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Abstract

When countries face balance-of-payments crises, their policy responses
vary widely. This article argues that the choice between the two main
options of internal adjustment (i.e., austerity and structural reforms) and
external adjustment (i.e., exchange-rate devaluation) depends on how costly
each of these strategies is for a country overall. Although the choice of
adjustment strategy is thus structurally determined, the level of political
conflict associated with crisis management depends on both the national
vulnerability profile and partisan interests. Moreover, irrespective of the
adjustment strategy, all governments design the specific reforms in ways that
shelter their own voters. Empirically, this article uses qualitative case studies
and survey data to examine the significant variation in crisis responses, crisis
politics, and distributive outcomes of the 2008-2010 global financial crisis in
eight Eastern European countries. The article concludes with a discussion of
the implications of the Eastern European experience for crisis politics in the
Eurozone crisis.
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Across the Eurozone, crisis politics have varied widely. Some countries, such
as Ireland, have successfully implemented painful domestic reforms. Others
have experienced significant political difficulties in resolving their macro-
economic and structural problems. In Greece, for example, the implementa-
tion of austerity measures and structural reforms have been so politically
contentious that it has brought the country to the verge of a Eurozone exit
twice and has drawn many voters to radical parties on the right and the left of
the political spectrum.

Existing research leaves us less puzzled by the political struggles in
Greece than by the Irish success. Most research on the politics of past bal-
ance-of-payments (BOP) crises, such as the breakdown of the gold standard
(Eichengreen, 1992; Simmons, 1994), the Latin American Debt Crisis
(Frieden, 1991a; Nelson, 1990), or the Asian Financial Crisis (Pepinsky,
2009; Walter, 2013), emphasizes the political difficulties associated with
implementing painful domestic reforms. The Eurozone crisis is the newest
in this series of crises (Copelovitch, Frieden, & Walter, 2016; Gibson,
Palivos, & Tavlas, 2014). It is an unusual crisis because membership in a
currency union officially rules out the option of external adjustment. This
presents Eurozone countries with a daunting task: History shows that
democracies usually devalue their currencies during severe BOP crises,
rather than “adjust internally” through austerity and structural reforms.
Nonetheless, across the Eurozone all crisis countries have embarked on a
course of internal adjustment: The wish to remain a member of the Eurozone
deprives them of the option to devalue their exchange rate. What is puz-
zling is that some countries have had a much easier time implementing this
strategy than others.

Marrying insights from comparative and international political economy
research, this article argues that this variation can be understood in terms of
national differences in the costs of internal adjustment relative to the costs of
external adjustment. Differences in a country’s cost structure, or “vulnerabil-
ity profile,” affect the choice of crisis strategy and the level of political con-
flict associated with crisis management. If one adjustment path (say Eurozone
exit) clearly imposes more costs than the alternative (say internal adjust-
ment), the government pursues the latter path swiftly and without major
political difficulties. In contrast, when both crisis strategies are associated
with high economic and social costs, crisis politics will be fraught with politi-
cal conflict, delay, and attempts to involve other countries in the crisis resolu-
tion process. The choice of adjustment strategy is thus basically a technocratic
choice; however, partisan considerations influence the specific policy design,
as all governments try to protect their own voters from the consequences of
the crisis.
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To empirically test this argument, this article analyzes how another set of
European countries responded to similar problems. It performs qualitative
comparative case studies of how eight Eastern European EU member states
outside the Eurozone varied with regard to crisis responses, crisis politics,
and distributive outcomes during the Global Financial Crisis of 2008-2010.
As EU members, these countries operated in a framework that is similar to
those of Eurozone countries in many respects. But as EU countries outside
the Eurozone, they still had the full set of policy options at their disposal.
Nonetheless, four countries—Bulgaria, Estonia, Latvia, and Lithuania—still
chose internal adjustment rather than a devaluation of their currencies, an
approach that plunged these countries into deep recessions but nonetheless
enjoyed wide popular support. In contrast, crisis resolution was much more
difficult and contentious in Hungary and Romania where adjustment mea-
sures included elements of both internal reforms and exchange-rate devalua-
tion. Finally, Poland and the Czech Republic devalued in response to the
crisis, a strategy that was largely uncontroversial. The analysis shows that
these differences in adjustment strategies and crisis politics were associated
with variation in national vulnerability profiles. Despite these significant dif-
ferences, the distributive outcomes of the crisis did not vary significantly
across countries: Government voters systematically felt less affected from
the consequences of the crisis than voters of the opposition or non-voters.

Looking at the Eastern European experience allows me to investigate
under which circumstances countries succeed in their efforts to adjust inter-
nally, and under which circumstances crisis resolution is particularly diffi-
cult. Taking into consideration that not only the cost of external adjustment
but also the willingness of other Eurozone members to provide financial sup-
port are significantly larger in the Eurozone, this analysis then allows me to
draw inferences about the politics of crisis management in the Eurozone cri-
sis. The last section of this article therefore concludes with a discussion of the
implications of the Eastern European experience for the Eurozone crisis.

Argument

BOP crises have been a constant feature of the international economy and are
often associated with other crises, most notably debt, banking, and currency
crises. They all share the same core problem: The country is consuming more
than it is producing, which is reflected in a current account deficit. When the
private foreign capital that has been financing this consumption stops flow-
ing in, the country experiences a BOP crisis.

In principle, there are three ways to address such a crisis (Webb, 1991).
Countries can continue to finance the current account deficit using their
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foreign-currency reserves or accessing other (non-private) forms of foreign
capital. Although this is the appropriate policy response to BOP problems
caused by temporary shocks, it does not solve BOP problems caused by fun-
damental macroeconomic and structural problems. In those cases, a substan-
tial adjustment of economic policies aimed at a realignment of foreign and
domestic prices is needed.!

Adjustment in these more serious cases can be achieved in two ways:
First, a reduction in relative prices can result from a depreciation or devalua-
tion of the nominal exchange rate, a strategy called external adjustment.
Alternatively, macroeconomic austerity and structural reforms can reduce
domestic demand and increase productivity, which also lowers relative
prices.? This strategy is called internal adjustment, also known as internal
devaluation. Both strategies aim at making domestic products more competi-
tive internationally and raising the price of imports, so that domestic expen-
diture is switched away from the consumption of internationally tradable
goods and toward the production and export of such goods.

