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INTRODUCTORY REMARKS

Kostas Ah. Karamanlis

This report is a written record of a successful international
meeting at The Fletcher School in Medford, Massachusetts,
on October 28, 2011. Scholars and policy-makers from Eu-
rope and the United States engaged in a lively debate under
the broad title: “A World of Crisis and Shifting Geopolitics:
Greece, the Eastern Mediterranean and Europe”.

The purpose of the meeting was to analyze and discuss
the recent momentous developments in and around Greece,
including the ongoing economic crisis, while celebrating the
10* anniversary of the Constantine G. Karamanlis Chair in
Hellenic and European Studies at The Fletcher School, Tufts
University.

The Chair bears the name of, and honors the legacy of
Greece’s late president and leading statesman, Constantine
Karamanlis. It is the only chair of its kind. Rather than having
a permanent chair, it is based on rotation and has been held
by seven professors to date, representing the broader spec-
trum of social sciences, including history, politics and inter-
national relations. Instead of dealing with Greece’s glorious
past, the focus of the Chair is the politics of contemporary
Greece. Over the years, it has also provided a much needed
welcoming environment for the study of modern Europe.

This linkage between Greece and Europe becomes even
more appropriate since it was Karamanlis’ central political
goal. Karamanlis was born in the crumbling Ottoman Empire
and lived through the turmoil and upheavals of an impov-



erished, unstable and polarized Greece. He devoted his life
to helping lift Greece out of its centuries-old poverty and
endow it with a stable, modern and democratic constitution.
Karamanlis’ crowning achievement was Greece’s early entry
into the European Union in 1981, as he was a firm believer in
European unity and Greece’s Western and European voca-
tion.

Three decades later our thoughts are being dominated
by the serious and worsening crisis that has afflicted Greece
and, to a lesser extent, Europe as a whole. For Greece, this is
rapidly becoming an existential threat and of which many of
the constants of life my compatriots and | have been taking
for granted are being shaken to their core.

Furthermore, Europe itself is being put to the test. An in-
escapable crossroad and a fundamental choice is fast ap-
proaching: either Europe will move towards an economic
union in support of the euro with all the implications such
a move carries for enhancing the solidarity of the rich north
towards the struggling south or, Europe will unravel, with the
euro in its present form, falling victim to the lack of political
will, wisdom and leadership.

Because the costs of failure are so high, | remain optimis-
tic that a resolution will be reached. Already, many of the or-
thodoxies upon which the monetary union rested have been
abandoned, gradually and, often, quietly. But, the ultimate
challenge remains the reconciliation of Europe’s bureaucrat-
ic politics with democracy. It is only with the provision of a
strong democratic mandate that Europe will be able to com-
plete its integration and find a stable equilibrium.

These issues, and many more, in all their complexities and
inter-connectedness, were debated during the meeting. An
effort is made to preserve some of the vitality of the oral
exchanges in this report while presenting, in a systematic
form, the arguments and counter-arguments. This includes
the lively debate that took place on the re-introduction of
the drachma, in the presence of Lucas Papademos, who took
over as Greece’s premier only a few days after the meeting.

| would like to thank and congratulate the current holder
of the Chair, Professor Michalis Psalidopoulos, and his col-
leagues, for organizing this gathering and for all their work
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in enriching and expanding the Chair. | am grateful to all the
speakers, and now writers, for investing their time and join-
ing our efforts to enrich the intellectual and policy debate on
a matter of crucial importance for Greece, Europe, and the
world at large.

The Karamanlis Chair was established to provide a bridge
of understanding between the old and the new worlds, be-
tween Greece and America. In these trying times, such an
understanding is more vital than ever before. This report
validates our original vision and reconfirms the belief that
meeting the policy challenges of today presupposes serious,
open-minded, and open-hearted research and analysis.

Athens, February 10, 2012
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EDITOR’S INTRODUCTION
AND ACKNOWLEDGMENTS

Michalis Psalidopoulos

The 10" anniversary of the Constantine G. Karamanlis Chair in
Hellenic and European Studies at The Fletcher School, Tufts
University, was a productive academic meeting that enabled
scholars and interested participants to engage in intensive
and rewarding discussions, promoting scientific inquiry and
advancing a better understanding for Greece, Europe, and
the Southeastern European region. The present publication
captures the presentations at the conference and testifies to
the quality of scientific exchange that took place.

| would like to thank the conference participants for send-
ing their papers. The papers provided by Gerhard Knaus and
Lucas Papademos were transcribed from their oral presen-
tations and are published without having been edited by
them. The responsibility of these two titled papers lies with
the present editor. References and forms of citation differ as
each author had the freedom to use his own style.

| would also like to thank The Fletcher School’s Dean Ste-
phen Bosworth and Academic Dean Peter Uvin, as well as the
Karamanlis Foundation in Athens for their encouragement
and support. Financial assistance from the National Bank of
Greece is gratefully acknowledged. We extend our gratitude
to Peter Uvin, Lucas Papademos, Elaine Papoulias, and Dante
Roscini who moderated the four panels. Finally, | would like
to express my appreciation to Jennifer Weingarden, head
of the Office of Development and Alumni Relations at The
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EuroPE AND THE UNITED STATES IN THE NEwW WoORLD ORDER

Irag in 2003. Although we were militarily successful, we now
know that we faced years of instability. Of course, Libya is not
Irag. However, Libya is a country that could splinter into war-
ring factions. The question for us is what, if any, role should
NATO now play. Should NATO become more active in assur-
ing that weapons do not get into the wrong hands, if not in
the infinitely more complex tasks of nation-building?

Several conclusions emerge from these brief summaries:

1. The US essentially acted on its own where it was able
to do so and where the threat perception was greater
and different than that of its NATO allies as revealed by
9/11 and even more sharply by the military campaign
against Saddam Hussein which produced deep transat-
lantic and intra-European division.

2. The US was prepared to leave to NATO-European allies
the principal role in which US interests were deemed to
be less fully at risk. The US chose, in the case of Libya,
to lead from behind.

3. In Afghanistan and Libya NATO, operating under a UN
mandate, provided a framework for the formation of
coalitions of the willing that included several NATO
members operating under differing national caveats,
with some countries conducting combat missions and
others working in support missions. This was probably
inevitable given the original purpose of NATO’s Af-
ghanistan involvement in the form of ISAF.

4. NATO has provided an organizational instrument, in-
cluding command structure, for multinational coali-
tions in the case of Afghanistan and Libya. NATO, it
can be argued, has been necessary but not sufficient,
with non-NATO members also participating as essen-
tial partners. For example, Australia in Afghanistan and
the UAE in training missions in Libya: the NATO Libya
operation provided evidence that effective military op-
erations can be carried out without putting American
forces on the ground. This is in keeping with the success
of the air campaign in 1998 against Milosevic’s forces in
Kosovo leading to the ouster of Milosevic.

5. Transatlantic relations of the past decade point to the
fact that NATO continues to lack consensus on when,
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where, or how forces will be used on a more global ba-
sis beyond Europe. Since this is a situation that shows
no sign of being changed, we will probably continue to
base operations on a coalition of the willing even when
we have NATO authorization because only several
member countries are likely to be active participants.

. Another conclusion is the fact, as former Secretary of

Defense Gates pointed out, that we have a two-tiered
alliance, in which some members have military capabili-
ties to bring to the table and others do not.

. Given the nature of the global issues facing the United

States and Europe, it will be increasingly necessary to
work with non-NATO countries. Such coalitions, with
US-European core membership, have emerged in the
past decade, as we have seen in the case of the Af-
ghanistan and Libya operations within NATO and the
Irag case outside NATO.

Finally, the global landscape presents many other con-
tinuing challenges and opportunities for NATO in arenas that
are likely to increase in importance in the years ahead. These
are issues that, in some cases, are an outgrowth of 9/11 and,
in other cases, the result of new forces shaping the global
setting:

Greater intelligence sharing across a spectrum of
security issues that came to the fore with 9/11 and
can be expected to grow in importance in the years
ahead.

The cyber domain, with the cases of Estonia and
Georgia having already led NATO to establish a cyber
center and to think about the implications of cyber
war for Article 5 and other NATO issues. When, for
example, is a cyber attack on one member’s systems
regarded as an attack on all NATO members and
what should be the responses, kinetic or otherwise?
Countering piracy with NATO members with mari-
time forces already working together to interdict
piracy off the Horn of Africa and elsewhere and to
protect vulnerable sea lines of communications.
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e Special Operations Forces, with the establishment of
a NATO headquarters for special operations and un-
der the realization that NATO members have niche
capabilities in special operations that form an essen-
tial 21t century capability.

e Increasingly, there are Alliance discussions of a
“Smart Defense” approach to security requirements.
Principally, this includes ways of more fully pooling
and sharing resources among Alliance members as
defense budgets shrink. It focuses on role special-
ization around the Alliance’s core capability require-
ments (collective defense, crisis management and
cooperative security) as set forth in the Alliance’s
New Strategic Concept adopted at last year’s Lisbon
NATO Summit and to be a focal point of discussion at
the next NATO summit in Chicago in May 2012.

e A final point for us to consider is the fact that the
United States not only plans to cut overall defense
spending and force structure, but also in Secretary of
Defense Panetta’s words, to engage in a “realignment”
of US interests to the Asia-Pacific area. Increasingly
the United States will maintain a large military pres-
ence in the Pacific as a counterweight to China. This
comes at a time when NATO-European countries will
also continue to downsize their forces.

Each provides the basis for extended discussion and ac-
tion. All point to the need for transatlantic cooperation but
extend well beyond NATO’s historic perimeter as we consider
Europe and the United States in the New World Order.
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SOUTHEASTERN EUROPE:
CURRENT ISSUES AND PERSPECTIVES

Gerald Knaus

In my book “Can Intervention Work?” | argued that the in-
ternational interventions of the 1990s worked in the Balkans
while they failed in Afghanistan and Irag and that has a lot to
do with the hubris that came out of the Balkan experiences
which has affected the way we think about interventions.

But the question | have been working on mostly is wheth-
er the European Union is inspiring people, not just in Europe
but in the Southeastern European region. During the 1990s
we needed power in the Balkans and we witnessed there
the closest possible US-European cooperation. In the last 10
years, this region has been largely EU’s court and the big
guestion today is whether the current European crisis is also
fatefully undermining the ability of the European Union and
its soft power in this strategically vital region of Europe.

| will present two visions and how they coincide in the
Balkans; one is the vision of a Europe without borders. It all
started in 1985 when five European countries met and agreed
to abolish physical borders on the continent. The vision of
Schengen, the vision of a border-free Europe, is one of the
grand visions of the last 20 years. The second one is this:
the vision of Helsinki; the promise at the European Council
in Helsinki in the wake of the shock over the Kosovo war and
the determination that Europe should put the 1990s behind
itself, the vision of a huge European enlargement, which was
essentially decided in Helsinki. In Helsinki, the EU decided
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to open accession talks with Bulgaria and Romania, a com-
bined population of 30 million, to give a perspective to the
rest of the Balkans, which was then clarified in Thessaloniki
four years later and above all, to give candidacy status to
Turkey. This Helsinki vision is of a Europe that would have,
upon implementation, 600 million inhabitants, of whom 100
million will be European Muslims. A very bold vision and eas-
ily understandable, this was a vision that would take a lot of
persuasion beyond the quick decision of the leaders in Hel-
sinki in 1999. In 1999 the EU had only one small foothold in
Southeastern Europe, Greece. By 2009 the EU included the
rest of the Balkans when Romania and Bulgaria had joined
and, of course, Central Europe - and this was the Helsinki vi-
sion. A Europe that would include all the Balkans (only the
status of Kosovo is currently uncertain) and, of course, Tur-
key. EU borders moved to the East. | recently calculated that
in 1989 Europe had 25,000km of land borders. After 1989,
the creation of new states in the Soviet Union and Yugosla-
via added another 12,000km of land borders. This is rather
dramatic; no part of the world has undergone such political
change as the old continent. In the meantime, because of
Schengen almost 16,500 kilometers have disappeared, have
actually been erased. If you compare this to the 24,500 that
used to be there, you will understand why | call it Europe’s
border revolution; an incredibly bold project of just abolish-
ing borders.

