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Abstract

Austerity has come to define the post-crisis European political economy as the pre-
dominant policy response to the Great Recession since 2010. After a brief period
of “emergency Keynesianism” from 2008 to 2010, even social democratic parties
abandoned plans for deficit-spending and accepted austerity as the dogma of the day.
Most of the existing literature attempts to explain this outcome either by pressures
from financial markets or by the influence of external institutions, for example the
European Union or the International Monetary Fund. However, social democratic
parties also accepted fiscal orthodoxy in countries where the pressures from finan-
cial markets and external institutions were weak or absent, and thus they are not a
sufficient explanation to explain austerity from the left. This thesis instead shifts the
focus towards the popular coalitions that underlie macroeconomic policy by exam-
ining the elite and the popular politics of austerity. It argues that social democratic
parties had both electoral and ideational reasons to support orthodox fiscal policies
during the crisis, as they were trapped by the legacy of the Third Way that they had
embarked upon prior to the crisis. On the one hand, social democratic parties be-
lieved that there was a high public support for fiscal consolidation. Influenced by the
differentiation of interests among their traditional constituencies, they attempted to
increase their economic credibility in order appeal to centre-left voters from the ex-
panded middle class. On the other hand, social democratic parties were influenced by
mainstream economic ideas. They drew on New Keynesianism, endogenous growth
theory, and the social investment paradigm, which had become popular among social
democrats at the end of the 20" century, to legitimize their support for the “austerity
settlement” during the Great Recession. This combination of electoral and ideational
forces created powerful pressures for social democrats to support orthodox economic
policies over Keynesian deficit-spending which many failed to resist. To make this
argument, this thesis combines qualitative and quantitative methods and draws on a
wide range of empirical evidence. Among others, it uses evidence from quantitative
content analysis, survey experiments as well as insights from over 40 elite interviews
with leading social democratic politicians and policy-makers in Germany and the
UK. In this way, the thesis studies both the popular and the elite politics of austerity
in Western Europe and provides a new account of social democratic austerity.

Keywords: Great Recession, macroeconomic policies, austerity, social democratic

parties, electoral coalitions, economic ideas.
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Chapter 1

Introduction

‘It is not the consciousness of men that determines their being, but, on the contrary,

their social being that determines their consciousness.’

Karl Marx|(1996)

‘The ideas of economists and political philosophers, both when they are right and
when they are wrong, are more powerful than is commonly understood. Indeed the
world is ruled by little else. Practical men, who believe themselves to be quite exempt

from any intellectual influence, are usually the slaves of some defunct economist.’

John Maynard Keynes (1936)

Introduction

The Great Recession has been the deepest economic crisis in Europe since the Great
Depression. It was triggered by the collapse of the American investment bank Lehman
Brothers in September 2008, which sent shock waves through the international finan-
cial system and created a deep deflationary spiral. Then German Finance Minister
Peer Steinbriick summarised the feeling among the governing elite when he said that
‘we were all looking into the abyss’ (Der Spiegel,|2008). In response to this situation,
almost all governments in the advanced economies responded resolutely: they devel-
oped large government programmes in order to save tumbling financial institutions
and to maintain output (e.g. Seccareccia, 2011} Pontusson and Raess, |2012; Hall,

2013;Raess and Pontusson, 2015). Three decades after the Keynesian consensus had

1



fallen apart in the economic turmoil of the 1970s, policy-makers used “emergency
Keynesianism” (Hall, 2013)) to prevent a depression on the scale of the 1930s. The
G-20 collectively vowed to ‘use fiscal measures to stimulate demand to rapid effect’
and neo-classical economist Robert Lucas even complained that ‘everyone [was] a
Keynesian in a foxhole’ (Fox, 2008) However, only a few months after the begin-
ning of the financial crisis, the economic winds already changed and austerity came

back with a vengeance.

The end of the Keynesian era began with the bail-out of Greece in May 2010, which
was made conditional on strict austerity measures. Shortly afterwards, world leaders
agreed to ‘growth-friendly fiscal consolidation’ at the G-20 meeting in June 2010.
According to conventional wisdom, the Greek crisis illustrated the perils of gov-
ernment debt. It undermined arguments for further fiscal stimulus and contributed
to a pre-mature rush to austerity, which was particularly strong in Europe. As the
“American” financial crisis was re-imagined as a “European” sovereign debt crisis,
governments of all stripes and colours implemented austerity by slashing government
spending and/or increasing taxes This transformation of a financial crisis into a fis-
cal crisis confused cause with effect (Tooze, 2018)), but it was the perfect outcome for
financial market actors: it diverted attention from the failures of the financial system,
as “excessive” levels of government debt came to be perceived as the biggest danger

to the international economic system.

Subsequently, the pressure was on monetary policy to support demand in Europe. Fis-
cal austerity was combined with quantitative easing, as central banks devised tools
for an unprecedented level of monetary expansion. This protected most economies in
Europe from a deep depression, but in some countries, output dropped substantially
and unemployment reached levels that were previously unthinkable in advanced cap-
italist economies. Importantly, the entire European continent remained in a perpetual
state of crisis as Ireland, Greece, Portugal, and Spain had to ask for bail-outs from
the International Monetary Funds (IMF) and the European Union (EU), while other
countries, like Italy and France, also continued to fight deflationary pressures. The
crisis created a division between the prosperous North and the struggling South, but

popular discontent was widespread across both regions: the debtor countries opposed

IFive years earlier, Robert (Lucas, [2003) had declared in his presidential address to the American
Economic Association that such stimulus programmes were not necessary anymore because the “central
problem of depression-prevention has been solved.”

2The crisis is better described as a typical balance of payment crisis as the credit crunch created
a “flight to safety” (Copelovitch et al.| 2016). This led to a sudden stop of liquidity in the European
periphery and lenders found it increasingly difficult to re-finance their debt as investors lost trust in the
ability of governments and private actors to repay their debt.



3 Introduction

the Northern Spardiktat, while the creditors were unwilling to pay for the perceived
lavishness of the South. The policies that resulted from these opposing positions cre-
ated unsatisfactory results: the EU muddled through the crisis and ten years after the
fall of Lehman Brothers, the level of economic production in the EU barely has barely
surpassed the pre-crisis level. Today the European economy still operates below its
full capacity, large parts of the workforce in the Eurozone remain unemployed and
inflation is low, contributing to a truly “lost decade” (Chinn and Frieden, 2011)) for

Europe.

Despite its economic ramifications, Europe’s political mainstream remained commit-
ted to austerity for a long time. In 2010, austerity became the only game in town
and the “austerity settlement”, i.e. the dominance of austerity across the political
spectrum, has seen governments of all stripes across the continent, albeit in differ-
ent contexts and to varying degrees, implement austerity measures This move to
fiscal orthodoxy that began in 2009 was all encompassing. It included countries
and governments across the entire European continent, ranging from debtor to cred-
itor countries, from countries with an export-led growth models to countries with
an export-led growth model (Baccaro and Pontusson| [2016), and from liberal mar-
ket economies (LMESs) to coordinated market economies (CMEs) (Hall and Soskicel,
2001).

By accepting austerity, however, Europe’s governments shifted the burden of the cri-
sis onto the shoulders of the weakest citizens, and the most surprising element of this
austerity settlement is thus the way in which social social democratic parties, both
in and out of power, have acquiesced to it Originally, the financial crisis presented
social democratic parties with a unique opportunity to renew their raison d’étre. It
highlighted the vulnerabilities of unfettered capitalism and undermined the legiti-
macy of the existing economic order. But social democrats were unable to formulate
a coherent response and largely accepted the shift to austerity across Europe, inde-
pendent of whether they were in government or in opposition. In debtor countries
social democratic parties bowed to external pressure and accepted austerity as a nec-
essary evil (e.g. Greece, Spain, and Ireland); in ‘creditor countries’ social democratic
parties did not only help to impose austerity on the debtor countries, but they also
pursued fiscal consolidation at home. For example, in Germany, the Social Demo-

cratic Party (SPD) already supported the introduction of a constitutional debt brake

3The Great Recession is used here as a term that refers to both the 2008 financial crisis and the
Eurozone crisis, i.e. it conceptualises both crises as one larger economic crisis.

“4Following [Kitschelt (1994, p. 1), social democracy is employed as a generic concept that covers
‘a cohort of parties that run under socialist, labour and social democratic labels.” I will use the terms

¢

“social democratic”, “centre-left”, and “moderate left” parties interchangeably.



in 2009. Similarly, France adopted austerity policies despite Frangois Hollande’s vic-
tory in the presidential election of 2012. The Socialist government increased taxes
and reduced public spending in 2013 when they adopted the Pact for Competitive-
ness, and after Manuell Valls had replaced Jean-Marc Ayrault as Prime Minister, the

government promised even more fiscal consolidation.

The puzzle and research question

The accommodation of social democratic parties with austerity is puzzling for sev-
eral reasons. First, social democratic parties have historically been associated with
policies that are opposed to austerity. Their dominant modus operandi in the post-
war period was based on Keynesian policies of demand management (Przeworski,
1985; [Hall, (1989), which allowed governments to limit the adverse effects of free
markets on their citizens. Although social democratic parties moved towards the cen-
tre during the Third Way and adopted more liberal economic policies (Lavelle, 2008;
Pierson, 2001a;|Glyn,[2001}; |Callaghan, [2000, e.g.), the ‘essential and enduring’ goals
of social democracy, remained to minimise the ‘cost of capitalism’ for the working
classes (Hirst, [1999, p. 87). Despite its numerous historical and geographical incar-
nations, social democrats always attempted to decrease social inequality by creating
the conditions for (full) employment and a strong welfare state. Yet, during the Great
Recession austerity challenged both. It contributed to the deflationary spiral in Eu-
rope and undermined the fiscal basis of the welfare state that social democratic parties

had vigorously fought for in the 20th century.

Second, the Great Recession presented a unique opportunity for social democracy
to push for paradigm change after thirty years of economic liberalisation. Some
voters had already punished social democratic parties for their Third Way policies
before 2008 and the crisis would have been an opportune moment for the left to
push for a counter-movement in the spirit of Karl |Polanyi (2001). In the past, social
democrats were able to do this: in response to economic crises, they did not only
conceive new ideas, but they were also able to implement them (e.g. Blyth, 2002}
Berman, [2006). The Great Recession provided a similar opportunity for the centre-
left to experiment with new policies and to reform the dominant economic order

Seeking new alliances with actors in politics, social movements, and academia, social

SIn the beginning of the crisis, social democrats were seemingly able to do this. In countries like
the UK, Germany, and Spain, social democrats played a key role in the initial response to the financial
crisis, while the election of Barack Obama in November 2008 invigorated hope among progressives
forces across the world. They developed a range of demands for new financial regulation and future-
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democrats could have used austerity to rally the left and oppose the dominance of the
market[f]

Third, this counter-movement has become even more likely over time because aus-
terity has, arguably, not worked. From a Keynesian view, austerity made little sense
in the post-crisis context (e.g. Blyth and Matthijs, 2017} Sandbu, 2015) and there is
growing evidence that they made the crisis worse by contributing to a deflationary
spiral (e.g. Blanchard and Leigh, |2013; Heimberger, [2017). It overburdened mon-
etary policy as the main instrument to stabilise demand in Europe and pushed the
Eurozone towards the brink of disintegration. This low growth environment again
aggravated the fiscal crisis in Europe and consequently austerity did not even achieve
its primary goal. Instead, it created a large amount of social and economic unrest and

undermined Europe’s social contract.

Finally, austerity also contributed to significant electoral tumult among the left (Roberts),
2017). While the economic crisis pushed voters into the arms of radical right- and
left-wing parties, social democratic parties were unable to capitalise on the economic
turmoil whatsoever. Instead, radical left- and right-wing parties led the charge against
austerity and rose to new heights. In some European countries like Greece, France,
and the Netherlands, social democratic parties experienced electoral annihilation,
whereas they have been thrown into a deep electoral crisis in countries as diverse
as Germany, Italy, or Finland. Overall, the vote share of social democratic parties
in Western Europe dropped dramatically since the beginning of the crisis, as shown
in Figure This situation is remarkably similar to that of the 1930s, when social
democratic parties also implemented austerity in response to the Great Depression
with disastrous consequences By prolonging the recession and creating record lev-
els of unemployment, it divided the labour movement and pushed voters into the arms
of fascist movements. In light of this historical experience and the current electoral
slump of the centre-left, it is particularly surprising that social democratic parties

have bought into the austerity settlement.

My dissertation addresses this puzzle, i.e. it attempts to answer the question why

social democratic parties accepted austerity as a macroeconomic policy in response

oriented investment programmes and were concerned with protecting citizens from the effects of the
financial crisis.

Colin Crouch (Crouch, [2011) most famously discussed this “strange non-death of neoliberalism”
previously.

7For example, the Labour Prime Minister Ramsay McDonald formed a National Coalition govern-
ment to implement austerity in the UK (Skidelsky, [1970), while the German SPD rejected Keynesian-
style policies and supported the austerity policies implemented by the government under Heinrich Briin-
ing (Berman,|1998).



Figure 1.1: Average vote share of of left-wing parties in Western Europe, 1945 - 2018
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Note: The figure shows the average vote share that moderate and far left parties have
received in 20 Western European countries. For any given year it is calculated by taking
the average of the vote share that a given party has received in the last election prior to
that particular year.

to the Great Recession. For this purpose, I define macroeconomic policies narrowly
as government policies that are designed to influence aggregate economic variables
including growth, unemployment, and the general price level Austerity is a specific
macroeconomic policy, which I define as fiscal consolidation (i.e. the reduction in
the government’s budget deficit) during hard economic times. In other words, in us-
ing the term “austerity” I am referring to fiscal consolidation during economic crises
when a given economy is operating below its potential. In theory, such a programme
can be achieved in very different ways and, for example, it might be useful to distin-
guish between expenditure- as opposed to revenue-based consolidations. In practice,
however, austerity packages often include ‘some combination of measures to reduce
public expenditure and to increase tax revenues and other government receipts (such
as the selling off of non-financial assets)’ (Konzelmann, 2014, p. 703). Therefore, I
do not make such a distinction; rather I focus on the broad outlines of the economic
positions that social democratic parties adopted in the wake of the Great Recession.
Put differently, the dependent variable in this dissertation is the extent to which so-

cial democratic parties supported fiscal consolidation during the economic crisis as a

8Many social and regulatory policies have a macroeconomic impact. According to my definition,
these policies are classified as macroeconomic policies if and only if they are aimed at aggregate eco-
nomic variables.
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partisan strategy. Rather than focusing on the implementation of austerity measures
in government, I attempt to determine a broadly “social democratic” element of how
centre-left parties approached and have come to adopt austerity as a partisan strategy

during the Great Recession.

Existing explanations for social democratic austerity and their

short-comings

There are a number of existing approaches in the literature that could be used to
explain “austerity from the left” or “social democratic austerity”, i.e. the broad ac-
ceptance of austerity by social democratic parties in post-crisis Europe. The most
prominent explanation comes from a materialist literature focused on the structural
imperatives of the global economy. Some contend, for instance, that the collapse of
the Bretton Woods system and end of the post-War economic boom that accompa-
nied the subsequent oil crises has effectively killed off social democracy by ruling
out traditional Keynesian policy tools (Panitch and Leys, 2001, p. 107; Bailey, 2009,
p. 606; Rogers, |2013] p. 8-9; Lavelle, 2008). Others point to the rise of globalised
capital markets in the 1980s — which were seen to empower footloose capital to pun-
ish inflationary economic policies — to explain the ‘death’ of social democracy. Most
prominently, Scharpf|(1991] p. 24) already argued in the late 1980s that ‘there is now
no economically plausible Keynesian strategy that would permit the full realisation
of social democratic goals within the national context without violating the functional

imperatives of a capitalist economy.’

Wolfgang Streeck| (2014) has more recently updated this thesis, arguing that the sec-
ular trends of stagnating economic growth, shrinking tax revenues, and rising public
debt have made sovereign governments increasingly vulnerable to the whim of fi-
nancial market actors, who can impose strict austerity via the threat of capital flight.
Relatedly, critical perspectives on European integration have explored the role of the
European Union in institutionalising a ‘disciplinary neoliberalism’ (Gill, 2003} p.
65-67; [Bailey, 2009; Strange and Worth, 2012, p. 34), including through post-crisis
developments such as the Fiscal Compact, which is seen to necessitate austerity (Bai-
ley, 2014} p. 245;|Escalona and Vieira, 2014, p. 26).

These accounts point to significant challenges for social democratic parties, but they
contain a number of limitations which must be recognised. First, we should be care-

ful with statements concerning the death of domestic policy autonomy at the hands of



global capital. For instance, the economic globalisation thesis of the 1990s and 2000s
ignored ongoing differences in national economies (Garrett, |1998a) and the way in
which different economies could mediate the pressures associated with globalisa-
tion in order to pursue Keynesian policies (Clift and Tomlinson, 2007). This reflects
the way in which governments, such as the British Labour government of 1974-79,
were able to pragmatically adjust to the monetarily constrained environment of post-
Bretton Woods without sacrificing all elements of their Keynesian programme (see
Hay, 1999, p. 209-12; |Crook, 2018). Moreover, the period of internationally coor-
dinated Keynesianism in the immediate post-crisis period revealed the way in which
expansionary macroeconomic policies, long regarded as ineffective or dangerous,
were still very much an integral part of policy-makers’ toolkits (Clift and Woll, 2012,
p- 307).

Second, it is not evident that financial markets have ‘bit the hand that fed them’ and
imposed austerity since 2008. In an otherwise toxic environment, post-crisis interest
rates on government bonds have plummeted in many of Europe’s major economies as
capital moved to these relative safe havens despite their high debt levels. As a result,
governments in countries such as Germany, France, or the UK have been able to bor-
row relatively cheaply. Moreover, in 2010, market actors came to perceive the fiscal
position of some European governments as fragile only because the ECB’s role as
lender of last resort was not guaranteed (De Grauwel [2013}; De Grauwe and J1,[2013)).
They did not demand austerity per se, but rather a credible backstop that would safe-
guard their assets. When ECB President Mario Draghi provided this backstop in
2012, promising to do ‘whatever it takes’ to save the Euro, the financial pressure on
Europe’s periphery ceded but austerity continued. Austerity policies pursued there-

after have thus been more a political choice than an economic necessity.

Finally, EU integration is not sufficient to explain the austerity settlement, either.
Even if the conditions of bailout agreements necessitated austerity in countries such
as Greece, the same argument cannot be made in many other countries. For example,
in 2010 the UK government committed itself to fiscal austerity programme on par
with those of Portugal and Spain, despite not being institutionally constrained to do
so. The UK has its own currency and central bank and it is not subject to Eurozone
rules in the same way as other EU members are. Instead, the extent of the austerity
measures in the UK can only be explained by the ideological disposition and political

strategy of the Conservative-led Coalition government (Gamble, 2015).

However, even the literature attuned to the importance of ideas cannot fully explain

social democratic austerity. This constructivist literature views austerity as the result
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of the dominance of neoliberal or ordoliberal ideas (e.g. Blyth, 2013} [Dellepiane-
Avellaneda, 2015;[Baker; 2015; Matthijs and McNamara,|2015; Ban| 2016;|Carstensen
and Matthijs, 2018} Blyth and Matthijs, |2017). Many of these authors have demon-
strated that the concept of austerity is underpinned by a range of normative and eco-
nomic ideas about the appropriate role of the state vis-a-vis markets and household.
On the one hand, some argue that neoliberal economic ideas, including the “crowding
out” effect of government borrowing (Barro, (1974) and the alleged “expansionary”
effect of fiscal consolidations (Giavazzi and Pagano, [1990; Alesina and Ardagna,
1998), have shaped contemporary austerity. On the other hand, others have argued
that ordoliberal ideas, including a rule-based approach to economics and the ‘moral
hazard’ associated with government debt, have contributed to the dominance of aus-
terity in Europe. In perhaps the best-known account of post-crisis austerity, [Blyth
(2013)) artfully traces a range of ideational developments prior to the crisis and shows
that, in fact, a symbiosis or a cocktail of these ideas underpins the way that actors

engaged with austerity.

These approaches are useful because they highlight how economic ideas have fed
into the post-crisis politics of austerity. However, to date the existing literature can-
not effectively explain why contemporary austerity has not been challenged by other
economic ideas. In countries outside of Europe, governments have, indeed, pur-
sued alternative economic policies, and it remains unclear why these ideas had so
little influence in Europe after 2010. In particular, the constructivist literature has
under-theorised social democratic austerity. In focusing on neo- and/or ordo-liberal
ideas, the existing literature potentially delimits our current understanding of why so-
cial democratic parties embraced fiscal consolidation. Historically, social democratic
parties were neither associated with neo- or ordoliberalism, but they also supported
fiscal consolidation prior (Armingeon et al.,|2016; Kraft, 2017) and during the crisis
(see Chapter [3).

Overall, the existing literature thus provides several starting points to explain the
austerity settlement in Europe, which are more fully reviewed in Chapter [2| I do
not contest that these approaches provide valuable insights, but I would argue that
none of them provides a sufficient explanation for austerity from the left. Unless
our conception of social democratic austerity boils down to either suggesting social
democratic parties had little choice but to accept social democratic austerity or that
such actors have merely accepted a neo- or ordo-liberal economic outlook entirely,
it is clear that social democratic austerity has hitherto been under-theorised. There

remains little understanding of the way in which social democratic actors have come
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to engage with, understand, and ultimately embrace austerity policies and my thesis

attempts to address this short-coming of the existing literature.

Outline of the argument

My explanation for social democratic austerity is based on the premise that auster-
ity was a political choice and that political actors, including parties, matter for the
macroeconomic governance of advanced economies. In other words, fiscal policies
are not only a matter of economic necessities, but they are at the heart of politics
themselves. In the words of Peter (Gourevitch, (1986, p. 19), ‘to understand policy
choices...we must understand the politics that produces them.” This is especially true
in the context of the economic crises, including the Great Recession. Such crises are
often “critical junctures” (Capoccia and Kelemen, 2007; |Collier and Collier, [1991)
that open up the political space. They shake the foundations of the political system
and lead to a lot of uncertainty, which allows policy entrepreneurs to engineer change.
By creating heightened uncertainty and compressing time horizons, crises provoke
actors to shed previous commitments and force them to seek new solutions (Kahler
and Lake, 2013 p. 10). They pit interests and coalitions against each other, and
as actors are forced to make decisions that lie outside the normal pattern of politics,
agency and contingency comes to the fore (Capoccia and Kelemen, [2007). Therefore,

we need to understand the political conflicts behind austerity.

To this end, my theoretical framework integrates two distinct perspectives, which are
represented by the two quotes from the very beginning of this chapter. It combines
an approach based on ‘the political sociology of political economy’ (Gourevitch,
1986) with an approach that takes the role of ideas seriously. Put differently, my
thesis explores both the electoral and the ideational foundations of social democratic
austerity. Following [Beramendi et al. (20135)), it highlights that parties respond to
voters’ preferences. They use economic policies as the bedrock of electoral strategies
and to build electoral coalitions. However, parties are not just transmission belts
for electoral interests, but they are also rooted in distinct ideological traditions. My
framework therefore stresses that economic policies are also influenced by the ideas
that parties hold about how the economy works (e.g. [Hall, [1989; Blyth, [2002). This
is particularly true during economic crises, when uncertainty opens up windows of
opportunity, during which ideas serve as explanations of what went wrong and how
to fix it (e.g. Blyth, |[2002; Widmaier et al., 2007} [Matthijs, 2011).



11 Introduction

The electoral pressures for social democratic austerity

Taking politics seriously, my theoretical framework attempts to bring the “electoral
turn” (Beramendi et al.,|2015)) to the literature on macroeconomic policies. Tradition-
ally, political economy focuses on the interests and ideas of elites and largely ignores
public opinion. However, during economic crises this approach is not tenable because
‘mass politics trumps interest group politics when both come into play’ (Hooghe and
Marks| 2009). Supply-side explanations might explain politics on non-salient issues,
which are in the realm of quiet (Culpepper, [2011) or “technocratic politics”. Yet,
the demand-side becomes important for salient issues, which are in the the zone of
loud or “electoral politics”. In this case, policies are chosen by politicians and ‘when
politicians make choices... their choices are constrained by the need to mobilize or
retain support’ (Gourevitch, 1986, p. 19). This is particularly true for fiscal policies,
which are less insulated from party politics than other economic policies, including
monetary policy or financial regulation. They have large distributive consequences,
they are very visible, and they receive a lot media attention. Thus, the supply of fiscal
policies is not independent of the demand for them: while politicians have the ability
to shape and influence public opinion in the medium- to long-run, they are also ser-
vant to it in the short-run. In other words, ‘the freedom of politicians is circumscribed

by their need to construct support coalitions’ (Gourevitch, 1986, p. 239).

To explain social democratic austerity it is therefore necessary to focus on the strate-
gic choices that party leaders faced in the context of the Great Recession. We have to
explore the interdependence between political economy and electoral politics (Kitschelt,
1999, p. 318), analysing how party leaders cope with the changing demands from
voters. Party leaders are political animals and their actions are first and foremost
guided by their short-term electoral instincts. As they compete in elections, they
carefully craft their programmes with reference to electoral considerations. They
stay closely tuned to the dominant policy mood (Erikson et al., 2002) or the eb and
flow of public opinion (Soroka and Wlezien, 2010) and in recent decades this has
been especially true for social democratic parties. During the Third Way era, social
democratic parties accepted the dominance of markets and adopted a technocratic
and managerial approach to politics, valuing office as a means to reform free market

capitalism.

In the context of the Great Recession, this “instrumental” approach to politics best
explains the programmatic response of the centre-left to the Great Recession. On
the one hand, low-income households, which social democratic parties aim to rep-

resent, were particularly at risk during the crisis and, hence, expanding the welfare
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state during crises benefits them. On the other hand, the economic crisis was widely
narrated as a crisis that resulted from excessive liberalisation of the financial system.
This presented centre-left parties with a window of opportunity to oppose economic
liberalism and distance themselves from the causes of the Great Recession. They
shifted to the left during the crisis on issues relating to both welfare and economic

liberalism, thereby retracting large parts of the Third Way policies.

However, social democratic parties treated fiscal policies differently in response to
the crisis. When the financial crisis was turned into a fiscal crisis of the state, leading
European policy-makers began to demand austerity. The case of Greece set the tone
of the debate, as the crisis was quickly narrated as one that was caused by excessive
levels of government debt and “irresponsible” behaviour by debtor countries. In this
context, social democratic parties perceived the median voter to be fiscally conser-
vative. Based on the voters’ personal experience of balancing their private budget,
fiscal consolidation resonates more with the public than Keynesian deficit spending.
Many voters falsely equate the public household with the private household and buy
into false logic of “folk economics” (Rubin, [2003) that governments should not run
deficits. Therefore, social democrats supported austerity in order to appear electable
and fit to govern. Especially, in countries where social democratic parties governed
when Lehman Brothers collapsed in 2008, the crisis destroyed the economic compe-
tence of social democratic parties in the eye of the voters. Based on the firm belief
that the path towards power leads through the centre, they adopted austerity policies
to (re-)gain economic competence and “fiscal credibility” (Kraft, [2017). In other

words, fiscal orthodox policies became part of their electoral strategy.

The ideational pressures for social democratic austerity

The electoral pressures for austerity created a difficult situation for social democrats:
while they perceived voters to be fiscally conservative, austerity policies hurt their
traditional constituencies and undermined the welfare state. Yet, parties are not only
rational office-seeking actors, but they can also influence the preferences of voters.
Their economic policies respond to public opinion and the interests of their main con-
stituency, but — at least in the medium- to long-run — this demand is not independent
from the supply. Observing that the electoral pressures for austerity were pervasive,
in other words, begs the question why social democrats did not attempt to change
pubic opinion in their favour. Politicians can craft party programmes in different
ways in order to combine heterogeneous demands into a single political platform and

the importance of different electoral pressures is mediated by the ideas that politi-
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cians hold. These ideas give legitimacy to policies (e.g. [Finnemore and Sikkink,
1998; Haas, [1992), they help to construct coalitions by providing a framework for
collective action (e.g. Blyth, 2002), and they allow different actors to articulate their
demands.

To explain the reluctance of social democratic parties to challenge the austerity settle-
ment, it is thus also necessary to understand the ideational pressures for austerity. As
argued above, there has been a growing interest in the idea of neo- or ordoliberalism
as a way to understand the economic forces of our times. Even during the height of
monetarism, most European social democrats did not really buy into this paradigm,
but it is true that they came to accept the dominance of the market as the fundamen-
tal mechanism of economic allocation after the end of the Cold War. There was a
widespread belief among social democrats that they could neither spend their way
to growth nor to equality, abandoning traditional Keynesian demand-management.
Instead, they drew on an alternative set of normative and economic ideas, based on
New Keynesian theory, supply-side economics, and the social investment paradigm
that underpins the way in which social democratic actors have engaged with auster-
ity.

Based on a synthesis of new classical and Keynesian arguments, New Keynesianism
suggests that macroeconomic policies should maintain output in response to eco-
nomic crises, but it accepted that this role was much more limited and could only
work in the short-run. On top of this, it also stipulates that demand management was
best achieved by monetary policy, and not fiscal policy policies. Social democrats
bought into these ideas and became more sceptical of using fiscal policies to fine-
tune the economy. Rather, they used insights from supply-side economics to argue
for an active role of the state in governing the economy. Based on endogenous growth
theory (Romer},|1994)) and the social investment paradigm (see e.g. Morel et al., 2012;
Hemerijck, 2017)), the centre-left argued that the state has a fundamental role in the
creation of wealth. However, for the state to play this role, it needs to retain the
capacity to act in the long-run. Fiscal policies thus need to be concerned with the
sustainability of public finances, which leads to what |[Haffert and Mehrtens (2015)
call the “progressive consolidation thesis.” According to this view, public debt un-
dermines the sustainability of the welfare state and constrains the politicians’ ability
to invest and to deliver services that are essential to generate growth. Accumulating
government debt foreshadows painful spending cuts and exposure to pressures from

financial markets. To avoid both, consolidation is an important element to ensure the
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viability of the state; in other words, ‘consolidation is not an end in itself but a means
to regain fiscal capacity’ (Haffert and Mehrtens, 2015, p. 120-21).

My theoretical framework stresses that these ideas influenced social democratic par-
ties in the context of the Great Recession. Contrary to the existing literature, however,
this account stresses that the ideational foundations of social democratic austerity are
distinct from neo- and ordoliberal austerity. It shows that policy issues such as aus-
terity can mean different things to different actors, who draw upon and use different
ideas to understand and justify their policy programmes (Ban,2016)). Ideas can be dif-
ferently absorbed in different contexts (Matthijs, [2011} Blyth, 2002; Berman, |1998)
and establishing that a distinct set of ideas provides the intellect framework social
democratic austerity is more than an exercise in typology or ideational hair-splitting.
Rather, I suggest that one can only fully understand social democratic austerity in
the context of the Great Recession by acknowledging these ideational foundations,
i.e. the ideas and economic theories on which social democratic austerity is built and

legitimised.

