaggregated analysis.

External Adjustment Preferences

How did interest groups evaluate different breakup scenarios for the Eurozone?
Figure 6.4 displays density plots of groups’ assessment of each of the three options
of external adjustment. In all our analyses, we distinguish between the four main
types of interest groups—employer associations, professional associations, social
policy groups, and trade unions—because the material interests of these groups
are likely to differ.

Our analysis shows that on average all interest groups in all three countries
opposed a breakup of the Eurozone in any form, even though Dutch interest

External Adjustment Average
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Figure 6.3 Average policy evaluations for the three possible crisis strategies
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groups were slightly less opposed than Austrian and German groups. There is
some variation regarding the various breakup scenarios. While groups unequivo-
cally rejected a Eurozone exit of their own country and mostly opposed dividing
the Eurozone into a Northern and a Southern bloc, the assessments of a deficit
country exit were slightly more mixed. Nonetheless, only about 21 percent of all
the groups in our sample stated that they would support some form of a Eurozone
breakup.

Employer Associations Professional Associations Social Policy Groups Trade Unions

-- - ~ + ++ -- - ~ + ++ -- - ~ + ++ -- - ~ + ++

-- - ~ + ++ -- - ~ + ++ -- - ~ + ++ -- - ~ + ++
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Figure 6.4 Interest group evaluations of different Eurozone breakup scenarios
Note: Density plots. Ratings range from � � (strongly oppose) to ++ (strongly support).
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These findings are consistent with qualitative evidence on interest group
preferences on external adjustment. In our interviews, major employer associ-
ations and trade unions in all three countries univocally stated that their members
depended crucially on the stability of the monetary union in its current form.
Groups in tradable sectors mainly feared that a breakup would lead to unforesee-
able exchange-rate and market volatilities, disruptions on financial markets, as
well as threats to European economic integration more generally. They also often
mentioned the return of trade barriers as a possible long-term consequence of a
Eurozone breakup (Interviews DE1; DE2; AT1; AT4; NL1).⁹ However, even non-
tradable sector interest groups, such as those focused on retail or construction,
emphasized that a breakup would have extensive negative effects on their mem-
bers. Main concerns were a general depression of the economic climate as well as
higher credit and refinancing costs for their members due to insecurity and
friction in the financial markets (Interviews DE5; NL3). One important exemption
to this general opposition to a Eurozone breakup was a potential exit by Greece.
While almost all trade unions and employer associations we interviewed said that
they had supported keeping Greece in the Eurozone at the beginning of the
crisis—mainly due to potential contagion effects on other member states under
stress—most of them also pointed out that the potential economic costs of a
Grexit for their members had become negligible by 2017.

Nonetheless, the overall picture confirms research that assumes a general
opposition among surplus country interest groups to external adjustment (Hall
2018b; Iversen and Soskice 2018; Nölke 2015). During the Eurozone crisis, an
important objective of these groups was to safeguard the Economic and Monetary
Union (EMU).

Internal Adjustment Preferences

The picture is decidedly more mixed when it comes to internal adjustment.
Despite the rather favorable overall assessment of internal adjustment,
Figure 6.5 shows that there are clear differences in interest groups’ evaluations
when it comes to the specific policy alternatives. While, for example, a large
majority of trade unions, social policy groups, and professional associations in
Austria, Germany, and the Netherlands stated that they would support a higher
minimum wage or more spending on social welfare, most employer associations
were clearly opposed to such policies. The picture looks exactly the opposite way
when it comes to lower taxes for businesses. Our analysis shows that every policy

⁹ For press statements confirming this position see (Habit 2011; Inacker 2012; Meyer 2011; VNO-
NCW 2014).
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is supported by some groups, but also opposed by others. The only exception is a
policy of increasing public investment, which almost no interest group rejected
and for which support was particularly high in Germany. These findings corrob-
orate our argument that interest group evaluations of different internal adjust-
ment strategies are likely to be policy-specific because the costs and benefits of
internal adjustment for a socioeconomic group depend on the specific policy
under consideration.
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Figure 6.5 Interest group evaluations of internal adjustment policies
Note: Density plots. Ratings range from � � (strongly oppose) to ++ (strongly support).
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While we find a generally positive attitude toward internal adjustment, we also
find a considerable degree of variation in policy-specific assessments, which
results in rather polarized policy preferences regarding internal adjustment. This
finding is corroborated by our interviews. All the trade unions we talked to
stressed the need to increase wages—for example through higher minimum
wages, expanded coverage of the negotiated tariff commitments, and a re-
regulation of opt-out clauses and temporary employment contracts (Interviews
DE7; DE8; AT4; AT5; NL4).¹⁰ At the same time, they fiercely rejected any form of
tax break for companies or any efforts to deregulate the service sector in order to
stimulate private investments—the last one being a concern that they shared with
representatives of the craft association. Many employer associations, on the other
hand, emphasized the expansive effects of corporate tax cuts, reductions of red
tape in service industries, and less-regulated credit provisions (Interviews DE1;
AT1; NL1).¹¹ At the same time, most German industry groups had fought the
introduction of the minimum wage in 2013, and employer associations in three
countries said that they would lobby against further attempts to strengthen the
bargaining positions of employees in wage negotiations. As a representative of a
large umbrella organization put it, “of course the main employer associations, for
microeconomic reasons, have to come out against such measures [such as higher
minimum wage or re-regulating contracts]. But then in tripartite exchanges, trade
unions say ‘But that’s exactly what we want.’ [. . .] Nobody is thinking about these
things in an overall macro-economic context. So that’s what makes it difficult”
(Interview DE1).

One of the most surprising findings from our survey is the strong support for
public investment by almost all interest groups. This support was also evident in
our interviews, where all interest groups agreed that more public investment was
needed. However, opinions again diverged on what kind of public investments
should be prioritized and on how these investments should be financed. While
some groups stressed the need for more public services, such as investment in
education and daycare, others prioritized investments in road, energy, and digital
infrastructure. Regarding the financing of more investments, similar distributional
conflicts arose. Whereas trade unions and craft associations demanded financing
through tax money and possibly new public debt, many employer associations
insisted they be financed by private–public partnerships, which would also pro-
vide new investment opportunities to large institutional investors (Interviews
DE13; DE8).

In sum, our analysis shows that surplus country interest groups are not opposed
to internal adjustment per se. In fact, among all three potential crisis strategies,
internal adjustment was the strategy that interest groups viewed most favorably on

¹⁰ See also (DGB 2013; ORF 2012).
¹¹ See also (BDI 2014; Christoph Schneider 2013; VNO-NCW 2014, 2016).
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average. However, our analysis also shows that interest groups were heavily
divided on how such adjustment should be achieved.

Financing Preferences

Given that interest groups were opposed to any form of a Eurozone breakup and
were deeply polarized on how to achieve internal adjustment, we now turn to their
assessments of the third possible crisis response—financing. Figure 6.6 shows how
Austrian, German, and Dutch interest groups evaluated different forms of inter-
national transfers. As in the case of internal adjustment, we see that interest
groups’ assessments were once more policy-specific. The dominant financing
policy pursued by surplus country governments in the Eurozone crisis—the
provision emergency credits to deficit states in the form of bailouts—was viewed
rather favorably and supported or at least not opposed by a majority of interest
groups. In contrast, evaluations of haircuts on loans extended to deficit countries
by private investors, the ECB bond-buying scheme, and the introduction of EU-
wide unemployment schemes were much more contested.

However, Figure 6.6 also shows that groups were much more indifferent about
most forms of financing than they were about the various Eurozone breakup
scenarios or internal adjustment policies. A majority of interest groups stated that
they neither opposed nor supported any financing option. As discussed above, this
indifference may reflect the fact that financing policies can often be designed in
ways that make it difficult to predict who exactly is going to bear their cost. Of
course, some options produce clear-cut winners and losers, and those are the
policies where we see more polarization. For example, the choice to bailout crisis
countries with emergency credits instead of haircuts on private sector investments
clearly benefitted exposed banks in surplus countries at the expense of taxpayers.
In many cases, however, it is hard to say in advance which domestic actors are
going to pay the bill for interstate redistribution and when that bill will come due.
Hence, interest groups have few incentives to form opinions, let alone fight, for or
against, such financing policies.

Material Interests and Policy Preferences

The huge divergence in interest groups’ policy preferences adds to ideas-based and
growth-model perspectives on Eurozone crisis politics. Both of these approaches
focus mainly on factors that should unite broad coalitions of interest groups in
their opposition towards macroeconomic rebalancing. In contrast, the heterogen-
eity of interest group’s policy preferences underscores that interest groups also
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form policy preferences based on their material interests (Frieden 1991b; Lake
2009; Rogowski 1989; Walter 2013a), which thus compete with ideational and
structural forces in shaping surplus-country politics in the Eurozone crisis.

To corroborate this assumption, which also underpins the theoretical approach
in this book, we next examine empirically how well objective measures of interest
groups’ material interests explain their stated policy preferences in our online
survey. Do interest groups’ subjective evaluations of policies broadly correspond
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Figure 6.6 Interest group evaluations of different forms of financing
Note: Density plots. Ratings range from � � (strongly oppose) to ++ (strongly support).
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to some rough estimates of their objective exposure to different adjustment
strategies?

For this analysis we use both broad measures of how much interest groups are
likely to be helped or hurt by a macroeconomic rebalancing and information on
the type of people or firms they represent to gauge their material exposure to
different crisis strategies. For the former, we classify groups according to their
main sector of economic activity and use this classification to collect data on two
measures of exposure: Interest groups’ trade dependence and demand elasticity.¹²
A group’s trade dependence is measured as the share of the output that it exports
to other countries in the Eurozone.¹³ It proxies the degree to which a group would
be hurt by a breakup of the monetary union. The more a group exports to other
European countries, the more negatively it should be affected by the exchange-rate
volatility and market insecurity that is likely to follow a breakup (Frieden 2002).
For demand elasticity, we assess how much a group would benefit from the
general expansion of domestic demand that internal adjustment implies. We
focus on the income elasticity of demand for the goods the members of an interest
group produce, because it reflects how sensitive the demand for a specific good or
service is to increases in aggregate income. We construct an ordinal variable that
ranges from 1 for very inelastic goods (e.g., food and tobacco) to 6 for very elastic
goods (e.g., financial services and personal care activities).¹⁴ The higher the
income elasticity of demand for the main good an economic group provides, the
more it should benefit from internal adjustment.

The interest groups in our sample also represent very different sets of members,
and we expect this variation in material interests to be reflected in how they
evaluate different policies. Trade unions and social policy groups, for example,
represent individuals who benefit from progressive, redistributive policies,
whereas employer organizations are more likely to benefit from policies aimed
at incentivizing private firms to invest. Likewise, social policy groups are likely to
be the group least exposed to a breakup of the Eurozone. Of course, it is difficult to
pinpoint how exactly interest groups are affected by specific policies. For example,
in general, trade unions are likely to support higher minimum wages. However,
the extent to which they do so will also depend on whether they represent workers

¹² We use the statistical classification of economic activities in the European community (NACE) for
this purpose. At the two-digit level, this categorization scheme allows us to differentiate between 99
distinct fields of economic activity. For groups that represent actors frommore than one sector, we take
the unweighted averages of all the sectors present among their members.
¹³ NACE-level data on both measures stems from the input–output tables provided by national

statistical offices (CBS 2018; Destatis 2018; Statistik Austria 2018). All variables are measured by the
average values between 2010 and 2013.
¹⁴ When people have more money to spend, the income elasticity of demand tells us how much of

this money they spend to buy more of a specific good or service. We make use of several empirical
studies (European Commission 2007; Copenhagen Economics 2008) as well as the COICOP categor-
ization of the UN Statistics Division to arrive at our categorization. The details of our coding scheme
can be found in the online appendix at https://forsbase.unil.ch/project/my-study-overview/16230/.
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from lower or higher ends of income distribution, whether they fear that higher
minimum wages could lead to layoffs in the specific sectors they represent, and
whether their members are already covered by tariff wages and, thus, would not
benefit from universal minimum wage increase. But on average, we should see
differences in how these groups evaluate the different policy options discussed in
the context of the Eurozone crisis.

To examine to what extent interest groups’ policy preferences are related to
these proxies of their material interests, we run regression analyses in which we
examine how an interest group’s policy evaluation is related to its exposure to
these policies. Figure 6.7 summarizes the main findings from thirteen OLS regres-
sion analyses (one for each policy option listed in Table 6.1). All models include all
343 interest groups that answered our survey as well as robust standard errors and
country fixed effects. For the group types, we compare the effects of interest group
type relative to the policy evaluations of employer associations.

Our findings in Figure 6.7 confirm that groups’ policy evaluations were related
to their material exposure. First, it shows that groups that provided goods and
services with higher levels of demand elasticity evaluated internal adjustment
policies more positively. Hence, the more groups benefitted from an increase in
domestic incomes, the more they supported internal rebalancing. Similarly, the
groups’ evaluation of different forms of internal adjustment also reflected the
material interests of the type of members they represented. Compared to employer
associations, trade unions and social policy groups were more supportive of
measures to increase lower wages and social spending, whereas they oppose tax
cuts, especially for private companies.

Second, material interests also underpin support for financing policies. The
more groups relied on exports to other members of the Eurozone, the more
positively they evaluated different options for providing deficit countries with
financial resources. Interestingly, these effects were most pronounced for the
option to grant debt relief for deficit countries’ governments. Somewhat surpris-
ingly, trade unions, social policy groups, and professional associations tended to
evaluate some forms of financing more positively than industry groups. While
some of this could reflect material considerations—for example, trade unions’
support for the monetary expansion of the ECB could be interpreted as prioritiz-
ing employment over price stability—norms of international solidarity were also
likely to play a role.

Finally, counter to our intuition, we do not find that trade-exposed groups feel
more vulnerable to different breakup scenarios than groups that focus mostly on
the domestic economy. As we have seen above, this is likely to stem from the fact
that all groups, independent of their market orientation, were deeply concerned
about the material repercussions of external adjustment.

Taken together, these findings suggest that the interest groups’ evaluations of
crisis policies reflect real material considerations.
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Figure 6.7 Effect of the interest groups’ material exposure on their policy evaluations
Note: OLS regression coefficients. All variables are standardized; all models include robust standard errors as well as country fixed effects. The baseline category for interest
group dummies is employer associations.
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Policy Salience

So far, our analysis has shown that in line with our theoretical expectations, policy
preferences about possible adjustment policies varied widely—especially regard-
ing internal adjustment and, to a lesser extent, financing—and were related to
interest groups’ material interests. What about policy salience? We have argued
above that policies that lead to rebalancing through internal or external macro-
economic adjustment are likely to be much more salient for interest groups than
financing policies because the distributional effects of most forms of financing are
more opaque and too long-term for interest groups to strongly care about them.

Our initial assessment of policy preferences regarding financing indeed sug-
gested that distributional conflicts about financing were much more limited than
those regarding internal adjustment. Figure 6.8a confirms this finding with a more
systematic analysis. It shows boxplots of the average share of policies that interest
groups stated to being indifferent about for each crisis strategy. While, on average,
groups supported or rejected about 71 percent of the internal adjustment and 75
percent of the external adjustment policies included in the survey, the same was
true for only about 56 percent of financing measures.

To explore this finding in more detail, Figure 6.8b presents further evidence in line
with this characterization. To assess policy salience directly, we asked respondents
how important each policy was for their organization’s political work. Figure 6.8b
shows a stark contrast in salience between internal adjustment and financing. Almost
80 percent of the groups stated that policies related to internal adjustment were
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Figure 6.8a Share of indifferent policy positions by crisis strategy
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important or rather important for their political work. Only 19 percent of them said
the same for financing policies, whereas the large majority characterized these
policies as unimportant or rather unimportant for their political work.

Qualitative evidence confirms this picture. While most groups we interviewed
supported financial rescue measures, the specificities of the bailout regime or the
further steps to institutionalize transfers ranked very low on their political agenda
(Interviews DE1; DE2; AT1; NL1). Even within large and encompassing employer
associations—such as the Federation of German Industries (BDI), the Austrian
Economic Chambers (WKÖ), or the Confederation of Netherlands Industry and
Employers (VNO-NCW)—there was no formal consultation about the specifici-
ties of financing policies. As a representative of a large umbrella association for
business groups put it: “The potential costs of these measures were never really
thought of or discussed. [. . .] There are simply 50 other topics that are of much
greater importance to our members (Interview DE1).”¹⁵ In line with this charac-
terization, none of the policymakers we talked to could remember any consult-
ations with interest groups about the nature of different financing measures
(Interviews DE11; AT9; NL7).

Not important Rather Not important Indifferent Rather Important Important

Salience Financing Salience Internal

Figure 6.8b Salience of different crisis resolution strategies
Note: Based on the question “How important were the following policies for the political work of your
organization?”

¹⁵ The financing questions were more important to trade unions. However, here they were mainly
discussed with reference to the effects of the attached conditionality to workers in deficit countries and
not so much regarding the potential distributional effects in Germany.
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Trade-Offs and Difficult Choices between External
Adjustment, Internal Adjustment, and Financing

Until now, we have studied interest groups’ evaluations and the salience of
different forms of internal adjustment, external adjustment, and financing separ-
ately. Our analysis has shown that almost all interest groups opposed any form of
a Eurozone breakup. At the same time, they were quite open toward an internal
rebalancing of their economies but deeply divided on how such internal adjust-
ment should be achieved, and, overall, surplus countries did show a great reluc-
tance to adjust internally. Regarding financing, most groups were rather
indifferent about different options for financing, and, in general, interstate trans-
fers ranked low on their political agenda.

A key argument in this book, however, is that crisis politics needs to be
understood as choices among bad options, which are characterized by trade-
offs. In a setting in which groups strongly disagree about the desirability of
different policy options, it is hardly possible to implement forms of domestic
expansion suiting everybody’s interests. Understanding what drives decisions
between costly alternatives is especially important in such contexts. Therefore,
we now turn to a closer analysis of how interest groups responded to the trade-offs
inherent in Eurozone crisis management. To examine how interest groups
weighed the different policies and adjustment strategies relative to one another,
we asked them to choose between different customized crisis responses that
embodied these trade-offs. Respondents were asked to choose between three
policy packages that correspond to the three adjustment strategies: Internal
adjustment (internal adjustment policies, limited financing, and no external
adjustment), external adjustment (no internal adjustment, no financing, and
external adjustment, i.e., a breakup of the Eurozone), and financing (no internal
adjustment, extensive financing, and no external adjustment).

Because both our theoretical argument and our empirical analysis so far suggest
that interest groups’ choices between these options should vary by policy, espe-
cially within the internal adjustment and the financing options, we constructed
two different choice sets and asked respondents to indicate their preferred policy
package for each of the two scenarios. A first set included those policies that
interest groups had evaluated most favorably and, thus, presented them with a
setting in which trade-offs were relatively small. A second set, however, con-
fronted respondents with a much more difficult choice; it included only bad
options—that is, those policies that interest groups had opposed most strongly.