The lessons of the 1990s also led to more assertive EU
diplomacy. For example, the crisis in FYROM in 2001, but
the EU moved quickly and even the US intervened to stop
the civil war from spreading. In 2008 it seemed as if the last
open state issue, Kosovo, would be resolved with Kosovo’s
declaration of independence recognized by 22 EU members.
A new generation of leaders put behind them the memory
of Tudjman and Milosevic and acted with statesmanship in
all Balkan states. Josipovic from Croatia went to Bosnia last
year to apologize for the crimes committed in the name of
Croatia in Bosnia and Boris Tadic cooperated with the Hague
tribunal and handed over Serbian war criminals. New politi-
cians emerged, such as Vesna Pusic who is very likely to be
the next Croatian foreign minister and Nazim Bushi, an Alba-
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nian in FYROM, in Skopje, the chairperson of the EU integra-
tion department.

The jewel in Europe’s crown in the last 10 years is undoubt-
edly the reformation of Turkey. A country that was really the
sick man of Europe in the 1990s, with 60% inflation, govern-
ments falling and being recomposed, six foreign ministers in
five years, economic disaster, a war in the southeast, hun-
dreds of thousands of people displaced, and torture as an
instrument of daily policing. In the last decade it experienced
the fastest growth rate in Europe. It is a country undergoing
regime change. The loss of power of the Turkish military in
the last five years is unprecedented and this summer, for the
first time ever, the highest military council was chaired only
by the Turkish prime minister with no chief or general staff at
his side. Today Turkey is knocking on the EU’s door, but it is
being viewed with suspicion.

The promise of a different kind of politics in Albania was
evident in the demonstrations which took place in Tirana and
a messy polarization that began after joining NATO. This was
not what was expected.

Furthermore, the denationalization of politics in the Bal-
kans was not reversed but in fact deepened as a result of
the current economic crisis. And even Greece, the proudest
member in this region, a member of the European Union for
decades, suddenly started projecting images of instability on
television screens throughout Europe.

As far as catching up is concerned, GDP in 2010 as a per-
centage of GDP in 1989 was 70% in Serbia, 85% in Bosnia,
and 87% in Montenegro, and now, of course, they are in a
deep crisis. Youth unemployment is not only high in Spain
and Greece. It is also high in Bosnia, Serbia, and Croatia. The
question is, is the EU betraying the Helsinki promise? Is the
stabilizing idea - that all of this region will join the EU - be-
ing betrayed by the leaders of Europe’s biggest nations? As
Angela Merkel stated two years ago in the campaign for the
European parliament of her party, the CDU, after Croatia, en-
largement should stop. Is the dream of freedom of movement
turning into nightmare? A few months ago, the Danes were
contemplating restoring border controls on their 17 kilome-
ter-border with Germany and the bridge of Sweden. And has
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the idea of European soft power moved away from Catherine
Ashton and, of course the grand vision of the Lisbon Treaty,
to Tayyip Erdogan? Is it now he who is going to Egypt and
preaching about the virtues of secularism and receiving a
rapturous welcome? Currently the debates in Tunisia are not
what can be learned from France, but what can be learned
from Turkey.

Is the EU losing the Balkans? You might all remember the
happy image of Greece’s northern neighbor, erecting statues
of unnamed warriors from the past and renaming squares,
streets, highways, and airports after having been an EU can-
didate for six years. The feeling in Skopje is that they may as
well give up on the EU as a credible vision.

| will end with a few concrete ideas and a slightly radi-
cal notion that European pessimism might affect its leaders.
The EU has enormous soft power, it just needs to know how
to use it, and it is possible to use it even in these difficult
conflicting times. On the one hand, young people in the Bal-
kans celebrate the achievement of visa-free travel. Europe’s
border revolution is in fact continuing. In the last few years,
the Western Balkan population was given something it had
desired for 20 years, visa-free travel to the EU. Conditionality
still worked. The EU actually proposed 45 very demanding
conditions and reforms that were expensive and difficult to
implement and each country was eagerly fulfilling them in a
competitive race. On the other hand, it is of crucial impor-
tance that Montenegro, following the Commission’s recom-
mendation, is given a date for starting accession talks early
next year. If this happens, Mrs. Merkel’'s proposed halt or
pause in EU enlargement will no longer be a threat, but, on
the contrary, enlargement will continue.

Let me return to Turkey and the EU. The EU-Turkey rela-
tionship is, in my view, despite all its problems, a “Catholic
marriage” where divorce is not an option. Turkey has been
flirting with the Middle East during the last few years, but is
actually returning to its traditional allies as its relations with
Syria and Iran have greatly deteriorated recently. All relation-
ships have their challenges but there is no room for com-
placency. It is well-known that there is one area that Turkey
and the EU can make headway - the Greek-Turkish border.
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Eighty percent of illegal immigrants caught last year in the
EU passed this border. This is a major burden for Greece; it is
a major burden for Europe. Turkey’s point of view is that if it
helps resolve this issue, it should be treated in the same way
as the Balkan countries and be given a visa roadmap with the
promise of visa-free travel. Turkey has a re-admission agree-
ment on the table, it has finished negotiating and wants to
sign it, but demands to be treated the same way as Albania,
Bosnia, Serbia. Many European countries, including Greece,
are in favor of Turkey’s membership. If this would happen im-
mediately, Turkish trust in the EU will be restored, because
this is a core issue that concerns EU citizens. Visa-free travel
for Turks would be good for the Greek economy. Note that
the new Turkish middle class is travelling domestically three
times as much by air now than it did eight years ago, and the
Turks going abroad have increased from 5 million in 2002 to
12 million in 2010. Turkey is rapidly developing a middle class
that travels and spends money.

In the meantime there are some bilateral disputes. For
more than a year Croatia and Slovenia disputed over a land
and a see border. In the end a compromise was found be-
cause there was a common interest. These borders would
disappear anyway. But it also took a lot of political maneu-
vering and a little bit of investment by the big European
countries, silently in the background finding a compromise.
Perhaps, this is possible also in the case of FYROM.

Meanwhile, there are some bilateral conflicts. For more
than a year Croatia and Slovenia disputed their land and sea
borders. Finally, they compromised due to a mutual interest,
but it also took a lot of behind-the-scenes silent political ma-
neuvering and some investment by the big European coun-
tries. Perhaps this is possible also in FYROM.

One year ago we, the ESI, made a proposal on how to
overcome the name dispute and presented it to Mr. Gruevski.
The easiest way to revive the European vision of the Balkans
is for FYROM to start EU accession talks as soon as possible,
which would also inspire Albania and Montenegro. This is the
only option which would be acceptable to Greece and the
Greek government could present it as its success. Our pro-
posal offered an agreement on a name which may already
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be on the table but the name does not seem to be the big-
gest problem. The real problem seems to be the lack of trust
on both sides. A new name, for instance, Republic of North-
ern Macedonia, would replace FYROM wherever FYROM is
used today, and a change in the constitution in Skopje which
would state that this name would be used erga omnes on the
day the “Republic of Macedonia” joins the European Union.
The Greek government could then justifiably claim that it has
managed to achieve more on this issue than any government
in the past 20 years. The government in Skopje can claim
that it is not making a concession which could be endan-
gered if, say, after three years, another Greek government
would block chapters - as Slovenia has done with Croatia.
This lack of trust in Skopje is what | found to be the biggest
problem. We presented this idea to leaders in Skopje and we
talked to some people in Athens. This would be the best way
to jumpstart the process of accession of other countries, be-
cause the Germans are currently hiding behind Greece and
they are not all together unhappy that the EU accession of
the Balkans has hit a new obstacle.

Let me finish with a true story: In 1986 Italy asked Ger-
many to allow Italians to visit Germany without passports.
Finally, in 1996, Romano Prodi met Helmut Kohl and told him
that the German conditions were extremely tough, creating
continuous obstacles, humiliating successive ltalian govern-
ments. He told Kohl “Helmut this is unacceptable, we have
been waiting for 10 years, we are founding member of the EU,
help us,” and Helmut Kohl overruled his minister of interior.
In the end of course, this was just one step in the expansion
of a border-free Europe. Europe has always been in crisis.
The French have signed the Schengen agreement and then
blocked implementation for four years because they were so
afraid of the Dutch and the drugs coming from Amsterdam.
So, in a sense perhaps what we see today in Southeastern
Europe, might, if the right decisions are taken in the near
future, look like just another episode of a continent still in the
grips of a major geopolitical revolution.

30



AFTER THE CRISIS:
EUROPE’S EXISTENTIAL DILEMMA

Dimitris Keridis

The process of European integration has been rightly hailed
worldwide as one of the most positive achievements of the
postwar era. It produced a peaceful, prosperous and dem-
ocratic Europe!, far exceeding the highest ambitions of its
founding architects after 1945.2 As a result, this success has,
at times, become the envy of the world and has set an ex-
ample for similar processes in far-away places such as Latin
America and Southeast Asia.®

1.

2.

B,

Whereas Europe consists of more than the 27 member states of the
European Union, for the purposes of this paper, the two are used
interchangeably.

Judt Tony, Postwar: a history of Europe since 1945, New York, NY:
Penguin Press, 2005.

According to Fraser Cameron: “In Africa there is the increasingly im-
portant Africa Union, as well as a number of regional (e.g. ECOWAS)
and sub-regional organizations. In Latin America there is the Andean
Pact and Mercosur as well as the Central American Free Trade Agree-
ment (CAFTA) and the Caribbean Community (CARICOM). The North
American Free Trade Agreement covers the US, Canada and Mexico.
In the Middle East there is the Gulf Cooperation Council (GCC). In
Asia there is the association of South-East Asian Nations (ASEAN),
the South Asian Association for Regional Cooperation (SAARC) and
the Asian regional forum (ARF),” in “The EU Model of integration-
relevance elsewhere?”, Jean Monnet/Robert Schuman Paper Series,
Vol. 5 No. 37, Miami, FL: Miami European Union Center, University of
Miami, December 2005, p. 1.
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For most Europeans and many outsiders, Europe’s suc-
cess is embodied in its generous welfare state that has pro-
vided previously unimaginable benefits to Europe’s citizens
- from free public health care and education to unemploy-
ment compensation and early retirement. In a sense, it is this
generous welfare state that is primarily responsible for over-
coming the deep historic divisions and political polarizations
between the elite and the people, the left and the right, the
church and the anti-clericals, which had plagued pre-1945
Europe.*

Today, Europe spends more public money on social policy
than the rest of the world combined.> However, although the
export-oriented and highly competitive economies of Eu-
rope’s north have been able to finance this spending through
taxation, much of Europe’s south has resorted to borrowing
and, as a result, has accumulated high debts which, in the
case of Greece, have proved unsustainable.®

The current debt crisis that has afflicted Europe’s south
is the result of choices made by a European leadership that
sought European integration on the cheap. The south under-

4. In France, for example, “class cleavages and working-class con-
sciousness have been moderated by the gradual democratization
of primary and secondary education... and the somewhat enhanced
possibilities of the recruitment of children of working-class and low-
er-middle-class parents to the lower echelons of the national civil
service. Class cleavages have also been reduced by the expansion of
the welfare state and the introduction of paid vacations and a statu-
tory medical-care system.” Safran William, The French Polity, New
York, NY: Longman, 1991, p. 28.

5. It is interesting to note that, according to data published by OECD,
in most EU countries gross public social expenditure as a percent-
age of GDP is around 30% whereas in the United States it is 18.2%
and, even, in socially-minded Canada it is only 19.6%. In Mexico, the
poorest OECD member state, the percentage falls to a mere 8%. See
Adema, W., P. Fron and M. Ladaique, “Is the European Welfare State
Really More Expensive?: Indicators on Social Spending, 1980-2012;
and a Manual to the OECD Social Expenditure Database (SOCX)”,
OECD Social, Employment and Migration Working Papers, No. 124,
Paris: OECD Publishing, 2011, p. 84.