Paradigm change, social democrats, and the Great Recession

Acknowledging the ideational pressures for austerity still begs the question why so-
cial democratic parties were not able to move beyond them, though. Following a
Kuhnian logic, Peter|Hall| (1993) suggests that paradigm change occurs when anoma-
lies accumulate that the dominant theory cannot explain. Given that austerity policies
have not worked and that they have hurt traditional social democratic constituencies,
the literature on social democracy is rightfully puzzled by the social democratic re-
sponse to the Great Recession (e.g. [Coates| 2017} Bailey et al., 2014; Keating and
McCrone, |[2013). It can neither explain the lack of a paradigm change nor the fact that

social democratic parties hardly attempted to push for such a paradigm change.

To explain why this happened, my thesis attempts to re-think when paradigm change
is likely. It brings back politics and re-evaluates the conditions that lead to eco-
nomic policy output. In the short-run, my framework stresses that paradigm change
is constrained by public opinion and the prevailing political discourse. In most cir-
cumstances, vote- and office-seeking politicians are thus not the right people to push
for paradigm change. They have to work with preferences from the electorate that
are fixed in the short-run and that are shaped by the legacies of previous policies and
programmes. In this context, paradigm change cannot happen if voters do not want it

to happen. Politicians can only strategically move their position in the existing issue
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space, positioning themselves vis-a-vis other parties. Nevertheless, in the medium-
to long-term politicians and other elites can change public opinion. They are able to
create coalitions against the existing paradigm by pointing out its short-comings and
proposing an alternative prism through which to interpret the economy. This process
takes time, but it relies on leaders that play with new ideas, that rally against the

previous paradigm, and that shore up support for the new paradigm.

I argue that social democratic parties were unable to take up this role in the context
of the Great Recession because they faced a twin problem: they were trapped and di-
vided, which undermined their ability to push for ideational renewal. In the absence
of a clear new economic paradigm, they combined short-term electoral opportunism
with technocratic policy initiatives and convinced themselves that austerity was nec-

essary.

First, social democratic parties faced an electoral trap (resulting from path depen-
dency) because their electoral constituency had changed as the result of the policies
that they implemented prior to the crisis. In general, previous policies have dis-
tributive consequence, including the potential to fragment and divide the electorate
(Esping-Andersen, (1985, p. 322). Prior to the Great Recession, this is what happened
as a result of the Third Way. Disappointed with the Third Way, many working class
voters had abandoned social democratic parties and, in the shadow of the crisis, the
complexity of building electoral coalitions become more difficult. Social democrats
were squeezed by an (anti-austerity) far left and a (pro-austerity) centre-right and
faced a dilemma that was not unique in the history of social democracy: either they
promised austerity policies that appeal to the median voter but contribute to their
long-term decline, or they adopt policies that oppose austerity but keep them outside

of governmentﬂ

Second, social democrats also faced an ideational trap because the implementation
of ideas and policies prior to the crisis destroyed alternatives (Galbraith, [1958). In
the beginning of the crisis, observers expected the financial crash to undermine the
dominant intellectual edifice. Yet, in hindsight, the crisis only led to a narrow debate
about the merits of finance but the dominant macroeconomic paradigm largely re-
mained in tact. Policy-makers were able to prevent the Great Recession from turning
into another Great Depression and the perceived success of the immediate response
to the crisis undermined the intellectual renewal that some expected at the beginning

of the crisis. For social democratic parties, this ideational trap was compounded by

9For a similar argument for different time periods, see Kitschelt (1994} p. 93-94) as well as [Lueb-
bert (1991} p. 227-32).
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the experience of the Eurozone crisis. While the economic pain for the crisis-ridden
debtor countries only really started in 2010, other countries like Germany bounced
back relatively quickly. Conventional wisdom attributed this success to Germany’s
Agenda 2010, which was a set of supply-side reforms that the centre-left government
had implemented in the early 2000s. Eventually, the crisis was thus seen as a crisis
of debt and competitiveness rather than a crisis of demand. This made it difficult for
social democrats to disavow supply-side Keynesianism as they remained trapped by

their previous economic ideas and discourse.

The problem for social democratic parties was compounded because they were deeply
divided during the Great Recession. Left-wing factions within social democrats op-
posed austerity, while pragmatic Third Way social democrats held onto supply-side
Keynesianism and the progressive consolidation thesis. However, actors on the left
had been marginalised in the 1990s and early 2000s within their parties and they
lacked the necessary leadership to turn these parties against the austerity settlement.
Rather, Third Way social democrats leveraged strategic considerations (focused on
public opinion) to win the intra-party conflict. They argued that social democratic
parties had to play sensibly to voters’ concerns about government deficits and debt.
They presented austerity as a policy that is “good” in economic terms (because it
safeguards the “fiscal capacity” of the state) as well as in political terms (because
it signals “fiscal credibility”). As a result, in most countries, opposition to austerity
was bundled by forces outside the traditional social democratic parties, for example
by Syriza in Greece, Podemos in Spain, or even Melonchon’s movement in France.
There were only very few countries were left-wing factions within social democratic
parties were able to win the inter-party conflict, like Portugal or the UK. In these
countries actors from the left-wing of social democracy were able to push for an

anti-austerity platform and eventually moved from the outskirts of their party to the
leadership

Research design and methods

To test my theoretical framework, this dissertation uses a mixed-method research de-
sign. It draws on wide variety of data and it is divided into three parts, as summarised
in Table The first part asks whether and how the programmatic claims of the
centre-left with regards to the economy have changed during the crisis. It uses the

economic policies of social democratic parties as the dependent variable and aims to

10gee Chapter@for an analysis of the British case.
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provide a comprehensive description of the social democratic response to the Great
Recession. In particular, it analyses the programmes of social democratic parties in
three different issue areas (welfare, economic liberalism, and budgetary rigour) and
focuses on both the salience that these parties attribute to economic issues as well as
the positions that they adopt towards these issues. For this purpose, it uses on quanti-
tative content analysis, relying on a large dataset that records the positions of parties
in election campaigns through core sentence analysis. The data comes from the man-
ual coding of newspapers in eleven Western European countries (Austria, France,
Germany, Greece, Ireland, Italy, Netherlands, Portugal, Spain, Switzerland, UK),
following the approach used by Kleinnijenhuis and Pennings| (2001) and [Kriesi et al.
(2008}, 2012). Descriptive analysis and time-series-cross-section (TSCS) regression

analysis are then used to explore the data.

Table 1.1: Research Design

Analytical

Steps Questions Method Data
1) What economic policies did SD o Media data from
parties adopt? Quantitative .
Puzzle . . - . election
2) How did their positions change content analysis .
. . campaigns
in response to the crisis?
1) What is public opinion on fiscal Eurobarometer
Demand- consolidation? Quantitative surveys; online
side 2) What makes people more likely survey analysis survey
to be fiscal conservative? experiments
1) What did SD politicians and
Supply- policy-makers think? Qualitative Elite interviews
side 2) How important were electoral process-tracing

and ideational concerns for them?

The second part of the thesis studies the demand-side or the “electoral politics™ of
fiscal policies in Western Europe. It analyses public preferences towards fiscal con-
solidation as the dependent variable in order to evaluate how strong the electoral
pressures for austerity were during the crisis. To this end, I first use data from exist-
ing surveys to study preferences for fiscal consolidation across Europe. In particular,
I pool responses from 12 waves of the Eurobarometer and use regression analysis
to examine country- and individual-level determinants of fiscal preferences. On the
aggregate level the chapter again uses TSCS analysis, while it employs logistic re-

gressions analysis on the individual-level. Testing the importance of variables like
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income, occupation, asset-position, and partisanship, this allows me to assess sup-

port for austerity among (social democratic) voters.

Yet, existing surveys that include questions about preferences towards fiscal consoli-
dation are problematic. They do not acknowledge that austerity is potentially costly,
i.e. that it will result in the cutting of welfare state spending or the increase of taxes.
While many respondents might in principle agree that balanced budgets are desirable,
it is not clear whether they are also willing to accept the trade-offs associated with
it. Consequently, the second part also uses data from two online survey experiments
(a split-sample experiment and a conjoint survey experiment) conducted in Germany,
Italy, Spain, and the UK in which respondents were asked to evaluate different fiscal
policy packages. It analyses these experiments in multiple ways and draws on several
methods, including linear regression models and regularization (Ridge regression).
This will help me to better explore preferences for fiscal policies at the micro-level
and evaluate how constrained social democratic parties were in the context of the

€Cconomic crisis.

Finally, part 3 studies the supply-side or the “elite politics™ of fiscal policies. It uses
case studies to explain the fiscal policies that the British Labour party and the German
SPD in response to the Great Recession adopted. The focus in these case studies is not
on the actual implementation of austerity measures in government; rather, the case
studies attempt to explain party strategies in the wake of the Great Recession. As
mentioned above, they attempt to determine a broadly “social democratic” element
of how these parties approached and have come to internally legitimise austerity to

themselves.

Importantly, the British Labour party and the German SPD are used as “crucial case
studies” because in both countries the external constraints that political parties faced
during the Great Recession were weaker than in most other European countries. The
UK is not part of the Eurozone and subject to less control from Brussels, while Ger-
many emerged as the dominant country during the Euro crisis. Moreover, interest
rates on government bonds remained extremely low in both countries as investors
looked for safe investments in the wake of the financial crisis. This allowed both
countries to finance government debt very cheaply and, hence, market pressures for
austerity were very low in both countries. In theory, this should have given politicians
in both countries more freedom to develop the fiscal policies of their own choice, at
least compared to the crisis-ridden debtor countries. And they would have had good
reason to do so: both countries experienced a sharp decline in economic output in the

wake of the financial crisis. Although unemployment never reached the heights seen
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in some Southern European countries, their economies only recovered slowly from
the economic crisis. Arguably, both economies were still running below potential in
2010 when Europe’s governments turned towards fiscal consolidation, which should

have given social democrats reason to oppose it.

Still, in both countries social democratic parties largely accepted conservative fiscal
policies and supported voluntary fiscal consolidation. In Germany, the SPD was in-
strumental in the introduction of the German constitutional debt brake in 2009, which
was an early sign of the fiscal consolidation that would haunt Europe in the following
years. Afterwards, the SPD supported this path of fiscal consolidation, even when it
was in opposition from autumn 2009 to 2013. In the Bundestag the party supported
almost all the bail-out packages and measures, which the government introduced in
response to the Eurozone crisis and which enforced austerity across Europe. After
the 2013 election the SPD again formed a coalition with the CDU/CSU. As the ju-
nior partner, it continued to support the government’s Eurozone policy and did not
strongly object to the Schwarze Null (balanced budget) that finance minister Wolf-
gang Schiuble implemented. In the UK, Labour lost the general elections in 2010
and it was in opposition when David Cameron implemented austerity. However,
prior to the general election, the Labour party had already endorsed the so-called
“Darling Plan” that called for substantial fiscal consolidation. In opposition under
Ed Miliband, the party struggled to define its own fiscal policy, but eventually it
continued to support fiscal consolidation, advocating for deficit reduction and “iron

discipline on spending.”

This support for austerity among the centre-left cannot be explained by structural
forces given that Germany and the UK are different on many different dimension, as
summarised in table they have different economic systems; they operate in dif-
ferent political systems; and they had different positions in government. This leads to
a “most different systems design” (Przeworski and Teune, |1970), allowing me to test
whether my theoretical framework can explain the policies that the German SPD and
the British Labour party adopted. To this end, I will use process-tracing primarily
based on evidence from more than 40 interviews (conducted between August 2016
and March 2018) with leading policy makers in both Germany and the UK. Intervie-
wees were selected by combining “purposive” sampling method with a “chain” or
“snowballing” sampling method. They included former cabinet members, budgetary

spokespeople, and a range of high-level economic and political advisers.
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Table 1.2: Logic of case selection

Germany UK
Strategic Position Core of Eurozone (creditor) Outside of Eurozone
Fiscal Position No fiscal problems Some fiscal problems
Market Pressure No market pressure Some market pressure
Variety of Capitalism* CME LME
Growth model** Export-led growth Consumption-led growth

Mixed member propor-

Electoral system . .
tional representation

First-past-the-post

Govt. Responsibil-
. P G=0=G G=0
lty***
Electoral constraints & .
. .. . Electoral constraints & eco-
Expl. Variables economic ideas economic o
. nomic ideas
ideas
Dependent Variable No challenge to austerity ~ No challenge to austerity

* Adopted from Hall and Soskice (2001)
** Adopted from Baccaro and Pontusson, 2016
**%* Govt. responsibility of SD parties from 2008 to 2015 (G = govt.; O = opposition; = = change)

Outline of the dissertation

Extended literature review and theoretical chapter

Concretely, my dissertation is divided into eight chapters. Chapter 2 situates the
dissertation in the context of the existing literature on political economy and party
politics and outlines the analytical framework. The chapter begins by reviewing the
policies that the centre-left pursued before the Great Recession. Afterwards, it re-
views the existing approaches that can be used to explain austerity from the left in the
context of crisis. It provides a more comprehensive assessment of these explanations
and argues that they are not sufficient to explain austerity from the left. Therefore,
the chapters provides a new explanatory framework that combines two different ap-
proaches. The framework attempts to bring the “electoral turn” (Beramendi et al.,
2015) to the study of fiscal policy, but it also takes the role of ideas seriously. By
analysing the electoral and ideational foundations of social democratic austerity, it
attempts to explain partisan choices for macroeconomic policies and focuses on pub-
lic opinion and its interaction with ideas and the dominant political discourse, as

summarised above. This model will be developed in order to explain the response of
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social democratic parties to the recession, but theoretically it should equally apply to

other party families.

An empirical analysis of the response of social democratic parties to the
Great Recession in 11 countries

The third chapter analyses how social democratic parties changed their electoral
strategies in the context of the crisis. It tests whether parties they are strategic actors
that change their programmes in response to economic crises, i.e. it tests whether we
can expect crises to have an influence on party positions in the first place. The results
suggest that this is the case given that social democrats moved to the left in response
to the crisis. However, this shift towards the left by social democratic parties did not
extend to all economic issues. On the one hand, social democratic parties defended
the welfare state and opposed economic liberalism after the 2008 financial crisis,
which partly reverted their own Third Way. On the other hand, many parties also
supported the reduction of government deficits and taxes during the crisis, i.e. they
joined the chorus of austerity that became the dominant tune during the Euro crisis.
This confirms that the positions of social democratic parties towards fiscal policies
did not align with their positions on other socio-economic policies in the shadow of
the economic crisis. The remaining part of the dissertation will attempt to explain
this incoherent platform by focusing on the puzzling support for austerity among the
centre-left. It will focus less on the variation among social democratic parties in the
extent to which they accepted austerity, but it attempts to focus more on explaining

the broad acceptance of the austerity by the centre-left across Europe.

The popular politics of austerity: Studying the demand-side of politics

For this purpose, the fourth chapter studies the popular politics of austerity, i.e. the
demand-side. It uses existing data from Eurobarometer surveys that ask respondents
about their attitudes towards fiscal policy. In particular, the chapter shows that a large
amount of voters felt uneasy about their country’s government debt and the chapter
seeks to understand why this was the case. At the beginning of the crisis, on average,
72 percent of respondents in the European Union agreed that “measures to reduce the
public deficit and debt cannot be delayed” in their country. Even in 2015, a large ma-
jority of individuals still agreed with this statement, indicating that support for fiscal
consolidation remained high throughout the crisis. Chapter 4 attempts to explain this

staggering support for fiscal consolidation, and — to my knowledge — it is the first
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study to systematically investigate the public’s “debt aversion” across a large amount
of countries. It uses regression analysis to examine the country- and individual-level
determinants of preferences towards fiscal policy. The results show that people that
are less well-off are generally less concerned about government debt, generating a
positive relationship between income (or wealth) and debt aversion. Moreover, on
the aggregate level, voters respond to changes in the economy in an anti-Keynesian
fashion: they are more likely to support fiscal consolidation during the bust than dur-
ing the boom. Voters seem to equate the public deficit with that of a private household
and consequently the individual experience of the economy also mediates the influ-

ence of the macroeconomic conditions on support for fiscal consolidation.

The fifth chapter digs deeper to understand the preferences for fiscal policies better.
It uses data from two survey experiments conducted in Germany, Italy, Spain and
Greece to re-evaluate how strong the electoral pressures for austerity really are. First,
it uses a split-survey experiment to analyse to what extent and whether individuals
support fiscal consolidation when this comes at the cost of lower government spend-
ing and/or higher taxes. Second, the chapter uses a novel conjoint survey experiment
to evaluate fiscal policy packages. Following existing approaches that use conjoint
analysis (e.g. |Bechtel et al., [2014; [Hainmueller et al., 2014} Hainmueller and Hop-
kins, |2015), respondents need to evaluate different combinations of fiscal policies,
including fiscal consolidation. In other words, in a pair-wise comparison, partici-
pants chose between two simplified fiscal policy packages and indicate how much
they support each of the proposals. Through randomization this analysis allows me
to identify the causal effect that consolidation has on the support for a given fiscal
package. The results from both experiments show that fiscal consolidation is less
popular than commonly assumed. Although most citizens support fiscal consolida-
tion in principle, it is not a priority for them; rather, they are more concerned about
the level of government spending and taxation. This suggests that the centre-left had
some scope to interpret and influence public opinion, despite the consensus for fiscal
consolidation that chapter 4 identified. The case studies will take up this finding,

analysing to what extent social democratic perceived this as a possibility.

The elite politics of austerity: Studying the supply-side of politics

In the last two empirical chapters, I analyse the elite politics of austerity, i.e. the
supply-side of politics. The chapters primarily use “explaining-outcome process trac-
ing”, as outlined by Beach and Pedersen|(2013)), to study the fiscal policies of the Ger-
man SPD and the British Labour in response to the Great Recession. While Chapter 6



23 Introduction

explores the electoral and ideational pressures for austerity within the British Labour
party, Chapter 7 analyses the same pressures within the German SPD. They situate
the fiscal policies of each party in a historic context and use quantitative content anal-
ysis to fully explore the programmatic response of these parties to the economic crisis
(based on the data used in 3). Then the chapters draw on over 20 elite interviews to
draw out the causal mechanisms that contributed to social democratic austerity. Both
chapters argue that social democratic politicians are not neoliberal or ordoliberal ide-
ologues that have accepted the dominance of the market. Instead, both parties are
portrayed as strategic actors that are confronted with a common problem: the need
to establish economic competence and credibility in the eye of the voter. They faced
a large amount of distrust among voters towards higher deficits, and convinced that
the path to power leads through the centre, they tried to appeal to fiscally conserva-
tive voters. They did not believe that they could change public opinion, accepting
evidence from conventional surveys as well as focus group research. Internally, how-
ever, these positions were also legitimised by a set of economic ideas that social
democratic parties already adopted prior to the Great Recession and that were part
and parcel of their Third Way. This ideological framework based on New Keyne-
sianism, supply-side economics, and the social investment paradigm is distinct from
neo- or ordoliberalism, but it contributed to social democratic austerity, and helped

to mainstream austerity in Europe.

Conclusion

Finally, chapter 8 summarises the main argument and the empirical findings from
the previous chapters. It argues that the field of comparative political economy has
paid too little attention towards fiscal policies and the role of party politics for these
policies. Given that the way that public revenue is generated and the way that this
revenue is spent have enormous consequences for the development of our economies
and societies more broadly, this should be changed. To this end, chapter 8 outlines
the broader contributions of the dissertation, but also expands on the limitations of
my framework. It raises open questions that my thesis cannot answer and suggests
possible avenues for future research. Finally, the thesis ends by re-evaluating the
fate of social democracy in Europe in the 21st century. It considers whether and
how social democratic parties can move beyond the austerity settlement after the
Great Recession. It argues that social democratic parties need to push for ideational
renewal to regain their rightful place in the heart of European politics, developing

bold responses to some of the biggest challenges of our time.



Chapter 2

Social Democratic Austerity: A
Theoretical Framework

Introduction

This chapter reviews the existing literature and sets out the theoretical framework.
My framework is based on the premise that austerity was a political choice and
that actors, including parties, matter for the macroeconomic governance of advanced
economies. Although capitalism is a system, there are actors within that system
whose choices matter. Especially during economic crises, a focus on agents and their
choices is important because crises often are ‘critical junctures’ (Capoccia and Kele-
men), 2007} (Collier and Collier, |1991) that open up the political space. In the words
of \Gourevitch| (1986)), during economic crises, ‘patterns unravel, economic models
come into conflict, and policy prescriptions diverge.” They shake the foundations of
the political system and lead to a significant amount of uncertainty, allowing policy
entrepreneurs to engineer change. In the past, economic shocks led to important po-
litical upheavals, including swings in partisan politics, institutional innovation, and

changes in the dominant economic paradigm (Gourevitch), |1986)).

To explain the economic policies of social democratic parties in response to the Great
Recession, my theoretical framework integrates two distinct perspectives. It com-
bines an approach based on ‘the political sociology of political economy’ (Goure-
vitch, [1986) with an approach that takes the role of ideas seriously. In other words,
the framework analyses both the electoral and the ideational foundations of social

democratic austerity. Following Beramendi et al. (2015), my framework highlights

24
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that parties respond to voters’ preferences. They use economic policies to build elec-
toral coalitions and address the concerns of particular electoral constituencies. How-
ever, parties are not just transmission belts for electoral interests, but they are also
rooted in distinct ideological traditions. My framework, therefore, stresses that eco-
nomic policies are also influenced by the ideas that parties hold about how the econ-
omy works (e.g. Hall, [1989; Blyth, 2002). This is particularly true during economic
crises when uncertainty opens up windows of opportunity, during which ideas serve
as explanations of what went wrong and how to fix it (e.g. [Blyth, 2002; [Widmaier
et al., 2007; [Matthijs, |2011).

To develop this framework, the chapter considers the policies that social democratic
parties pursued before the Great Recession. Then it reviews the existing explanations
for social democratic austerity and their short-comings. I argue that many of these ex-
planations may contain some truths but that none can fully explain social democratic
austerity. Consequently, I set out my own theoretical framework, focusing on both
the electoral and ideational pressures that social democrats faced during the recent
economic crisis. Finally, I re-visit the economic and political dilemma that social
democratic parties faced in the context of the crisis, arguing that social democratic
austerity was largely reflexive. Social democratic parties found themselves in elec-
toral and ideological traps, which prevented them from leading the charge against

austerity.

Social democratic parties and macroeconomic policies before

the Great Recession

The existing literature is inconclusive about the importance of political parties for
economic policy-making, but according to a large amount of research from the 20th
century, different parties implement different economic and social policiesm Focus-
ing on macroeconomic policy, [Hibbs (1977, p.1467) argued that ‘governments pursue
macroeconomic policies broadly in accordance with the objective economic interests
and subjective preferences for their class-defined core political constituencies.” Ac-
cepting the trade-off between unemployment and inflation that existed according to
the Philips curve, he showed that the centre-left adopts policies that reduce unem-
ployment and increase inflation, whereas the centre-right adopts policies with the
opposite effect. Studies from [Tufte (1978), |Alesina and Rosenthal| (1995)), and |[Boix

'For example, the power resource school views socio-economic policies as the outcome of the
democratic class struggle (Stephens, |1979; [Korpi| |1983|1989; [Esping-Andersen, |1990; |Hicks} |{1999).
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(2000) supported this conclusion showing that social democratic parties implement

Keynesian policies of demand management more than other parties.

Although there has never been a single social democratic model (Keman, 2017; Bar-
tolini, 2000)), the marriage between social democracy and Keynesianism goes back to
the Great Depression A few decades before this historic economic shock, European
social democratic parties were born from the labour movement. Closely allied with
trade unions, political parties emerged to fight for the interests of the working class.
In the wake of the Bolshevik revolution in Russia in the beginning of the 20th century,
however, the labour movement split (Lindemann, |[1983): revolutionary socialists who
wanted to emulate the revolution in Russia opposed moderate socialist who sought to
reform capitalism In most countries, the latter became known as social democratic

or labour parties, which began to participate in the democratic process.

In 1929, when the Great Depression struck, some of these parties were even in gov-
ernment, and in this context, most social democrats advocated and implemented de-
flationary policies with disastrous consequences (Temin, [1989; Berman, [1998). In
the UK, Labour prime minister Ramsay McDoland opted for austerity against the
support of large parts of the Labour party (Skidelsky, |1970). His decision to form a
National Government split the Labour movement, leaving deep scars for decades to
come. Similarly, in Germany the SPD supported Heinrich Briihning’s government,
which implemented harsh spending cuts that worsened the deflationary spiralﬁ Only
in Scandinavia social democrats implemented a bold economic program in response
to the Great Depression, which involved a social compromise between labour and
capital and a shared commitment to full employment (Paterson and Thomas, |[1986;
Berman, |1998)).

After the Second World War, the thinking of John Maynard Keynes (1936) gave so-
cial democratic parties an ideological roadmap to abandon austerity. Keynes believed
that the economy does not follow natural laws and argued that market orthodoxy in-
sufficiently paid attention to the problem of demand. According to his key insight,

private investment was volatile, following pro-cyclical tendencies and leading to-

2Keynesianism here is defined as a macroeconomic theory to explain and influence the business
cycle. It proposes to use a variety of monetary and fiscal policies to smooth the amplitude of the busi-
ness cycle. During economic crises, Keynesians suggest that governments should use loose monetary
policies and a combination of deficit-spending and tax cuts to stimulate the economy. See below for a
further discussion of Keynesianism.

3The ideological fathers of social democracy, including Eduard Bernstein, emphasised the primacy
of politics, which allowed them to reject Marxist historical materialism. They believed that political
action could significantly improve the conditions of the working class.

4 Although largely forgotten in contemporary Germany, these cuts contributed to the rise of the
Hitler and the Nazi, paving the way for the Second World War (Galofré-Vila et al., 2017).



27 Theoretical Framework

wards booms and busts. Assuming that demand fluctuates while supply is stable,
he argued that output gaps could emerge, leading to a dramatic under-utilization of
economic resources. To address this, Keynes suggested that governments should
manage demand to ensure full employment. Macroeconomic policies were not just
supposed to stabilise demand when private investment was low, but they were also
supposed to influence the ‘animal spirits’, creating positive economic expectations
that would facilitate private investment. This provided the intellectual foundation
for state intervention in the economy and supplied social democratic parties with its
new dominant modus operandi: it allowed them to abandon the goal of nationalising
the means of production, which was electorally infeasible (Przeworski, [1985), while
pursuing distinctive macroeconomic policies that were in line with the economic in-
terests and preferences of ‘their class-defined core political constituencies’ (Hibbs,
1977, p. 1467).

Therefore, Keynesianism supplied the basis for a European class compromise of capi-
tal and labour (Hall, [1989; Offel (1983} 1985; [Fourcade, 2009) and became closely as-
sociated with social democracy in most European countries (Przeworski, [1985; Hall,
1989) Avoiding the levels of unemployment that Western Europe previously expe-
rienced, it allowed social democratic parties to make peace with capitalism. They es-
tablished themselves as a mainstream political force across Europe, while the radical
communists moved to the fringe of the party system in most Western European coun-
triesEJ And as governments were actually successful in using the tools of the state
to generate growth, Keynesianism even became the dominant economic paradigm
in advanced economies during the post-war era (Shonfield, |1965). In the context of
this Keynesian settlement, the centre-left was able to use the resources of the work-
ing class movement (Stephens, [1979; [Korpi, [1983}1989) to build a generous welfare
state (Esping-Andersen, [1990; |Hicks,|1999) and to introduce corporate wage bargain-
ing across most of Europe (Korpi, |1983; Cameron, 1984)

This golden age of social democracy, or les trente glorieuses, came to an end in

the midst of the economic crises of the 1970s. Repeated economic crises and the

5In some countries, social democratic parties did not explicitly use Keynesian demand manage-
ment. For example, in Sweden social democrats espoused the Rehn-Meidner model, including restric-
tive fiscal policies (Pontusson, 1992). However, the Rehn-Meidner model also solved the problem of
demand that Keynes had identified by creating the pre-conditions for full employment and reducing
wage inequality.

%The communist party in Finland was the exception, which participated in several governments
during the Cold War period.

"The welfare state has also fulfilled a Keynesian function in many European economies. By pro-
viding for automatic stabilisers like unemployment benefits, it lowered economic volatility and thereby
reduced the need for discretionary monetary and fiscal policies.
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occurrence of stagflation challenged the Keynesian settlement. In the absence of
broad-based economic growth that could sustain higher rates of profit for capital as
well as higher living standards for labour, the grand compromise was undermined.
The economic disruptions of the 1970s, including the collapse of the Bretton Woods
system and the oil shocks, rather led to a wide range of policy experimentation. In
this context party politics became increasingly relevant for the management of the
economy again. After Keynesianism had been the dominant doctrine in the post-
war era, clear differences emerged between the ways that different parties governed
the economy (Hibbs, [1977; Tufte, [1978; |Alesina and Rosenthal, [1995). Over time,
however, the predictions of the partisan model were challenged as the centre-left

abandoned the Keynesian demand management in the 1980s.

The most common explanation for this development refers to globalisation and the
growing economic interdependence of countries (Scharpf] {1987, 1991} Keohane and
Milner, [1996; [Simmons et al., [1999): increasing capital mobility and free-floating
exchange rates changed the basic parameters of economic policy management and
undermined the ability of governments to use Keynesian macroeconomic policies to
address the economic problems of the 1970s and 1980s (Garrett and Lange! [1991;
Boix, [2000). In particular, the failure of Keynesianism to fight stagflation handed the
victory to neoliberalism, which became the dominant doctrine after the election of
Margaret Thatcher and Ronald Reagan (e.gHall,|1993; |Blyth, 2002) Subsequently,
right-wing governments liberalised Western Europe’s economies, while most social
democratic parties were stuck in opposition. In the few countries where the centre-left
was still in government, its leaders also felt compelled to change their economic poli-
cies. For example, Mitterand, the first socialist president in France, made a dramatic
u-turn in economic policy in 1982, when he adopted ‘austerity with a human face’
(Hobsbawm), 1994, p. 411). Similarly, the social democrats in Sweden implemented
austerity policies to fight the recession in 1989 and 1990, but they subsequently lost
the election in 1991 (Pontusson, [1995). The 1980s thus ended the symbiosis between
Keynsianism and social democratic parties (Scharpf, |1987,|1991)).

Instead, the failure of traditional leftist policies led to a lot of soul-searching among
social democratic parties. Facilitated by the collapse of the Soviet Union and the
end of the Cold War, they moderated their economic positions and shifted towards

the centre (Glynl 2001} Callaghan, 2000). They stepped away from their Keynesian

8Neoliberalism is often used as a catch-all phrase that is primarily used by its opponents. I define
neoliberalism here more narrowly by following|Harvey (2005} p.2) who defined neoliberalism a ‘theory
of political economic practices that proposes that human well-being can best be advanced by liberating
individual entrepreneurial freedoms and skills within an institutional framework characterized by strong
private property rights, free markets and free trade.’
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economic programmes and embraced deflationary policies. Arguing that globalisa-
tion and technological changes put pressure on the social democratic model, many
social democrats adopted pro-market positions and distanced themselves from trade
unions (Moschonas| [2002} p.253). Social democrats still pursued distinctive supply-
side policies to further their traditional goals (Garrett and Langel|1991; Boix, 2000),
but they accepted that the basic parameters of economic policy-making had changed.
This turn towards the centre was most pronounced in the UK and Germany under
Tony Blair and Gerhard Schroder, respectively. Beginning in the mid-1990s, both
adopted the so-called “Third Way” that abandoned traditional positions of the left
and espoused liberal reforms to deregulate the economy (e.g|Lavelle, 2008; Pierson,
2001a). Consequently, a large literature found that there was a convergence of posi-
tions on economic policies, and thus, party politics mattered less for socio-economic
policy-making (e.g.|Mishra, [1999; |Pierson, |1994,[2001a; |[Ross, 2000).

