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Abstract

It is well documented that the EU and IMF bailout programmes led the crisis-hit
Eurozone countries to a weak economic recovery. However, the existing theories have
so far failed to provide comprehensive explanations of the post-crisis economic
performance in the periphery of the Eurozone. This thesis’ starting point is to identify
what policies were introduced in Greece and Portugal and how effective they were at
addressing the causes of the crisis. To answer this question, it draws on qualitative
primary data, documents, archives, and elite interviews. In contrast to the neoclassical
explanation that stresses the ‘backwardness’ of the countries in the periphery, as well as
more critical Keynesian/‘victimisation’ approaches that understand the crisis-hit
countries as ‘victims’ of the creditors, this thesis -by building upon Comparative
Political Economy literature- provides a Growth Model explanation of the crisis and the
post-crisis economic performance of Greece and Portugal. It shows why the EU and
IMF internal devaluation policies failed to boost export-led growth in both countries
and brings to light the much overlooked ways in which Greece and Portugal have been
through a productive transformation in recent decades. The Growth Model perspective
goes beyond the VoC literature, showing how the historical capital formation (i.e. the
difficulty of creating economies of scale, and low-added value production), the fiscal
policies, and the European and international economic developments (i.e. EU Eastern
Enlargement, and the rise of the large-scale emerging economies in Asia) led Greece
and Portugal into an ‘intermediate’ trap. The ‘politics’ of the crisis management -based
on the neoclassical versus ‘victimisation’ narratives- reinforced the ‘intermediate’ status
of Greece and Portugal after the crisis. Although the existing literature tends to focus on
the creditor’s role in the management of the crisis, this thesis brings evidence from the
EU-IMF bailout negotiations showing that both the creditors and the anti-austerity
governments in the debtor countries kept the structural aspects of the crisis out of the
negotiations to maintain the status quo in the Eurozone. Overall, this thesis brings the
Growth Model perspective and VoC into a productive dialogue, contributing the

concept of the ‘intermediate’ economies to the European Political Economy.
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Glossary of Concepts

The ‘Iphigenia-in-Aulis’/‘victimisation’ explanation comes from the Greek poet,
Homer, and narrates the sacrifice of an innocent victim to serve the interests of powerful
actors. It was widely used by the Keynesian economists and political scientists to
explain the Eurozone crisis and the post-crisis economic performance in the periphery.
It presents the crisis-hit countries as victims of the creditors that managed the crisis in a
way that protected their interests, causing a long recession in the periphery of the

Eurozone.

‘Intermediate economies’ is a concept that describes the status of the countries in the
periphery of the Eurozone. ‘intermediate’ economies are the fruit of the historical
process of capital formation and economic development in the European periphery in
recent decades. The origins of those economies can be tracked back to before the
creation of the Eurozone. However, the economic and political developments in the
2000s were of critical importance in their formation. Those economies are based on a
demand-led model of economic growth and remain specialised in traditional low-tech
sectors producing low added value goods. They are stuck between the high-tech core
countries and the large-scale emerging economies. ‘Intermediate’ economies differ from
the ‘middle income’ countries as the former maintain limited policy tools and are

subject to EU policy rules and constraints.

Internal devaluation is a policy to decrease nominal wages and prices. The EU and
IMF forced internal devaluation -in the absence of currency devaluation- through wage
cuts in the public sector and labour market reforms as a mechanism to restore price

competitiveness and boost export-led growth in the crisis-hit countries.

‘PIIGS’ is a term that was used offensively for Portugal, Italy, Ireland, Greece, and
Spain. It was widely used by the mass media and influenced public opinion across

Europe.
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‘Ants versus grasshoppers’ is a concept based on Aesop’s fable that describes a
careless grasshopper that spends the summer singing while an industrious ant works
hard to store up food for winter. When the winter comes, the hungry grasshopper begs
the ant for food. The story sums up lessons about the virtues of planning and hard work
and the consequences of irresponsible behaviour. The latter should -according to the
fable- be punished. Such a concept was used by the creditor governments and
international institutions to explain the crisis that triggered the dividing lines between
the surplus and deficit countries in the Eurozone. This narrative has been predominant

in the public discourse and spread through the mass media across Europe.

‘Expansionary austerity’/‘expansionary fiscal contraction’ is a hypothesis claiming
that fiscal contraction can lead to higher GDP growth rates. Contrary to the Keynesian
model, the proponents of ‘expansionary austerity’ argue that fiscal contraction can raise
expectations for households’ future disposal income, increase investors’ confidence and

thus stimulate private consumption and investment.

‘Pretend and extend’ is a term used in academic and public discourse to describe the
creditors’ tactics to reject debt relief for Greece in 2010, arguing that the Greek debt

was sustainable.