To customize the choice sets, we asked interest groups not only to rate the
different policies listed in Table 6.1 but also to rank these policy options within
each crisis strategy from their most- to their least-preferred option. We then used
these rankings to build customized policy packages that reflected internal adjust-
ment, external adjustment, and financing. Figure 6.9 shows how the different
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packages were presented to respondents. For each of the two choice sets, respond-
ents were shown three hypothetical policy packages and were asked to choose one
package. We use this exercise to generate two categorical variables: One that
records interest groups’ choice of crisis strategy in a less constrained context
and one that records their choice in a highly constrained context, where interest
groups are forced to choose between bad (i.e., their least preferred) policy
packages.

How did interest groups choose when confronted with these different choice
sets? Figure 6.9 shows their choices in each of the two scenarios. On the left-hand
side, we see interest groups’ preferred crisis strategies in all three countries when
the policy packages include those policies that the interest group had previously
ranked as its most preferred among the different options for internal adjustment,
financing, and a breakup of the Eurozone. In contrast to much existing work that
assumes economic interest groups in surplus countries uniformly oppose any
policies that might undermine export competitiveness (Baccaro and Pontusson
2016; Hall 2012; Iversen et al. 2016; Steinberg and Vermeiren 2015), we find that
an overwhelming majority of groups actually favored such internal adjustment, as
long as it comes in forms meeting their interests. Support for internal adjustment
ranges from about 67 percent in Germany and the Netherlands to more than 80
percent in Austria. Support for financing, on the other hand, remains below 20
percent in both Germany and Austria and below 30 percent in the Netherlands.
Echoing our findings above, less than 10 percent of the interest groups in the three
countries would support a breakup of the monetary union—even if it comes in the
form they rated as the least objectionable among the different options for external
adjustment.

This picture changes dramatically in the highly constrained scenario, in which
we asked groups to select their preferred crisis strategy among policy packages
containing only bad options. The panels on the right-hand side of Figure 6.10
show that the popularity of internal adjustment drops substantially when the
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Q: “Assume that your organization would have had the choice between the following hypothetical policy
packages during the Euro crisis. Which one do you think would suit the interests of your member best?”
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Figure 6.9 Customized construction of choice set for the three different crisis
strategies
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policy packages contain only the options least preferred by the interest groups. In
Germany and Austria, only 30 percent of the respondents remain supportive of
internal adjustment in this scenario, whereas in the Netherlands support drops
below 20 percent. At the same time, external adjustment becomes even less
popular. Less than 5 percent of interest groups in all three countries would
support their least-preferred form of a Eurozone breakup in this scenario.
While support for internal and external adjustment is reduced, financing becomes
significantly more attractive. In Germany and Austria, it is almost as high as
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Figure 6.10 Choice between most-preferred (left) and least-preferred (right) crisis
strategies
Note: Choice between customized policy packages containing most-preferred (left) and least-preferred
(right) policies.
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support for domestic expansion, and in the Netherlands, it turns into the most
popular crisis response. When the trade-offs are difficult and all choices are bad,
interest groups also find it significantly harder to voice clear preferences. In all
three countries, the modal response is “don’t know”—many interest groups
simply declined to choose in such a highly constrained context.

Our analysis underscores once more that support for different adjustment
strategies is policy-specific. Whether or not an interest group supports internal
or external rebalancing, or financing hinges on how these crisis strategies are
designed. When internal adjustment comes in the form of policies they support,
most groups support such a rebalancing. But when they are confronted with
difficult choices among bad options, support for internal adjustment drops and
financing becomes more attractive.

Vulnerability Profiles and Preferred Crisis Responses

Rather than exhibit a fundamental opposition to internal rebalancing of the
economy, surplus country interest groups seem finely attuned to the distributive
consequences of different possible crisis policies and strategies. To explore how
interest groups deal with the trade-offs inherent in crisis management, we next
explore how interest groups’ vulnerability profiles shape how interest groups make
difficult choices among bad options. As discussed above, we expect domestic
economic interest groups to form their crisis preferences based on the relative
net costs or benefits of internal and external adjustment and the net costs of
engaging in financing. This suggests that when pressed to choose, they should opt
for the policy package that benefits them the most and costs them the least. As
long as groups benefit from the internal adjustment policy under consideration,
we expect them to support domestic rebalancing. Financing, on the other hand,
should become attractive when interest groups are confronted with trade-offs
between bad options that push them into the “misery corner” of the vulnerability
profile in which they are vulnerable to both the specific policies proposed for
internal adjustment and a Eurozone breakup.

To explore how the interest groups’ vulnerability profiles are related to how
they make difficult choices, we thus need to construct these profiles in a policy-
specific way. To proxy the interest groups’ policy-specific vulnerabilities, we
construct their vulnerabilities to their most-preferred and least-preferred policy
options, drawing more on their ratings and rankings of the policy options shown
in Table 6.1. Because our analysis has shown that interest groups’ policy evalu-
ations are related to their material interests, we use their policy evaluations of their
most-preferred and least-preferred policy options, respectively, as proxies for
these policy-specific vulnerabilities. We assume that groups would benefit from
policies they support and are vulnerable to policies they oppose, which allows us
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to plot each group’s vulnerability profiles for its most-preferred and its least-
preferred policy options.

Figure 6.11 shows the results of this exercise. It plots interest groups’ policy-
specific vulnerability to external adjustment on the horizontal axis and plots
vulnerability to internal adjustment on the vertical axis. The left-hand panel
shows interest groups’ vulnerability profiles vis-à-vis their most-preferred types
of internal and external adjustment. This panel illustrates that almost 52 percent
are located in quadrant IV and would thus benefit from internal adjustment but be
hurt by the proposed form of a breakup. Another 28 percent combine benefitting
from internal adjustment with being indifferent about the suggested form of
external adjustment. Taking these groups together, it is not surprising that almost
seven out of ten interest groups support a macroeconomic rebalancing through
domestic expansion in this scenario.

The picture changes drastically, however, when we examine vulnerabilities
toward the interest groups’ least-preferred policies for internal and external
adjustment. We see not only a strong increase in those that are very vulnerable
to external adjustment but also a significant increase in interest groups who are
vulnerable to internal adjustment. As a result, a large number of interest groups
(42 percent) cluster in quadrant II, the misery corner, and would be hurt by both
internal and external adjustment. Not surprisingly, as we have seen in Figure 6.10,
this scenario corresponds to a massive drop in support for boosting domestic
demand and an increase in support for financing.

Our data also allow us to analyze the relationship between interest groups’
vulnerabilities and their choices between different crisis strategies more system-
atically. For this analysis, we focus on choices in the constrained trade-offs
scenario in which groups have to choose between crisis strategies that contain
their least-preferred policies. Because not even 3 percent of our respondents chose
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a Eurozone breakup in the least-preferred scenario, we focus on analyzing interest
groups’ choices for internal adjustment and financing. We recode our dependent
variables into two dummy variables that take the value of 1 if a group chose internal
adjustment or financing, respectively, and 0 if it did not. Because our argument
suggests that adjustment decisions are driven by policy-specific vulnerabilities, our
main independent variables are each group’s policy-specific vulnerabilities (proxied
by the respective rating) toward the least-preferred policies in the trade-off scenario.
To make sure that our findings are not driven by a group’s general position toward
internal and external adjustment, we control for their average evaluations of all
remaining policy options within each crisis strategy (i.e., all policies that are not
included in the hard trade-off scenario). Because ideas-based approaches emphasize
the importance of ideology, we also control for the general opinion about European
integration¹⁶ of the groups and their overall attitude toward the role of the state in
the economy.¹⁷ We also include country fixed effects.

Table 6.2 presents the results of probit regression analyses in which interest
groups are more likely to choose internal adjustment (models 1 and 2) and in
which they are more likely to choose financing (models 3 and 4) when confronted
with difficult choices. The results show that in line with our argument, interest
groups’ vulnerabilities are, indeed, related to the choice of crisis strategies. The
more vulnerable groups are towards the internal adjustment policies in question,
the less likely they are to support domestic expansion, whereas a higher vulner-
ability toward external adjustment increases the propensity to support internal
adjustment.¹⁸ In contrast, interest groups’ evaluations of the other internal and
external adjustment policies do not have an effect. This is not surprising to the
extent that these policies are not on offer, but it also suggests that the choice for
internal adjustment is not driven by a general support for macroeconomic rebal-
ancing. Interestingly, ideology has no statistically significant effect on this choice,
neither regarding the interest groups’ evaluation of European integration nor of
state interventions more generally.

For groups that find themselves with a vulnerability profile in the “misery
corner,” which has a high vulnerability to external and internal adjustment,
financing should be an attractive alternative. And, indeed, the more an interest
group is vulnerable to internal adjustment, and to a lesser extent external adjust-
ment, the more likely it is to choose financing as its preferred crisis strategy

¹⁶ “Now thinking about the European Union, some say European integration should go further.
Others say it has already gone too far. Where does your organization stand on this question?” (1 = “Has
gone too far”; 5 = “Should go further”).
¹⁷ “It’s a fundamental question of economic policy, whether the government should actively

intervene in the economy and regulate the economy or whether economic processes should be left to
the market only. Where does your organization stand on this question?” (1 = “Comprehensive
interventions”; 5 = “No interventions at all”).
¹⁸ The latter effect is not always statistically significant. Recall that most groups opposed external

adjustment, so this variable varies much less than the internal adjustment variables.
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(models 3 and 4). As before, we do not find a significant effect of interest groups’
vulnerability to those internal and external adjustment policies not included in the
policy packages or ideological factors.

To illustrate these results, Figure 6.12 plots the predicted probabilities of choos-
ing internal adjustment and financing across different levels of policy-specific
vulnerability toward internal adjustment. Given that virtually all interest groups
opposed external adjustment, these plots assume that groups’ vulnerability to
external adjustment is high. Figure 6.12 shows that the probability a group prefers
financing increases the more vulnerable it is to the proposed form of internal
adjustment. When an interest group strongly supports all internal adjustment
policies, including its least-preferred one, it will choose domestic rebalancing with
a predicted probability of almost 60 percent, which is in line with its vulnerability
profile in quadrant III. In contrast, the likelihood that the group will opt for
financing stands at less than 20 percent. Results are reversed for interest groups in
the “misery corner,” who are very vulnerable to both the internal and external

Table 6.2 Probit regression—vulnerabilities and likelihood of choosing adjustment
strategies

Adjustment Choice—Least-Liked Packages

Internal Adjustment Financing

(1) (2) (3) (4)

Vulnerability to lowest-ranked internal
adjustment policies

�0.357*** �0.380*** 0.227** 0.246**

(0.100) (0.108) (0.095) (0.101)
Vulnerability to other internal
adjustment policies

0.057 0.069 �0.210* �0.201

(0.114) (0.131) (0.120) (0.140)
Vulnerability to lowest-ranked external
adjustment option

0.262** 0.194 0.237** 0.149

(0.123) (0.136) (0.111) (0.128)
Vulnerability to other external
adjustment options

0.138 0.141 0.110 0.100

(0.088) (0.098) (0.086) (0.091)
Market liberalism 0.039 �0.005

(0.080) (0.085)
European integration 0.116 0.009

(0.086) (0.090)
Austria dummy �0.035 0.045 0.066 0.149

(0.185) (0.204) (0.189) (0.202)
Netherlands dummy �0.417** �0.293 0.201 0.219

(0.195) (0.217) (0.186) (0.203)
McFadden R-Square 0.13 0.25 0.12 0.23
Observations 333 282 333 282

Note: * p <0.1, ** p <0.05, *** p <0.01
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adjustment policies in the proposed policy packages. As expected, these interest
groups are predicted to select internal adjustment with a probability of only
about 10 percent, whereas the likelihood that they will opt for financing rises to
over 40 percent.

Our analysis so far has shown that a majority of groups prefer internal
adjustment over other possible crisis responses as long as domestic expansion is
achieved through policies that serve their interests. The costs and benefits of
different internal adjustment policies, however, differ across groups.
Distributional conflicts about how to rebalance the economy thus make it a
politically difficult strategy to pursue. However, opposition to specific internal
adjustment policies is also associated with more support for financing, even in its
unpopular variants, which is especially true, since a large majority of groups feel
vulnerable to external adjustment. Together with the low salience of financing
policies, this makes international transfers attractive.

Conclusion

Domestic economic interests have played a key role in the way surplus countries
in the Eurozone approached the Eurozone crisis. Knowing how different eco-
nomic interest groups positioned themselves during the crisis, what kind of
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Figure 6.12 Predicted probabilities of choosing internal adjustment and financing at
different levels of vulnerability toward internal adjustment
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adjustment strategies they supported, and which options they opposed is crucial to
gain a thorough understanding of the politics of the crisis. In this chapter, we have
used a wide range of newly collected quantitative and qualitative data to study the
preferences of interest groups in Germany, Austria, and the Netherlands.

Our results show that different types of interest groups, such as employer
associations, trade unions, or social policy groups, varied significantly in their
support for and opposition to specific possible crisis policies, especially regarding
internal adjustment and a to a lesser extent financing. Whereas a large majority of
interest groups supported internal adjustment via policies that were to their
advantage, support dropped significantly when internal adjustment involved
policies to which they were opposed. At the same time, interest groups’ vulner-
ability profiles informed their choice among crisis strategies, especially when
confronted with difficult choices involving only bad options. For those interest
groups who were vulnerable to both internal and external adjustment, financing
turned into an especially attractive option.

Several findings stand out. First, we find that a large majority of economic
interest groups reject any kind of Eurozone breakup. While there is some variation
in the perception of different scenarios of external adjustment, most groups
operate under the impression that any change in the composition of the monetary
union would have enormous costs for their members. Just like in deficit states, the
support for EMU also remained strong among surplus country interest groups
throughout the crisis. Second, the lack of internal adjustment in such countries as
Germany, Austria, and the Netherlands is not only rooted in ordoliberal ideas, but
also in distributional conflicts about the design of possible adjustment policies.
Although we find strong general support for strengthening domestic demand,
different groups disagree heavily about how to achieve this goal, which turns
internal adjustment into a politically difficult crisis strategy. At the same time,
many interest groups are willing to support financing as a way to resolve the
Eurozone’s problems, especially as the salience of this crisis response is surpris-
ingly low. These findings highlight new aspects of the politics of non-adjustment
surplus countries and suggest that distributional conflicts about the specific forms
of internal adjustment, together with a large consensus to avoid a breakup of the
union, made financing the politically most attractive alternative.

However, our results also pose a number of new questions. If interest groups
were so impassionate about the costs of engaging in bailouts, debt forgiveness, or
more institutionalized forms of international redistribution, why did surplus
country governments, nonetheless, take such hawkish positions in international
negotiations? And why did some countries, such as Austria, implement expan-
sionary policies despite the fact that distributional conflicts about the design of
such measures were similar as in the Netherlands and Germany? To answer these
questions, the next chapter digs deeper into how interest group preferences
interacted with public opinion, ordoliberal ideas, and the general economic
climate in shaping domestic politics in surplus countries.
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7
Crisis Politics in Surplus Countries

Caught between Voter Pressure and Interest
Group Stalemate

Why have surplus countries been so unwilling to carry a larger share of the
adjustment burden in the Eurozone crisis? In the previous chapter, we showed
that domestic distributional conflicts among interest groups were a key factor
impeding internal rebalancing in core countries. Based on the first systematic
empirical study of interest group preferences in Austria, Germany, and the
Netherlands, we showed that although most interest groups supported internal
adjustment in the abstract, they were deeply divided on how to achieve it. At the
same time, they also agreed that a breakup of the monetary union should be
avoided, but were much less opposed to financing. Moreover, this structure of
interest group preferences was very similar in all three surplus countries under
investigation. We therefore concluded that this constellation of interest group
preferences turned financing coupled with very limited domestic adjustment into
the politically most expedient strategy for surplus country policymakers.

However, this conclusion seems at odds with two characteristics of surplus
country policy responses to the Eurozone crisis. First, international transfers were
not at all seen as “politically expedient” by policymakers. Rather, surplus coun-
tries, and especially Germany, were initially quite hesitant to provide bailouts and
emergency loans (Sandbu 2015; Christina Schneider and Slantchev 2017).
Throughout the crisis, they rejected most calls for more extensive transfers or
the establishment of more permanent risk-sharing mechanisms at the European
level and insisted that any financial support was granted only in exchange for
harsh fiscal cuts and deep structural reforms in recipient countries (Armingeon
and Cranmer 2017a; Schimmelfennig 2015; Wasserfallen and Lehner 2018). If
important domestic interest groups were so accepting of financing measures
directed toward rescuing the monetary union, why were surplus country govern-
ments so reluctant? A second puzzle emerges from the fact that despite a similar
structure of interest group preferences, Germany, Austria, and the Netherlands
differed substantially in the extent to which they engaged in internal adjustment
during the crisis. Despite enormous international pressure, successive German
governments did little to expand domestic demand. Austria, on the other hand,
implemented a surprisingly large range of policies to strengthen domestic
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consumption and investment. Finally, instead of boosting domestic demand, the
Dutch government initially implemented contractionary (rather than expansion-
ary) policies and did very little to reduce the country’s rapidly growing current
account surplus. If interest group preferences were similar in all three countries,
what explains these differences?

To address these questions, this chapter takes a closer look at the politics of
crisis management in these three surplus countries. We argue that to understand
surplus country crisis policies, we also need to take into account the role of voters
and how their preferences about all three available crisis strategies—internal
adjustment, external adjustment, and financing—interacted with interest group
pressures to shape the policy decisions made by governments. A wide range of
authors have emphasized that public opinion played an important role in shaping
Eurozone crisis politics (Bechtel et al. 2017; Beramendi and Stegmueller 2016;
Bernhard and Leblang 2016; Howarth and Rommerskirchen 2013; Schneider and
Slantchev 2017). This chapter builds on this work and provides a systematic
analysis of how domestic voters in general evaluated the different forms of internal
adjustment, external adjustment, and financing, how their preferences interacted
with those of organized interests, and how contextual factors determined whether
voters or interest groups had more influence on the way surplus country govern-
ments approached the management of the crisis.