The official argument for the social democratic accommodation with economic liber-
alism referred to structural factors: accepting the deterministic character of globali-
sation, Blair and Schroder argued that supply-side reforms were necessary (Blair and
Schroder, 1999; (Giddens, [1998). However, the logic of electoral competition also
pushed the left towards the centre in the 1990s because its traditional constituency,
the working class, was shrinking. In fact, the working class had never been a nu-
merical majority in any of the advanced capitalist economies and centre-left parties
always had to build coalitions with other groups in society in order to win elections
(Przeworski and Sprague, |1986; [Esping-Andersen, [1985). Over time, this ‘dilemma
of electoral socialism’ (Przeworski and Sprague, 1986, p. 55) only became more
acute as structural changes reduced the size of the working class. The moderate left
increasingly competed for the support of the middle classes (Kitschelt,|1994), and to
this end, the centre-left responded in two ways: it adopted liberal positions on the
‘cultural’ dimension of political competition (largely in response to the rise of the
New Left, which had raised the salience of ‘cultural’ issues like gay rights, gender
equality, and immigration) and it struck a ‘Faustian bargain’ with economic liberal-

ism, by embarking on the Third Way.

This Faustian bargain was successful in the 1990s and early 2000s when the stability
of the Great Moderation allowed governments to pursue policies that were favourable
to capital owners, while protecting the most vulnerable in society through the welfare
state (Merkel et al., ZOOS)EJ Volatility in the business cycles of advanced economies

had become extremely low, as independent central banks used monetary policy to

9The Great Moderation refers to a period of remarkable economic stability in most advanced
economies from the mid-1890s to 2007. At the time the reduction in the volatility of business cy-
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steer their economies Most (social democratic) governments in Europe relished
in this situation. The relative economic prosperity guaranteed high revenues and
easy access to financial markets, allowing them to finance high levels of government
spending. Effectively, they were able to have their cake and eat it too: introduc-
ing liberal economic reforms, they simultaneously increased pubic spending in areas
like health and education. Helped by the reluctance of the European Union (EU)
to enforce the Excessive Deficit Procedure of the Stability and Growth Pact (SGP),

government expenditures rose in many countries in the early 20005

In this context, social democratic parties experienced their second spring (as seen in
Figure [I.1]from Chapter [I). At one point in the early 2000s, centre-left parties were
in government in twelve out of fifteen countries of the EU. Still, the turn towards the
centre alienated the traditional constituency of social democratic party: many blue-
collar and lower white-collar employees abandoned social democratic parties (Arndt,
2013; Schwander and Manow, [2017)). In particular, the dualisation of the work-force
created a large group of outsiders (Rueda, 2005, 2007), who were unemployed or
could only find employment in an increasing low-wage sector with little job secu-
rity. At the same time, the alliance between labour unions and social democratic
parties began to crumble (Piazza, [2001)), and parties on the far left gained in popu-
larity again. For example, in Germany disgruntled politicians and voters abandoned
the SPD, boosting support for the successor of the East German communist party and
facilitating the rise of a nation-wide ‘social populist party’ (March and Mudde, 2005;
March, 2011). The bargain that the centre-left had struck with neo-liberalism at the
beginning of the 21st century, therefore, also left it exposed when the economic crisis
hit in 2008.

Existing explanations for social democratic austerity in the

context of the Great Recession

In the beginning of the crisis, social democratic parties were still in government in
some of the largest European economies, including Germany, Spain, or the UK. Like

most economists, commentators, and political parties, they initially called for deci-

cles across the advanced economics was thought to be permanent but the 2008 financial crisis shattered
this illusion.

10Gordon [Brown (1999b) famously even declared that under the New Labour government Britain
would ‘never return to the days of Tory boom [and] bust.’

'The EU even relaxed the SGP in 2005, after Germany and France had been the first countries to
breach the Maastricht criteria due to excessive deficits.
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sive action to dampen the effects of the economic shock. Led by British prime min-
ister Gordon Brown, there was concerted government action to avert another Great
Depression (Drezner, 2014): governments across the world bailed out banks and re-
sorted to emergency Keynesianism to fight the deflationary pressures in the global
economy (e.g. Pontusson and Raess, 2012; Hall, |2013). Yet, when the financial crisis
turned into a sovereign debt crisis in 2010, even social democratic parties accepted
austerity as the only game in town, as outlined in chapter |1l Although there was
some variation in the extent to which social democratic parties bought into the aus-
terity settlement, most of them accepted the need to reduce public deficit and debt
across Europe. This happened in 2010, when the economic crisis was far from over.
Some countries returned to meagre growth in 2010, but the recovery was slow and
output remained below its potential in most European economies. From a Keynesian
perspective, therefore, it was far too early to engage in fiscal consolidation. Subse-
quently, all the pressure was on monetary policy to support demand in Europe and it
was only due to massive interventions by Central Banks that aggregate demand did

not fall even further in Europe.

To understand why social democratic parties still participated in this roller-coaster
ride from emergency Keynesianism to austerity, the existing literature provides sev-
eral starting point. These approaches focus on a range of different variables, includ-
ing external constraints (stemming from globalised markets), institutional constraints
(stemming from the EU and different growth models), economic ideas, and electoral
strategies. However, as I argue below, none of the existing approaches is sufficient
to explain why social democratic parties embraced austerity in response to the Great

Recession.

First, some authors question the explanatory power of political parties for economic
policy-making; rather, they focus on external constraints and the structural imper-
atives of the global economy. According to [Katz and Mair| (1995 2009), parties
have formed a political “cartel”, which is detached from voters. Their positions
have converged because parties with an aspiration to govern are increasingly more
“responsible” to external constraints and less “responsive” to their constituencies,
which also leads to a ‘hollowing out of democracy’ (Mair, 2013) Some authors,
for instance, contend that the collapse of the Bretton Woods system and end of the
post-War economic boom that accompanied the subsequent 1973 oil crisis effectively

killed off social democracy by ruling out traditional Keynesian policy tools(Scharpf]

12The cartel party thesis takes the argument from the de-alignment thesis further. Dalton et al. (1984)
already claimed that the durable linkages between voters and parties broke up during the 20th century
and that issue-specific competition replaced partisan competition.
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1991; [Panitch and Leys, 2001, p. 107; Bailey, 2009, p. 606; Rogers, 2013} p. 8-9;
Lavelle, 2008). Others point to the rise of globalised capital markets in the 1980s —
which were seen to empower footloose capital and to punish inflationary economic
policies — to explain the “death” of social democracy. Wolfgang Streeck|(2014) has
more recently updated this thesis, arguing that the secular trends of stagnating eco-
nomic growth, shrinking tax revenues, and rising public debt have made sovereign
governments increasingly vulnerable to the whim of financial market actors, who can

impose strict austerity via the threat of capital flight.

The pessimistic conclusions of the these authors, however, rest on the assumption
that international (financial) markets are what Thomas Friedman| (1999) has called
a “golden straitjacket”. According to this view, the increasing mobility of capital
made it more difficult for the state to regulate markets, while international competi-
tion undermined the welfare state. In line with the first wave of studies on the impact
of globalization (McKenzie and Lee, [1991} Strange, |1996; Ohmae, |1995), the op-
tions for centre-left parties to implement their traditional policy programmes have
become smaller over time. Yet, successive studies have shown that globalisation con-
strains states less than it is often assumed. National states are anything but irrelevant
(Ruggie, [1993; [Hirst and Thompson, [1996) and substantial differences in economic
policies remain across countries (Huber and Powell, [1994). Arguably, with regards
to macroeconomic policy the evidence is debatable: |Garrett (1998alb) and (Boix,
1998) show that domestic institutions have an important effect on macroeconomic
policy, while Mosley (2000, 2003) argues that the impact of international capital
markets holds with respect to fiscal and monetary policy. However, it is important
to remember that ‘states are in fact agents of globalization” (Barkawil 2006, p. 168).
In other words, globalization is contingent on the state system and states actively
shape its process (Krasner, |1999; Gilpin, 2001)). Consequently, policy-makers often
use globalization as an excuse (Hay and Jo-Anne Smith, 2010), but its supposedly
deterministic impact needs to be questioned

This is also true with regard to contemporary austerity in Europe. On the one hand,
market pressures are not sufficient as an explanation for social democratic austerity.
The centre-left did not only embrace austerity in countries that were embroiled in
deep financial and economic crises; rather, the move to fiscal orthodoxy was much
broader, encompassing countries and governments across the entire European conti-
nent. Even if social democrats in countries like Greece, Portugal, or Spain had little

choice but to adopt “involuntary” austerity, other social democratic parties chose to

13Undoubtedly, this is also true for European integration, which [Milward| (1992) even views as an
attempt to rescue the nation state.
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adopt what can be called “voluntary austerity” For example, social democratic
parties in countries like the UK, the Netherlands, or Germany also supported fiscal
consolidation, even though the pressures for austerity from markets were relatively
weak or absent (see Chapter [3). Many of these countries were perceived as safe
havens during the crisis and, as a result, interest rates on government debt in Eu-
rope’s major economies have plummeted. In these countries, governments were thus

able to borrow cheaply, making austerity less and not more likely.

On the other hand, it is not even clear whether and why markets demand auster-
ity in the first place. In the immediate aftermath of the financial crisis, governments
across the advanced economies successfully used expansionary macroeconomic poli-
cies, thereby preventing a crisis on the scale of the Great Depression (Eichengreen,
2015b; |Drezner, 2014). These policies were supported by market actors, demonstrat-
ing that globalisation had not made Keynesianism an implausible economic strat-
egy Moreover, in 2010, when the financial crisis became a fiscal crisis, market
actors came to perceive the fiscal position of some European governments as frag-
ile because the ECB’s role as lender of last resort was not guaranteed (De Grauwe,
2013; |De Grauwe and Ji, 2013). They did not demand austerity as their policy of
choice, but instead, they demanded a credible backstop that would safeguard their as-
sets and investments in crisis-ridden countries When ECB President Mario Draghi
provided this backstop in 2012, promising to do “whatever it takes” to save the Euro,
the financial pressure on Europe’s periphery ceded but austerity continued. Austerity
was, therefore, more a political choice than an economic necessity, which begs the

question how we can explain the austerity settlement politically.

A second explanation for social democratic austerity focuses on institutional con-
straints. These arguments are closely related to the previous approach, but they go
beyond the imperatives of globalised markets as an explanation for economic poli-
cies. Generally, these explanations take two forms. First, some authors point to the
institutional bias in European integration, which has reduced the policy instruments
available to member states (Scharpfl, 2011) and favoured fiscal consolidation (e.g
Hallerberg et al., 2007; |Schmidt and Thatcher, [2013). Building on a large empirical

14Some social democratic parties even adopted austerity as their policy of choice, despite being
in opposition. For example, in Italy the PD supported the technocratic government of Monti, which
implemented harsh austerity measurements.

15In many countries, market actors even explicitly called on the government to adopt Keynesian
strategies. For examples, see the case studies on the British Labour party and the Germany SPD in
chapter[6|and 7] respectively.

1611 a research note Rommerskirchen| (2015| p. 845) also reviews the literature and finds that ‘the
alleged preference of financial market participants for stricter fiscal rules is based on a handful of articles
whose generalisability and validity can be questioned.’
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and theoretical literature (e.g. |[von Hagenl |1992; von Hagen and Harden, [1996; |von
Hagen and Poterba), [1999; Debrun et al.,|2008)), this approach suggests that ‘the insti-
tutions governing the budget process are important determinants of a country’s fiscal
performance’ (Hallerberg et al., 2007, p. 340). In the EU, these institutions were
centralised in the early 1990s when member states signed the Stability and Growth
Pact (Heipertz and Verdun, 2010). The pact enshrined rules for the national deficits
and debt levels and specified sanctioning procedures, thereby reducing the ability of
governments to pursue expansionary fiscal policies in bad times when GDP shrinks
and the government’s revenues fall. Moreover, monetary integration in the Eurozone
limits the government’s ability to use deficit-spending during economic crises. The
ECB is beyond the control of national governments, who issue bonds in a currency
that they do not control. As|De Grauwe| (2013} p. 520) argues, ‘they cannot guarantee
to the bondholders that they will always have the necessary liquidity to pay out the
bond at maturity.” Instead, national governments have to rely on the ECB as a lender
of last resort to prevent self-fulfilling fears of liquidity crises. In the absence of an
explicit guarantee that the ECB will play this role, governments in a monetary union

had to limit their the government deficits.

Second, other authors have argued that different countries have different “varieties of
capitalism” (VoC) (Hall and Soskicel [2001)) or “growth models” (Baccaro and Pon-
tusson, [2016]), which limits the macroeconomic policies that countries can pursue.
Initially, the VoC literature paid little attention to macroeconomic policies, but|Sos-
kice (2007) argued that liberal market economies (LMEs) manage aggregate demand
more flexibly than coordinated market economies (CMEs) due to powerful comple-
mentaries in different economic systems (also see Carlin and Soskice, 2009; Amable
and Azizi, [2014). For example, CMEs rely less on discretionary macroeconomic
policies than LMEs because stronger welfare states and employment protection (as
well as other institutional characteristics) act as automatic stabilisers. Instead, for
CME:s rule-based macroeconomic policies facilitate wage bargaining between social
partners, signalling to trade unions that demands for excessive wage hikes would not
be accommodated. Similarly, the growth-model perspective assumes that there are
strong imperatives for distinct economic policies in different countries. According
to |Baccaro and Pontusson| (2016)), several distinct growth-models developed in the
post-Fordist area, in which different components of aggregate demand are the drivers
of growth. Following the imperatives of these growth-models, there is little room for
partisan politics when there is a clear driver of growth: when growth is consumption-

led (e.g. in the UK) governments stimulate domestic consumption, whereas they pur-
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sue restrictive macroeconomic policies to boost their competitiveness when growth

is export-led (e.g. in Germany).

However, these approaches are again not sufficient to explain the dominance of aus-
terity among the centre-left in Europe’s post-crisis political economy. Austerity be-
came the dominant policy in countries where the constraints from European integra-
tion were relatively weak or absent. Even if the conditions of bailout agreements
necessitated austerity in countries such as Greece, the same cannot be said about
countries like the UK, France, or Germany. For example, the UK has its own cur-
rency and central bank and is not subject to the rules of the Eurozone in the same way
that other members are. Still, the British Labour party embraced fiscal orthodoxy in
the wake of the economic crisis (see Chapter [6). Although the British government
committed itself to fiscal austerity programme similar to that of some debtor coun-
tries in 2010, the Labour party did not openly describe itself as anti-austerity until
the election of Jeremy Corbyn as the leader of the Labour party in 2015. Moreover,
even in large countries inside the Eurozone, which should be less susceptible to pres-
sures from Brussels, social democratic parties accepted austerity, including the SPD
in Germany (see Chapter [/) or the Parti Socialiste (PS) in France. As mentioned
above, these countries had already broken the Maastricht criteria in the mid-2000s
without serious consequences, and it remains unclear why constraints from European
integration should have been more binding during the recent economic crisis (when
expansionary fiscal policies could have been more easily justified). Moreover, auster-
ity was also implemented in countries with different growth models and varieties of
capitalism, ranging from consumption-oriented to export-oriented countries or LMEs
to CMEs. Importantly, in many of these countries the social partners — which are as-
sumed to be the main actors in both accounts — did not rally behind austerity as the
dominant economic policy. Instead, trade unions were often more strongly opposed
to austerity policies than social democratic parties, and in some instances even busi-
nesses protested against fiscal consolidation as the dogma of the day (see Chapter
on Germany). This cannot be explained by accounts that exclusively focus on insti-

tutional constraints.

Third, a large number of scholars turned towards the importance of ideas to explain
the dominance of austerity in the context of the Great Recession These approaches
are especially important because the constructivist literature already demonstrated
the salience of how crises themselves come to be understood for the nature of the
political struggle thereafter (see |Blyth, 2002; [Widmaier et al., 2007; |Gamble, 2009;

17The next few paragraphs largely draw on a paper jointly written with Sean McDaniel entitled “The
Ideational Foundations of Social Democratic Austerity’ published in the Socio-Economic Review.
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Hay, 2016). The subjective and inter-subjective ideas held by actors about their en-
vironment are integral to the process of how these actors make sense of the world
around them and the nature of the crisis environment that confronts them (Hay, 2016,
p. 525). They create windows of opportunity, during which ideas can trump vested
interests and existing institutions, and act as ‘switch-men of history’ according to
in Max |Weber (1946, p. 280) words. In other words, crises create the perfect pre-
conditions for paradigm change, as outlined by |[Hall|(1993). During these favourable
moments ideas serve as explanations of ‘what went wrong, and how to fix it’ (Blyth,
2002, p. 32) and, hence, they decisively shape the response to any crisis (Halll [1993;
Berman, |1998; Matthijs, 2011).

Attendant to this, the role that ideas play in shaping particular policy outcomes
has already been well established in relation to austerity policies since 2010 (e.g.
Blyth, 2013; |Dellepiane-Avellaneda, 2015; |Baker, |2015; |Ban, 2016; [Carstensen and
Matthijs, 2018} |Blyth and Matthijs, [2017). Many of these authors have demonstrated
that the concept of austerity is underpinned by a range of normative and economic
ideas about the appropriate role of the state vis-a-vis markets and households (Blyth,
2013; |Gamble, 2013a). The choices that governments make when conducting fiscal
adjustment (e.g. to cut funding for public libraries or increase income taxes) are the
product of ideational legacies which shape our understandings of what is both appro-
priate and necessary (Schmidt, [2002; |[Finseraas and Vernby, 2011, p. 210). Conse-
quently, this perspective provides another possible explanation for austerity from the
left. In perhaps the best-known account of post-crisis austerity, Blyth (2013} see ch.
5) artfully traces a range of ideational developments on both sides of the Atlantic. For
Blyth, German ordoliberalism has acted as the ‘basic design template’ for contempo-
rary austerity, with these ideas flourishing upon their interaction with the neoliberal
tenets of monetarism and public choice theory and, in the post-crisis period, the “ex-
pansionary fiscal consolidation” thesis, which gained enormous traction within key
governance institutions from 2010. Importantly, Blyth’s account demonstrates the
way in which various political economic ideas come to be co-opted and re-purposed
over time and space. However, whilst Blyth (2013} p. 133) makes us fully aware
of different historical “variants” of austerity , his account leads us toward a singular
conception of post-crisis austerity as a “cocktail” of ideas and (quite understandably)
devotes less space to an interrogation of the way in which various political actors

have utilised different ideas to legitimise their programmes since 2010.

The wider literature tends to present the contemporary austerity settlement in Eu-

rope as either “neat” neoliberalism or ordoliberalism. Those who argue that aus-
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terity is rooted in neoliberalism demonstrate the importance of neoliberal economic
ideas, including the ‘crowding out’ effect of government borrowing on both business
and household spending (Barro, [1974) and the ‘expansionary’ effect of fiscal con-
solidation (see |(Giavazzi and Pagano, [1990; |Alesina and Ardagna, [1998), in shaping
contemporary austerity (Peters, 2012} [Mirowski, 2013;Schmidt and Thatcher, 2013;
Dellepiane-Avellaneda, [2015; [Helgadottir, 20165 (Carstensen and Matthijs, [2018]).
Similarly, other accounts uncover the powerful role played by ordoliberal liberal
ideas in shaping contemporary austerity Ordoliberal notions of “sound money”,
a rule-based approach to economics and the “moral hazard” associated with debt are
often used to explain the austerity settlement in Europe’s post-crisis political econ-
omy (Berghahn and Young, 2013;|Young,[2014; Matthijs and McNamara, 2015;Ned-
ergaard and Snaith, [2015} [Matthijs, 2016; Woodruff, 2016). For instance, an ordolib-
eral rule-based approach to economics was an essential part of the construction of
the German debt brake in 2009 (Woodruff, 2016, p. 98) and the European Fiscal
Compact (Nedergaard and Snaith, 2015} p. 1102).

I do not contest that such ideas have fed into the post-crisis politics of austerity (for an
overview, see Konzelmann, 2014), but there are three key and overlapping limitations
with this literature. First, post-crisis austerity is almost always discussed in the singu-
lar form, with its intellectual roots in either neoliberal or ordoliberal ideas, or a fusion
of the two. This creates a confusion within the literature; like the proverbial blind
men and the elephant, each component of the literature produces a distinct account
of austerity whilst seeking to describe the same phenomenon. Second, the construc-
tivist perspective is problematic because it cannot effectively explain why austerity
has not been challenged by alternative ideas in Western Europe. Constructivists im-
plicitly invoke a Gramscian notion of ‘cultural hegemony’ (Gramsci, [1992) in order
to explain this outcome. Yet, in the 21st century ideas cannot easily be domesticated
by national borders and, given that alternative ideas exist outside of Europe, it is not
very clear why austerity remained such a powerful idea in Europe. For example,
Japan has pursued an alternative economic policy under Prime Minister Abe and in
the United States, Keynesian macroeconomic ideas also remain popular. Even the
IMF began to question austerity as a doctrine during the crisis (see Clift, 2018)). For
example, then IMF Chief Economist Olivier (Blanchard, 2012)) admitted that fiscal
consolidation ‘is clearly a drag on demand, it is a drag on growth’. In 2013, Blan-

chard went further and conceded that forecasters had significantly underestimated the

18 jttle discussed in the pre-crisis period, ordoliberalism can be defined as a variant of liberalism,
which ‘asserts the authority of the state as the political master of the free economy’ (Bonefeld| 2012}
p.- 641). In other words, contrary to neoliberalism, it argues that ‘full competition requires strong state
authory to assure the orderly conduct of self-interested entrepreneurs’ (Bonefeld|[2012, p. 638).
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multiplier effect and, therefore, ‘underestimated the increase in unemployment and
the decline in private consumption and investment associated with fiscal consolida-
tion” (Blanchard and Leigh, 2013, p. 5). Why have had these ideas so little influence
in Europe? Third, in focusing on neo- and/or ordoliberal ideas, the existing litera-
ture potentially delimits our current understanding of why social democratic parties
embraced austerity. Historically, social democratic parties were neither associated
with neo- nor ordoliberalism, yet as noted already, parties and governments of the
left also supported fiscal consolidation policies prior (Armingeon et al., 2016; Kraft,
2017) and during the crisis (see Chapter [3). Unless our conception of social demo-
cratic austerity boils down to suggesting that such actors have merely accepted a neo-
or ordoliberal economic outlook entirely, it is clear that social democratic austerity
has hitherto been under-theorised. In other words, the literature fails to recognise the
potentially differential internal legitimisation of post-crisis austerity policies among
social democrats, and in doing so, misses out on understanding how and why auster-

ity has become part of the mainstream policy settlement

Finally, a possible explanation for the failure of social democratic parties to challenge
austerity focuses on the demand-side and invokes a bottom-up conceptualisation of
politics. This conceptualisation is valuable because parties are accountable to the
electorate and their support for policies depends on how they project the effect of
these policies on their electoral success. Therefore, [Beramendi et al. (2015) have
called for an “electoral turn” in political economy, which takes voters’ preferences
and public opinion seriously. A growing literature on the welfare state has already
done this and shows that the constituency of social democratic parties has become
more heterogeneous in the last few decades. In particular, the literature puts forward
two explanations for the changing behaviour of parties (see Hausermann et al., 2013):
either parties mobilize different social groups or, if parties mobilize the same so-
cial groups, the preferences of these groups have changed For example, Kitschelt
(1994) and (Gingrich and Hiusermann (2015) point out that social democratic par-
ties increasingly represent middle-class voters instead of the working class, whereas
Rueda) (2005} 2007) argues that the dualisation of the working class into insiders and
outsiders has changed the preferences of the working class

19 A large literature, however, makes exactly this assumption by arguing that there was a neoliberal
convergence among mainstream parties, which only had marginally differentiated policy positions (e.g.
Mishra, [1999; |Glyn, 2001).

ZUThis is caused, for example, by large-scale structural transformations like tertiarisation, educa-
tional expansion, and female employment growth.

21The distinction between insiders and outsiders refers to the employment vulnerability of different
workers. Please see|Rueda (2007, ch.2) for a detailed explanation.
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A new ‘integration-demarcation’ cleavage that emerged as a consequence of globali-
sation further complicates the aggregation of preferences that political parties need to
represent (Kitschelt, [1994; |Kriesi et al., 2008, 2012). In the last few decades, radical
right-wing parties have increasingly mobilized the losers of globalization, which led
to a resurgence of nationalism and transformed established party systems in West-
ern Europe. Parties, therefore, do not only respond to the material interests of their
voters, but they also respond to their cultural values (Hiusermann and Kriesi, [2015)).
Social democratic parties are especially struggling to position themselves in response
to this process of realignment because their constituency consists of an alliance be-
tween the socio-cultural professionals and the traditional working class (Beramendi
et al.,[2015)): while the former are liberal and embrace universalistic values, the latter

often have particularistic or authoritarian values (Lipset, [1959).

Unfortunately, the strength of the demand-side literature is also its greatest weakness:
it offers a clearer picture of the micro-foundations of party policies, but mostly ig-
nores macroeconomics and lacks an awareness for economic context. For example, it
is striking that in the recent volume by Beramendi et al.|(2015) there is neither much
discussion about macroeconomic policies nor about the Great Recession. Thus, it
still remains unclear whether macroeconomic policies are also determined bottom-
up by the preferences of voters, and in the wake of the deepest economic crisis since
the Great Depression this should be changed. The macroeconomic policies prior to
the crisis did not only contribute to its outbreak (Adam and Vines, 2009; (Bean, [2010;
Blanchard et al., [2010), but the responses to the crisis have also had a dramatic im-
pact. Given that economic crises heighten economic grievances, they also intensify
the political competition about macroeconomic policies. Consequently, it is neces-
sary to consider whether and how demand-side explanations apply to macroeconomic

policies.

A new explanation for social democratic austerity

My explanation of social democratic austerity is based on the premise that we need to
take politics seriously. As the English Prime Minister William E. Gladstone allegedly
said, ‘budgets are not merely a matter of arithmetic, but in a thousand ways go to the
root of prosperity of individuals and relations of classes, and the strength of king-
doms.” In other words, fiscal policies are not only a matter of economic necessities,

but they are at the heart of politics themselves. In the words of (Gourevitch, |1986|
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p- 19), ‘to understand policy choices... we must understand the politics that produces

them.

This is especially true in the context of the Great Recession, which was the deepest
economic crisis since the Great Depression. It was triggered by a crisis in the sub-
prime mortgage market in the US, but it quickly spread across the globe to become a
major economic recession. It presented policy-makers with enormous challenges on
multiple fronts. They were scrambling to hold the financial system together as some
of the largest international banks were pushed towards the brink of bankruptcy, while
also trying to prevent an economic crisis on the scale of the Great Depression. In the
face of paramount uncertainty, policy-makers were expecting the worst and, at least
in Europe, this feeling persisted well beyond 2008. As the Eurozone crisis pushed
entire countries to the brink of bankruptcy, Europe remained in a perpetual state
of upheaval, and many observers questioned the viability of the common European

currency.

In the context of such monumental crises, politics is extremely important to explain
policy (Gourevitch, [1986). They are moments of flux, providing freedom to policy-
makers. By creating heightened uncertainty and compressing time horizons, crises
provoke actors to shed previous commitments and seek new solutions (Kahler and
Lake| 2013} p. 10). They pit interests and coalitions against each other and as actors
are forced to make decisions that lie outside the normal pattern of politics, agency
and contingency comes to the fore (Capoccia and Kelemen, 2007)). Therefore, we

need to understand the political conflicts behind austerity.

The electoral foundations of social democratic austerity

Taking politics seriously, my theoretical framework attempts to bring the ‘electoral
turn’ to the literature on macroeconomic policies. Traditionally, political economy
focuses on the interests and ideas of elites and largely ignores public opinion. How-
ever, during economic crises this approach is not tenable because ‘mass politics
trumps interest group politics when both come into play’ (Hooghe and Marks, 2009).
Supply-side explanations might explain politics on non-salient issues, which are in
the realm of quiet (Culpepper, 2011) or technocratic politics. Yet, the demand-side
becomes important for salient issues, which are in the the zone of loud or electoral
politics. In this case, policy choices are made by politicians and ‘when politicians
make choices,... their choices are constrained by the need to mobilize or retain sup-

port’ (Gourevitch, 1986, p. 19). This is particularly true for fiscal policies, which are
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less insulated from party politics than other economic policies, including monetary
policy or financial regulation they have large distributional consequences, they
are very visible, and they receive a lot media attention. Especially during economic
crises, fiscal policies are highly salient and firmly lie in the realm of popular politics,
as shown in Figure Therefore, the supply of fiscal policies is not independent of
the demand: while politicians have the ability to shape and influence public opinion,
they are also servant to it. In other words, ‘the freedom of politicians is circumscribed

by their need to construct support coalitions’ (Gourevitch, 1986, p. 239).

Figure 2.1: Theoretical framework
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Still, in recent decades political economists paid little attention to the role of electoral
politics for explaining both macroeconomic policies and social democratic policy
preferences. With regard to the latter, |[Kitschelt (1999, p. 318) already criticised this
fact eloquently when he argued that

political economists typically assume that social democratic policy pref-
erences are exogenous and stable so that economic policy variance among
social democratic governments depends entirely on the political web of
interest intermediation and state capabilities in conjunction with eco-
nomic conditions. Political economists rarely, however, consider vary-
ing social democratic policy objectives in the context of changing con-
ditions of electoral competition that derive from new voter demands and
strategic stances of their competitors and are mediated by intra-party
coalitions.

22 As|Culpepper|(2011) shows, we can expect interest groups as well as other elites to have a greater
influence in these realms.
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This observation largely remains true today as there is still an absence of electoral
considerations in the analysis of macroeconomic policies. This absence is striking
because, as |Vlandas| (2018, p. 515) points out, it ‘is at odds with the prominent role
attributed in other political economy literature.” For example, a large amount of re-
search on labour market policies (e.g. Boix,|1998; Rueda, [2007) and the welfare state
(e.g. [Pierson, [1996; Hausermann, [2010; Rehm, 2016) show that individual prefer-
ences matter for policy choices. In general, this literature has suggested two different

models that consider how parties connect with the electorate.

First, some research suggests that parties represent the economic interests of their
constituencies. From this perspective, parties are embedded in a broader, social con-
text: they developed out of social divisions and remain linked to organised interests
such as unions. In this model, parties have commitments to specific constituencies
that they aim to represent. For example, Hibbs (1977) already argued that political
parties implement different macroeconomic policies because their respective con-
stituencies have different economic interests: while left-wing parties represent people
with insecure jobs and low savings, right-wing parties represent parties with more se-
cure jobs and higher saving. Therefore, left-wing parties support and implement poli-
cies that lead to lower unemployment at the cost of higher inflation than right-wing
parties. Similarly, according to Boix (1998, p. 203), ‘economic policies respond to
the material interests of each party’s main electoral constituencies.” He argued that
the possibilities for Keynesian demand-management had been tightly constrained by
globalisation, but he found that political parties implement different supply-side poli-
cies according to the interests of their electorate: ‘in the first place, all political parties
prefer policies that maximize growth... in the second place, parties adopt distinctive
economic strategies depending on their redistributive consequences’ (Boix, |[1997, p.
816).