All three possible crisis management strategies—financing, external, and
internal adjustment—have significant downsides. The financing strategy is
only viable as long as funds are available, either in form of foreign-currency
reserves or in terms of international financial support. Moreover, if the time
bought by financing is not used to implement reforms, the fundamental prob-
lems underlying the BOP problems tend to deteriorate, necessitating much
more extensive adjustment later on.3

External adjustment implies a significant devaluation of the exchange
rate. On the upside, this stimulates exports, and therefore particularly benefits
countries with a strong export-oriented sector (Frieden, 1991b). But devalua-
tion also reduces purchasing power, which hurts consumers and firms who
heavily rely on imported intermediate goods (Frieden, 2014). It is also a par-
ticularly costly strategy for countries with high levels of net external and
foreign-currency denominated debt, who see their debt burden rise as a con-
sequence of devaluation (Walter, 2008, 2013; Woodruff, 2005). Moreover,
devaluation often precipitates inflation and exchange-rate volatility and cre-
ates contagion risk for states with similar problems. Especially in fixed
exchange-rate regimes, devaluing is often a politically costly choice, because
it damages credibility and contradicts expectations of exchange-rate stability
(e.g., Blomberg, Frieden, & Stein, 2005; Stein & Streb, 2004; Walter, 2009).

Finally, internal adjustment is painful because it implies austerity (brought
about by higher interest rates, public spending cuts, and tax increases) and
structural reforms (such as labor market reforms or policies aimed at increas-
ing competitiveness). In the short run, this adjustment strategy typically leads
to higher unemployment, lower wages, asset price deflation, and recession. It
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is particularly costly when implemented in a macroeconomic environment
that is weak to begin with, when the budget is already in deficit, and when the
economic structures that structural reforms intend to liberalize are deeply
entrenched. This creates huge political obstacles for democratically elected
governments, and is therefore a strategy that these have found very difficult
to implement (Eichengreen, 1992; Simmons, 1994).

BOP problems thus confront policymakers with a list of unattractive
options. Which of these are they likely to choose, and how easy is it to
implement this choice? I assume that policymakers care about the median
voter and the state of the national economy (Downs, 1957). When faced
with a BOP crisis, they therefore consider how the different options for
policy adjustment will affect the country as a whole and choose the option
under which the country’s economy will suffer least. Echoing earlier
research on distributive politics in times of crisis (Frieden, 1991b, 2015;
Gourevitch, 1986; Haggard & Kaufman, 1992; Pepinsky, 2009; Walter,
2013), this suggests that policymakers decide on their preferred adjustment
strategy by weighing the overall costs of internal adjustment against the
costs of external adjustment. The country’s choice of adjustment strategy is
thus mainly structurally determined by its “vulnerability profile (Walter,
2013)—that is, the potential costs of external adjustment for the country
relative to the potential costs of internal adjustment. Although this vulner-
ability profile tends to be endogenous to earlier policy choices, it presents
an exogenous context within which governments have to address the crisis.
Figure 1 summarizes the four different vulnerability profiles that a country
can exhibit.

But democratic policymakers also follow different partisan ideologies and
care about the well-being of their voters (Bearce, 2003; Garrett, 1998; Hibbs,
1977). Although the country’s vulnerability profile determines the general
choice of adjustment strategy, it is the more narrow electoral interests of par-
ties that influence the precise design of the specific anti-crisis policy package
within the confines of the general adjustment strategy. Governments will
design this policy package in a way that shields the government’s voters as
much as possible from the potentially negative effects of adjustment, leaving
societal groups mainly represented by the opposition and non-voters to bear
the brunt of adjustment. For example, structural reforms will be designed in
ways that benefit or spare the government’s core voters; tax increases and
spending cuts will mainly be borne by non-voters and the oppositions’ main
voter groups, and the government may implement specific policies designed
to offset the negative impact of a devaluation on its constituents.

The country’s vulnerability profile thus determines the government’s
choices about the general adjustment strategy, whereas the specific policy
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Figure |. Vulnerability profiles, adjustment strategy, crisis politics, and distributive
outcomes—Hypotheses.

design, the level of political conflict surrounding crisis politics and the distribu-
tive outcome of the crisis are influenced by partisan considerations as well.

Choice of Adjustment Strategy

How does a country’s vulnerability profile determine the choice of adjust-
ment strategy?

This choice is clear-cut when one type of adjustment strategy is signifi-
cantly more costly than another, because this creates strong incentives to
implement the less costly strategy in a swift and decisive manner. Two vul-
nerability profiles fit this scenario. The first one (Vulnerability Profile I in
Figure 1) contains countries for which austerity and structural reforms are
very costly, whereas the potential costs of external adjustment are compara-
tively low. An example is a country characterized by high unemployment and
inflexible labor markets, and a large export-oriented sector. These countries
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typically respond to BOP pressures with a swift devaluation of the exchange
rate and without much financing. In the second case (Vulnerability Profile
III), the potential costs of devaluation are significantly higher than those of
internal adjustment, for example, because the private sector holds high levels
of foreign-currency denominated debt and relies heavily on imports, whereas
labor markets are flexible. Here, governments are likely to opt for internal
adjustment, while maintaining exchange-rate stability. Because domestic
prices decrease more slowly with this strategy, some temporary financing to
bridge the time until the reforms start to bite is likely, but such financing will
be regarded as a way to smoothen, rather than avoid, adjustment.

Policymakers face a much more difficult situation when both internal and
external adjustments are very costly (Vulnerability Profile II)—for example,
when a country has high levels of unemployment, rigid economic structures,
and widespread foreign-currency denominated debt. This vulnerability pro-
file creates strong incentives to delay adjustment and finance the current
account deficit instead. Avoiding adjustment altogether is possible as long as
countries can draw on their reserves, but gets more difficult as soon as financ-
ing from external sources, such as the International Monetary Fund (IMF), is
needed. Because external assistance to help the country to resolve its BOP
problems is typically granted so that a larger international financial crisis can
be avoided, such financing is usually subject to conditionality requiring the
government to adjust. This puts policymakers in Profile II countries in an
uncomfortable situation. As a result, negotiations about the conditions
attached to external financial support are likely to be difficult, and compli-
ance with conditionality is likely to be spotty. Once adjustment becomes
unavoidable (either because of donor conditionality and/or market pressure),
policymakers are likely to mix elements of external and internal adjustment.

Responding to BOP pressures is easiest for countries with a vulnerability
profile IV. Given the low cost of adjustment, policymakers have a lot of lee-
way in choosing their response. Financing and delay are less likely under
these circumstances. Unfortunately, countries with severe BOP problems are
unlikely to find themselves in this category.

Crisis Politics and Distributive Outcomes

The argument, that the vulnerability profile determines the choice of adjust-
ment strategy, suggests that this choice is more or less depoliticized. But in
many instances, crisis politics is highly contentious. So when and where does
politics enter?

