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Introduction 

This week we will examine the sovereign debt crisis afflicting Greece, Ireland, Portugal, Spain and Italy 

(the so-called GIPSI countries). In these countries the core assumptions of comparative political 

economy that domestic institutions and political choices lead to differing responses to crisis does not 

seem to hold. External constraints associated with membership of the EMU seem to be more important 

than domestic institutions.  

For Baccaro and Armingeon (2012) the sovereign debt crisis reveals two things: a dramatic shrinking of 

the policy space for peripheral countries as a result of monetary unification, and an in-built neoliberal bias 

of the Euro project. The common GIPSI response is to engineer an internal devaluation vis-á-vis 

Germany and other trading partners. This has been forced on to countries either directly as part of EU-

ECB-IMF (troika) bailout packages or indirectly by interest rates in the sovereign bond markets.  

Economic problems 

Greece was the first domino to fall in May 2010. When the Greek state was priced out of the private 

bond markets it triggered an existential crisis for the Eurozone. Ireland was the next to fall (November 

2010), followed by Portugal (May 2011). In December 2011 it spread to Italy and Spain. Both countries 

responded by mimicking the reforms of Ireland, Portugal and Greece. This did not satisfy the financial 

markets. The ECB acted in September 2012 and this finally put a momentary end to the speculation. In 

the meantime all these countries adopted unprecedented austerity packages (see case study below).  

All five countries experienced a decline in competitiveness, measured in nominal unit labour costs relative 

to Germany, since 2000. In Ireland, competitiveness was lost in housing, construction and public sector 

labour costs, not in the traded manufacturing sectors. Of all 5 countries Ireland is perhaps the only one 

capable of kick-starting export led growth. Ireland is perceived to be a successful example of growth 

enhancing fiscal consolidation and therefore its austerity strategy is being prescribed for everyone.  

Spain, Italy, Greece and Portugal all have much lower hourly wages than Germany. None experienced 

wage militancy as occurred in the 1970’s. The competitiveness losses are more closely related to 

productivity and sectoral specialisation. Germany outstripped these four countries in productivity growth. 

Explaining variation in productivity and proposing a policy solution is a lot more complex that calling for 

lower wages and supply side reforms of the labour market. 

By ruling out exchange rate devaluation membership of the Eurozone severely limits policy discretion. 

Comparing Ireland and Iceland illustrates this. Both experienced a serious financial crisis. Ireland 

responded with orthodox policies: guaranteeing creditors, slashing public expenditure, increasing taxes 

and implementing structural reforms. Iceland refused to guarantee debt, introduced capital controls and 

devalued. Iceland is back into the private bond markets. Ireland is not.   



Paul de Grauwe compared Spain and the UK in a recent paper (2011). He noted that both have similar 

fiscal deficits and debt/GDP ratios. Yet Spain is considered to be at risk of default not the UK. Why? De 

Grauwe argues that it is because Spain is in the Euro whilst the UK is not. The UK has devalued and has 

a central bank. Spain is effectively issuing debt in a foreign currency. The UK can rely on its central bank 

to provide the necessary liquidity, Spain cannot. Investors can buy the bonds of another country, such as 

Germany, holding the same currency.  

Financial markets can demand higher interest rates. Hence - forcing insolvency. Governments respond by 

introducing austerity, to appease the markets, but end up causing more damage to the economy, setting in 

place a vicious circle. What began as a liquidity crisis turns into a solvency crisis. Think of the problem via 

an equation: 

S ≥ (R-G) D 

(S = primary budget surplus, R is the nominal interest rate on government debt, G is the growth rate, D is 

the stock of debt as a percentage of GDP). The growth rate must exceed the interest rate for a state to 

remain solvent. Hence the less need for austerity. Less growth = need for more austerity. There is a trade-

off between the two. But governments have less and less discretionary capacity to use fiscal and monetary 

tools for growth. Is there any way out of this conundrum? 

EMU countries are being forced into a procyclical fiscal policy (austerity in a time of contracting growth) 

which, according to the IMF, is proving to be self-defeating. They are imitating an internal devaluation – 

focused on cuts in public sector pay, numbers and services. For Baccaro (2012) the only autonomy left 

for governments is the process through which they legitimate decisions: technocratic governments, grand 

parliamentary coalitions, concessionary social pacts.   

Are there alternatives? 