Second, other research suggests that parties compete for the median voter and strate-
gically adjust their positions in response to shifts in public opinion. According to the
theory articulated by Anthony Downs| (1957)), the party closest to the median voter
will win a majority in single-member districts. This creates incentives for parties to
compete for the median voter, i.e. to adopt and implement policies that are in line
with the preferences of the median voter (Huber and Powell, 1994} |Cox, (1997, ch.
12). In electoral systems with proportional representation (PR), the party closest to
the median voter will not automatically win a majority, but the so-called median leg-
islative party, i.e. the party closest to the position of the median voter, is expected

to be pivotal in the process of government formation. It is usually included in the
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governing coalition and thus office-seeking parties also have an interest to compete

for the median voter in PR systems.

Independently, whether parties respond to their constituents or the median voter, there
is an increasing literature which shows that parties respond to public opinion (Soroka
and Wlezien, 2010; |Brooks and Manza, 2007). As Robert Dahl (1989, p. 95) put it,
in democratic systems ‘a majority of citizens can induce the government to do what
they most want it to do and to avoid doing what they most want it not to do.” Parties
are accountable to the electorate, and therefore, they ‘stay closed attuned to the eb
and flow of public opinion’ (Wlezien and Soroka, 2007, p. 805). This is especially
important when one tries to explain the positions that parties take, as opposed to the
policies that they actually implement once they are in office: as parties compete in
elections, they either adopt vote or office-seeking strategies, carefully crafting their
programmes with reference to electoral considerations (Erikson et al.,2002; |Page and
Shapiro, |1983). Especially in the last few decades as polling techniques have become
cheaper and more sophisticated, parties and politicians have increasingly relied on

them to get a sense of public opinion.

This is also true for social democratic parties. They were born from the reformist as-
pirations of the working class. In other words, social democrats attempted to win of-
fice to reform capitalism in the interest of the working class (Przeworski and Sprague,
1986; [Esping-Andersen, (1985, p. 26), and contemporary social democratic parties
still act very much in line with this tradition. After the end of the cold war, many
social democrats accepted capitalism as hegemonic and bought into the argument
by [Fukuyama (1992) who proclaimed the ‘End of History’. During the Third Way
era, they did not challenge the underlying faith in free markets and bought into the
assumption that markets would be the primary instrument for achieving their own
objectives. In the absence of a debate about the role that markets should play in soci-
ety, Third Way social democrats adopted a technocratic and managerial approach to
politics, valuing office as a means to reform free market capitalism. Put differently,
there was a deep underlying commitment to “instrumental politics” among most so-

cial democratic parties, i.e. the idea that elections are a means to win power.

I assume that most contemporary social democrats are still influenced by this tradi-
tion, i.e. that they behave as office-seekers. And to win office, social democrats have
to win votes, which requires them to closely follow public opinion. To explain so-
cial democratic austerity it is, therefore, necessary to focus on the strategic choices
that party leaders faced in the context of the Great Recession. In other words, we

have to explore the interdependence between political economy and electoral poli-
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tics (Kitschelt, 1999, p. 318), analysing how party leaders cope with the changing
demands from voters. However, this begs the question how the voters’ demands can
explain austerity? Based on the two dominant approaches in the literature there are

two possible explanations

First, there is evidence that the median voter is fiscally conservative (see Chapter
). Many voters falsely equate the public household to the private household and
thus buy into the law of “folk economics” (Rubin, 2003) that governments should
not run budget deficits. Adam [Smith (1776, Book IV, Chapter II, pp. 456-7) already
expressed this idea, when he argued that ‘what is prudence in the conduct of every
private family can scarce be folly in that of a great kingdom.” Based on the voters’ ex-
perience of balancing their private budget, orthodox fiscal ideas thus resonate more
with the public than Keynesianism. The latter is very difficult to explain to voters
because it relies on complex economic ideas like the ‘paradox of thrift’ or fiscal mul-
tipliers. Moreover, Keynesianism relies on a faith in the legitimacy and the efficacy
of the state, which has been increasingly undermined in recent decades. Therefore,
a large amount of voters are fiscal conservatives independent of their material inter-

ests.

Arguably, this was especially the case in recent years. After governments imple-
mented large bank bailouts and stimulus packages that emptied the states’ coffers
in the wake of the financial crisis, the Greek sovereign debt crisis demonstrated the
danger of too much government debt. In this context, voters became increasingly
concerned about their country’s public debt. The public budget developed a symbolic
importance, as voters lacked the competence to make a comprehensive assessment of
the economic consequences associated with different fiscal policies. As Skidelsky
(1970) already observed with reference to the Great Depression, ‘we must not ne-
glect the special symbolic importance of the balanced budget as a sign of “sound”
financial policy. There must always be some criteria by which to judge whether a
policy is likely to be acceptable or not, and the balanced budget was just such a “rule
of thumb”.’

This was also true during the Great Recession and social democratic parties, there-
fore, had an interest to support austerity in order to appear electable and fit to govern.
The Third Way was based on the fundamental belief that the electoral road to power
leads through the centre, a strategy that many social democrats had internalised prior

to the Great Recession. In the context of the European sovereign debt crisis, this

23To a certain extent these hypotheses are competing, but they can also be incorporated into a joint
framework.
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came to the fore as the centre-left adopted fiscal consolidation as a office-seeking
strategy: to appear electable and increase their economic credibility, they supported
austerity (Kraft, 2017). They attempted to extend their electoral coalition by moving
closer to the pivotal voter and thus bought into popular discursive elements based on

the household analogy.

Such strategic concerns were particularly important true in countries where social
democratic parties had been in government when the financial crisis hit in 2008. In
these countries, the recession shattered the economic credibility of social democrats,
and when the financial crisis turned into a fiscal crisis of the state, they attempted
to regain this credibility by supporting fiscal consolidation/*| Failure to balance
the public budget and to reduce the level of government debt was seen as a matter
of incompetence and thus the government’s budget became a valence issue (Stokes,
1963) This is the first electoral explanation for social democratic austerity.

A second possible explanation goes beyond the median voter and considers the in-
terests of social democratic constituents more specifically. This explanation empha-
sises that social democratic parties did not simply chase the median voter to gain
fiscal credibility, but that they faced significant pressures to support fiscal consolida-
tion even from their own constituency. Originally, social democratic parties emerged
from the working class movement but in the last few decades social democrats had
to manage a variety of electoral constituencies (Kitschelt, 1994, p. 33). Contrary to
the expectations of Marx, the industrial working class never became a majority in
advanced economies. |Hobsbawm)| (1979, p. 279) already became wrote in the 1970s
that ‘the forward march of labour and the labour movement, which Marx predicted,
appears to have come to a halt.” This problem confronted social democratic parties
with the need to build electoral alliances; ‘with the support of workers alone or of the
people in general, electoral majorities turned out to be an elusive goal’ (Przeworski
and Sprague, 1986/ p. 4).

The imperative of cross-class cooperation, which was already recognised by the ide-
ological founding fathers of social democracy like Eduard Bernstein, had important
consequences consequences for the programmatic choices of social democratic par-
ties. As |Przeworski and Sprague, (1986, p. 3) argued, ‘given the minority status of

workers, leaders of class-based parties must choose between a party homogeneous in

24As the economic voting literature predicts (e.g. [Duch and Stevenson, 2008; [Lewis-Beck and
Stegmaier, 2000), social democrats were punished for the state of the economy in many countries
following the 2008 financial crisis.

Z5This was very much in line with Labour’s fiscal discipline during the Third Way, which can also
be seen as an attempt to increase Labour’s fiscal credibility (Clift and Tomlinson, [2007).
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its class appeal but sentenced to perpetual electoral defeats or a party that struggles
for electoral success at the cost of diluting its class orientation.” Office-seeking so-
cial democrats followed the latter strategy: they attempted to maximize the interest
of their core clientele within a system of competitive elections. To this end, social
democratic parties cobbled together an alliance between working and middle class

voters in the post-war era.

The alliance between the working and the middle classes, however, has been crum-
bling for decades. Not only have these groups different attitudes towards questions
that fall on the second-dimension of political conflict in Europe (Kitschelt, {1994),
but their socio-economic experiences have also diverged: while many middle class
voters have benefited from large-scale transformative processes like globalisation, de-
industrialisation, and digitalisation, the working class has suffered from them. More-
over, these large-scale structural transformations created more heterogeneity in the
electorate. It reduced the size of the working class and divided the remaining (work-
ing) classes into sections with diverging interests (e.g. [Rueda, 2005} [2007).

These changes had a dramatic impact on most social democratic parties. [Esping-
Andersen| (1985, p. xiv) already argued in the mid-1980s that ‘the new salaried
white-collar strata hold the key to any viable social democratic alliance’ (Esping-
Andersen, 1985, p. xiv), while Kitschelt (1994, p. 6) argued a decade later that ‘so-
cial democrats are no longer primarily the political agents of blue collar worker, but
forge socio-economic coalitions that include different segments of the labour market.’
These predictions have largely been confirmed over time. Social democratic parties
increasingly shifted their electoral platform and have primarily sought support from
the expanded middle-classes (Gingrich and Hiusermann, [2015; |Amable et al., 2012;
Piketty} 2018) %]

The shifts in the electoral constituency of social democratic parties also have impor-
tant consequences for the strategic choices that social democratic parties face. Work-
ing class voters and the expanded middle classes may have similar attitudes towards
redistribution (Hiusermann and Kriesi, |2015), but they have diverging interests with
regards to macroeconomic policies. Lowering inflation and increasing unemploy-
ment hurts groups in vulnerable labour market positions but, as |[Kalecki|(1943,{1971)

already argued, there is a strong political opposition against full employment poli-

26Djfferent authors have used slightly different terminology to make this argument: Gingrich and
Héausermann (2015) found that social-cultural professionals have become the core clientele of social
democratic parties; |JAmable et al. (2012) argue that social social democratic parties are now supported
by a ‘bourgeois bloc’ (also see Amable and Palombarini,[2014) and (Piketty||2018) showed that highly
educated voters are now the key constituency for social democratic parties.
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cies. Importantly, the preferences of social-cultural professionals as well as the upper
part of the working class have become influenced by their increasing ownership of
capital in the last few decades. In the past few decades, the notion of increasing one’s
income and wealth by investing has been tempting not only for the upper classes in
recent years (Mau, 2015). Considering all assets and pension entitlements as a source
of lifetime income, these groups tend to be creditors who have a stake in the financial
system (if their wealth is privately invested) or in the public social security system (if

their wealth depends on public pension schemes).

This is important because it can be shown that capital owners have different prefer-
ences towards range of different economic policies (Ansell, 2014; Bremer and Win-
kler, 2016; Pagliari et al., [2018)). The life-time income of these individuals partly de-
pends on their investments, which face different income risks than those traditionally
associated with labour market income. Given that the value of assets is strongly influ-
enced by monetary and fiscal policies, assets owners also have different preferences
towards these policies. Creditors may support government intervention in response
to a financial crisis in the short-term, but they should also support fiscal consolidation
in the long-term. They fear that their life income is at risk when governments imple-
ment expansionary fiscal policies that create inflation and decrease the real value of
their investments. Therefore, asset ownership moves the middle-class voter towards
support for fiscal consolidation, which also influences social democratic parties: as
they have increasingly become middle-class parties, they are also ‘creditor parties’.
They act in the interest of creditors and become more supportive of austerity even if

that comes at the cost of their traditional constituency.

Finally, the interests of the sub-constituencies of social democratic parties have fur-
ther diverged due to different interests with regards to nature of government expen-
diture. Welfare states have increasingly become complex entities and a dichotomous
choice about more versus less welfare spending does not exist anymore. Instead, the
key choice for governments to make is between social investment and social con-
sumption: whether to ‘empower people to earn a living in the labour market’ or
whether to ‘help individuals to cope with the loss of income’ (Beramendi et al., 2015,
p-8). The working class is generally in favour of the latter, including social benefits
and pensions. In contrast, the expanded middle class is in favour of social investment
policies that include education, active-labour market policy, or family policies The

problem for social democratic parties is that the benefits of supply-side investment

2TThe logic of these policies is closely tied to the Third Way: accepting the commodification of
labour, they are supposed to invest in the capacities of individuals to compete in the market (Beramendi
et al.,|2015; Morel et al.| 2012).
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policies occur in the long-run, but the working class voters need consumption in the
short-run. Middle class voters, however, do not want to pay for both and thus they
they are less attached to the traditional welfare states that social democratic parties
helped to build in the 20th century.

In sum, there are two different mechanisms through which electoral forces can ex-
plain social democratic austerity. Given that social democratic parties, however, have
increasingly appealed to the extended middle-classes in the last few decades, these
two explanations are not mutually exclusive. Although left and centre-left voters are
still less likely to have fiscally conservative views than supporters of conservative
or liberal parties, their preferences are closer to the median voter. Independently
of whether social democratic parties follow the preferences of their constituency or

the median voter, they therefore faced strong electoral pressures to support auster-

ity.

The ideational foundations of social democratic austerity

The electoral pressures for social democrats to pursue an orthodox budgetary policy
were pervasive during the Great Recession, which created a difficult situation for
them: although a majority of voters demanded fiscal consolidation, accepting this
position threatened to undermine social democracy’s historic support for the welfare
state. However, parties and politicians are not only rational vote and office-seeking
actors, but they can also influence the preferences of voters. In other words, the
political demands of voters cannot be conceived separately from the supply-side of
politics. Parties give ‘coherence and organized political expression to what otherwise
are inchoate and fragmentary beliefs, values and experiences among members of
social groups’ (Kriesi, 1998, p. 167). This begs the question, why social democratic
parties did not attempt to change public opinion in their favour?

To explain the reluctance of social democratic parties to oppose public opinion, it is
also necessary to understand the ideational pressures for social democratic auster-
ity To cite |Gourevitch| (1986, p. 233) again, ‘economic reality is rarely so clear
that objective circumstances impose themselves on behaviour with no mediation from
ideas.’” Ideas are marshalled to interpret the world and they provide a framework for
political action. And for macroeconomic policy-makers, the ideas of economists are

particularly important. As Farrell and Quiggin (2017, p. 270) observe, ‘policy ac-

28This section largely draws on the theoretical section from a paper jointly written with Sean Mc-
Daniel entitled ‘The Ideational Foundations of Social Democratic Austerity’.
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tors care about the advice of professional economists because it helps them deal with
specific policy problems, and because expert approval casts luster on their own ef-
forts, providing them with an important resource in battles with other policy-makers.’
They give legitimacy to policies (e.g. Finnemore and Sikkink, |1998; Haas|, |1992), fa-
cilitate coalition-building (e.g. [Blyth, |2002)), and allow political groups to articulate
their demands.

For social democratic parties, these ideas were a combination of New Keynesianism,
supply-side economics, and the social investment paradigm, which I collectively call
“supply-side Keynesianism”. In combination with normative ideas relating to the
state and inequality, these economic ideas shaped the way in which social democratic
parties engaged with austerity and helped them to internally legitimise these poli-
cies. To recognise this, one has to go back to the 1970s. As argued above, following
the Second World War, Keynesianism provided a strong intellectual basis for social
democratic parties. It demonstrated how the interest of the working classes could
be accommodated in a free market economy by showing that private ownership of
the means of production could be reconciled with the democratic management of the
economy (Przeworski, [1985; Hall, (1989, p. 207). Social democratic parties pros-
pered as managed capitalism generated the economic growth and prosperity used to
build the welfare state (Korpi, 1983 Stephens, [1979). Yet, repeated economic crises
and the occurrence of stagflation in the 1970s challenged the economic paradigm that
combined Keynesian demand management and welfare state expansion with capital-
ism. This environment provided space for monetarism and new classical economics,
embraced by the conservative governments of Margaret Thatcher and Ronald Rea-
gan, to become dominant, ushering in a new economic era that presented a major
challenge to the centre-left (Hall, |1989; [Blyth, 2002; Matthijs, {2011 )

Beginning in the 1980s, however, economists such as Olivier Blanchard, Ben Bernanke,
Greg Mankiw, and Paul Romer began to integrate Keynesian macroeconomic theory
with the microeconomic models used by the neo-classical economists. Although they
accepted the core of the influential Lucas critique (Lucas, |1976) — conceding that
economic agents are rational — they introduced nominal rigidities in their models,
i.e. the idea that prices are staggered or sticky and only adjust slowly or periodically
(e.g. Taylor, [1979; |Calvol, |1983). This fusion of the major macroeconomic schools
of thoughts allowed New Keynesians to show that output gaps can exist in the short-

run even when assuming that all economic agents are rational. Although output was

21In this environment, European social democratic governments, including the Labour government
under Callaghan in the UK and Mitterand’s Socialist administration in France, also stepped away from
their Keynesian economic programmes and embraced deflationary policies.
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efficient in the long-run, this provided a much-needed justification for policy-makers
to stabilise the economy in the short-run. Yet, given that the long-run equilibrium is
unaffected by demand forces in the New Keynesian framework, it was necessary to
turn to supply-side arguments which emphasise that growth is determined by supply-
factors such as labour productivity and labour and product market institutions. While
conservative supply-side economists in the US had originally used this idea to ar-
gue for lower taxes and less state intervention, left-leaning economists now argued
that state investment in human and physical capital was crucial to determine long-run
growth and increase productivity. This claim was formalised through the work of

Paul Romer|(1994) on endogenous or ‘new growth theory’.

In combination, New Keynesianism and new growth theory — which I collectively
call ‘supply-side Keynesianism’ — provided social democrats with a novel but pow-
erful rationale for state intervention in order to improve market outcomes Scharpf]
(1991, p. 270) had originally argued that ‘the hour of supply-side policies has always
been the hour of employers and conservative parties,” but social democrats also be-
gan to champion supply-side policies in the late 1980s and 1990s (Boix,|1998; |Garrett
and Lange, 1991). Accepting the dominance of the market as the fundamental mech-
anism of economic allocation, there was an increasing belief among social democrats
that they could neither spend their way to growth nor to equality. Social democrats,
therefore, began to ‘search search for a “virtuous circle” in which higher productivity
continued to attract private capital but allows for higher wages and for higher taxes,
which are then employed to sustain and increase domestic productivity’ (Boix, 1998,
p. 30).

Social democrats across the world latched onto this search because it allowed them to
redefine the purpose of state intervention. In the face of recurring economic crises in
the 1970s and the 1980s, many had come to believe that the left could not just discern
itself with redistributing the proceeds from economic growth any longer. Instead,
supply-side Keynesianism promised something better: it presented an argument for
why the state had to involve itself in the process of wealth creation (Miliband, [1994).
In this way, the centre-left tried to overcome one of its biggest weaknesses: the per-
ception that it was good a distributing growth, but that it lacked a theory of pro-
duction. Third Way social democrats, therefore, enthusiastically embraced the no-

30These ideas resonated with contemporary social democrats because their formative life and career
experience was also the economic crises of the 1970s, including stagflation.
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tion the state could deliver such growth, developing a technocratic approach to poli-

tics

This approach to politics became extraordinarily successful in the late 1990s and
2000s. As argued above and shown in Figure (Chapter [I), it contributed to an
astounding electoral comeback, but it also coincided with an era of remarkable eco-
nomic stability. In the 1990s and the early 2000s, it seemed like governments in the
advanced economies had successfully fended of the risks of severe financial and eco-
nomic crises, which reinforced the dominance of supply-side Keynesianism among
the left.

However, the marriage between social democracy and supply-side Keynesianism be-
came more difficult in the context of the Great Recession. After an initial period of
emergency Keynesianism (Hall, 2013} [Pontusson and Raess), 2012} Raess and Pon-
tusson, 2015)), they followed the centre-right and turned to austerity. Why, then, did
supply-side Keynesianism help to legitimise austerity among social democratic ac-
tors (i.e. among social democratic parties and politicians)? In the short-term, New
Keynesians believe that during crisis periods government spending is necessary to
sustain demand due to nominal rigidities, which prevent the economy from operating
close to its potential. Yet, there are three caveats when it comes to demand stimulus

that are grounded in central tenets of supply-side Keynesianism.

First, New Keynesianism reduced the importance of the output gap compared to
Keynes’ theory. Originally, Keynes argued that supply is stable while demand fluc-
tuates, which leads to output gaps. He argued against classical economists, who
believed that swings in output were caused by external shocks to the economy based
on Say’s famous dictum that supply creates its own demand. The synthesis on which
New Keynesianism was based combined both arguments: output gaps still exist in
the short-run, but the potential or efficient output varies in response to shocks. It can
move upward and downward and does not grow continuously. Importantly, New Key-
nesianism accepted that there was a non-accelerating inflation rate of unemployment
(NAIRU), as introduced by Tobin (1980). This concept refers to the unemployment
rate that is consistent with maintaining stable inﬂation In response to an economic
shock, governments should use macroeconomic policy to close the output gap, but
only up to the point at which the economy is reaching the NAIRU and is operating at

its potential. This potential might be lower than the potential prior to the economic

31paraphrasing Jim Scott, |Gingrich| (2018) argued that social democrats began “seeing like tech-
nocrats”, referring to his book “Seeing like a State” (Scott, |[1998).

32The concept is closely related to the natural rate of unemployment, which is a concept coined by
Milton [Friedman|(1968)).
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shock and, hence, the macroeconomic response prescribed by New Keynesians is

generally smaller than by traditional Keynesians.

Second, according to New Keynesianism the government’s role in the stabilisation of
the economy is limited (Iversen and Soskice, 2006, p. 437). Monetary policy gov-
erns demand management because an independent central bank can avoid the time-
inconsistency problem, which Kydland and Prescott| (1977) identified. Moreover,
monetary policy is more effective than fiscal policy in the New Keynesian model
because the output gap in the short-run is usually the result of an inter-temporal mis-
match between demand and supply. Assuming that the interest rate is effectively the
relevant price that affects the inter-temporal allocation of demand, monetary policy
can quickly and directly affect demand in response to an economic crisis. In contrast,
fiscal policy affects demand more slowly and less directly. There is usually a lag in
the implementation and effectiveness of fiscal policy and, as long as the economy is
not in a liquidity trap, it is less effective than monetary policy in stabilising the econ-
omy. As a result, there was a shift to monetary dominance in advanced economies
(McNamara, 2002; Johnson, 2016)) and demand management became depoliticised
(Iversen and Soskice, [2006). There was a policy consensus that fiscal policy should
be used to achieve medium- and the long-term goals, while monetary policy would
be used to manage demand in the economy in the short-run. This view was reinforced
by the Great Moderation when monetary policy conducted by an independent central
bank seemed well equipped to steer the economy single-handedly. Robert (Lucas,
2003, p. 1) thus famously said in his Nobel prize speech that the ‘central problem of

depression prevention [had] been solved.’

Third, supply-side Keynesians believe that the state has a fundamental role in gen-
erating long-run growth in an economy, by investing in human and physical capi-
tal and by providing public goods that markets do not deliver. This argument was
most forcefully made by proponents of the social investment paradigm (e.g. Morel
et al., 2012; [Hemerijck, [2017), who strongly influenced the centre-left parties in the
early 2000s during the Third Way era. For some social democratic parties, including
New Labour, the social investment paradigm promoted a shift away from the tradi-
tional social democratic goal of equality of outcomes towards a focus on ensuring
equality of opportunity (Blair, (1998, p. 3). Based on a supply-side perspective, the
social investment paradigm emphasized that against the background of large struc-
tural transformations, including globalization, de-industrialisation, and technological
change, there were ‘new social risks’ (Bonoli, |2007) that traditional welfare states

did not address. The view that the left cannot spend its way towards equality spread
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among social democrats and thus the social investment paradigm became more pop-

ular.

Aimed at creating human capital, for example through active labour market poli-
cies, public childcare provision, or education, social investment was supposed to
both modernise the welfare state and contribute to economic growth (Morel et al.,
2012). Yet, for the state to play this role it needs to retain the capacity to act in the
long-run. This presents policy-makers with an important inter-temporal trade-off: as
the government stimulates the economy and incurs more debt in the short run, the
cost of servicing this debt in the long-run also increases. This is problematic for two
reasons: first, it places a higher burden on future tax-payers and raises concerns of
inter-generational equity; second, it has the potential to limit the capacity of the state
to act in the long-run as governments have to use a large share of their budget to pay
for interest rate payments and, increasingly, become dependent on financial markets
to re-finance their debt. Fiscal policies thus need to be concerned with the sustain-
ability of public finances, which leads to what Haffert and Mehrtens (2015) call the
“progressive consolidation thesis.” According to this view ‘consolidation is not an
end in itself but a means to regain fiscal capacity’ (Haffert and Mehrtens, 2015, p.
120-21).

Based on these ideas, social democratic parties and progressive leaders already opted
for fiscal consolidation at the end of the 20th century in very different contexts. Fol-
lowing Mitterand’s tournant de la rigueur (or austerity turn), for example the centre-
left in the United States or in Sweden pursued fiscal consolidation. Both Bill Clinton
and the Swedish Social Democratic Party (SAP) shared the progressive consolida-
tion thesis and attempted to rebalance the budget in order to retain the capacity of
the state to act in the long-run. In response to an economic shock like the Great Re-
cession, then, these tenets of supply-side Keynesianism also had the potential to play
a central role in legitimising austerity on the left and, by extension, contributing to
the broad acceptance of austerity in Europe since 2010. That is not to suggest that
social democrats have never previously employed austerity policies. However, the
core tenents of supply-side Keynesianism outlined above were significant to social

democrats in the post-crisis period, in particular.

Moreover, it is important to note that these ideas significantly differ from neo- and
ordoliberalism, even though there is arguably some overlap. Neoliberalism implies
that state intervention in the economy is costly and should not be concerned with cor-
recting for inequalities, while social democrats argue that the state needs to intervene

in the economy. They share this support for state intervention with ordoliberals, but
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these two schools of thought are set apart by the type of state intervention that they
prescribe. Social democrats have a more positive vision of the state, which, in their
view, has a fundamental role to play in generating long-run growth. This also allows
social democrats to combine supply-side Keynesianism with an ideational framework
that champions equality and the welfare-state, as long as it contributes to innovation
and the long-run accumulation of human capital — an innovation of ‘new growth the-
ory’ that was not present in earlier instances of deflationary social democratic poli-
cies in the 1970s and early 1980s. Although social democratic parties may have had
difficulty reconciling redistribution with austerity in reality, the framework of supply-
side Keynesianism sketched out above provides the ideational foundation for doing

SO.

Social democractic parties, paradigm change, and the Great

Recession

Acknowledging these ideational pressures for austerity still begs the question why
social democratic parties were not able to move beyond them. Following Thomas
Kuhn (1962)), Peter Hall (1993) suggests that paradigm change occurs when anoma-
lies accumulate that the existing theory cannot explain. He defines policy paradigms
‘a framework of ideas and standards that specifies not only the goals of policy and
the kind of instruments that can be used to attain them, but also the very nature of the
problems that they are meant to be addressing’ (Hall, 1993, p. 279). Given that aus-
terity policies have not worked and that they have hurt traditional social democratic
constituencies, the existing literature on social democracy in the contest of the crisis
is puzzled by the social democratic response to the crisis. It can neither explain the
lack of a paradigm change nor the fact that social democratic parties hardly attempted
to push for such a paradigm change in the first place (e.g.|Coates, [2017; |Bailey et al.,
2014; Keating and McCrone, 2013).

To explain why this happened, my thesis attempts to re-think when paradigm change
is likely. It brings back politics and re-evaluates the conditions that lead to economic
policy output. It stresses that we need to think about how ideas align with the electoral
interests of the elites. My framework stresses that in the short-run paradigm change is
constrained by public opinion and the prevailing political discourse (reflecting pub-
lic opinion in interaction with previous political legacies). In most circumstances,
vote- and office-seeking politicians are thus not the right people to push for paradigm

change: they have to work with preferences from the electorate that are fixed in the
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Table 2.1: Paradigm change and the interplay of ideas and electoral constraints

Electoral constraints
High Low
Parties open tonew  |Ideational conflict within ex-|Paradigm change pushed by
ideas isting parties existing parties
Parties closed to .
. Status quo Emergence of new parties
new ideas

short-run and that are shaped by the legacies of previous policies and programmes.
In this context, paradigm change cannot happen if voters do not want it to happen.
Politicians can only strategically move in the existing issue space, positioning them-

selves vis-a-vis other parties.

In other words, ideas do not exist in a vacuum and, instead, it is the interaction of
ideas and electoral forces that explains paradigm change. As shown in Table [2.1]
paradigm change becomes possible when parties support ideas that question the dom-
inant paradigm and when there is the electoral space to mobilise these ideas. In other
words, ideas matter most if they are aligned to the material (or electoral) interest of
politicians. However, paradigm change cannot happen if the voters do not believe
that it should happen, i.e. when the electoral constraints are high that prevent politi-
cians from articulating new ideas. Instead, one can expect this situation to lead to
ideational conflict within the political party as its leaders struggle to reconcile their
ideology and the prevalent public opinion. During the Great Recession, some so-
cial democratic parties in creditor countries found themselves in this situation: as
their voters supported budget consolidation, the economic ideologies and their elec-
toral interests pulled into two different direction. However, social democrats are not
economists but political animals and their actions are, first and foremost, guided by
their short-term electoral instincts. They prioritise the preferences of the voters and
social democratic parties thus accepted austerity even in countries where there was

little institutional pressure to do.

However, in the medium- to long-term politicians and other elites can change public
opinion. They can create coalitions against the existing paradigm, which point out
the anomalies and propose an alternative prism through which to interpret the econ-
omy. This process takes time, but it relies on leaders that play with new ideas, that
rally against the previous paradigm, and that shore up support for the new paradigm.
Social democratic actors were unable to take up this role in the wake of the Great

Recession because they faced a twin problem: they were trapped and divided, which
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undermined their ability to push for ideational renewal. In the absence of a clear new
economic paradigm, they combined short-term electoral opportunism with techno-

cratic policy initiatives and convinced themselves that austerity was necessary.

First, social democratic parties faced an electoral trap: their electoral constituency
had already changed significantly as the result of the policies that they implemented
prior to the crisis. As [Esping-Andersen|(1985) p. 322) stresses, economic policies
have distributional consequence, including the potential to fragment and divide the
electorate. Exactly, this is what happened to social democracy in the late 1990s and
early 2000s. The realignment of voters was partly the result of policies that social
democratic parties had pursued prior to the economic crisis, including the Agenda
2010 in Germany or the Third Way in the UK (Karreth et al., 2013). Working class
voters had abandoned social democratic parties in favour of populist parties on the left
and the right of the political spectrum, while social democratic policies increasingly
appealed to middle-class voters. In the context of the economic crisis, the latter had
become the social democratic core constituency and, therefore, they had to adjust

their economic policies with reference to them.

