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Executive Summary

The causes of peripheal country indebtedness.
EMU membership and private sector deficits

1. The turmoil in the Eurozone is due to the global crisis of
financialisation that broke out in 20Bit it is also due to the biased
nature of the EropearMonetaryUnion (EMU) Systmatic pressure on
labour has intensified the disparities of competitiveness among
Eurozone members, splitting the Eurozone into core and periphery.

2. The peripheryncludes Spain, Portugal and Greece. It also includes
Ireland, which is subject to treare pressures as the other three but has
several peculiar economic features that call for separate analysis. The
peripheryhas been unable to compete against the core, while being
constrained by uniform monetary policy and rigid fiscal discipline. Thus

it has registered current account deficits, mirroring the current account
surpluses ahe core, above all, Germany.

3. Current account deficits generaimust be financed by capital flows
from abroad. The latter can be either-dednting, e.g., bank mgaor
portfolio flows, or nosfdebtcreating, e.g., foreign direct investment.
Furthermore, current account deficits correspond to financial deficits by
the public and the private sector.

4. In the periphery, the Stability and Growth Pact has preveated th
public sector from registering systematic financial deficits. Consequently,
current account deficits have corresponded largely to private sector
financial deficits. Furthermore, current account deficits were financed
overwhelmingly by bank lending frdra tore.

5. In short, peripheral country indebtedness is largely due to the
behaviour of the private sector in the course of EMU. Unable to
compete against the core, peripheral private sectors have generated large
financial deficits. Consumption was bewd$n all three countries, while

a real estate bubble emerged in Spain. Capital flows from &broad
typically lending by core barkgrovided finance. Furthermore, the
domestic financial system found the opportunity to expand, thus
increasing domestimdincialisation and indebtedness. The result has
been the accumulation of vast depésily external (and owed to the

core), partly domestic (reflecting internal financialisation).

Measuring the crushing burden of perjpheral debt

6. Total debt (privatand public) of Spain, Portugal and Greece stands
at, respectively, 5315, 783 and 703 bn euro, or 506%, 4728®@ant
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GDP. Total debt has increased between two and tinmes in the
course of EMU.

7. The ratio of private to public debt in Spain, Battand Greece is,
respectively, 87:13, 85:15, and 58:42. The bulk of fresinededdtin

the course of EMU has been private, while public debt has fallen
proportiorately But therecession of 2088 hasboosted public debt
turning itinto the pivot othe Eurozone crisis. The Greek state is more
heavily indebted than the other two for historical and social reasons.

8. The ratio of external to domestic debt in Spain, Portugal and Greece
is, respectively, 33:67, 49:51, 51:49. The proportion of ektbirfads

risen significantly in the course of EMBbHth the Greekand the
Portuguesepublic debtare largely external as European financial
markets have systematically overestimated the -creditworthiness of
peripheral states.

Weakbanks

9. Peripheral debtepresenta major threat to European banks. In
recent yearsoce banks® mostly German and Frenéhhave become
heavily exposed tperipheral debbecause of its high returns. In
addition, k European banks face substantial funpiinblemsbecause
of financing large dollar assets with euro liabilities.

10. The intervention packages of May 2010 Hmween ostensibly
directed aperipheral states, bwerein practiceaimed at bank3he

ECB has provided liquidity to banks; it has also begun to acquire
peripheral public debt with the aim of relieving the pressures on banks.
State intervention hasmporarily pacified markets but not decisively
resolved the crisiEuropean hnks continue to hold large volumes of
peripheral debt while also facing fundnodplems.

The blight of austerity

11 Rescuing the banks has come at the cost of austerity, with negative
implications for European economies and societies. Austerity will
compress public expenditure and weaken private consurngtioe,
elements ofggregate demand that have shseme wtality during the
recession of 2088 Given the collapse of investment and the retreat of
credit, austerity has increased the risk of recession.

12 1t is not plausible that exports would sustain growth across the
Eurozone, given the weak condition of global demand. Moreover,
austerity is likely to press wages down across the Eurozone, thus
exacerbating the competitive advantagjeeafore, above all, Germany.

The oppositionbetween current account surpluses inm@ey and
current account deficits in the periphery is likely to become sharper.

2
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13 Austerity will worsen income distribution across the Eurozone,
particularly in the periphery. Since it is accompanied by further
liberalisation, austerity vailsoshiftthe balance of power against labour
and in favour of capital.

The prospect of default

14. The burden of debt and the negative aspects of austerity have raised
the prospect of peripheral countries defaulting on public debt. But
default could be eithereditor or debtorled. Creditcted default is
unlikely to lead to significant reductions of debt; it would also generate
profits for the managing banks.

15 Debtorled default could significantly reduce peripheral debt.

Preconditions include unilatkcessation of payments and full auditing

of public debt with participation of wor ker s
society. Renegotiation of debt would follow with foreign lenders but also

with domestic holders, particularly banks. There is a risk of lpcomin

cut off from capital markets for a peribthwever, he experience of

Argentina and Russia shows that ddbtbdefault could have positive

results, if it was swift and decisive.

16. Debtorled default raises the prospect of exit from the Eurozone.
Exit would improve competitiveness through devaluation of the
currency as well as removing the bind on monetary and fiscal policy. But
it would also threaten the banking system and disrupt monetary
circulation. These risks could be confronted through -bangihg
measures that would alter the balance of social forces in favour of
labour.

17. More specifically, exit from the Eurozone would reguaitdeast

public ownership and control over banks and other areas of the
economy, extensive capital contn@®rming the tax system to include

the rich and capital, introducing industrial policy, and thoroughly
restructuring the state. In short, exit wauévidethe opportunity for a
wholesale reversal of neoliberal economic policy. For this reason, exit
requires radical political and social alliances

18. Default, debt renegotiation and exit from the Eurozone have very
serious implications. These must be weighed against the equally serious
implications of recession and lbegn stagnation of several Ezone
countries. It is essential to have a frank public debate over the costs,
benefits and social implications of bold action to break the cycle of debt
as opposed to enduring letlegm stagnation.



The EurozondetweenAusterity and Default
1. Introduction

1. Introduction

The crisis that has afflicted therozane has two main causesirst, it

is due to the great turmoil that began in the US financial markets in 2007
and soon became a global recession. It is thus a further phase of the
great crisis that began in the late 2000s, one of those rare events that
mak the historical evolution of capitalism. This systemic upheaval has
been called a crisis of financialisation, reflecting the rise of finance during
the last several decades and the concomitant transformation of mature
capitalist economiés.

Secondthe crsisis due to the culmation of the structural
biases withirthe Eurozone A sharp internal division has emerged
betweercore and periphery, typified by, on the one hand, Germany and,
on the other, Spain, Portugal, and Gréddes division has been
reflected inprogressive loss of competitiverissthe periphery relative
to the core. The competitiveness of the core has benefited from
extraordinary pr ess,urGermanyhasweamtk er sd wages whi c
practically stagnant real wages for well overcadele Loss of
competitiveness hastailedsystematic current account deficits for the
periphery, mirrored by equally systematic surpluses for Germany. The
eruption of generalised instability in late 2009 reflects these profound
imbalances within thi&urozone

Nonetheless, thEurozonecrisis is, in the first instance, a crisis
of debt, particularly of Greek public debt. Since late 2009, financial
markets have been roiled by pressures arising from the extraordinary
accumulation of debt by the peripherahtries of theEurozone It is
shown in chapter 2 that peripheral dedd resulteth good measure
from the unbalanced economic relations between Eurozone core and
periphery. Reheral countries have been mired in debtivate and
public, domestic andternald as their competitivereedias declined
relative to thecore.Debt has also accumulated as financialisation has
proceeded apace in peripheral countaegrocess that has been
reflected in the growth of the financial sectoriande expansion of

"¢ KAA LRAYG st a Sadl of A& KBuRzonefisisFRegohr TS  Af Ay (GKS waC NBLRNI
FYR ¢K& bSAIKO2dzZNRI al NOK Hamnz
http://researchonmoneyandfinance.org/media/reports/eurocrisis/fullreport.pdf

2See C. Lapavitsas, 2009. Financialised Capitalism: Crisis and Financial Expropriation,
Historical Materialism17:2, 114148.

% The internal periphery of thEurozonealso includes Ireland, which has been as much a

part of this crisis as the other three countries. However, the path of development of the Irish
economy during the last two dades exhibits several peculiar characteristics, probably
associated with the strong presence of multinational corporations, and it is best examined
separately. Needless to say, there is an even sharper division between the core of the
Eurozoneand severatountries in Eastern Europe, which might be called the external
periphery. Since 2008 the latter has also entered a crisis with similar characteristics to that of
the internal periphery. But, once again, it is best to leave the external periphery aside in
order to keep the analysis within manageable bounds.
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corporate and household indebtednBsblic debt, finally, began to
accumulate rapidly once the recession of2088 emerged fully.

Irrespective of its origin, deims its own logithrough which it
has determined the unfolding of the crislap@ 3 shows that the
accumulation of peripheral debt has threatened the liquidity and solvency
of European banksThe threat to banks has ariden two related
reasonsfirst, because the banks of the core have become heavily
exposed to the periphery anécand, because banks have faced
sustained funding problemdhe debt crisishas, consequently
threatened to become a renewed banking diéssis the underlying
reason why Eurozone authorities put together an extraordinary
intervention package May D1Q aimed astabilisindinancial markets.
Howeverbanks have remained weak and their problems have not gone
awaywhatever the results of thieess testsf July 2010

The counterpart to rescuing banksBwozonegovernments
has been the impositiohausterity across the periphery, but also across
much of the core. This turn of policy maajorsocial costs antbuld
prove highly damaging European economieShapter 4showsthat
austerity compresses the only element of aggregate demand that has
demonstratedany dynamism during the last two years, namely public
expenditure. Austerity is also likely to weaken consumption, thus further
hitting aggregate demand. The possibility of severe recession across the
Eurozonein the near future cannot be disted. Even worse, since
austerity has spread beyond the peripherguld lead to downward
wage pressure in the countries of the core. Consequently, the
competitive disadvantage of the periphlenchliesat the heart of the
Eurozonecrisis is unlikey to beeliminated in the foreseeable future.
This is a recipe for further economic instability and dislocation,
particularly for peripheral countries. Finally, austerity is also likely to
change thdéongterm balance of power between capital and labour in
favour of the former. ThEurozonewill probably become even more
hostile to the interests of working people in the coming years.

If austerity is such a lamentable course of action, what
alternatives are there? The crisis is so profound that alteamatlikety
to be radical, both economically and socially. The volume of debt of
peripheral countries raises the prospledefault It is argued in chapter
5 that default has to be debtfmather than creditgrled, if it is to be
effective. Creditded default is unlikely to lead to substantial reduction
of debt and it would also mean fresh profits for banks. In contrast,
debtorled default could significantly reduce the crushing burden of debt
on the periphery. But debtied default requires fulatrsparency as well
as participation by organisations of workers and civil society in
renegotiating debt. Debtl@d default,moreover poses thassue of
exiting the Eurozone in order to revive economic activity in the
periphery

It is arguablghat defali, debt renegotiation armxit from the
Eurozoneconstitute a preferabpath for countries facing intractable
public debt problems. But the risks are maaljding to the viability of

5
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the financial system, and thesjuiring decisive government action.
Furthermoresuch a radical policy option would have congueial
implications Appendix A offers some historical perspective by
considering the experience of Argentina and Russia, both of which
defaulted and devalued their currencies in recent years.

Chapter &husconcludes by considering the political economy
of default in theEurozoneand the possible implications of exit for a
single peripheral country. The issue has obvious topicality for Greece,
which has been at the forefront of the crisisalsotfor other peripheral
countriesas well afor the core. Default poses complex questions with
regard to the debtords international position
social forcesApart from foreign holders of public delbigre arealso
domestic hldlers of public debt, domestic isswérprivate debtvhich
is owed to foreigners, and domestinersof foreign assets abroad.
Default presents different opportunities and threats tioeattparties
requiring decisive action, if the interests of ingrgeople are to be
protected Furthermore, »at would deliverthe shock of changing the
monetary standard, bringing devaluation in its wake. It would thus pose
major risks for theconomy as a whole, above all, fordimestic
banking system. But exiutd alseamelioratehte competitive weakness
that has bedevilled peripheral countries withiBuhezone

In sum, pepheral countriegace a harsh choice and their
predicament reflects the historic failure of the Eurozone. The crisis
could be managed an undemocratic way that defends the interests of
financial capital, particularly of core Eurozone countries. Alternatively,
the crisis could beconaa opportunity for radical change thatuld
alter the balance of social forces in favour of laboue ipetiiphery sa
well as the core. If appropriate political and social alliances were formed,
the vice thatis currentlycrushng Europe between debt and austerity
could be removed
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2. A profusion of debt: If you cannot compete, keep
borrowing

Obtairing an accurate picture of the debt of peripheral couistribs

first difficulty in analysing the crisis of the Eurozémfermation on

debt is hard to come by, not least because governments are not
forthcoming regarding their own debt. This chapter apesvea
systematic picture of peripheral debt by ubmopformation available

as of December 2009. It is shown that peripheral countries are heavily
indebted, while the debt is domestic and external as well as private and
public. But the mix varies coresigbly among Spain, Portugal and
Greece, with significant implications for the jédtthe crisis in each
country.

The chaptealsodiscusses the causes of peripheral indebtedness,
showing that they are related to the structure &utezoneand, more
broadly, to the global trend of financialisation. To be more precise,
indebtedness is due to the loss of competitiveness by peripheral
countries as well as to the rapid growth of the financial sector in recent
years. Participation in the European Monetgsyel® has been of
decisive importance in this regard, both because it contributed to the loss
of competitiveness and because it facilitated the growth of the financial
sectorEnormous accumulation of ddiyt peripheral countribsis been
the counterparbtadopting the common currency.