6. According to the OECD 2004 Social Expenditure Database in Greece,
in particular, social spending grew from 11.5% of the GDP in 1980 to
24.5% in 2005, with most of the increase occurring during the 1980s
under PASOK'’s (the Greek socialist party) first two terms in office.
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estimated the demands and difficulties of being integrated
with the stronger and more competitive north. It sought a
quick convergence of living standards without the full and
real adjustment needed of its economic, political and social
structures. It aimed for growth without development. This
was particularly evident with the proliferation of a number of
“bubbles”: a real estate bubble in Ireland and Spain, a private
borrowing bubble in Ireland and a public deficit spending
bubble in Greece. As a result, income per capita converged
but on a basis that has proved, at least, partially unsustain-
able. When the bubbles burst and credit financing dried up,
the southern economies deflated.

In a sense, Europe’s south suffers from a variation of the
East German condition after the German unification in 1990.
On the one hand, West German monetary transfers built a
very modern infrastructure in the former East Germany, with
state-of-the-art highways, subways, telecommunication net-
works etc. On the other hand, the monetary union between
the two Germanies, on a one-to-one exchange rate of the
old eastern mark with the deutschmark, wiped out East Ger-
many’s economy and complicated its transition and recov-
ery, even when compared to the cases of neighboring Poland
or the Czech Republic.” For all the billions in deutschmarks
and euros that the West German taxpayer paid and despite
the massive exodus of East Germans towards West Germany,
East German unemployment remained persistently higher

7. “Historical and contemporary factors ought to have ensured the best
outcomes of any transition economy. Before the Second World War,
East German GDP per capita was slightly above the German average
(Sinn and Sinn 1992), and both at that time and under communism,
East Germany was richer than (other) eastern European countries.
East Germany'’s relatively small population - 20 per cent of unified
Germany - made feasible the large financial transfers from its rich
cousin, West Germany. East Germany has benefitted from West Ger-
man institutions, know-how and investment. Yet the Czech Republic
had a GDP per capita only 13 per cent lower in 2004 (OECD in Figures
2005), and if post-1999 trends continue, the Czech Republic will con-
verge with West Germany before East Germany does.”, Hunt Jennifer,
“German unification, economics of,” in Steven N. Durlauf Steven N.
and Lawrence E. Blume, eds, The New Palgrave Dictionary of Econom-
ics, Second Edition, New York, NY: Palgrave Macmillan, 2008.
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than Polish or Czech unemployment for most of the 1990s
and 2000s.

In a similar way, while EU subsidies upgraded the physi-
cal infrastructure of most of Southern Europe beyond rec-
ognition, they also oiled a system of corruption and encour-
aged a hypnotic sense of fake convergence. With the adop-
tion of a hard, German-like common currency, the euro, and
the credit-fuelled rise in labor costs, the competitiveness of
local industries was undermined. Rather than learning from
it, the failure of the developmental policies in Italy’s mez-
zogiorno was allowed to repeat itself elsewhere in Europe’s
south.

Furthermore, the euro was introduced without first hav-
ing secured a solid foundation.® A monetary union was as-
sembled without placing effective monitoring and corrective
mechanisms, not to mention an economic union that should
have provided a minimum of fiscal coordination among the
member states.

The euro itself was born in haste out of the anxiety the
French and German elite felt and understood respectively
and caused by an enlarged Germany after unification.® But,
while Germany was ready to sacrifice its venerated deutsch-
mark and monetary hegemony over much of Europe, it re-
mained unwilling to agree to an economic union which might
entail large fiscal transfers.

Thus, the EMU project remained unfinished. It worked for
a while during the good times but was vulnerable to asym-
metrical shocks. Such a shock came in 2008, when the credit-
financed construction and consumption booms in the south,
including Ireland, came to an end, and quickly exposed all
the internal inconsistencies and contradictions of the world’s
second most important currency. Since then, European lead-

8. There has been a lively academic and policy debate on the merits and
risks of EMU as established in Maastricht in 1991. For a summary, see
Grauwe De Paul, “What Have we Learnt about Monetary Integration
since the Maastricht Treaty?”, Journal of Common Market Studies,
Volume 44. Number 4., 2006, pp. 711-30.

9. Dyson Kenneth and Kevin Featherstone, The Road To Maastricht: Ne-
gotiating Economic and Monetary Union, Oxford, UK: Oxford Univer-
sity Press, 1999.
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ers have been struggling, at an increased cost, to paper-over
some of the genetic deficiencies of the project.

The main tool chosen to combat the euro crisis has been
a combination of emergency funding by EU governments
and the European Central Bank, with some support from the
IMF, together with the application of fiscal austerity, through
a combination of tax hikes and spending cuts. In a sense,
Europe’s south is going through a conventional IMF-stabili-
zation program minus devaluation, which makes the adjust-
ment all the more difficult and painful. In the absence of a
currency devaluation, an internal devaluation is needed to
restore competitiveness. But this entails a suppression of in-
comes that depresses fiscal revenues and increases rather
than decreases fiscal deficits. Moreover, such a suppression
is politically costly and complicated. In some instances, as
in the case of Greece, it is of dubious legality when it man-
dates wage ceilings against the will not only of employees
but, also, of private employers.

Southern European societies are too wealthy and too
densely institutionalized to be seriously threatened by a pop-
ulist, let alone a revolutionary, backlash of the kind witnessed
elsewhere in the Third World, where the strictly-conditioned
funding of the IMF was preceded or followed by political in-
stability and coups.® Even in a country like Greece, where the
austerity and the consequential recession have been harsh,

10. “Despite more than forty years having elapsed since this finding,
political scientists still have no established explanation for this re-
lationship. Just recently, a sophisticated analysis of democracy and
development by Przeworski, Alvarez, Cheibub, and Limongi (2000)
has argued that higher income has no discernible causal effect on
transitions from dictatorship to democracy. Rather, they claim that
the relationship between income and regime types is the result of
the impact of higher incomes on the stability of democracies - once
democratic countries (regardless of how or why they became demo-
cratic) reach a certain level of income (roughly $10,000 in 1996 real
PPP GDP/capita), they are extremely unlikely to revert to dictator-
ship. Thus the higher income level acts as a ‘sink’ for democratic
countries - once they enter this state, they seem to enter a highly
stable equilibrium.” Goldstone Jack A. and Adriana Kocornik-Mina,
“Democracy and Development: New Insights from Dynagraphs,”
Center for Global Policy Working Paper No. 1, Washington, DC:
School of Public Policy, George Mason University, 2005.
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THE SINGLE CURRENCY TEN YEARS ON:
TROUBLE AHEAD?

Laurent Jacque

The euro is celebrating its 10*" birthday in upbeat mood. But
the single currency has failed to deliver significant benefits
to the countries that signed up for it. Whether it can survive,
unscathed, the crisis engulfing it and whether it can survive,
unscathed, the crisis engulfing the global economy, are open
questions.

Will the tsunami devastating the global financial system un-
dermine the stability of the euro? Its advocates say not. Dooms-
day scenarios of a partial break-up of the eurozone have, as yet,
failed to materialize. They argue that over the past 10 years the
eurozone has become a haven of peace and stability, giving
the second world economy a stable currency. In January, the
Eurozone acquired its 16th member, Slovakia. And even the eu-
rosceptics (Denmark, Sweden, and the United Kingdom) who
snubbed the launch of the single currency in 1999 are having
second thoughts: the Danish krone may join shortly.

The fiercely independent European Central Bank (ECB)
has single-handedly reined in the growth of money supply,
bringing inflation down to approximately 2%. Average nomi-
nal interest rates have stabilized at around 2.5%, while real
interest rates are at their lowest since the 1960s. And the
abolition of 15 national currencies eliminated exchange risks’

1. Risks due to exchange rate fluctuations. Prior to the creation of the
euro, investors would routinely speculate against the franc, lire or
pound. In September 1992, George Soros successfully speculated
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and transaction costs, galvanizing intra-eurozone trade and
investment, which now form a third of its GNP. In 2008 the
euro reached its highest value against the dollar as the pound
collapsed and Iceland went bankrupt. Reassuringly for those
in the eurozone, the euro is emerging as an alternative to the
mighty US dollar: today it accounts for more than a quar-
ter of all central banks’ foreign exchange reserves and has
become the currency of choice, ahead of the US dollar, for
all international bond issues. As ECB chairman Jean-Claude
Trichet said cheerfully: “We are contributing every single day
to an ever-higher level of prosperity and we are therefore
playing a critical role in the unification of Europe”.?

For all these glittering achievements, there are signs of
malaise. During the last decade the eurozone’s economic
growth was sluggish, unemployment continued stubbornly
high and many EU members’ budgetary deficit exceeded
the 3% GDP ceiling mandated by the Growth and Stabiliza-
tion Pact. By contrast, the eurosceptics had far lower rates of
unemployment (half the eurozone average), higher growth
rates and very low budget deficits (if not surpluses). The
euro has failed to deliver any significant benefits to eurozone
countries, mainly because of structural economic problems
for which the euro was never meant to be the panacea. Even
so, hopes of reduced unemployment or higher economic
growth have not come true. So could the euro be partly re-
sponsible for the vicissitudes of the last decade? And will it
survive unscathed the crisis engulfing the global economy?

The launch of the euro in 1999 was a politically motivated
event which never met the acid test of what economists call
an “optimal currency area”. A group of countries (or regions)
is deemed to constitute an optimal currency area when their
economies are closely interwoven by trade in goods and ser-
vices, and characterized by mobility of capital and labor. The
United States is the longest surviving and most successful
example of a well-functioning currency area. Is the European
Union also an optimal currency area? Intra-EU trade hovers
at around 15% of the eurozone’s GNP - significant, but con-

against the pound as the United Kingdom abandoned the European
Monetary System.
2. Interview in Die Zeit, Hamburg, 23 July 2007.
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siderably lower than in the US. While footloose capital is in-
creasingly the EU norm, labor mobility across Europe is only
a fraction of what it is in the US and remains very low within
each of its national economies.

Ignoring these problems, the EU launched the euro in 1999
and created a single monetary policy, establishing a central
bank and depriving each country of two (out of three) critical
policy instruments: an independent monetary policy to tame
inflation or spur growth through interest rate adjustments
and a flexible exchange rate to keep its economy competi-
tive. Furthermore, fiscal policy -the third critical instrument-
is sharply constrained by the Growth and Stabilization Pact
which caps the budget deficit for each country at 3% of GDP.
National debt should not exceed 60% of GDP, with notable
exceptions such as Italy and Greece, which breached the
ceiling at 104% and 95% of their GDP respectively. Structural
and cyclical differences between individual EU members are
clear; so the eurozone’s reduced economic policy deftness is
of particular concern in the event that one member country
suffers an economic shock that does not affect the rest.

Conditions not met

If the eurozone was really an optimal currency area, a coun-
try in trouble would be able to adjust through the mobility
of its labor force within the rest of the eurozone, the flex-
ibility of wages and prices, and/or a budgetary transfer from
Brussels to help it out. None of these conditions were met
when the euro was first launched, nor is there any sign that
memlber countries are putting in motion structural reforms
to bring the eurozone any closer to becoming an optimal
currency area. The third condition - which is easier to meet
- calls for a hefty dose of “fiscal federalism” and would trans-
fer significant taxing and spending power away from nation-
al governments to the EU. This transfer remains elusive for
fear of further diluting national sovereignty. Indeed the EU
- which itself has limited taxing power (no more than 1.27%
of GNP) - cannot make stabilizing fiscal transfers to smooth
out national shocks. The brunt of the responsibility for fiscal
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policy remains in the hands of national governments, with
Brussels accounting for less than 3% of eurozone govern-
ment expenditures. This stands in stark contrast to the Unit-
ed States where more than 60% of government expenditures
occur at the federal level. The US also has high labor mobil-
ity and greater wage flexibility than Europe. Even Germany’s
reunification, which joined east and west in a single mark in
1991, hardly created an optimal D-mark zone: in spite of fiscal
transfer in excess of f200bn over a 10-year period, unem-
ployment remained stubbornly high (close to 20%) in East
Germany.