We argue that both interest groups and voters shaped crisis outcomes but that
their vulnerability profiles and preferences differed substantially. Given these
differences, issue salience was a key factor determining whether interest group
politics or public opinion had a greater influence on governments’ choices
between different forms of external adjustment, internal adjustment, and finan-
cing. Although both voters and interest groups opposed a breakup of the monet-
ary union, voters were much more skeptical about most forms of international
transfers than were interest groups. Given the high salience of financing issues in
national debates and electoral campaigns, this skepticism trumped the more open
stance of interest groups and led surplus country governments to adopt very
restrictive positions in international negotiations. At the same time, most voters
were very open to measures that would stimulate the domestic economy, whereas
interest groups were gridlocked and could not agree on how internal adjustment
should be pursued. As long as good economic conditions reduced the salience of
domestic economic reforms, this gridlock among interest groups meant that
neither voters nor organized economic interests strongly pushed for internal
adjustment. In this context, governments had ample room to follow their own
ideological economic convictions or simply focus on other policy areas which
largely resulted in non-adjustment. However, in contexts in which the state of the
domestic economy became a salient issue, the public’s support for internal
adjustment led policymakers to disregard both interest group conflict and their
own ideological reservations against state expansion and to engage in certain
forms of internal rebalancing.
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We conduct comparative case studies of crisis politics in Germany, Austria, and
the Netherlands and consider a wide range of quantitative and qualitative evi-
dence to examine this argument in detail. Our analysis proceeds in two steps. First,
we draw upon a rich set of available public opinion data that allows us to trace
how voters in surplus countries evaluated different policies that fell into the
categories of internal adjustment, external adjustment, and financing. Based on
this analysis, we show that voter preferences were remarkably similar across the
three countries but that their preferences differed substantially from those of
surplus country interest groups. Second, we conduct in-depth case studies of
Eurozone crisis politics in our three surplus countries. Building on existing studies
of the interplay between voters and interest groups, we use evidence from over
thirty in-depth interviews with policymakers and interest group representatives
and numerous primary sources to trace the dynamics and contextual factors that
determined whether voters or interest groups were more influential in guiding
how policymakers approached different crisis strategies.

Overall, our analysis shows that given the broad opposition of both voters and
interest groups, external adjustment never became a politically viable option for
surplus countries. Vocal and clear opposition from voters in all three countries
blocked the route toward more encompassing financing approaches. Finally, more
accommodating economic policies were pursued only in Austria, where the
salience of the state of the domestic economy made expansionary policies elect-
orally expedient and led the government to force economic interest groups to
accept domestic reforms.

Voter Preferences about How to Resolve the Eurozone Crisis

Our book’s central premise is that a full understanding of the politics of the
Eurozone crisis requires an understanding of how key societal actors and policy-
makers evaluated all potential crisis responses, including those not chosen. For
surplus countries, these options were threefold: First, external adjustment in the
form of a breakup of the monetary union, second, internal adjustment via a boost
to domestic demand that would increase imports and domestic inflation, and
third, financing the current account deficits of countries in the Eurozone’s deficit
countries through financial transfers. In Chapter 6, we showed that interest group
preferences about the desirability of each of these strategies differed considerably.

We now turn to voters and examine how surplus country voters evaluated these
different policy options for managing the crisis, focusing on the same three
surplus countries (Austria, Germany, and the Netherlands). To generate a com-
prehensive picture of voters’ policy preferences, we combine data from multi-
country surveys, such as the Eurobarometer, with a large number of national
surveys that allow us to gauge voter preferences with respect to more specific
issues in the domestic arena and as well as to trace the trajectory of public opinion
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over time. We first discuss voter preferences regarding each crisis strategy, starting
with their positions on external adjustment and moving on to their positions on
domestic rebalancing and finally financing. We then draw together this evidence
and discuss what it means in the context of the book’s vulnerability profile
framework. We find that voters largely opposed a breakup of the monetary
union, were quite supportive of a wide array of measures that could have con-
tributed to internal adjustment, and remained deeply skeptical of virtually any
form of international financing.

External Adjustment: Surplus Country Voters
and a Breakup of the Eurozone

How did surplus country voters evaluate external adjustment? How did they view
different scenarios of how the Eurozone might break up? To answer these
questions, we explore three aspects of public opinion about the euro in our
three surplus countries: The public’s overall support for the euro, voters’ support
for their own country’s exit from the common currency, and the public’s views
about an exit of individual deficit and debtor countries from the Eurozone.

In line with existing research (Hobolt and Leblond 2013; Roth, Jonung, and
Nowak-Lehmann 2016), Figure 7.1 shows that an overwhelming majority of
voters in surplus countries viewed the euro positively and retained this positive
view of the common currency throughout the crisis. On average, about 68 percent
of voters in Germany, 65 percent in Austria, and 60 percent in the Netherlands
stated that overall the euro was a good thing for their country. That said, there
was a sizeable increase in the share of surplus country voters who believed that
the euro was a bad thing for their country between 2010 and 2013, when the

Good Bad Undecided

“Generally speaking, do you think that having the euro is a good or a bad thing for your country?”
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Figure 7.1 Overall evaluation of the Euro between 2013 and 2015
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Eurozone crisis peaked. Nonetheless, throughout the crisis those with a generally
positive view of the euro remained the clear majority in Germany, Austria, and the
Netherlands.

This positive of evaluation of the euro was also mirrored by the fact that a clear
majority of surplus country voters wanted their respective countries to keep the
common currency. A wide range of studies has emphasized that Euroskepticism
in Northern Europe increased throughout the crisis (Braun and Tausendpfund
2014; Hobolt and de Vries 2016a; De Vries 2018). Nonetheless, this did not
translate into broad support for an exit from the monetary union. Various
national surveys show that those who actually wanted their country to leave the
Eurozone remained the clear minority. Yet that minority was not negligible, and it
was much more pronounced than among interest groups. For example, every
third respondent in both a 2011 survey in the Netherlands (De Hond 2011b) and a
2012 survey in Austria (OGM 2012) stated that their country should abandon the
euro and return to a national currency.¹ And in Germany, every fourth respond-
ent favored a German exit from the Eurozone in 2013 (Jung et al. 2015).
Importantly, however, this support for a national withdrawal from the common
currency was more concentrated among supporters of far-right parties such as
the Alternative for Germany (AfD), the Freedom Party of Austria (FPÖ), and the
Dutch Party for Freedom (PVV). In contrast, 79 percent of those voting for the
government parties Christian Democratic Union (CDU) and Free Democratic
Party (FDP) in Germany in 2013, and 65 percent of those voting for the People’s
Party for Freedom and Democracy (VVD) and the Labour Party (PvdA), which
governed the Netherlands in 2011, wanted to remain in the Eurozone. To the
extent that policymakers pay particular attention to the preferences of their own
party’s voters (Walter 2016), this means that surplus country governments con-
fronted voters that overwhelmingly supported a continuation of their country’s
membership in the Eurozone.

Overall, voters in surplus countries also opposed an exit of other countries from
the Eurozone. Rather than supporting an “external adjustment through the back-
door” by allowing or asking deficit countries to leave the Economic and Monetary
Union (EMU), surplus country voters exhibited a strong aversion to such pro-
posals. The best data available on this issue stems from a July 2011 poll in
Germany. Figure 7.2 shows that a large majority of German respondents sup-
ported the continued membership of almost all crisis countries in the common
currency.² Greece is the only case in which opinions on a potential exit from the

¹ In the Netherlands, 32%; in Austria, 35%.
² Although we lack surveys that asked similar questions about deficit countries to respondents in

Austria and the Netherlands, given the consistency voters from the three countries showed on other
items, we have little reason to believe that public opinion in these countries was dramatically different.
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Eurozone were more divided. But even in the case of Greece, there was not a clear
popular push for Grexit. In 2012, a slight majority (53 percent) of German
respondents stated that Greece should abandon the common currency. This
sentiment remained quite stable over time, and the number of Grexit supporters
did not even change during the spectacular negotiations about the third bailout in
the summer of 2015 (Forschungsgruppe-Wahlen 2016). Surveys from Austria and
the Netherlands point in a similar direction. In the Netherlands, supporters of a
Grexit varied around 45 percent throughout the crisis period (De Hond 2011a,
2012, 2015). In Austria, the share of citizens that supported a Grexit actually
decreased throughout the crisis. In 2012, more than 60 percent of Austrian
respondents—a clear majority—were in favor of Greece leaving. However, by
2015 the share had decreased significantly to 45 percent (OGM 2015).

Our analysis thus leads us to conclude that in the Eurozone’s three major
surplus countries, public support for external adjustment was quite limited.
Even though sizeable minorities supported a breakup of the monetary union in
one form or another, this support was concentrated among those who voted for
populist-right opposition parties. The parties in government, in contrast, were
confronted with voters who—in line with surplus country interest groups—
overwhelmingly rejected external adjustment.
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Figure 7.2 Should crisis countries remain in the Eurozone? Responses from Germany
Source: Jung, Schroth, and Wolf (2013)
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Internal Adjustment: Public Opinion on Domestic Rebalancing

What did public opinion on internal rebalancing look like? Research emphasizing
the role of ideas has often argued that the road toward an expansion of domestic
demand in surplus countries is blocked by fiscally austere voters, who subscribe to
the argument that domestic wage restraint is necessary to safeguard their coun-
try’s export competitiveness (Bulmer 2014; Sattler and Haas 2018) and who love
low government debts (Blyth 2013; Haffert 2016; Howarth and Rommerskirchen
2013; Matthijs 2016a). This suggests that during the Eurozone crisis, voters in
surplus countries should on average have opposed expansionary measures
designed to rebalance the economy, such as increases in government spending,
efforts to increase wage growth, tax cuts, or new incentives for generating more
private investment in the domestic economy.

However, national polls show that at the policy level, voters in surplus countries
actually seemed to be very open to different forms of domestic expansion.
Figures 7.3–7.5 depict public opinion on potentially expansionary policies,
which were discussed in Germany, Austria, and the Netherlands, respectively,
over the course of the Eurozone crisis. It shows that voters were quite supportive
of a wide range of possible measures for domestic expansion.

In Germany, for example, public opinion was not overly orthodox in terms of
public spending. In a 2010 survey, more than half (55 percent) of respondents
stated that additional tax revenues should be used for tax cuts or more govern-
ment spending, whereas only 43 percent were in favor of using such revenues to
repay debts (Infratest-dimap 2016). The public also supported various policy
measures designed to raise domestic wages. Panel (a) in Figure 7.3 shows that
between 2011 and 2013, a strong and growing majority of ultimately over 70
percent of respondents supported the introduction of a nationwide stationary
minimum wage, which became a major policy issue during that time and was
eventually implemented in 2013. Voters were also supportive of wage growth in
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Figure 7.3 Public opinion on various forms of internal adjustment in Germany
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other segments of the income distribution. In a survey from 2010, about two-
thirds of all respondents supported the statement that the economic recovery
should first and foremost be used to increase the wages of workers in Germany
(Infratest-dimap 2011). At the same time, German voters were also surprisingly
favorable to increasing public spending. In 2013, more than 75 percent wanted the
government to increase public investment in education, and there was even
majority support for substantial increases of public spending on social welfare
(see panels (b) and (c) in Figure 7.3). This support was also very broad. With the
exception of supporters of the liberal FDP, support for the minimum wage, more
spending on education, and increased expenditure for social welfare reached
across party lines (Forschungsgruppe-Wahlen 2016; Jung et al. 2013, 2015;
Rattinger et al. 2018).

The public was quite positive about internal adjustment in other surplus
countries as well. In Austria, three-quarters of respondents in a 2013 survey
agreed that the government should lower income taxes, even if such measures
would lead to higher public debt, and that the state should invest more in
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education (panels (a) and (b) in Figure 7.4). And more than 60 percent of
respondents felt that the government should fight unemployment even if this
would lead to higher budget deficits (panel (c) in Figure 7.4).

Only in the Netherlands did public opinion exhibit less enthusiasm about
policies designed to foster internal adjustment. In 2012, a clear majority opposed
tax cuts (panel (a) in Figure 7.5), and only 25 percent supported increasing
government spending on social welfare (panel (c) in Figure 7.5). As we will see
later in the chapter, a possible explanation for this more restrictive stance is the
fact that in 2012, the Netherlands itself struggled with rising levels of public debt
and financial market pressures. However, even in these fiscally difficult times, a
clear majority of voters favored more public spending in some areas, such as
education (panel (b) in Figure 7.5).

Altogether, this evidence suggests that the lack of internal adjustment in surplus
countries can hardly be explained by public skepticism and fiscal orthodoxy.
Just like surplus country interest groups, the public seems to have been surpris-
ingly open to implementing some forms of internal adjustment. Especially in
Germany and Austria, there was plenty of room to garner public support for
expansionary domestic policies, and even in the Netherlands, voters would have
welcomed some expansionary measures.

Financing: Public Opinion on Financial Transfers to Deficit States

Voters were much more skeptical with regard to financing as a third possible crisis
response. Most research on surplus country voter preferences on this issue finds
that voters generally opposed the idea of redistributing money from surplus
countries to deficit states (Beramendi and Stegmueller 2016; Hobolt and de
Vries 2016a). There was considerable opposition not only to bailing out individual
crisis countries (Bechtel et al. 2014, 2017) but also to the creation of European
rescue funds (Stoeckel and Kuhn 2018), the provision of debt reliefs for struggling
countries (Rathbun, Powers, and Anders 2018), and the establishment of more
institutionalized transfer mechanisms such as European unemployment schemes
or Eurobonds (Daniele and Geys 2015; Dolls and Wehrhöfer 2018; Kanthak and
Spies 2018; Koller 2018).

One of the reasons for the widespread opposition among voters was that,
contrary to our findings for interest groups, financing preferences at the individual
level seemed to have been shaped largely by noneconomic factors. Extensive
research has shown that opposition to different forms of international transfers
was closely linked to voters’ nationalist attachment and in-group loyalty (Bechtel
et al. 2014; Daniele and Geys 2015; Kuhn et al. 2017), limited altruism (Kleider
and Stoeckel 2018), conservative and Euroskeptical political attitudes (Bauhr and
Charron 2018; Stoeckel and Kuhn 2018), and moral questions about fairness and

OUP CORRECTED AUTOPAGE PROOFS – FINAL, 26/9/2020, SPi

214     



retribution (Rathbun, Powers, and Anders 2018). Importantly, these cultural
factors seemed to matter more for voters’ preferences than did the individual
material costs and benefits they attached to financing policies. In general, however,
extensive research has shown that public opinion in surplus countries was char-
acterized by widespread opposition to financing and that although some voters
reacted to partisan cues on the issue (Stoeckel and Kuhn 2018), rejection did not
seem to be correlated with political sophistication, general political interest, or
media consumption. Against this background, public opposition to transfers was
relatively stable over time and, once established, hard to move into a more
generous direction (Rathbun, Powers, and Anders 2018.).

Yet it is also important to note that respondents were quite attentive to the type
of financing provided. For example, German respondents were much more likely
to support smaller bailout packages for Greece and packages in which Germany’s
relative share of the financial burden was smaller. Also, voters’ grew more
supportive of financial transfers, if bailouts were linked to strict economic condi-
tionality (Bechtel et al. 2017).

A brief review of national polls confirms that surplus country voters were
deeply skeptical about financing. Figure 7.6 shows that throughout the crisis, a
clear majority of voters opposed even the general idea that their countries should
financially support other member states in times of crisis. In Germany, more than
60 percent stated that their country should not support other member states in
need. Other surveys show that the German electorate was not more forthcoming
when asked about more specific forms of financing. More than 80 percent
opposed the expansion of the European Financial Stability Facility in 2011, and
more than 70 percent were against providing additional resources to the European
Stability Mechanism in 2012 (Jung et al. 2013, 2014). Furthermore, 84 percent of
all Germans opposed the introduction of Eurobonds, and 56 percent thought the
German government should not have agreed to the haircut on Greek debt owed to
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private banks in 2011 (Jung et al. 2013, 2014). Importantly, this distribution did
not differ substantially across party lines. With the exception of Green parties, a
majority of supporters of all major parties opposed the general premise of
international financial support in times of crisis.

Moreover, Figure 7.6 illustrates that even though much of the existing literature
on financing preferences has focused on Germany, skepticism regarding inter-
national transfers also characterized public opinion in Austria and the
Netherlands. Almost 70 percent of all Austrians and a majority of Dutch respond-
ents opposed the provision of financial support to crisis countries.³ Other surveys
confirm this picture. In 2011, 64 percent of all Austrians opposed the creation of
new rescue funds at the European level,⁴ and in the same year about 60 percent of
Dutch voters stated that their government should stop lending money to countries
in crisis (Austria Presse Agentur 2011; De Hond 2011).

Overall, voters in all surplus countries throughout the crisis remained deeply
skeptical of financing as a response to the euro crisis. Although public opinion on
external and internal adjustment was similar to interest groups’ views regarding
potential crisis policies, they differed significantly with regard to the financing
strategy: Whereas financing was mostly a low-salience issue for interest groups,
more far-reaching reforms for international transfers and risk sharing elicited the
support or at least a lack of opposition from a majority of interest groups. In
contrast, financing was a salient issue for voters, and public support for redis-
tributive measures that benefitted deficit countries was quite limited.

Diverging Preferences: Public Opinion and Interest Group
Preferences in the Euro Crisis

Table 7.1 summarizes how voters evaluated the three possible strategies followed
by surplus countries in the management of the Eurozone crisis. First, the crisis did
spark a significant proliferation of anti-European sentiments in all surplus coun-
tries. However, the group of voters who actually would have welcomed a breakup
of the monetary union remained a clear minority, and on aggregate, surplus
countries’ electorate opposed external adjustment. Second, at the policy level,
voters would have welcomed a wide array of measures designed to stimulate
domestic demand and wage growth. Although we lack detailed information on
interest group preferences for comparable polices across all countries for voters,
national surveys show that public opinion did not constitute a major hurdle for

³ In the Netherlands, respondents were asked whether their country should “lend money to” instead
of “financially support” member states suffering from economic and financial distress (Kolk et al.
2012). This wording might explain the slightly higher share of supporters.
⁴ https://diepresse.com/home/wirtschaft/economist/704181/Oesterreicher-lehnen-EURettungsschirm-ab
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internal adjustment. Finally, extensive academic research and public opinion polls
show that a large majority of voters in surplus countries remained very skeptical
about international transfers. Given that most voters wanted to avoid a breakup of
the monetary union, public opposition to financing might seem surprising.
However, existing studies have also shown that in contrast to the attitudes of
economic interest groups, voters’ attitudes toward international redistribution and
risk sharing were driven much more by nonmaterial factors such as national
attachment and redemption than by cold cost–benefit analyses.

The overview in Table 7.1 also allows for a comparison of the preferences of
voters with the positions of interest groups, which we analyzed in Chapter 6.
Although both voters and interest groups opposed a breakup of the monetary
union, their preferences diverged with respect to the other two possible crisis
responses. Contrary to voters’ welcoming stance, distributional conflicts about the
microeconomic effects of various expansionary policies made internal adjustment
a costly strategy to pursue for economic interest groups. Moreover, interest groups
did not share voters’ skepticism with respect to financing and would have been
open to a wide array of potentially stabilizing measures.

Given the differences in preferences between voters and interest groups, it
becomes important to identify the preferences responsible for setting the more
vigorous constraints for policymakers and to determine how the influence of
voters and interest groups differed across various policies and adjustment strat-
egies. Before we discuss our case studies of crisis politics, the next section therefore
builds on existing studies of interactions between voters and interest groups to
guide our theoretical expectations.