Both a country’s vulnerability profile and the government’s partisan inter-
ests influence the level of political conflict associated with crisis management.
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Political conflict will be particularly high in countries with a vulnerability
profile II, as any policy adjustment will cause widespread pain in these coun-
tries. In countries exhibiting any of the other three vulnerability profiles, crisis
politics will be less conflictual. This is especially the case when there is a clear
preference both within the country overall and among the government’s parti-
san constituency for one specific type of adjustment. When national vulnera-
bilities and the preferences of the government’s core voters diverge, crisis
management will be more contentious.

Partisan preferences depend on the vulnerability profiles of a party’s core
voters. Vulnerability profiles for individuals, special interests, or political par-
ties. They denote how costly devaluation will be for the individual or (voter)
group, relative to the costs of internal adjustment (Walter, 2013). Partisan vul-
nerability profiles vary both across countries and across political parties, align-
ing some parties more strongly with the national vulnerability profile than
others. For example, left parties usually represent voters who tend to be hurt
more by austerity than devaluation, whereas the reverse tends to hold for con-
servative parties (Bearce, 2003; Oatley, 1997). Political parties whose voters on
average exhibit a vulnerability profile similar to the national vulnerability pro-
file face no trade-offs between their partisan and national interest: Both point to
the same adjustment path. Governments comprised of such parties will be able
to implement their crisis policies without major problems. In contrast, govern-
ment parties whose voters are vulnerable to the adjustment path suggested by
the national vulnerability profile face a more difficult situation. The concern
about the national economy pushes these governments to implement policies
that stand in conflict with their partisan interests. Crisis politics are bound to be
more conflictual in these situations.

What does this imply for the level of political conflict associated with
responding to a BOP crisis and the distributive consequences of it? Let us
consider these questions for each vulnerability profile (the hypotheses are
summarized in Figure 1).

Devaluation will be easiest to implement for left governments governing
a “Profile I” country, because their voters tend to be more vulnerable to
unemployment and expenditure cuts than exchange-rate adjustment.
Governments whose voters’ vulnerability profiles do not align with the
national profile, will also adjust externally in this environment, but this
choice will be more contentious. As a result, these governments are likely to
combine external adjustment with policies that buffer the negative effects of
devaluation for their constituents. For example conservative governments
may additionally design programs supporting holders of foreign-currency
denominated debt.* Regardless of which party governs, government voters
should therefore be harmed least by the crisis.
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Similarly, there will be a broad political consensus in Profile III countries
that internal adjustment is preferable to devaluation. But because internal
adjustment can be carried out in far more varieties than external adjustment,
it is more susceptible to particularist interests and political conflict over spe-
cific policy design. Crisis management is therefore likely to be more conten-
tious than in countries pursuing devaluation. In addition, austerity should be
easier to implement for conservative parties than left parties. But all govern-
ments are likely to design the adjustment package in ways that spare their
own voters the most. For example, agrarian parties might design structural
reforms that only pertain to the industrial, but not the agrarian sector, whereas
leftist parties might introduce new progressive taxes. As a result, government
voters again will on average be hit less hard by crisis than opposition voters
or non-voters.

Crisis management will be most contested and conflictual in Profile II
countries. Because both external and internal adjustments are bound to be
painful, policymakers have no good choices to make. Political conflict both
about the general crisis response and the design of specific policies will be
rife, leading to political protests and turmoil. Governments will design reform
packages that once more try to shelter their own voters as much as possible
from the repercussions of the crisis, with left governments relying somewhat
more on external and right governments more on internal adjustment mea-
sures. Nonetheless, this is likely to be more difficult than in the other cases.

Finally, because adjustment is not associated with large costs, responding
to BOP pressures is going to be a largely depoliticized issue in Profile IV
countries, although the specific policy design will once more reflect the par-
tisan interests of the government.

Empirical Evidence: Crisis Management in Eastern
Europe

To what extent can this argument explain national variation in crisis responses,
crisis politics, and distributive outcomes? In particular, can it explain why
some democracies choose to implement painful domestic reforms, even
though this has proven to be a very difficult undertaking in past crises? To
empirically assess the argument proposed above, this section conducts a
comparative case study of the only crisis episode so far in which a consider-
able number of democracies successfully implemented internal adjustment. It
focuses on eight new EU member states in Central and Eastern Europe that
experienced BOP pressures in the wake of the global financial crisis (2008-
2010): Bulgaria, the Czech Republic, Estonia, Hungary, Latvia, Lithuania,
Poland, and Romania.
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This group of countries lends itself well to a comparative case study analy-
sis: The region had boomed in the years following EU accession and all eight
countries exhibited current account deficits in the run-up to the crisis. When
the collapse of Lehman Brothers sent shock waves around the world in the
fall of 2008, the region was hit particularly hard (European Bank for
Reconstruction and Development [EBRD], 2010). All eight countries faced
BOP pressures in the wake of the global financial crisis. As members of the
European Union, these countries also shared a broad regulatory framework
and had access to EU funds that could to some extent be used to cover exter-
nal financing needs. But because they had not yet adopted the euro when the
crisis hit, these countries were much less constrained in their choice between
internal and external adjustments than the countries in the Eurozone.

Despite these similarities, the eight countries pursued a diverse set of strat-
egies in response to the crisis. Some countries adjusted internally, others
relied mainly on external adjustment, and some chose more mixed strategies.
Certain countries relied heavily on external financing support, whereas others
implemented their anti-crisis strategies without major external funding. Some
acted swiftly, some only after considerable delay. Crisis politics varied con-
siderably as well, being fraught with severe political conflicts in some coun-
tries, whereas crisis management was not very contentious in others.

The argument suggests that the differences in Eastern European crisis man-
agement and crisis politics should be related to variation in national vulnera-
bility profiles. To test this claim, I first identify each country’s vulnerability
profile based on an estimation of the potential costs of external and internal
adjustment and then analyze whether variation in cost profiles is associated
with variation in policy responses, crisis politics, and reform outcomes.

Vulnerability Profiles

To classify countries by their vulnerability profile, I use principal compo-
nents analysis (PCA) to construct two indices that gauge the potential cost of
external and internal adjustments for each country. PCA is a method that
reduces the information contained in several variables by calculating “com-
ponents” that capture as much variation from the original variables as possi-
ble, taking into account the correlation between these variables. Each
principal component can be interpreted as a common underlying dimension
of the original data. Based on a sample comprising the eight Eastern European
countries studied in this article and all European Monetary Union (EMU)
countries that recorded a current account deficit in 2007, I conduct two sepa-
rate PCAs for two sets of variables associated with the costs of external
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adjustment and internal adjustment, respectively. I then use the first principal
component from each analysis as a measure of the potential cost of adjust-
ment. Details on the analysis and the operationalization are presented in the
online appendix.