Two ‘asymmetrical’ shocks

In its first 10 years the eurozone has experienced at least
two main “asymmetrical” shocks which did not impact all its
members uniformly: the overvalued dollar from 1999-2002
and the oil shock from 2005-2008. In the case of the US
dollar, those eurozone countries dependent on international
trade have experienced faster imports-induced inflation than
those oriented to Eurozone trade. Ireland - more of an in-
ternational than a European trader - experienced inflation
at the rate of 4.1% over the 1999-2002 period, whereas Ger-
many - more of a European than an international trader -
remained in the slow inflation lane at 1.2% over that same
period. Similarly, the quadrupling of the price of crude oil is
impacting on national rates of economic growth and inflation
more or less in proportion to their dependence on oil. France,
with its lower dependence on oil (35% of its energy supply
because of its high dependence on nuclear power), is less
affected than Greece, Ireland, Italy, Portugal or Spain, which
rely on oil for more than 55% of their energy supply.

The combination of centralized monetary policy and de-
centralized fiscal policy is resulting in localized differences in
inflation which are affecting the euro’s purchasing power in
each eurozone country. Under a national exchange rate, this
is easily corrected through monetary policy and “competi-
tive” depreciation/appreciation of the national currency. But
this is no longer a possibility: the straightjacket of the euro
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killed the exchange rate policy instrument and froze mon-
etary policy at the national level. Because of this inability
to respond flexibly to inflation, the purchasing power of the
euro is rapidly eroding in several countries.

Problem of overvaluation

On the basis of labor cost indices in Italy and Germany over
the period 1 January 1999 to 30 September 2008, the euro in
Italy is overvalued by 41% against the euro in Germany, and
Spain and Greece are not far behind. Unless countries suf-
fering from overvaluation can correct the problem through
faster gains in productivity and/or wage and price down-
ward flexibility, the problem is not reversible. More impor-
tantly, overvaluation is a cumulative process which becomes
harder to correct over time. In this vein, the latest round of
EU enlargement may - to a limited extent - bring about some
price and wage downward flexibility to the eurozone as firms
can make increasingly credible threats to outsource from or
to relocate manufacturing operations to Eastern Europe to
take advantage of cheaper labor.

To make matters worse, EU countries cling to their own
electoral calendars for presidential, parliamentary or munici-
pal elections. This exacerbates cyclical discrepancies across
the eurozone: the run-up to an election is often accompa-
nied by expansionary fiscal policy. As the world economy
digs itself in a deeper hole, the main economic policy goal
is becoming to combat the relentless rise of unemployment,
which could rapidly reach 10-12%. Spain’s unemployment
has already skyrocketed to 13% in the last six months. But
fighting unemployment will result in massive budget deficits,
which will unravel the Stabilization Pact and jeopardize the
stability of the single currency. Stimulus plans that are be-
ing implemented are blowing big holes in the deficit ceiling
set at 3% of GDP, pushing national debts way beyond the
threshold of 60% of GDP and raising new threats to the inde-
pendence of the ECB.

Under duress, and facing the bleak prospect of a pro-
longed economic crisis and deepening structural unemploy-
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ment, some countries may be tempted to follow the example
of the brutal devaluation of the pound. Greece, Italy, Portugal
and Spain (whose unemployment often exceeded 10% in the
last decade) will not agree to remain “under-competitive”
because of the “over-valuation” of the euro. However trau-
matic it may be to reinstate national currencies, some coun-
tries could decide to abandon the euro to recover their eco-
nomic competitiveness. This scenario is reminiscent of the
major currency crises that rocked the Bretton Woods system
of fixed exchange rates between 1944 and 1971, and more re-
cently the European Monetary System from 1979-99.3 But this
is unlikely in the short term, if only because national debts
denominated in euros would become very expensive to ser-
vice with a newly restored but devalued currency for the se-
ceding country. Even so, further deterioration of an already
fragile social climate (such as the recent demonstrations in
Greece) fuelled by a brutal acceleration of unemployment,
may push some countries to this solution of last resort.

3. The European Monetary System was established in 1979 and aimed at
stabilizing exchange rates among European currencies, in effect re-
enacting on a European scale the Bretton Woods system of pegged
exchange rates. Each currency was pegged to an artificial currency
unit known as the ecu, the predecessor of the euro.
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CHALLENGES IN THE EUROZONE

Eleni Louri

The financial crisis that first manifested itself in 2007-2008
with problems of non-performing loans in what might have
been thought of as a corner of the US mortgage market, the
sub-prime market, quickly took on the character of the worst
financial crisis that the world economy had seen since the
Great Depression. By the beginning of 2010, following swift
action by governments and central banks, it appeared that
the worst was over. Economies were beginning to come out
of recession; banks were returning to business as normal.

Monetary policy, in particular, contributed positively to
countering the worst consequences of financial crisis. Inter-
est rates in the eurozone were kept at historically low levels,
in line with the mandate of the European Central Bank to
keep inflation below, but close to 2% over the medium term.
In addition, nonstandard measures were employed to restore
the functioning of the monetary transmission mechanism -
to ensure that the monetary policy stance was indeed trans-
mitted at all maturities and to all financial markets.

In the eurozone, however, a new crisis was brewing. Mar-
kets, still scarred by their experiences from the consequenc-
es of over-leveraged banks and poor risk management in
the financial sector, turned their attention to the state of
sovereign finances in Europe, and, at least initially, Greece.
Greek sovereign spreads, which in the mid-2000s had con-
verged to within 10-20 basis points of those on the Ger-
man Bund, rose sharply, causing the interest rate at which
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the Greek sovereign had to borrow to rise to levels which
put debt sustainability in question. Now we have come full
circle. The sovereign crisis has spread beyond Greece not
only to other peripheral countries, but also to core Europe-
an countries such as Italy and Belgium. This new crisis has
in turn raised questions about the stability of the European
banking system.

Worse still, fundamental questions are now being asked
about the ability of the eurozone to survive, at least in its
present form. It is important to recognise that the prevailing
situation in the eurozone is a combination of both a sover-
eign crisis and a banking crisis. In some countries, it was the
initial banking crisis back in 2008 which has subsequently
led to a sovereign crisis as governments were forced to in-
tervene to protect their financial systems; in others, it is a
sovereign crisis which has led to a banking crisis stemming
from the sharp fall in the value of government debt and the
prospect of haircuts and, even, defaults. | believe that the
way out of this crisis requires action on two levels. First, there
is the immediate problem created by the sovereign-banking
crisis. Second, there need to be some fundamental changes
to the rules that accompany monetary union.

Let me deal briefly with each in turn. The immediate situ-
ation calls, first, for a strengthening of European banks and,
second, for continued efforts in countries with high deficits
and/or debt to press on with fiscal consolidation. The ECB
and the National Central Banks of the eurozone have warned
repeatedly about the dangers of the crisis spreading. To this
end, any solution for the Greek problem must avoid a credit
situation. This implies that the involvement of the private
sector in debt write-downs should be voluntary. It also im-
plies the need for some means of credit enhancement for
Greek bonds if they are still to be acceptable as collateral in
eurosystem refinancing operations. In the 21 July 2011 deci-
sion, where the extent of private sector involvement took the
form of a loss to banks on Greek debt of 21%, these two con-
ditions - voluntarism and credit enhancement - were met.
These would have ensured continued access by Greek banks
to eurosystem funding using the enhanced Greek bonds as
collateral. At the same time, the decision was taken to allow
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the European Financial Stability Fund to provide funds, via
governments, to recapitalise banks if necessary.

The 26 October 2011 agreement envisages a much great-
er private sector involvement (approximately €100 billion),
while at the same time, the official contribution has risen
from €109 billion to €130 billion. Credit enhancement re-
mains as does the possibility to recapitalize European banks
through the European Financial Stability Fund. The goal is a
debt/GDP ratio for Greece in 2020 of 120%. This, according
to IMF projections, compares to an expected debt/GDP ra-
tio of around 150% if private sector involvement were not to
take place. In short, private sector involvement is expected
to reduce Greece’s debt/GDP ratio by some 30 percentage
points. This reduction, combined with continued fiscal con-
solidation, will deliver stable debt dynamics. Over the longer
term, however, the rules of the game that accompany mon-
etary union need modifying.

Central banks in the eurozone, including the ECB, have
always attached great importance to the need for govern-
ments to respect the Stability and Growth Pact. It cannot
be said that the Pact was respected in the first 10 years of
monetary union - deficits of greater than 3% were not un-
common and went uncorrected; countries with high debt-to-
GDP ratios did not reduce those ratios at a satisfactory rate
towards 60%.

These observations suggest the need for stronger fiscal
surveillance, both by eurozone countries of each other and
by the Commission, and the adoption of immediate correc-
tive measures in the event of the rules being broken. The
so-called six-pack of measures agreed upon in early October
2011 along with the European Semester aim at strengthen-
ing economic governance in the eurozone, particularly in the
area of fiscal policy. But it is not just in the area of fiscal defi-
cits where surveillance and corrective actions are necessary.
Current account deficits within the eurozone also tended to
diverge in the first 10 years of monetary union. This observa-
tion suggests the need for surveillance of competitiveness
and imbalances within the eurozone. Indeed, to prevent the
build-up of imbalances in the future, the Commission and the
European Council have now adopted a framework for mon-
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itoring imbalances and ensuring corrective action is taken
(the Euro Plus Pact). This new initiative should be welcomed
if the success of monetary union is to be secured going for-
ward.

Personally, | am optimistic about the success of the eu-
rozone. | strongly believe that it can overcome its current
difficulties. History would support such optimism. Steps to-
wards further European economic and political integration
have, historically, been prompted by significant events. The
most recent example is, perhaps, the crisis in the Exchange
Rate Mechanism in 1992 and 1993. The effective breakdown
of this mechanism led to a sense of urgency and many be-
lieved it provided the impetus to move towards monetary
union and speed up the implementation of the stages envis-
aged in the Maastricht Treaty. Thus, in conclusion, there are
strong reasons to believe that the latest challenges for the
eurozone are likely to prompt progress towards even further
integration.
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EUrROPEAN UNION ENLARGEMENT TO SERBIA AND CROATIA:
EMERGING GERMAN FOREIGN PoLicy ASSERTIVENESS

tion and full implementation of the regional free trade agree-
ment (CEFTA), support for the Dayton Peace Accords, and
in making an official apology for crimes committed in 1990s,
efforts that considerably supersede those of all of the other
regional actors.

Serbia’s response to German’s position can be summa-
rized as shock, disappointment, and bitterness, leading to a
decrease in public support for EU membership to under 50%
(compared to close to 75% in 2002), and an increase in the
number of those openly opposing the EU to 25%. Chancel-
lor Merkel’s demands reinforced the perception of many Ser-
bian citizens that the EU has double standards and interprets
political criteria arbitrarily, ‘adding ever new conditions’. At
present there is a sense of utter confusion as to the direction
of the country, which is undermining the reform process and
thus undermining the EU’s underlying objective of peace and
stability in the region.

Although fully aware of the public’s opinion, Serbia’s
political leaders have been reserved in their criticisms of
German policy; this is a pragmatic position because there
exists no serious alternative to EU’'s membership despite
the Russian weekly Pravda’s columns exclaiming: “Russia to
rescue Serbia from NATO’s claws” or Turkey’s example of
an aspiring EU member who is no longer focused on EU en-
try, choosing to embrace only the economic benefits of its
relationship with the EU. A resolution of the current politi-
cal discord between Serbia and Germany requires not just
compromises by the Serb government of a country that is
both a political and economic dwarf in comparison to Ger-
many, but also an enhanced understanding of Germany,
both of the political differences with regard to the Kosovo
status and of the possible detrimental effects should Serbia
be forced to cease its support to the endangered Serbian
population in the province. Other EU members are advocat-
ing for Serbian and German rapprochement on the Kosovo
issue, and generally supporting Serbia’s official candidacy
status, possibly to be decided in spring 2012. Some Euro-
pean officials, including Austrian Defense Minister, have
openly criticized Germany’s position and even demanded
that Serbia be treated “similarly to Croatia” since it has ful-
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filled the previously defined conditions.® Germany, however,
has not yet retracted.