Voters, Interest Groups, and Eurozone Crisis
Politics in Surplus Countries

Our analyses have shown that although both voters and interest groups in surplus
countries rejected external adjustment as a path to Eurozone crisis resolution, they

Table 7.1 Voter and interest group preferences on crisis strategies

External 
Adjustment

Internal 
Adjustment

Financing

VOTERS

INTEREST 

GROUPS
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differed significantly in their assessments of the merits of internal adjustment
and financing. A key question for the study of crisis politics in surplus countries
is therefore whose preferences were more influential in guiding policymakers’
decisions regarding the management of the euro crisis.

Existing research on the politics of the euro crisis has been divided on this
question. One set of studies has emphasized that public opinion and voter
preferences were key determinants of the way surplus countries responded to
the Eurozone’s problems. These studies have built on the general idea that, in
democracies, politicians are responsive to the interests of potential voters, because
citizens use the ballot box to hold governments and legislators accountable for
their political decisions (Dahl 1971; Downs 1957; Esaiasson and Wlezien 2017).
As a result, democratically elected policymakers, even in the context of European
policymaking, have strong incentives to turn voters’ preferences into policy
(Hagemann et al. 2017; Schneider 2018).⁵ From this perspective, the decisions
made by surplus country governments during the Eurozone crisis were therefore
shaped primarily by domestic electoral considerations (Armingeon and Cranmer
2017a; Bernhard and Leblang 2016). Concerns about public opinion and rising
levels of Euroskepticism made surplus countries hesitant to support international
bailouts (Schneider and Slantchev 2017) and further fiscal integration (Börzel and
Risse 2018), both of which were largely rejected by a majority of voters. Likewise,
especially in Germany—the most extensively studied surplus country—the lack of
internal adjustment reflected voters’ fiscal conservatism, inflation aversion, and
preference for balanced budgets (Bonatti and Fracasso 2013; Bulmer 2014; Haffert
2016; Howarth and Rommerskirchen 2013) but also voters’ beliefs that current
account surpluses were a desirable sign of economic strength (Iversen and Soskice
2018; Sattler and Haas 2018). In sum, this first line of research has argued that
surplus country policies reflected voter preferences in these countries.

A second line of research has emphasized the influence of special interests on
surplus countries’ policy responses to the Eurozone crisis. Starting from the
observation that the congruence between public opinion and policy outcomes is
often limited (Matsusaka 2010; Wlezien and Soroka 2012), these studies have built
on a large body of research on the influence of organized interest groups on
political outcomes (Dür and Bièvre 2007; Gilens and Page 2014; Grossman and
Helpman 2001; Hacker and Pierson 2010; Klüver 2013). Such groups have at
their disposal a wide array of means to shape policies. They can directly sway
policymakers through campaign contributions (Baumgartner et al. 2009; Kalla
and Broockman 2016) and by mobilizing the electoral support of their members
(Klüver 2018). They can influence policy outcomes by providing expertise and
special knowledge on complex issues (Culpepper 2011), by shaping the (expected)

⁵ We leave aside here the debate about the extent to which voters’ policy preferences can be shaped
by elite cues (see, for example, Steenbergen, Edwards, and Vries 2007).
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economic consequences of certain policy decisions (Culpepper and Reinke 2014;
Lindblom 1977), or even, especially in corporatist settings, through direct involve-
ment in bodies of formal consultation and institutions for governmental decision-
making (Martin and Swank 2012; Schmitter and Streeck 1991). Economic interest
groups thus also shaped surplus country policymaking in the Eurozone crisis.
A number of studies have argued that governments’ willingness to engage in
limited international bailouts was largely a tool for protecting the interests of
exposed domestic banks (Blyth 2013; Frieden and Walter 2017; Hall 2012; Tarlea
et al. 2019). This research has maintained that the initial opposition of Germany,
Austria, and the Netherlands to any form of debt forgiveness for deficit states
reflected the need to buy their own banks the time to eliminate risky assets from
the periphery (Steinberg and Vermeiren 2015; Thompson 2015). At the same
time, the road toward more encompassing fiscal transfers was blocked by produ-
cer groups in export industries, which perceived more far-reaching transfers as
detrimental to their interests in austere fiscal policies and wage restraint at home
(Hall 2018b; Höpner and Lutter 2014; Steinberg and Vermeiren 2015). Similarly,
these studies argue that surplus countries’ unwillingness to rebalance their current
accounts was rooted in a broad coalition of domestic employer groups and
trade unions that depended either directly or indirectly on the performance of
the export sector (Hall 2012; Iversen et al. 2016). According to this literature, the
need to preserve competitiveness on international markets thus led a powerful
coalition of both employer associations and trade unions in affected industries to
lobby against any internal adjustment measures that could produce higher infla-
tion, and a rise of the domestic wage level (Bonatti and Fracasso 2013; Hall 2014;
Moravcsik 2012; Stockhammer 2016).

Existing research has thus demonstrated that both electoral concerns and
interest group pressure influenced the way surplus country governments chose
to manage the Eurozone crisis. At the same time, our own analysis of interest
group and voter preferences shows that neither of these groups were fully suc-
cessful in shaping policy outcomes in line with their preferences. Had surplus
country governments cared most about implementing policies in line with voter
preferences, they would have been more restrictive in terms of financing and
would have instead engaged more in implementing popular expansionary policies
at home. In contrast, had crisis politics been dominated exclusively by special
interests, surplus countries would have been much more forthcoming about
international transfers, and distributional conflicts among interest groups would
have effectively ruled out any form of internal adjustment.

The fact that neither of these scenarios played out suggests that policies were
the outcome of the interplay between domestic voter preferences, special interest
influence, government agency, and the more general domestic and international
context in which the Eurozone crisis played out. An extensive literature on the
interplay between voters and interest groups in the policymaking process (Becker
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1983; Dixit and Londregan 1996; Grossman and Helpman 2001; Stigler 1971)
shows that both voter and interest group preferences usually matters to policy-
makers. Second, governments’ own ideas and preferences shape the policies they
implement, including crisis responses. And finally, in a setting such as an inter-
national economic crisis, policymaking is also constrained by a number of con-
textual factors, such as economic developments or the actions and policy positions
of other countries involved in crisis management. Taken together, this suggests
that governments were neither the long arm of organized interests nor did they
simply bow to electoral and external pressures. Instead, national political elites in
surplus countries often had and made use of the considerable room to maneuver
to manage the crisis within the realm of external constraints.

This raises the question under which circumstances which considerations
matter most. Existing work suggests that voter preferences constrain policy-
makers’ room to maneuver most on issues that are highly salient to voters
(Armingeon and Giger 2008; Burstein 2003; Stimson et al. 1995) and on which
they have consistent views (Busemeyer, Garritzmann, and Neimanns 2020). On
such salient issues, voters are likely to monitor how candidates and parties
position themselves and will hold them accountable for their standpoints in future
elections (Bélanger and Meguid 2008; Reher 2014). For Eurozone politics, this
suggests that governments’ incentives to pursue policies in line with public
sentiment—even if these policies were at odds with the preferences of important
economic groups or their own ideological convictions—should have been par-
ticularly strong for those crisis strategies and policies to which voters played
particular attention and on which they had relatively consistent views.

However, the political clout of public opinion wanes, the more disinterested
voters become. The realm of the “quiet politics” (Culpepper 2011) that charac-
terizes nonsalient issues provides an ideal terrain for organized groups with
concentrated interests (Keller 2018). In this context, the preferences and power
resources of interest groups are likely to outweigh policymakers’ concerns for the
preferences of largely disinterested voters. For Eurozone crisis politics, this sug-
gests that the less salient certain policies become in the eyes of the electorate, the
more the preferences of interest groups should dominate the trade-offs govern-
ments face. The salience of policies can also vary within each of the three possible
crisis strategies: Voters may pay attention to some aspects or forms of external or
internal adjustment or financing, but not to others. This gives policymakers some
room to maneuver within each of these strategies.

Finally, governments’ room to maneuver is largest when neither voters nor
interest groups push strongly in favor of or against specific policies. In contexts in
which voters are disinterested and in which, at the same time, interest groups are
unwilling or unable to shape policymaking according to their interest, policy-
makers experience limited concerted pressure to follow specific polices. This
opens up considerable room for governments to move in line with their own
preferences and ideas. In such contexts, ideational factors such as ordoliberal
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convictions amongst key decision makers are likely to become an important driver
of crisis politics (Blyth 2002; Dullien and Guérot 2012; Matthijs 2016a; Ryner
2015). For Eurozone crisis politics, this suggests that the ideas of national political
elites should have been important drivers of policymaking on issues for which
issue salience was low and interest groups were disunited. Because voters and
interest groups differed in their vulnerabilities to and preferences regarding
various crisis strategies during the Eurozone crisis, and because these preferences
had different political weights in different contexts, this suggests that we should
observe considerable variation in the degree to which different interests succeeded
in influencing Eurozone crisis politics in line with their preferences.

In a nutshell, we expect public opinion to shape government behavior in contexts
in which adjustment strategies were saliently discussed in national politics. But in
contexts in which potential adjustment strategies gained little public attention, we
expect the dynamics between interest groups to be more influential. If neither voters
nor interest groups push for a specific crisis resolution, we expect governments to be
much more able and likely to follow their own ideas and preferences. Finally,
governments are constrained not only by voters and special interests, but also by
the wider policymaking context, such as the macroeconomic setting (Bernhard et al.
2002; Clark and Hallerberg 2000), international processes and financial markets
(Mosley 2000, 2003; Oatley 2011), and the negotiating positions of other countries
(Lundgren et al. 2018). This suggests that surplus country policy responses to the
Eurozone crisis should diverge most strongly from both voter and interest group
preferences where the governments’ room to maneuver was most constrained by
the policymaking context.

Eurozone Crisis Politics in Germany, Austria,
and the Netherlands

We trace this argument through comparative case studies of the crisis politics in
the three biggest surplus countries: Germany, Austria, and the Netherlands. These
cases are instructive because they have many similarities but also differ in import-
ant respects. All three countries positioned themselves in similar terms with
regard to many European-level proposals for crisis resolution, as our analysis in
Chapter 5 has shown. More generally, their crisis responses both shared important
features and exhibited significant differences, especially with regard to internal
adjustment. Whereas Germany did little to address its huge current account
surplus and the Netherlands even fueled its export overhang by engaging in
contractionary instead of expansionary domestic policies, Austria implemented
a remarkably large array of measures to strengthen domestic demand and invest-
ment. These differences are somewhat surprising, because interest groups and, to a
lesser extent, voters in these countries had rather similar preferences about
external and internal adjustment as well as financing.
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The three countries also share a number of features that could affect the relative
influence of different voter segments and interest groups. They have similar
electoral institutions (Iversen and Soskice 2006) and had comparable partisan
dynamics during the crisis.⁶ Interest group systems in all our cases are highly
centralized, and strong peak organizations wield considerable political power.
Finally, all three countries are coordinated market economies with long traditions
of corporatist policymaking (Dür and Mateo 2013b; Hall and Soskice 2001; Paster
2013). Differences in crisis outcomes are therefore unlikely to stem from some
important political or institutional dissimilarities across the three countries.
However, the three countries varied considerably in their economic experiences
during the crisis: Whereas Germany experienced an economic boom, Austria
struggled with stagnation and rising unemployment, and the Netherlands only
narrowly escaped a full-fledged economic crisis of its own. Comparing crisis
politics in the three countries thus allows us to explore how the preferences of
voters and interest groups shaped crisis politics in different contexts.

We focus our analysis on adjustment politics between 2010 and 2016, during
which time the Eurozone crisis was a prominent issue in domestic (and European)
politics. To trace crisis politics in this period, we conducted thirty in-depth
qualitative interviews with policymakers and interest group representatives in
the three countries. We selected interest groups based on their size and the
importance of their members to the overall economy. We also made sure to
conduct interviews with groups from all economic sectors as well as trade unions
representing workers at different skill and income levels. Overall, the interviews
aimed at corroborating our survey results and expanding our understanding of
interest groups’ positions and actions during the Eurozone crisis. We also con-
ducted interviews with twelve policymakers, who were either legislators who had
been actively involved in decisions about the crisis or high-ranking officials in the
responsible departments in the ministries for finance and economic affairs.⁷ The
main aim of our interviews with policymakers was to understand their perceptions
of the different societal preferences and to trace how these preferences played into
decision-making. A complete list of all our interview partners can be found in
Table A7.1 in the Appendix to this chapter. We complement the insights gained
through these interviews with other sources, ranging from protocols of parlia-
mentary debates and committee discussions to newspaper articles and other
secondary sources.

⁶ During the crisis, Germany and the Netherlands were first ruled by center-right-liberal coalitions
and subsequently by grand coalitions between center-right and social demoS8cratic. Austria was ruled
by a grand coalition between social democrats and the center-right Austrian People’s Party.
⁷ Interviews in Germany took place between November 27 and December 8, 2017. Interviews in

Austria and the Netherlands took place between June 18 and June 22, 2018, and July 2 and July 6, 2018,
respectively.
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The goal of our analysis is to explore how interest group and voter preferences
jointly influenced surplus country policymaking during the Eurozone crisis. We
examine surplus country politics with regard to each of the three different
adjustment strategies in turn. We start with the strategy of external adjustment,
the avoidance of which attracted a large societal consensus. We then turn to
financing, where interest group and voter preferences diverged considerably but
where all three countries opted for a similar policy approach. The final section
discusses internal adjustment, the strategy on which interest groups were most
divided and on which the three surplus countries differed considerably in terms of
implementation. By examining how public opinion, interest group pressure, and
contextual factors jointly influenced surplus country policymaking during the
crisis, we also address the two puzzles about surplus country crisis strategies
discussed at the beginning of this chapter: The fact that surplus countries kept a
tight rein on all attempts to establish a permanent European-level system of
financial transfers even though such measures would have been supported by
economic interests and could have provided significant efficiency and insurance
gains (Beramendi and Stegmueller 2016; Schelkle 2017) and the fact that surplus
countries differed in their approaches to internal adjustment, even though similar
deep distributional conflicts between interest groups about how to adjust intern-
ally existed in all surplus states.

Not an Option: External Adjustment

As we have shown throughout this book, the question of how to resolve the
Eurozone crisis was hotly contested. Nonetheless, there is one issue on which a
remarkable consensus emerged quickly among voters, interest groups, and pol-
icymakers: The Eurozone was to be protected. As our interest group surveys show,
four out of five interest groups opposed any form of a Eurozone breakup.
Although this share was somewhat lower for voters, a clear majority of voters
were equally opposed to external adjustment. The euro was also a highly salient
issue for voters. A representative study from 2012 shows that almost 30 percent of
all respondents in Germany singled out the European Union (EU) and the euro as
the most important issue the country was facing. No other issue area was
mentioned with the same frequency, and in 2013, more than 85 percent of
German voters stated that the management of the euro crisis would matter or
matter a lot for their voting decision (Jung et al. 2012, 2013). The euro crisis was
also a dominant issue in the public debates in Austria and the Netherlands. In the
run-up to the Austrian election in 2014, party positions on the euro and the EU
were almost as important to Austrian voters as their stance on social and tax
policies. The euro crisis thus outranked usual evergreens of domestic political
debates, such as crime or the environment (Kolk et al. 2012; Kritzinger et al. 2016).
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Dutch election studies from 2012 show a very similar pattern (Kolk et al. 2012;
Kritzinger et al. 2016).

Given this consensus among major domestic stakeholders, it is unsurprising
that the possibility of external adjustment was scooped off the political agenda
early on and without much resistance. Policymakers in Germany, Austria, and the
Netherlands never seriously considered external adjustment in the form of either
leaving the monetary union or pushing deficit countries to leave. Importantly, this
happened even though external adjustment would have been in line with the
ordoliberal convictions of large parts of the German, Austrian, and Dutch bur-
eaucracies and even some political decision-makers, who were deeply convinced
that keeping countries which had violated fundamental rules of sound economic
policymaking in the common currency would set a dangerous precedent and
weaken the monetary union in the long run (Interviews DE4; DE11; AT9; see
also Feld et al. 2015). Nonetheless, none of the mainstream parties in surplus
countries regarded calling for a breakup of the union as a viable political position,
and although ministries in all countries planned for a breakup, these steps were
always regarded as preparing for a worst-case scenario (Interviews DE9; DE10;
DE12; AT7; AT9; NL5; NL6). Several policymakers argued that politically, there
was simply “no alternative” to keeping the Eurozone together, not only because
the expected market upheavals and potential threat to the stability of the common
currency would have hurt crucial economic sectors but also because there was
little popular backing for any measure that could risk the stability of the union
(Interviews DE12; AT9; NL6).

The only exception to this uniform rejection of a Eurozone breakup occurred
after the election of the Greek anti-austerity party SYRIZA in early 2015—and
especially when the Greek people voted in a referendum against the terms of a
proposed bailout agreement in July of that year. To the extent that markets had
priced in a potential exit of Greece and because Eurozone policymakers feared that
giving Greece softer conditionality terms as a result of the referendum might
create a dangerous precedent (Walter et al. 2018), a number of high-ranking
policymakers in the ministries of finance in Austria, the Netherlands, and espe-
cially Germany, concluded that Greece should abandon the common currency if it
failed to comply with program conditionality (Interviews DE11; AT9; see also
Mody 2018). Pressure rose to the degree that the German finance ministry
Wolfgang Schäuble circulated a proposal for a temporary Greek “time-out”
from the common currency among members of the Eurogroup, and some
media outlets even reported on meetings among conservative European finance
ministers who planned to force the Tsipras government to leave the Eurozone.⁸

⁸ See http://www.spiegel.de/international/germany/schaeuble-pushed-for-a-grexit-and-backed-
merkel-into-a-corner-a-1044259.html.
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This tough stance is not completely surprising if we remember that among all
possible options for external adjustment, a Greek exit from the Eurozone was the
least opposed option across all societal groups and that, as we discuss below, harsh
conditionality was how surplus country policymakers had sold financing to their
skeptical voters. Moreover, at the time, most important economic interest groups
considered the direct adverse economic effects or possible contagion risks from a
Grexit to be quite limited (Interviews DE1; DE2; AT1; NL1). As such, the episode
underlines the core argument that policymakers acted in line with voter and
interest group preferences with regard to external adjustment.

The broad public opposition to a breakup of the monetary union also meant
that anti-Euro parties gained comparably little political momentum during the
crisis years. In Germany, the AfD, which was founded in early 2013 and which in
its early years campaigned almost exclusively on the call for dissolving the
monetary union, failed to reach the 5 percent hurdle to enter parliament in
2013 (Korte 2013). Most observers agree that in the Netherlands, the electoral
chances of the radical-right PVV in 2012 were significantly hurt by the party’s call
for a Dutch exit from the euro (Niedermayer 2013; Pirro and van Kessel 2017).
Finally, the 2013 election success of the Euro-skeptical FPÖ has been attributed to
the fact that the party toned down its criticism of the euro and instead focused its
campaign on classical anti-immigration issues (Dolezal and Zeglovits 2014).

All in all, the broad opposition from most voters and important economic
interest groups thus meant that external adjustment was never a real political
option during the crisis years.