However, he actual pattern of indebtedness reflects the
particular economic, social, institutional and political conditieash
country. Thus, the chapter considers in some detail the evolution of debt
in Spain, Port and Greece. It is shown that by far the strongest
growth has been in private, not public, debt. Furthermore, the heaviest
holders of peripheral debt are countries of the core. But the balance
between private and public debt varies considerably, abheloex
between external and domestic debt. Therefore, the threat posed by debt
is significantly different for each of the three countries.

2.1 The magnitude of peripheral debt

Table 1 provides a picture of aggregate Spanish, Portuguese and Greek
debt aof 31 December 2009.

Several aspects of peripheral indebtedness stand out and call for
explanation. First, in absolute terms, Spanish debt is roughly three and a
half times the sum of Portuguese and Greek debt, the last two being
fairly similar to eachtleer. Thus, any suggestion of Spanish insolvency
would pose a threat of an entirely different order to global financial
markets compared to Greece and Portugal. As a proportion of GDP,
however, aggregate Spanish indebtedness is very similar to Portuguese,

“Fora summary of the sources, the methods and the assumpitimadved inthe calculation
of table 1 see Appendix B.
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Table 1 Aggregatalebt (end 2009)

Spain Portugal Greece
EUR Bn % EUR Bn % EUR Bn %
Total Debt
EUR Bn 5,315 783 703
% GDP 506% 479% 296%
by issuer
Generabovernment 676 13% 121 15% 293 42%
Financiatorporations 1,669 31% 238 30% 120 17%
Non-fin corporations 2,053 39% 246 31% 165 23%
Households 918  17% | 178 23% 123 17%
__100% __100% __100%
by instrument
Shortterm 1,586 30% 271 35% 189 27%
Non-resigntdeposits 549 106
Bonds 156 44 11
Loans 258 49 72
Tradecredit 623 32
Long-term 3,730 70% 512 65% 514 73%
Bonds 1,472 173 301
Loans 2,258 339 212
100 % 100 % 100 %

External Debt

% of total debt

% of totaldebt

% of total debt

EUR Bn 1779 33% 381 49% 385 51%
% GDP 169% 233% 12%
by issuer % of ext debt % of ext debt % of ext debt
Generabovernment 299 17% 98 26% 206 53%
Financial cqooratiors 823 47% 210 55% 112 29%
Othersectors 645 37% 73 19% 68 18%
100 % 100 % 100 %
by instrument
Shortterm 686 39% 182 48% 127 33%
Non-resident Deposit 549 146 106
Bonds 75 25 7
Loans 17 1 13
Trade Credil 45 10 1
Long-term 1,093 61% 198 52% 258 67%
Bonds 739 141 206
Loans 354 58 53
100 % 100 % 100 %
Bank ofSpain Statistical Bank ofPortugal Statistical
Sources: bulletin- National Financia bulletin- National Financia| Bank of Greece, QEDS, IMF
Accounts and BalanPayments Accounts and Balance Payme Eurostat
- International Investor Positio| - International Investor Positio
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and both are significantly higher than Greeliaderess. On this basis,
the financialisation of the Greek economy as a whole appears to be less
advanced than the other two, as will also be shown below.

Second, the composition of aggregate debt is quite different
among the three countries. The propardf domestic texternal debt
stands at 67% &3 for Spain, compatdo 51% to 49% for Portugal
and 49% to51% for Greece. It seems that Portugal and Greece are
equally indebteelixternallyand domestically, while Spain carries a lower
proportion of ex¢rnal debt. On this basis, the domestic financialisation
of the Spanish economy appears to have been more pronounced than
that of the other two. However, the salient fact is that all three countries
are heavily indebted abroad relative to GDP, Spain %t Wd8le
Portugal and Greece at, respectively, 233%62%d

Third, the composition of aggregate debt is even more strikingly
different when the proportion of private to public debt is considered.
For Spain and Portugal the proportion is quite sirstlanding at,
respectively, 87% to 13% and 85% to 15%. But for Greece the
proportion stands at 58% to 42%. The Greek state is more indebted
than the other two by several orders of magnitude. The difference is
even more pronounced with regard to the connposit external debt.

The balance of private to public external debt stood at 83% to 17% for
Spain, 74% to 26% for Portugal, &% to 53% for GreeceHowever,

when it comes to the balance between the domestic and external
components of public debt alotlee proportions are 56% to 44% for
Spain, 19% to 81% for Portugal, and 30% to 70% for Greece. Both the
Greek and the Portuguese state are heavily indebted abroad, the latter
proportionately more than the former

Finally, fourth, the composition of debttérms of instruments
is quite similar among the three countries, standing roughly at /3 short
term to 2/3 longterm debt. But there are significant differences in the
composition of external debt, largely reflecting the different weight of
public debtn external debt. Thus, Greek external debt is preponderantly
longterm, since its dominant element is public bonds. The external debt
of the other two countries tends to be shdeen, reflecting the
heavier presence of the private sector.

One final ggect of aggregate peripheral debt that merits mention
is the composition of holders by nationality. The data in figures 1, 2 and
3 refer only to securities, but this is still a large part of external debt, as
can be seen in Table 1. The vast bulk of gedpbkecurities are held by
the countries of th&urozonecore, primarily France and Germany.
There are variations and specific features, for instance, French
predominance in Portugal and Greece, but the fundamental point is
clear: the periphery is indebtaostly to the core of th&urozone

To sum up, all three countries carry large volumes of debt,
significant parts of which are owed abroad. Domestic Spanish finance
appears to have grown more robustly, but the country remains heavily
indebted abroad. BotSpain and Portugal seem to have advanced
further than Greece down the path of financialisation. However, Greece

9
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Figure 1 External holders of Spanish debt securities (end 2008)
Source: CPIS

m Germany

m France

= Luxembourg

m United Kingdom

= Ireland

= Netherlands

= Belgium

= United States
Italy

= Rest of World

Figure 2 External holders of Portuguese debt securities (el 2008)
Source: CPIS
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Figure 3 External holders of Greek debt securities (end 2008)
Source CPIS
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carries a far heavier burden of public debt, both domestically and
externally. In short, there are common patterns of heavy indebtedness
across the theecountries, which are borne differently in accordance
with the social, historical, political and institutional characteristicis of ea
country. One further thing the three countni@ge in common is that

their external debt is owed to the countrieseottine, primarily France

and Germany. The rest of this chapter considers the common causes and
differential patterns of indebtedness of peripheral countries. The starting
point is external debt, which has been by far the most pressing element
of the crisis

2.2. The economic roots of external debt

Accounting relations, summed up in Box 1, indicate that the external
debt of a country corresponds to its current account deficit as well as to
the financial deficit of the private and the public sector. Wathinthi
mind, this subsection and the next are concerned with establishing the
analytical relations betwekaexternal debthe current account deficit

and the financial deficit of core and periglteuntries

A striking feature of thEurozonehas beerthe emergence of
structural current account deficits in the periphery, mirrored by equally
structural surpluses in the core, above all, Germany. The cause has been
the rise in German competitiveness due to unrelenting pressure on
German wagegGermany afrady starting from a higher level of
competitiveness, needless to.sBydssure on wages has been a general
feature ofEurozonecountries, following the Maastricht Treaty, which
has forced o6flexibility® onto the
impostion of single monetary policy and rigid fiscal policy across the
Eurozone The race to the bottom has been won by Germany, which has
squeezed wages far more successfully than peripheral countries during
the last decade. The result has been loss of dompess in the
periphery, producing current account deficits that have been mirrored by
current account surpluses in Germany. Figure 4 shows the divergent
paths of the German, Spanish, Portuguese and Greek current.accounts

Peripheral current accountsrsemed steadily since the -mid
1990son the approach tBuropean Monetary Union, and the deficits
became entrenched once the euro was adopted. Germany, meanwhile,
has registered regular surplssesethe introduction of the euro. The
deficits of the perigery reached extraordinary levels in the second half
of the 2000s, nearing 15% in Greece in 2007 and 2008.

Current account deficits must be matched by flows of external
finance, as is shown in Box 1. For peripheral countries, such finance has
not come fromflows of foreign direct investmefiDI), which have
remained weak throughout this period. Consequently, current account
deficitshave been financed through bank I¢Bh¥and portfolio flows

Ia gl a aKz2ey ABGrodofeSisisvBegyarNEy 98 and ThyNeighBomr
March 2010, chapter 3, pp. A
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BOX 1CURRENT ACCOUNT AND EXTERNAL DEBT ACCOUNTING

Exterral debt can be related to the domestic components of the economy by
using the framework of national income statistics. The framework deploys
identities rather than behavioural relations, and hence should be treated \vith
considerable caution. However, itreatill shed light on the relations of external
debt.

The financial balances of a country are given by:
(X¢M) = (5 1) ¢ (Gg T), or External Deficit = Private Deficit + Public Deficit | (1)

Where, S, I, G, T, X, M are, respectively, saving, mees{ government
expenditure, taxes, exports and imports.

Now, the Balance of Payments must balance, hence,
X¢M)=F
Where F represents total financial flows from/to abroad. In the case of the

Eurozone total financial flows do not include foreign aéhange reserves, which
is one of the few advantages offered by the common currency. Consequently

F =FDI +BL + PF

Where FDI, BL, PF are, respectively, foreign direct investment, bank lending, and
portfolio flows. Thus,

(X¢M) =FDI + BL + PF (2)

In short, a deficit on current account (for simplicity taken as the differepce
between exports and imports) must be matched by financial inflows flom
abroad. These can be either debyeating, as for bank lending and portfoljo
flows (ifthey are directed to bonds), or nestebt-creating, as for foreign direct
investment and portfolio flows (if they are directed to shares). Typically portfolio
flows are debtcreating, and this is how they will be interpreted in the rest|of
this report.

Canbining (1) and (2):
(X¢M) =FDI +BL + PFSg 1) ¢ (Gg T) 3

That is, current account deficits correspond to debtating and nordebt-
creating financial inflows from abroad, which further correspond to the deficit of
the private sector plus the deficit of the public sector. Used with caution, thiese
identities can help analyse the relationship between the components of
domestic demand, the current account, and the accumulation of external debt.
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(PF)from abroad (bondslrigures 5, 6 and 7 show the composition of
capital inflows into peripheral countri®s splitting them into FDI
(which do not create debt) and +DI (which do). Debtreating flows

are heavily preponderant. Tieiature of capital flows liestla root of

the external indebtedness of therphery, depicted infable 1.
Unsurprisingly, the funds have originated with banks and other lenders
at the core

Figure 4 Current account balance
(% of GDP)
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Source: IMF BoP

Current account deficits further corresptmdinancial deficits
of the private and the public sector, as was also shown in Box 1. As far
as the pblic sector is concerned, the conclusion is unambiguous: the
rising current account deficits of peripheral countries were not matched
by rising publicsectorprimarydeficits. Figure 8 establishes the point
clearly

Portugal maintained a broadly balanced budget, with modest
deficits for short periods of time, and roughly the same holds true for
Greece. As for Spain, the country ran steady primaryebsiapltises
throughout the period. Fiscal deficits rose across the three countries in
20089, but that was clearly the result of falling tax revenues due to the
recession as well as states attempting to maintain demand. There was a
bulge in public deficiie 20089 thathascertainly accounted for the
sharpening of peripheral indebtedness, but not for the accumulated
volume of debt. To put it differently, the Stability and Growth Pact,
which is an integral part of European Monetary Union, might have been
occasionally breached but, on the whole, forced peripheral countries to
comply with fiscal conservatism. The Spanish state has proven more
conservative even than the German state, though it has not received
much of a reward for its virtue.
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Figure 5 Compogion of Capital Flows: Spain ($nn)
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Figure 6 Composition of Capital Flows:Portugal ($ mn)
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Figure 7 Composition of Capital Flows:Greece($ mn)
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Figure 8 Government primary balance
(% of GDP)
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Inevitably, then, current account deficits in the periphery have been
matched by financial deficits of the private sethar.deficits of the
private sectom Spain haveorresponded partly to rising investment
spending much of it relted to real estatén Greece and Portugal,
however, there was no upsurge of investment in the 2@00s brief
exception prior to the Olympics in Greetlee financial deficits of the
Greek and Portuguese privatectors corresponded largely to the
cdlapse ofsaving particularly after the adoption of the euro. At about
the same time&Spanish saving also began to decline, thus exacerbating
the financial deficit of the private sector. Figure 9 sums up trends across
the three peripheral countries:

Figure 9 Private sector saving less investment
(% of GDP)
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The key macroeconomic factors contributing to the
accumulation of external debt by the peripbeeynclear. Peripheral
countries lost competitiveness relative to the core, arfddbdsurrent
account deficits which were financed from abroad. The current account
deficits had little to do with the public sector of peripheral countries,
which did not generate systematic financial deficits, even though it has
often been described psofligate and inefficient. Rather, the current
account deficits were associated with private sector financial deficits.
Unable to compete with the core countries of the monetary union, the
private sector of peripheral countries reacted in ways thateproduc
systematic financial deficits. Thus, in Spain, there was an investment
bubble pivoting on real estate, while in Greece and Portugal, private
saving collapseas consumptiorremained at high levelBhe financial
deficits of the private sector matchesldbcumulation of external debt,
which financed the current account deficit.

In other words, external indebtedness reflects the biased
integration of the periphery into tBarozone Generalised pressure on
wages has allowed the core to gain competisethus leading to rising
indebtedness of the periphery to the core. Far from promoting
convergence among member states, European Monetary Union has been
a source of unrelenting pressure on workers that has resulted in
systematic disparities between anteperiphery.