Five different countries, with five different governments of various political orientations, and with 

different capabilities for concertation with social partners, all found themselves in a sovereign debt crisis – 

and implementing essentially the same structural adjustment program. The process differed: 

• Grand parliamentary coalition: Portugal, Greece and Italy 

• Unilateralism and concessionary corporatism: Ireland and Spain 

Incumbent governments unseated in all five countries. The parties changed but policy remained the same. 

Baccaro & Armingeon argue that the emphasis by European policymakers that austerity is the only 

solution to the crisis can be explain by legal-institutional, ideational and interest-based factors. The ECB 

is legally restricted, as are member-states, for taking liability of other countries debt. The interests of 

Germany and other export-led countries in maintaining fiscal and monetary conservativism is a defence 

of their national macroeconomic models. Why GIPSI countries role in behind all of this is the real puzzle 

and can probably be explained by ideational factors.  

The real crisis is that of democratic legitimacy: competing parties for democratic election are not able to 

make a difference, interest groups are barely capable of concessionary bargaining, trust in government 

and institutions are at an all time low.   

 

 



The Economics and Politics of the Euro Crisis 

Peter Hall (2011) locates the roots of the crisis in an institutional asymmetry grounded in national 

varieties of capitalism, which joined political economies accustomed to export-led growth with those 

accustomed to demand-led growth. All commentary on the crisis has failed to appreciate the way in which 

the organisation of national political economies conditions what governments can and will do.  

Why did European elites think the EMU was viable? 

Helmut Kohl and Francois Mitterrand drove the political project from the early 90’s. The Bundesbank 

got the growth and stability pact, and acceptance that ECB would be mirrored on its monetarist doctrine. 

This economic doctrine prevailed. It also created a sense in which monetary union would force structural 

reforms in product and labour markets.    

The root of the crisis was joining diverse political economies into a single currency. This differs from the 

now dominant analysis that the crisis would have been averted if either a) politicians listened to ‘proper’ 

technical advice or b) implemented structural reforms earlier. Both ignore the fact that national variations 

in the organisation of the political economy promote alternative growth paths that demand different 

approaches to policy.  

The success of export led growth strategies depends on their products remaining competitive in 

international markets. There are three ways this can be achieved for Hall (2011) 

1. Hold down unit labour costs 

2. High quality innovation  

3. Substitute capital for labour 

To achieve this requires certain political economic conditions developed over a long period of time. For 

CME countries in Europe (Germany, Netherlands and Finland) entry to EMU posed few problems. It 

suited their developed export economies, and gave them unprecedented advantage.  

Growth led domestic demand is more prevalent in liberal market economies (LMEs), which facilitate 

macroeconomic expansions and have higher tolerance for asset price booms. Most southern European 

countries have pursued this strategy of growth, lacking the institutional foundations for coordinated skill 

formation, research and educational advancement. Many firms rely on low cost labour.  

In the first decade of the new currency union Germany, Belgium, the Netherlands, Austria, Finland and 

Denmark pursued strategies of competitive deflation: tight fiscal stances, low wage increases and gradual 

substitution of capital for labour. By contrast Spain, Portugal, Greece and Italy adopted policies oriented 

to the growth of domestic demand. Northern banks were only too happy to lend the cash – leading to an 

influx of cheap credit (Italy does not really fit this story, however).  

The Response 

Many northern Europeans argue that the south should have pursued the same strategies as them. This 

argument ignores the extent to which economic strategy depends on the structure of the economy. They 

also have tax systems beset with non-compliance problems. Lenders are as responsible as borrowers. 

For Hall (2011) three features of the European response to crisis stand out: first, contrary to media 

analysis, there has been a concerted European response. Billions have been made available through bi-

lateral loans, and the ECB has been extremely pro-active in providing liquidity to the banking sector. 



Second, the political response has been slow and insufficient, and can be best described as muddling 

through. Third, the cost of the Eurozone adjustment has been disproportionately imposed upon GIPSI 

countries.   

The EU still lacks a viable growth strategy that goes beyond the myth and mantra of structural reform. 

Growth depends on restructuring private and public sector debt. The sovereign debt crisis is in reality a 

crisis of the European financial system.  

Explaining the response 

1. The intractability of the problem: the costs of a banking crisis are colossal, as are the political 

conflicts over who should bear the burden of adjustment. 