The Vocal Politics of Financing in Surplus Countries

Whereas there was strong support for avoiding a breakup of the Eurozone among
both voters and interest groups, they diverged in their preferences when it came to
financing. Voters in all three countries were strongly opposed to virtually any
form of financial transfers from surplus to deficit countries, and this issue was
highly salient, especially in the early years of the crisis. In contrast, most interest
groups were quite open or at least indifferent to various forms of international
transfers. Whereas financing was a low-salience issue for some interest groups,
some special interests got heavily involved in this issue. Financial sector groups in
particular invested heavily in lobbying for bailouts and against debt cuts in all
three surplus countries in the early years of the crisis (Interviews DE6; AT3; NL2;
see also Steinberg and Vermeiren 2015; Thompson 2015).

The strong popular opposition to financing put surplus country governments
in a difficult position. On the one hand, the context of the accelerating crisis meant
that without financial support, the countries hit hardest by the crisis were likely to
default and crash out of the Eurozone, an outcome that no one—neither voters,
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interest groups, nor policymakers themselves—wanted. On the other hand, the
issue of financing was so heavily contested among the public that it severely
limited policymakers’ room to maneuver to consent to intra-European transfers.

Vocal popular opposition influenced surplus countries’ willingness to provide
financing in two main ways. First, it led to serious delay in and political conflicts
about the creation and approval of financing measures. One striking example is
the hesitation of the German government to back the first bailout package for
Greece in the spring of 2010. As several analyses as well as our own interviews
show, electoral concerns were one of the key reasons for Germany’s foot-dragging
in agreeing to a bailout (Schneider 2018; Schneider and Slantchev 2017).
Motivated by the upcoming elections in North Rhine-Westphalia and the
unpopularity of the bailouts among large voter segments, Angela Merkel decided
to postpone any decision on Greece until after the election in order to secure
success for her party in the elections. By the time the German government finally
came around, the original costs of the bailout had more than doubled (Schneider
and Slantchev 2017). This episode turned out to be representative of the con-
straints surplus countries faced in financing decisions more generally (Bernhard
and Leblang 2016; Bulmer 2014; Schimmelfennig 2015; Zimmermann 2014). For
example, strong public opposition to international transfers also led Dutch prime
minister Mark Rutte to pledge “not a cent more for Greece” as a central campaign
promise in the run-up to the Dutch 2012 national elections. This statement, at
least according to a number of domestic observers, substantially contributed to his
election victory and made it all the more costly to walk back from it for the third
Greek bailout in 2015 (Interview NL6).⁹

Second, the intense politicization of financing and domestic popular opposition
also affected the form of financing that surplus country governments were willing
to provide. Both bureaucrats and party members involved in the crisis mentioned
that the decisions they made always partly hinged on what was politically possible
without evoking resistance from a watchful public (Interviews DE9; DE10; AT9;
NL6). At the same time, most policymakers we interviewed stated that the stability
of the domestic financial sector had been a key concern that motivated their
actions during the crisis years (Interviews DE12; AT9; NL6). Policymakers thus
confronted a difficult situation. Voters wanted the euro to survive, and they did
not want to finance the European periphery, yet they were also in no way willing
to support another bailout of domestic banks, which they had disapproved of
heavily during the 2009 global financial crisis (Goerres and Walter 2016). At the
same time, a default of the European crisis countries was likely to trigger just that
(or a major domestic banking crisis), because surplus country governments had
heavily invested in these countries (Ardagna and Caselli 2014), and the financial

⁹ See https://www.ecfr.eu/article/dutch_drama_over_greek_crisis_4004.
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industry therefore lobbied heavily for providing deficit countries with the funds to
repay their debts.

Policymakers resolved this problem by devising financing in a way that not only
pushed the potential costs for taxpayers far into the future, but also allowed them
to channel the necessary funds to their domestic banks via a bailout of the
peripheral countries and more indirect measures, such as allowing the Target2
balances in creditor states’ central banks to grow (Blyth 2013; Frieden and Walter
2017). This feat was achieved by subjecting the bailouts to significant condition-
ality and by the introduction of a strong rhetoric about “profligate” debtor states
who had caused the entire crisis and the need to pursue this path out of “solidar-
ity” and in order to safeguard “European integration” (Degner and Leuffen 2016;
Matthijs 2016a; Wendler 2014).

A large body of literature has shown that the emphasis on strong conditionality
to avoid moral hazard, the design of strict rules in making financing available, and
the moralizing framing of the bailouts, was in line with and inspired by an
ordoliberal interpretation of the sources and potential cures for the Eurozone
crisis (Dullien and Guérot 2012; Feld et al. 2015; Matthijs and Blyth 2015; Young
2014). However, it is important to note that this narrative remained dominant
because few political actors challenged it. Although most interest groups viewed
several financing variants rather favorably, the low salience of the issue for their
members meant that they hardly got involved in this debate.¹⁰ Even major
opposition parties did not prominently discuss financing alternatives to bailouts.
For example, although the German Greens and the Social Democratic Party (SPD)
at times discussed alternative financing regimes and less austerity-oriented rescue
programs, they strategically avoided campaigning on these issues given the over-
whelming popularity of the hard stance that Angela Merkel’s CDU took (Bauer
and Steiner 2015; Korte 2013; Interview DE9). In German parliamentary debates,
the far-left Die Linke was the only party to call attention to the fact that the
bailouts were large redistributive programs from German and peripheral tax-
payers to German and other creditor states’ banks (Wonka 2016). In a similar
vein, except for the right-wing populist FPÖ, most Austrian opposition parties
invested little political capital in challenging the government’s position on limiting
international transfers and tying bailouts to strict conditionality (Dolezal 2014;
Dolezal and Zeglovits 2014). Even changes in government coalitions did little to
move surplus countries’ restrictive position on financing. After the 2012 election,
the traditionally more Keynesian Social Democrats took over the Dutch Ministry
of Finance. However, although according to staff members this occasionally led to
a change in tone on European issues, it did not have any effect on the substantive

¹⁰ With the exception of the financial sector.
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position of the ministry (Interview NL6).¹¹ Similarly, the German position on
financing remained unchanged when the Social Democrats entered the grand
coalition led by Angela Merkel in 2013 (Zohlnhöfer and Saalfeld 2017).

Other forms of financing quickly faded as options once the dominant bailout
narrative had taken hold. At the beginning of the crisis, bureaucrats in the Dutch
Ministry of Economic Affairs, for example, had discussed a wide range of
European reforms, including institutionalized forms of financing and permanent
risk-sharing measures. However, they quickly scrapped these ideas when it
became apparent that they would be politically impossible to implement
(Interview NL6). Public opposition to financing also caused the Austrian govern-
ment to backpedal on its initial support for the idea of Eurobonds. Although
Chancellor Werner Faymann occasionally expressed some support for the issu-
ance of common bonds, public skepticism and the skepticism of his conservative
coalition partner eventually led him to postpone the idea to “some point in the
future.”¹² And policymakers from all surplus countries emphasized that it became
increasingly difficult to get popular support for the use of taxpayer money to help
countries that according to much of the public discourse were themselves respon-
sible for the troubles they faced (Interviews DE9; AT7; AT9; NL5; NL6).

Our focus on the diverging interests of different societal actors thus comple-
ments existing accounts of the politics of financing in surplus countries. In line
with the structuralist interpretation that surplus countries restricted financing and
tied it to strict conditionality in order to push the burden of adjustment on to
deficit states and safeguard the competitiveness of their export sectors (Hall
2018b; Iversen and Soskice 2018), our interviews showed that most employer
associations and industry groups in surplus countries supported imposing aus-
terity and structural reforms on to deficit states (Interviews DE2; DE4; AT2;
NL1).¹³ However, the same groups would have been open to a wide range of
additional financing measures and generally invested little political capital in
shaping financing outcomes. Export interests were thus not at the heart of hesitant
financing. Similarly, in line with the constructivist emphasis on the importance of
ordoliberal ideas in guiding surplus countries’ approach to financing (Blyth 2013;
Matthijs 2016a), our case studies have shown that many policymakers were
convinced of the merits of forcing crisis countries into fiscal prudence and
structural reforms (Interviews DE11; AT9). However, even for those that did
not hold these ideas, the political room to maneuver was very limited by vocal
popular opposition.

¹¹ A couple of years later, the social democratic finance minister, Jeroen Dijsselbloem, famously
emphasized his position on international transfers by describing Southern European budgeting as the
fiscal equivalent of spending money on “liquor and women”.
¹² See https://www.politico.eu/newsletter/brussels-playbook/politico-brussels-playbook-terror-in-

london-dijsselbloem-strategy-mogherinis-putin-problem/; https://derstandard.at/1319183544762/Oes
terreich-strikt-dagegen-Europa-hofft-auf-Heilung-durch-Eurobonds; https://orf.at/v2/stories/2122109
/2122049/.
¹³ Importantly, however, trade unions—even in the export sectors—fiercely rejected such measures.
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Overall, the broad support for keeping the Eurozone together, vocal and
widespread public skepticism regarding international transfers, targeted lobbying
by the financial sector, and little opposition from other interest groups thus came
together to shape surplus countries’ hesitant, piecemeal, and highly restrictive
approach to financing.

Context Matters: The Politics of Internal Adjustment

Voters and interest groups diverged not only in their assessment of financing, but
also in their evaluation of the desirability of internal adjustment policies. Although
interest groups were open to internal adjustment in principle, they were deeply
divided about how to adjust internally. In contrast, voters in all surplus countries
viewed expansionary economic policies at home positively. Nevertheless, the three
big surplus countries pursued very different responses to their domestic economic
crises. Whereas Germany did little to boost the domestic economy, Austria
implemented a range of expansionary policies. Finally, the Netherlands initially
did not just resist internal adjustment, but even implemented contractionary
measures that fueled rather than decreased the Dutch current account surplus—
and then ignored all international calls to reduce its export overhang.

We examine the politics of adjustment for each country separately, focusing
on how domestic economic developments influenced the salience of economic
reforms during the crisis and on how public opinion and interest groups
jointly influenced the politics surrounding internal adjustment. Our analysis
suggests that the differences in surplus countries’ willingness to pursue internal
adjustment stem from the fact that domestic economic reforms were not equally
important to voters in all surplus countries. Distributional conflicts among inter-
est groups resulted in nonadjustment in contexts in which voters paid little
attention to economic policies. The more salient such reforms became in the
eyes of the electorate, however, the more likely policymakers became to override
the gridlock among interest groups. This dynamic suggests that the politics of
adjustment is characterized by a paradox: The better a country’s economy is
doing, and hence the easier it is economically to pursue internal adjustment, the
less likely a government is to push for internal adjustment, because there is no
political pressure to do so.

Germany

Domestic economic reforms were not a major political issue in Germany through-
out most of the crisis period. Contrary to most other European countries,
Germany weathered the Eurozone crisis well. Although the country had been
hit hard by the global financial crisis in 2008, its export sector quickly recovered
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thanks to the low exchange rate of the euro and rising demand for its products,
especially from Chinese and US markets (Dustmann et al. 2014). As a result,
Germany experienced robust economic growth and declining unemployment
rates throughout the crisis. Financial investors intent on reducing their exposure
to crisis-ridden deficit countries rushed into the safety of German assets, reducing
the government’s debt service costs and contributing to a conversion of
Germany’s budget deficit into a surplus in 2012 (Figure 7.7a). Given this fiscal
space, Germany was thus in a prime position to engage in meaningful internal
adjustment (Elekdag and Muir 2014).

Ironically, however, the thriving economy also decreased domestic pressure to
engage in domestic expansion. Figure 7.7b plots the salience voters attached to the
domestic economy, measured as the share of German citizens that singled out the
economy or taxation as the most important issue their country was facing. It
shows that the salience of domestic economic issues decreased constantly over the
span of the euro crisis. By 2015, less than a quarter of the German public thought
that economic issues should be at the forefront of political priorities. This suggests
that even though voters liked a wide range of expansionary policies, these prefer-
ences did not gain much political traction. In the run-up to the national election in
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Figure 7.7a Macroeconomic developments in Germany
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Figure 7.7b Salience of economic issues for German voters
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2013, for example, a large majority of Germans evaluated the state of the domestic
economy very positively. Unsurprisingly, economic issues played only a minor
role during the campaign. None of the main opposition parties campaigned on a
broad-based spending or investment program (Korte 2013; Steinbrecher 2014).
Only Die Linke and the Green Party made Germany’s large current account
surplus the main subject of several parliamentary motions and often linked the
existence of trade imbalances to low wages and a lack of public investment and
spending in Germany. However, although they agreed in principle with much of
the international criticism directed at Germany, both parties did little to publicly
campaign on the matter. At the same time, interest groups and economic experts
who were sympathetic to the international criticism of Germany’s large current
account surplus found it difficult to effectively communicate their concerns
(Interviews DE1; DE7; DE8; DE13). Arguments about the effect of German
reforms on disparities in the Eurozone had little effect on public opinion (Frech
et al. 2015), which is perhaps unsurprising given the overwhelming public satis-
faction with the contemporary state of affairs.

In this context, debates about the current account surplus and possible adjust-
ment policies took place mainly among a small circle of political experts and
economic interest groups and never entered the wider public discourse (Interview
DE1). In this context, distributional conflicts between interest groups about the
microeconomic effects of various adjustment measures often inhibited meaningful
reforms. For example, throughout the crisis both the International Monetary
Fund (IMF) and the European Commission called for Germany to fundamentally
reform its corporate tax regime in order to increase private investment and reduce
capital outflows (European Commission 2014; IMF 2011, 2013a, 2013b). This call
was largely in line with the partisan program of the economically liberal FDP, who
until 2013 was part of the ruling coalition and had made the abolition of local
business taxes a core objective of their legislative period (Rixen 2015). A wide
range of large employer organizations and trade associations supported the
reform. However, all attempts to pass it into law failed due to intense opposition
from the Association of German Cities, who feared the loss of an important source
of revenues, from a wide range of trade unions, and from the fiscally conservative
wing of the CDU.¹⁴ In the end, the two coalition governments that ruled Germany
during the crisis implemented fewer tax reforms than had any other German
government since 1965 (Rixen 2019). Opposition from trade unions as well as
craft associations also kept deregulatory reforms of the domestic service economy
off the political agenda (Bandau and Dümig 2015), even though they were often
proposed as another means to spur domestic demand and investment (Interviews
DE5; DE8; DE11; see also IMF 2015).

¹⁴ See https://www.bundestag.de/blob/409640/0f335317888ca03d9b08c4c93ac83d03/wd-4-247-
10-pdf-data.pdf; http://www.dgb.de/presse/++co++e9732abe-e1ce-11df-6211-00188b4dc422.
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Distributional conflicts among economic interest groups also contributed to the
limited expansion of public investment. One of the striking factors discussed in
Chapter 6 was that most economic interest groups favored more government
spending on investment. Their opinions diverged, however, on what kind of
investment should be prioritized and how such investment should be financed.
When in 2014 the SPD-led ministry summoned an expert committee on infra-
structure investment (composed of economic experts, industry and employer
associations, and trade unions) to devise policy suggestions, these differences led
trade unions to distance themselves from the committee’s final report and limited
the political momentum of the document in the social democratic ministry
(Interviews DE8; DE13).¹⁵ Against this background, expanding public investment
never became a political priority, and the rate of public investment in Germany
remained one of the lowest in the entire EU (Rixen 2019).¹⁶

Distributional conflicts about the specifics of internal adjustment thus rendered
domestic expansion politically difficult. Nonetheless, given that a majority of
interest groups supported the overall goal of boosting domestic demand, the
question remains why policymakers did not invest more political capital into
building compromises that would have made internal adjustment attractive for
a diverse set of groups. Considering our findings from the previous chapter, a
joint package of policies aimed at simultaneously strengthening wage growth,
lowering corporate taxes, and financing public investment through diverse funds,
for example, might have been able to garner support from a larger number of
organized interests.

The absence of such a compromise becomes less puzzling when we also
consider the agency of the government itself, however. Distributional conflicts
amongst interest groups combined with the low salience of economic reforms for
voters provided German political elites with considerable of room to maneuver in
terms of domestic economic policymaking. In this context, the economic convic-
tions and crisis interpretation of policymakers became especially relevant. In line
with the dominant ordoliberal reading of the sources of the crisis in German
economic academia as well as major economic institutions such as the
Bundesbank and the finance ministry (Dullien and Guérot 2012; Matthijs and
McNamara 2015; Young 2014), German political elites were largely convinced

¹⁵ See https://www.wallstreet-online.de/nachricht/9013536-bericht-einigung-fratzscher-kommission-
investitions-masterplan.
¹⁶ Besides these distributional conflicts, policymakers also stressed the importance of institutional

bottlenecks as an important hurdle for more public spending. Especially in Germany, fiscal federalism
means that most public investment—for instance in education or road infrastructure—has to be
undertaken at the state or even the municipal level. Although the German finance ministry—especially
since the onset of the refugee crisis in 2015—had incrementally increased some of the federal resources
provided to the subnational level, a lack of planning and execution capacities in German municipalities
has made it difficult to effectively realize potential investments (Interviews DE11; DE12; DE13). For a
similar interpretation, see Hassel (2017).
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that internal adjustment in Germany would be futile (Interviews DE10; DE11;
DE12). Especially amongst members of the ruling CDU, the current account
surplus was mainly perceived as the outcome of market forces and a manifestation
of the competitiveness of the German economy (Interviews DE4; DE10; DE11).
International calls for reducing the export overhang were interpreted as attempts
to deflect from necessary adjustment in deficit states (Interviews DE10; DE11;
DE12; see also Zimmermann 2014) as reducing the surplus was seen as ignoring
the related debt and competitiveness problems in the South. Given robust growth
rates in Germany, some policymakers also feared that an additional stimulus
would simply overheat the economy and endanger the country’s standing on
international markets (Interviews DE1; DE4; DE10; DE11; DE12).¹⁷As one member
of parliament put it, “I simply cannot understand how making us as uncompetitive
as the South would really help the Eurozone” (Interview DE10). Finally, whereas
some ministerial bureaucrats generally acknowledged the German current account
position to be problematic, they did not believe that any reasonable form of
macroeconomic demand management would have enough impact on domestic
consumption and investment to change it (Interviews DE11; DE12).¹⁸

Given the lack of salience of economic reforms for the German public and the
gridlock between organized interest groups, this interpretation remained largely
unchallenged (Interviews DE1; DE7; DE9; DE13). As a result, the government
implemented domestic economic policies in line with these ideological convic-
tions. Internal adjustment remained limited and the German current account
surplus continued to grow throughout the crisis period, as Figure 7.7a shows.