2.3 The composition of peripheral debt: Domestic financialisation
and external flows

The present section explores further the causes of debt accumulation by
the periphery, examining themposition and thé&ajectory of debt
during the Ist decade and more. A significant part of the debt has been
external for reasons explained above. Note that as the pressures to
accumulate external debt were rising in the 2000s, so did the
opportunities to obtain international credit, particularly forsttte.
Membership of EMU appeared to confer to peripheral countries the
creditworthiness of Germany at a stroke. On the grounds that the strong
would provide support for the weak, international financial markets
implicitly assumed that members of EMU Bimpould not go
bankrupt. This assumption was enough to raise the credit ratings of the
periphery to levels that were hardly justified by track record and
economic performance. Salidently, financial markets dfgrozone

banks failed to assess risks@mpately. The error of their assumptions
became apparent as the crisis of 2007 unfala@dit with a vengeance

in late 2009.

But the domestic debt of peripheral countries has also risen
spectacularly during the same period. There are similathiesaspect
among all three countries, particularly with regard to household debt
which has increased steadily. Speaking broadly, the accumulation of
domestic debt bespeaks of advancing financialisation of peripheral
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economies, that is, of a structurahsformation that has raised the
weight of finance within the economy.

Financialisation has affected the corporate sector, the financial
institutions, and households in mature and developing countries in
recent years. In peripheral countries oEtlrezame, financialisation has
been directly related to the common currency for the following reasons.
First, the euro has offered substantial advantages to banks, particularly as
it has exhibited a persistent appreciation bias relative to Wollar.
Eurozonebarks have been able to expand tim@rnationahctivities,
while also funding their domestic activities cheaply. Second, the loss of
competitiveness has forced peripheral countries to focus on boosting
domestic demand, above all, through investment lirestede and
consumption. Support for demand has been provided by credit
generated by the growing banks, thus leading to the accumulation of
domestic debt by the periphery. Third, and most significant, the
Eurozonehas offered the opportunity to the prévaector to borrow at
cheap rates, both domestically and externally. The application of a
common monetary policy across the zone brought interest rates down to
German levels. Indeed, since inflation has tended to be higher in the
periphery compared to there, real interest rates in the periphery have
tended to be even lower. Banks were able to meet the rising domestic
demand for credit on cheap terms.

Consider now the trajectory of aggregate debt in the three
peripheral countries in recent years,rgjasith Spain in figure 10:

Figure 10 Spanish debt bgector ofissuer
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Aggregate Spanish debt has risen dramatically as a proportion of
GDP since the late 1990s. The bulk of growth has beenaite plabt,
driven mostly by rising debt of the financial seTter breakdown of
Spanish debt by sect@igure 1)}, reveals the relative rise of Spanish
bank indebtedness and the relative decline of Spanish public debt during
the period. Spanish banksd&een avid participants in financialisation,
taking advantage of the opportunities opened up by euro membership.

Figure 11 Spanisklebt by sector ofissuer
(% oftotal)
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Aggregate Portuguese debt has atsm rsubstantially as a
proportion of GDP during this period, as is shown in figure 12:

Figure 12 Portuguese debt bgector ofissuer
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Once again, public debt has declined as a proportiantotah
though not nearly as much as in Spaorporate indebtedness has
declined proportionately, but this has been more than made up by the
relative rise in indebtedness by the financial sector. Domestic
financialisation has developed steadily ing@dduring this period

Figure 13 Portuguese debt byector ofissuer
(% oftotal)
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Greek aggregate défats approximately doublesia proportion
of GDP during this period, driven again by private iadebss, as is
shown in figure 14:

Figure 14 Greek debt bgector ofissuer
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Greek public debt has declined significantly as proportion of the
total debt, though it has remained condiieragher thaimm Spain and
Portugal, as is shown in figure 15. The sectors whose debt has risen
significantlyin proportionate termsre banks and households. For
Greece, joining the EMU has brought rapid financialisation, more
opportunities for Greek hks, and growing household indebtedness to
support consumption:

Figure 15 Greek debt bgector ofissuer
(% of total)
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It is striking, however, that Greek public debt has been a far more
signifi@ant part of aggregate debt than in Spain and Portugal. This has
been a feature of the Greek economy since the 1980s, the initial growth
of public debt being an outcome of the redistribution policies followed
by the socialemocratic government of PASOK lég Andreas
Papandreou. Be that as it may, the point is that the tremendous growth
of aggregate Greek debt during the last decade has not been driven by
public debt. On the contrary, it has been the result of advancing
domestic financialisation that hasulght rising banking and household
debt in its wake.

To recap, peripheral economies have been driven by debt for
more than a decade, and certainly since they adopted the euro. Much of
this debt has been due to domestic financialishibmasesuledin
growing volumes of debt by enterprises, banks and housEhahity
important has been the growth of external dweide peripheral
countries joined the euro and found themselves within the biased
framework of the monetary union. Figures 16, 17 andirk dut
clearly the change that EMU membership has made to the composition
of aggregate debt:
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Figure 16 Spanisidebt by holder: Resident / non-resident
(% of total)
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Figure 17 Portuguese debt by holder:éRident / non-resident
(% of total)
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Figure 18 Greek debt by holder: Resident / neresident
(% of total)
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The figures show an upward shift in thepprtion of external
debt in all three countries after adoption of the euro. This is evidence
supporting the analysis of external debt in the earlier sections.
Confronted with current account deficits, peripheral countries began to
rely more heavily onternal borrowing, while also expanding domestic
debt. Low interest rates and falssing credibility allowed them to
obtain necessary funds without undue difficultiee{@ral garsBut in
late 2009the structural biases of tHeurozone finally met the
inefficiency of financial markets and the results were catastrophic for
peripheral countries.
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3. Rescuing the banks once again

3.1 Banks in the eye of the storm

The accumulation of debt by the countries of the periphery eventually
led to a major seveign debt crisis in late 2009, starting with Greek
public debt. Escalating public deficits and manipulation of statistical data
in Greece led to downgrades by ratings agencies, rising spreads and
eventually loss of access to financial markets by the state The
sovereign debt of Spain and Portugal also came under heavy pressure
during the same period. But the real threat posed by the sovereign debt
crisis has been to the banks of the core. In early 2010 there emerged the
danger of a fulblown crisisfor the banks of the core which held
significant volumes of peripheral debt. It thus became clear that the
sovereign debt crisis was a continuation of the great upheaval that began
in 2007.

The subprime crisis that burst out in the USA in August 2007
turned into a gigantic banking crisis and then a global recession.
Unprecedented state intervention in ZD08scued the banks in the
USA and Europe, ameliorated the worst of the recession, and shifted
much of the cost of the crisis onto the public. Butebession placed
state finances under strain across mature capitalist countries, and
nowhere more than in the periphery of En@ozone As deficits
escalated, the burden of accumulated debt became increasingly severe,
above all, in Greece. The resultogereign debt crisis once again put
the banks under enormous strain, particularly in Europe. The crisis had
come full circlé® starting with banks in 2007 and threatening to return
to banks in 2010.

The vulnerable position of European banks was direletigd
to the accumulation of debtboth public and privateby peripheral
countries. The chief providers of credit to the periphery were the banks
of the core, which had taken advantage of the single currency and the
associated removal of capital cdsir@ore banks exploited the new
markets, generating revenues by lending to corporations and
governments as well as to households for housing and consumption.
The exposure of core banks to the periphery consequently rose
throughout this period, as is shawfigures 19, 20, and 21.

It is notable that lending by core banks to the periphery kept
rising even after the crisis of 2007 had begun in earnest. thdeed,
stock of outstanding bank debt peaked in the summer ofa2Q68r
after the start of theisrs. Furthermore, lending remained at high levels
throughout the rest of 2008 and 2009, despite the collapse of Lehman
Brothers and the ensuing global turmoil. The reason for the
perseverance of lending to the periphery by core banks even under
conditionsof crisis has to do with the policies of the European Central
Bank (ECB).

As the crisis unfolded in 2007, interest rate spreads began to
widen for peripheral countridhis development allowed banks in core
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Figure 19 Eurocore bank exposure to Spain
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Figure 20 Eurocore bank exposure to Portugal
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Figure 21 Eurocore bank exposure to Greece
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countries to make attractive profits for a period. Profit making by banks
was facilitated by the reaction of the ECB to events in financial markets.
To be more specifiEuropean bankstarted tdfacea pressing ndef
liquidity as soon as the global crisis broke out in [@0&over, several
European bankd above all in Germard/hadmadepoor loans during

the housing bubble in the USA and elsewBersequently, in 2097

there was a significant danger of a bankisig, awhich led thECB to
interveneoby providing large volumes lefuidity to bankgdenominated

in euros). At the santeane the Federal Reserverovided bilateral
foreign exchange swap lines thise expanding the supply of liquidity

to banks (denomated in dollars). Eurozormanks used thiquidity
provided by the ECB and the Federal Regemeler to increase their
lending to peripheral countries, thus taking advantage of the rising
returns.

Much of the fresh business for banks was provided g pu
debt. In 2008, states across the developed world had arrived in
financial markets seeking extraordinary volumes of fresh funds, perhaps
close to a trillion eurcrThe need for public borrowing had been created
by declining tax revenue due to thegsion as well as by the attempt to
rescue the financial system and to avoid a depression. The result was to
drive up yields fomostpublic debt. With cheap and abundant funding
from the ECB, European banks were able to take advantage of this
opportunity.The euro became the new funding currency in a peculiar
ocarry tradeb6o, whereby banks obtained funds
central bank to lend at much higher rates to states. During that time,
banks showed no real concern about exposure to sovereign debt i
peripheral countries. The assumption was that default within the
Eurozonewas impossible.

Unfortunately, good things do not last forever, even with the
ECB doing its best. The escalating Greek budget deficit in late 2009 and
the downgrading of Greek pigbdebt brought an end to easy profit
making for core banks. They were forced 4xaenine their balance
sheets, particularly the value of their loans to peripheral countries as well
as the sources of their funding. It then became clear th&ucorere
banks faced an incipient crisis that directly threatened their survival.

Detailed information on the exposure of core banks to the
periphery is not available. However, the Bank for International
Settlements (BIS) estimates Biabzonebanks, as dbecember 2009
had exposure of $727bn to Spain, $244bn to Portugal, $206bn to
Greece, and $402bn to Ireldrithe sum total of exposure to the four
countries came to $1579bn, of which $254bn, or approximately 16%,
was government debt. The bulk (both privatepublic) was held by
French and German banks. With regard to public debt, the BIS

"4 g1 &4 AK26Y ABOroZoi@SNIwaCa WB.LBNIFI M) ¢KeaStF yR ¢K& bSAIKO2dNDRE
March 2010, chpter 6, pp. 45.

8BIS (2010: 19) International banking and financial market developmeBi§ Quarterly

Review June.
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estimated that French and German banks held, respectively, $48bn and
$33bn of Spanish debt, $31bn and $23bn of Greek debt, and $21bn and
$10bn of Portuguese debt. Thesairdéig are consistent with the
calculations of debt in chapter 2. Total exposure of core banks to the
public sector was, of course, dwarfed by exposure to the private sector,
particularly in Spain.

Predictably enough, when the threat to the solvency of core
banks became clear in the spring of 2010, European governments and
the ECB intervened once again. Two support packages were put in place
in May 2010, a relatively modest one for Greece and a far larger one for
the Eurozonein general. The ostensible pwgof the packages was to
deal with the sovereign debt crisis by allowing peripheral countries to
continue financing their public debt. In reality the aim was to protect the
banks of the core from the banking crisis that had just reared its head.

3.2 Funding pressures on European banks

Financial markets in thl&urozonesignalled the rekindling of banking

crisis in late 2009. As the Greek sovereign debt crisis gathered
momentum, threatening contagion across the periphery, Credit Default
Swaps (CDS) on gernment bonds began to rise rapidly, reaching levels
unprecedented since the introduction of the common currency (Fig. 22).
As sovereign default suddenly became plausible, banks became wary of
each otherds exposure t oaisindhbankde bt
CDS.

Figure 22 Sovereign CDS spreads: 5 years
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Banks were also concerned that the fall in the price of sovereign
bonds would affect the value of the parts of their balance sheet that were

26

of

peripher



The EurozondetweenAusterity and Default
3. Rescuing the banks once again

markedto-market.Consequently, lending among banks became tighter
in the money markets. Figure 23 shows the rising costs for banks in the
interbank markets in terms of LIBA@RS and EURIBOREONIA
spreads.In the spring of 2010 both spreads widened, indicating that
borrowng both dollars and euros in the interbank market had become
more expensive. Borrowing dollars, in particular, was much more
expensive than borrowing euros. A banking crisis was in the offing.

Figure 23 Credit spreads: 3 month US LH®IS & EUR-EON
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Borrowing costs rose sharply because European banks were
exposed to peripheral debt but also because they faced complex funding
problems. A specific funding gap arose due to banks taking positions in
dollardenominated agsefunded through borrowing in euros. The
borrowed euros were then swapped for dollars by usingeshort
foreign exchange swaps. The funding gap declined significantly since
September 2008, but still amounted to, perhaps, $500 billior+ in mid
2010. Europen banks were able to fund the gap cheaply by borrowing
euros from the ECB, which were then swapped for dollars through
shortterm foreign exchange swaps. But as the euro weakened in 2009
10, the banks were forced to borrow more euros in order to match the
dollar gap. By the same token, the banks were forced to rely increasingly
on the foreign exchange swap market. The resulting higher dollar
funding cost s, or oUS dollar premi umo, ar

°LIBOR (or EURIBOR inEheozong is a rate of interest closely linked to the interbank
money market for maturities between 1 mon#nd 1 year. OIS (or EONIA in Eigozong

relates to the rate of interest for overnight cash. Under normal conditions the spreads would
be negligible, but in a crisis they begin to widen, acting as a gauge for the shortage of
liquidity in money markets.
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form of increasingly negative croggency bsis swaps that prevailed
since late 2009.

Figure 24 Crosscountry basis swap: Euro/US$
(basis points)
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Funding pressures also rose as bank deposits became more
expensive after the coll apse of Lehmands, as
Specifically, the spread between 3 month EURIBOR and the rate that
banks paid for new deposits actually became negative in the second half
of 2009. Furthermore, banks faced difficulties in issuing bonds because
conditions in the financial markets remaieese, particularly in view of
substantial volumes of banking debt due to be rolled over by 2012.