Moreover, as a result of the legacies from the Third Way, the complexity of building
an electoral coalition between the expanded middle class and the working class had
become more difficult. This left social democratic parties electorally exposed when
the crisis hit, facing a dilemma that was not unique in the history of social democ-
racy. As [Kitschelt (1994, p. 93) already observed with reference to the 1980s and
1990s, social democrats ‘faced a catcht-22 between outright electoral decline and
ephemeral, transitory electoral success: either they promised austerity policies that
initially boosted their support but contributed to their latter gradual electoral decline
when enacted; or they remained true to their run-of-the-mill Keynesian economic
prescriptions and were kept on the opposition benches.” This was even similar to the
problems that socialist governments experienced in liberal democracies in the 1920s:
‘they obtained government office only when they abandoned their more ambitious
programs, but precisely the compliance with the liberal economic order also precipi-
tated their political decline’ (Kitschelt|1994, p. 93Luebbert|1991} p. 227-32). In the
wake of the 2008 financial crisis, this dilemma was acute again but — trapped by the
electoral consequences of their previous policies — social democracy chose austerity

over demand stimulus.

Second, social democrats also faced an ideational trap. The implementation of some
ideas and policies prior to the economic crisis destroyed alternatives. |Galbraith

(1958, p. 20) already argued that ‘ideas are inherently conservative. They yield
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not to the attack of other ideas but... to the massive onslaught of circumstances with
which they cannot contend.” In 2008, many observers expected the financial crisis to
present such circumstances. For example, in 2009 the former Chairman of the FED
Alan Greenspan famously said that ‘the whole intellectual edifice collapsed in the
summer of last year’ (Andrews, 2008). Yet, over time the conventional interpretation
of the Great Recession became a different one: economics may have been wrong
with regards to finance, but it provided for a coherent macroeconomic response, as
the ‘fire-fighting phase’ from 2008 to 2010 was relatively successful Massive in-
terventions by national governments and central banks saved most countries from a

disaster on the scale of the Great Depression.

The success of the immediate response to the crisis undermined the intellectual re-
newal that some expected at the beginning of the crisis. Although many macroe-
conomists recognised that some of their economic models were fundamentally flawed,
policy-makers did not. For social democratic parties, this ideational trap was com-
pounded by the experience of the Eurozone crisis. While the economic pain for the
crisis-ridden debtor countries only really began in 2010, other economies emerged
relatively well from the financial crisis. Especially Germany bounced back strongly.
Unemployment remained relatively low and continuously declined after 2010, as
Germany’s export-oriented economy returned to growth. This facilitated a one-sided
economic interpretation of the crisis (see Chapter[7). Conventional wisdom attributed
Germany’s success to the Agenda 2010, referring to a set of supply-side reforms that
the centre-left government implemented in the early 2000s. The crisis therefore be-
came increasingly seen as a morality tale of saints and sinners (Matthijs and McNa-
maral, 2015), which also influenced social democrats. It prevented them from dis-
avowing supply-side Keynesianism, as the German SPD and other European social

democratic parties remained trapped by their previous discourse.

The problem for social democratic parties was compounded because they were inter-
nally deeply divided. Social democratic parties, just as the voters that they represent,
are not homogeneous entities. As |Sartori| (2005, p. 23) stressed, parties instead con-
sist of different ‘factions’ and ‘currents’. This is especially true for the centre-left
today: they are a collection of interests rather than an coherent ideology group As
emphasised above, social democratic parties were founded on a reformist platform,

but many of them also bundled together a heterogeneous and complex set of groups

33This conventional interpretation is, for example, as captured by many memoirs from policy leaders
of the time (e.g. Brown, 2017; Bernanke, 2015} |Geithner, 2014; Darling, 2011} |Steinbriickl [2010).

34This is similar for many other progressive parties in the world. For example, |Grossmann and
Hopkins|(2016) make this argument for the Democratic party in the US.
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opposed to unfettered capitalism. More than other party families, social democratic
parties thus faced a significant amount of heterogeneity in the interests that they rep-
resent. This heterogeneity has important implications for the positions that social
democratic parties adopt. [Schattschneider (1960) suggested that parties always need
to integrate a plurality of different interests by developing a shared normative per-
spective, allowing them to mould them into an overarching programme. However,
during the Great Recession social democratic parties struggled to live up to this task.
Left-wing factions within social democrats were radically opposed to austerity, while
the pragmatic Third Way social democrats were clinging on to the progressive con-

solidation thesis and supply-side Keynesianism in general.

The conflict between these two faction was decided top-down in most parties by
reference to electoral considerations. As Przeworski and Sprague (1986, p. 184)
already observed ‘elections are just not a vehicle for radical transformations. They
are inherently conservative precisely because they are representative, representatives
of interests and values in a heterogeneous society.” Third Way social democrats,
therefore, could always appeal to the need to win elections as an argument. They
used strategic considerations as a weapon to win intra-party conflicts by presenting
austerity as a good policy in both political and economic terms: good in political
terms because it signals fiscal credibility and good in economic terms because it

ensures the capacity of the state to act in the long-term.

The left-wing factions within most social democratic parties were not able to counter
these arguments. As |Berman (1998l p. 204) notes, ‘ideologies do not achieve res-
onance or political power on their own; instead, they must be “carried” by political
actors capable of implementing political projects and changing the way that people
think and act.” The anti-austerity forces within social democratic parties lacked these
kind of actors, who were able to carry their ideas. They were disorganised, lacked
effective leadership, and had been weakened by the dominance of the Third Way be-
fore the Great Recession. As a result, there were only very few countries where the
left-wing factions were able to overcome the austerity settlement. In most countries,
opposition to austerity was bundled by forces outside the traditional social democratic
parties, for example by Syriza in Greece, Podemos in Spain, or Melonchon’s move-
ment in France. There were only very few countries where left-wing factions were
able to win the inter-party conflict and push for an anti-austerity platform including
Portugal and the UK[*%|

351n the latter case, Jeremy Corbyn was able to move from the outskirts of the party to its leadership
in 2015 (see Chapter@.
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Conclusion

In conclusion, my explanation of social democratic austerity is based on the premise
that austerity was a political choice and that actors, including parties, matter for the
macroeconomic governance of advanced economies. It stresses that we need to take
into account both the electoral and ideational pressures for austerity in order to ex-

plain the response of social democratic party to the crisis.

During economic crises, when macroeconomic policies are highly salient, parties first
and foremost respond to public opinion and the material interests of their potential
constituencies. In the short-term, they can hardly change public opinion and only
navigate the existing issue space in relation to their competitors. Ideas and the ex-
isting discursive opportunity structures in a given country still mediate how electoral
interests are turned into party programmes, but vote- and office-seeking parties can-
not fundamentally ignore the given public opinion. Social democratic parties were
therefore severely constrained in the context of the European sovereign debt crisis.
They perceived voters to be fiscally conservative, as there was a strong scepticism
among voters against government debt after the financial crisis had been turned into
a fiscal crisis. In combination with a distinct set of economic ideas — which I call
supply-side Keynesianism — this prevented social democratic parties from opposing

austerity.

However, in the medium- to long-run political actors have more flexibility to influ-
ence the public opinion and adopt new ideas that are less dependent on previous
ideational legacies. In the wake of the financial crisis social democratic parties were
unable to do this because they remained trapped and divided. They were trapped by
the legacy of the Third Way, which had also created deep internal divisions with so-
cial democratic parties. It had undermined the left-wing factions of social democratic
parties, which were disorganised and intellectually weak. They had no access to the
levers of influence and lacked the necessary leadership to lead the charge against aus-
terity. In the absence of such a push for intellectual renewal, social democratic parties
instead combined electoral opportunism with technocratic policy initiatives. In their
search for economic credibility, they adopted austerity to appeal to a dominant public

opinion that is sceptical of government debt.



Chapter 3

The Programmatic Response of
Social Democratic Parties to the
Great Recession’

Introduction

The Great Recession was the deepest economic crisis in advanced capitalist coun-
tries since the Great Depression. In Europe, this economic crisis also led to a crisis
of social democratic parties, which struggled to respond to the economic malaise.
Prior to 2008, they had mostly shifted towards the centre and embraced Third Way
policies. However, the Great Recession that begun in 2008 raised new doubts about
the merits of this shift. The break-down of the international financial system exposed
the vulnerability of the existing economic order and created high unemployment and
inequality. Moreover, in response to the European sovereign debt crisis governments
across the continent implemented austerity policies, undermining the European wel-
fare state that social democratic parties had built in the post-war era (Korpi, [1983;
Stephens, [1979). How have social democratic parties responded to this crisis in pro-

grammatic terms?

To answer this question, the chapter examines empirically whether and to what extent
social democratic parties changed their economic positions during the Great Reces-

sion. Although it is too early to tell what the long-term political consequences of the

IThis chapter is a slightly modified version of the paper with the same name published in Party
Politics in January 2018.
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crisis will be, the purpose of studying this response is to understand how economic
crises influence party competition in the short- and medium-term (also see |Clements
et al., 2017). The starting point for this analysis are two conflicting findings in the
literature. First, some authors argue that parties hardly change their positions over
time (e.g. [Budge, [1994; Budge et al.,2001). In particular, social democratic parties
are portrayed as parties with a strong ideology and close ties to social movements
that constrain them in responding to changes in the economy (Adams et al., [2009).
Other authors, in contrast, argue that social democratic parties have radically changed
their positions in the last few decades. In response to globalisation, they shifted to
the right resulting in a “neoliberal convergence” of centre-left and centre-right parties
(e.g. Mishra, [1999; (Glyn, 2001]).

In this chapter, I test which of these expectations holds with evidence from the Great
Recession. I use an original dataset based on media analysis in 11 countries that
allows me to compare the salience that parties attribute to different issues and the po-
sitions that they adopt with regards to these issues during electoral campaigns before
and after 2008. Analysing this data, I present evidence that social democratic parties
shifted their positions towards the left during the crisis, which is contrary to common
perceptions in the media (Miinchau, [2015; [The Economist, 2016) and emerging re-
search (English et al.| 2016} Dalton, |2016). However, their positions diverged with
respect to different issue categories. On the one hand, social democratic parties de-
fended the welfare state and opposed economic liberalism after the 2008 financial
crisis, which partly reverted their own Third Way. On the other hand, many par-
ties also supported the reduction of government deficits and taxes during the crisis —
that is, they joined the chorus of austerity that became the dominant tune during the
Euro crisis. Hence, social democratic parties adopted positions with regards to the
three different issue categories (welfare, economic liberalism, and budgetary rigour),
which do not neatly align on a single left-right line of conflict. This suggests that
party competition during the Great Recession was complex and cannot be represented

on a single dimension (Otjes, 2016).

To make these arguments, the chapter proceeds in six steps. First, I briefly review
the existing literature. Second, I set out my expectations about the response of social
democratic parties to the Great Recession. Afterwards, I introduce my dataset and
explain the methods that I use to analyse party competition. In section 5 and 6, I pro-
ceed to present my empirical results. Combining descriptive analysis with regression

analysis, I first examine the salience that social democratic parties attributed to eco-
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nomic issues during the crisis. Then, I analyse the position that these parties adopted

with regard to economic issues. Finally, section 7 concludes.

Party positions, issue salience, and the economy

There is a large literature that studies the platforms on which political parties com-
pete. Influenced by the median-voter theorem of [Downs|(1957), many scholars view
parties as vote-seeking (e.g. Huber and Powell, |1994; McDonald and Budge, [2005)).
They argue that there is a close link between the positions that parties take and the
preferences of the electorate. Consequently, party elites systematically respond to
variations in the distribution of voters’ preferences, which is a process that (Stimson
et al., [1995) called “dynamic representation.’ However, given that large shifts in
the distribution of voters’ preferences are rare, the programmes of parties remain rel-
atively stable over time. As a result, many scholars shifted their attention towards
studying salience (Budge et al., 2001; IMcDonald and Budge, 2005; [Bélanger and
Meguid, 2008)). They focused on “issue emphasis” (Budge and Farlie| |1983) because
‘[v]arying emphases on issues are by and large the only way that parties express
their policy differences’ (Budge et al., 2001, p.82). Based on the notion of “issue
ownership” (Petrocik, (1996)), parties are attributed different levels of competence in
different policy areas and they have an interest to selectively emphasise those areas in
which they outshine their competitors. However, the voters’ prioritisation of different
issues can change between elections (Petrocik, [1996; [Petrocik et al.| 2003; Bélanger
and Meguid, |2008). Thus, parties are expected to change the salience that they at-

tribute to different issues, even if they hardly change their positions over time.

The conclusion that party positions are relatively stable is shared by two other strands
of the literature. On the one hand, the classical work by |Lipset and Rokkan| (1967)
argues that parties are rooted in cleavages. These cleavages are relatively stable
over time and given that parties have distinct cleavage locations, they limit the po-
sitional manoeuvrability of existing parties in response to external shocks (Hooghe
and Marks, 2018). On the other hand, other authors viewing parties as policy-seeking
also consider the positions of parties relatively stable (Strgm,|1990; Miiler and Strgm,
1999; Dalton and McAllister, [2015). From this perspective, the positions of parties
reflect the beliefs of their elites, which, in turn, are shaped by the parties’ core ideolo-

gies. Ideologies provide actors with a general frame of reference, which allow them to

2There is some evidence for the plausible alternative hypothesis that parties respond to fluctuations
in the preferences or priorities of their constituencies and not the entire electorate (e.g |[Ezrow et al.,
2011)
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understand and interpret events Assuming that these ideologies are sticky, parties are
not expected to radically change their positions, either. In particular, left-wing parties
are resistant to change their position for two reasons (Adams et al., [2009). First, left-
wing parties are historically more ideological than other parties. They were born from
the labour movement in the 19th century and remained committed to engineering so-
cial change even after they had abandoned their revolutionary ambitions (Przeworski
and Sprague, |1986). Second, social democratic parties have close ties to trade unions
and social movements that restrict their ideological flexibility even if these ties have
weakened in the last few decades (Kitschelt, |1994; Piazza, 2001).

However, the problem with many of these studies is that they examine party compe-
tition in a vacuum and ignore the role of contextual factors. Only recently authors
have begun to explicitly study the importance of economic conditions for party com-
petition (Ward et al., 2015} 2011; Haupt, |2010; |Adams et al., 2009). Much of this
research studies the effect of globalisation on political parties and it is closely related
to research in political economy, which has argued that globalisation constrains state
intervention in the economy (Berger, 2000; Strange, 1996)). Paradoxically, this litera-
ture has also singled out social democratic parties to make their case (Scharpf] [ 1987;
Garrett and Lange, 1991} [Ward et al.| 2011). Assuming that globalisation makes it
increasingly difficult for social democratic parties to correct undesirable market out-
comes, they abandoned their core ideologies and increasingly embraced orthodox
policies. Thus, globalisation diminished the policy differences between the left and
paved the way for a “neoliberal convergence” of mainstream parties (Mishra, |1999;
Ross, [2000; (Callaghan, 2000; (Glyn, 2001} [Pierson, 2001a)). Although some authors
dispute this “neoliberal convergence” hypothesis (Allan and Scruggs, 2004; Burgoon,
2001; Boix, |1998), they often agree that globalisation forces parties to adapt their po-
litical programmes, albeit in a complex and variegated way. Political parties are seen
as strategic actors that use different political programmes to respond to domestic and
international economic changes. In principle, this approach is not necessarily contra-
dictory to research, which finds that party positions are relatively stable: while many
authors emphasising stability study the basic dimensional position of parties, those
predicting change focus on individual issues. Still, the literature provides two differ-
ent expectations about how social democratic parties respond to economic changes:
some authors argue that party positions are stable and that parties only selectively em-
phasize and de-emphasize certain issues, whereas others argue that parties actually
adapt their programmes in response to the domestic and international economic con-
text. Which of these conclusions holds up when we consider the response of social

democratic parties to the Great Recession?
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The programmatic response of social democratic parties to

the Great Recession: Some expectations

The Great Recession has been a structural break for the development of the advanced
economies. It was triggered by the mortgage crisis in the United States and became
a full blown financial crisis in September 2008, when the investment bank Lehman
Brothers collapsed. This bankruptcy sent shock waves through the international fi-
nancial system and created a deep economic recession across almost all advanced
capitalist countries. Europe was hit especially hard because in 2010 the ‘American’
financial crisis turned into a ‘European’ sovereign debt crisis. The political reper-
cussions of this crisis are still uncertain, but it is already becoming clear that the
Great Recession was a critical juncture that has changed long-term trends of political

conflict in Europe (Hernandez and Kriest, 2016).

One important trend prior to the Great Recession was the increasing importance of
non-economic or cultural issues for party competition (Franklin et al.,|[1992; Kitschelt,
1994; [Kriest et al., [2008; [Hooghe and Marks, 2009). Yet, the crisis increased eco-
nomic grievances throughout Europe and presented all political actors with an acute
set of economic problems. Given that materialist concerns become more important
for the electorate during times of economic hardship (e.g. Margalit, 2013; [Singer,
2011; Traber et al., [2017), I expect that all political parties attempted to capture the
public mood and increased the salience of economic issues after 2008. Still, it is
likely that the crisis did not effect all parties equally because parties ‘own’ different
political issues (e.g. [Petrocik, [1996; |Green and Hobolt, 2008; [Wagner and Meyer,
2014). Although the economy is usually addressed by all parties, social democratic
parties are historically associated with issues relating to social solidarity. Therefore,
I also expect that social democratic parties increased the salience of economic issues
more than other parties, which are less concerned with social justice (e.g. Conser-
vative parties) or more associated with non-economic issues (e.g. the Greens or the

radical populist right).

However, the impact of the crisis was not uniform across all economic issues. Impor-
tantly, in the wake of the crisis one has to distinguish between three issue categories:
(1) issues that relate to the welfare state and redistribution; (2) issues that relate to
economic liberalism; and (3) issues that relate to the budget of the government (see
table [3.I). This distinction is necessary because in order to capture the complex
political impact of the crisis. First, the crisis was widely narrated as a crisis that

resulted from excessive liberalisation of the financial system (e.g. Blanchard et al.,
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2010; Bean, [2010). This presented centre-left parties with a window of opportunity
to oppose economic liberalism and distance themselves from the causes of the Great
Recession. Similarly, low-income households, which social democratic parties claim
to represent, were particularly at risk during the Great Recession due to the increase
in unemployment and economic uncertainty. Thus, the Great Recession also provided
social democratic parties with an opportunity to renew their support for the welfare
state. Yet, with regards to macroeconomic policies, social democratic parties had less
lee-way to change their policies. Most governments stimulated the economy immedi-
ately after the financial crash in 2008 (Kahler and Lake| 2013 Pontusson and Raess,
2012), but leading policy makers soon began to demand austerity when the financial
crisis turned into a sovereign debt crisis. As[Matthijs and McNamara|(2015)) critically
point out, conventional wisdom held that this crisis was caused by excessive govern-
ment debt and ‘irresponsible’ behaviour by the debtor countries. Social democratic
parties in these countries were, thus, forced to accept austerity measures in return
for bail-out packages from the European Union and the International Monetary Fund
(e.g. PASOK in Greece, PS in Portugal, and PSOE in Spain).

Table 3.1: List of economic issue categories (adopted from Kriesi et al. 2008)

Categories Description of left-wing positions
Welfare Support for the welfare state and redistribution through
taxes and benefits
Economic Liberalism Opposition to competition, deregulation, and privatiza-
tion
Budgetary Rigour Opposition to a rigid budgetary policy and the reduction

of taxes (without an explicit redistributive character)

Parties in creditor countries or outside the Eurozone also largely accepted this shift
to austerity. For example, the German SPD already supported the introduction of a
constitutional debt brake in 2009 and promised to reduce government debt as one
of the key pillars of its economic programme in 2013 (Social Democratic Party of
Germany, [2013). Similarly, the Labour party in the UK accepted the need for fiscal
consolidation. The party opposed the spending cuts by the Conservative government,
but it also adopted a fiscal commitment prior to the 2015 election promising to ‘bal-
ance the books and deliver a surplus on the current budget and falling national debt
in the next Parliament’ (Balls, 2014c). Consequently, we need to disentangle issues
that relate to the government’s budget from other economic issues. In particular, I
expect that left-wing parties did not shift to the left with regards to budgetary issues
during the crisis but that they addressed these issues more often in order to signal eco-
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nomic competence (Kraft, 2017) and to appeal to fiscally conservative voters, who
favour balanced budgets. Facing attacks from other political parties, they attempted

to present themselves as economically competent and responsible in this way.

Still, there are reasons to believe that the expected shifts by social democratic parties
as stated above did not happen in all countries equally. In particular, the depth and
length of the crisis should have influenced the response of left-wing parties to the
Great Recession. In countries that escaped the crisis relatively unscathed, left-wing
parties had less reason to increase the salience of economic issues and change their
position with regards to issues like welfare and economic liberalism. Importantly,
while they might have also shifted to the left in the immediate aftermath of financial
crisis, I expect that they moderated their positions again as the impact of the recession
waned in their country. Therefore, in countries that were hit especially hard by the
economic crisis, we can expect that parties altered their positions on the economy

more fundamentally.

Data and methods

In order to analyse the programmatic response of social democratic parties to the
Great Recession, I study the platforms on which parties compete before elections.
Electoral campaigns provide a good indicator of party positions because parties have
to develop a coherent programme prior to elections and, thus, their positions crys-
tallise. In this article I use a new and original dataset that is an update to the dataset
used by Kriesi et al. (2008} 2012). The data was collected by the POLCON project to
study the political consequences of the Great Recession. It measures party positions
by analysing how they are represented by the mass media during electoral campaigns.
This type of data is appropriate for studying the response of parties to the crisis for
three reasons. First, the data allows me to analyse both the salience that parties at-
tribute to economic issues and the positions that they take towards these issues, which
are important aspects of party competition in the 21st century. Second, the data shows
the positions that parties adopt in public discourse and, thus, reflects the positions of
parties with regards to the most important issues of the day. This should make any
changes induced by the crisis more visible than in other sources. Finally, the data
enables me to disentangle economic issues into different issue categories, which is
necessary in order to understand party competition in the context of the economic

crisis.



67 The Programmatic Response

Unfortunately, the data also has some short-comings. Most importantly, media biases
might misrepresent some actors and provide limited information about small parties
and non-salient issues. Alternative data sources avoid such biases. In particular, the
Manifesto Project (MARPOR) (Volkens et al., 2017) has created a large database that
is commonly used to study party positions. However, this data cannot be used in this
chapter because the coding scheme does not capture positive and negative stances
for all issues that are relevant for my analysis, which would directly allow for the
calculation of positions (Gemenis, [2013; Dolezal et al., 2014). Most importantly, the
data from MARPOR does not allow me to disentangle economic issues as described
above. Therefore, as suggested by |Helbling and Tresch (2011), I use media analysis

in order to study parties’ positions on sub-issues instead.

Specifically, the following analysis is based on the detailed coding of newspapers
during thirty-one election campaigns in eleven different Western European countries.
These countries include seven Northern European countries (Austria, France, Ger-
many, Ireland, Netherlands, Switzerland, and the United Kingdom) and four South-
ern European countries (Greece, Italy, Portugal, and Spain). In each country, I use
the last election prior the beginning of the crisis in 2008, against which I compare
all electoral campaigns that have occurred from 2009 to 2015 The newspapers that
were used for this analysis and the detailed list of the electoral campaigns and their
classification is included in Appendix [A.I. From each newspaper, a representative
sample of relevant articles is coded by means of core sentence analysis (Kleinnijen-
huis et al., [1997; Kleinnijenhuis and Pennings, [2001)), which records the relationship
between a subject (an actor) and an object (another actor or an issue) on a scale
from —1 to +1. In total, the resulting dataset contains 81,159 core sentences and
for each election I have, on average, 2136 core sentences. The actors mentioned in
the newspapers are coded based on their party affiliation, while the issues were coded
inductively and classified into more than 200 categories. From these categories, I cre-
ated three meta-categories about the economy, as shown in Appendix [A.2: welfare,
economic liberalism, and budgetary rigour. Following (Kriesi et al., 2008)), I assume
that all other issues are either embedded in a second, cultural dimension of political

conflict or in none of the two dimensions

3Elections that occurred in 2008 are excluded from the analysis due to their proximity to the break-
down of Lehman Brothers in September 2008.

4This approach excludes economic issues that have a European dimension from the analysis (e.g.
Eurobonds or support for the European Stability Mechanism). These issues became more important
during the crisis, but they were not politicised in the same way across all countries included in this
study. Importantly, in some countries European integration is still more associated with cultural issues
than with economic issues (Otjes and Katsanidou, 2017), which makes an analysis of European issues
more difficult.
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In order to test my expectations, I use the data to compute two key measures for
each party for the individual issue categories: salience and left-right position (see
Appendix [A.3). Salience for each party on an individual issue is simply the share of
core sentences that a party devotes to a given issue compared to all core sentences
coded for that party during the election campaign. The left-right position for a party
on a given issue is the average direction of all statements about that particular issue,
which ranges from —1 to +1, where —1 is the left end of the spectrum and +1 is
the right end of the spectrum. Afterwards, I also calculate the salience and left-
right position for every party on the aggregate level, i.e. for all economic issues.
In this case, salience is simply the sum of the salience for all three issue individual
categories. The aggregate left-right position for any given party is calculated as the
mean of all statements from the three economic categories, weighted by the salience

of the individual categories.

First, I use these measures descriptively to compare the strategies of left-wing parties
before and after the beginning of the crisis. In each section, I start by analysing the
aggregate changes, but I also analyse the changes with respect to each individual is-
sue category in order to examine the sources of the aggregate changes. Second, I use
regression analysis to test whether the effects of the crisis are statistically significant.
For this purpose, my unit of the analysis is a given party for each national election
campaign. In total, this gives me a dataset with 198 observations across eleven coun-
tries. Note that my data is heavily “cross-sectional dominant” (Stimson, |1985)) but
that it also has a time dimension and, therefore, I use the pooled ordinary least square
regression to anaylse the data. As listed in Appendix [A.4, the dependent variables
for my analysis are (1) the salience that parties attribute to economic issues and (2)
the left-right position that parties take on these issues. My key independent variables
are party family (operationalised as shown in Appendix [A.5) and a dummy variable
that equals one when the election occurred after 2008 and zero otherwise. The effect
of the crisis on any given party family is then tested through an interaction effect

between these two variables. Specifically, I estimate the following model

Yi = Bo+x, B +zi% A + € 3.1

where Y;, is the salience or the left-right position of parties on a specific issue, f
is the constant, xit is a vector of time-varying explanatory variables, z; is a variable
for party family and A, is the crisis dummy variable. This allows the effect for the
party families to vary across the two periods and, hence, the regression coefficient

A; measures the impact of the crisis on the party competition. To further test the
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conditionality of the crisis effect, I use a three-way interaction term between party
family, my dummy variable, and the unemployment rate Finally, I also include other
control variables that could potentially explain party positions on economic issues,
including unemployment, GDP growth, government debt and deficit, government
status, and country fixed effects. Other confounding variables are not included in the

regression model shown here due to the small number of observationsﬁ

Social democratic parties and the crisis: Changes in issue

emphasis

In response to the Great Recession political parties were forced to address ‘old’ eco-
nomic issues (like unemployment) more resolutely, but they also had to find answers
to ‘new’ issues (like bank bailouts or the stability of the financial system). As a result,
the salience that mainstream parties attribute to economic issues increased during the
crisis in almost all countries (see Figure [3.1). This change was large in countries
that were hit particularly hard by the crisis (e.g. Italy, Spain, and Portugal), but the
salience of economic issues also dramatically increased in other countries (Austria,
Switzerland, and the UK). Moreover, this increase in salience was largely systemic,
i.e. changes in salience were not idiosyncratic to individual party families. Instead,
the salience of economic issues in the media increased for all party families and, in
particular, mainstream parties moved in tandem in response to the crisis. It is, there-
fore, difficult to distinguish between an effect at the party level and an effect at the

level of the party system descriptively.

In order to test whether the differences between party families are statistically sig-
nificant, I use regression analysis, as described above. The results of this analysis
are shown in model 1 of Table They indicate that far right parties as well as
green parties consistently emphasized economic issues less than the moderate right
(the baseline). Moreover, the crisis had a positive and statistically significant impact

on salience, as indicated by the coefficient for the crisis dummy variable. Yet, all the

5The unemployment rate is used as an indicator for the depth of the economic crisis for three
reasons. First, it measures the impact of the financial crisis on the real economy. Second, and related,
the unemployment rate is a proxy for the level of economic grievances that the population of any country
experiences during an economic crisis. Third, unemployment is a good measure because it is easily
comparable across countries. Other possible specifications of this variable were used as a robustness
check but they did not change the results (e.g. GDP growth, inflation, sovereign debt and deficit).

5Other variables were included in further models (e.g. Eurozone membership, being a recipient of
bail-outs, the presence of far right and far left parties, or the type of economic system). None of these
variables turned out to be significant.
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Figure 3.1: Issue salience of all economic issues by party family by country
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interaction terms between party families and this dummy are small and not statisti-
cally significant, which indicates that the crisis did not systematically alter the pattern
of party competition with regards to salience. In particular, the salience of economic
issues for moderate left-wing parties and moderate right-parties increased in tandem
in response to the economic crisis, which is contrary to my expectation. Similarly,
there is no evidence that the response of social democratic parties to the crisis was
influenced by the strength of the crisis. The three-way interaction term in the second
model in Table[3.2]is not statistically significant, which suggests that the response of
social democratic parties was similar in all countries independent of the depth of the

crisis.