The variables used in each PCA analysis reflect the theoretical expecta-
tions about the factors driving the cost of each adjustment strategy and take
the values for the year 2007, that is, the year before the global financial crisis
took its toll in Europe. External adjustment is particularly costly for countries
owing net external and foreign-currency debt, struggling with inflationary
pressures, and following a fixed exchange-rate regime, and is less costly for
countries with a large export-oriented sector. These factors are operational-
ized by the following variables (Table 1): net external debt in percent of gross
domestic product (GDP), the Net International Investment Position in per-
cent of GDP (both European Commission, 2014), the foreign-currency expo-
sure of the non-financial sector (based on Bank for International Settlements
[BIS], 2015; Brown, Peter, & Wehrmiiller, 2009),° the size of the export sec-
tor in percent of GDP and the inflation rate (both Eurostat, 2015). Because
having a fixed exchange-rate regime did not load strongly on the first dimen-
sion and had a negative loading, I chose not to include it in the index so as to
have a clearly interpretable measure of external adjustment costs. Instead, I
will address the variation in exchange-rate regimes when interpreting the
results. I use the predicted values of the first principle component, which
explains 49.3% of the variation in the data, as my measure for the potential
costs of external adjustment.

Internal adjustment is costly when it is implemented in a weak macroeco-
nomic and fiscal environment and when economic structures are rigid and
deeply entrenched. To capture these aspects, I include the unemployment
rate, the size of the government budget deficit (both Eurostat, 2015), general
government sector debt in percent of GDP (European Commission, 2014),
and a measure of the rigidity of employment (World Bank, 2007) in my anal-
ysis. Once more, I use the predicted values from the first principal compo-
nent, which captures 52.1% of the variation in the data, as my measure for the
potential costs of internal adjustment.

Figure 2 shows the vulnerability profiles of the eight Eastern European
economies on the basis of these two indices. The size of markers varies, with
larger circles representing larger current account deficits (Eurostat, 2015) and
hence a higher need for adjustment. Bulgaria, where the current account defi-
cit in 2007 amounted to 25.2% of GDP, and Latvia (22.4%) exhibit the big-
gest current account deficits, whereas deficits are much smaller for the Czech
Republic (4.3%) and Poland (6.2%).
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Figure 2. Vulnerability profiles of eight Eastern European countries.

Size of markers correspond to the 3-year average of the current account deficit (2005-2007).
Indices are constructed as predicted values of PCAs and based on 2007 values (see text and
online appendix). PCA = principal components analysis.

The graph shows that each vulnerability profile is represented by at least
one country case. Poland exhibits a vulnerability profile I. High unemploy-
ment and a strained fiscal situation were bound to make internal adjustment
more painful than a depreciation of the currency in an environment of low
external and foreign-currency debt, well-contained inflation expectations,
and a flexible exchange-rate regime. Romania and Hungary both have a vul-
nerability profile II, putting these countries in the uncomfortable position of
facing high costs associated with both external and internal adjustment. This
was mainly based on their high levels of foreign-currency denominated bor-
rowing coupled with a strained fiscal position. The biggest cluster of coun-
tries exhibits the unusual vulnerability profile III and consists of Bulgaria,
Estonia, Latvia, and Lithuania. These countries were very vulnerable to
exchange-rate devaluation. Not only had private borrowing abroad and in
foreign currency been very high (European Central Bank, 2011) in these
countries. External adjustment also meant giving up their fixed exchange-rate
regimes in the form of currency boards and/or membership in the ERM 11
mechanism, which would put the near-term goal of euro adoption in jeopardy
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(which for the Baltic states also had a geopolitical dimension in terms of
deepening the ties with the West in light of geopolitical challenges posed by
Russia) and carried large contagion risks across the other fixed exchange-rate
regimes. At the same time, rather flexible labor markets (Purfield &
Rosenberg, 2010) and a sound fiscal situation reduced the potential costs of
internal adjustment in these countries. Finally, due to a strong export orienta-
tion, low level of external and foreign-currency denominated debt, and rather
flexible economic structures, the Czech Republic exhibited a vulnerability
profile IV, suggesting that relatively low potential costs of both external and
internal adjustments.

Managing the Crisis in Eastern Europe: Policy Responses,
Response Speed, and Reliance on Financing

Was this variation in vulnerability profiles associated with variation in
national policy responses? Table 2 shows that although all eight countries
experienced BOP pressure in the wake of the global financial crisis, their
reactions to this pressure differed substantially. Poland (Profile I) and the
Czech Republic (Profile IV) let their exchange rates depreciate immediately
when their currencies came under pressure in the late summer of 2008 and
initially even pursued expansionary fiscal and monetary policies, rather than
austerity policies. Poland additionally sought access to a precautionary IMF
program, which gave Poland the option—ultimately not used—to draw on
IMF funds quickly if strong speculative pressure should emerge.” Although
both countries benefited from accelerated access to structural and cohesion
funds from the European Union, the crisis response undertaken by the Czech
and Polish governments can thus be characterized as swift external adjust-
ment with very limited recourse to financing.

In Hungary and Romania (Profile II), policymakers showed more reluc-
tance to adjust. When their currencies came under pressure in 2008, both
national central banks raised interest rates and intervened on the foreign
exchange market to counter this pressure. But when depreciation nonetheless
accelerated, both countries sought help from the international community,
most notably the IMF and the European Union. Hungary concluded a US$25
billion package with the IMF, the European Union, and others in October
2008, and Romania followed with a US$27 billion package in March 2009.
In return for these funds, both countries agreed to pursue substantial fiscal
consolidation and structural reforms. Both countries thus combined elements
of external and internal adjustments and the crisis trajectory was painful:
Unemployment and the proportion of non-performing loans increased, wages
fell, and real GDP fell by almost 7% in 2009.
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Policymakers in the Baltic states and Bulgaria (Profile III) chose a very
different path to address their large current account imbalances. They speed-
ily implemented far-reaching and painful domestic reforms such as wage
reductions, cuts in public employment and other expenditure cuts, as well as
tax increases aimed at an “internal devaluation” of prices, while keeping
exchange rates unchanged (for a more detailed discussion, see Aslund, 2010;
Kattel & Raudla, 2013). In all four countries the internal adjustment strategy
was successful, but also caused a collapse in growth and massive increases in
unemployment. All four countries combined their adjustment policies with a
financing component to counteract the strong pressure on their currencies
and banking sectors. They all used their foreign-currency reserves and exter-
nal funds from the European Union, which were granted mainly through an
easier access to structural and cohesion funds. In addition, the Baltic coun-
tries received bilateral support from the Nordic countries, whose banking
sectors were heavily exposed to these economies. But only one country
(Latvia) turned to the IMF to receive large-scale BOP support in the form of
a regular stand-by agreement.