Figure 25 Bankfunding: 3 mo Euribor - avg rate for new deposits
(basis points)
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Source: IMF FSR, April 2010, Fig. 1.18

®The dollar premium is the cost of borrowing at floating rates in dollars compared to other
currencies. This is reflected in cremgrency basis swaps which are, in effect, a string of 3
months FX forwards for a longer duration expressed in basis pofatatitials.
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Increasing funding problems andgsing credit risk from
peripheral sovereign debt inevitably led to a sharp rise to CDS spreads
for European banks compared to other sectors, as is shown in figure 26.
European banks were in deepening trouble:

Figure 26 Eurozone5 Year CDSspreads bysector (basis points)
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The budding crisis among European banks could hardly leave
the US banking system unaffected. Figure 27 shows that US banks were
heavily exposed to the European banking system, their exposure roughly
doubling durig the last five years. If a folbwn banking crisis
materialised in Europe, there would be ripple effects across the US
banking system, and indeed across global finance. The threat of a global
banking crisis had become real during the early part of 2010

3.3 The European support package and its aims

On 2 May 2010, after much procrastination and internal wrangling, the
European Union announced a support package for Greece of 110bn
euro, jointly put together with the International Monetary Fund. The
Gre& intervention acted as pilot for a far larger package, announced on
9-10 May, of roughly 750bn euro. The second package was aimed at
European financial markets in general, and was put together by the EU,
the IMF, the ECB and other major central banks. drgerlying
approach of the two packages was the same.

Although the rhetoric of European leaders was about saving the
European Monetary Union by rescuing peripheral countries, the real
problem was the parlous state of the banks of the core. The imdBrvent
was less concerned with the unfolding disaster in Athens and more
worried about European (mainly German and French) banks facing a
wave of losses and further funding difficulties. A weaker euro would also
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become less acceptable as international resemecy, thus harming
the potential for expansion of European financial capital. Not to
mention that it would further worsen the funding problems that
European banks faced on their balance sheets.

Figure 27 EUUS and USEU banking exposure
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The EU contributed to the package by establishing the European
Stabilisation Mechanism. This resulted in a new lending facility of 60bn
euro available to all EU mber states. The facility was financed through
the issuing of European Commission debt and could be advanced
without the approval of national parliaments. Clearly, the sum was small,
reflecting the limited resources directly at the disposal of the EU.
Potentially much more significant was the establishment of the
European Financial Stabilisation Facility (EFSF). This would be up to
440bn euro, and available onlyEtrozonemembers. The mode of
operation of the EFSF had not been made clear well into timeisom
2010, but it appeared that it would be, in effect, a Structured Investment
Vehicle (SIV) funded through the issuing of bonds guaranteed by
Eurozonemembers on a pro rata basis. The guarantees had to be
approved by national parliaments, and woul@ caim force only after
approval by countries representing at least 90% of the shares of the
EFSF. Thus, the EU demonstrated a strong preference for-beesdet
solutions to its financial problems, even to the extent of creating a
vehicle similar to thoseat had caused the gigantic crisis of-200T%e
EFSF further rested on dominance by the core countries. In short, the
packagéas shown a profound lack of solidarity among the members of
the Eurozone.

The IMF also announced that it would cooperatetigt EU by
making available the equivalent of 250bn euro of its own financial
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assistance to supplement the European Stabilisation Mechanism. The
price of its assistance would, of course, be economic and fiscal
adjustment programmes. In short, austerityldvbe imposed on
member states in trouble, as happened immediately in Greece. The
nature and possible implications of the shift toward austerity are
examined in chapter 4. Be that as it may, the intervention of the IMF in
Eurozoneaffairs bespeaks of exice on US power to support the
common currency. The euro has lost credibility in its attempt to become
world money.

More relevant for our purposes in this section, and vitally
important for thestabilisatiorof financial markets, were the remaining
partsof the package. Above all, the ECB announced that it would start
purchasing public securities Edirozonecountries in the secondary
mar ket s. This was a remar kable step, contrave
principles. Thus, the ECB suspended the applicatithve ahinimum
credit rating threshold in collateral eligibility requirements, starting with
marketable debt instruments issued or guaranteed by the Greek
government. Moreover, it began to conduct interventions in secondary
markets that were sterilised hbgradg time deposits. To tackle the
funding problems of banks, the ECB adopted a procedure of fixed rate
tender with full allotment in its regulan8nth longeterm refinancing
operations; it also increased liquidity provision throughelongepo
opemtions. Finally, the ECB resumed dollar ligepdiyiding
operations.

It is apparent that these extraordinary actions by the ECB were
aimed at gaining time for banks. By purchasing European public debt in
the secondary markets (even if sterilised), @ &ted as market
maker of last resort, despite not being allowed to buy public bonds
directly in the primary markets. A clear signal was given to banks that
they could continue to dispose of poor quality peripheral public debt.
However, the ECB was alleavto buy such bonds only from the banks
themselves. The chief aim of the exercise was to help banks strengthen
their balance sheets, rather than to support struggling peripheral states.

Finally, the rescue package involved the Federal Reserve, which
reinstated temporary dollar swap lines with the ECB and a range of other
major central banks, authorised until January 2011. The US has emerged
as ultimate guarantor of the euro, particularly as no limits were placed on
the swap lines. In doing so, the USatites were trying to protect US
banks, while avoiding theemergence of a global banking crisis. As was
shown above, the exposure of US banksutozonebanks has risen
steadily during the last few years. Generalised crisis in the European
banking sdor could have important consequences for US banks, thus
forcing the Federal Reserve to take action in supfutabean banks.

Once again, the euro was shown to pose an ineffectual challenge to the
dollar as world money.
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3.4 Will the package work?

The rescue package did not immediately reassure financial markets. It
wasthus followed by some desperate reactions on the part of European
governments, none more so than the intervention by BaFin, the German
financial regulator. In March 2010 BaFin hadedrggainst the notion

that the root of the crisis lay in speculative transactions in the market for
Greek CDS. But under pressure from the German government, BaFin
reversed its position and banned skeliing of key German financial
stocks, European bosmidand CDS. The action appeared hostile to
financial markets and coincided with a broader discussion on adopting
tougher European regulation of hedge funds. In practice, the clumsy
intervention by BaFin aimed at protecting German banks, which had
been at ta receiving end of some CDS speculation.

Nonetheless, even by July 2010, the package had not fully
restored confidence in the health of the European banking sector.
During the same month the results of stress tests on 91 European banks
were announced, iedting that only 7 did not have adequate capital (at
least 6% Tier 1 capitdi)he tests had been undertaken over a period of
months and were designed to restore confidence in the banking sector.
Remarkably, the tests assumed that there was no pasisdefiault on
sovereign debt, even by Greece. Confidence appeared to improve, but
financial markets remained sceptical. They had good reason for
scepticism, in view of the haphazard nature of the rescue package and
the deegseated nature of the problem.

The bulk of the funding (440bn euro) comprises guarantees
backing the issuance of debt by EFSF, subject to approval by national
parliaments. There remains some lack of clarity, therefore, on how the
package will be financed, and by which governmentsiditiorg
intervention in the secondary market by the ECB can affect securities
prices in the shoterm, but judgement of lowgrm prices is left to
markets. Moreover, the more that the ECB intervenes in the public debt
market, the greater the volumeoftpent i al 'y &6t oxi cd
it is likely to acquire. Who will carry the ultimate risk of these bonds?
Finally, few European banks appear to have taken advantage of the
currency swap lines immediately after the introduction of the pgackage.

sover ei

This is, perhaps, due to the lines being very expensive as they were set at

100 basis points over the overnight indexed swap rate. The maturity of
the lines (between 7 and 84 days) is also quite short for the current needs
of banks.

' See Committee of European Banking Supervisors (2010) Aggregate outcome of the 2010
EU wide stress test exercise coordinated by CEBS in cooperation with tHetB@Btress-
test.cebs.org/documents/Summaryreport.pdf

2 As is evidenced by the balance sheets of the ECB between the middle of May and June, see
http://www.ecb.int/press/pr/wfs/2010/html/index.en.html
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In short, there were seakreasons for concern arising from the
technical features of the rescue package. But the deeper causes of
concern had to do with its impact on the European economies, both
core and periphery. The package had come at the price of austerity, the
implicatims of which were unclear. To rescue banks, Europe had found
itself in the grip of contractionary government policies, which run the
risk of exacerbating recession. The next chapter considers in detail the
costs and risks posed by austerity across Europe.
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4. Society pays the price: Austerity and further
liberalisation

The counterpart to the rescue package has been the imposition of
austerity on the periphery, and increasingly on the core. Confronted with
a shaken monetary union, renewed banking cridiscoamtinuing
recession, several governments of Hoeozone have opted for
contraction of public expenditure. In effect, the costs of rescuing the
euro and the banks have been shifted onto society at large. At the same
time, and partly at the behest of tki, liberalisation measures have
been imposed on peripheral countries, above all, in the labour market.
The ostensible aim has been to strengthen growth potential.

The response of th&urozone has been consistent with
entrenched neoliberalism within #BE. The overriding concern of
policy has been to rescue the financial sysldrapractices and the
institutional framework of tHeurozonewereaccordinghaltered. Thus,
contrary to all previous assertions, aobdilof member states was
organised, it for Greece but also potentially extending to others.
Along similar lines, the statutes of the ECB were ignored, allowing it buy
public debt from banks. There has even been talk of establishing a
European Monetary Fund. Yet, at the same time, fissahzatism has
re-emerged triumphant. It has even been proposed that the Stability and
Growth Pact be hardened by introducing severe penalties for countries
that contravene its strictures. In shortBEhezonehas certainly shown
a capacity to change. Butas all been change in the same conservative
and neoliberal directipfavouring capital over labour

The mix of austerity and liberalisation withinBbeozoneis
harsh on working people but also dangerous for economy and society. In
the midst of asevere recession, poliogkers appear to believe that
European economies need a good dose of cleansing medicine plus more
flexibility to ensure growth. This is a return to the hoariest economic
ideas of pr&Keynesian vintage. It is shown in this chalpéerthe policy
shift within theEurozoneposes major economic risks, and could have
disastrous implications across the continent.

4.1 The spread of austerity and its likely impact

The global recession of 28D&ppeared in Europe mainly in the form

of collapsing aggregate demand. Figures 28, 29, 30, 31, 32, and 33 trace
the evolution of the components of aggregate demand in three major
Eurozone economies (Germany, France, ltaly) as well as in three
peripheral economies at the epicentre of the publiccdsist (Spain,
Portugal, Greec®).

3|t is never an easy task accurately to place Italy withirBhmzone In this context it is
located within the core for obvious reasons of population size and relative economic weight.
Details on the construction of these figsrare given in Appendix C.
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Figure 28 GDP growth by aggregate demand catege@ermany (%)
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Figure 29 GDPgrowth by aggregatedemand categoryd France (%)
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Figure 3LGDP growth by aggregatedemand categoryd Spain (%)
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Figure 32GDP growth by aggregatedemand categoryd Portugal (%)
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Figure 33 GDP growth by aggregatedemand categoryd Greece(%)
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Differences in the pattern and composition of growth during the
last decade are immediately apparent. Thus, Germany, Italy, France and
Portugal showed poor growth throughout the 2000s, while Greece and
Spain performed much better, fuelled by credit, as was shown in chapter
2. The main source of growth for Germany medsexternal demand,
reflecting its rising competitiveness within Ewozone Private
consumption played an important role in FraRogugaland Spain,
but above all in GreecPrivate investment was significant in Spain,
partly reflecting the realta® bubble, but it was generally weak across
the sample. Italy is a picture of stagnation in all respects.

More relevant for our purposes is that growth rates turned
downward in 2008 as the crisis began to bite, and became strongly
negative in 2009 as ession materialised. The main cause of negative
economic growth in 2009 was the general collapse of private investment,
as is typical of capitalist crises, but also the collapse of exports in
Germany. In an environment of radical uncertainty and tightesuiitgy
corporations postponed or cancelled investment projects. Private
consumption remained broadly stable, partly due to remaining labour
protection in Europe. Complete collapse of aggregate demand was
prevented through public expenditure, which teflethe role and
weight of the state in the econofhy.

The impact of the recession on public finances was inevitable
and predictable. As tax revenues fell, the attempt by the state to prevent
depression led to recebdeaking public deficits in moSurozore
countries, easily exceeding the limit of 3% of GDP imposed by the
Stability Pact. Even France, Italy and Germany exceeded the limit
(deficits for 2010 projected at, respectively, 8%, 5.3%, and 5%). In Spain,
Portugal and Greece, where the problems efjration into the
Eurozonebecame sharply apparent, public deficits reached very high
levels, as is shown in figure 34.

This is the context in which austerity has spread across the
Eurozone Pressed by financial markets, which were in turmoil at the
prospect of peripheral default, even the biggest economies of the
Eurozoneadopted austerity programmes with the aim of complying with
the 3% limit for the deficit within three years. Germany announced a
plan to cut public spending by 80bn euro, loweringseiviknt wages,
reducing the number of civil servants, reforming social security, cutting
military expenditure and reducing public subsidies. France followed the
same path, while remaining critical of Germany. The French government
declared its intention tmscribe the limit to budget deficits in the
constitution (following Germany in this respect). Public savings of up to
100bn euro were to be made until 2013 through freezing central
government spending, removing tax breaks, and considering a pay freeze
for public sector workers. Even Italy, where the economy has shown no
dynamism at all for more than a decade, announced an austerity

4 positive net external demand in Spain, Portugal and Greece reflects collapsing imports as
recession took hold, not rising exports.
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programme of 24bn euro aimed at bringing its relatively small fiscal
deficit down to 3% by 2012.