Nonetheless, the German case also demonstrates that internal adjustment
measures become more feasible when voters start to care about them. The only
meaningful economic policy reforms that occurred during the crisis period were
labor market reforms, more specifically the introduction of a minimum wage. Ever
since its broad-based labor market liberalization in 2005, Germany had experi-
enced a rapid expansion of the low-wage sector. The rising number of the working
poor made the introduction of a statutory minimum wage an increasingly salient
topic in the German domestic debate (Mabbett 2016). By 2013, it had become a
major issue in the political arena and enjoyed overwhelming public support,
especially among SPD voters (95 percent in support) and the CDU (79 percent
in support) (Jung et al. 2015). Moreover, the major trade unions engaged in a
broad and coordinated campaign in favor of the minimum wage, and the SPD

¹⁷ This interpretation was also supported by a number of academic studies in Germany, amongst
them, for example, a special report by the German Council of Economic Experts, an institutionalized
group of economists which regularly consults the German government on economic policies. See
https://www.sachverstaendigenrat-wirtschaft.de/fileadmin/dateiablage/gutachten/jg201415/JG14_06.pdf.
¹⁸ Again, this interpretation finds the support of a range of prominent German economists. See,

for example, https://www.bmwi.de/Redaktion/DE/Publikationen/Ministerium/Veroeffentlichung-
Wissenschaftlicher-Beirat/gutachten-wissenschaftlicher-beirat-wirtschaftspolitische-probleme-der-
deutschen-leistungsbilanz.pdf?__blob=publicationFile.
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turned its introduction into a central campaign promise (Zohlnhöfer and Saalfeld
2017). This high salience of and support for the issue among voters eventually
trumped the fierce opposition from industry groups and employer associations,
and led to the implementation of a central internal adjustment policy, a statutory
minimum wage, in 2013.

Austria

Boosting the domestic economy became much more important for Austrian
policymakers. Although Austria sailed through the crisis better than many other
Eurozone countries, the downturn in the rest of the Eurozone still weighed heavily
on the country’s economy. In contrast to German manufacturers, the Austrian
export sector depended heavily on markets in Italy and Eastern Europe, and the
slump in demand from these countries therefore took a heavy toll on many
export-oriented industries (Pudschedl 2013). At the same time, economic inse-
curity and comparatively low wage growth also stalled domestic demand and
investment throughout much of the crisis (OECD 2015a). As a result, the Austrian
economy only narrowly escaped a recession in 2012 and 2013, and growth
remained below 1 percent until 2015 (OECD 2015a; Figure 7.8a). Sluggish growth
also resulted in rising unemployment. Although it started from comparatively low
levels, the jobless rate increased throughout the crisis and had reached levels not
seen since the 1950s by the end of 2015.¹⁹

At the same time, public finances had suffered from the costs of bank bailouts
and anticyclical policies implemented in response to the global financial crisis in
2008 and 2009 and therefore missed the EU budget deficit target of 3 percent of
GDP in 2010 (Figure 7.8a). The Austrian government therefore implemented a
range of budget cuts and tax increases, especially in the beginning of the crisis
(Lehndorff 2012).

These bleak economic developments turned the domestic economy into a
salient issue for Austrian voters. Figure 7.8b shows that throughout the peak
years of the Eurozone crisis (2010–13), approximately every second Austrian
respondent rated the national economy and fiscal policy as the most important
issue facing the country. In the run-up to the election of 2013, more than 90
percent of the respondents to the representative survey stated that spurring the
economy was an important issue (Kritzinger et al. 2016). Unsurprisingly, the
question of how to reform the economy dominated much of the political debate
during the crisis (Dolezal 2014). The issue of economic growth and

¹⁹ See https://derstandard.at/2000030145081/Oesterreich-Arbeitslosigkeit-naehert-sich-500-000er-
Marke.
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unemployment was one of the most covered topics in national media, and both
the conservative Austrian People’s Party (ÖVP) and the Social Democratic Party
of Austria (SPÖ) focused their national campaigns almost exclusively on their
respective visions of regaining growth and jobs (Dolezal and Zeglovits 2014).

The high salience of economic reforms in the domestic debate thus put
Austrian policymakers under immense pressure to spur domestic job growth,
demand, and investment (Interviews AT1; AT7; AT8). As in Germany, economic
interest groups shared this goal but disagreed profoundly about how it should be
achieved. However, because public pressure did not allow Austrian officials to sit
on their hands, they not only disregarded considerable ideological reservations
amongst large parts of the conservative ÖVP, whose economic program for a long
time had centered on fiscal consolidation and reducing the size of the state in the
economy (Dolezal and Zeglovits 2014). The government also forced interest
groups to compromise. In 2013, for example, the Austrian grand coalition agreed
on a large stimulus package for the domestic economy. Among other measures,
the package aimed at supporting the struggling construction sector and increased
resources available for public child care and health care services. Whereas
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employer associations in the construction sector praised the package, which also
gained broad support among all major trade unions, the measures were heavily
criticized by the powerful Federation of Austrian Industries, who publicly main-
tained that the measures would lead to market distortions and would put excessive
strain on public finances.²⁰ However, given the high popularity of the program
(less than 35 percent of voters opposed it) and the imminence of the national
elections, this opposition of the major industry group gained little political
momentum (Interview AT8).²¹ Public demands for expansionary measures also
led the Austrian government to increase spending in other areas. Among other
initiatives, the grand coalition employed additional resources to promote broad-
band connections in rural areas and substantially raised the fiscal space available
to municipalities across the country (Interview AT7). As a consequence, public
investment in Austria remained above 3 percent of GDP and was substantially
higher than investment rates in all other European surplus countries (Eckerstorfer
and Prammer 2017).

In addition to increasing expenditures, the Austrian government sought to
stimulate domestic demand through tax cuts. The biggest reform was a broad-
based modification of income taxes in 2015. It amounted to cutting taxes by about
€5 billion per year and was one of the single biggest tax reductions in recent
Austrian history (Baumgartner and Kaniovski 2015). The long negotiation pro-
cess that preceded the reform was marked by intense conflicts between the
Austrian Economic Chambers and a number of large trade unions, which fought
extensively about the specifics of the reform and were especially polarized on
various forms of countervailing measures (Interviews AT1; AT4). In the end, the
government forced the social partners into a compromise that offset some of the
costs by a substantial increase of the marginal income tax rates but refrained from
the parallel implementation of wealth and inheritance taxes that employee repre-
sentatives had called for (Interviews AT1; AT4).²² Although the final tax reform
was evaluated negatively by a large set of companies, public pressure to implement
tax relief and stimulate domestic demand was so high that it outweighed initial
concerns, especially on the part of the ÖVP.²³ All these reforms occurred despite
the fact that Austrian policymakers for a large part held very similar ideas about
the sources and possible solution of the Eurozone crisis as their German coun-
terparts. As in Germany, the Austrian crisis discourse largely focused on the
culprits of state debts lacking competitiveness in deficit countries (Leupold

²⁰ See https://www.wko.at/branchen/gewerbe-handwerk/bau/Bauinnung-spezial—Dez-2014.pdf;
https://orf.at/v2/stories/2188508/2188507/.
²¹ See https://www.profil.at/home/alpine-bau-umfrage-50-konjunkturpaket-alpine-pleite-361177.
²² See https://www.ots.at/presseaussendung/OTS_20150707_OTS0189/leitl-zu-steuerreform-einige-

entschaerfungen-fuer-betriebe-erreicht-jetzt-sind-neue-konjunkturimpulse-noetig.
²³ See https://derstandard.at/2000018304405/Neos-Umfrage-Unternehmer-mit-Steuerreform-

unzufrieden.
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2016). Similarly, most Austrian government and party officials explicitly disagreed
with the idea that adjustment in countries like Germany or Austria would
contribute to stabilizing the monetary union and stressed that, at the international
level, they had always defended Germany against its international critics
(Interviews AT7; AT8; AT9). However, given the large public demand for a fiscal
stimulus, this general agreement with the ordoliberal tenets of German crisis
interpretation did not keep the Austrian government from engaging in substantial
internal adjustment.

The dire prospects of the Austrian economy, coupled with high salience of
domestic reforms and popular pressure to counter low growth and increasing
unemployment, thus led the Austrian government to override distributional
conflicts among interest groups and ideological reservations of the conservative
coalition partner. As a result, Austria implemented a range of expansionary
measures during the crisis years.

The Netherlands

Finally, the Dutch crisis experience can be divided into two distinct phases.
Starting from 2011, the Netherlands experienced the most severe economic
problems of all surplus countries in the monetary union. The reasons for this
downturn were manifold, ranging from a loss of European export markets to
gloomy domestic consumption due to the bursting of a big housing bubble that
put heavily indebted private households in the Netherlands on a prolonged
deleveraging path. As a result, the Dutch economy slid into a recession in 2012
and 2013, and unemployment rose from less than 3 percent in 2008 to almost 8
percent in 2014. Public deficits, which had dropped from a small surplus to a
deficit of about 5 percent of GDP by 2009, improved only slowly, and only in 2013
did the drop fall below the 3 percent target of the EU again (Figure 7.9a). During
these years, the Dutch experience was often seen as evidence that the Eurozone
crisis would eventually creep to the north, and commentators as well as govern-
ment officials were deeply concerned that financial markets could start turning
against the Netherlands as well (Interviews NL7; NL6).²⁴ However, from 2014
onwards, house prices started to recover alongside foreign demand for Dutch
exports (especially from the neighboring Germany). As a result, the second half of
the Eurozone crisis was characterized by a steady economic recovery in the
Netherlands. Only three years after the recession, unemployment in the

²⁴ See https://www.nytimes.com/2012/05/02/business/global/euro-stress-crosses-border-into-
netherlands.html; https://www.reuters.com/article/us-dutch-economy/the-dutch-europes-apostles-
of-austerity-feel-the-economic-pain-idUSBRE97F07F20130816; https://ftalphaville.ft.com/2016/06/16/
2166258/why-is-the-netherlands-doing-so-badly/.
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Netherlands was again lower than the levels with which Austria struggled, and the
Dutch economy started to grow faster than Germany’s (CPB 2016).

The salience of domestic economic issues in the political arena closely followed
this trajectory of recession and recovery. Figure 7.9b shows that between 2012 and
2014, more than 70 percent of Dutch citizens thought that the economy was the
Netherlands’ most important problem. Economic issues dominated politics in
those years. In 2012, the coalition government, consisting of the liberal People’s
Party for Freedom and Democracy (VVD) and the conservative Christian
Democratic Appeal, had to call for snap elections, because the far-right PVV,
who so far had supported the minority government, refused to back a new budget
plan that contained €16 billion of fresh austerity measures (Evans 2013). In the
following election, the economy was the central concern for most voters (CPB
2015), and parties campaigned mainly on their respective visions for the breadth
and depth of measures that should bring down the deficit (Van Kessel 2015;
Pirro and van Kessel 2017). Over time, however, as growth and employment
recovered, the salience of economic issues waned. As Figure 7.9b shows, by 2016
less than 25 percent of Dutch respondents thought of economic problems as
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a priority, and in the 2017 elections, economic issues played a very limited role
(Van der Meer et al. 2017).

What did the bifurcated crisis experience mean for the politics of internal
adjustment? In the early phase of the crisis, characterized by a large budget deficit,
cuts to public spending, and weak domestic demand, debates about internal
adjustment were largely absent from the political arena, even though the Dutch
current account surplus increased substantially in the early 2010s. On the one
hand, there were domestic reasons for this absence. Prioritizing fiscal consolida-
tion was not only in line with the ruling VVD’s fiscally conservative ideology and
the feeling that the government needed to practice what it had been preaching to
deficit countries since the outbreak of the crisis (Interviews NL6; NL7; NL8), but it
was also supported by a majority of voters (De Hond 2012) as well as almost all
employer associations and even the biggest trade unions. In addition, inter-
national pressure focused on the budget deficit. At several points between 2012
and 2014, the European Commission demanded that the Netherlands extend its
austerity program so as not to fall subject to an excessive deficit procedure. At the
same time, none of the country reports and recommendations by either the
Commission or the IMF mentioned the current account as an area of priority.
Without international pressure to rebalance, and because voters and a majority of
interest groups largely agreed on the need for austerity, reducing the current
account surplus was not on the table at all in the early years of the crisis
(Interviews NL1; NL3).²⁵

Debates about internal adjustment became more prevalent from 2015 onward
as the economy recovered. With the budget deficit under control, both the IMF
and the European Commission started to call on the Dutch government to take
steps to reduce the country’s big export overhang (IMF 2016a; IMF 2017b; IMF
2018; European Commision 2015; European Commission 2016a), because most
economic groups agreed that infrastructure in the Netherlands was already in a
relatively good state and that the need for further public investment was therefore
limited. The domestic discussion about the current account surplus, thus focused
mainly on decreasing wages and high savings in the corporate sector as the main
drivers of the large current account surplus (Boumans and Keune 2018; Interviews
NL1; NL4). The political debate about how to rebalance was once again charac-
terized by distributional conflicts between different interest groups. Trade unions
emphasized that the labor share of income had been declining in the Netherlands
for years. They therefore called for a re-regulation of labor markets in an effort to
strengthen the bargaining power of workers, achieve higher wage growth and, as a
result increase domestic demand (Interview NL4; see also FNV 2016). These

²⁵ Parliamentary documents between 2010 and 2016 also show that during the early period of the
crisis, only the far-left Socialist Party (SP) regularly called attention to the large export overhang as a
problem and linked it with calls for more domestic expansion and higher wages.
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measures were, however, fiercely opposed by most employer associations, which
instead advocated a wide range of tax cuts that they deemed necessary to incen-
tivize private investment in the Netherlands by unlocking the huge amounts of
savings that had accumulated in the corporate sector (Interview NL1; see also
VNO-NCW 2016). These debates about the current account surplus did not
take place in the wider public, which is unsurprising given that by 2015, the
salience of domestic economic reforms was rapidly decreasing (Figure 7.9b).
Several parliamentary meetings with social partners on the subject gained little
media attention (Interview NL5; see also Boumans and Keune 2018). Without
public backing for one side of the debate over the other, these conflicts among the
most important interest groups meant that interest groups got bogged down in
distributive struggles. Without much external pressure from either voters or
interest groups, the Dutch government had ample room to navigate the discussion
about internal adjustment in accordance with its own preferences, given that most
economic policymakers in the Netherlands disagreed with the idea that the Dutch
current account surplus was of any particular relevance to the stability of the
monetary union.²⁶

With the priorities of the government elsewhere, internal adjustment measures
thus never gained much political momentum. The current account surplus con-
tinued to balloon.

Internal Adjustment in Eurozone Surplus Countries

Overall, our analysis of the domestic politics of (non-)adjustment in surplus
countries yields two main insights. First, our study of crisis politics indicates
that the lack of internal adjustment in surplus countries was rooted in distribu-
tional conflicts about how to adjust rather than a broad societal consensus to avoid
expansionary measures. The resulting lack of strong interest group and voter
pressure for expansionary policies opened up room for policymakers to imple-
ment domestic economic policies in line with the ordoliberal ideas prevalent
amongst political elites in surplus countries. However, when the national eco-
nomic context made domestic economic policies a salient issue and support for an
expansionary policy became more vocal and concerted, ordoliberal ideas became
much less influential for surplus country policymaking, as our analysis of the
Austrian case suggests.

²⁶ This interpretation was also shared by the Dutch Bureau for Economic Policy Advice, which is
part of the Ministry for Economic Affairs and Climate Policy and regularly publishes influential
policy papers. See https://www.cpb.nl/sites/default/files/publicaties/download/cpb-policy-brief-2015-
05-causes-and-policy-implications-dutch-current-account-surplus.pdf.
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Second, our analysis also implies that the lack of adjustment in core countries is
much less structurally engrained than is often assumed. Especially when voters
start to care about increasing domestic growth and employment, public opinion is
likely to pressure policymakers into expansionary measures even against the
opposition of powerful interest groups. However, this also suggests that politics
of adjustment in surplus countries are characterized by a paradox: The better a
country’s economy is doing, and hence the easier it is economically to pursue
broad adjustment measures, the less likely such voter pressure is to occur and the
more likely it becomes that the distributional conflicts among interest groups
result in non-adjustment.

Conclusion

Why did surplus countries in the euro crisis not shoulder a larger share of the
burden of adjustment? Why did they invest huge sums in short-term bailouts but
refuse to build up a more extensive and permanent system of transfers and mutual
risk sharing? And why did they allow their current account surpluses to keep
rising while at the same time demanding that crisis countries take painful meas-
ures to reduce their deficits? Our book’s central premise is that a full understand-
ing of the politics of the Eurozone crisis requires an understanding of how key
societal actors and policymakers evaluated all potential crisis responses, including
those not chosen. In this chapter, we have therefore analyzed how voters posi-
tioned themselves with regard to external adjustment, internal adjustment, and
financing, and how their preferences and policymakers’ ideas interacted with the
preferences of economic interests groups in shaping crisis outcomes.

A number of key finding stand out. First, neither interest groups, voters, nor
policymakers wanted to risk a crashing of the Eurozone. Given this broad societal
consensus to keep the Eurozone together, external adjustment was never seriously
considered as a politically viable crisis strategy in any of the surplus countries we
studied. Second, the politics surrounding financing illustrate how difficult it is to
do politics on the back of bad options. On the one hand, financial industries
lobbied heavily for bailouts and against debt reliefs, and other economic interest
groups were supportive of a range of financing measures but did not make them a
political priority. On the other hand, voters remained deeply skeptical about
international transfers and, given the huge salience of the euro crisis in domestic
debates, were difficult to ignore. Trying to satisfy both sides, policymakers only
engaged in the forms of financing that were absolutely necessary to keep the
Eurozone from crumbling, which further fueled market tensions and crisis ten-
dencies in deficit states. Finally, domestic rebalancing was characterized by what
we call the paradox of internal adjustment in surplus countries. Voters’ general
support for domestic expansion translated into policies only in contexts in which
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bad domestic economic developments put the spotlight on the necessity of
economic reforms. If voters cared enough, they pressured policymakers into
overriding interest group gridlock, disregarding their own ordoliberal convictions,
and to engage in meaningful adjustment policies. However, when the economic
state of affairs was a low salient issue among voters, distributional conflicts
between interest groups resulted in a political stalemate that allowed governments
to pursue policies in line with ordoliberalism. This typically resulted in non-
adjustment. Domestic politics thus led those countries, which could have contrib-
uted the most to stimulating European growth and reducing imbalances within
the monetary union, to become the least-likely candidates for internal adjustment.