Public diplomacy must now be re-energized, educating
EU citizens about the numerous reforms undertaken by Ser-
bia on its path to membership, and reassuring Serbian citi-
zens that EU conditions are fair. This means that the Kosovo
conflict may not be formally solved but that in practice both
the EU and Serbia would work together to improve the liveli-
hood of people in this province. In an idealistic scenario this
compromise would swiftly be concluded, but in a more re-
alistic and a more likely scenario there will be a prolonged
standstill, with a very slow EU accession process for Serbia,
further reinforcing rather than ending both the Union’s en-
largement and its “Balkans fatigue” while deepening Serbia’s
distrust for the accession process. The cost would be borne
for the most part by the citizens of Serbia, including Kosovo,
while Europe as a whole would be further from its goal of
peace and stability.

9. See Interview with Austria’s Defence Minister Norbert Darabos, pub-
lished in Der Standard: “Die Deutschen schatzen die Situation falsch
ein”, 30 December 2011.
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EXITING THE GREEK CRISIS IN THREE STEPS

Stathis Kalyvas

A three-step plan to exit the Greek crisis sounds a lot like a
get rich quick scheme; hopefully this is not the case here. My
central argument is that Greece’s current crisis is not just an
economic one, as often portrayed in the media. Rather, it is
an economic crisis, nested inside a socio-cultural crisis, and
expressed as a crisis of governance. Once we conceptualize
the crisis in those terms, we are able to visualize the exit from
it in terms that are not purely economic ones.

|. The economic crisis

Let’s begin with the facts. The immediate cause of the Greek
crisis can be located in excess public borrowing made possi-
ble by historically low interest rates, themselves an outcome
of the combination of mass global liquidity and a generalized
perception in lending markets that sovereign risks were more
or less constant across the member states of the eurozone.
This last element helped bring attention to the eurozone-
wide problem of a fundamental imbalance between a com-
mon currency and diverging, national fiscal institutions.

In Greece, excess borrowing was primarily channeled into
private consumption through a steep rise in wages. This re-
sulted in a fall of productivity and a corresponding collapse of
the economy’s competitiveness. These trends were reflected
in all key economic indicators: productivity, competitiveness,
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balance of payments, public deficit, and public debt.! Howev-
er, these economic trends failed to alarm political elites and
public opinion alike and, thus, did not result in appropriate
policy adjustments. In fact, people came to view the rise in
their living standards as both natural and deserved, particu-
larly since the rise in consumption was associated by vigor-
ous growth rates. As a result, the collapse in both productiv-
ity and competitiveness went unnoticed. During the 2009
elections campaign, the outgoing Prime Minister and New
Democracy leader Kostas Karamanlis, who was in charge
when the economy went through this catastrophic decline,
issued several warnings about the dangers lying ahead, only
to be dismissed by his rival, PASOK leader George Papan-
dreou, who went on to win the election and implement a
set of economic policies that all but ignored the problem,
while at the same time calling attention to the falsification
of economic indicators by the previous government. Unlike
countries where the economic crisis is associated with years
of economic stagnation or an unpopular autocratic regime,
in Greece bad economic policy was associated with an era of
unprecedented prosperity, an association bound to under-
mine political support for painful economic reforms.

The problems faced by Greece call for radical economic
reforms, because Greece must retool its entire economy
away from a public sector domination and debt-fuelled pri-
vate consumption of imported goods and toward a competi-
tive, export-focused economy.? This means that on top of the

1. In 2009, the public deficit jumped to an estimated 13.6 percent of
GDP, while the public debt rose to over 115 percent of GDP in 20009.
When, in May 2010, Greece was forced to seek the assistance of the IMF,
the ECB,andthe EU (the so-called Troika), it had a deficit of €300 billion
and a deficit reaching 13.8 of its GDP, later revised to 15.6%. On the 2011
IMDWorld CompetitivenessScoreboard,whichincludesrankingsforthe
59 economies covered by the WCY, Greece occupies the 56 position,
with a score of 51.882 (out of 100), ahead only of Ukraine, Croatia, and
Venezuela.

2. “Greece must export its way out of the crisis or face ruin. Greece has
a large external deficit, reaching 8.6 per cent of gross domestic prod-
uct in 2011. This gap is funded by an unsustainable level of external
debt that markets are no longer willing to fund. At present it is being
paid by official sources, who expect this to be temporary. Greece will
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well-known fiscal issues of deficit control and debt servicing,
Greece must transition to a different growth model. The anal-
ogy with the perestroika, the reform program undertaken by
Mihail Gorbatchev in the Soviet Union, is useful in supplying
a sense of the magnitude of the adjustment required.

/. The socio-cultural crisis

The prosperity of the decade prior to 2009 magnified and
reinforced a broad range of widespread attitudes, social
norms, and behaviors which lie at the root of the economic
problem. | am referring to tendencies such as low levels of
interpersonal trust, aggressive individualistic behavior, a def-
icit of collective action (what Edward Banfield described as
“amoral familism”),® and a deeply contradictory perception
of the state as both a provider of public and private goods
and an enemy of the individual and his/her family. To these
attitudes, which have been present for a long time, the new-
found prosperity of the past decade added additional lay-
ers, including a pronounced dependence on the state, which
simply did not exist when Greeks had to fend for themselves,
along with a definite sense of entitlement. For many people,
an unwillingness to contribute their fair (or legal) share to the
state coexisted with a militant request of being taken care by
the state, whether this had to do with public goods (retire-
ment, health-care, guaranteed income) or private ones (job
provision, individual employment tenure for life, exemptions
from sanctions for illegal behavior). Encouraged by the mass
media and the political and intellectual elites of the country,
many people failed to see the contradiction between their
behavior and expectations. The result was widespread free-
riding, whose clearest but hardly unique manifestation is
generalized tax evasion, leading to the depression of state
revenue, and exacerbating the twin problems of public defi-
cit and debt. A parallel and related problem was the growth

have to bring its current account deficit down to zero at some point.”
Ricard Hausmann, “Ireland Can Show Greece a Way out of the Crisis,”
Financial Times, 8 February 2012.

3. Edward Banfield, Moral Basis of a Backward Society. New York: Free
Press, 1967.
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CHRONICLE OF A CRISIS FORETOLD?
GREECE IN SEARCH OF A NEW CONTENT
FOR EUROPE

Konstantina E. Botsiou

The legacy of democratization

The collapse of the seven-year military dictatorship in Greece
(1974) prompted many historians and political scientists to
address its causes. A central question was: “How did we end
up here? Why did Greece lose grip of democracy and be-
came an outcast of Western Europe?”

Revisiting the entire postwar era seemed then an indis-
pensable method of analysis. In the bulk of scholarly work,
the blame was laid on the assignment of non-parliamentary
actors to the safeguarding of the quintessentially anti-com-
munist political order that had been established to meet the
interconnected challenges of the Greek Civil War and the
Cold War: the monarchy, the army and foreign - read: Ameri-
can - interventions. Lacking democratic accountability, this
triptych was claimed to have deprived the Greek govern-
ments of their legitimacy and Greece altogether of its nation-
al sovereignty.! This anomaly was historically linked with the

1. From the rich bibliography see Alivizatos, Nicos, O/ Politikoi Thes-
moi se krisi, 1922-1974.: Opseis tis hellenikis empirias (Political Institu-
tions in Crisis, 1922-1974: Aspects of the Greek Experience), Athens:
Themelio, 1995. Mouzelis, Nicos, Modern Greece: Facets of Underde-
velopment, London, Macmillan, 1978. Couloumbis, Theodore A., Petro-
poulos, John and Harry Psomiades, Foreign Interference in Greek
Politics, New York: Pella, 1976. Roubatis, Yannis P., The United States
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incapacity of the Greek political forces to deal with the leftist
insurgency in the aftermath of World War Il. Political weak-
ness had necessitated American assistance coupled with a
high degree of interventionism (Truman Doctrine, Marshall
Plan).2 The urgency of military victory had resulted in the
build-up of an unprecedentedly strong national army that
grew independent of political parties and the Crown.® Last
but not least, the leftist challenge had resuscitated the Greek
monarchy itself into a pivotal political position after decades
of decline.* According to this analysis, the military takeover

Involvement in the Army and Politics of Greece, 1946-1967, Baltimore:
The Johns Hopkins University Press, 1981. Kofas, Jon V., Intervention
und Underdevelopment: Greece during the Cold War, University Park
and London: The Pennsylvania State University Press, 1989. Linarda-
tos, Spyros, Apo ton Emfylio stin Chounta (From the Civil War to the
Junta), 5 volumes, Athens: Papazisis, 1978.

2. latrides, John O. (ed.), Greece in the 1940s: A Nation in Crisis, Hanover
and London: University of New England, 1981. Stathakis, George, To
Dogma Truman kai to Schedio Marshall. He historia tis amerikanikis
voithias stin Hellada (The Truman Doctrine and the Marshall Plan. The
History of American Aid to Greece), Athens: Vivliorama, 2004. Bot-
siou, Konstantina E., “New Policies, Old Politics: American Concepts
of Reform in Marshall Plan Greece”, Journal of Modern Greek Studies,
27/2 (2009): 209-240.

3. About the organization of the Greek army in the postwar years see
especially Hatzivassiliou, Evanthis, “Aftapates, dilemmata kai he apo-
tychia tis politikis: O stratos stin poreia pros tin diktatoria” (“lllusions,
Dilemmas and the Failure of Politics: the Army on the Way to the Dic-
tatorhsip”), in: Vasilakis, M., Apo ton Anendoto stin Diktatoria (From
the Relentless Struggle to the Dictatorship), Athens: Konstantinos K.
Mitsotakis Foundation/Papazisis, 2009, pp. 417-442. See also Charal-
ambis, Dimitris, Stratos kai politiki exousia. He domi tis exousias stin
metemfyliaki Ellada (Army and Political Power: The Structure of Pow-
er in Post-Civil War Greece), Athens: Exantas, 1985. Stavrou, Nikolaos
A., Symmachiki politiki kai stratiotikes epemvaseis. O politikos rolos
ton Ellinon stratiotikon (Allied Strategy and Military Interventions.
The Political Role of the Greek Military), Athens, s.d.

4. Botsiou, Konstantina E., “He arxi tou telous tis vasilevomenis: Stemma
kai krisi hegemonias tin dekaetia tou 1960” (“The beginning of the
end of the monarchy: Crown and hegemony crisis in the 1960s”), in:
Rigos, Alkis, Seferiadis, Serafim and Evanthis Hatzivassiliou, He ‘syn-
tomi’ dekaetia tou 1960: thesmiko plaisio, kommatikes stratigikes,
koinonikes sygrouseis, politismikes diergasies (The ‘short’ 1960s: In-
stitutional framework, party strategies, social conflicts, cultural pro-
cesses), Athens: Kastaniotis, 2008, pp. 103-125.
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of 1967 seemed as the natural result of a dysfunctional po-
litical regime. Ironically, the Turkish invasion and occupation
of Cyprus in 1974 had been the nemesis of the regime in the
realm of national security which constituted its very raison
d’étre.®

The perceptions of the past echoed strongly the zeitgeist
of the democratization process that followed the fall of the
dictatorship, the so-called Metapolitefsi. Literally, Metapolitefsi
indicated the regime change and drastic reform that was car-
ried through by the Konstantinos Karamanlis governments be-
tween 1974 and 1976: abolition of the monarchy by plebiscite,
legalization of the communist parties, trial and life imprison-
ment of the 1967 coup leaders, purge of junta collaborators
from the state apparatus, introduction of a new constitution.
Metapolitefsi was also marked by Greece’s withdrawal from
the military wing of NATO as a reaction to the inertia shown
by the alliance towards the second Turkish invasion in Cyprus
(August 1974) - Greece returned to NATO’s military command
structure in 1980. That decision did not alter the fundamen-
tal Western orientation of the country, but it accommodated
swiftly the widespread anti-Western feeling in the fragile early
days of democratization.® At the same time, a whole new em-
phasis was attached to the achievement of fast membership
in the European Communities (EC). Actually, the process of
Europeanization - to be served ahead by further waves of re-
forms - was meant to secure and promote democratization.”