Figure 34 Fiscabalance
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The implications are likely to be severe since the policy puts
pressure othe component ohggregate demand that showed resilience
in 2009, namely public expenditUfarther pressure is also put on
already troublegrivate coaumption Theprospect of the private sector
taking up the mantle of sustaining demand is not at all persuasive.
Investment has been weak throughout the 2000s, while collapsing in
2009. There remains considerable uncertainty within the productive
sector, \Wile access to credit has hardly improved for private enterprises,
given the parlous state of the financial sector. Meanwhile, with the global
economy performing indifferently, and given the high regional
integration of European economies, it is unlikelyexports will prove
the engine of growth for Europe as a whole. The policy of austerity runs
the risk of resulting in major recession

To recap, theEurozone spurred by turmoil in the financial
sector, has opted for a violent adjustment of econotiiityad here
has been a resurgence of neoliberal conservatism, even though recovery
from the turmoil of 2009 has barely taken shape. Faced with falling
aggregate demarttlyrozonegovernments have opted for cutting public
expenditure and applying pressan wages. The resulting economic
purge would presumably result in overall efficiency gains, leading to
robust economic growth through healthy private activity. A pre
Keynesian approach to economic policy appears to have taken hold, as if
the Great Deprsson of the 1930s had never taken place. The risks for
European economy and society are grave.
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4.2 The periphery takes the brunt of austerity policy

Peripheral governments in Greece, Spain, and Portugal have led the way
in adopting austerity policy lwithe aim of bringing public deficits
within the 3% limit of the Stability and Growth Pact by 2013. Greece
imposed austerity already in early 2010 off its own accord, but adopted
far harsher measures once its support package had been agreed with the
EU andthe IMF in early May 2010. With the second and far broader
package agreed across Eoueozone austerity measures spread to the
rest of the periphery, and indeed to the core.

The measures adopted by peripheral countries have varied widely
in scale, redcting differences in fiscal and economic outlook. They have
been at their harshest in Greece, as codified in the Memorandum signed
by the Greek government, the EU and the fMFe Memorandum has
been passed by the Greek parliament and thus has tlof faveelt is
notable that, in addition to specific measures described below, the
Memorandum also contains explicit clauses requiring the government to
do whatever else might be necessary to attain fiscal balance. Open field
has been effectively declaradGyeek economy and society in order to
reduce the fiscal deficit. Greece has been obliged to undertake violent
cuts in public spending and raise taxes. At the same time it has been
forced to introduce new legislation in labour markets and engage in
ambitbus privatisation.

Spain has withdrawn the extraordinary measures that it had put
in place after 2007 in order to ameliorate the impact of the financial
crisis and the recession. Further austerity measures were announced in
May aiming to reduce public secexpenditure by cutting wages,
pensions, and transfers to local authorities. Nonetheless, Spanish
measures are milder than those introduced in Greece. In contrast,
Portugal appears to have positioned itself in between the other two
countries. Public sp#ing cuts have been announced affecting wages
and pensions but also social spending. Tax rates have been generally
raised, while new taxes have been introduced. As for Greece, a
programme of further privatisation of public enterprises has been put in
place

The austerity measures in all three countries are heavily directed
against labour, as is shown in Box 2. The aim of wage cuts and freezes,
reductions in social spending, contraction of employment, and harsher
pension terms is not simply to reduce pud{menditure but also to
lower the cost of labour in the public sector. If labour costs are lowered
in the public sector, the effect is likely to spread across the rest of the
economy. The aim of lowering labour costs in general has been quite
explicit in Geece, but is also present in other peripheral and even core
countries. The austerity drive will place workers in a weaker position in

15,

See:
http://www.mnec.gr/export/sites/mnec/en/press_office/DeltiaTypou/Documents/2010 05
04 GreecexLOl.pdf

39


http://www.mnec.gr/export/sites/mnec/en/press_office/DeltiaTypou/Documents/2010_05_04_GreecexLOI.pdf
http://www.mnec.gr/export/sites/mnec/en/press_office/DeltiaTypou/Documents/2010_05_04_GreecexLOI.pdf

The EurozondBetweenAusterity and Default
4. Society pays the price: Austerity and further liberalisation

the labour market, thus allowing capital to benefit. The pressure on
labour is also apparent from the regressive charfttte tax increases
incorporated in the austerity programmes, which rely on raising VAT
and income tax, rather than corporate tax. Finally, the privatisation
programmes in Greece and Portugal will probably lead to a retreat of
public provision, while w&ening the conditions of labour in the newly
privatised enterprises.

In short, the shift toward austerity is partly intended to cut fiscal
deficits, and partly to compress labour costs. Working people will bear
the burden of adjustment, while capital bénefit. Furthermore,
austerity will set in motion a formidably regressive redistribution of
income. The impact will be at its sharpest in Portugal and Greece, the
poorest and most unequal countries oEtn®zone

4.3 Mission impossible?

It is now ckar that austerity policy veiimpress demenwhile cutting
wages and paving the way for the introducti@nratlical liberalisation
progranme. The role of the state in the economy will be redefined, also
promoting amoreregressive distribution of imaethat would appease

the rulingsocial layers in Eurozone countriBsit austerity policy
represents a huge gambleHarozonegovernments, particularly those

in the periphery. For, the policy rests on the hope that exports and
private expenditure willga up, thus avoiding recessidhings could

turn out very different. Allowing bond markets to dictate a neoliberal
shift of policy across tlteurozonecarries majorisks for the economy

as a whole. Given the weak state of private consumption andentestm
in 2010, contraction of public expenditure is fraught with déiniger.
worth pursuing the argument further by deploiagentead secent
discussion in terms 8&ctor Financial Balast® Its point of departure

is the identity that was also useBax 1.:

Domestic Private Sector Financial Balance + Fiscal Balance +
Foreign Financial Balance = 0

Parenteauds use of t he framewor k all ows
conclusions. Namely, tiie foreign financial balance does not change
radicallythen changes the fisal balance must be matched by an equal
andoppositeaed j ust ment of the priGwent e sectords finat
that current accounts are unlikely to shift dramatically in Europe in the
foreseeable future, it follows that the efforteduce puld deficis
must be matched by increased private spending. Hence, the private
sector must totally reverse its recent behaviour, summed up in 4.1 above.
But how likely is it tharivate investment and consumption would rise

088 t I NBy(iSldz = w26SNIi oHAamMavu® ahy CAallf / 2NNBOlGySa
2 {ft depKins Nakedeppitalism.com/2010/03/parenteaon-fiscatcorrectness
and-animatsacrificedeadingthe-piigsto-slaughterpart-1.html
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BOX 2AUSTERITY MEASURBESSBIIFTING THE BURDENTONLABOUR

i)Wages, social spending, and conditions of labour

In Greece there will be a reduction of public sector
wages by, perhaps, 20%0%. There will be a cut of
nominal wages that could be as high as 20%, while
the socalled 13" and 14" salaries will be replaced
by an annual lump sum the size of which varies
with the wage. Wages and salaries are to be frozen
for the next three years. Employment in the public
sector is to be reduced on the basis of eoe-five,
that is, ore worker hired for every five workers
who retire. Unemployment benefits have been cut,
while a poverty support scheme that had been put
in place in December 2009 has been suspended. It
is more than likely that the pressure on the income
of labour will alsspread to the private sector.

In Portugal public sector wages have been
frozen for 2010, and they are expected to remain
frozen for the next two years. Public sector
employment will be cut on the basis of oif@r-
two. Social spending has been capped tigb
limiting transfer payments, and unemployment
benefits have been reduced. The freezing of public
sector wages is expected to act as a benchmark for
private sector wages. In Spain the first austerity
package has introduced a wage freeze for the
public setor, while halting new employment in the
public sector. The second austerity package
introduced of cut of 5% in public sector wages.
Social spending has also been cut, for instance, by
withdrawing the subsidy for newborn babies that
had been put in placa 2007.

Equally important are plans to abolish
collective bargaining in Greece, replacing it with
individual contracts. The existing practice of
internships for very low paid or even unpaid
workers has been given the force of law. The
provision of temporay labour via specialist agents
has also been established by law, and it has been
made possible to supply temporary workers to the
public sector. The s®I f f SR WwWOf 24 SR
i.e., mostly selemployed businesses or
professionals operating under reistive internal
regulations, are due to be liberalised. Similarly, in
Spain, labour market reforms have been approved
aiming for greater flexibility in paid work hours,

reducing negotiation time in labour disputes, a
aiming to create an unemployment rfid out of
62N SNBRQ 26y 02y N o dzi

ii) Tax

In Greece there have been increases across a ra
of indirect taxes, including the rise of VAT frd
19% to 23% and the imposition of Sped
Consumption Taxes on fuel, tobacco and alco
Income tax has ab been raised for the middlin
band of incomes. Corporate taxes, on the oth
hand, have been reduced. Attempts have a
been made to reduce tax evasion and to exps
the tax base. In Portugal VAT has been incred
by 1% across all categories of goodsl aervices,
Income tax has also been also raised, as

corporate tax. In Spain, similarly, VAT has b
increased by 2% across all categories of goods
services, while income tax has also been raised.

iii) Privatisation

A broadranging privatisabn programme has bee
proposed for Greece, including ports, airpor,
railways, finance, the water supply and energy
well as public land. A similarly ambitio
privatisation programme has been introduced
Portugal, including energy, defence and nal
construction, transport, finance, the postal servi
and mining.

iv) Pension systems

nd

A2yao

ange
m
ial
hol.
0
er
o)
nd
sed

has
een
and

X
S,
as
s
in
val
Ce

Greek pensions will be lowered substantially gnd

then frozen, though, again, it is difficult t
estimate the losses, particularly as furth
decisions are to be takem ithe early autumn. Th¢
retirement age will be raised significantly, rangi
from three to seventeen years, and the wor
aAfRCRd Svarkers 2willa 2 >women. It will b
necessary to complete forty years in employmg
before claiming a pension. In Portugal t
convergence period for public and private sec
pensions has been shortened. Spanish pens
will be practically frozen.
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significantly given wage cuts and freezes, rising unemployment, and
considerable uncertainty? And that is without even mentioaiwgak
state of European banks, which has resulted in expensive and tight credit
for enterprises. It is more likely that austerity will leeohtoaction of
GDP, rising unemployment and wage deflation. In this heluificial
growth forecasts fgreripheral countriesummarised in Box &ppear
to beexcessivelyptimistic

Even worse, the austerity strategy suffers from a deep flaw that
bodes ill for its future. The ceperiphery opposition within the
Eurozone and the resulting debt problems paripheral countries
ultimately derive from the loss of competitiveness by the periphery, as
was shown in chapter 2. The core has enjoyed sustained competitive
gains due to wage repression, particularly in Germany. The adoption of
austerity across theurozone including by the core and especially
Germany, is likely to entrench the divergence in competitiveness for the
foreseeable future. Austerity represents an attempt by peripheral
countries to improve competitiveness through repressing wages, but
similay if milder, policies have also been applied by the core. The
handicap of the periphery is unlikely to go away.

Figure 35 Nominalunit labour costs
(2000=100)
140

s Greece
— |ta|y

135 1= Spain
e Portugal
130 +—  emm=France
e Germany
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100 -

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010* 2011*

Source: Ameco

Support for this argument is given by the forecast of nominal
unit labour cost for 2010 and 2011 by the European Commission,
shown in figure 35. Even if peripheral economies succeeded in freezing
nominal costs, which would imply a fall in real income for workers, the
projection is for Germany to decrease its own nominal labair@ost
this basis, Germany is set once again to win the race to the bottom that
EMU has brought in its trail. The result will be further current account
deficits for the periphery and surpluses for Germany. Far from solving

42



The EurozondBetweenAusterity and Default
4. Society pays the price: Austerity and further liberalisation

the underlying problem, austerity likely to make it even more
intractable, despite imposing huge costs on working people.

The prospects for peripheral countries oEine®zoneare grim.
Given the spread of austerity policies, the public and private debts that
have been accumulated idgrthe last decade are unlikely to be
significantly reduced. It is even possibleptiapheral countries might
enter a deflationary spiral in which the contraction of GDP as well as of
prices and wagegouldlead to a rise of debt relative to incoiftes
would in turrexacerbatthe difficulties of bottpublic and private sector
in servicingdebt. The Eurozoneis threatening to engulf peripheral
countries in longerm recession that would lead to an even sharper
contrast between core and periphery.
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BOX3 GROWTH FORECASTS

Forecasts of GDP growth for peripheral countries have been repeatedly rey
during the past several months. The material included here draws on the
available official sources.

GREECE

The IMF expects contraction in 201@ aspublic expenditure decline¥. But
recovery is expected to take place in 2012 led by steady growth in exports f
2010 onwards. Private investment is also expected to recover in 2012. Public
as proportion of GDP, meanwhile, will continue to worseealpng at 149% in
2012 and 2013. Thereafter, the burden of debt is expected to decline slo
Unemployment meanwhile is expected to stay at high levels throughout.

IMF forecasts
2009 2010 2011 2012 2013 2014 2015
GDP Growth 20 4.0 -26 1.1 2.1 21 2.7
Private Consumption -1.8 -4.0 -3.7 0.8 2.8 2.5 2.5
Public Consumption 96 -106 51 -36 66 -3.2 0.1

Investment -13.9 -11.4 -11.8 0.8 4.8 35 2.3
Exports -18.1 4.5 5.4 5.9 6.0 5.9 6.0
Imports -141 97 6.1 1.6 3.8 4.6 3.7
Unemploymert rate 94 118 146 148 143 141 134
Public Debt/GDP 115 133 145 149 149 146 140

Along similar if more optimistic-lines®K S 9 dzNR LIS y / 2 Rapart
in May 2010 expects contraction of 3% for 2010, and contraction of 0.5%
2011 The worst of the recession is expected to be over by 2011 as exports
up and private investment recovers.