The analysis thus supports the hypothesis that the type of vulnerability
profile determines the choice of adjustment strategy and the reliance on
financing.

Crisis politics. Eastern European countries not only responded differently to
the crisis but also differed with regard to the severity of political conflicts
associated with crisis politics.

In line with expectations (see Figure 1) for countries with a vulnerability
profile I, the choice of the external adjustment path was uncontroversial in
Poland (Myant, Drahokoupil, & Lesay, 2013). The depreciating currency was
not much discussed and the export industry even welcomed it (Bernaciak,
2013). From a partisan perspective, the implementation of counter-cyclical
Keynesian policies coupled with exchange-rate adjustment may seem puz-
zling for a centrist government. However, considering that the government’s
largest political challengers were situated at the right of the political spectrum,
this strategy appears more in line with the government’s partisan interests. The
uncontroversial nature of the crisis management is reflected in the high level
of public support for the centrist coalition government under Prime Minister
Donald Tusk, which remained comfortably high throughout the crisis (CBOS
Public Opinion, 2011; Tworzecki, 2012). Both government parties did well in
all elections, including the presidential elections in July 2010, local elections
in November 2010, and the parliamentary elections in October 2011, and
Poland was one of the few countries in the region where more conservative
challengers did not replace the incumbent government during the crisis.
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Crisis politics in Hungary and Romania were much more conflictual. As
expected for countries with a vulnerability profile II, crisis management in
both countries proved highly controversial and incumbents faced signifi-
cant political problems and electoral challenges (although these political
difficulties were not solely related to the economic crisis but also to corrup-
tion charges, especially in Romania). In Hungary, the Socialist minority
government, which mainly represented “cosmopolitan, post-communist
and anti-clerical” voters (Bértoa, 2014, p. 24), held office when the forint
came under strong speculative pressure in the fall of 2008. During this epi-
sode economic conditions substantially worsened. The government’s policy
response, a mix of depreciation, an IMF program, and some internal adjust-
ment, was unpopular and the Socialist Prime Minister Ferenc Gyurcsany
resigned in March 2009 amid public protests and strikes. His government
was replaced by a more technocratic government, which implemented
deeper spending cuts and more far-reaching structural reforms in an attempt
to ease pressure on the currency, while also creating several policy instru-
ments designed to support households holding foreign-currency debt. But
as unemployment and inflation continued to increase, discontent with the
government rose especially among poorer voters (Varnagy, 2010). In the
next regular elections in April 2010, the incumbent Socialists lost about two
thirds of their seats in parliament, whereas the main opposition party, the
rightist Fidesz, won a landslide victory and a new extreme right party
(Jobbik) emerged as a player on the political scene. In Romania, the incum-
bent center-right coalition government was resoundingly defeated in elec-
tions held at an early peak of the crisis in November 2008. After difficult
negotiations, a new center-left coalition government formed, but conflicts
regarding how to address the economic crisis quickly arose between the
coalition partners. Although the IMF program committed the governing
parties to internal adjustment measures, these were implemented in a half-
hearted manner (Stan & Zaharia, 2010). The divergent policy stances of
both parties led to increasing tensions within the government, culminating
in its breakdown in October 2009 amid major protests against the govern-
ment’s austerity measures. In line with conservative voters’ interests, the
new center-right government subsequently implemented more austerity
(Aslund, 2010). But political difficulties continued: In June 2010, the gov-
ernment narrowly escaped a vote of no confidence over its proposal to cut
public sector wages and pensions and in October a general strike with
800,000 participants paralyzed the country. The difficult political environ-
ment led to significant delays in crisis resolution. The experiences of
Hungary and Romania thus highlight the political difficulties associated
with adjustment in countries with a vulnerability profile II.
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In the Baltic republics and Bulgaria (vulnerability profile III), the choice
of internal adjustment and the decision to maintain exchange-rate stability
enjoyed strong popular and political support, even though the consequences
of this policy response were harsh (Bukovskis, 2014; Kattel & Raudla, 2013;
Kuokstis & Vilpisauskas, 2010). Even in Latvia, the hardest hit of the four
countries, an opinion poll conducted at the peak of the crisis in August 2009
showed that almost two thirds of respondents wanted their currency’s peg to
the euro to remain unchanged (Aslund, 2010). Although external adjustment
was discussed as a distinct policy option in international policy circles® and
was initially the IMF’s preferred policy response for Latvia (International
Monetary Fund [IMF], 2009; Liitz & Kranke, 2014), this option was ruled
out, or not even considered, by most domestic analysts (Kuokstis &
Vilpisauskas, 2010). And although political tremors affected all four coun-
tries and changes in the government occurred in each case, more reform-
minded parties and politicians were voted into office (Table 2). As these were
more right-leaning parties, many of their voters were the better-off, but were
also more likely to hold foreign-currency debt, which increased their support
for internal, rather than external, adjustment. This is not to say that the path
of internal adjustment was politically easy. In January 2009, riots erupted in
the capitals of Latvia and Lithuania, following demonstrations against auster-
ity measures and the government more generally. In most countries, the coali-
tion partners in government fought over specific austerity and structural
reform measures. In Estonia, the Social Democrats left office when their
more right-leaning coalition partners proposed reforms that squarely hurt the
Social Democrats’ core voters (Raudla & Kattel, 2011). But whereas the spe-
cific design of the internal adjustment measures were debated, the strategy
itself was never substantively questioned. This broad overall support for
internal adjustment and comparatively modest political difficulties are
unusual. Given the pain internal adjustment generated through the massive
increase in unemployment (it more than tripled in the Baltics), higher taxes,
and significant cuts in wages and public expenditure, conventional political
economy approaches would lead us to expect much more far-reaching politi-
cal difficulties, protests, and election outcomes (e.g., Eichengreen, 1992;
Pacek, 1994; Remmer, 1991; Simmons, 1994). Although this broad consen-
sus about the strategy of internal devaluation also partly stemmed from geo-
political concerns about Russia and the wish to tie the country ever more
closely to the West through EMU membership (especially in the Baltics), the
Baltic “patience culture,” and the weakly developed civil society (Kattel &
Raudla, 2013; Kuokstis, 2013), this consensus seems to have been facilitated
by the vulnerability profile that clearly led to a preference of internal over
external adjustment.
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Finally, in the Czech Republic (Profile IV), the choice of the external
adjustment path was uncontroversial. Nonetheless, Czech politics were tur-
bulent in the years surrounding the global financial crisis. The inherently
unstable coalition and scandal-ridden government fell in a vote of no confi-
dence in March 2009 and was replaced by a technocratic caretaker govern-
ment, and two new parties entered the political scene. Notably, however, this
instability of Czech politics had begun before the crisis and was not directly
related to the decision to let the exchange rate depreciate (Aslund, 2010). In
fact, the depreciation of the koruna played no role in the political debate,
which was dominated by other issues, such as the ratification of the Lisbon
Treaty, the location of an American anti-missile radar in Czech territory, and
questions about church property (Linek & Lacina, 2010). Only the salience of
fiscal policy increased over time (Stegmaier & Vlachova, 2011). The Czech
case thus shows that domestic politics is likely to be rather unaffected by
BOP adjustment when vulnerability to both internal and external adjustments
among influential societal groups is low.