The ‘Divide and conquer’ strategy comes from Julius Caesar’s famous tactic used to
divide the forces of his enemies. This term is used in this thesis to explain creditors’
tactics in dividing the deficit countries, to protect their economic interests and preserve

the status quo in the Eurozone.

There Is No Alternative (TINA) is an acronym that was first used by the Victorian
British intellectual and philosopher, Herbert Spencer, who defended classical liberalism,
responding to critics that there was no alternative to capitalism in the 19" century.
British Prime Minister, Margaret Thatcher, used this as a slogan against the critics of
her market-oriented policies and the rollback of the welfare state in the 1980s. The
‘there is no alternative’ dogma was used by creditors to legitimate the internal

devaluation and market-oriented reforms during the Eurozone crisis.
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The ‘Goliath versus David’ concept comes from the Bible and describes the fight of
the giant, Goliath, against the young, tiny David. It denotes a contest where a weak
opponent faces a stronger adversary. It has been used allegorically in the public
discourse to describe the overwhelming power of the creditors against the debtors

during the bailout negotiations in the Eurozone crisis.

The ‘North- South’ concept is used to highlight the division between the surplus (e.g.
Germany, France, Austria, The Netherlands) and deficit countries (e.g. Greece,
Portugal, Ireland, Italy, Spain) in the Eurozone. The ‘North- South’ or ‘core-periphery’
concepts have been used primarily in economic rather than geographical terms.

12
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Chapter 1: Introduction

On July 5™ 2015, Syntagma Square was overrun -once more- by foreign media
correspondents waiting for the national referendum results over a third bailout
agreement between Greece and its creditors. All eyes in Europe and the world were now
on Athens. The Greek people confronted a bitter dilemma; a new bailout that would
prevent the country’s default in exchange for new austerity measures, or a ‘Grexit’ and
a potential disorderly default.

In less than five years, Greece’s gross domestic product (GDP) had shrunk by 25
percent, over a million of citizens had lost their jobs and hundreds of thousands -mostly
the young generation- had left the country. Almost all indicators of economic activity
had dramatically declined, and the society found itself on the brink of collapse. A
country that accounts for 3 percent of the European population and 2 percent of the
European Union’s GDP had become the epicentre of the Eurozone crisis in 2010. In
July 2015, Greece was once again making media headlines across the world.

The financial crisis that began after the bubble burst in the housing market in the
United States (US) in 2008 spread to the Eurozone in 2009. Years of excessive
deregulation of the financial sector and rising income inequality in the US, along with
increasing imbalances in the global economy, caused the outbreak of the worst
economic crisis since the Great Depression. The effects of the crisis varied across the
world; however, several countries witnessed a slowdown of economic activity,
difficulty financing their deficit and servicing their external debt, along with high and
persistent unemployment and declining living standards.

The financial crisis in the US and the domino effect triggered a banking crisis in
the Eurozone with major European banks facing a capital shortfall and, thus, liquidity
and solvency issues. The crisis in the banking sector led to a sudden stop to the
continuous massive credit inflows -that acted as driver for growth in the 2000s- towards
the peripheral European countries. The governments in crisis-hit countries such as
Ireland, Spain, and Cyprus were no longer able to bailout the collapsing banks, while
Greece and Portugal faced difficulties refinancing their accumulated debts (De Grauwe

and Yuemei, 2013). To prevent the contagion of the crisis and to calm down the
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markets, the countries at the centre of the crisis agreed bailout programmes with the EU
(European Commission and European Central Bank) and the International Monetary
Fund (IMF).

Greece had been in the ‘eye of the storm’ since 2009 because of its loose fiscal
policy and its mounting public debt. Greece’s current account deficit and public debt
had climbed to an unsustainable level, reaching 14.9 % and 167 % of GDP respectively
in 2009 (Eurostat, 2012). As a result, the Greek government had lost access to private
capital markets and it became the weakest link in the European crisis. Greece agreed
with the European Union and the International Monetary Fund upon a €110 billion
adjustment programme for three years in May 2010 in order to improve its financial
situation, restore its competitiveness and return to growth. However, the country’s
economic indicators declined in late 2011, leading to a new crisis the following year and
a second revised programme in 2012. Finally, a third programme -despite people’s
aspirations in the 2015 referendum- was implemented in 2015- 2018.

Portugal had also been suffering from a high fiscal deficit and external debt
since the early 1990s. After a decade of stability, the sudden stop to credit inflows in
2009 led Portugal out of the financial markets just one year after Greece (Minchau,
2013). In May 2011, Portugal signed a 3-year €78 billion bailout programme with the
EU and the IMF. Portugal was in a much better position vis-a-vis Greece; however, the
EU and IMF promoted a similar policy recipe to address the unsustainable public
finance and high external debt, and increase the country’s competitiveness (Gongalves,
2014). In comparison with the Greek programme, the bailout in Portugal was less
demanding with moderate fiscal consolidation and less reform conditions (De Grauwe,
2016).