European Commission Spring Report
2009 2010 2011

GDP Growth -2.0 -3.0 -0.5
Private Consumption -1.8 -3.5 2.4
Public Consumption 9.6 -7.0 -3.1
Investment -13.1 -5.5 -0.8
Exports -18.1 2.6 4.1
Imports -14.1 -10.5 -3.4

Unemployment rate 9.5 11.8 13.2

ised
pest

rom
debt

wly.

arz2zyQa
for
pick

7 Seehttp://www.imf.org/external/np/sec/pr/2010/pr10187.htm
18

See
http://ec.europa.eu/economy_finance/publications/european_economy/2010/pdf2@10

2_en.pdf
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The Memorandum on the other hand, expects a decline of GDP by 4% in 2010 and
2.5% in 2011? Growth is expected to beene positive in 2012 and followingy
years.

This is despite contractionary measures (cuts in expenditure and increades in
taxes) that would be cumulatively equivalent to 11% of GDP up to 2013. The|fiscal
deficit alone is expected to decline from 13.6% &fFGin 2009 to 8.1% of GDP|in
2010, with the eventual aim of bringing it considerably below 3% by 2014.

PORTUGAL

Portuguese government forecasts for the period of 2dB0have remained the
same even after the further austerity measures of May 2010, andpite
surprisingly strong growth in the first quarter (annualised rate of 1.7%he
official forecasts assume recovery of external trade and a mild recovery of piivate
consumption and investment. These will presumably countermand public

spending cuts, ding to positive, even if sluggish, growth rates. Unemploynment

rate is expected to stabilise around 10%, while public debt relative to GDP is
expected to grow to a peak of 90.7% in 2012, falling to 89.8% in 2013.

Portuguese Government Forecasts
2009 2010 2011 2012 2013

GDP Growth -2.7 0.7 0.9 1.3 1.7
Private Consumption -0.8 1.0 0.8 0.9 1.0
Public Consumption 35 09 -13 -14 0.2
Investment 111 -0.8 1.0 1.6 1.8
Exports -11.4 3.5 4.1 4.5 4.6
Imports 9.2 1.7 1.9 1.9 2.0

Unemployment rate 9.5 9.8 9.8 9.5 9.3

Public Debt/GDP 77.2 86 894 90.7 89.8

These estimates are consistent with, if more optimistic than, those by [the
European Commission:

European Commission Spring Report
2009 2010 2011

GDP Growth 2.7 0.5 0.7
Private Consumption -0.8 1.0 0
Public Consumption 35 -0.3 -0.2
Investment -11.1 -4.2 -0.6
Exports -11.4 3.8 4.4
Imports -9.2 1.1 1.5

Unemployment rate 9.5 9. 9.9

Public Debt/GDP 76.8 85.6 91.1

¥ see

http://www.mnec.gr/export/sites/mnec/en/pressoffice/DeltiaTypou/Documents/2010_05
04 GreecexLOl.pdf
% Seehttp://www.portugal.gov.pt/pt/GC18/Documentos/MFAP/PEC2010 2013.pdf
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SPAIN

Spanish official macroeaomic forecasts for the period 20418 were presented

in March, when the Stability Programme measures were presented to
European Commission, but were revised for 2010 and 2011 at the end of

following the announcement of new austerity measureserehis thus quite &

the
May,

discrepancy between 2011 and 2012, the latter showing a rather optimisti¢ 3%
growth. Given the cuts in public expenditure, the Spanish government expects a

strong recovery of investment, private consumption and exports.

Official Spaish Forecasts
2009 2010* 2011* 2012 2013

GDP Growth -3.6 -0.3 1.3 2.9 3.1
Private Consumption -4.9 0.3 1.8 3.3 3.3
Public Consumption 3.8 0.8 -1.6 -1.1 -1.4
Investment -15.3 -7.2 -1.3 4.2 5.9
Exports -11.5 7.3 6.4 6.9 7.4
Imports -17.9 2.3 3.0 5.8 6.8

Unemployment rate* 18.0 19.4 18.9 17 15.5

Public Debt 55.2 65.9 71.9 74.3 74.1

*Revised figures after the new austerity measures were taken in May.

The European Commission is, again, less optimistic, though within broadl
same spirit;

European Commission Spring Report
2009 2010 2011

GDP Growth -3.6 -0.4 0.8
Private Consumption -4.9 0.2 1.2
Public Consumption 3.8 1.0 -1.2
Investment -15.3 -8.3 -1.8
Exports -11.5 4.4 4.7
Imports -17.9 -1.1 1.8

Unemployment rate 18.0 19.7 1938

Public Debt 536 649 725

y the
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5. The spectre of default in Europe

5.1 Default, debt renegotiation and exit

When theEurozonecrisis burst out in early 2010, an RMF report
identified three strategic options for perighesantriesnamely, first,
austerity imposed by the cared transfering the costs of adjustment
onto society at large, second, broad structural reformEdrbeonen

favour of labour and, third, exit from tBerozoneaccompanied by
default thus sfiing the social balance in favour of laBbot
surprisingly, the preferred policy Exirozonegovernments at the
behest of the IMRd has been austerity. There has also been some
reform, all of which has been in a neoliberal direction, as wasdliscusse
in chapters 3 and 4. This course of action is consistent with the nature of
the Eurozoneand the entrenched neoliberal ideology at its core. And
nor is it surprising that the second option has found little favour, either
in official discussions or in mytmaking. The nature of the crisis has
required immediate measures leaving little room fetelongeforming
initiatives, quite apart from the inherent difficulty of reforming the
Eurozonein favour of labour. Indeed, tlkirozonehas become even
moreconservative during this period.

Nevertheless, as the policy of austerity has spread, the idea of
default on public debt has also made significant headway. Austerity is a
highly fraught path for the economies of both periphery and core, as was
shown in chater 4, which might even worsen the problem of
indebtedness. In the global financial markets it is widely expected that
Greece, at least, will face default in the future. Voices have been heard
within the mainstream claiming that austerity might be eertbad
particularly for Greece, and thus favouring controlled restructuring of
public debt? At the radical end of the political spectrum in Greece and
elsewhere there have also been calls for default. It is probadblerthat
governments have considered plossibility, though in hermetically
sealed rooms.

The concluding chapter of this report tackles default and debt
renegotiation in view of the preceding analysis. Since default inevitably
raises the issue @&urozonemembership, the possibility of exit by
peripheral countries is also considered. The focus of discussion lies on
the political economy of these options, all of which involve complex
social changes and different sets of winners and losers, both domestically
and internationally. It is not easyastzertain what is in the interests of

{88 wa CENRIRENS Beggr K@ 4 St F YR ¢Ké bSAIK6o2dzZNRE al NDK Hamnz OKI
7, pp. 4959.

2188 w2dzoAyAS bod DNBSOSQa 0SadG 2LIWGA2y Aa Iy 2NRSNI& RSTI dAf 6=
Available athttp://www.ft.com/cms/s/0/a3874e8082e811df-8b1500144feabdc0.htmlor

Beattie, A. Why Greece should default, lecture delivered at the LSE, 14 July 2010. Podcast

available at:

http://richmedia.lse.ac.uk/publicLecturesAndEvents/20100714 1830 whyGreeceShouldDef

ault.mp3
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working people in the periphery, not to mention the core. The approach

adopted here is that, if the path of default, renegotiation and exit was
entered, it should lead to a change in the social balance in favour of
labour. By the same token, it should break the grip of conservatism and
neoliberalism on tHeurozone

Discussiorbelowis conducted under the rubrics of credadr
and debtoted default. Distinguishing between the two is useful in order
to ascertain theocial interests involved in default, renegotiation and
exit. Creditoted default is likely to be a conservative policy path that
would still impose the costs of adjustment onto working people, while
leaving unchanged the underlying nature oEtinezore. Debtorled
default, in contrast, could bring significant benefits to peripheral
countries, while creating room to shift the social balance in favour of
labour. Debtoted default would immediately pose the question of exit
from the Eurozone thus invithg analysis of the implications for
economy and society.

Default, renegotiation and exit are discussed below mostly as
they would apply to a single peripheral country. It is natural to make this
assumption, given that the pressures of crisis have beemetwengly
heavier in Greece compared to other peripheral countries. Greece has
been at the sharp end of #erozonecrisis, and is likely to remain in
that position for the foreseeable future. But even for analytical purposes
alone, it would stilhavebeen necessary to make the assumption that
default, renegotiation and exit occurred in a single country. Only then
could the balance of social forces, the levers of economic policy and the
international economic context ta&en as givewith any degree of
precision.

Needless to say, if these decisive events occurred in one
peripheral country, there would be major repercussions on the rest of the
Eurozone For one thing, what holds individually for Greece, also holds
individually for Spain and Portugald(@nobably for Ireland, though it
hasnot been considereaa this repont There are significant differences
among the three, as was established in the body of this report, but their
predicament as peripheral countries ofttilm®zoneis similar. If one
was to adopt default, renegotiation, and exit, the demonstration effect on
the others would be great. Each would naturally approach the issue from
the perspective of its own social, political and institutional outlook, but
the underlying economic compulsiayuld besimilar The tale might be
told primarily for Greece, but Spain and Portugal will also recognise
themselves.

It should finally be mentioned that default, renegotiation and exit
could, at the limit, lead to fracturing, or even collapse, Btitheone
as a whole. It is impossible to analyse with any credibility the
repercussions of such a cataclysmic event, other than to state that the
costs for both periphery and core would be great. Yet, even this outcome
would ultimately be the result of thetumna of the Eurozone 6
exploitative, unequal, and badly put together. The fault would not lie
with peripheral countries but with the monetary union as a whole, which
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has placed the periphery in an impossible situation. Working people in
peripheral countrse have no obligation to accept austerity for the
indefinite future in order to rescue tBarozone Moreover, if the
Eurozonecollapsed under the weight of its own sins, the opportunity
would arise to put relations among the people of Europe on a different
basis. Solidarity and equality among European people are certainly
possible, but they require grass roots initiativesEditozonein its

present form is a barrier to this development.

5.2 Creditor -led default: Reinforcing the straightjacket of the
Eurozone

Austerity is a highly risky strategy when dealing with public debt because
it restricts economic activity, as was shown in chapter 4. Even official
projections expect the ratio of public debt to GDP to continue rising in
all peripheral countries iin20123, reaching 149% in Greece. The
dynamic of debt could become unsustainable, if there was a deeper than
expected domestic recession, if social and political unrest occurred on a
large scale, or if the European and the world economies took a turn for
the worse. The pressures would be greatest in Greece because of the
extent of austerity measures and the volume of public debt; but the
danger would be present for all peripheral countries.

If it became clear that austerity had begun to fail in Graede
elsewherethe prospect of creditéed debt restructuring would raise its
head. Crediteled default would not necessarily involve a unilateral
suspension of interest payments, and formal default might not be
declared. Nonetheless, a controlled fofndefault could occur in
practice, involving the exchange of old for new debt, perhaps along the
lines of Argentina in the period immediately before its final default,
discussed in Appendix A. This process would obviously take place under
the aegis of b&s and within the framework of tRerozone It would
me an, at best, a mild O6haircutd for | enders a
of maturities and possibly lower interest rates. The banks that organised
such a restructuring could expect to earn substaesial f

Creditorled default would be in the interests of lenders,
particularly banks. It should be stressed that this includes domestic
lenders, for instance, domestic banks that hold significant volumes of
public debt. Lenders would benefit because tlitetiostal mechanisms
of the Eurozonewould be brought to bear on borrowing states with the
aim of minimising lender losses. Banks would also benefit since they
would continue to have access to ECB liquidity, in effect using the
mechanisms of the ECB toifdate the default. Above all, lender banks
would benefit by accepting the alrdadywn fact that some of the
public debt on their books was bad, subsequently shifting it off the
balance sheet on favourable terms. In that context, domestic banks
would ado attempt to swap old for new public debt on terms that
transferred onto the state as much of the cost as possible.
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Is it conceivable that crediwmontrolled default could occur
together with radical reform of tB&rozon® Some political circles in
Greece are still hoping for an associational approach to the problem of
debt, the countries of the core offering genuine support to the countries
of the periphery. Could there be action that decisively lightened the
burden of debt on the borrowers within fitkanework of thé&urozone
while also allowing for fiscal transfers from rich to poor, a larger
European budget, wage protection, and so on?

The enormous difficulties of reforming th@rozonein a pro
labour direction have been made clear in the adutse current crisis.
Default and debt renegotiation have pressing urgency, requiring counter
measures of equal urgency. Bwozonehas introduced a rescue
package at the cost of austerity, first in Greece but then across much of
the rest of the uniofraced with turmoil, it has opted for more pressure
on working people, greater fiscal rigidity and punitive terms imposed on
indebted countries. At the same time, it has taken strong steps to rescue
banks. These actions are consistent with the natureeofrthas world
money serving primarily the interests of financial capital in Europe. The
actions are also consistent with entrenched neoliberalism at the heart of
the Eurozone This is not a system that would admit oflgbour
reform within the timescabé a debt crisis, if at all.

In sum, creditecontrolled restructuring of debt within the
framework of théeurozoneis a conservative approach that would be
consistent with the current policy of austerity. For this reason, it is
unlikely to prove a lortigrm solution for the crisis, and nor to bring
significant benefits to working people in peripheral countries. The
burden of debt would remain substantial and austerity policies would
probably continue. The lotgym outlook for Greece and other
peripheratountries would remain poor.

5.3 Debtor -led default and the feasibility of exit from the  Eurozone

Debtorled default is potentially a more radical option, though its
outcomeswvould vary depending on how it took place. If, for instance,
austerity failedna creditofled restructuring did not produce decisive
results, theoption of debtorled default would emerge even for the
current crop of peripheral governments. But the prospect would then
arise in the midst of social and economic chaos caused lay&édaty .

Thus, the deeper danger of the current policies of the EU and the IMF is
that they might lead to a repetition of the experience of Argentina,
discussed in Appendix A. From this perspective, if peripheral countries
were to adopt debtded defau) they ought to do so on their own
accord, decisively, in good time, and while setting in train profound
social changes.