Policy outcomes:The distributional effects of crisis management. The analysis
so far has shown that, in line with my argument, different vulnerability pro-
files were associated with variation in policy responses and political conflict
in Eastern Europe, whereas governments’ partisan ideology was unrelated to
the general choice of adjustment path. But I have additionally argued that
partisan interests should affect the specific policy design and the distributive
outcomes of the crisis. A closer look at the cases supports this expectation.
For example, in Estonia, the government coalition had originally also
included the Social Democratic party, but this coalition broke apart over a
conflict about the specific reforms included in a new austerity package:
Whereas the Social Democrats pushed for an increase in the income tax to
finance higher unemployment benefits, its more conservative coalition part-
ners refused to increase spending on unemployment benefits. The Social
Democrats ultimately left the government and the conservative minority gov-
ernment pushed through the package in June 2009 with the help of the Green
party, whose support was won by increasing environmental fees and taxes
(Raudla & Kattel, 2011). Among others, this package curbed unemployment
benefits and increased value-added tax (VAT), measures that clearly hurt the
poorer part of the population, who no longer had strong advocates in the gov-
ernment coalition. In Poland and the Czech Republic, overseeing the depre-
ciation of the national currencies was facilitated for the (center-)rightist
governments by the fact that it was strongly supported by the export sectors
in both countries. Moreover, the governments complemented this external
adjustment with policies specifically targeted at particularly important voter
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groups, such as entrepreneurs. For example, new tax deductions for small and
medium-sized enterprises were implemented in Poland and business taxes
and social insurance contributions were reduced in the Czech Republic
(Myant et al., 2013). In Hungary, the ruling Socialists had complied with IMF
conditionality, restructuring the tax system and changes to the pension sys-
tem, but shied away from proposing substantive cuts in government spend-
ing. The government also compensated public sector employees for bonuses
that had been cut as a consequence of the IMF program (Economist Intelli-
gence Unit, 2009). Similar examples can be found in the other countries
examined in this article.

To test the hypothesis that incumbent policymakers design specific poli-
cies in ways that privilege their own voters in a more systematic manner, [
use data from the fifth round of the European Social Survey (ESS) from
October 2010.° The survey covers four of the countries analyzed in this arti-
cle. These countries vary with regard to vulnerability profiles, choice of
adjustment strategy, and government ideology and include Poland (Profile I,
external adjustment, centrist government), Hungary (Profile II, mixed adjust-
ment and financing, left government), Estonia (Profile III, internal adjust-
ment, rightist government), and the Czech Republic (Profile IV, external
adjustment, rightist/technocratic government). The survey includes a battery
of questions on the effects of the global financial crisis, two of which I use to
investigate the distributive effect of the government’s crisis management on
individuals. These questions ask respondents to rate on a 0 (not at all) to 6 (a
great deal) scale whether they “have had to manage on a lower household
income” and whether they “have had to draw on [their] savings or get into
debt to cover ordinary living expenses” over the past 3 (crisis) years.!0

I then assign each respondent into one of three categories: government
voters, opposition voters, or non-voters. For this purpose, I first identify the
political parties that were in government during most of the crisis period.
Governments were stable throughout the crisis in Poland (Civic Platform and
the Polish Peasants’ Party) and Estonia (Estonian Reform Party and Union of
Pro Patria!'), where government parties were still in place when the ESS poll
was conducted. In Hungary and the Czech Republic, however, the govern-
ment composition changed throughout the crisis. I code the Socialist Party (in
office between May 2008 and May 2010) as governing party in Hungary. The
Czech Republic had a technocratic, non-partisan government between April
2009 and June 2010. I code those parties who supported this government as
government parties: Civic Democratics, the Social Democrats, and the
Greens. In a second step, I code respondents’ answers about on which party
they feel closest to (Question B20a), or, if this information is not available,
which party they had voted for in the last election (Question B12) and whether
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Figure 3. Impact of the crisis on households, by voter group.

Weighted mean values for each voter group. Government voters are identified as voters of
the parties that were in government during most of the crisis. Data are from the European
Social Survey 2010 (conducted in October 2010). EE = Estonia; HU = Hungary; CZ = Czech
Republic; PL = Poland.

they had voted at all in the last election (question B11). In a third step, I clas-
sify respondents as government voters, if they had voted to or felt close to
those parties that were identified as government parties in step 1. Individuals
who voted for a political party that was not in government during most of the
crisis are coded as opposition voters, and respondents who did not vote in the
last election are coded as non-voters.

Figure 3 shows that in all countries, voters in the government camp fared
better than voters in the opposition camp and non-voters. For both measures
of the personal crisis impact, the figure displays the weighted means of
respondents’ assessment for each subgroup of respondents. The difference
between government voters and all other respondents is statistically signifi-
cant at least at the 95% level in all countries but Hungary.!? This means that
in each country, government voters felt less affected by the crisis than all
other groups—irrespective of the country’s vulnerability profile, adjustment
path, or the government’s partisan ideology. Compared with government vot-
ers, the average severity of problems reported by non-voters was between
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17% and 28% and between 11% and 17% higher for opposition voters in
Estonia and Poland, where governments did not change throughout the
crisis.