Based on their massive lending capacity, the EU and IMF played a crucial role
by providing extensive financial assistance to prevent Greece and Portugal from
economic collapse. Such economic assistance was conditioned on the implementation of
fiscal consolidation and market reforms. Greece and Portugal implemented fiscal
measures to put their public finances back on a sustainable trajectory. They decreased
public expenditure through wage cuts in the public sector as well as lower government
spending and public investments. Moreover, the Greek and Portuguese governments
were forced to push the labour cost down through internal devaluation (i.e. cuts in

public sector wages) and the deregulation of the labour market. Such policies caused a
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deep recession in both countries. Economic activity stagnated, the number of
unemployed became sky high, and millions were pushed into poverty.

The heavy cost of the EU and IMF response to the economic crisis in Greece
and Portugal therefore raises many heavily contested issues and intense debates about
the effectiveness of those policies to boost economic recovery in the periphery of the

Eurozone.

This thesis will therefore address the following central research question:
e Were the EU and IMF internal devaluation policies effective to address

the causes of the crisis in Greece and Portugal?

To answer this research question, it is critical to understand the complex interplay
between ‘politics’ and ‘economics’ in the Eurozone crisis. For this reason, this central

research question is disaggregated into the following sub-questions:

e Why did the internal devaluation fail to boost an export-led growth in
Greece and Portugal?
Beyond ‘economics’, we should also shed light on the political aspects of
the management of the crisis that set the internal devaluation policies as
a treatment for the Eurozone crisis. Therefore, this thesis will also
address the following sub-question:

e Why did creditors insist that internal devaluation (i.e. austerity) was the
solution to the Greek and Portuguese crises?

The Eurozone has become the theatre of political developments that have drawn
attention from across the world. Academics from various social sciences and disciplines
have contributed to an expanding body of literature offering various perspectives on the
crisis and the crisis response in Europe. These many different accounts in the existing
literature fit into two broad perspectives: the neoclassical and the Keynesian/‘Iphigenia-
in-Aulis’ explanations.

The neoclassical explanation is associated with the EU, the IMF, the creditor
countries and the neoclassical economists, all of which played a key role in the
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management of the crisis, designing the bailout programmes in the Eurozone.
According to this approach, the Eurozone’s problem can be attributed to individual
countries that suffered from fiscal ‘profligacy’ and were ineffective in fighting vested
interests and corruption (European Commission, 2010). Greece has a ‘prominent
position’ in this narrative as a country where populist politicians led public finance out
of control and triggered a crisis across the Eurozone (Lagarde, 2015; Schéauble, 2011).
In the eyes of the neoclassical economists, Greece has ‘lived beyond its means’ and
‘consumed more than it has produced’ for decades. Greece has been a backward country
in the sense that it has failed to modernise its economy and society through economic
and institutional reforms over recent decades. It still suffers from a hypertrophic public
sector, a rigid labour market, overregulated product markets, and corruption. In this
context, according to the neoclassical orthodoxy, the ‘only cure’ for the indebted
countries -such as Greece and Portugal- was fiscal contraction to mitigate profligacy,
and market reforms to boost recovery and stabilise the Eurozone as a whole (European
Commission, 2010; 2011; Schauble, 2011). For them, Greece’s long recession and poor
performance -despite the EU and IMF bailout- shows that the country has failed to do
what it should have done. Greece is considered a ‘unique’ case that has failed to recover
from the crisis, while Portugal is a ‘success story’ that has consolidated its public
finance and reformed its economy.

The Keynesian/‘Iphigenia-in-Aulis’ explanation criticises the EU and IMF’s
ability to manage the crisis effectively. According to this perspective, the European
leaders were in ‘denial’ in the early stages of the crisis. They failed to react in a
determined way to prevent the crisis from spreading in the Eurozone (De Grauwe,
2011). Based on a neoclassical economic orthodoxy, creditors refused to offer
substantial debt relief to the insolvent countries -especially to Greece in 2010- and left
the door open to speculative attacks against the Euro. For the Keynesian economists, the
creditors insisted on austerity programmes that undermined the recovery in the
periphery (Stiglitz, 2017; De Grauwe, 2011; Varoufakis, 2017). Austerity pushed
Greece and Portugal into a deflationary spiral and led them into a long recession. On top
of this, the bailout loans -subject to high interest rates- were accompanied by tough and
front-loaded fiscal measures, and ‘too much to do’ reforms that exhausted the national
governments and pushed them into a deeper crisis. The European Central Bank’s

‘whatever it takes to save the Euro’ and purchasing of sovereign bonds programme
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came too late. Therefore, both the EU and IMF proved rather ineffective in safeguarding
the insolvent countries perpetuating the crisis in the South.