Debtorled default would mean, in the first instance, unilateral
suspension of payments. The latter would usher in a period diedtensi
domesticsocial struggle as well as major tensions in international
relations. Thus, the country would have to decide which among its
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foreign obligations to honour, and in what order. Even more complexly,
domestic banks, institutional investors, dnerdolders of public debt
would seek to protect their own interests.
From the perspective of working people, but also of society as a
whole, it is imperative that there should be a public audit of debt
following suspension of payments. Transparencyiial alemand in
view of the cloak of secrecy that envelops government borrowing.
Auditing the debt would allow society to know what is owed to whom as
well as the terms on which debt contracts were struck. It would also
show whether parts of the debt wére di ousd or i1l egal, all owing
debtor to refuse to honosuch debtsutright. The future direction of
default and its ability to produce benefits for working people would
depend on whether transparency prevailed regarding the stock of debt.
This wouldbe prime terrain of internal social struggle once default
materialised.
Negotiations to settle the debt would follow at the initiative of
the debtor, with a view to being concluded as rapidly as possible. The
objective of the enterprise could only bamhi eve a deep O6haircutd fo
lenders, thus lifting the crushing weight of debt on borrowing countries.
It I's i mpossible to ascertain the extent of
prior to auditing the debt huor Greecei is unlikely to be ledisanfor
Russia or Argentina, some details of which are given in Appendix A.
Two thirds ofGreekpublic debtis held abroad, while the rest is held
domestically. The largest holders, both domestically and abroad, are
banks. Note further that the great bulk of puimicds appear to have
been issued under Greek law, thus possibly allowing the country to avoid
extended legal wrangles in US and UK courts, as would have happened
for other middle income countriésGiven that core banks are
substantially exposed to Gre@uoe even more heavily to the periphery)
as was shown in chapter 2, there are some advantages to Greece in
renegotiating its public debt. A government that reflected popular will
and acted decisively might be able to secure
shat order of time.
But debtoded default would also carry significant risks. The
most immediate risk would be that of becoming cut off from capital
markets for a period. More complexly, default might lead to trade credit
becoming scarce as internationdldomestic banks would be affected,
thus hurting the debtords exports. Even mor e
run the risk of precipitating a banking crisis, since substantial volumes of
public debt are held by both domestic and foreign banks.
Internationalexperience shows that the period of being cut off
from capital markets does not last long, and there are always alternative
sources of funding. Typically, countries regain credibility within a short
space of time, and capital markets exhibit a very storrym The
threat to trade credit, on the other hand, would probably be of greater

% gee Buchheit L. and Gulati G. Mitu, 2016w to Restructure Greek Debt
http://papers.ssrn.com/sol3/papers.cfim?abstract id=1603304there
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consequence, and the government would have to intervene to guarantee
trade debts. But the gravest danger would be posed by the threat of
banking crisis, which could greatigignify the shock of default. To
avert a banking crisis, there would have to be extensive and decisive
government intervention. In Greece this woalthinlymean extending

public ownership and control over banks, thus protecting the banks
from collapseral preventing depositor runs. Under public ownership,
the banks could act as levers for root and branch transformation of the
economy in favour of labour.

Could such a drastic course of action occur within the confines
of theEurozon® Note first that itsientirely unclear whether it would be
formally feasible. No precedents of sovereign default exist within the
Eurozone and its legal framework makes no allowance for such an
event There is no firm way of ascertaining the formal response of the
Eurozoneo a unilateral suspension of debt payments by one or more of
its members. And nor is it clear what default would mean in terms of
participating in the decistamking mechanisms of tleurozone
including the setting of interest rates. It is inevitaatetita defaulter
would become a pariah, but the formal outlook remains unclear.

Formal feasibility aside, would it be desirable for eeftor
default to occur within the confines of th&rozon® The answer is in
the negative. First, it would be moreidliff for the defaulting country
to confront a domestic banking crisis without full command over
monetary policy. More broadly, if banks were placed under public
ownership following default but continued to remain within the
Eurosystem, it would be praatig impossible to deploy them in order
to reshape the economy. Second, continued membership of the
Eurozonewould offer little benefit to the defaulter in terms of accessing
capital markets, or lowering the costs of borrowing. Third, the option of
devaluaon would be impossible, thus removing a vital component of
recovery. The accumulation of peripheral country debt is inextricably
tied to the common currency and as long as the defaulter remained
within theEurozonethe problem would reappear.

Consequeliyt, debtofled default raises the prospect of exit from
the Eurozone Exit would offer immediate control over domestic fiscal
and monetary policy. It would also remove the constraints of a monetary
system that has resulted in embedded current accouité tmfithe
periphery. It is reasonable to expect that devaluation would allow for
recovery of competitiveness. It is also plausible that there would be a
rebalancing of resources in favour of domestic industry. The outcome
would be protection of employmeas well as lifting the pressures of

#0188 1GKIYyraaAzdz t® Hanpd® W2 AGKRN}I 61 f |yR 9ELJzZ aAzy FTNBY (KS
wSTES0GA2yaQy [S3If 22NJlAy3 tFLISNI {SNASaT b2d mnT 5508Y06SNE
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without also exiting the EU. Sulffice it to note that what is inconceivable to lawyers at one

point in time could become eminently conceivable at another.
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austerity on wages. As can be seen for Argentina and Russia in Appendix
A, default and devaluation resulted in rapid recovery. To be sure,
peripheral European economies are different from these resdyrce
primary ommodities exporters. But there is no reason to expect that
other areas of activity, such as tourism and parts of the secondary sector,
would not respond positively to devaluation.

But exit would also entail costs, given the violent change of
monetary sysin. The return to a national currency for Greece, or
another peripheral country, would be more difficult than the
O6pesificationd of the Argentine economy, giVve
of monetary integration within tli@irozone However, replacing the
euo is not a complex policy, and its basic parameters are not hard to
ascertain. The decision would have to be announced suddenly in order to
minimise capital flight; there would be an extended bank holiday; banks
would be instructed to convert deposits atir domestic liabilities
and assets into the new currency at a nationally chosen rate. When banks
reopened, there would be parallel domestic circulation of the euro and
the new currency, resulting in twin prices for a range of goods and
services. Thereould also be monetary unrest as contracts and fixed
obligations adjusted to the new unit of account. To prevent collapse of
confidence, which could have catastrophic effects for economic activity,
there must not be dithering once the policy has beerddapentually
prices and monetary circulation would adjust to the new currency, while
the euro would be excluded from the domestic economy.

The international value of the new currency would inevitably fall,
creating complex movements in the balance oéstmnsocial forces.
Banks and enterprises servicing debt abroad would face major
difficulties; their immediate response would be to try to shift some of
their own debt onto the state. On the other hand, those holding assets
abroad would seek to speculatainst the new currency. For the
domestic capitalist class, the return to a national currency would
represent an opportunity to transfer costs onto society, while attempting
to obtain a transfer of wealth as the new currency devalued.

From the perspectvof working people, but also of society as a
whole, the answer would be a broad programme of public ownership
and control over the economy, starting with the financial system. Public
ownership over banks would guarantee their continuing existence,
prevening a run on deposits. Capital and foreign exchange controls
would also be imposed to prevent export of capital and to minimise
speculative transactions. A set of conditions would thus be created
allowing for the adoption of industrial policy which woliét ¢he
balance of the domestic economy by strengthening the productive
sector. The sources of growth in the medium term would be found in
the decisive restructuring of the economy, rather than the expansion of
exports through devaluation.

The new curmcy would also create inflationary pressures as
import prices would surge, particularly energy prices; real wages would
fall as a result. Confronting these pressures would be far from easy, but
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certainly feasihlét is, first of all, impossible to tell atlwould be the
pasghrough from import prices to domestic prices. Furthermore,
renewed command over monetary policy would allow for counter
inflationary measures, particularly during the months of the initial shock
of devaluation. Support for real wagmsdd then be provided through a
policy of income redistribution effected through taxing higher incomes
and wealth. After all, peripheral countries are the most unequal in the
Eurozoneand in urgent need of redistribution. Note further that a bout
of inflation would reduce the vast burden of domestic debt.

Default and exit, finally, would create problems of public finance,
particularly as access to the international funds would come to an end.
International experience shows that the primary balanckytypioans
to surpluses soon after an event of this nature has occurred. In the short
term, public finance problems would be ameliorated as recovery began
after defaultThe government could also borrow from the nationalised
banking system as well as misimg the deficit to a certain extent. But
for a country such as Greece, the medium term answer must be to
restructure the tax system by expanding the tax baskitiethe rich
and capital itself. This would be an integral part of restructuring the
Greek state as a whole, making it more democratic and accountable.
There could be no permanent resolution to public finance problems in
Greece, or other peripheral countries, unless there was a change in the
nature of the state, reflecting an underlyingishtifie balance of class
forces. More broadly, there could be no rebalancing of the economy in
favour of working people without a profound restructuring of the state.

In sum, there are no easy alternativesvéwking people in
peripheraEurozonecountres The dilemma faced by these countries is
harsh.They could acquiesce to austerity, remaining withtutbeone
and putting up with recession, or stagnation, for the indefinite future.
Alternatively, they could opt for debled default accompanied doit
from the Eurozone The latter option could signal a radical
transformation of economy and society, shifting the balance of power
against capitallhe distributional struggle over who would carry the
costs of the crisis would continue, but more fawbeiconditions would
have been created within which to fight for a progressive solution in the
interests of the many. Debted defaultould prove the start of an anti
capitalist turn across the periphery ofEbhezonethat would lift the
neoliberal tsanglehold over the EU, thus jolting Europe in an
associational, socialist direction. It remains to be seen whether European
workers in the periphery but also the core have enough organisational
and ideological strength to bring about such profound change
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Appendix A
The crisis last time: Argentina and Russia

The crisis in the periphery of tBarozoneis only the latest in a long

line of sovereign debt crises during the last three decades, mostly in the
developing world. The European Union, despietamggits promotion

of convergence of per capita income and living standards, has effectively
created a sharp tver structure of core and periphery, without even
counting the broader periphery in Eastern Europe. The debt problems
of the Eurozoneperiptery have an inherent similarity with those of the
global periphery. It is instructive in this respect briefly to consider the
sovereign debt crises of Argentina and Russia in recent years.

On 24 December 2001, Argentina announced the suspension of
payment®n almost its entire public debt of $144bn. The fixed exchange
rate, binding the Argentine peso to the US dollar, was abandoned a few
months later. GDP collapsed by 11 per cent the following year. Yet the
Argentine economy bounced back, sustaining gpb®#x9% annually
from 2003 to 2007, while GDP per capita returned to Hipi® peak
in 2008. International debt markets were reopened to Argentina in 2006,
with the sale of $500m worth of fivear bonds.

Two years earlier Russia had also defaultesl external debts,
forcing an immediate devaluation of the rouble. Within months the
economy had returned to growth, expanding rapidly for almost a decade.
Indeed, Russia weathered the crisis far better than Argentina. The
experience of the two couesiis compared below, drawing out the
implications for th&urozonesovereign debt crises.

The Washington Consensus brings collapse to Buenos Aires

I n 1991 Argentina adopted the o0Convertibility
and capital liberalisation, prisation of statewned assets, tight

monetary policy and, above all, the pegging of the peso to the US dollar

on a oneo-one basis, overseen by a currency Boaing. country thus

spent the 1990s following the prescriptions of the Washington

Consensus, wih t he | MFO s beni gn approval and exterl
support®  The initial rewards appeared to be substantial as

hyperinflation ended and growth averaged 6% overl29871 Net

capital inflows totalled $100bn over 1P929° Apparent success

turned Argeni na i nto the Fundds favourite emerging
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as an example for others to foll@@ontinued IMF support helped ease
borrowing conditions for Argentina, with creditors believing that the
Fund would not allow such an exemplary country t& fail.
With hindsight, it is evident that macroeconomic stabilisation
was more the product of good fortune than good policy. Low US
interest rates had held back dollar appreciation, whilst a recovering US
economy in the 1990s buoyed up Latin America. Once ldrebdgjan
to rise steadily in value from the H1890s onwards, the fixed dellar
peso link became a noose for the Argentine economy. Following the
Russian crisis of 1998, Brazil undertook a devaluation of 70% in January
1999, wor seni ng trafle fgriai fThepesd lsecamee r ms o f
heavily overvalued, up to 55% according to the estimates of the World
Bank.* Deflation and output contraction set in.
The incipient recession turned into alfldivn economic slump
in subsequent years, and by the latdri of 2002 Argentinads GDP ha
declined by nearly 20 percent. The number of Argentines living below
the poverty line hit 57.5% of the population in October 2002, while the
proportion living in extreme poverdy even lacking the ability to
purchase foodd exceeded 27.5%. Inequality rose sharply and
unemployment reached 25%.
As the slump gathered pace, the federal gcC
steadily relative to GDP: from 34.5% in 1997 to 37.6% in 1998, to 43%
in 1999, to 45% in 2001, and to 53.7% in 2002.eByitldle of 2001,
capital markets were effectively closed to Argentina. Throughout this
period, the IMF actively supported Argentine poligking, particularly
the pesalollar peg. Indeed, the Fund moved from assessing policies
under the peg, to activelgdorsing the peg its€lfAs late as October
1998, mere weeks before the debacle opened,
Director descri bed*AMtaercapitalmarkemhads oOexempl aryo.
effectively closed to Argentina in 2@01, the IMF became the only
sour@ of external loan support for the country, increasing further its
leverage. Nonetheless, there was a remarkable degree of unanimity
between IMF advisors to Argentina, and senior Argentine officials and

# g5ee, for example, remarks by Michael Camdessuss, IMF Managing Director, press

O2yFSNBYy OS> un !'LINARE wMbpdTT /| YRSGadzaaI ad dmppcv I ! NBESYGAyYl
3t 20| f,kspedchi Acaddérhy of Economic Science, Buenos Aires, 27 May 1996; and