The term Metapolitefsi outlived that initial transitional pe-
riod. It soon became the label for the entire political and eco-

5. Diamantopoulos, Thanassis, “He diktatoria ton syntagmatarchon
1967-1974” (“The dictatorship of the colonels 1967-1974”), in: He his-
toria tou Hellenikou Ethnous (The History of the Greek Nation), 16
volumes, Athens: Ekdotiki Athinon, 2000, vol. XVI, pp. 266-286, es-
pecially p. 286.

6. Svolopoulos, Constantine, Helleniki Exoteriki Politiki 1945-1981 (Greek
Foreign Policy, 1945-1981), Athens, Estia, 2002, vol. Il, pp. 198-217.

7. Botsiou, Konstantina E., “Anazitontas ton chameno xrono: He ev-
ropaiki trochia tis Metapolitefsis” (“In Search of the Lost Time: The
European course of Metapolitefsi”), in: Arvanitopoulos, Constantine
and Marilena Koppa, 30 Chronia Hellenikis Exoterikis Politikis, 1974-
2004 (30 Years of Greek Foreign Policy, 1974-2004), Athens: Livanis,
2002, pp. 99-121.
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nomic paradigm that was established in Greece after 1974,
but acquired its permanent characteristics under the social-
ist governments of the 1980s. This paradigm was shaken up
by the global financial crisis which erupted in 2008. Today,
many scholars pose similar questions with their colleagues
back in the 1970s: “How did we end up here? Why is Greece
facing collapse again?” Who is responsible for this?” A criti-
cal difference from the 1970s is that now the blame is be-
ing put directly on the shoulders of the parliamentary actors
who have been operating without the postwar and Cold War
pressures of the 1950s and 1960s.

The content of democratization

Above all, Metapolitefsi meant democratization. From an in-
stitutional point of view, this indicated initially the relocation
of real power from non-parliamentary actors to the parlia-
ment and the government. This transfer was greatly facili-
tated by the weakening of the old triptych which had been
held responsible for the collapse of democracy in 1967: the
monarchy was abolished, the army was depoliticized and na-
tional sovereignty was declared to be the cornerstone of the
new constitutional and political order.

From a political point of view, democratization brought
compensation for previous political marginalization or dis-
crimination. Compensation policies embraced various social
groups: leftists identifying with the vanquished of the civil
war; a young “protest” generation which had been politi-
cized by the dictatorship, but was also representative of the
Western youth culture of the 1960s and the 1970s; middle
and lower middle class groups that had experienced politi-
cal and fiscal austerity as barriers to social and economic
mobility.® A rising university and press intelligentsia that

8. Moschonas, Andreas, Paradosiaka Mikroastika Stromata stin Hellada:
He periptosi tis Helladas (Traditional Petty Bourgeoisie: The Case of
Greece), Athens: Foundation for Mediterranean Studies, 1986. Mo-
schonas, Andreas, Taxiki Pali stin Hellada kai stin EOK, Tomos A. en-
taxi kai koinonika symferonta (Class Struggle in Greece and the EEC.
Volume I: Accession to the EEC and Greek Social Interests), Athens:
Foundation for Mediterranean Studies, 1990.
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merged the local spirit of independence with Western New
Left influences and neutralist Third-World agendas.® They
all denounced the postwar establishment as responsible for
various exclusions and demanded the defense of the “peo-
ple’s democratic rights”. Political mobilization proliferated
through political parties, labor unions and pressure groups.
Quite a few political leaders of the post-1974 era emerged
from the protest generations of the junta-years, designated
as the “Polytechneio-generation”, a term borrowed from the
student revolt against the colonels’ regime in the Polytechnic
School of Athens back in November 1973.

From an economic point of view, Metapolitefsi promised
economic democratization on the basis of ever-growing
state paternalism. As a counterpart of political democrati-
zation, voters-friendly economic development should make
up for the exclusion of weaker social groups from postwar
economic growth. In some cases, economic democratiza-
tion served directly political democratization (e.g. through
pensions provided to the members of the leftist resistance
against the Axis in the 1980s). At first, protectionist measures
were supposed to provide a safety net towards the rigorous
competition that came with EC-membership.® The lack of
competitive entrepreneurship provided further arguments in
favor of a state-oriented growth model that would generate
employment and would care for social cohesion." It was an-
ticipated that democracy and prosperity would be mutually
reinforcing. Konstantinos Karamanlis himself was considered
to qualify for socialist bias because of his decision to nation-

9. Great was the influence of the dependency theory projected on
the perception of Greece as a country located in the periphery of
the developed world, see Mouzelis, Facets of Underdevelopment.
See also the emergence of influential leftist political magazines like
Anti.

10. Kazakos, Panos, “Epiloges exoterikis politikis kai esoterikes prosar-
moges” (“Choices of Foreign Policy and Domestic Adjustment®), in:
Ho Konstantinos Karamanlis kai he Evropaiki Poreia tis Elladas (Kon-
stantinos Karamanlis and the European Course of Europe), Athens:
Konstantinos G. Karamanlis Foundation/Patakis, 2000, pp. 43-48.

1. Kazakos, Panos, “Socialist Attitudes toward European Integration”,
in: Kariotis, Theodore C. (ed.), The Greek Socialist Experiment, New
York: Pella, pp. 257-278.
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sign in 1987.2°> A few years later, in 1990, Greece came again
to the brink of collapse as the reform program of 1985 had
not been allowed to produce the expected stabilization re-
sults. Greece was warned by the European Commission that
mounting foreign debt put at stake its participation in the
integration process. As it had done in 1985, the European
Community provided finally the necessary loans that spared
Greece a strict stabilization program under the auspices of
the IMF. The results were meager, though, despite the stabili-
zation measures of the Mitsotakis government. Inflation and
fiscal deficits remained high together with the rate of un-
employment, whereas productive investments dropped. The
control of public deficits and foreign debt were postponed.
The ECOFIN approved a Greek “convergence program” in
1993 promised more aggressive harmonization while Greece
would be preparing to join the EMU (1993-1998).26

The initiation of the European Union and the planning for
a single European currency found Greece in the opposite di-
rection from the one it had been supposed to take in the
1970s. The resistance to change had proved stronger than
European pressure. The key lay in the weak conditionality of

25. Tsakalotos, Euclid, “The Political Economy of the Social Democrat-
ic Economic Policies: The PASOK Experiment in Greece”, Oxford
Review of Economic Policy, 14/1 (1998): 114-138. Tsakalotos, Euclid
(1991), ‘Structural change and macroeconomic policy: the case of
Greece (1981-1985), International Review of Applied Economics, 5/3
(1991): 253-276. Garganas, Nikos Thomopoulos, Takis and Yannis
Spraos, The Policies of Economic Stabilization, Athens: Gnosi, 1989.

26. About both stabilization programs see Kazakos, Between State and
Market, pp. 376-389, 428-437, 459-463. See also Kollintzas, Tryfon
and George Bitros, Anazitontas tin elpida gia tin helleniki oikono-
mia (In Search of Hope for the Greek Economy), Athens: Institute
for the Study of Economic Policy, 1992. Alogoskoufis, George, He
krisi tis oikonomikis politikis (The Crisis of Economic Policy), Athens:
Kritiki, 1994. Featherstone, Kevin, Kazamias, Georgios and Dimitris
Papadimitriou, “Greece and the Negotiation of Economic and Mon-
etary Union: Preferences, Strategies, and Institutions”, Journal of
Modern Greek Studies, 18/2 (2000): 393-414. Pelagidis, Theodore,
“Economic Policies in Greece 1990-1993”, Journal of Modern Greek
Studies, 15/1 (1997): 67-85. Pagoulatos, George, Greece s New Po-
litical Economy:. State, Finance, and Growth from Postwar to EMU.
New York: Palgrave Macmillan, 2003.
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EU funding. Greece would have probably not realized a vast
program of wealth redistribution without the wealth generat-
ed by EC-membership. But the valuable resources were fully
welcome with no strings attached. Thus, EU-driven modern-
ization was only partially implemented. Low absorption of
harmonization programs was a usual phenomenon, whereas
Greece was also often confronted with the European Court
of Justice for non-compliance with EU policies (e.g. notably
in environmental issues).?’” Borrowing Alan Milward’s con-
cept, it can be argued that EU-membership secured the “res-
cue of the Greek nation-state”.?® This idea of Europeanization
worked finally against modernization and democratization.?®

In 2002, Greece welcomed the Euro against this political
background. Easy access to low-cost bank credit aggravated
the local idiosyncrasy and provided further disincentives for
reform. The state budget was burdened routinely with high
deficits as state expenses grew wild to support state capital-
ism. Missing taxation was compensated with vast borrowing
from international capital markets on Euro-guarantee and
was duly converted into convenient political electoral results.
Hence, the European common currency lent Greece many at-
tributes of a parochial rentier state.

Since 2009, hundreds of analyses have been dealing with
the Greek debt crisis. Naturally, they first focused on its fi-
nancial and economic aspects. So did the troika of the IMF,
the European Commission and the European Central Bank

27. Kozyris, John P., “Reflections on the Impact of Membership in the
European Communities on the Greek Legal Culture”, Journal of Mod-
ern Greek Studies 11/1 (1993): 29-49. Makridimitris, A. and A. Passas,
He helleniki dioikisi kai o syntonismos tis evropaikis politikis (Greek
Administration and the Coordination of European Policy), Athens:
EKEM, Working Paper No. 20, 1993.

28. Milward, Alan S., The European Rescue of the Nation State, London:
Routledge, 2000.

29. See Tsardanidis, Charalambos and Stelios Stavridis, “The Europe-
anization of Greek Foreign Policy; a Critical Appraisal”’, European
Integration, 27 (2005): 217-239. Economides, Spyros, “Karamanlis
and the Europeanization of Greek Foreign Policy”, in: Svolopoulos,
Constantine, Botsiou, Konstantina E. and Evanthis Hatzivassiliou, Ho
Konstantinos Karamanlis ston Eikosto Aiona (Konstantinos Kara-
manlis in the Twentieth Century), 3 volumes, Athens: Konstantinos
G. Karamanlis Foundation/Rodakio, 2008, here vol. II, pp. 163-176.
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that was assigned with a plan for fiscal stabilization in 2010.
After almost two years of futile efforts to regenerate faith in
Greece’s economic prospects, the problem is now examined
increasingly from a political angle, too. The colossal Greek
debt is definitely the most salient feature of the Greek prob-
lem. But the stabilization program failed mainly because of
political resistance to reform. The troika’s financial plan at-
tacked the sacrosanct fundaments of state protectionism
and clientele politics that have supported the post-1974 or-
ganizational model of Greece. Among the four basic propos-
als of its program a) reduction of public servants, salaries
and pensions, b) reform of the insurance system c) privatiza-
tion of state assets and, d) a new taxation system, only the
cuts in salaries and pensions were carried out in the first year
of implementation-the easy horizontal measures; all the rest
were either partially implemented or indefinitely postponed.
The pace of reform did not match the urgency of the crisis.
So did also domestic political competition.