In this thesis, | review the theoretical debates and the existing explanations in a
critical way. The neoclassical explanation -supported by creditors- uses market
economic principles to explain the causes of the crisis and the post-crisis economic
performance in the periphery. Although it provides some valid claims regarding the role
of the governments and policies that exacerbated the crisis, it fails to bring to light the
deep roots of the crisis in the Eurozone. It underestimates the complex realities, diverse
local practices and special features that interacted with each other and shaped the
economic performance in the periphery. Moreover, it fails to account for the difficulties
confronting the peripheral countries in regard to maintaining their competitiveness in a
currency union without devaluation or protectionist tools.

The neoclassical economists fail to show how the ‘Europeanisation’ and
financialisation affected the peripheral economies after the creation of the European
Communities. The deregulation of the banking sector allowed governments in the
periphery to borrow in a manner that - under uneven development conditions - has
triggered large macro-economic imbalances in the last decade. The neoclassical
framework provides a partial and therefore inadequate understanding of the crisis,
leaving the structural causes unexplored. Therefore, the neoclassical economic policies
that the creditors designed for the peripheral countries were not appropriate for them to
recover from the crisis.

The proponents of this approach insist on shaky explanations and simplifications
of the complex reality in the periphery of the Eurozone. They rely on ‘Greek
exceptionalism’, overemphasising corruption, clientelism, and vested interests, and
underestimating other critical structural factors that shaped the post-crisis economic
performance.

The Keynesian/‘Iphigenia-in-Aulis’ explanation recognises the substantial EU
and IMF mistakes and omissions in the management of the crisis. On a first level, the
critics bring to light the EU’s institutional deficiencies in dealing with such an
asymmetric shock and preventing the periphery’s insolvency crisis in 2010. They show
how the European leadership was largely unprepared to respond to the crisis in an
effective way. On a second level, Keynesian economists offer an interesting critique of

the role of austerity programmes in exacerbating the crisis across the periphery.
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This thesis recognises the validity of some of these criticisms, but also highlights
that this explanation fails to provide us with a deep understanding of the historical
processes, and the economic and political dynamics that have undermined the ability of
the peripheral countries to remain competitive in the changing European and global
economy. The Keynesian/‘Iphigenia-in-Aulis’ approach fails to provide an in-depth
understanding of the impact of the bailout programmes on the productive structures in
those countries and, therefore, it does not offer a comprehensive explanation.

Unable to bring the deeper mechanisms that caused the Eurozone crisis to light,
the Keynesian/‘Iphigenia-in-Aulis’ explanation overemphasises the role of the creditors
in fuelling the crisis in the periphery. It tends to present Greece as an ‘exception’, a
‘sacrificial lamp’ that creditors pushed into a deep depression after 2010.

This thesis will show the theoretical fallacies in the existing explanations and
argue in favour of a Comparative Political Economy perspective, taking a Growth
Model approach to show that the problem of the Eurozone lies in capitalist diversity
across Europe and the growth model in the countries in crisis. | argue that the current
crisis in the Eurozone is a symptom of the uneven development that led the peripheral
countries, especially Greece and Portugal, into a competitiveness crisis at the end of the
2000s.

Such a crisis of uneven development was not new phenomenon in world
economic history. Several developing countries in Sub-Saharan Africa and Latin
America had been through similar economic crises in the 1980s and 1990s. The
economic crisis in the developing world triggered an academic debate over the causes of
the long recession and the prospects of recovery (Williamson, 1990; Krueger, 1998; IMF,
1997; Rodrik, 2006; Stein, 2008; Kahn, 1990). A compelling body of literature has
brought to light the structural aspects of such crises in recent decades (Rodrik, 2006;
Babb, 2005). In his insightful book, ‘The World Economy since the War: The politics of
Uneven Development’, E.A. Brett argues that ‘the problems of uneven development are
a function of the problem of production- more precisely, of production in weaker areas
whose lack of capital, entrepreneurial skills and social organisation makes it difficult
for them to compete on equal terms with those are already strong’ (Brett, 1985: 264).
Based on such a theoretical starting point, 1 build upon the current Comparative
Political Economy and the Growth Model literature to set out the foundations for a
structural understanding of the Eurozone crisis. The foundations of the Comparative
Political Economy have been set in 1960s, however, the current Varieties of Capitalism
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perspective and Growth Model approach brought new insights and renew the interest in
Comparative Political Economy literature. Varieties of Capitalism offers an alternative
approach by focusing on the role of institutions (e.g. the state, the market, and firms) in
the comparative political economy. It provide