2.  Deficiencies in European institutions: Europe was simply not equipped with the instruments to 

respond adequately, and divergent interests prevailed, ECB has been the core transnational actor.   

3. Divergent diagnoses of the problem: there are competing economic doctrines on the optimal 

response to crisis, and they reflect long held beliefs on the role of monetary and fiscal policy. 

4. Absence of solidarity: national governments have yet to accept that the sustainability of the Euro 

will require a transfer union. 

“On the one hand, efforts to shore up the Euro have inspired more intensive co-ordination of fiscal 
policy and movement towards a banking union. On the other hand, instead of accelerating European 
integration, the crisis has exposed its fault lines. The Parliament and Commission have been relegated to 
the sidelines, and inter-governmental bargaining has come to the fore, as rescue packages were negotiated 
by member governments in a seemingly endless series of summits. The framing of the crisis as a matter of 
national fiscal profligacy, rather than as a European banking crisis, has undercut sentiments of European 
solidarity on which popular support for further integration ultimately depends”  
 
Case Studies: Austerity Measures in Crisis Countries  

By 2005, Greece was a European success story. In socio-economic terms, the country had all but 

converged to the development levels of ‘Europe’. It was the second fastest growing economy, controlled 

inflation and managed to secure full employment.  

The underlying structural problems persisted however, but more importantly, it could be argued that 

Greece’s political institutions remained mired in corruption and clientelism, not to mention deep 

structural problems with tax evasion.  

In May 2010 it was granted a loan worth €110bn (larger than any IMF loan to date) in return for a 

massive fiscal adjustment program to being down its fiscal deficit from 15% to 3%. Contrary to much 

analysis, Monastiriotis (2012) argues that Greeks problems and policy failures are entirely domestic.  

In three years Greece has implemented a budget adjustment equivalent to 20 percent of GDP or €65bn 

by 2015. This is huge. The cuts and reforms introduced vary from 2009-2011. But in general it includes 

cuts in public sector pay, increases in VAT, a higher rate of tax, property tax, increased pension age from 

60-65, liberalisation of professions, privatisation of public utilities, and changes to employment 

protection. 

But GDP declined further than expected – 5 percent in 2010 and 7 percent in 2011. In 2012 they fully de-

centralised the wage bargaining system, cut the minimum wage by 32 percent, abolished life tenure in the 

public sector and cut public sector numbers by 150,000. Yet we are told Greece is not doing enough? 



Pay and pensions have declined by 25 percent and effective tax by almost 20 percent. Unemployment has 

peaked at around 25 percent. The adjustment has serious distributional implications.  

A Greek paradox: consolidation without outcomes? 

Why has it not worked (even after two significant haircuts on Greek Debt?):  

1. Inconsistency at international level: unrealistic and self-defeating projections 

2. Fragility of the Eurozone  

3. Policy recipe does not work 

Monastiriotis (2012) argues that the political system suffered from five failures: communication, 

coordination, negotiation, implementation and strategy. Can Greece develop an economic development 

path that can withstand the competitive pressures of the single market and common currency? 

The Politics of Austerity in Ireland  

 Ireland accounts for less than 1.2 percent of Eurozone GDP but has paid 42 percent of the total cost of 

the European banking crisis. The total cost to the taxpayer amounts to €64bn or 40 percent of GDP. 

GNP has declined by around 15 percent.  

The ex ante adjustment effort amounts to €24bn or 16 percent of GDP. Most of the adjustment has 

fallen on the public sector. Why has Ireland so easily internalised the preference of the troika? 

Walking on the edge in Italy 

Italy has experienced poor GDP and productivity growth for over a decade. In response to the crisis, no 

major banking rescue package was needed. Three laws were passed: salva Italy, creci Italy and semplifica Italy 

by the Italian government. All were aimed at product and labour market competition. 

Interestingly, the adjustment under Monti was more focused on increasing revenue than expenditure cuts. 

Pensions are under reform – public pension expenditure in Italy is 14 percent of GDP, the highest in the 

OECD. Parliament has introduced a balanced budget provision and structural reforms have been 

introduced into the labour market. Yet productivity remains stagnant, why? 

The fiscal crisis in Spain 

Much like Ireland (and arguably Greece), the fiscal crisis in Spain is a revenue crisis. Both are the only 

countries to see a reduction in their revenues (everywhere else the difference can be observed on the 

expenditure side). Both countries had a housing bubble that collapsed.  

 

 

 

 

 