In additional analyses (reported in Table AS in the online appendix), I
compare the determinants of respondents’ assessments about the crisis effects
on their household to the composition of the government’s constituency.
These analyses show that the crisis had a regressive effect, with poorer
respondents reporting more negative effects of the crisis than richer respon-
dents. This effect was least pronounced in Hungary, the only country with a
leftist government during much of the crisis. In the other three countries,
wealthier individuals were more likely to be part of the government constitu-
ency, and were also less likely to report a lower household income as a result
of the crisis. In Poland, respondents living in rural areas also reported signifi-
cantly less serious repercussions of the crisis, possibly because they were
protected by the agrarian “Polish Peasants Party” who participated as the
junior partner in the Polish government. Likewise, in Estonia, older people
were more likely to vote for the government parties, and pensioners reported
less severe consequences of the crisis. Families were hit significantly harder
by the crisis than other households in all four countries, an effect that was
particularly large in Poland, where families were significantly less likely to
vote for the government parties. But there is also contradictory evidence. For
example, in the Czech Republic and Poland respondents that were self-
employed or working in the private or public sector reported similar effects
of the crisis—even though some of these groups were more likely to belong
the respective governments’ constituencies.

Of course, these results have to be interpreted with caution. Much research
shows that partisan cognitive biases can affect retrospective evaluations of
economic outcomes, so that these findings might simply reflect the fact that
respondents evaluate their economic experience more favorably when their
preferred party has been in government (e.g., Evans & Andersen, 2006;
Gerber & Huber, 2010; for a critique see Lewis-Beck, Nadeau, & Elias,
2008). Although this effect cannot be ruled out, three aspects reduce the risk
that these evaluations merely reflect partisan loyalties in the four cases exam-
ined above. First, the questions about the personal economic experiences in
the past 3 years were asked at a much later point in the (very long) question-
naire than the questions on electoral behavior and partisan preferences, a fact
that should lessen the partisan bias of the response. Second, in Hungary, the
government had changed a few months before the survey was conducted. A
comparison of the responses of the supporters of the past versus the current
government reveals that supporters of the current government were signifi-
cantly more satisfied with the present state of the economy (question B25,
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asked immediately after the party identification questions), whereas being a
current government voter had no statistically significant effect on individual
evaluations of the crisis effects on household income.!? These effects were
reversed for supporters of the Socialist party, which had governed during the
crisis: Supporting the Socialists had no effect on satisfaction with the current
economic situation, but these respondents reported significantly less negative
effects of the crisis on their household. Finally, the fact that in most countries
coalition governments navigated the crisis and the high levels of electoral
volatility that characterizes Eastern European democracies (Tavits, 2008)
suggests that the partisan bias might be less pronounced in these countries.

Overall, this final part of the analysis suggests that the negative effects of
the crisis and the policy responses pursued by the national governments did
have clear distributive consequences. Some groups were hit harder than oth-
ers, and despite all the differences across the four countries, the group that
emerged least harmed in each of the countries consistently was the group that
had voted for the parties in government during the crisis.

Implications for the Eurozone Crisis

The analysis of the Eastern European experience shows that when BOP prob-
lems emerged in the region during the recent global financial crisis, differ-
ences in national vulnerability profiles were associated with different crisis
responses and variation in the level of political conflict. When vulnerability
to one type of adjustment strategy clearly dominated, adjustment occurred
more swiftly and with less recourse to financing, and there was less political
conflict about the appropriate crisis management. In contrast, where impor-
tant parts of society exhibited a high level of vulnerability to both possible
types of adjustment, crisis management was very difficult. Here, the question
how the crisis should best be addressed was politicized and very controver-
sial, which is why the policy response was frequently characterized by
financing and delay, a mix of both externally and internally oriented adjust-
ment measures, and conflictive crisis politics. Despite these differences,
however, voters of the governing parties were privileged, as governments
protected their electorates from the worst pains of the crisis.

What lessons can we draw from the Eastern European experience for the
deficit countries of the Eurozone, some of which have also been experiencing
serious BOP problems during the euro crisis? As is well known, all EMU
crisis countries have embarked on a path of internal adjustment. But this path
has been easier politically for some countries than others.

Figure 4 compares the vulnerability profiles and the size of the current
account deficits of EMU deficit countries to those of the Eastern European
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Figure 4. Vulnerability profiles of EMU deficit and Eastern European countries,
2007 values.

EMU = European Monetary Union; PCA = principal components analysis.

countries, using the methodology described above. It shows significant varia-
tion in the potential costs of internal and external adjustment. Internal adjust-
ment is predicted to be particularly costly in Greece and Portugal, followed
by France and Italy, who do, however, have much smaller current account
deficits and have not been fully engulfed in the Eurozone crisis. Spain repre-
sents an intermediate case, largely because the analysis uses 2007 values (the
potential costs of internal adjustment had risen considerably by 2009).
Internal adjustment is least costly for Ireland and Cyprus, suggesting that
internal adjustment should be implemented without major political difficul-
ties in these countries. Overall, this ordering squares with the experience of
these countries during the Eurozone crisis: Greece has outdone all other crisis
countries in terms of political turmoil and conflict, but crisis politics have
been contentious in Portugal and Spain as well. In contrast, internal adjust-
ment has been less difficult to implement politically in Ireland and Cyprus.
Whereas the ordering of countries along the internal adjustment cost
dimension appears plausible, this is much less the case for the potential costs
of external adjustment. Here, the analysis suggests that the EMU deficit
countries are on average exposed to significantly lower costs associated with
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external adjustment than the Eastern European countries. This is, of course,
not true. In fact, because external adjustment would imply Eurozone exit and
possibly the loss of EU membership, the costs associated with this strategy
are exceptionally high for Eurozone members. Such a step would likely cause
financial havoc and a huge economic and political fallout both for the exiting
country and the European Union as a whole.!4

The comparison of these vulnerability profiles is nonetheless useful,
because it highlights two important points. First, the exchange-rate regime
plays a very important role in shaping the costs of external adjustment. The
index used in Figure 4 does not include information on the exchange-rate
regime, but solely focuses on economic variables, and therefore does not
adequately capture this additional dimension. Although the wider economic
and political costs associated with leaving a currency union are hard to quan-
tify, it is safe to say that Eurozone member states would all shift to the right
(higher costs of external adjustment) if these costs were taken into consider-
ation. This implies that the Eurozone deficit countries are most likely to
exhibit either Vulnerability Profile II (Greece, Portugal, France, Italy, and
Malta) or IIT (Spain, Slovenia, Ireland, Cyprus). This may help explain why
the reform process in the former set of countries has been so painful and
drawn-out and why there has been a strong reliance on external financing in
the form of bailouts, the European Stability Mechanism (ESM) and support
from the European Central Bank (for a related argument, see Hall, 2012;
Genovese, Schneider and Wassmann, 2016).15

Moreover, most of the Eurozone crisis countries have on average had much
more centrist governments than those Eastern European countries that adjusted
internally. Because implementing austerity policies is more difficult for these
governments, especially in a Vulnerability Profile II context, it is not surpris-
ing that the euro crisis has been associated with political upheavals in these
countries: In the course of the crisis, incumbents have been punished elector-
ally, support for radical parties has increased and protest politics have become
more prevalent in the wake of crisis (e.g., Bosco & Verney, 2012; van Gent,
Mamadouh, & van der Wusten, 2013). Classifying Ireland and Cyprus as
Profile IIT countries can also help explain why crisis politics have been much
less difficult in these countries, although they have been more contentious
than in the Eastern European countries with a similar vulnerability profile.