Still, it is important to disaggregate these changes into the three categories identified

above. Figure[3.2]plots the salience of these issues separately for social democratic
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Table 3.2: OLS Regression - Salience of Economic Issues by Different Party Families

Dependent Variable
Aggregate | Aggregate 11 Welfare Eco Lib Budget
@ @) 3) “ ()
Far Right —0.16"** —0.27 —0.04 —0.03 —0.08"*
(0.06) (0.21) (0.04) (0.04) (0.03)
Liberal —0.05 —0.08 —0.0000 0.02 —0.07**
(0.06) (0.18) (0.04) (0.04) (0.03)
Moderate Left —0.03 0.03 0.03 0.01 —0.07**
(0.05) (0.16) (0.03) (0.03) (0.03)
Far Left —0.01 0.24 0.03 0.08** —0.11"*
(0.05) (0.19) (0.03) (0.03) (0.03)
Green —0.18"** —0.26 —0.05 —0.05 —0.08"*
(0.06) (0.18) (0.04) (0.04) (0.03)
Other —0.16"** —0.02 —0.04 —0.05 —0.07**
(0.06) (0.19) (0.04) (0.04) (0.03)
Crisis Election 0.07 0.10 0.03 0.09*** —0.05**
(0.04) (0.13) (0.03) (0.03) (0.02)
Unemployment (t-1) 0.002 0.01 —0.003 0.003 0.003
(0.01) (0.02) (0.004) (0.004) (0.003)
Inflation (t-1) 0.02 0.02 —0.01 0.01 0.01
(0.02) (0.02) (0.01) (0.01) (0.01)
GDP Growth (t-1) 0.001 0.004 —0.002 0.003 —0.0000
(0.005) (0.005) (0.003) (0.003) (0.003)
Gov Deficit (t-1) —0.005** —0.005** 0.001 —0.005*** —0.002
(0.002) (0.002) (0.001) (0.001) (0.001)
Gov Debt (t-1) —0.001 —0.001 —0.001 —0.001 0.0003
(0.001) (0.001) (0.001) (0.001) (0.001)
Government (t-1) —0.02 —0.02 —0.03* 0.03 —0.01
(0.03) (0.03) (0.02) (0.02) (0.02)
Prime Minister (t-1) —0.01 —0.02 0.02 —0.02 —0.01
(0.04) (0.04) (0.03) (0.02) (0.02)
Far Right x Crisis Election —0.03 0.02 —0.05 —0.04 0.06
(0.07) (0.22) (0.04) (0.04) (0.04)
Liberal x Crisis Election 0.02 0.19 0.002 —0.05 0.07*
(0.07) (0.19) (0.04) (0.04) (0.04)
Moderate Left x Crisis Election 0.03 0.05 0.01 —0.03 0.06*
(0.06) (0.17) (0.04) (0.04) (0.03)
Far Left x Crisis Election 0.01 —0.22 —0.01 —0.06 0.07**
(0.06) (0.20) (0.04) (0.04) (0.03)
Green x Crisis Election —0.01 0.01 —0.02 —0.01 0.03
(0.07) (0.19) (0.05) (0.04) (0.04)
Other x Crisis Election 0.03 —0.13 0.005 —0.03 0.05
(0.07) (0.21) (0.05) (0.05) (0.04)
Moderate Left x Unemployment (t-1) —0.01
(0.02)
Crisis Election x Unemployment (t-1) —0.004
(0.02)
Mod Left x Crisis x Unempl (t-1) 0.003
(0.02)
Constant 0.39%** 0.35** 0.28*** 0.02 0.08*
(0.09) (0.14) (0.06) (0.06) (0.05)
Observations 198 198 198 198 198
R? 0.52 0.58 0.50 0.53 0.36
Adjusted R? 0.44 0.46 0.40 0.45 0.24
Residual Std. Error 0.12 (df=167) 0.12(df=154) 0.08 (df=167) 0.08 (df =167) 0.07 (df = 167)
F Statistic 6.11%* 4.88%* 5.46"** 6.30"** 3.10%**
Note: *p<0.1; *p<0.05; **p<0.01

Reference party: Moderate Right
Reference country: United Kingdom

Note: Country fixed effects are included in the models but not shown. Similarly, three-way interaction terms for
other party families are included in model 2 but not shown.
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parties It indicates that the crisis did not systematically change party competition
for welfare and economic liberalism. Generally, the salience of issues relating to the
welfare state is higher in Northern than in Southern European countries, which is
confirmed by the country fixed effects in model 3 that are not shown in the table. Ex-
cept in Italy, this general divide between Northern and Southern Europe survived the
Great Recession, suggesting that differences in salience between countries might re-
flect deeper structural differences between the two regions (e.g. different welfare state
traditions). At the same time, some social democratic parties increased the salience
of economic liberalism during the crisis whereas their sister parties in other countries
decreased the salience. Thus, there is not a single pattern that captures changes in
salience across all countries, which is confirmed by the regression analyses in model
3 and 4 of Table |3.2] However, model 5 of the same table shows that this is not true
for the third category. The results indicate that moderate right-wing parties addressed
issues relating to budgetary rigour more than other parties before 2008, but that so-
cial democratic parties, liberal, and far left parties increased the salience of budgetary
rigour after 2008. As shown in Figure[3.2] the salience of budgetary issues increased
for moderate centre-left parties in nearly all countries. In sum, this suggests that so-
cial democratic parties increasingly spoke about budgetary issues during the crisis,
but in the absence of evidence about the positions of social democratic parties it is not
clear whether this happened because social democratic parties opposed or supported
budgetary rigour Therefore, I now turn towards analysing the positions of social

democratic parties.

Social democratic parties and the crisis: Changes in issue

positions

The economic crisis did not only change the salience of economic issues, but it also
influenced the positions that parties took on these issues. Figure [3.3| compares the
left-right position before and after 2008 for the centre-left and centre-right parties. It
illustrates that every social democratic party shifted to the left after 2008, except the
Labour Party in Ireland and the PvDA in the Netherlands. On average, these parties
shifted their aggregate left-right position by 0.15 points. Furthermore, in most coun-

tries the moderate right as well as other parties (not shown in Figure[3.3) moved in the

7 Appendix [E shows the nominal changes for each issue category. In Appendix [E parties are
clustered according to these changes.

8These effects were again not systematically affected by the depth of the crisis. The three-way
interaction used above is not significant for any of the categories, as shown in Appendix @
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Figure 3.2: Salience of different economic issues for social democratic parties by country
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opposite direction as social democratic parties. Hence, there is evidence that the crisis
led to a divergence of mainstream parties and, thereby, partly reversed the neoliberal

convergence among mainstream parties that had occurred prior to the crisis.

In order to test whether these differences are statistically significant, I again use re-
gression analysis. The results in model 1 of Table show that the moderate left-
and right-wing parties indeed had programmes that were very similar prior to the
crisis because the coefficient for moderate left-wing parties is not statistically sig-
nificant when the moderate right is used as the reference category. The differences
between mainstream parties on economic issues had all but eroded and only far left
parties had programmes that were significantly different from the mainstream in eco-
nomic terms. However, the Great Recession changed this picture. As indicated by

the interaction term, social democratic parties shifted leftwards and competed on a
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Figure 3.3: Average party positions on economic issues by party family by country
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programme that was different from the programme of the moderate right. This is true
even when controlling for other factors that could potentially influence a party’s po-
sition on the left-right dimension of political conflict, including economic conditions
and potential constraints from government responsibility. Thus, there is evidence
that the Great Recession ended the neoliberal convergence, i.e. parties distinguished
themselves again by different economic positions, as partisan theory expects (e.g.
Hibbs, [1977).

Model 2 in Table [3.3|examines whether these changes were conditional on the depth
of the crisis. Given that the three-way interaction term is not statistically significant,
this does not seem to be the case. Contrary to my expectation, social democratic

parties shifted to the left independently of the depth of the crisis. Instead, the crisis
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Table 3.3: OLS Regression - Left Right Positions of Different Party Families

Dependent Variable
Aggregate | Aggregate 11 Welfare Eco Lib Budget
@ @) 3) “ ()
Far Right 0.21 —0.48 0.10 0.43* 0.17
(0.17) (0.62) (0.21) (0.24) (0.28)
Liberal 0.22 —0.04 0.12 0.32 0.03
(0.17) (0.52) (0.20) (0.23) (0.28)
Moderate Left 0.05 —0.12 0.07 0.12 0.02
(0.14) (0.46) (0.17) (0.19) (0.23)
Far Left —0.39%** —0.70 —0.32* —0.53"** —0.11
(0.14) (0.57) (0.17) (0.20) (0.24)
Green 0.04 0.13 —0.22 0.16 —0.23
(0.17) (0.52) (0.21) (0.24) (0.28)
Other —0.21 0.20 —0.18 0.09 —0.29
(0.17) (0.55) (0.21) (0.24) (0.29)
Crisis Election 0.28** 0.35 0.34** 0.07 0.39*
(0.12) (0.37) (0.15) (0.17) (0.20)
Unemployment (t-1) 0.002 0.03 0.04* —0.002 —0.05*
(0.02) (0.05) (0.02) (0.02) (0.03)
Inflation (t-1) —0.06 —0.03 0.03 —0.09 —0.12
(0.05) (0.05) (0.06) (0.07) (0.08)
Gov Deficit (t-1) 0.01 0.02 0.002 0.01 —0.03
(0.01) (0.01) (0.02) (0.02) (0.02)
GDP Growth (t-1) —0.004 —0.003 —0.004 —0.005 0.02
(0.01) (0.01) (0.01) (0.01) (0.01)
Gov Debt (t-1) —0.003 —0.002 —0.01* —0.004 0.001
(0.003) (0.003) (0.003) (0.004) (0.004)
Government (t-1) 0.08 0.08 0.16 0.05 0.21
(0.09) (0.10) (0.11) (0.13) (0.15)
Prime Minister (t-1) 0.09 0.10 —0.11 0.10 —0.05
(0.11) (0.12) (0.14) (0.16) (0.19)
Far Right x Crisis Election —0.23 0.56 —0.06 —0.64** —0.25
(0.20) (0.66) (0.24) (0.28) (0.33)
Liberal x Crisis Election —0.08 0.52 0.04 —0.04 —0.13
(0.20) (0.56) (0.24) (0.28) (0.33)
Moderate Left x Crisis Election —0.47%* —0.28 —0.46** —0.56** —0.43
(0.17) (0.50) (0.20) (0.23) (0.28)
Far Left x Crisis Election —0.37* 0.07 —0.25 —0.12 —0.86™**
(0.17) (0.61) (0.20) (0.23) (0.28)
Green x Crisis Election —0.32 —-0.33 —0.15 —0.26 —0.04
(0.20) (0.56) (0.25) (0.28) (0.33)
Other x Crisis Election 0.17 —0.21 0.11 0.04 0.11
(0.21) (0.62) (0.26) (0.30) (0.35)
Moderate Left x Unemployment (t-1) 0.02
(0.06)
Crisis Election x Unemployment (t-1) —-0.02
(0.05)
Mod Left x Crisis x Unempl (t-1) —0.03
(0.06)
Constant —0.12 —0.38 —0.58* 0.23 0.78*
(0.25) (0.43) (0.30) (0.35) (0.41)
Observations 198 198 198 198 198
R? 0.50 0.53 0.37 0.36 0.31
Adjusted R? 0.41 0.40 0.26 0.24 0.18
Residual Std. Error 0.35(df=167) 0.35(df=154) 043 (df=167) 0.49 (df=167) 0.58 (df =167)
F Statistic 5.58%* 4.08*** 3.25% 3.10"** 2.49%**
Note: *p<0.1; *p<0.05; **p<0.01

Reference party: Moderate Right
Reference country: United Kingdom

Note: Country fixed effects are included in the models but not shown. Similarly, three-way interaction terms for
other party families are included in model 2 but not shown.
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was apparently deep enough to induce social democratic parties to shift their positions
in all the countries studied here. Still, it remains unclear whether this shift occurred

with respect to all the issues category identified above.

Figure plots the attitudes towards these issues on a scale from -1 to +1, where
+1 means that a party is completely opposed to welfare, completely in favour of
economic liberalism or completely in favour of budgetary rigour, respectively. The
graph shows that many moderate left-wing parties had been strongly pro welfare even
before 2008, but as the welfare state came under attack during the economic crisis, so-
cial democratic parties defended it even more resolutely. Only the Dutch PvdA and
the Italian PD shifted to the right and adopted a more ambiguous position towards
the welfare state during the crisis. This picture is similar for the position of social
democratic parties towards economic liberalism, except that many social democratic
parties had more ambiguous positions towards economic liberalism before the crisis.
Reflecting the policies of the Third Way, social democratic parties in Italy, Greece,
the Netherlands, Portugal, Spain, Switzerland, and the UK were in favour or had an
ambivalent position towards economic liberalism prior to 2008. The social demo-
cratic parties in the other countries were not clearly opposed to it, either. However,
after 2008 social democratic parties shifted strongly towards the left, thereby moving
closer to their core ideology again. Thus, most social democratic parties campaigned

again for the welfare state and against economic liberalism during the crisis.

The positions of social democratic parties with regards to fiscal policy do not follow
the same pattern. Many parties already had an ambivalent position towards fiscal
policies before the crisis, but some became even more supportive of budgetary rigour
during the crisis, and thereby, shifted their position further to the right. The centre-left
parties in France and Portugal were the only parties that adopted a weakly negative
position towards budgetary rigour during the crisis after they had shifted their posi-
tions towards the left compared to the pre-crisis period. Nonetheless, their positions
on budgetary rigour were still a lot further to the right compared to their positions
on welfare and economic liberalism, as shown in Figure Therefore, in general
the centre-left mirrored the positions of the political right and campaigned for lower
government budget deficits and government debt in response to the crisis. Contrary
to existing evidence from parliamentary speeches (Maatsch, |2014), this happened in

both creditor and debtor countries.

Again, these impressions can be substantiated by regression analysis. For this pur-
pose, I repeat the analysis from above and use the party’s average position on each

individual issue category as dependent variables. The results show that prior to 2008,
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Figure 3.4: Average positions of social democratic parties on different economic issues
by country

Austria France Germany
Welfare - ) ° °
Eco Lib o ° °
Budget - ° ° °
Greece Ireland ltaly
Welfare o o °
Eco Lib ° & °
g‘ Budget - ° ° ° .
54 Election Type
3 L
O Netherlands Portugal Spain ® Pre-Crisis
g Crisis
c_u;” Welfare - ° ° e
Eco Lib o ° °
Budget - ° ° .
Switzerland UK 1.0 -05 0.0 05 1.0
Welfare - Ae® «
Eco Lib ° °
Budget - ° 7Y

40 05 00 05 1610 -05 00 05 1.0
Left—Right Position

social democratic parties had not campaigned on programmes that were significantly
different from other parties. However, during the crisis social democratic parties
changed their programmes with regard to both welfare and economic liberalism, as
indicated in model 3 and 4 of Table Reflecting the new-found scepticism of the
moderate left towards (financial) markets, this shift was particularly large for eco-
nomic liberalism, as suggested above. The crisis, however, did not lead to a differen-
tiation between between centre-left and centre-right parties with regards to budgetary
policies. The crisis induced centre-right parties to become more ‘austere’, which is
indicated by the positive and statistically significant dummy variable in model 5 of
Table Yet, the interaction term (Moderate Left x Crisis Election)is not statisti-
cally significant, indicating that social democratic parties had no position on austerity

that was significantly different from the position of centre-right parties after 2008.
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This convergence on budgetary rigour, importantly, occurred in most countries and
did not depend on the depth of crisis (Appendix [A.8). Consequently, the Great Re-
cession did not affect all aspects of party competition (on economic issues) equally.
Contrary to the common assumption that parties bundle issues together, which leads
to consistent policy packages, social democratic parties had a differentiated program-
matic response to the crisis as they adopted positions with regard to different issue
categories that are usually considered to be on different ends of the left-right spec-

trum.

Figure 3.5: Average positions of social democratic parties on different economic issues
by election type

0.4
0.2 4
c
il
-*g 0.01 Category
o —e— Economic Liberalism
E) —0.2- -~ 4 Welfare
L Budegtary Rigour
o)
-
-0.4 1
JE——
—-0.6 1 A
PreCrisis Crisis | Crisis Il

Election Type

Note: Countries that only had one election from 2009 to 2015 are not shown in the graph.
The two elections in Greece in 2012 are treated as a single observation.

Finally, for countries with more than one election during the economic crisis, we
can analyse how stable the positions of social democratic parties were during the
crisis. Figure shows the average position of social democratic parties in eight
countries by election type. It suggests that the most important change in the pro-
grammes of social democratic parties happened before the first crisis election: they
shifted towards the left on economic liberalism and, hence, their positions on welfare
and economic liberalism converged. At the same time, they slightly shifted towards
the right on budgetary rigour. Prior to the second crisis elections, social democratic

parties followed up on these initial shifts by shifting further to the left with regard
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to economic liberalism, while shifting further to the right on budgetary rigour. This
is further evidence that social democratic parties turned away from their Third Way
during the Great Recession, but that they did not attempt to engineer a paradigm shift
with regard to fiscal policies. Importantly, this created some inconsistencies within
their programmes: while austerity might be compatible with state intervention (e.g.
minimum wage or financial regulation), defending the welfare state is not. Instead,
austerity usually leads to welfare state retrenchment (Armingeon et al., [2016), which
would make it very difficult for social democratic parties to implement their pro-
grammes if they were voted into government again. Further evidence from countries
with additional elections during the crisis suggests that there are two different ways
that social democratic parties might resolve this tension (as shown in Appendix[A.9).
On the one hand, the PS in Portugal shifted its position on austerity towards the left
prior to the election in 2015. On the other hand, PASOK in Greece shifted its position
on economic liberalism and welfare to the centre again in 2015 after the far left party
Syriza had successfully established itself as the main actor on the left of the party
system. This indicates that social democratic parties are likely to further adjust their
programmatic positions in the wake of the crisis but that they might not resolve the

internal tensions within their platforms in a uniform way across Europe.

Conclusion

In conclusion, the Great Recession systematically changed the platform on which the
European moderate left competed in elections. In terms of salience, social demo-
cratic parties paid more attention towards economic issues again, but this was mir-
rored by a general increase of salience for all parties. Centre-left parties moved in
tandem with centre-right and liberal parties and emphasised economic issues more
during the Great Recession. In this way, the crisis halted a previous trend that saw
mainstream parties appeal to cultural issues prior to the crisis. However, in terms
of positions, left-wing parties set themselves apart from other parties in response to
the Great Recession. Despite the popular perception that the left was missing and
failed to defend its core ideology during the crisis, my findings paint a more nuanced
picture. In office, social democratic parties might have struggled to implement their
desired policies, but in programmatic terms social democrats responded to the crisis
distinctively: in almost all countries studied here, they defended the welfare state
and became more sceptical of economic liberalism again. Thereby, the centre-left re-

tracted large parts of its Third Way policies and reversed the neoliberal convergence
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that scholars had observed prior to the Great Recession. Yet, these parties did not
shift to the left in response to the crisis with regard to all categories. Importantly,
social democratic parties accepted the need for fiscal consolidation and budgetary

rigour, which created some tensions within their platforms.

In light of these tensions it is even more puzzling that social democratic parties ac-
cepted the austerity settlement in Europe since 2010. According to my evidence,
the Great Recession had the potential for a critical juncture for party competition in
some respect: while parties changed the salience that they attribute to economic is-
sues in tandem, they changed their programmes in different directions in response to
the economic shock. Although we cannot be certain that parties will not shift back to
their pre-crisis position, this confirms that parties are strategic actors that respond to
changes in their economic context. Still, social democratic parties adopted a rather
inconsistent programme in response to the Great Recession. They did not change
their positions on all economic issue categories in the same direction and bundled
together policy packages that do not fall on the same end of the left-right dimension.
Especially the fiscal policies that social democratic parties have put forward can nei-
ther be easily squared with their support for the welfare state nor with their own core
ideology. The next chapters will attempt to make sense of this puzzling response ot

the Great Recession.



Chapter 4

Attitudes Towards Austerity:
Analysing the Public’s Debt
Aversion During the Eurozone

Crisis

Introduction

In advanced economies, government revenues and expenditures make up close to 50
percent of GDP and both have significant distributive consequences. Citizens ben-
efit from a large amount of government spending ranging from welfare benefits to
infrastructure investment, but they also pay for most of this spending through di-
rect and indirect taxation. Government revenues and expenditures are, therefore, a
constant source of political conflict in democratic countries. Yet, in the context of
the sovereign debt crisis in Europe, government debt also became strongly politi-
cised: beginning with the Greek crisis that erupted in spring 2010, austerity policies,
including deep cuts in government expenditures, tax increases, and structural adjust-

ment programmes, became the only game in town.

Based on a large amount of research in economics and political science this domi-
nance of austerity is surprising. For a long time, the simple working assumption had
been that ‘voters may simply prefer low taxes and high spending, and reward politi-
cians who deliver these, even though such a response requires some sort of “fiscal

9

illusion” * (Brender and Drazen, 2008, p. 2204). For example, the literature on po-
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litical business cycles is based on the idea that politicians have an incentive to buy
off voters and thus increase government spending or reduce taxes prior to elections
(e.g. Nordhaus, |1975; |Golden and Poterba, |1980). Yet, during the recent economic
crisis governments across Europe did the opposite and endorsed fiscal orthodoxy. As
the previous chapter has shown, even social democratic parties accepted this turn to-
wards austerity in the wake of the Great Recession. Echoing the policy debates of the
1980s, TINA — there is no alternative — became the catch-phrase of economic policy

once again.

The prominent rise of anti-austerity parties, movements, and politicians like Syriza,
Podemos or Jeremy Corbyn seems to suggest that austerity caused a large amount of
political discontent among voters. This is also supported by emerging research on
the political effects of austerity episodes during the economic crisis (e.g.|Bojar et al.,
2018; [Hiibscher and Sattler, 2017; Talving,|2017). However, across most of Europe,
the austerity settlement has only been challenged on the margins. Although the ur-
gency to consolidate sovereign debt has faded in recent years, austerity continues
to shape Europe’s post-crisis political economy. Given that politicians are account-
able to their electorate, this persistence of austerity cannot easily be squared with the

common belief that citizens support expansionary fiscal policies.

In this chapter, I thus attempt to analyse the public’s preferences towards government
debt more carefully This analysis is necessary because the cost of government
deficits and debt are not entirely obvious for citizens, which also distinguishes gov-
ernment debt from other macroeconomic indicators. As Hibbs (1977) argued, the
cost of unemployment, for example, is straight-forward: it represents lost output and
hence a large majority of citizens care about it. Yet, with regard to fiscal policies
citizens might be more concerned with the distributive consequences of individual
policies (e.g. lower social spending or higher income taxes) rather than their effect
on government debt. In other words, it remains unclear what drives the public’s “debt

aversion”, that is, the public’s support for fiscal consolidation.

To explore this issue, this chapter is — to the best of my knowledge — the first study
to systematically investigate the debt aversion of individuals across a large amount
of countries. I use data from the Eurobarometer, which has regularly asked respon-
dents about their attitudes towards fiscal consolidation since 2010. The data shows
that a large majority of citizens felt uneasy about their country’s government deficit

and debt during the Eurozone crisis and my empirical analysis tests how different

'In the overall thesis, public opinion is used as a independent variable. In this thesis specifically it
is used as the dependent variable, in order to understand the pressures for austerity fully
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individual and national-level factors affect the public’s debt aversion. To this end, the
chapter draws on a broader literature on macroeconomic policy preferences to derive
some theoretical expectations about different determinants of debt aversion. These
expectations will then be tested using time-series cross-sectional and micro-level re-

gression analysis.

Public preferences towards fiscal consolidation

Although a large amount of research shows that individual preferences matter for pol-
icy outcomes (e.g.|Brooks and Manza, 2007; Iversen and Soskice,|[2001), the existing
research is inconclusive about public preferences towards fiscal consolidation. Orig-
inally, the literature on political business cycles assumed that voters support higher
government spending due to self-interest (e.g. [Nordhaus, |1975; |Golden and Poterba,
1980) and as a result, it should be difficult for governments to reduce spending. This
claim is also supported by a large literature on public choice theory, which argued that
parties look after the interests of their constituency but ignore the collective interest.
Governments are, therefore, expected to spend excessively on their constituencies
while discounting the cost of excessive government deficits and debt (Alesina and
Drazen, |1989; Franzese, |2002; [Weingast et al.,|{1981).

The prominent literature on the ‘new politics of the welfare state’ implicitly shared
this view. [Pierson (1996, |2001b) argued that existing welfare state programmes are
difficult to cut because key social groups and voters would oppose such policies. De-
pending on the constitutional rules, these groups would use institutional veto points
to block retrenchment (Immergut, [1992). Pierson| (1996, p. 178) thus emphasised
that ‘frontal assaults on the welfare state carry tremendous electoral risks’ and that
‘even halting efforts to dismantle the welfare state have usually exacted a high polit-
ical price’ (Pierson, 1996, pp. 174-175). Even in the face of high deficits, welfare

state retrenchment was seen as unlikely.

However, empirically the evidence is mixed. While some authors showed that fiscal
retrenchment on the aggregate level reduces support for the government among vot-
ers (e.g. Hiibscher and Sattler, 2017; Talving, 2017; Bojar et al., 2018), others argued
that the opposite is true (e.g.|Alesina et al.,|1998; |Giger and Nelson, |2011} |Arias and
Stasavage, 2018). Much of the former research has been motived by the experience
of the Great Recesison, during which austerity contributed to the current political
upheavals across Europe. In this context, [Talving (2017) showed that austerity sig-

nificantly reduced the support for the incumbent government, while |Hiibscher and
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Sattler| (2017, p. 151) argued that governments ‘associate significant electoral risks
with consolidations because electorally vulnerable governments strategically avoid
consolidations towards the end of the legislative term in order to minimise electoral
punishment.” Similarly, (Bojar et al.,|2018])) studied the aggregate response in opinion
polls to austerity showing that austerity indeed exacts a high price on the popularity
of governments. In combination with emerging research on the impact of austerity
on Brexit (Fetzer, 2018), the rise of the NSDAP in Germany in the 1930s (Galofré-
Vila et al., 2017), and social unrest (Ponticelli and Voth, 2011, 2017), this research

supports the notion that voters oppose fiscal consolidation.

Until today the dominant finding in the literature is the opposite, though. |Alesina
et al. (1998, 198) argued that there is ‘no evidence of a systematic electoral penalty
or fall in popularity for governments that follow restrained fiscal policies’ and even
governments that ‘are willing to cut transfers and the government wage bill — tradi-
tionally considered the two most politically charged components of spending — are
not punished by the voters.” Recent research has supported this finding. |Alesina et al.
(2011) analysed data from 19 OECD countries from 1975 to 2008, showing that gov-
ernments which quickly reduce the budget deficits are not systematically punished.
Similarly, |(Giger and Nelson| (2011) found that parties do not face the wrath of the
voter when they retrench social policies; instead, some parties even gain votes fol-
lowing retrenchment. This finding has been supported by a recent study from |Arias
and Stasavage| (2018), who do not find evidence for austerity in a broad set of coun-
tries from 1870 to 2011, either.

Recently, [Barnes and Hicks|(2018) argued that these findings can be explained by the
power of media and elite cues. They marshal an impressive array of evidence to show
that the framing of austerity in the media strongly influences attitudes towards fiscal
consolidation, allowing them to conclude that ‘even if people may not have liked aus-
terity, they have tended to think that it is necessary’ (Barnes and Hicks, 2018| p. 352).
Yet, there is even a burgeoning literature that views voters as fiscally conservative in
the first place (Brender and Drazen, [2008; Hayo and Neumeier, |2016; Heinemann and
Hennighausen, [2012; [Kalbhenn and Stracca, |2015j |Stix| 2013} Stokes, |1996). From
this perspective, voters are opposed to large government deficits and debt. They seem
to equate the budget of their government with that of a private household and favour
balanced budgets (Blinder and Holtz-Eakin, [1984; |Peltzman| [1992). Fiscal consoli-
dation therefore may not be as unpopular as it is commonly thought. |Alesina et al.



85 Attitudes Towards Austerity

(1998) even argue that voters systematically punish deficit spending and tax cuts and

reward governments that pursue fiscal consolidation

Differences in debt aversion across individuals and countries

The finding that voters are fiscally conservative does not imply that the public’s debt
aversion does not vary. The costs of fiscal consolidation differ across individuals and
countries, which should systematically affect citizens’ macroeconomic priorities. It
is unlikely that fiscal consolidation is a priority for all voters; rather there should be
variation in the extent to which voters care about government debt for two reasons.
First, the level of government debt is an abstract number that many voters do not
fully understand; and second, fiscal consolidation usually has significant costs for the
electorate because it is often achieved through the reduction of government spending
or increases in taxation. Consequently, it seems likely that there are many voters
“fiscal conservatives’, who in principle agree with the notion of fiscal consolidation.
Yet, there are fewer ‘fiscal hawks’, who strongly support fiscal consolidation and
view it as a priority, thereby accepting the costs associated with budget consolidation.
This is supported by results from |Armingeon and Giger (2008), who show that the
effect of fiscal retrenchment depends on the politicisation of these policies during
electoral campaigns, as well as by evidence from Spain (Fernandez-Albertos and
Kuo| 2016), which suggests that only some voters turn against austerity while others
do not. If this is true, however, it begs the question what determines the citizen’s debt

aversion?

The existing literature cannot answer this question. Existing studies usually focus
on individual countries (e.g. |Stix,|2013; |Hayo and Neumeier, 2016} Heinemann and
Hennighausen, 2012; |Fernandez-Albertos and Kuo, |2016)) and they use different mea-
sures to capture preferences towards fiscal consolidation. As a result, the literature is
very idiosyncratic and it is not clear how well findings travel across countries. More-
over, previous research on the individual-level determinants of preferences towards
fiscal consolidation suggests that individual-level differences are poor predictors for
these preferences. For example, Blinder and Holtz-Eakin (1984, p. 146) claim that
there is a ‘[long] list of socio- economic variables that apparently, and often sur-

prisingly, have no bearing on support for the balanced budget’. Barnes and Hicks

2These findings conveniently supplement Alesina’s “expansionary fiscal contraction” thesis
(Alesina et al., |1998} |Giavazzi and Pagano, [1990): not only can fiscal consolidations have an expan-
sionary economic effect, but these consolidation initiatives are also rewarded by voters.
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(2018) recently confirmed this finding. Yet, there is broader literature about citi-
zens’ macroeconomic policy preferences (e.g. |Hibbs, [1987b; |Hibbs et al., [1982; van
Lelyveld, [1999; Scheve, |2004; [Barnes and Hicks, [2018}; Jayadev, 2006), which can
be used as a starting point to discuss the individual- and national-level characteristics

that might be important to explain the public’s debt aversion.

Individual-level determinants

Research on citizen’s macroeconomic policy preferences has uncovered a list of vari-
ables that are important determinants of individual preferences. First and foremost,
the literature shows that the distributive consequences of variables like unemploy-
ment and inflation affect the macroeconomic policy preferences of individuals (Hi-
bbs, |[1987b; Hibbs et al.,|[1982; ivan Lelyveld, 1999; Scheve, 2004} Barnes and Hicks),
2018), which should also be true for government debt. Lower income-groups are
more at risk of unemployment and low or negative wage growth as a result of fiscal
consolidation. In addition, they are also more likely to rely on government spending
— whether in the form of benefits or through the use of public services — to finance
consumption. People with lower incomes should thus be more concerned about the
costs of fiscal consolidation, which leads to a positive relationship between income

and debt aversion.

Apart from the distributive consequences in the labour market, the macroeconomic
priorities of citizens — especially with regard to government debt — should also de-
pend on the ownership of nominal assets. [Kalecki| (1943, p. 5) already argued that
it is important to distinguish between creditors and debtors. Price increases are to
disadvantage of small and big “rentiers” because they reduce the real value of their
assets. Therefore, individuals who own assets should be relatively more inflation
averse than debtors Scheve (2004) finds evidence that this translates into macroe-
conomic policy preferences and there are reasons to believe that it also influences
the debt aversion of citizens. Creditors rely less on active employment for their in-
come, but they should be concerned about the value of their assets. Moreover, they
can expect to pay for higher government debt through future taxation and thus they
are likely to internalise the costs of fiscal expansions. In contrast, individuals that

are credit constrained benefit from government deficits. They rely on active employ-

3 An emerging literature also finds that asset ownership influences other public preferences towards
other economic policies, including redistribution and the welfare state (Ansell}|2014}2012) and financial
policies (Pagliari et al.| 2018). Also see Fligstein and Goldstein| (2015)Mau|(2015), and|Langley (2008))
for studies about the impact of financialisation from a sociological perspective.
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ment to make a living and are more likely to profit from a demand stimulus, which
raises employment and wages. They also benefit from deficits because government
debt shifts the tax burden into the future and thereby effectively provides taxpayers
with a loan (Heinemann and Hennighausen, |2012). Thus, creditors should be more

supportive of fiscal consolidation than debtors.