The announcement of a plebiscite to determine whether
Greece would remain in the Euro-zone just a few days after
the EU agreement on a new plan for the Greek debt (Oc-
tober 26, 2011), was the most striking among many politi-
cal signals that cast doubt on Greece’s likelihood to exit the
debt crisis. This “political” behavior, presented as legitimate
resistance to “technocrats”, increased defeatism in the pub-
lic opinion over the feasibility of any rescue plan. Certainly,
it cost George Papandreou the Premiership and questioned
his leadership of the ruling party, PASOK. But big losses were
also detected in the readiness of Greece’s political forces to
act in concert at times of emergency. The political tradition
of one-party governments runs contrary to considerations
of coalition governments. Accordingly, the coalition govern-
ment of Lucas Papademos was assigned with a very limited
mission by the supporting political forces: to conclude the
voluntary Private-Sector Involvement in bond swaps (PSI),
the centerpiece of the October 2011 Euro-Summit agreement
for granting a new EU rescue package to Greece in the spring
of 2012, the second in 18 months.

The uniqueness of the Greek debt crisis within the general
eurozone turmoil lies in the extreme state-dependency of the
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real economy. Changing the economy means literally to de-
molish fundamental pillars of the state’s political and social
architecture. The uncertainties of a radical transition toughen
objections towards the rescue program. This context offers
fertile ground for the propagation of an ostensibly easier so-
lution to boost national competitiveness: exit from the euro-
zone and devaluation of the drachma. Such a scenario also
promises to re-produce familiar patterns of economic and
political organization. The open or tacit objections that are
heard across the political spectrum on the wisdom of follow-
ing a strict stabilization program have been aptly described
by the Greek Press as “the invisible party of the drachma”.3°
Still, the vast majority of Greeks (70-80%) turns out to reject
Greece’s withdrawal from the Euro-zone.*

Eventual exit from the eurozone would, thus, be a danger-
ous bet for the Greek political forces. As the menace of in-
solvency set in, it started to spill over into a crisis of political
legitimacy. It is very doubtful, whether the existing political
forces could remain intact from the cataclysmic reversal of
the Greeks’ security and standard of living that would follow
a return to the drachma. The big Greek parties already suffer
deep internal rifts because of their reluctance to adopt the
principles of the rescue program.

Crises of political legitimacy have often produced epochal
changes in modern Greek politics. The last military dictator-
ship opened the door to drastic regime change. Prior to that,
a legitimacy crisis had been the threshold of a new party
system in the 1950s, as the old political forces failed to meet
the challenges of the Cold War era. Their reluctance to liber-
alize and reform was confronted with the exigencies of the
Marshall Plan (European Recovery Program, ERP) that made
the granting of assistance conditional upon reforms foster-
ing stable and market-oriented governance.?? Conditionality

30. Athanassios Papandropoulos, “He epelasi tou kommatos tis drach-
mis” (“The onslaught of the drachma party”), Estia, 28 January
2012.

31. Results of public opinion surveys by three leading opinion polling
agencies (Marc, Alco, Public Issue), Eleftherotypia, 27 January 2012.

32. Botsiou, Konstantina E., “Mia ‘pyrrheios niki: He diavrosi tou Laikou
Kommatos meso tou Emfyliou” (“A Pyrrhic Victory: The decline of
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touched upon a wide range of issues, from monetary policies
and military re-organization to electoral laws that produced
effective governments. This process led to the formation of
the first stable Greek government after the civil war under
Field-Marshall Alexandros Papagos (1952) and paved the
way for the rise of Konstantinos Karamanlis as leader of a
new generation.®®* The old parties that governed Greece be-
tween 1946 and 1952 were washed away by this generation.
Westernization, political stability and economic development
became swiftly Greece’s absolute priorities.>*

One century earlier, aid conditionality had also been the
key to success for the International Economic Control which
supervised Greek finances after the 1897 Greek-Turkish War
and created the sound economic basis upon which Greece
fought successfully the Balkan wars.®®> The Greek party sys-
tem changed radically through that process. Eleftherios
Venizelos emerged as the natural leader of a new political
generation that managed to fulfill Greece’s irredentist cause
and modernize the country on a clearly pro-Western path.3¢

In these cases, the catalyst for long pending reform was
either pressure from an external factor or a recent national
disaster, or both: e.g. Greek defeat in 1897-International Con-
trol, civil war-American intervention through the Marshall
Plan. Failure in the field of national security activated radical

the Popular Party through the Civil War”), in: Gounaris, Vasssilis K.,
Kalyvas Stathis N. and loannis D. Stefanidis, Anorthodoxoi Polemoi:
Makedonia, Emfylios, Kypros (Unorthodox Wars: Macedonia, Civil
War, Cyprus), Athens: Patakis, 2010, pp. 332-359.

33. Hatzivassiliou, Evanthis, He anodos tou Konstantinou Karamanli stin
exousia, 1954-1956 (Konstantinos Karamanlis’ Rise to Power, 1954-
1956), Athens: Patakis, 2001, pp. 39-45, 111-120.

34. Hatzivassiliou, Karamanlis’ Rise to Power, pp. 85-92, 284-310.

35. Psalidopoulos, Mihail, “Apo tin ptochefsi tou 1893 sto Goudi” (“From
the bankruptcy of 1893 sto Goudi”), He Kathimerini, 4 July 2011. Psali-
dopoulos, Mihail and George Pagoulatos, “Eikones apo to Parelthon”
(“Pictrures from the Past”), He Kathimerini, 18 April 2010. Dertilis,
George, Historia tou Hellenikou Kratous, 1830-1920 (History of the
Greek State, 1830-1920), 2 volumes, Athens: Estia, 2006, here vol. Il,
pp. 581-591, 825-891.

36. Mavrogordatos, George Th. and Christos Hadjiiosif, Venizelismos kai
astikos eksygxronismos (Venizelism and Bourgeois Modernization),
Crete: Crete University Press, 1988.
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change also after 1922 (defeat in the Greek-Turkish War in
Asia Minor) and after 1974 (failure of the colonels to block the
Turkish occupation of a part of Cyprus). They all revealed an-
other key aspect of modern Greece: its perennial dependence
on foreign aid. Decade after decade, foreign assistance spon-
sored reform, but also prevented Greece from asserting its
own strengths. As a matter of fact, foreign assistance was of-
ten sought by Greek governments as an easier way to finance
development and social cohesion rather than imposing the
political limitations of effective governance.®” This mentality
proved a great handicap both in the low-credit Eden of the
2000s as well as in the Euro debt-crisis in the 2010s.

The apocalyptic local effects of the global economic crisis
made Greece feel gain the joint pressure of political insta-
bility and aid conditionality. The pressure is enormous: first,
by the troika; second, by Greece’s single European partners;
third, by the Greek people themselves who experience the
debt-crisis as a national disaster. The troika program prom-
ises to help Greece through a severe punishment. The haircut
of the Greek debt imposes strict conditionality. On the finan-
cial level, it imposes privatization and liberalization. On the
political level, it imposes long-term EU-supervision over the
Greek economy. Both functions are politically relevant. The
revision of the EU Treaties has been also put on the table as
a means to enhance political conditionality in the economic
governance of the eurozone - in other words, as a means to
advance political integration.

Reform in Greece will have to engulf many areas of public
life. Definitely, economy and justice stand out. Because of
the deep current crisis, EU-driven modernization may have a
better chance to make both economy and democracy work.
The condition is that Greece remains in the EU and the EU
asserts itself as a closer political union. Otherwise, a Greek
crisis could happen again.

37. About the politics of dependency on foreign aid see Varvaressos,
Kyriakos, Ekthesis epi tou oikonomikou proviimatos tis Ellados (Re-
port on the Economic Problem of Greece), Athens: Savvalas, 2002.
Psalidopoulos, Mihail, O Xenophon Zolotas kai he helleniki oikonomia
(Xenophon Zolotas and the Greek Economy), Athens: Metameso-
nylkties Ekdoseis, 2008.
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DEVELOPMENT MODELS
IN THE GREEK ECONOMY, FROM POST WWII
TO THE PRESENT, AND BEYOND

Michalis Psalidopoulos

John Maynard Keynes in his “General Theory of Employment,
Interest and Money” (1936) concluded in his final chapter,
that the political power of economic ideas is more power-
ful than is commonly understood and indeed, he argued, the
world is governed by little else; statesmen-madmen in au-
thority, he continued, are usually the slaves of some defunct
economist. These were the last sentences in his book, a book
that was intended to change the way economists thought
about the macro economy. Keynes’ views about the latter
didn’t go unchallenged, the thesis about the importance of
ideas in the battle to conquer the hearts and minds of the
electorate in every parliamentary democracy is still with us
and is regarded as extremely important, if someone wants to
change the way the economy works.

Development models are like this. They consist of a set of
ideas meant to mobilize the masses around a certain politi-
cal platform and party. They are the constructs of individuals
or collectives and from the moment they are disseminated,
debated, accepted, modified, passed from one generation to
the next, they set the stage for exchanges and controversies.
The New Deal, Peronism, and other examples can be cited
as economic schemes and models that rallied the elector-
ate and transformed economies and societies leaving behind
a legacy that is still the object of scientific inquiry. Greece
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had many intellectuals in the past, many of whom succeeded
in capturing the hearts and minds of the Greek people with
their economic proposals.

Dimitris Batsis and his “Heavy Industry in Greece” (1947)
was the hero of the political left. He advanced the idea to
overcome underdevelopment in Greece by way of promot-
ing the creation of industrial sectors in an up to then mostly
agrarian/commercial society. His very detailed plan set the
stage for a big debate in the country that ended because
of the defeat of the communist left in the civil war and the
execution of Batsis.

Kyriakos Varvaressos was a man of the political center. As
a very prominent economist of the interwar years, governor
of the central bank, professor at the University of Athens,
and member of the Academy of Athens, he held important
political positions twice and was, among other things, pres-
ent at the creation of the Bretton Woods agreements. He
later worked as an executive director at the World Bank, and
returned to Greece in early 1952 to submit his report to the
Plastiras government, the well-known “Report on the Eco-
nomic Problem of Greece” (1952). Again, this was a very im-
pressive, visionary report, a development plan still read and
debated today. But Plastiras and the center-left were voted
out of office in 1952, and so his proposals were not put into
practice.

The two development models that prevailed in post WW
Il Greece were the Xenophon Zolotas/Panagis Papaligouras
model from 1955 to 1981 and the Andreas Papandreou model
from 1981 until the present. It is these models that will attract
our attention below. At present and with the financial crisis
of 2008 with its dire consequences for the Greek economy
setting the stage, the Papandreou model has, in my view,
exhausted any possible usefulness it had possessed. Many
economists in Greece are presently trying to circulate new
ideas about models for future growth and the future will tell
which model or models will prevail.

Let us however focus our attention on the Zolotas/Papa-
ligouras model. Starting in 1955, Professor Xenophon Zolotas
became governor of the central bank of Greece and Panagis
Papaligouras became the right-hand of Constantine Kara-
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manlis in his successive governments of the 1950s and the
early 1960s. Both men remained close disciples of Constan-
tine Karamanlis when he returned to power in 1974. Zolotas’
views about the Greek economy are best expressed his 1964
book “Monetary Equilibrium and Economic Development”.
This treatise captures his vision about the development path
of the Greek economy. Central to Zolotas was the theme
of monetary stability in the country: the devaluation of the
drachma and the stabilization of the Greek currency in 1953
had to be defended at all costs, because it was very impor-
tant for the Greek economy to have a sound monetary base.
Individuals would know that their savings would be worth
their value, businesses would make sound investment plans,
and foreign capital would be attracted to invest in the coun-
try. Next to monetary stability, and possibly zero inflation,
in a country that had witnessed horrendous inflation for 13
years, from 1940 to 1953, the budget of the central govern-
ment had to be balanced. Of course, the country was poor
and the need for public investment was high. But the ratio-
nale for Zolotas was to keep the current budget balanced; he
recommended the introduction of a new account, the budget
of public investment. This could eventually be a deficit bud-
get, but it would be covered by loans from the outside world
and through public savings. Public investment in Greece from
1955 to the mid-1960s and beyond was financed through the
budget of public investment. The economic system of Greece
was highly regulated. Zolotas did not have a high regard for
liberal theories as those advanced by Friedrich von Hayek.
He was not in favor of Keynesian economics either. He was a
moderate monetarist and a believer in sound regulation and
oversight of the economy. He had been explicit about this
in his books. (Psalidopoulos 2007). Hayek’s approach was
too abstract/theoretical for him, and Zolotas was a practi-
cal liberal who wanted good results. He found in Papaligou-
ras a practical politician who delivered results. Papaligouras
shared the same values, he transformed them into policies
and called his way of economic governance “realist liberal-
ism” (Papaligouras 1996).