Appendix

Table A7.1 List of interview partners

Germany
Interview DE1 Dr. Klaus Günter Deutsch, Bundersverband der Deutschen Industrie,

Head of Department Research, Industrial and Economic Policy
Interview DE2 Dr. Michael Stahl, Gesamtmetall, Head of Education and Economic

Policy
Interview DE3 Eckhart Rotter, Verband der Automobilindustrie, Head of Department

Press
Interview DE4 Dr. Peer-Robin Paulus, Die Familienunternehmer, Head of Politics and

EconomicsDr. Daniel Mitrenga, Die Familienunternehmer, Head of
Europe and Federal States

Interview DE5 Dr. Alexander Barthel, Zentralverband des Deutschen Handwerks, Head
of Economic, Energy and Environmental Politics

Interview DE6 Dr. Reinhold Rickes, Deutscher Sparkassen- und Giroverband, Head of
Economic Research

Interview DE7 Florian Moritz, Deutscher Gewerkschaftsbund, Head of European
Economic Politics

Interview DE8 Dr. Dierk Hirschel, Vereinte Dienstleistungsgewerkschaft, Trade Union
Secretary in the Department of Economic Policy

Interview DE9 Joachim Poß, Social Democratic Party of Germany, former Member of
Parliament: Committees on Affairs of the European Union, Finance
Committee

Interview DE10 Prof. Dr. Heribert Hirte, Christian Democratic Union of Germany,
Member of Parliament: Committee for European Affairs, Finance
Committee, Legal Affairs and Consumer Protection Committee;
Professor at the University of Hamburg

Interview DE11 Dr. Ludger Schuknecht, Federal Ministry of Finance, Chief Economist
and Head of the Directorate General Fiscal Policy and International
Financial and Monetary Policy

Interview DE12 Felix Probst, Federal Ministry for Economic Affairs and the
Environment, Ministerialrat

Interview DE13 Dr. Claus Michelsen, Deutsches Institut für Wirtschaftsforschung, Head
of Forecasting and Economic Policy
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Austria
Interview AT1 Dr. Christoph Schneider, Wirtschaftskammer Österreich, Head of

Department for Economic Affairs
Interview AT2 Dr. Christian Helmstein, Industriellenvereinigung, Chief Economist
Interview AT3 Michael Ernegger, Verband Österreichischer Banken und Bankiers,

Deputy Secretary General Retail Baning
Interview AT4 Dr. Markus Marterbauer, Arbeiterkammer Österreich, Head of

Department for Economic Affairs and Statistics
Interview AT5 Karl Goldberg, Österreichische Verkehrs- und

Dienstleistungsgewerkschaft, Department for Economic Affairs
Interview AT6 Kerstin Repolusk, Die Produktionsgewerkschaft, Department for

Economic Policy
Interview AT7 Dr. Christoph Matznetter, Social Democratic Party of Austria, Member

of Parliament: Committee for Finance and Budget Committee
Interview AT8 Dr. Christina Burger, Federal Ministry for Science, Research and

Economic Affairs, Department for Economic Policy
Interview AT9 Harald Waiglein, Federal Ministry of Finance, Head of the Department

for Economic Policy, Financial Markets and Customs

Netherlands
Interview NL1 Thomas Grosfeld, Confederation of Netherlands Industry and

Employers, Department for Top Sector Policies
Interview NL2 Bart van Leeuwen, Nederlandse Vereniging van Banken, Head of

Communication Department
Interview NL3 Sander van Golberdinge, Detailhandel Nederland, Director
Interview NL4 Irene Laureijs, Federatie Nederlandse Vakbeweging, Economic Policy

Advisor
Interview NL5 Renske Leijten, Socialistische Partij Nederland, Member of Parliament:

Committee for European Affairs, Budget Committee
Interview NL6 Focco Vijselaar, Federal Ministry for Economic Affairs, Director for

Economic Policy, Chief Economist
Interview NL7 Michel Heijdra, Federal Ministry of Finance, Director Foreign Financial

Affairs Directorate
Interview NL8 Niels Redeker, Federal Ministry of Finance, Head of the European Union

Division
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8
Conclusion

Why did the Eurozone crisis prove so difficult to resolve? Why was it resolved in a
manner in which some countries bore a much larger share of the pain than other
countries? Why did no country leave the Eurozone rather than implement
unprecedented austerity? Who supported and who opposed the different policy
options in the crisis domestically, and how did the distributive struggles among
these groups shape crisis politics? Building on macro-level statistical data, original
survey data from interest groups, and qualitative comparative case studies, this
book has argued and shown that the answers to these questions revolve around
distributive struggles about how the costs of the Eurozone crisis should be divided
both among countries and among different socioeconomic groups within coun-
tries. Together with divergent but strongly held ideas about the “right way” to
conduct economic policy and asymmetries in the distribution of power among
actors, severe distributive concerns of important actors lie at the root of the
difficulties to resolve the Eurozone crisis as well as the difficulties to substantially
reform the Economic and Monetary Union (EMU).

Providing fresh insights into a topic such as the Eurozone crisis and the
continuing problems of the European EMU, on which a rich literature of insight-
ful research exists, is no easy task. Our approach has been to emphasize three
aspects that have received scant attention in existing research: The importance of
analyzing the Eurozone crisis in comparative perspective, the importance of
examining the whole range of policy options, including the ones not chosen,
and the importance of analyzing crisis politics not just in deficit-debtor, but also
in surplus-creditor countries. Taken together, the emphasis on these three aspects
has allowed us to generate a new perspective on the politics of the Eurozone crisis.

In this conclusion, we first discuss the insights that these three perspectives
have yielded and summarize the book’s main findings in the process. Because the
bulk of our analyses have focused on domestic distributive struggles, we then
turn to the question to what extent our approach is useful for understanding
the distributive struggles on the European level as well. For this purpose, we
examine how surplus and deficit states positioned themselves with regard to the
core EMU-related issues and reforms that were discussed in the European Council
during the Eurozone crisis (Wasserfallen et al. 2019). Our analysis shows that
on policy issues related to questions of adjustment and financing, deficit and
surplus countries aligned in opposing camps. Moreover, creditor-surplus coun-
tries managed to secure policy decisions in line with their preferences on almost
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all adjustment-related policy issues, which meant that deficit countries had to
carry the bulk of the adjustment burden. In contrast, they showed more willing-
ness to compromise on issues related to financing. We conclude our book with a
discussion of the policy implications of our findings and an agenda for future
research.

Three New Perspectives on the Eurozone Crisis

To generate new insights into the difficulties of resolving the Eurozone crisis, our
book has analyzed crisis politics from three new perspectives. What insights has
this approach generated?

What’s So Special? Analyzing the Eurozone Crisis
in a Comparative Perspective

The first consideration guiding the analyses in our book has been to take a
comparative perspective. It is premised on the argument that both the economics
and the politics of the Eurozone crisis have to be analyzed in a comparative
manner in order to be fully understood. The Eurozone crisis was not a one-
of-a-kind, sui generis event. Rather, it stands in a long line of financial crises
shaking countries around the world that have also required balance-of-payment
(BOP) adjustment. Analyzing the Eurozone crisis in a comparative perspective,
both in theoretical and empirical terms, allowed us to draw on the rich literature
on the political economy of past crises and debt and BOP crises more generally
(Copelovitch et al. 2016). More importantly, it enabled us to explore in what
respects the Eurozone crisis is similar to other crises, and in which respects the
Eurozone crisis is unique.

To put the Eurozone crisis in comparative perspective, we constructed country-
level vulnerability profiles for 142 episodes in which countries experienced
balance-of-payments pressures between 1990 and 2014, including well-known
crises such as the 1992 devaluation of the British pound, the 1994/5 Mexican
Tequila Crisis, or the 2001/2 Argentine crisis. Based on this analysis, we were able
to explore how the vulnerability profiles of Eurozone crisis countries compared to
these other crisis countries. This analysis showed that with the exception of
Cyprus, all Eurozone crisis countries concentrated in the “misery corner” of
being highly vulnerable to both external and internal adjustment. This suggests
that crisis resolution was not only bound to be extraordinarily costly for these
countries, but also bound to be fraught with difficult choices between very bad
options, a theme to which we return below. Our comparative analysis also
revealed that in earlier sets of major crises, such as the 1992 European
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Monetary System (EMS) crisis, the 1997 Asian financial crisis, and even the 2008/
9 global financial crisis, crisis countries had exhibited less problematic vulnerabil-
ity profiles. Turning to surplus countries, we repeated this exercise and con-
structed vulnerability profiles for 272 episodes in which countries exhibited
sustained current account surpluses since 1995. As in our analysis of crisis
countries, we once more found that the Eurozone crisis clustered mostly in the
“misery corner,” thus exhibiting a higher vulnerability to both external
adjustment—in this case, Eurozone breakup—and internal adjustment of domes-
tic economic policies than most other surplus countries.

Examining the Eurozone crisis in the context of other episodes characterized by
balance-of-payments pressures (for the deficit countries) and sustained current
account surpluses (for the surplus countries) thus allowed us to uncover just why
the Eurozone crisis is often viewed as unique: What makes the Eurozone crisis
distinct is that almost all Eurozone countries, both deficit and surplus countries,
were located in the misery corner. None of the other major sets of crisis/surplus
episodes we examined showed such a pattern. Although our analysis also
showed that vulnerability profiles in the misery corner are not a unique charac-
teristic of the Eurozone crisis, it does suggest that the Eurozone crisis is unusual,
because crisis resolution thus had the potential to be extraordinarily costly for
these countries. This, in turn, raised the stakes for the distributive struggles that
ensued.

Examining the Road not Traveled: Policy Alternatives
and Trade-Offs

The second feature of our approach has been to focus on the whole range of policy
options, including the ones not chosen, and the trade-offs these policy options
entail. This approach builds on the premise that policy preferences and policy
choices can only be understood when three things are examined: (i) the small
range of policies under close consideration, (ii) the policies that were chosen, and
(iii) the alternatives that were not considered as viable options. This means taking
seriously the whole range of—often bad—options. It also means that policy
choices should not be considered in isolation, but rather in the context of the—
often difficult—trade-offs they pose. Trade-offs are ubiquitous in policymaking.
They are particularly difficult to resolve when the stakes are high and the potential
costs of the different options are high, as is the case for countries or groups
confronted with a vulnerability profile in the misery corner. Under such circum-
stances, the usual ways of generating support for unpopular reforms, such as
combining them with more popular policies, adjusting policies in related areas, or
compensating the losers of reforms (Häusermann et al. 2018), are not available.
This makes such reforms politically contentious and hard to implement. Yet
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although trade-offs between bad options confront political actors with difficult
decisions, they also create policy space and room for compromise that allow
policymakers to implement policies that under other circumstances would have
seemed impossible. Recognizing that the alternative options are even worse than
the bad option chosen, therefore allows us to better understand policy choices that
seem puzzling at first.

The whole range of policy options played an important role in our analyses,
both in theoretical and in empirical terms. In theoretical terms, we explored
preferences for the three possible crisis management strategies—external adjust-
ment, internal adjustment, and financing, and how these preferences were shaped
by the relative costs of the two main macroeconomic adjustment strategies
available to policymakers in times of crisis, internal and external adjustment,
encapsulated in the vulnerability profile. Empirically, we identified countries’
vulnerabilities to external adjustment relative to their vulnerabilities to internal
adjustment on the macro-level. In addition, based on original survey data from
716 interest groups in six Eurozone countries, we delved into a fine-grained
analysis of interest groups’ vulnerability profiles, their preferred crisis resolution
strategies, as well as preferences of specific policies within each of these strategies.
This allowed us to explore in detail how vulnerable domestic economic and social
interest groups were to different crisis strategies, which types of policies they
preferred, and how they assessed the difficult trade-offs that the crisis presented
them with.

These analyses showed the importance of considering the alternatives: In deficit
countries for example, interest groups were opposed to austerity policies, such as
tax increases or spending cuts, and (to a lesser extent) to structural reform
proposals. Nonetheless, they still preferred these internal adjustment policies to
a crisis response that would have entailed a breakup of the Eurozone, an outcome
toward which they displayed even more opposition. This choice became particu-
larly clear when we explicitly pressed respondents to choose between these two
bad options. Our analysis of crisis politics in deficit countries showed that at no
point in time, not even in Greece, was there strong societal support for external
adjustment. The willingness to accept unprecedented austerity is thus rooted in
the fact that the alternative—Eurozone exit, possibly coupled with default—was
widely viewed as even worse. It is also related to the fact that a majority of the
groups strongly favored financing. The interplay of policies and the assessment of
the different options against each other thus played an important role. The
consensus that Eurozone exit was to be avoided at all costs did not mean, however,
that crisis politics was a consensual matter. Rather, our analyses showed that
different policy options were highly contested by different groups and that within
the confines of room to maneuver left by the crisis, domestic politics was an
important driver of who ultimately paid the highest cost of crisis resolution in
deficit countries.
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Our analysis of interest group preferences in surplus countries showed that
although external adjustment was strongly opposed in surplus countries as well,
there was much less opposition to internal adjustment in Austria, Germany, and
the Netherlands than in Ireland, Greece, and Spain. The lack of internal adjust-
ment thus appears puzzling. However, surplus country interest groups were
heavily polarized about how internal adjustment should be achieved, and quite
indifferent about financing. This mattered once we confronted interest groups
with explicit trade-offs and forced them to choose between different options.
Especially when confronted with bad options—packages containing those policies
that each interest group disliked most—support for internal adjustment signifi-
cantly decreased, whereas support for financing and the number of “don’t know”
answers went up. Faced with bad options, interest groups did not exhibit clear,
broad-based preferences for any one strategy, let alone specific policies. At the
same time, there was widespread skepticism of voters about generous financing,
but no strong push on the part of voters for internal adjustment. This setting
created room to maneuver for governments. Many surplus country policymakers
such as German finance minister Wolfgang Schäuble were strongly wedded to
ordoliberal ideas that made them firmly opposed to domestic expansion and wary
of moral hazard. Governments therefore used this room to design crisis policies
that mostly relied on piecemeal financing combined with high conditionality.
That said, in instances such as in Austria, where interest groups began to push
for expansionary policies, ordoliberal ideas become less dominant and govern-
ments were more willing to adjust domestic policies.

Overall, our analysis shows the importance of considering policy alternatives,
actors’ vulnerabilities to each of these (often bad) options, and the trade-offs they
entail: The unusual trajectory of the Eurozone crisis becomes less puzzling if we
consider that for the deficit-debtor countries, the alternatives to unprecedented
austerity were Eurozone breakup and possibly default, an outcome that most
actors opposed even more. Although this outcome was equally opposed by the
surplus-creditor countries, the lack of strong support for specific internal adjust-
ment policies, ordoliberal policymakers’ opposition to such a strategy and the
availability of a third alternative—financing conditional on adjustment in crisis
countries—explains why the latter was implemented. Our analysis also showed
that interest group preferences change depending on whether groups consider
policies in isolation or in the context of trade-offs. This not only reinforces the
insight from a recent wave of political economy research on the importance of
trade-offs (e.g., Busemeyer and Garritzmann 2017; Emmenegger et al. 2018;
Häusermann et al. 2018; Jacobs 2011), but also provides insights into how policy-
makers have agency in complex situations. Under these circumstances, govern-
ments are neither just the long arm of organized interests nor do they simply bow
to electoral pressures, but they can skillfully shape the narratives and policies in a
way that aligns with their own preferences.
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Looking at Both Sides of the Coin: Crisis Politics
in Both Deficit-Debtor and Surplus-Creditor Countries

The third guiding principle of our book has been to analyze crisis politics not just
in deficit-debtor, but also in surplus-creditor countries. It is well known that
surplus-creditor countries contribute to the buildup of large and persistent current
account imbalances that often indicate trouble ahead (Obstfeld 2012) and often
play an important role in the resolution of debt and balance-of-payments crises.
Nonetheless, most existing research on financial crises focuses exclusively on crisis
politics in deficit and debtor countries (Eichengreen 2003; Frieden 1991a; Haggard
2000; Haggard and Kaufman 1992; Nelson 1990; Pepinsky 2009; Walter 2013a).
This is also true for the Eurozone crisis, where much more research has focused on
crisis countries than surplus-creditor countries. This is surprising because
surplus-creditor countries have been instrumental in shaping the European
crisis-resolution framework (Redeker and Walter 2020). Nonetheless, this
remains an underexplored issue. What is particularly missing is systematic
research on how crisis politics in deficit-debtor and surplus-creditor countries
are related and how they interact (Frieden and Walter 2017).

Our book has presented such a systematic analysis of the vulnerabilities,
societal crisis resolution preferences, and crisis politics in both deficit-debtor
and surplus-creditor countries in the Eurozone crisis. It has developed an encom-
passing and unified theoretical framework that suggests that the distributive
struggles surrounding the politics of the Eurozone crisis in surplus and deficit
countries are distinct, yet they also revolve around common themes and are
intricately linked. Even though internal adjustment, external adjustment, and
financing work in different directions in deficit and surplus countries, these are
still the three principle policy strategies available to both sets of countries. Because
each of these strategies has upsides and downsides, countries’, interest groups’,
and voters’ vulnerabilities to each of these strategies are likely to vary. And
although these vulnerabilities take different forms, the relative costs of different
strategies, and the trade-offs they entail, can be captured with a simple heuristic
such as the vulnerability profile in both deficit and surplus countries. In both sets
of countries, actors with a vulnerability profile in the “misery corner”—highly
vulnerable to both internal and external adjustment—are confronted with the
most difficult choices, and have incentives to support accepting financing from
abroad (in deficit countries) or to provide such financing to crisis countries (in
surplus countries).

Viewed in this way, the interdependencies between deficit-debtor and creditor-
surplus countries fall into sharp focus. This allows us to better understand the
domestic politics surrounding crisis politics in each set of countries, which in turn
allows for a better understanding of the overall dynamics of Eurozone crisis
politics and the interactions between both sets of actors. Our analyses showed,
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for example, that despite the similar set of choices and the deep interdependence
between deficit and surplus countries, crisis politics played out differently in
deficit and surplus countries. Although societal actors in surplus countries in
principle viewed internal adjustment as more favorable than the alternative crisis
strategies external adjustment and financing, this was not the main strategy
implemented by governments. We show that this was because in most settings,
there was no strong societal demand that pushed policymakers in this direction.
Rather, interest groups were heavily divided as to how internal adjustment should
be achieved, rebalancing was not a high salience topic among voters, and surplus
country policymakers held strong ordoliberal beliefs that made them reluctant to
pursue an expansionary macroeconomic strategy or restructure or even write-off
debts. Instead, they opted for financing, coupled with strong conditionality for
deficit states.

This, in turn, confronted the deficit states with a situation in which they were
forced to carry most of the adjustment burden, in return for external financing
that would allow them to stay in the Eurozone and avoid default. The choice set
was thus much more constrained in crisis countries. They did not opt for internal
adjustment coupled with financing because societal actors favored this strategy,
but rather because it was viewed as the least bad among a series of bad options:
Euro exit was strongly opposed by overwhelming majorities in deficit country
societies. Yet this nonetheless meant that governments had to implement policies
that under normal circumstances would have been unthinkable. Governments
used what little room they had to design the policies within the confines of the
possibilities that external creditors and domestic distributive struggles left them
with. In most cases, this meant that business interests trumped the interests of
workers and the poor, which is one reason why the Eurozone crisis has resulted in
widespread political discontent among voters.

Our analysis thus complements existing work that has pointed to the structural
diversity of the Eurozone as an important cause of the crisis and a major obstacle
to its resolution (Armingeon and Baccaro 2012a; Armingeon and Cranmer 2017b;
Hall 2012; Höpner and Lutter 2018; Johnston et al. 2014; Moravcsik 2012; Scharpf
2013; Streeck and Elsässer 2016). By analyzing the domestic preferences on and
politics of Eurozone crisis management in both deficit and surplus countries, we
have generated insights into how these structural constraints affected the interests
of important societal and political actors, and how they, in turn, have shaped
Eurozone crisis management.