Government debt does not only have redistributive implications for labour and capi-
tal, but it also has distributive effects across generations. As many European societies
are ageing, a shrinking active labour market population has to shoulder a greater eco-
nomic burden, which increases the salience of the inter-generational redistributive
conflict (e.g. Vlandas, [2018]). Public debt is an obvious way that taps into this con-
flict. Governments can use debt to finance today’s consumption through tomorrow’s
taxation and older generations should expect to repay a smaller amount of the debt
through taxation. Based on self-interest, there should be a negative relationship be-
tween age and support for fiscal consolidation Yet, research on preferences towards
inflation has also focused on pensioners and others groups that receive fixed incomes,
arguing that they are more sensitive towards inflation if pensions are not automati-
cally inflation-adjusted (Howarth and Rommerskirchen, 2017). In a similar vein,
retired people and benefit recipients might be more debt averse than other people,

which coudl undermine the relationship between age and debt aversion.

However, research has also shown that the macroeconomic priorities of individuals
reflect their political ideology (Scheve, 2004; |Alt, [1979; [Hibbs, [1987a). As Kalecki
(1943} 2) already argued, ‘there is a political background in the opposition to the full
employment doctrine, even though the arguments advanced are economic.” To a large
extent this political opposition might be endogenous to different material interest,
though. For example, |[Hibbs (1977) argued that left-wing and right-wing parties have
different preferences regarding unemployment and inflation because their respective
constituencies are differently affected by unemployment and inflation. Yet, the sup-
ply of policies by elites, including political parties, also shapes the demand and there-
fore policy preferences are also influenced by partisanship. Although some argue that
there has been a “neo-liberal convergence” (Roberts, 2014) of mainstream parties
(e.g. |Glyn, 2001; Mishral [1999), there are still differences between the macroeco-
nomic priorities of the left and the right in most European countries (see chapter
3): while parties on the left are more concerned about unemployment, parties of the

right are traditionally more concerned about inflation and government debt. Assum-

4This relationship might be mediated by whether or not individuals have children. Citizens with
children might be less inclined to forego the interests of future generations and consequently, they might
be more debt averse than people without children.
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ing that there is an alignment of popular attitudes and party positions, voters that are
further on the left should be more opposed to fiscal consolidation than voters on the

right.

Country-level determinants

Many factors that affect the public’s preferences for fiscal consolidation may, how-
ever, be to a certain extent endogenous to macroeconomic policy and existing eco-
nomic conditions. First and foremost, the costs of an increase in the rate of the deficit
and debt, just like the costs of inflation and unemployment increase in the inflation
and the unemployment rate, respectively (Scheve, 2004). If voters adjust their debt
aversion according to the costs that the government incurs, public concern over gov-
ernment debt should vary according to the existing deficit and level of government
debt. In other words, there should be a positive link between debt aversion and gov-

ernment deficit and debt, respectively.

The prevailing economic climate should also influence debt aversion. In response to
economic crises governments can, in the short-run, either use deficit-spending or cut
spending and raise taxes. Assuming that Keynes was right, the latter has significant
economic costs: by decreasing aggregate demand, it leads to lower growth and higher
unemployment. If voters adopt a Keynesian perspective, they should recognize this
and adjust their debt aversion according to the economic circumstances. In other
words, citizens in countries with low growth and a high unemployment rate should
be more opposed to fiscal consolidation than citizens in countries with a thriving

economy.

However, there are strong reasons to believe that, on average, public opinion does not
follow a Keynesian logic. Keynesian economic theory relies on complex arguments
(like the paradox of thrift) that are difficult to grasp for policy-makers, let alone for the
general public. Instead, it is more likely that voters draw on the personal experience
of their household to form their opinion towards government debt (Gamble, |2013b;
Skidelsky, 2013). For example, [Stanley| (2014) showed ‘how an individual logic of
excess borrowing and consumption translates to views on public deficits’ (Barnes and
Hicks, 2018, p. 343). In the past few years, politicians have often tapped into this
sentiment, showing the force of the household analogy. We may, therefore, expect
that voters are, on average, non-Keynesians and support fiscal consolidation when

the budget deficit and government debt are high.
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Still, Walter| (2016) already showed that austerity is easier to implement in some
countries than in others due to the national vulnerability profile of countries, which is
structurally determined. In general, countries can choose to pursue external or inter-
nal devaluation in the face of a crisis and the path that countries choose depends on
the relative cost of each path. Importantly, monetary integration in Europe strongly
influences the relative costs of these paths. The general argument is that for coun-
tries inside the Eurozone, external evaluation is extremely difficult: they would have
to leave the Eurozone, which would come with significant macroeconomic costs
Countries within the Eurozone are thus more likely to pursue internal devaluation,
and given that this internal devaluation comes with significant (social) costs, citizens
in these countries may be more debt averse than citizens in countries with a floating

exchange rate.

Finally, there is a literature arguing that there are different ‘stability cultures’ in Eu-
rope (Dyson, 2014, 2000; Hayo, [1998). The common fault-line identified is one
between Northern and Southern Europe, which was evident prior to the creation of
the EU: while Germany and its neighbours experienced relatively low rates of in-
flation and stable currencies, Southern European countries battled with inflationary
pressures and the resulting need for currency depreciation. AsHowarth and Rommer-
skirchen| (2017, p. 387) argue, it is a common assumption that this stability cultures
goes beyond the elites and is also reflected in public opinion. This should also have an
influence on debt aversion because a central claim behind the stability culture is that
high deficits cause inflation. Although there has been a low-inflation environment in
Europe in the last few years, this is still the case today, i.e. ‘in the ongoing debate on
the speed and scope of budgetary consolidation efforts, the link between fiscal profli-
gacy and rising inflation has been presented as justification for fiscal consolidation’
(Howarth and Rommerskirchen| 2017, 387-388). Therefore, we can expect that there
are cross-national differences in debt aversion across countries according to different

stability cultures in Europe.

Data and Methods

To study preferences for austerity during the European sovereign debt crisis, I use
data from the Eurobarometer. The survey is fielded twice a year by the European

Commission to gauge trends in public opinion in all member states. Since spring

SFor countries with a fixed-exchange rate the cost of external adjustment is also very high because
they would have to leave the fixed-exchange rate mechanism to adjust externally.
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2010, it has repeatedly asked respondents about their attitudes towards fiscal consol-
idation. Specifically, respondents were asked to agree or disagree with the statement
that ‘measures to reduce the public deficit and debt in (OUR COUNTRY) cannot be
delayed.” I use the answers to this question as a dependent variable in my analysis.
For this purpose, I first pool all Eurobarometer surveys from 2010 to 2016, including
data from the beginning of the crisis, the height of the storm, and the slow subse-
quent recovery. I thus study fiscal consolidation across 14 waves in all EU member
statesﬁ In the pooled dataset I operationalise debt aversion in two different ways
by creating two variables called “strong” and “weak” debt aversion, respectively:
first, strong debt aversion is a binary variable that equals 1 if the respondent strongly
agrees with the statement and O otherwise (i.e. it includes only fiscal hawks); sec-
ond, weak debt aversion is a binary variables that equals 1 if the respondent strongly
or somewhat agrees with the statement (i.e. it includes both fiscal hawks and fiscal

conservatives)

My empirical analysis then aims to analyse how different independent variables affect
support for support fiscal consolidation. In particular, I analyse this data in several
different ways. First, I create a summary file, which includes the average level of
support for fiscal consolidation across the 28 countries over the 14 waves of the Eu-
robarometer, resulting in 392 observations. I use this file to descriptively evaluate
trends in the level of support for fiscal consolidation across the EU countries between
2010 and 2016.

Second, I merge the aggregate file with a set of relevant control variables on the na-
tional level, including GDP growth, unemployment, and information about the gov-
ernment’s debt and deficit. The exact coding and sources for each variable are shown
in Appendix I then use a random effects model to evaluate the national-level
determinants of support for strong and weak debt aversion, i.e. I use a range of inde-
pendent variables (in time #-7) to predict variation in a country’s share of fiscal hawks
and fiscal conservatives (in time #). I primarily use a random effects model because it
allows me to test the effect of time-invariant variables. Given that I havei=1,...,.N

countries at several time periods t = 1,..., 7, my model has the form

Yi = Bo+x,B+zv+ € 4.1

%The countries include Austria, Belgium, Bulgaria, Bulgaria, Croatia, Cyprus, Czech Republic,
Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Lux-
embourg, Malta, Netherlands, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, Sweden.

7Appendix|]£|reports the summary statistics of the debt aversion measures.
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where Y;, is debt aversion, ) is the constant, x}, is a vector of time-varying explana-
tory variables, z; is a vector of time-invariant variables, and 8 and y are the respective

vectors of regression coefficients.

For large time series, fixed-effect models are often more appropriate (e.g. Judson and
Owen, |1999)), but my panel only includes observations from fourteen waves. For-
mally, the Hausman test also suggests that the random effects models provide efficient
and consistent estimates in my case while the augmented Augmented Dickey-Fuller

test suggests that the series of my dependent variable is stationary.

Third, I study preferences towards fiscal policies on the individual level by using
the merged file of all 14 Eurobarometer surveys. In total, I have more than 380,000
respondents, who were asked about their preferences towards fiscal consolidation
between 2010 and 2016 and I use this data to analyse the individual-level determi-
nants of support for fiscal consolidation. For this purpose, I construct a set of control
variables from the Eurobarometer to test my expectations. These variables include
a respondent’s education, occupation, labour market status, age, financial situation,
their left-right ideology, house ownership, as well as a range of control variables
(e.g. marital status, gender). The exact coding of these variables is shown in I
use these variables to explain variation in the two binary dependent variables that I
constructed, as explained above. Specifically, I now use a binary logit model of the

following form

In( ) =Bo+xiB 4.2)

p
I—p
where p is the probability that an individual is debt averse (Y = 1), x} is a vector of

explanatory variables, and f3 is a vector of regression coefﬁcientsﬂ

Finally, I integrate the study of the national-level determinants with the study of
individual-level determinants. For this purpose, I include the national-level variables
as independent variables in the previous analysis. Given that disturbances might now
be correlated within countries, the standard errors from the Logit models can be se-

riously biased. Therefore, I use multi-level analysis with random intercepts to test

8The Hausman test examines whether the coefficients from the random effects model are system-
atically different from the coefficients from the fixed effect model. In my case, the tests suggests that
random effects models are appropriate, but the results from the fixed effect models are included in
Appendix [B.3|as a robustness test.

Unfortunately, there are two questions which were not asked across all twelve survey: the left-right
placement of individuals and whether individuals own a house. The models shown below, therefore,
only draw on respondents from seven waves, but the results with all waves are shown in Appendix B.4]
as a robustest test.
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the effect of individual-level and national-level determinants simultaneously. In this
analysis individuals are nested in countries, recognising that debt aversion depends
on the economic context in which the question is asked. To explore this issue fur-
ther, I also use cross-level interactions, which allows me to test how the effect of
individual-level variables varies across different economic contexts. Assuming that
there are i = 1, ..., N individuals clustered in j = 1, ..., N countries, [ am estimating a

model of the following form

p
l”(l_p):ﬁ0+x;jﬁ+”j+eij (4.3)
where the probability p that an individual is debt averse is influenced by the random
error component u;, i.e. a deviation of the intercept of a country from the overall

intercept fBy.

Empirical results

Differences in debt aversion across countries

In the last few years, austerity created a large amount of political discontent across
Europe, but there was still a majority of citizens who supported fiscal consolidation
as measured by the Eurobarometer. Figure [4.1]plots average debt aversion in Europe
over time. It shows the average share of respondents that agreed or disagreed with the
statement that debt reduction could not be delayed in all 28 countries from 2010 to
2016. The Figure indicates that in the first two years of the crisis around 85 percent
of respondents agreed that fiscal consolidation cannot be delayed. More specifically,
according to my definition from above, more than 50 percent of respondents were
fiscal conservatives in 2010, whereas more than 30 percent were fiscal hawks. As the
sovereign debt crisis in Europe intensified, the share of fiscal hawks even increased
and in November 2011 nearly 50 percent of respondents strongly agreed that fiscal
consolidation in their country could not be delayed. At the same time, the share of

people who weakly agreed that this was the case dropped to around 40 percent.

This support for fiscal consolidation decreased over time during the crisis. The
share of people who tended to agree with the need for fiscal consolidation remained
constant at around 40 percent from 2011 onwards, but the share of people who
strongly agreed decreased from around 50 percent in November 2011 to 36 percent.

This might indicate that there was a thermostatic effect (Wlezien, |1995; |Soroka and
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Figure 4.1: Share of respondents by debt aversion
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Wlezien, 2010): as Europe suffered from the effects of austerity, citizens became
more sceptical of the merits of fiscal consolidation. However, the support for fiscal
consolidation still remained high even until the end of the crisis. In autumn 2016,

still nearly 80 percent of citizens supported fiscal consolidation.

The support for fiscal consolidation was also high across different European regions
and in countries with different structural positions vis-a-vis the Eurozone. Figure[4.2]
shows that there are only very small differences between the three geographic regions
within the Eurozone. In Southern Europe, there were more fiscal hawks at the height
of the crisis than in Northern or Eastern Europe, but otherwise debt aversion was
remarkably similar in all three regions. Figure shows that there were also only
small differences between countries with different structural positions vis-a-vis the
Eurozone. For most of the period covered, the share of fiscal hawks was higher in
debtor countries, which were battling with the sovereign debt crisis, than in other
countries. This indicates that support for fiscal consolidation was possibly influenced
by the size of the problem: in debtor countries, the government’s deficit and debt were
a particularly salient issue, which also influenced public opinion. This also shows
that, at least with respect to public opinion, Northern Europe does not set itself apart

by a particular strong stability culture (also see[ Howarth and Rommerskirchen, 2017);
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Figure 4.2: Share of respondents by debt aversion in countries with different structural
positions
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during the economic crisis, the public was equally supportive of fiscal consolidation

in different regions across Europe.

Nonetheless, according to the data from the Eurobarometer, there was also signifi-
cant variation in the aggregate level of debt aversion across countries. Figure4.4]and
plot the share of fiscal hawks and fiscal conservatives by country, respectively.
It shows that citizens in some countries strongly supported fiscal consolidation. In-
terestingly, this group includes countries that were at the heart of the sovereign debt
crisis like Cyprus and Ireland, but also creditor countries like Germany and Finland.
In contrast, in other EU member states the aggregate debt aversion was significantly
smaller, but this group again includes both creditor countries (e.g. the Netherlands,
Austria) as well as debtor countries (e.g. Greece and Spain). In other words, there
is no clear pattern in a country’s debt aversion and thus we need to better understand
the underlying determinants of aggregate public opinion towards fiscal consolida-

tion.

Country-level determinants

Turning to a simple regression analysis confirms that it is very difficult to explain
debt aversion across countries. Table[d.I]the results from regression models with two

different dependent variables: following the operationalisation from above, strong
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Figure 4.3: Share of respondents by debt aversion in different regions
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Figure 4.5: Share of fiscal conservatives by country
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debt aversion refers to the share of fiscal hawks, whereas weak debt aversion refers
to the share of fiscal hawks and conservatives. In all four models, the regression coef-
ficients are very small and only a few variables are statistically significant. In the first
two models the R-2 is also extremely small, indicating that the independent variables

can only explain a small share of the variance in the dependent variable.

Still, a few interesting results emerge from the regression analysis. First, in all four
models the time-invariant variables do not have any effect whatsoever. Attitudes to-
wards government debt neither differ systematically across regions nor across coun-
tries with different economic structural positions. Between 2010 and 2016, there was
neither a systematic difference in the debt aversion between Northern, Southern, or
Eastern Europe nor between creditor and debtor countries. Mirroring the findings
from Howarth and Rommerskirchen (2017)), this suggests that the stability culture in
Northern Europe is a myth

Second, there is no evidence that public opinion follows a Keynesian logic; if any-
thing the public’s preferences go against the Keynesian logic. The results from all

four models show that growth and the government’s budget balance in the previous

101t is important to note that my analysis cannot say anything about whether a distinct stability
culture existed in Northern Europe prior to the sovereign debt crisis. It is, of course, possible that public
opinion only converged in the context of the recent crisis, when the costs of public debt became more
obvious.
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Table 4.1: Random effects model: Macro-level support for fiscal consolidation

Debt aversion

Strong I Strong II Weak I Weak 11
€)) (@) (3) “
Growth (t-1) —0.004** —0.004** —0.002 —0.002
(0.001) (0.001) (0.001) (0.001)
Unemployment (t-1) 0.001 0.002 0.002 0.003
(0.002) (0.002) (0.002) (0.002)
Debt (t-1) —0.0000 —0.0001 —0.001*** —0.001***
(0.0004) (0.0004) (0.0003) (0.0003)
Budget balance (t-1) —0.004** —0.004** —0.01*** —0.01***
(0.002) (0.002) (0.001) (0.001)
Status (Ref.: Creditor)
. Debtor 0.03 —0.02
(0.05) (0.03)
. Non-EA 0.01 —0.02
(0.04) (0.02)
Region (Ref.: North)
. South 0.04 0.02
(0.05) (0.03)
. East —0.002 —0.04
(0.04) (0.03)
Constant 0.36"** 0.37+* 0.85%* 0.86***
(0.03) (0.04) (0.03) (0.03)
Observations 390 390 390 390
R? 0.08 0.08 0.18 0.18
Adjusted R? 0.06 0.06 0.16 0.17
F Statistic (df = 6; 383) 5.33%* 5.45%* 13.73%** 14.26***

Note:

*p<0.05; **p<0.01; **p<0.001
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quarter are negatively correlated with debt aversion. On the one hand, growth is
associated with a lower debt aversion among the public. This indicates that when
growth is high, the public puts less emphasis on the importance of debt reduction;
when growth is low, the public puts more emphasis on debt reduction. On the other
hand, there is also a negative relationship between the government’s budget balance
and debt aversion. In other words, debt aversion is high when the government runs
a deficit, while debt aversion is low when the government runs a surplus. Again this
suggests that there might be a thermostatic effect in public opinion, i.e. that the public

become more concerned about the government’s debt when the issue is salient.

Interestingly, the share of fiscal conservatives in a country is also influenced by the
level of debt, as model 3 and 4 of Table show. Controlling for the government’s
deficit, government debt has a very small negative effect on weak debt aversion,
whereas it does not have an effect on strong debt aversion. This suggests that debt
aversion is smallest in countries with a high level of public debt, but a low government
deficit. In these countries, the salience of government debt may have been smaller
during the European sovereign debt crisis due to the historic size of it, i.e. citizens had

already gotten used to high levels of government debt even prior to the crisis.

However, in general it is important to keep in mind that, as Figure 4.4|and |4.5|show,
overall debt aversion was strong across most of Europe between 2010 and 2016. In
light of the previous literature on political business cycles as well recent evidence
that budget consolidation hurts the electoral prospects of parties (e.g. Bojar et al.,
2018; |Hiibscher and Sattler, 2017 Talving, 2017), this support is puzzling. It is thus
useful to dig deeper and to explore how different individual-level factors affect debt

aversion.

Individual-level determinants

Table shows the results of Logit regression with two different dependent vari-
ables: strong and debt aversion. Analogously to above, strong debt aversion measures
whether individual respondents are fiscal hawks, while weak debt aversion measures
whether they are fiscal hawks or fiscal conservatives. The models include common
demographic variables like education, occupation, and age as well as a measure of an
individual’s financial situation and the individual’s evaluation of the national econ-
omy. In line with my expectations, the regression models also include a measure for

house ownership and the left-right placement of respondents.
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Table 4.2: Logit regression: Individial-level determinants of debt aversion

Debt aversion

Strong Weak

(1 2

Education (Ref.: No education)

. Primary 0.17 0.23*
(0.10) (0.10)

. Secondary 0.32** 0.39%**
(0.10) (0.10)

. Tertiary 0.38*** 0.44%**
(0.10) (0.10)

Occupation (Ref.: Upper class)

. Middle class -0.07* 0.05
(0.03) (0.04)

. Skilled worker —0.12** 0.02
(0.04) (0.05)

. Unskilled worker —0.01 0.03
(0.06) (0.06)

. Other —0.10** 0.03
(0.04) (0.05)

Unemployed 0.03 —0.12**
(0.04) (0.04)

Financial difficulties (Ref.: Often)

. Sometimes —0.10** 0.17***
(0.03) (0.03)

. Rarely 0.10%** 0.34%**
(0.03) (0.03)

Positive evaluation of economy —0.10"** 0.16***
(0.02) (0.02)

Age 0.001 —0.004***
(0.001) (0.001)

Retired 0.11%* 0.03
(0.04) (0.04)

Children —0.01 0.02
(0.02) (0.02)

Female —0.13*** —0.05**
(0.02) (0.02)

Married 0.04* 0.11*
(0.02) (0.02)

Home ownership (Ref.: No house)

. With mortgage 0.09*** 0.11+*
(0.02) (0.03)

. Fully paid 0.14%** 0.21%*
(0.02) (0.03)

Left-right placement (Ref.: Left)

. Centre 0.14%** 0.26%**
(0.02) (0.02)

. Right 0.33%** 0.38***
(0.02) (0.02)

Constant —1.05%** 0.96**
(0.12) (0.13)

Country fixed effects Yes Yes

Wave fixed effects Yes Yes

Observations 73,800 73,800

Log Likelihood -47,169.15 -37,739.51

Akaike Inf. Crit. 94,446.29 75,587.02

Note:

*p<0.05; *p<0.01; **p<0.001
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Although the effect of individual variables is relatively small according to the results
shown Table they present evidence that debt aversion is correlated with several
different variables, including education, house ownership, and left-right placement.
First, education increases debt aversion in both models shown in the table. Given
that education is “’a common indicator of both labour market skills and cognitive
abilities’ (Scheve, 2004, p.11), it is usually a good proxy for income. As expected,
the results thus suggests that there is a positive relationship between income and debt
aversion. Individuals who are better of have a higher aversion to public debt because
they are less likely to experience unemployment and to rely on social benefits, which

are often threatened by efforts of fiscal consolidation.

Second, the regression models also indicate that debt aversion is influenced by as-
set ownership. In both models the coefficients for house ownership are positive and
among the largest coefficients in the respective models. The resulting predicted prob-
abilities are plotted in Figure showing that respondents who own a home are
more likely to be fiscal conservatives than respondents without a house: individuals
that own a house or apartment that is fully paid have a 0.82 predicted probability of
being a fiscal conservative and a predicted probability of 0.41 of being a fiscal hawk.
In contrast, individuals that do not own a house or an apartment have a predicted
probability of being a fiscal conservative of 0.77 and a predicted probability of be-
ing a fiscal hawk of 0.37. Respondents who own their home but still have to repay
their mortgage neatly fall in between these two groups. These effects are very small,
but to some extent they suggest that preferences towards fiscal consolidation are also

influenced by the position of individuals in the capital market.

Third, debt aversion is also influenced by ideology. Both regression tables indicate
that people on the left of the political spectrum are less averse to debt than people
on the right. Figure shows that people on the left have a predicted probability of
0.33 and 0.77 of being fiscal hawk or a fiscal conservative, respectively. In contrast,
people on the right have a 0.40 and a 0.83 predicted probability of being a fiscal hawk
or a fiscal conservative. People in the centre again fall in between these two groups.
This suggests that ideology (in terms of an individual’s placement on the left-right
scale) is also related to debt aversion even though its impact is (in substantive terms)

small.

Despite these differences it is important to note, however, that respondents that iden-
tify as left, centre, and right all have a very high chance of being fiscally conserva-
tive. This is also shown in Table indicating that the share of left-wing supporters
who are fiscal conservatives never dropped below 70 percent during the period under
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Figure 4.6: Predicted probabilities of debt aversion by home ownership
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Figure 4.7: Predicted probabilities of debt aversion by left-right ideology
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Table 4.3: Debt aversion by ideology

Left Centre Right
Weak Strong|Weak Strong|Weak Strong
May 2010 0.32 0.82| 0.33 0.84| 0.37 0.86
Nov 2010| 0.34 0.83| 0.36 0.87| 042 0.88
May 2011| 036 0.81] 0.36 0.85| 0.42 0.86
May 2014| 040 0.81] 043 0.86| 0.48 0.86
Nov 2014 | 0.36 0.80| 0.39 0.85| 041 0.86
May 2015| 0.34 0.76] 0.36 0.84| 043 0.86
Nov 2015| 0.31 0.77| 0.35 0.84| 0.39 0.85
May 2016| 0.30 0.70| 0.33 0.76] 0.39 0.78
Nov 2016| 0.31 0.73| 0.33 0.76| 0.37 0.78

investigation. Moreover, there is still a significant number of fiscal hawks among
respondents that are left-wing, as shown in Table |4.3] In fact, the share of fiscal
hawks among left-wing respondents varied between 0.30 and 0.40 during the crisis,
indicating that debt aversion was common across the left-right spectrum during the

economic crisis.

Finally, gender also has a consistent influence on both strong and weak aversion:
women have a lower debt aversion than men according to both models in Table
Given that women often face more volatile employment situations than men and that
they are still the primary care-takers in families, they rely to a greater extent on the
welfare state. Consequently, austerity policies often also have a greater effect on
women than men, who tend to be less supportive of the welfare state in the first place
(Shapiro and Mahajan, [1986)).

Apart from the variables discussed so far, there are some differences depending on
the operationalisaton of debt aversion. The results from model 1 and 2 shown in
Table 4.2|differ in some respect, suggesting that different factors explain whether in-
dividuals are fiscal conservatives or fiscal hawks In line with the effect of income,
unemployed people, who are more vulnerable to austerity policies, are less likely to
be fiscal conservatives than employed people. Yet, the labour market status does not
influence strong debt aversion, i.e. according to model 1 of Table unemployed
people are as likely to be fiscal hawks as employed people In contrast, occupa-

'This also explains why the parallel trends assumption does not hold, when using an ordinal logistic
analysis. The results of this analysis are nonetheless presented as a robustness test in Appendix

12This effect is also very small, though. Unemployed people have a 0.80 predicted probability of
being a fiscal conservative, whereas the probability for employed people is only marginally higher at
0.82.
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Figure 4.8: Predicted probabilities of debt aversion by financial situation
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tion has an effect on strong debt aversion but not on weak debt aversion[”| Model
1 shows that the upper class (the reference group) and unskilled workers generally
have a higher debt aversion than all other occupational groups. Strong debt aversion
is thus widespread among very different occupations, but occupation does not have
an effect on weak debt aversion. In combination, the results suggest that debt aver-
sion is high among very different segments of the labour market, which presents an

important challenge for parties that want to rally against austerity.

In line with my expectations, age and retirement also affect debt aversion, but in
surprising ways. Retired people are more likely to be fiscal hawks than people in the
active working population but they are not less likely to be fiscal conservatives. In
contrast, age has an influence on weak debt aversion but not on strong debt aversion:
older people are less likely to weakly oppose government debt than others Given
that weak debt aversion includes both fiscal conservatives and fiscal hawks, this result
is puzzling. It shows that government debt does tap into the generational conflict, but
that the effect of age might be mediated by the fact that older people are more likely

to rely on fixed incomes.

13 According to the data, occupation is only weakly correlated with education. However, even when
excluding education from the analysis, the results do not change substantially.

14The effect is of age very small, though. While a 20 year-old is predicted to have a 0.82 probability
of being weakly debt averse, a 80-year old is predicted to have a 0.81 probability of being weakly
opposed to debt.
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Two subjective variables also have a significant effect on debt aversion. In line with
the evidence from above, the financial situation of households is an important variable
relating to debt aversion. Generally, people with more financial difficulties are less
likely to favour fiscal consolidation than people with no financial difficulties (Figure
[.8). However, there is an interesting exception: people that sometimes experience
financial difficulties are less likely to be fiscal hawks than people, which often or
rarely experience financial difficulties. It indicates that, indeed, the personal expe-
rience of government debt and consumption is important to explain debt aversion.
People who sometimes struggle to pay their bills may experience these situations as
particularly daunting because, unlikely people who continuously face financial diffi-
culties, they are not used to them. Finally, on top of the subjective evaluation of their
personal situation, an individual’s evaluation of the national economy also influences
their debt aversion. People with a positive evaluation are less likely to strongly op-
pose government debt, but they are more likely to be weakly opposed to government
debt. In combination with the findings from above, this suggests that an individual’s

subjective economic experience also influences debt aversion.

Individual- and country-level determinants

Finally, Table |4.4|integrates the analysis of individual and marco-level determinants.
In this analysis, I use multi-level models to add the national-level variables to the
analysis presented in[4.2] This exercise hardly changes the coefficients for the individual-
level determinants, but it does suggest that there are a few important country-level
determinants of debt aversion. First, the likelihood that respondents are fiscal con-
servatives decreases with growth and increases with unemployment. It confirms the
findings from above that public opinion follows an non-Keynesian intuition, i.e. re-
spondents are more debt averse when growth is low and unemployment is high. Sec-
ond, the analysis confirms that the government’s deficit and debt influence debt aver-
sion. Respondents are more likely to be strongly opposed to government debt in
countries with a larger government deficit (i.e. a negative budget balance), while the
existing level of government debt decreases debt aversion. In other words, individu-
als are most likely to be debt averse in countries with a high deficit but a low level of
government debt. In these countries, fiscal consolidation might be especially salient

given that citizens are not used to high levels of government.