International Monetary Fund (1998), Country Report: Argentina, IMF Staff Country Report
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30AIthough the size of this moral hazard effect may not have been especially large in
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ministers. The IMF imposed its prescriptions in ¢alvaith the ruling
elite of Argentina® The result was a series of chaotic policy turns that
eventually led to default.
An initial round of tax increases and spending cuts reduced the
governmentds primary deficit from 19.4% to 18
to 2@0. But this fiscal tightening proved insufficient particularly as the
central government seemed to lack fiscal control over regional
authorities. Promises to control the latter allowed for the release of
further financial assistance from the IMF and tbddvBank, totalling
close to $20bf1.But the fiscal targets imposed by the IMF for the first
guarter of 2001 were missed, prompting the resignation of the finance
minister. A new minister attempted to impose direct cuts of
approximately $2bn, but was &mtdo resign within a fortnight of his
appointment’
A further turn of policy followed, attempting to peg the peso to
the average of the euro and the dollar, thus boosting the productive
sector. The policy failed, opening the way forntbgacanje de deuda
(0mega debt swapo6) -ordmated bynasyndicaté 1 . This was <co
of major North American and European banks, offering longer
maturities for exi sting debt hol ders through
The end result was that the overall foreign debt eh#ng was actually
increased and, of course, the banks that arranged the deal earned an
denor mous € oheedoromyi comirdued to decline rapidly
and another debt swap was attempted in September 2001 with the
approval of the IMF. The gains for Artiea were again modest. As
spending continued to overshoot agreed IMF limits, dissent began to
emerge within the Fund on whether support should continue. An
expected disbursement was left unpaid, provoking a run on the
Argentine banking system. The gawemi was forced to ban deposit
withdrawals, leading to massive popular unrest. On Christmas Eve of
2001 the country eventually defaulted.
In January the Convertibility Law was repealed and a new fixed
dollarpeso rate was adopted. The resulting caghdldbon forced the
gover nment t o announce -dendmeated pesi fi cationbéd o]
financial assets and liabilities held in Argentina. Consequently, demand
for dollars rose, further increasing the pressure on the peg, while the
banks were rendered insab In March 2002 the country was forced
to abandon the fixed exchange rate regime entirely, and the peso fell to
around 75% of its previous dollar rate. As a result, consumer prices rose
by 40%. The ensuing dislocation of fundamental monetary functions
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contributed to an extremely sharp slump. But the substantial devaluation
of the peso, alongside the government regaining control of the situation,
meant that the worst of the crisis was over by April 2002. Growth for
the last three quarters of 2002 wadipesand continued to accelerate
over subsequent years.

In September 2003, with the crisis clearly over, the government
sought a formal restructuring of its debt. Bondholders were initially
offered a 75% reduction in capital, lower interest rates aad dein
maturities. Creditors reacted angrily, forming a pressure group that
worked with the IMF to demand better conditions. The IMF refused to
recognise an improved offer from the Argentine government of 45%
capital reduction in January 2004. The goestnthen took the
unprecedented step for a developing country of proceeding with the
restructuring without IMF support. By February 2005, 76% of
Argentinads creditors had rMeluctantly agreed

Some lessons from Argentina

The officid view of default stresses its substantial costs, particularly the
slide in economic output, accelerating unemployment and possible
impoverishment. This is in line with much conventional economic
literature, which suggests that costs act as a meansotoagesc
governments from reneging on debtBut there is also a counter view
within mainstream theory, which effectively treats default as a policy
option with both costs and benefits.

The experience of Argentina is consistent with the view that
defaul can be a positive step for an economy crushed by debt. The
worst collapse of the Argentine economy occurred in the first three
months of 2002 as the government attempted to maintain a new
currency peg without credibility. During the same period, ipteteta

force opesi ficationo i nto a currency t hat

encouraging capital outflows. The economy began to recover strongly

only after the illusion of a O0strongd6 domest.
It is important to note that the Ardgere debt crisis was not a

product of | ax fiscal di scipline. The primary

flato rel at i v2001%Fscalpbiitems hegan to éne@d
as a recession materialised in-899@riving tax revenues down steeply.
Indeed, m ny of Argentinads fiscal troubl es can
privatisation of its pagsyougo social security system under the
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Convertibility Plaff. Government revenues declined but, astoundingly,
the government retained all its existing social secutitiebaldy 2001,

the gap between lost social security revenues, and continued payments to
pensioners with cumulative debt intefestmounted to virtually the

entire primary deficit.

Argentina was certainly affected by the decline in the terms of
trade akr the Asian crisis of 1997; by the US slowdown in 2001; and by
capital flight and rising spreads across developing countries following the
1998 Russian crisis. But their impact was no more than for other Latin
American countri¢éThe depth and severit§ the Argentine crisis was
due to the monetary framework of the country, in particular the fixed
dollar peg run by a currency bo&iging the exchange rate contributed
to a current account deficit that was only closed through recession. The
result wasrgwing public and private sector debt in the late 1990s and
early 20008,

Sticking t o oOorespectabl eo oorthodoxé6 ec
supervised by the IMF, also proved disastrous for Argentina. At every
turn it prevented decisive policy action that could teemeved the
monetary bind at the heart of the problem, thus encouraging policy
confusion. Finally, o0orthodoxd6é policy created
of capital by large sections of the Argentine ruling and middle class.
Domestic capital held abroad Idowspeculate on the prospect of

opesificationo, continually destabilising
opesificationdé eventwually arrived, it create
transfers in favour of the ruling class. Defa

the economy fronthe straightjacket of the Convertibility Plan, but the
Argentine rich were still able to benefit.

2000EA8O0 OOAT OEOETT mOii A PIATTAA AATTTiUd #1T11A

Russia spent the 1990s in transition tenfisd&et capitalism under IMF
tutelage. Durinthe 1980s, the USSR had developed substantial foreign
debt exposure, which Russia, as the main successor state, took over in its
entirety. Notoriously, the transition process led to economic c8llapse.
Money disappeared from much of economic life; haitloétrial sales

were completed through barter by early 1998. Tax collection by the
central government was extraordinarily erratic, while a tiny fraction of
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taxes was collected in c84Russia concluded agreements with the IMF
in 1995 and 1996 which, ttger with the adoption of a high and fixed
exchange rate, appeared to be bringing inflation under Yohtasss

to igstlernational credit markets moved towards normalisation after
1996

Success was entirely fictitious. After the onset of the Asian crisis
the rouble came under speculative attack. The prices of oil and
nonferrous metals, together accounting for arounthtwds of Russian
exports, began to falPolitical unrest followed as the economy faltered.
Tax collection was extraordinarily weak @ublic debt began to rise
relative to GDP: from 43.4% in 1996, to 53.6% in 1997, to 68.1% in
1998, to 90.2% in 1999. The fear of default and devaluation pushed up
central bank lending rates to banks, and the Russian government found it
very difficult tocontinue with its sheterm borrowing operations. In an
effort to support it, a $22.6bn multilateral assistance package was
announced in July, with $4.8bn to be disbursed immedidtety.
intention was to support the currency peg, while swapping expensiv
shortterm for longterm bonds. The package failed within days and
capital flight swelled to perhaps $4bn between May and August.

On 17 August 1998 the Yeltsin government announced that it
was devaluing the rouble, imposing a moratorium on all -rouble
denominated public debt payments, and suspending payments on all
foreign currency liabilities by Russian financial institutions. Renewed
political unrest provoked further pressure on the rouble and all attempts
to control the exchange rate were abandongdptember. The rouble
plunged to less than a third of its value relative to the *tidlte.
attempt to defend the peg from October 1997 to September 1998 had
cost roughly $30bn, aboutemé xt h of Russi®ads GDP at the ti me

Default produced a major barkicrisis as the aggregate capital
of Russiads banks was approxi mately wequal t o
Russian loan payments. A run on Russian financial institutions had been
brewing since August 1998, with queues of worried depositors beginning
to form outsile bank doors. In response, the central bank injected
massive volumes of liquidity into the system, lowering reserve
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requirements, extending loans to major institutions, and swapping frozen
bonds for cash. The measures successfully halted the runpstt dfie c
reinforcing the devaluation of the rouble and subsequent inflation.

Devaluation had the effect of pushing the cost of servicing
dollardenominated delskyhigh. In January 1999 credit rating agencies
declared Russia to be in complete default. RUssian government
quickly opened negotiations with holders of debt aahiagtructuring.

By May 1999 agreement was secured with approximately 95% of
resident, and 89% of noesident debttolders. Bondholders received
haircuts estimated at around 53%.

Swift action on the banking crisis, speedy renegotiation of debts
and the devaluation of the rouble paved the way for a sharp rebound in
the Russian economy. Growth resumed apace, reaching 6.3% in 1999
and 10% in 2000, never falling below 4% annuaillghentecession of
2008. Barter, arrears and #payments were steadily eradicatéte
fiscal balance shifted into surplus for the first time in 2000, and Russia
had repaid its debts to the IMF fully by 2005. Foreign exchange reserves
topped $200bn in0P6, the fourth largest amongst emerging market
economie?.

Much of this success was determined by sharp rises in primary
commodity prices, especially oil, from around 1999 onwards. But the
recovery also helped domestic producers, as consumption sinited fr
expensive foreign goods into logpilyduced commodities. Household
consumption also recovered strongly on the back of sharp rises in real
disposable incomé8There is little doubt that such growth would have
been impossible, even with rising odg®; had Russia still attempted to
maintain the overvalued rate of the rouble. Default and devaluation,
though undoubtedly carrying immediate economic costs, proved a more
viable option for the Russian economy.

Default is not such a disaster, after all

Fundamental to the crisis in both Argentina and Russia was the attempt
to maintain an overvalued exchange rate, ostensibly for the purpose of
stabilising prices. The result was to cripple private sector output, create
current account deficits, and genepateate and public debt. The
problems of public finance in both countries thus resulted from the
broader framework of neoliberal policy imposed by the IMF as well as
from external shocks. Eventual default and devaluation, while carrying
significant economicosts, created the conditions for rapid economic
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recovery. Both countries underwent debt renegotiation relatively
smoothly, without official IMF support. Access to international capital
markets was regained not long after default. It should be notedehow
that Argentina continued to rely on bilateral Venezuelan loans. Even so,
default did not leave the two countries without access to credit.

Russia and Argentina handled default and devaluation quite
differently. Confronted with an implausible exchaatge peg and a
worsening debt position, Russiads government
and devalue in short order. The entire process took approximately five
months, while renegotiation of the great bulk of debt finished a little
more than a year laté&rgentine governments, in contrast, clung to the
unworkable currency board for years, while generally adopting the view
that ©O6orthodoxd methods would resolve the wo
Furthermore, once a banking crisis had emerged following default,
Russia resolved the problem rapidly through restrictions on capital
movements and by effectively nationalising bank deposits.
Procrastination and policy confusion in Argentina contributed to bank
runs that led to riots and deaths.

Default and devaluatioertainly carry costs. But they might well
be the better option for a country facing an intractable debt crisis that
has been created in large measure by international monetary and financial
relations. The costs can be reduced and a path can be cldatecdkfor
economic growth, if governments are prepared to act decisively, breaking
the international consensus if needed.

At the same time, default and devaluation, particularly when they
involve a change of monetary standard, as in Argentina, also entail
wealth transfers and a rebalancing of class forces. They could re
strengthen the rule of the domestic capitalist class, but they could also
create opportunities to shift the balance of power in favour of labour.
They could open the way for public ownershipcntrol over banks,
regulation of capital flows, public control over other areas of the
economy, industrial policy, and redistribution of income and wealth. The
eventual outcome of default and devaluation, in other words, depends on
social struggle. ®his the challenge that is currently confronting working
people in the periphery of tharozone
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Construction of aggregate debt profiles

Data about the debt liabilities of a country tend to be dispersed over a
number of sources and clasgifeecording to varying sets of criteria.

The lack of data that is consolidated at the national level accattigng to
same accounting standard presents difficulties in the analysis of data, and
in particular makes international comparisons, such asttieapiasent

report, problematic. In order to clarify the data methods used to reach
the conclusions in this report, this Appendix provides an outline of the
data sources, calculations and assumptions used in constructing the
figures on the debt of periplieecountries contained in Chapter 2.

There are two primary ways in which the debt of a country may
be disaggregated: by issuer, most importantly public vs-igsivede
debt, and by holder, where domestic vs. foreign holding is the most
significant digion. With regard to the former, data about public debt is
broadly disclosed, usually through the national public debt agencies
which take responsibility for the production of these statitiese
agencies provide data about outstanding volumes dfiskdrregated
in anumber of ways, for example by instrument, maturity, currency, type
and geographical location of the debt holder at the initial plaéement
With regard to foreign holdings of debt, dat :
debt is disclosed throughpranational institutions and is usually based
on the International Investor Position statistics of Baknce of
Payments, provided by home central 5anks

Consolidated statistics on the total volume of debt liabilities of
individual countries are nptiblished by either national authorities or
international organisations. In order to calculate the level of indebtedness
of periphery countries, the oONational Financi
the central banks of each country, were used as primary. Sthases
data sets provide a detailed breakdown of the stocks of financial assets
and liabilities of each institutional sector of an economy. The data are
classified by issuing settand by type of instrument.

The total indebtednessf each country was Icalated by
summing over the total the debt securities, loans ancesident
deposits of each of the institutional sectors. The following assumptions
were made:

1. Domestically held deposits were excluded from the definition of
debt, while foreign depositsre included.

% Data about Spanish public debt can be foundt://www.tesoro.es, about Portugese
debt athttp://www.igcp.pt; and about Greek debt dittp://www.mof -glk.gr.

1 For Spairnttp://www.bde.es/homee.htn Portugahttp://www.bportugal.pt/en-
US/Pagesl/inicio.aspyxand Greecéttp://www.bankofgreece.gr/Pages/en/default.aspx
52 General governmenffinancial corporations; nofinancial corporations; households
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