The Politics of Bad Options in European Crisis Management

So far, our book has predominantly explored the domestic politics of Eurozone
crisis management. Yet of course, the Eurozone crisis was shaped in important
ways on the European (and international) level. Countries bargained over how the
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crisis should be resolved, how bailout programs should be designed, and what
kind of institutional reforms should be implemented in order to better prepare the
Eurozone against future crises. In this concluding chapter, we therefore return to
the European level and examine to what extent Eurozone crisis politics, and the
unequal distribution of the adjustment burden, is related to conflicts between
surplus and deficit countries about how the burden of crisis resolution costs
should be shared.

Research Design

For this purpose, we build on the “EMU Positions” dataset, a detailed dataset of
negotiation positions on forty-seven Eurozone-related issues between 2010 and
2015 that were officially negotiated in the EU Council during the Eurozone crisis
(Wasserfallen et al. 2019). It covers the initial negotiation positions of twenty-
eight EU countries and all EU institutions for Eurozone-related negotiations in the
EU Council, as well as the final bargaining outcome on each of these issues.¹ The
dataset and related codebook provide detailed information on each of the issues
under negotiation and codes countries’ negotiation positions on a 0 to 100 scale,
denoting the most extreme positions of each. It thus allows us to examine to what
extent our argument that distributive struggles between deficit-debtor and
surplus-creditor countries shaped Eurozone crisis politics is useful for under-
standing the distributive struggles on the European level as well.

We focus our analysis on the sixteen countries that were members of the
Eurozone during the entire Eurozone crisis and their negotiation positions.
Although some issues were decided by all EU member states, many of the issues
predominantly affected Eurozone countries, which is why we limit our analysis to
these countries.² We examined all issues in the dataset and classified them into
three categories: The first category comprises policy issues related to how the
burden of adjustment should be shared (six issues; for a list see Table 8.1), such as
the treatment of current account surpluses and deficits in the macroeconomic
imbalance procedure, but also questions about International Monetary Fund
(IMF) involvement, as this is directly related to conditionality. A second category
contains policy issues related to financing (fourteen issues; for a list see Table 8.2),
such as the willingness to support bailouts but also more general questions about
transnational redistribution. A final broad category comprises other policy issues
(twenty-seven issues; for a list see Table A8.1 in the Appendix to this chapter),

¹ Constructing such a large-scale dataset necessarily requires making some difficult choices. For an
evaluation of the merits and shortcomings of the dataset, see the discussion in Frieden and Walter
(2019).
² The dataset therefore also contains considerably more “missings” for the negotiation positions of

non-Eurozone EU countries.
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which contains the majority of issues, such as institutional specifications, issues of
timing of certain reforms, or issues such as a cap on bank bonuses that are
unrelated to questions of macroeconomic adjustment and cross-national finan-
cing. Although some of these issues also have distributional consequences, we
opted for a conservative approach and only coded those issues related to adjust-
ment burden-sharing or financing that clearly fit in those categories.

Table 8.1 Eurozone country bargaining positions on policy issues regarding
adjustment

Abbreviation Description N(out of
16)

EFSF2* IMF involvement in EFSF programs 10
ESM3* ESM conditionality 5
FC7 Purpose of the Fiscal Compact (stability vs. growth) 9
G3* IMF involvement in the First Greek Program 16
SPA2* Withholding of EU funds when member state breaches

deficit limit
16

SPA5 Asymmetry in the treatment of current account deficits and
surpluses in the macroeconomic imbalance procedure

10

Note: *Recoded so that lower values represent preferred surplus country position (adjustment pre-
dominantly in deficit countries) and higher values represent preferred deficit country position (adjust-
ment burden shared equally across Eurozone member states). N refers to the number of countries for
which information on the issue-specific bargaining position is available.

Table 8.2 Eurozone country bargaining positions on policy issues regarding financing

Abbreviation Description N (out of 16)

BU9 Single Resolution Fund fiscal backstop 12
EB1 Eurozone debt mutualization (Eurobonds) 14
EFSF1 Preparedness to issue loan guarantees 15
EFSF3 Enhancement of the EFSF’s effective capacity 14
EFSF4 Allowing the EFSF to use additional instruments 11
ESM2 ESM size (effective lending capacity) 16
ESM4 Private sector involvement 16
ESM5 Number of support instruments available under

the EFSF/ESM
16

ESM6 ESM financing 16
G1 Initial willingness to support Greece (First Program) 16
G4 Debt relief in the Second Greek Program 16
PR1 Short-term ambitions for the fiscal union 15
PR2 Potential redistribution within the fiscal union 15
TPA1 Redemption fund in two-pack 14

Note: N refers to the number of countries for which information on the issue-specific bargaining
position is available.
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We then made sure that all issues were coded in a way such that lower values
denote a policy position more in line with creditor-surplus country interests and
higher values a policy more in line with debtor-deficit countries and recoded
issues where necessary. In a final step, we calculated the mean of each country’s
negotiation positions on all issues in the relevant category, to arrive at the
country’s average policy stance on issues related to adjustment and financing.

Eurozone Crisis Bargaining between Deficit-Debtor
and Surplus-Creditor States

How did creditor-surplus and debtor-deficit states position themselves with
regard to adjustment- and financing-related reforms that were discussed in the
European Council during the Eurozone crisis? We begin with an analysis of
policies related to how the burden of macroeconomic adjustment should be
distributed among EMU members. One major issue in this category is the
question of conditionality, because it forces program countries to accept often
painful domestic reforms and macroeconomic adjustment in return for financial
support. Conditionality is thus a means for creditor-surplus countries to shift the
burden of adjustment onto debtor-deficit countries. But the category also contains
issues such as whether fiscal policy should be geared more toward stability or
growth, or whether large current account surpluses and deficits should be treated
equally, or whether surpluses should be seen as less problematic than deficits.

To examine to what extent surplus and deficit countries varied in their policy
preferences, Figure 8.1 shows the national negotiation positions based on coun-
tries’ average current account position in the five years before the outbreak of
the Eurozone crisis. Moreover, it lists the European Commission’s (COM) and the
European Parliament’s (EP) average policy position, as well as the average out-
come of the negotiation process (OUT). The figure shows that with the exception
of Luxembourg, surplus countries indeed strongly favored policies that would
push the bulk of the adjustment burden onto deficit countries. In contrast, most
deficit countries favored an approach that would lead to more burden-sharing in
terms of macroeconomic adjustment, an approach that was also supported by the
European Parliament and the European Commission. Surprisingly, however, the
outcome of these negotiations on average corresponds closely to the preferences of
surplus countries: On all but one issue related to the question of adjustment, the
final outcome scores a 0, that is, an outcome completely in line with surplus
country interests. This results in an average value of 17 on a scale between 0 and
100, where 0 is the least and 100 is the most deficit-debtor-friendly policy. There
was only one issue in which a deficit country-friendly outcome was decided,
namely the decision not to withhold EU funds when a member state breaches
the deficit limit (SPA2). It appears that in the context of complex,
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multidimensional and multi-issue negotiations such as those in the Eurozone
crisis, surplus countries managed to secure support for polices on almost all issues
that allowed them to push the burden of adjustment predominantly onto deficit-
debtor countries, whose bargaining power was weakened by market pressure and
their financial difficulties (Finke and Bailer 2019).

We next turn to policies related to financing. Table 8.2 shows that these issues
mostly concern the size of financial support packages during the Eurozone crisis,
some questions about debt relief, and more general questions about redistribution
within EMU and the EU, including, for example, the question of Eurobonds.
These were highly salient questions, as the high number of recorded policy
positions on each of these issues shows.

Figure 8.2 shows that national negotiation positions diverged even more
strongly between debtor-deficit and creditor-surplus countries on issues related
to financing. The figure shows that with the exception of Slovakia, all deficit states
had strong preferences for generous financing schemes that would transfer finan-
cial funds from surplus to deficit states. This position was also largely supported
by the European Commission and the European Parliament. Surplus countries, in
contrast (and again with the exception of Luxembourg), were much more hesitant
about these proposals. On average they supported policy proposals that implied
much more restricted financing. Whereas the outcome of the negotiations
strongly reflected the preferences of the surplus state, Figure 8.2 suggests that
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Figure 8.1 Negotiation positions of Eurozone countries on adjustment issues, by
countries’ average pre-crisis current account balance
Notes: COM = average preferred position European Commission, EP = average preferred position
European Parliament, OUT = average policy decision (negotiated outcome).
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the outcome of the negotiations on financing were more of a compromise. On the
0–100 EMUChoices-scale, the average outcome takes the value of 50, placing it
exactly between the most favorable outcome (0) for creditor-surplus states and the
most favorable outcome (100) for debtor-deficit states.

Overall, these analyses confirm that a core divide between Eurozone govern-
ments in all these negotiations ran between current-account surplus-running
creditor states and debtor states with large current account deficits (see also
Armingeon and Cranmer 2017b; Finke and Bailer 2019; Tarlea et al. 2019). On
policy issues related to questions of adjustment and financing, deficit and surplus
countries aligned in opposing camps. Ultimately, however, surplus countries, who
were in a stronger bargaining position, managed to tilt the policy outcomes in
their favor, especially with regard to adjustment. Given that Chapter 5 showed
that the costs of both external and internal adjustment were very high for surplus
states, it is not surprising that they attempted—and often succeeded—to push
most of the adjustment burden onto deficit states in European level negotiations.
However, surplus countries seem to have been more willing to compromise on
issues related to financing, where the negotiation outcomes were much more
balanced between the interests of surplus and debtor states. This is in line with
the findings from our analysis of surplus country crisis politics in Chapters 6 and
7, which showed that financing was often seen as a politically expedient alternative
to macroeconomic adjustment in surplus countries. Thus, although some studies
find that Germany was willing to make considerable concessions in negotiations
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Figure 8.2 Negotiation positions of Eurozone countries on financing issues, by
countries’ average pre-crisis current account balance
Notes: COM = average preferred position European Commission, EP = average preferred position
European Parliament, OUT = average policy decision (negotiated outcome).
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about Eurozone crisis management (Lundgren et al. 2019), this willingness did not
extend to issues which concerned questions of adjustment. Here, surplus countries
such as Germany successfully secured negotiation outcomes that pushed the
burden of adjustment on deficit countries.

Policy Implications and Avenues for Future Research

Taken together, the findings of this book have a number of implications for
policymaking. First, our analysis has shown that distributional conflicts facilitated
a suboptimal crisis response. Many of the Eurozone’s root problems persist (see
e.g., Mody 2018), not least because a coordinated European response has been
lacking or has occurred in a piecemeal fashion. The lack of cooperation has also
led to an unequal burden sharing. Despite considerable international pressure,
domestic distributional conflicts impeded internal adjustment in surplus countries
and pushed the burden of adjustment largely onto deficit states. Similarly, domes-
tic politics in surplus countries, especially the fact that international transfers
remained very unpopular amongst surplus-country voters, contributed to harsh
financing conditions for deficit countries. While strict budgetary targets and rapid
timelines for refinancing may have served to appease skeptic voters in surplus
countries, they also made adjustment in deficit states unnecessarily painful,
produced deep-seated ill will amongst voters in crisis countries and left little
space for fiscal compensation policies. These dynamics have proven to be harmful
both economically and politically. This suggests that institutional reforms
designed to encourage more burden sharing (especially in times of crisis) and to
make financing decisions less susceptible to domestic political pressure might lead
to more effective crisis management in the future. Examples include a strength-
ened macroeconomic imbalances procedure that supports more balanced forms of
adjustment,³ expanded competences of the European Stability Mechanism, or EU-
wide automatic stabilizers.

A second policy implication of our analysis is that the changing landscape of
organized interests in Europe is likely to have lasting effects on future distribu-
tional conflicts and macroeconomic imbalances in the Eurozone. Our study of
crisis politics in deficit countries has shown that the political weakness of organ-
ized labor and social policy groups meant that business bore much lower adjust-
ment costs than workers and ordinary citizens. At the same time, many
adjustment measures taken in the course of the crisis further deteriorated the
economic and political influence of trade unions, suggesting that the unequal

³ During the negotiations that led to the current design of the Macroeconomic Imbalances
Procedure, surplus countries insisted on an asymmetric treatment of the different current-account
positions, in which deficits of more than 3% of GDP are characterized as unsustainable, whereas
surpluses only get monitored if they are 6% of GDP or larger (Moschella 2014).
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distribution of adjustment costs may be amplified in future crises. Similarly, a
range of studies has shown that the decreasing bargaining power of labor in
countries like Germany or the Netherlands has been one of the main drivers of
low wage costs, high savings, and large capital exports from surplus countries
(Klug et al. 2019; Redeker 2019). This suggests that measures designed to counter
the trend of diminishing labor power might not only be effective in contributing to
more burden sharing in the next crisis, but could also contribute to reducing the
emergence of macroeconomic imbalances in the first place.

Third, the analyses in this book suggest that the macroeconomic imbalances in
the Eurozone are less structural than often assumed. In recent years, a range of
studies have emphasized that given the structural diversity of economic models in
the Eurozone, the common currency has a built-in tendency to result in stark
current-account imbalances and financial crises (Baccaro and Pontusson 2016;
Höpner and Lutter 2014; Iversen et al. 2016; Mody 2018; Streeck 2015). Our
findings show, however, that economic interest groups were not generally opposed
to adjustment. For example, we find that resistance to internal adjustment in surplus
countries was not rooted in a broadly shared interest in defending the export-
oriented growth model, but in distributional conflicts about how to adjust. This
suggests that the imbalances are not just structural, but also rooted in politics.
However, this does not mean that they are easy to address. Arriving at a more
balanced union will require difficult compromises and is likely to remain politically
difficult. The main challenge for policymakers is thus the question of how to use
their room for maneuver to reduce current-account imbalances. Nonetheless, the
insight that this is a political possibility is good news for the Eurozone.

Finally, our book also suggests a number of fruitful avenues for future research.
First, the book emphasizes the need to study the preferences of organized societal
actors empirically. Many political economy approaches rest on micro-level
assumptions about interest group preferences. However, our evidence from sur-
veying more than 700 large economic interest groups in six European countries
shows that economic policy preferences are shaped by complex trade-offs between
a wide range of policy options. This makes them difficult to deduce on purely
theoretical grounds. Our analyses show that studying interests empirically yields a
number of counterintuitive results. For instance, a majority of interest groups in
deficit countries preferred harsh internal adjustment over other crisis strategies
or that most economic groups in surplus countries actually favored some policies
that would boost domestic demand. These results can not only help inform future
theories on preference formation amongst interest groups, but they also add to our
understanding of the specific nature of domestic distributional conflicts in times
of crisis. More generally, our study suggests that political economy research is
likely to benefit from the insights of interest group research (e.g., Dür and Mateo
2013; Klüver 2013, 2018), and vice versa. Our book presents the results of a large
data-collection effort on interest group vulnerabilities and policy preferences in
six Eurozone economies. The data and replication packages for all analyses
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presented in the book, including the survey data from the 716 interest groups, are
available for download and replication at the FORS data archive (https://forsbase.
unil.ch/project/my-study-overview/16230/). These datasets will serve as an
important and rich resource for all scholars interested in European politics,
interest groups, and political economy. We hope that other researchers will use
this data to further explore the micro-foundations of interest groups’ economic
policy preferences.

Second, our book points to the importance of analyzing how material interests
and conflicts interact with public opinion and dominant ideas amongst political
decision-makers. Often, the influence of interest groups, the pressure of the
electorate, and the ideological orientation of political decision-makers are still
treated as competing explanations for important political outcomes (Hacker and
Pierson 2010; Jabko 2013; Matthijs 2016a; Schneider and Slantchev 2017;
Thompson 2015). While focusing on one ontological perspective ensures a certain
theoretical crispness, there is a lot to be learned from combining these different
schools of thought and asking what matters when, instead of what matters most.
Recent research has taken promising first steps into mapping the scope conditions
of each perspective in greater detail (Culpepper 2011; Reinke 2014). Our findings
contribute to this nascent literature, for example, by showing that the general
economic climate matters a great deal for whether the politics surrounding
economic reforms are dominated by interest group politics or voter preferences
and electoral concerns. While our research focuses on debates about adjustment
during severe balance-of-payment crises, this pattern is likely to hold for a
multitude of economic reforms, ranging from the regulation of labor and product
markets to fiscal policies and taxation.

Finally, our findings also provide new insights for studying the ways in which
domestic conflicts translate into international arenas and how states can try to
avoid domestic distributive conflicts by externalizing costs to other countries. This
has particularly important implications for research on the political economy of
balance-of-payment crises and global imbalances more generally (Broz, Duru, and
Frieden 2016; Eichengreen 1992; Eichengreen and Frieden 2001; Kinderman 2008;
Simmons 1997; Walter 2013a). So far, research on these issues has been charac-
terized by a one-sided focus on the role of deficit states. However, our evidence
from Germany, Austria, and the Netherlands suggests that distributional conflicts
within surplus countries play a similarly crucial role in the build-up and main-
tenance of financial imbalances. Given that these conflicts made it difficult for
surplus countries to rebalance even in a highly institutionalized setting such as the
Eurozone crisis, in which both political and economic pressures were high,
suggests that rebalancing in “normal times” is not an easily achievable policy
goal. Understanding these conflicts and how they play into the stickiness of large
current-account surpluses in more detail is an important avenue for future
research aimed at a better understanding of the drivers of global financial
imbalances.
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Appendix

Table A8.1 Other Eurozone crisis policy issues

Abbreviation Description

BU1 EU cap on bank bonuses (legal or shareholder-approved)
BU2 Capital buffers (centralization or exibility)
BU3 The scope of the Single Supervisory Mechanism (SSM) (all banks or some

banks)
BU4 Double majority for the decisions of the European Banking Authority (EBA)
BU5 Institutional responsibility for the SSM at the ECB
BU6 SSM implementation deadlines
BU7 Single Resolution Mechanism (SRM) decision-making powers
ESM1 Changing EU treaties
ESM7 The role of supranational institutions in the ESM
FC1 Question whether all EU member should adopt the Fiscal Compact
FC2 Fiscal Compact adopted by the Treaty change
FC3 The legal form of the debt brake
FC4 The role of the European Court of Justice (ECJ) in the Fiscal Compact
FC5 The role of the European Commission (EC) in the Fiscal Compact
FC6 The participation of non-euro members at the Euro Summit
FC8 Tax policy coordination
FC9 Incorporation of the Fiscal Compact to EU Treaties
G2 First Greek Program Structure (ad hoc or systematic)
PR3 Political accountability
SPA1 The suspension of Council voting rights for SGP non-compliant government
SPA3 The blocking of SGP sanctions by reversed qualified majority
SPA4 Six-pack rules on “good” and “bad” debts
TPA2 Pre-approving budgets by the Commission
TPA3 Independent macroeconomic forecasts
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