Second, the variation in the economic costs of external adjustment among
Eurozone countries is interesting, because it suggests that the costs of euro
exit—although indiscriminately high—are likely to vary across EMU mem-
ber states. For example, the analysis of the Eastern European cases high-
lighted the importance of foreign-currency denominated debts. At first
glance, this issue is of minor importance for EMU countries, because the vast
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majority of debt in the Eurozone is denominated in euros. However, the intro-
duction of a national currency would effectively turn this euro-denominated
debt into foreign-currency debt, and the question whether these debts should
be denominated in the new national currency or in euro would likely consti-
tute one of the most contentious topics of negotiations surrounding an EMU
exit. Governments would probably try to mandate the conversion of some of
these loans into domestic currency, but this will be easier for some kinds of
debt (such as loans from domestic banks) than others, and the prevalence of
these debts differs significantly across countries (BIS, 2015).1¢ Likewise, the
size of the export sector varies significantly. For example, exports contribute
to 77% of GDP in Ireland, but only 22% in Greece (Table 1). Although this
variation in the potential costs of euro exit does not seem to matter much in
light of the exceedingly high overall costs for EMU member states, it may
become a salient issue in the future if some form of an EMU breakup turns
into a political option (for historical precedents see Cohen, 1993).

The analysis of the Eastern European experience has an additional implica-
tion for Eurozone deficit countries. It suggests that well-entrenched groups and
the core voter groups of the governing parties tend to be hurt least during BOP
crises. The fact that less politically active groups (such as young people and the
unemployed) have borne the brunt of adjustment in most EMU crisis countries,
whereas structural reforms aimed at dismantling long-standing privileges of cer-
tain groups have stalled, suggests that this holds for the Eurozone as well (e.g.
Fernandez-Albertos and Kuo, 2016). But the Eurozone crisis also demonstrates
that partisan concerns do not influence the choice of general adjustment strat-
egy—irrespective of governments’ partisan composition, all Eurozone govern-
ments have invariably opted for internal adjustment strategies.

Conclusion

Financial crises pose enormous challenges for policymakers and force them
to make unpopular decisions. Often, governments do not survive such crises,
although some governments manage to maintain popular support. This article
has argued that despite the high salience of crisis politics, the fundamental
choice between different crisis strategies is largely technocratic in nature.
Rather than political preferences, it is a country’s vulnerability profile that
determines the general strategy with which policymakers address BOP crises.
Although these vulnerabilities tend to be the product of earlier policy choices,
they strongly constrain policymakers’ options in the context of a crisis.
Politics enters only where policymakers have discretion within the broad
structures of the general adjustment strategy: in the design of specific policies
and reforms that either buffer the effects of adjustment for the government’s
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core voter groups, or protect them from adjustment altogether. Here, crisis
politics is most controversial when the stakes are high, that is, when all types
of adjustment are costly.

The article thus highlights the constraints under which countries operate
when they interact with the global economy. Large current account deficits
have to be financed, and when private capital flows are no longer forthcom-
ing for this purpose, countries are forced to adjust their policies. This often
means that policymakers have to implement painful policies, and illustrates
the extent to which global economic integration can curtail national democ-
racy (Rodrik, 2011)—the inability of the Greek people to democratically
decide that no further austerity (or euro exit) should be implemented in the
July 2015 referendum is a case in point. Yet, at the same time, the article has
shown that the behavior of political actors is resilient. On the microeconomic
level, policymakers do manage to design specific reforms to the benefit of
their voters even in highly constrained settings.
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Notes

1. Adjustment can also be achieved by raising relative prices in countries with cur-
rent account surpluses. But the weaker bargaining position of deficit countries
means that they tend to bear most of the adjustment burden (Stallings, 1992).
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2. Elements of these adjustment strategies can also be combined.

3. To avoid such a situation, official foreign funds are usually only provided under
strict conditionality, which requires recipient countries to implement reforms in
return for access to foreign funds.

4. Left governments are equally likely to implement specific policies in support of
their constituency when voters are vulnerable to devaluation.

5. The sample includes Malta and Cyprus that had been admitted to join the
Eurozone on January 1, 2008, in May 2007. I include the Eurozone countries
both to have a broader set of comparable countries on which to base the analysis
on and to be able to compare the vulnerability profiles of the European Monetary
Union (EMU) deficit countries to the Eastern European countries.

6. Potential foreign-currency exposure in EMU countries is calculated as the share
of non-financial private sector debt that does not come from domestic banks,
assuming that it would be difficult to convert this debt into national currency
debt in case of a Eurozone exit.

7. This new type of International Monetary Fund (IMF) program gives countries
with strong economic fundamentals precautionary access to IMF funds as a shield
against speculative pressure and ideally does not lead to any disbursements.

8. Examples include Kenneth Rogoff (Bloomberg, June 29, 2009) and Paul
Krugman (New York Times Blog, December 23, 2008).

9. www.europeansocialsurvey.org

10. Questions G8 and G9, respectively.

11. The Social Democratic Party left the government coalition in May 2009 and is
therefore not identified as a “government party.”

12. In Hungary, the Hungarian Socialist Party became very unpopular over the
course of the crisis. In the European Social Survey (ESS) data, only 14% of vot-
ers identify with this formerly largest party, suggesting that many former MSZP
(Magyar Szocialista Part [Hungarian Socialist Party]) voters are not counted as
government voters in the analysis.

13. Results are available in the online appendix (Table A9).

14. This explains why the euro crisis countries have been able to draw on unprec-
edented amounts of external financing granted by other EMU members, see also
Copelovitch and Enderlein (2014) and Jones, Kelemen and, Meunier (2016).

15. Which has been provided on an unprecedented scale by the other EMU mem-
bers, who equally fear the costs associated with Eurozone breakup.

16. Moreover, by converting the debts into domestic currency, this may expose
domestic banks to currency risk.
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