The record of Constantine Karamanlis as a prime minister
was impressive, a metamorphosis of Greece from a very poor
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to a very prosperous country, with an annual growth rate of
on average 6.5% from 1955 to 1981 while prices increased by
3%. There were, of course, negative sides in this policy. There
was high unemployment in the early 1960s and a push in
society for a more expansionary policy. Indeed during the
dictatorship this model came into question; the dictatorship
was more expansionary in its economic policy in a vain effort
to get political legitimization. It was also unable to master the
course of the economy after the collapse of Bretton Woods
in 1971. Overall however, the model was reintroduced after
the restoration of democracy in the midst of the oil crises of
the 1970s. At that point, however, the Zolotas/Papaligouras
model had given to the Greek economy all it could deliver
and started losing its political appeal.

Andreas Papandreou was a prominent economist in the
United States before returning to Greece. In the 1950s and
1960s he played a critical role in mainstream economics of
the time (for details on the evolution of his economic think-
ing, see Psalidopoulos 2011). He came to Greece at the in-
vitation of Constantine Karamanlis to establish the Center
of Planning and Economic Research and the first books he
wrote in the early 1960s advanced the notion of structural
change within the then existing paradigm. His clash with the
military dictatorship and the way the Center Union had been
ousted from office in 1965 radicalized him. After he went into
exile, he became a radical economist and his books “Man’s
Freedom” (1973) and “Paternalistic Capitalism” (1974) are
analyses that seek to redefine the relationship between
the individual and business interests in late capitalism. He
shared common themes with the so-called Monthly Review
School on the North/South analysis of the world economy,
distinguishing between rich and poor countries, and unequal
exchange in trade by means of economic imperialism. His
books in the 1970s became sacrosanct texts for his follow-
ers, especially “Socialism in Greece” and “The Way to So-
cialism,” both published in 1977.Papandreou’s greatest con-
cern in these books was the importance of popular support
of any government wanting to implement “change” in the
Greek economy as vested interests of the “establishment”
would try to overthrow his rule, as they had done with the
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Centre Union in the past. In order to secure the loyalty of the
popular masses Papandreou wanted, what he called, “social
consumption” to grow. This meant big raises in wage income,
especially in the public sector. The public sector was a tool to
control the economy, to boost growth and to absorb the un-
employed. Next to social consumption, the banking system
had to be nationalized and supply the public sector, includ-
ing public enterprises and agricultural cooperatives, with
loans. Papandreou called this a “socialization” of the banking
system since oversight was relegated to boards of overseers
who represented unions and boards of trade. Finally, foreign
trade had to be centrally controlled in order for the national
economy to remain immune from changes in international
economic relations. The policies introduced after 1981 were
along these lines. Political support for PASOK was secured,
but economic results were catastrophic: almost zero growth
and double digit inflation during the whole of the 1980ies.
Despite this economic outlook the voters did not matter, so
they re-elected Papandreou in 1985 and even stood by his
party in 1989/1990 and after 1993.

Papandreou’s model had some positive sides. Public mon-
ey spent, stirred the economy. It introduced regional devel-
opment and boosted transfer payments. However, winning
elections through this sort of economic management proved
to be everlasting for, despite shifts and efforts to move away
from this pattern, all three prime ministers after Papandreou,
namely K. Mitsotakis, K. Simitis, and K. Karamanlis, didn’t
challenge the prevailing economic paradigm - they tried to
reform it. These reforms were meant to secure compliance
with the rules of the European Union and the process of Eco-
nomic and Monetary Union of Europe. The debt ratio, how-
ever, as low as 20% of GDP in the year 1980, grew to be 100%
and higher, a decade later. The budget deficit to GDP ratio
was double digit in the early 1990ies. Economic transfers
from the European Union concealed the fact that there was
a fiscal derailment, a bubble being created in the economy
from that period onward. Next to this was legal tax evasion,
and special treatment given to certain professional groups
that paid little or no taxes, despite their large incomes. Of
course, this model experienced a transition during the 1990s
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after Papandreou’s illness and ultimate death, but it wasn’t
challenged in principle. After the introduction of the euro in
the Greek economy, the lowering of inflation and high rates of
growth because of investment in infrastructures funded with
EU money, a further element boosted consumption: interest
rates fell and a new credit bubble was created within the def-
icit bubble. This situation met very mild opposition because
elections could be won, by either the left or the right parties,
through the manipulation of public expenditure and transfer
payments at the right time of the electoral cycle. The delay
of important reforms, most obviously the failure to overhaul
the insurance system in 2001, added a further boost to the
bubble that burst when in 2009 the real numbers of Greek
macroeconomic indicators was publicly revealed to Eurostat
and to international markets.

Today, this way of running the economy, mainly through
government deficit spending can’t be sustained anymore.
First, there is no access to low interest borrowing and sec-
ond, because now its statistics are European statistics. Fu-
ture governments would have very limited ways to create
public employment without having first secured the revenue
to pay for it. One is tempted to recall that because of the oil
shocks of the 1970s the Karamanlis government had intro-
duced, next to the regular budget, and the budget for public
investment, the so-called oil account, which was a special
deficit account meant to carry only oil as a single item. This
was a bad start since in the 1980s and the 1990s another 13
special accounts had been created, next to the regular bud-
get. When, in 2008, an effort was made to consolidate Greek
public finances (Government Gazette 194, September 25,
2008, law 3697) it was revealed that the fiscal management
of the country was catastrophic. This is something that can-
not happen anymore and as long as Greece is a member of
the EU and the eurozone.

My conclusion is that the Andreas Papandreou model to
develop the Greek economy is now defunct and that we have
to contribute to the creation of a new one. This won’t be easy;
it won’t be the work of one person only. In fact, currently there
are groups at IOBE, at Eurobank and elsewhere, working in
that direction. It is a sad fact, however, that any discussion in
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Greece after May 2010 remains almost totally focused, not
on the question “what brought the economy to its knees?”,
but around the “struggle” and the need to resist reforms and
convince the Troika (EU, ECB, IMF) that their reccommenda-
tions are failing. In the meantime, the Greek economy s still
creating new debt, for revenue is less than total expenditure.
This is partly due to the depressed economy, but also to the
fact that the majority of the Greek political class still holds
to the Papandreou model; it seems it is still unable to under-
stand that overspending through borrowing, a model that
brought the Greek economy to its present status, has no fu-
ture. This doesn’t imply that the Troika recommendations are
sound and not myopic. They are aimed at covering the public
deficit at all cost, as fast as possible, in order to balance cur-
rent expenditure with taxes, and to reform the labor market.
It is hoped that these policies will bring growth sometime in
the future. Growth is, however, needed since yesterday, if not
today, for without it, no debt can be repaid. It is, therefore,
of great importance that Greek economists develop a new
model for the Greek economy, a model that will show the
way forward and will be adopted and implemented by politi-
cians aimed at leading the country to prosperity again.
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PAST ACTIVITIES SPONSORED
BY THE CONSTANTINE G. KARAMANLIS CHAIR
IN HELLENIC AND EUROPEAN STUDIES

Challenges to the 21t Century: European and American
Perspectives Series

The Constantine Karamanlis Chair in Hellenic and European
Studies, The Fletcher School, Tufts University, in collaboration
with the Security Studies Program at The Fletcher School,
co-sponsored and hosted the following events at The Fletch-
er School. The events were organized by Ms Renee Hafer-
kamp, under the auspices of the Minda de Gunzburg Center
for European Studies at Harvard University, and in collabora-
tion with the Weatherhead Center for International Affairs,
the Kokkalis Program, and the Nicolas Janssen Family Fund
in Brussels.

Events

e 10/12/11 Pierre Vilmont, Executive Secretary General of
the European External Action Service
“Europe and the Challenges of Today’s Global World”

e 10/26/10 Joao Vale de Almeida, Head of the European
Union Delegation to the United States
“In Search for European Foreign and Security Diplomacy”

e 9/27/10 Baroness Catherine Ashton, High Representative
for Foreign Affairs and Security Policy of the European
Union
“Europe’s Global Role after Lisbon”
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ANDREAS A. DAVID SCHOLARSHIP
AT THE FLETCHER SCHOOL

The Andreas A. David Foundation established a scholarship
at The Fletcher School in 2003. Its goal has been to strength-
en the human capital of the Greek Foreign Service so that it
better meets the challenges of the 21st century. The scholar-
ship is offered to a mid-career level diplomat from the Greek
Ministry of Foreign Affairs for a one year fellowship to obtain
a Master of Arts (MA) degree. In 2011, the Andreas A. David
Foundation expanded the scholarship program to include
fellowship opportunities for representatives from two addi-
tional Greek ministries, the Ministry of Defense and the Min-
istry of Homeland Security. The generosity of the Andreas
A. David Foundation encourages and sustains the recipients
of the fellowship to implement new ways of thinking in their
respective ministries upon their return to Greece.

The Fellowship has been awarded to the following recipie-
nts:

2003-2004 loanna Efthymiadou

2004-2005 Angelos Ypsilantis

2005-2006 No scholarship awarded
2006-2007 Dmitri Goudkov and Sujata Tuladhar
2007-2008 Nicolas Sigalas

2008-2009 Athina Makri

2009-2010 Alexios Mitsopoulos

2010-201 Gina Andreadi
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2011-2012 Alexandros loannidis, Ministry of Foreign Affairs
Christos Eleftheriou, Ministry of Homeland Security
Vasileios Loukovitis, Ministry of Defense

Background Information on Andreas A. David

Andreas A. David was born in 1934 in Petra, a small village in
Cyprus. Andreas began his business career in Ghana at the
first Coca-Cola bottling plant owned by his uncle A.G. Leven-
tis. He mastered every single aspect of the bottling operation
and acquired a thorough grounding in the economics of the
business. He used this knowledge to lead the family-owned
business, and with vision, passion, and sheer hard work he
extended the business to acquire and consolidate bottling
plants in 11 countries ranging from Nigeria, Ireland, Greece,
and the emerging Eastern European countries.

He further consolidated the business by merging with the
Coca-Cola company in Europe to create the Coca-Cola Hel-
lenic Bottling Company which covered 23 countries, served
400 million people, and offered jobs to many thousands,
becoming the second largest Coca-Cola bottling company
in the world. Andreas’s death in October 2000, was deeply
mourned by many people around the world, as they remem-
bered his openness, warmth, charm, ready laugh, and, above
all, his deep-seated belief in quality and integrity, which per-
sonified him.
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THE NATIONAL BANK OF GREECE
SCHOLARS AT THE FLETCHER SCHOOL

The National Bank of Greece established a term scholarship
at The Fletcher School in 2008. Preference for the schol-
arship is given to students from Greece and Southeastern
Europe who have an interest in finance. The National Bank
of Greece also provides programmatic support for The Con-
stantine G. Karamanlis Chair in Hellenic and European Stud-
ies at The Fletcher School. We are grateful for the generosity
of the National Bank of Greece as the scholarship provides
it’s recipients vast opportunities to return to Greece to imple-
ment new ways of thinking and the programmatic support
provided allows for the Karamanlis Chair to organize such
events as the successful international conference in celebra-
tion of the 10" Anniversary of The Karamanlis Chair at The
Fletcher School.

The Scholarship has been awarded to the following reci-
pients:

2008-2009 Jelena Lukic, Tihomir Tsenkulovski, Natasa Jokic

NATIONAL BANK
OF GREECE
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