The results thus indicate that debt aversion follows the economic context in a ther-
mostatic fashion (Wlezien, [1995; |Soroka and Wlezien, [2010) on both the individual

and the country-level. Yet, subjective evaluations of the predominant economic cir-
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Table 4.4: Logistic multi-level regression: Individual- and national-level determinants of

debt aversion

Debt aversion

Strong I Strong 11 Weak 1 Weak 11
@ @) 3 “
Education (Ref.: No education) . Primary 0.15* 0.15* 0.24* 0.24*
(0.10) (0.10) (0.10) (0.10)
. Secondary 0.30** 0.30** 0.38*** 0.39***
(0.10) (0.10) (0.10) (0.10)
. Tertiary 0.36*** 0.36*** 0.43*** 0.43***
(0.10) (0.10) (0.10) (0.10)
Occupation (Ref.: Upper class) . Middle class —0.07* —0.07* 0.05* 0.05%
(0.03) (0.03) (0.04) (0.04)
. Skilled worker —0.12** —0.12** 0.02 0.02
(0.04) (0.04) (0.05) (0.05)
. Unskilled worker —0.01 —0.01 0.02 0.02
(0.06) (0.06) (0.06) (0.06)
. Other —0.10** —0.10* 0.03 0.03
(0.04) (0.04) (0.05) (0.05)
Unemployed 0.04* 0.04* —0.12** —0.12**
(0.04) (0.04) (0.04) (0.04)
Financial difficulties (Ref.: Often) . Sometimes —0.10** —0.11%* 0.17** 0.17**
(0.03) (0.03) (0.03) (0.03)
. Rarely 0.10*** 0.11% 0.33** 0.35%**
(0.03) (0.03) (0.03) (0.03)
Positive evaluation of economy —0.09"** —0.12%** 0.15%* 0.11%*
(0.02) (0.02) (0.02) (0.02)
Age 0.001* 0.001* —0.004** —0.004***
(0.001) (0.001) (0.001) (0.001)
Retired 0.11** 0.11** 0.03* 0.03*
(0.04) (0.04) (0.04) (0.04)
Children —0.01 —0.01 0.02* 0.02*
(0.02) (0.02) (0.02) (0.02)
Female —0.13*** —0.13* —0.05** —0.05**
(0.02) (0.02) (0.02) (0.02)
Married 0.05* 0.05** 0.11% 0.11%
(0.02) (0.02) (0.02) (0.02)
House ownership (Ref.: No house) . With Mortgage 0.09*** 0.09*** 0.11%** 0.1+
(0.02) (0.02) (0.03) (0.03)
. Fully Paid 0.14*** 0.14*** 0.21%* 021
(0.02) (0.02) (0.03) (0.03)
Left-right placement (Ref.: Left) . Centre 0.14%* 0.14%* 0.26*** 0.26***
(0.02) (0.02) (0.02) (0.02)
. Right 0.33%* 0.33% 0.39"** 0.39%**
(0.02) (0.02) (0.02) (0.02)
Growth (t-1) —0.002 —0.07** 0.07** —0.02*
(0.02) (0.03) (0.02) (0.03)
Unemployment (t-1) 0.25%** 0.26*** 0.36"** 0.38"**
(0.05) (0.05) (0.06) (0.06)
Debt (t-1) —0.07* —0.06* —0.70%* —0.68**
(0.08) (0.08) (0.12) (0.11)
Budget balance (t-1) —0.23*** —0.19** —0.39** —0.26"**
(0.04) (0.07) (0.05) (0.08)
Budget balance:Fin. difficulties (Ref.: Often) . Sometimes 0.06* —0.08*
(0.08) (0.09)
. Rarely —0.09* —0.17*
(0.08) (0.08)
Growth:Positive evaluation of economy 0.14%* 0.21%*
(0.03) (0.04)
Constant —1.00*** —1.00"** 0.49** 0.49**
(0.13) (0.13) (0.15) (0.15)
Observations 73,800 73,800 73,800 73,800
Log Likelihood -47,354.12  -47,342.45 -37,901.56 -37,885.76
Akaike Inf. Crit. 94,760.25 94,742.91 75,855.11 75,829.52
Bayesian Inf. Crit. 94,999.68 95,009.97 76,094.55 76,096.58

Note:

*p<0.5; *p<0.01; **p<0.001
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Figure 4.9: Interaction effect of the budget balance and an individual’s financial situation
on the predicted probabilities of debt aversion

Often Sometimes Rarely

0.50 1

°

S

()]
1

0.40 1

Predicted probability

0.35 1

0.30 1

10 -05 00 051.0 05 00 051.0 05 00 05
Budget balance (t-1), centered

cumstances differ across individuals. In other words, the economic context might be
mediated by an individual’s experience of the economy. To explore this issue, model
2 and 4 in table include interaction effects between “hard” macroeconomic vari-
ables and ““soft” subjective economic variables. Both models indicate that the inter-
action effects are statistically significant, but following advice from [Brambor et al.
(2006), the results are best interpreted graphically. Figure [4.9|shows the interaction
between the government’s budget balance and a respondent’s financial situation. The
graph confirms that there is a negative association between the government’s budget
balance and debt aversion, but the strength of this relationship varies across the three
groups. For people that sometimes have financial difficulties debt aversion varies
relatively little across the range of the budget’s balance, while it varies a lot more
for people who often or rarely experience such difficulties. This confirms the notion
that an individual’s experience of the household budget also influences aversion to

government debt.

Figure [4.10 shows the interaction effect between economic growth and an individ-
ual’s evaluation of the state of the economy. It suggests that growth has a negative
effect for individuals that evaluate the state of the economy as bad, whereas it has a

positive effect for individuals that evaluate the state of the economy as good. In other
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Figure 4.10: Interaction effect of growth and subjective evaluation of the economy on the
predicted probabilities of debt aversion

Negative Positive

0.45 1

0.40 1

0.35 1

Predicted probability

0.30 1

Growth (t-1), centered

words, debt aversion is lowest among individuals whose evaluations of the economy
diverge from the actual macro-economic situation. Although many citizens adjust
their assessment of the economy according to the macroeconomic context, there are
some who do not. For these individuals, subjective economic experiences also seem

to influence their debt aversion.

Conclusion

In conclusion, the data from the Eurobarometer shows that a large majority of citizens
felt uneasy about their country’s government deficit and debt during the European
sovereign debt crisis and my empirical analysis attempted to test how different factors
affected this public debt aversion. On the one hand, my analysis shows that there
is indeed a set of socio-economic variables that influences debt aversion, even if
that influence is often small. Importantly, people that are less well-off are relatively
less concerned about their government’s debt, which results in a positive relationship

between income (and wealth) and debt aversion.
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On the other hand, debt aversion is also related to the country-level determinants and
the macroeconomic context. The results show that the stability culture in Northern
Europe is a myth (Howarth and Rommerskirchen, 2017), but citizens systematically
adjust their debt aversion according to the economic conditions. However, by and
large voters respond to changes in the economy in a anti-Keynesian fashion: they are
more likely to support fiscal consolidation when the economic conditions are bad and
the government deficit is large. Voters seem to equate the public deficit with that of a
private household, which crowns balance as the ultimate aim. This is also supported
by the fact that the subjective economic assessment of the economy mediates the
influence of macroeconomic variables on debt aversion, as my multi-level analysis
shows. It suggests that the individual experience of the economy translates into views

on fiscal consolidation, which the existing literature has largely neglected.

Despite this variation in fiscal preferences among respondents to the Eurobarome-
ter, it is important to note that on average, debt aversion was strong in Europe from
2010 to 2016. Assuming that individual preferences matter for policy outcomes (e.g.
Brooks and Manza, [2007} Iversen and Soskice, [2001), is it likely that this debt aver-
sion contributed to the dominance of austerity in Europe. Although respondents on
the left were less enthusiastic about fiscal consolidation debt, an overwhelmingly
number of them still expressed fiscal conservative views. Chapter[6|and[7|will analyse
how social democratic politicians and policy-makers in Germany and the UK, respec-
tively, responded to this public opinion environment, attempting to resolve the tension

between their ideology and their quest for fiscal credibility (Kraft, 2017).

Before the thesis proceeds with the case studies, however, it is useful to further anal-
yse the demand side because the high level of debt aversion in Europe during the
Great Recession is still puzzling. Up to this point, my analysis suggests three dif-
ferent explanations for this pattern. First, government deficits and debt was an ex-
tremely salient topic in spring 2010, when the European sovereign debt crisis began.
It became widely debated by politicians, journalists, and economists, who largely
spoke out in favour of the austerity settlement. It is possible that public opinion fol-
lowed this high level of salience, but given that the public’s debt aversion remained
widespread after the height of the Eurozone crisis, this can only be one part of the

ansSwer.

Second, fiscal conservatism might be widespread among voters because they falsely
equate the budget of the government with that of a household, as discussed above.
Extrapolating from their own experiences, voters have a strong dislike for govern-

ment debt. They only have an intuitive understanding of debt, which draws on the
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voter’s personal experience of the economy and which is deeply rooted in “folk eco-
nomics” (Rubin, 2003). Fiscal consolidation therefore may become a “valence issue”
on which most voters share a common position (Stokes, |1963). Put simply, voters do
not have a Keynesian understanding of the economy, which makes it very difficult for
parties to rally against austerity. The basic problem for the left, therefore, is that their
policies are opposed to the folk theories about debt, whereas the policies of the right
are in line with them. As all office-seeking parties search for economic credibility,

public opinion pushes the centre-left towards the right.

Third, the evidence shown above supports the notion that debt aversion is not abso-
lute: a large share of respondents are fiscal conservatives and support budget consol-
idation in principle, but they are not necessarily fiscal hawks who think that budget
consolidation should be a priority for their government. This points to an important
weakness of the data from the Eurobarometer (as well as many other surveys). Al-
though governments can rely on growth to consolidate their finance in the medium-
or long-run, they usually face tough choices in the short-run. They can either reduce
their budget deficit by cutting government spending or by increasing taxes. Yet, most
existing surveys are uni-dimensional, i.e. they ignore the trade-offs that are inherent
in the design of fiscal policies, and thus they might overstate the support of citizens
towards fiscal consolidation. The next chapter attempts to address this short-coming
of the existing data by using novel conjoint and split-sample experiments conducted

in four European countries.



Chapter 5

Public Opinion Towards Fiscal
Consolidation in the Face of
Trade-Offs: Evidence from Survey
Experiments

Introduction

Chapter 4 showed that there was a strong debt aversion among voters across Europe
in the wake of the Great Recession. Consistently more than 80 percent of respondents
agreed that fiscal consolidation could not be delayed in their country, indicating that
there were strong electoral pressures for fiscal orthodoxy. However, the data from
the Eurobarometer suffers from severe shortcomings. The question on fiscal con-
solidation is badly phrased and suggestive. Furthermore, it does not account for the
potential costs of fiscal consolation, i.e. it ignores that governments have to make
difficult choices when implementing austerity policies. In the short-run, they usually
have to cut spending or increase taxes to plug the hole in the public deficit and reduce
debt. In other words, governments face trade-offs and have to make compromises

between different ideal worlds when they design budgets

' According to Keynesian theory, governments can actually also decrease public debt by raising
spending or cutting taxes if the fiscal multiplier is positive and larger than one. However, given that
there is usually a time lag associated with fiscal policies, such an approach would still increase the
government’s debt and deficit in the short-run. Immediate fiscal consolidation therefore usually involves
tough choices.
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This is important because existing research also has shown that people, on average,
support higher government spending and lower taxation. Taken together, this finding
is puzzling: there seems to be a “schizophrenia” among voters who want ‘something
for nothing’ (Sears and Citrin, [1982) or ‘more for less’ (Welch, [1985). However,
governments always need to raise taxes or issue debt in exchange for providing pub-
lic goods (Schumpeter, |1991) and therefore they constantly have to make trade-offs.
The existing literature has mostly ignored these trade-offs, largely because survey
data often only includes unidimensional questions (similar to the question from the
Eurobarometer used in Chapter [4). These questions do not capture the priorities that
citizens have with regard to fiscal policies, and in the presence of salient trade-offs,
they risk misrepresenting public opinion towards individual policies like fiscal con-
solidation. This, therefore, begs the question whether voters still support fiscal con-
solidation when the trade-offs are fully acknowledged, i.e. whether voters are willing

to decrease government spending or increase taxes to reduce public debt.

To answer this question, this chapters uses novel data from two survey experiments.
It re-evaluates the demand for fiscal consolidation in Europe by building on an emerg-
ing field of research that has tried to capture the importance of policy trade-offs for
public opinion research (e.g. [Hausermann et al., 2018} |Gallego and Marx, 2017;
Busemeyer and Garritzmann, [2017). The experiments were conducted in four Eu-
ropean countries (Germany, Italy, Spain, and the UK) in January 2018 with the aim
to isolate attitudes towards different elements of fiscal policies including government
spending, taxation, and public debt. However, in this chapter, I explicitly focus on at-
titudes towards debt, analysing to what extent voters are willing to slash government
spending or raise taxation to pursue fiscal consolidation. Moreover, I build on the
analysis from the previous chapter and explore how support for fiscal consolidation

varies across socio-economic groups.

The results are two-fold. First, they indicate that people strongly react to trade-offs
and that the schizophrenia among the public vanishes when one accounts for the
multidimensionality of fiscal policies. Using a split-sample experiment, the chapter
shows that support for fiscal consolidation is, on average, much lower when respon-
dents are primed about the costs of it. Going further, a conjoint survey experiment
shows that fiscal consolidation, on average, is not a priority for citizens. Regular
opinion polls consistently overestimate the support for fiscal consolidation, which
has important consequences for (social democratic) policy-makers: as voters priori-
tise other policies, they should have more freedom to oppose austerity than Chapter
4]indicated.
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Second, the chapter also suggests that political conflicts about fiscal consolidation in
the face of trade-offs exhibit a different dynamic than conflicts about support for fiscal
consolidation in principle. In the split-sample experiment, the effect of explanatory
variables differs significantly depending on whether and which kind of fiscal trade-
offs are presented to individuals. Moreover, the conjoint survey experiment reveals
a clear priority ordering with regards to fiscal policies. In terms of priorities, the
public does not attach a high premium to fiscal consolidation, but there is a strong
commitment to a progressive tax system and government spending. This commitment
hardly changes across socio-economic groups, suggesting that it is rooted in deeper

social norms.

To make these arguments, the remainder of this chapter is structured as follows. First,
I briefly review the literature on fiscal policy preferences and explain the motivation
for the chapter. Second, I develop theoretical expectations about how citizens priori-
tise different fiscal policies when they are confronted with policy trade-offs. Then
I explain the research design in detail, before I discuss the results from the experi-
ments. The final section concludes by discussing the implications of this chapter for
the thesis.

Literature review and motivation

Public opinion has a strong conditioning effect on policy-makers (e.g. [Brooks and
Manza, [2007; Page and Shapiro, [1983] (1992). In liberal democracies, citizens can
hold governments accountable, establishing a close link between policy and public
opinion. Policy-makers anticipate the public’s reaction to policies at the next election
(Stimson et al.} [1995) and they respond to changing preferences of voters over time
(Jacobs, [1993; |Wlezien, 1995} |Soroka and Wlezien, 2010). Thus, public opinion
should also be important for the design of fiscal policies, which are a constant source
of political debate. They determine how much taxes citizens pay and what services
they receive in return. The existing literature, however, has pointed to a puzzling

inconsistency in public opinion.

First, a large literature has studied public opinion towards government spending and
towards redistribution more generally. Existing research indicates that most forms
of government spending such as education, old-age pensions, and family policies are
very popular among the wider public. This omnipresent support for the welfare state
is also used to explain the difficulty of full-frontal attacks on major welfare state

programmes (Pierson, 2001b; |Brooks and Manzal |2007). More recently, the litera-
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ture on the multidimensional nature of welfare politics has shown that the main issue
of conflict does not revolve around more or less spending per se, but rather around
more fine-grained distribdiutional issues between different orientations of the wel-
fare state (Pierson, 2001b; [Hausermann, 2010, [2012; Morel et al., 2012; |Bonoli and
Natali, [2012). Scholars have started to emphasize differences in voters’ preferences
between consumption-oriented and investment-oriented government spending (e.g.
Bonoli, 2013} [Fossati and Hausermann, 2014; Beramendi et al., 2015; Busemeyer
and Garritzmann, 2017). Yet, notwithstanding these differences, public support is
high for both types of social spending and generally fiscal retrenchment is unpopu-

lar.

Second, there is also an increasing literature on the preferences towards taxation (e.g.
Scheve and Stasavage, 2010, 2016; [Barnes, 2015; |Ballard-Rosa et al., 2017). Al-
though the micro-determinants of attitudes towards taxation are less well understood
than attitudes towards government spending, the literature shows that most voters are
reluctant to pay higher taxes. Historically, a large increase in tax revenues occurred
in advanced economies in the late nineteenth and early twentieth century (Kiser and
Karceski, [2017). This increase was largely generated through progressive income
taxation, which was used to finance the expansion of the welfare state and during
the heyday of Keynesianism, policy-makers and voters alike had a rather positive
view of taxation. Yet, the new tax doctrine from the 1980s onwards was more con-
cerned with efficiency than equity. Progressive taxation and taxes on capital were
lowered and [Myles (2017, p. 353) argues that this “anti-tax doctrine” is grounded
in public opinion. In terms of pulic opinion, however, it is important to distinguish
between tax preferences for the level and the structure of taxation (i.e. the tax pro-
gressivity) (Barnes, 2015): while modal respondents favour lower tax levels, they
support more progressive taxes. This is also confirmed by recent evidence from the
US (Ballard-Rosa et al., 2017, where citizens’ preferences for taxes are very pro-
gressive but do not systematically vary from the relatively low level of taxation that

the US enjoys.

At the same time, there is a third strand of the literature that the previous chapter
engaged with. It shows that voters are unwilling to finance additional government
spending through deficit-spending. Early researchers assumed that politicians had an
interest to run fiscal deficits in the short-run to finance government programmes. For

example, the literature on political business cycles presumes that politicians would

2Scheve and Stasavage| (2010([2016) show that the introduction of progressive income taxation was
mainly driven by mass conscription for warfare. It led to demands for taxation on the rich in order to
distribute the burden of war across society.
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use macroeconomic policy, including deficit-spending, to engineer a boom prior to
elections (e.g. |[Nordhaus, |1975; |Golden and Poterba, [1980). However, there is an
increasing amount of empirical evidence that voters are fiscally conservative and do
not support large fiscal deficits (e.g./Blinder and Holtz-Eakin, |1984; Peltzman), 1992;
Brender and Drazen, |2008;; |Stix, |[2013;|Hayo and Neumeier, 2016; |Barnes and Hicks,
2018; |Arias and Stasavage, [2018]). According to this literature, voters favour bal-
anced budgets and systematically punish deficit spending and tax cuts in election
years (e.g. Brender and Drazen, 2008; |Alesina et al., 1998). They seem to equate the
government budget with that of a private household, ignoring Keynesian arguments
in favour of deficit-spending during. As a result, voters support fiscal consolidation
(e.g. Heinemann and Hennighausen, 2012; [Stix, [2013) and fiscal rules (Hayo and
Neumeier, 2016).

Consequently, the findings from the existing literature are puzzling: while citizens
support existing levels of government spending, they do not want to pay for it through
tax increases or deficit-spending. Mueller| (1963, p. 223-23) already identified this

contradiction and put it aptly:

[There] is lack of congruence in people’s thinking about fiscal programs.
Although there is strong support for the extension of a number of gov-
ernment programs, only a minority of the people...would like to see taxes
raised, and hardly anyone would like to see these expenditures financed
by deficits.

As aresult, academics have identified an ‘ideological schizophrenia’ (Free and Cantril,
1967) among the public (e.g Sears and Citrin, (1982} |Welch, |1985). For example,
Citrin| (1979, p. 113) argued that ‘the public’s readiness to demand and consume
government programmes is understandably greater than its willingness to pay for it’,
whereas |[Eismeier| (1982, p. 142-43) found a ‘widening gap between public demands

for government spending and public willingness to pay for this spending.’

These claims are confirmed by evidence from the online survey used in this chapter.
Figure|5.1|shows the distribution of preference towards government spending, taxes,
and public debt. All distributions are clearly skewed towards the left, indicating that
the public’s attitudes towards fiscal consolidation are inconsistent: a majority of cit-
izens support both higher government spending as well as lower taxes and public

debt This creates a dilemma for politicians and political parties, who have to square

3For example, if we count all responses from 6 to 10 as agreement, 88 percent of citizens support
higher education spending, 63 percent support lower income taxes (for all citizens), and 73 percent
support lower government debt.
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the circle when they design government budgets. As Nicklaus-Thomas Symonds, a
British Labour MP, puts it, ‘the strange thing about public opinion is that it sometimes
gives you contradictory things. There seems to be a desire for high public spending
but very low taxes, and politicians have to find some alchemy to make those things
possible’ (personal interview, October 2016). But do voters really not know bet-

ter?

Figure 5.1: Distribution of support for higher government spending, lower taxes, and
lower government debt
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Theory: The importance of trade-offs and priorities for atti-

tudes towards fiscal consolidation

Some of the existing research suggests that voters’ preferences are logically inco-
herent and fundamentally irrational. Voters may not have real political preferences
all together (Zaller, |1992), they may be ‘fiscally ignorant’ (Lewis, [1982) and wil-
fully ignore the trade-offs between different policies, or they could be cognitively
overwhelmed, failing to appreciate these trade-offs (Achen and Bartels, 2016). Yet,
the existing research about public opinion towards fiscal policies is limited by its
empirical foundations. Most research assesses public opinion to individual policies
independent of other policies. This approach is misleading because it fails to capture
the multidimensionality of fiscal policies and ignores that governments face difficult
trade-offs.

There is some sparse research, however, that has attempted to explicitly capture the
importance of these trade-offs. |Hockley and Harbour| (1983) used a survey in the UK
that was designed to reduce the nature of “fiscal illusion”, which showed that vot-
ers could make meaningful decisions about how they allocated a hypothetical budget
increment. Similarly, [Hansen| (1998)) showed that when citizens are primed about
trade-offs, opinions about budgetary alternatives became more consistent. More re-
cently, research by Busemeyer and Garritzmann|(2017) explicitly tried to study how
respondents change their attitudes towards education spending when they are con-
fronted with trade-offs. Their findings show that increasing education spending is
less popular when this comes at the cost of existing social policies, higher taxes or

higher government debt.

A few novel studies have also explored public opinion towards policy trade-offs in
an innovative way by using conjoint survey experiments. For example, [Kolln and
Wlezien| (2016) used an experiment in Sweden to show that political support for
government spending is overall high and that the average voter would prefer further
increases — especially in education and health care. Focusing only on labour market
policies in Spain, Gallego and Marx| (2017) found that increases in unemployment
benefits are more popular than increases in their coverage. An increase in training
programmes for the unemployed is only marginally preferred (as long as they are
not provided by trade unions). Surprisingly, the costs of the programme are not very
important, but the way that the reform is funded is. Spending cuts in education and
health are strongly disliked, whereas increases in income tax and public debt are pre-

ferred. Finally, a recent study by |Hiusermann et al.| (2018) on the recent attempt to
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reform the Swiss pension system also highlighted the importance of carefully bal-
anced reforms in order to find enough public support. This is especially true if the

financing of the reform is connected to taxation.

Based on this evidence, I expect that citizens also change their preferences towards
fiscal consolidation when they are confronted with trade-offs. In principle, support
for lower government debt is high among the public (see Chapter {), as is support
for lower taxes and higher spending. Yet, there are reasons to believe that reducing
government debt is not a priority for most citizens. Public debt is very abstract and
its impact on citizens is less direct than taxes (which they pay regularly) or spending
on public benefits or services (which many receive/use constantly). Compared to
other dimensions of fiscal policy, government debt has little direct consequences for
citizens. In theory, it can be seen as a form of future taxation and, according to the
Ricardian equivalence theorem, rational and forward-looking individuals should thus
internalise changes in public debt and adjust their behaviour accordingly. However,
we know from the literature on inter-temporal trade-offs that citizens are strongly
myopic (Jacobs, 2008}, 2011} 2016} Jacobs and Matthews, 2012), i.e. when voters
evaluate government policy programmes, they give less weight to long-term policy
consequences than to those that emerge in the short-term. They have rather high
discount rates and, as a result, they should not care very much about government
debt, either[

The first hypothesis that I want to test in this chapter is, therefore, that voters care
more about protecting their benefits (from government spending) and their disposable
income (from taxation) than reducing government debt. Following [Pierson| (1996,
2001b), I assume that existing social policies create strong electoral constituencies,
which are reluctant to accept retrenchment. Instead, voters may even be supportive
of additional spending if this benefits a large group of them. For example, pensions
are thought to be the most popular form of social spending in advanced welfare states
because most people expect to retire at some point and thus support the public pension
system. Similarly, voters should be reluctant to increase taxation, which reduces the
disposable income of almost all citizens — especially consumption taxes (VAT) and
income taxes. Consequently, it seems likely that fiscal consolidation is not a priority
for citizens. By this, I do not mean to say that voters do not care at all about public

debt. Citizens seem to have a tendency to be fiscally conservative and to equate the

4In general, it seems reasonable to assume that budgetary decisions that effect current cost and
benefits have a stronger impact on voter preferences than budgetary decisions effecting future costs
and benefits. This is, however, not to say that reforms improving welfare in the long-term at the cost
of the short-term are impossible. Jacobs| (2011) actually presents examples of pension reforms and
infrastructure investment where this was achieved.
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government budget with that of a private household. However, given the abstractness
of public debt and the uncertainty how public debt impacts citizens in the future,
I assume that taxation and government spending are more salient and important to

voters.

The way that citizens respond to trade-offs might also vary across citizens, i.e. there
may be some heterogeneous effects across different socio-economic groups. How-
ever, it is likely that conflicts about the trade-offs of fiscal policies inhibit a different
political dynamic than conflicts about individual policies like fiscal consolidation. In
other words, I expect that the explanatory effect of individual variables differs sig-
nificantly depending on whether and which kind of fiscal trade-offs are presented to
citizens Specifically, the second hypothesis that I want to test in this chapter is that
differences in attitudes across socio-economic groups become smaller when fiscal

trade-offs are fully acknowledged.

At first, this argument might seem counter-intuitive, given that trade-offs raise the
stakes for individuals and groups by sharpening distributive conflicts. Yet, the exist-
ing literature has shown that in Europe there is a strong normative commitment to the
welfare state and progressive taxation. If this normative commitment is shared by cit-
izens across the population, the explanatory power of variables that are traditionally
used to explain support for individual policies should become smaller. In other words,
in terms of public opinion, there may be a “priority ordering” that is rooted in nor-
mative beliefs about what is right and what is wrong. For example, it could be based
on a historic compromise between different social groups, which affects public opin-
ion through on feedback effects (Korpi and Palmel |1998; [Kumlin, 2004; Brooks and
Manza, 2007; Larsen, [2008}; |Gingrich and Ansell,[2012). Priority orderings may thus
be endogenous to the design of the welfare state and the socio-economic institutions
more generally. Yet, these institutions are ultimately also rooted in different norms
and concepts of reciprocal altruism (e.g. Alesina et al.,|2001)), which may also explain
the social and political support for different welfare state regimes (Esping-Andersen,
1990) or growth models (Baccaro and Pontusson, |[2016), which have previously been

under-explained.

5In a similar way, Busemeyer and Garritzmann|(2017) argue that conflicts about the distribution of
resources within the welfare state differ significantly from those about the size of the welfare state.
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Research Design

Existing surveys do not allow me to tests these arguments because they largely pose
unidimensional questions (Giger and Nelson, [2013). As Jacoby| (1994, p. 338) al-
ready put it, ‘the underlying structures [of public opinion]... cannot be discerned from
responses to a single survey item.” To overcome this limitation of existing research,
we must instead examine preferences across separate fiscal policies at the same time.
To this end, I use a research design that overcomes the problems associated with
conventional surveys. It is based on a survey, which confronted respondents with a
series of questions that try to measure individuals’ support for government spending,
taxation, and government debt given different kinds of budgetary trade-offs. In doing
so, I follow the existing literature (e.g/Sanders, |1988; Hansen, |1998)) and assume that
people do not need to know a lot about government budgets to evaluate different alter-
natives. As governments usually decide on their budgets annually, budgetary debates
are a regular feature of the political debate that is familiar to many citizens. Thus,
voters only need to know the rough outline of a policy to evaluate it. This is also
true because citizens can use of a lot of information to help them decide. The media
covers budgetary debates extensively and political parties act as mediators. They de-
velop and formulate different policy positions, which they continuously communicate

to voters, and I levy this knowledge in two different survey experiments.

Part 1: Experiment with split-sample questions

The first survey experiment tests how individuals change their preferences towards
fiscal consolidation when they are confronted with two-dimensional trade-offs. Fol-
lowing [Busemeyer and Garritzmann (2017), respondents were randomly assigned to
four different groups, including one “control” group and three different “treatment”
groups. In each group, respondents were asked to evaluate a statement about gov-
ernment debt. Respondents in the treatment groups were presented with different
statements that raised awareness of budgetary trade-offs, while the control group was
presented with a statement that did not allude them to any kind of trade-offs. Subse-
quently, respondents were asked to evaluate to what extent they agree or disagree with
these different statements. Table shows the full statements that were included in
the different groupsEJ

5The full experiment included six different statements about government spending, taxation, and
debt. All statements are shown in the table in Appendix
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Table 5.1: Design of the split experiment

Split |Treatment Question

1 Control group |The government should reduce the level of government
debt.

2 Treatment 1 The government should reduce the level of government
debt, even if that implies lower government spending.

3 Treatment 2 The government should reduce the level of government
debt, even if that implies higher taxes.

4 Treatment 3 The government should reduce the level of govern-
ment debt, if that implies lower government spending
or higher taxes.

To analyse whether support for fiscal consolidation varies across our four groups, I
first explore the results descriptively. I graphically present the means and 95 per cent
confidence intervals of the control group and the three different treatment groups.
To assess whether there are differences across countries and electoral constituencies,
I will also plot the results by country and electoral constituency. The significance
of these observed differences will furthermore be tested through unpaired t-tests of

differences in means.

Afterwards, I use multivariate regression analysis to identify individual-level charac-
teristics that correlate with people’s support for different forms of government spend-
ing, depending on which trade-offs they were presented with. For this purpose, I use
support for the different statements as the dependent variable, which I regress on a
number of independent variables (e.g. age, sex, income level, education, employ-
ment status, partisanship, preferences for redistribution). The dependent variable is
measured on a linear scale from 0 to 10 and therefore I use OLS regression models. I
include country-fixed effects in the models to account for possible contextual effects
and the results are robust to a number of different specifications, including binary lo-
gistic regression analysis, ordinal logistic regression analysis, and country-clustered

standard errors.

Part 2: Conjoint survey experiment

Before confronting respondents with the questions from above, the survey also in-
cluded a conjoint survey experiment to study attitudes towards fiscal policies in a

multidimensional setting. Conjoint surveys have been widely used in product anal-
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ysis for a long a time in order to measure how people value different attributes of a
product or service. Recently, conjoint experiments have also successfully been em-
ployed by social scientists (e.g. Bechtel and Scheve, [2013; [Hainmueller et al.| 2014;
Hainmueller and Hopkins, 2015; |Bansak et al.,[2016) and they are increasingly used
in comparative political economy to capture the importance of trade-offs (Gallego
and Marx, [2017; Hiusermann et al.,|2018; Kolln and Wlezien, [2016). Conjoint anal-
ysis is well suited for this purpose because it requires respondents to evaluate entire
packages instead of simply asking about support for individual measures (Hauser-
mann et al.| [2018)). Therefore, I apply conjoint survey experiments to the study
of fiscal policies. Specifically, in the survey respondents had to evaluate different
changes to the government budget in a set of choice tasks. Each task presented them
with two profiles of possible budgetary changes, asking them to select their most pre-
ferred alternative. The profiles comprised six attributes corresponding to particular
elements of a government budget and each attribute could take on a set of discrete and
pre-defined levels, representing different policy options. The profiles were then gen-
erated randomly, i.e. they contained a fixed number of attributes, which were shown

to respondents in random order and with a random display of attribute levels

Concretely, the reform profiles contain six attributes (as shown in Table that
were chosen to represent the three dimensions that are salient for government bud-
gets: spending, taxation, and government debt. With regard to spending, the profiles
include two categories in order to distinguish between attitudes towards investment
versus consumption spending: education was used as a proxy for investment spend-
ing, while pension spending was used as a proxy for consumption spending. With
regard to taxation, the profiles distinguish between three different characteristics that
influence the amount of taxes that citizens pay: the level of income taxes, the progres-
sivity of income taxes, and the level of indirect taxes. Finally, debt was also included

as an attribute given that governments also use debt to finance deficit spending.

Note that the profiles only include government policies that have an explicit social
character with a direct impact on citizens, i.e. the profiles exclude some important
areas of government spending (like defence) and taxation (like corporate tax). Fur-
thermore, the profiles do not include spending on health care for two reasons: first,
there are large differences between the funding of health care in the countries that
I study, which makes a comparison difficult; second, spending on health care has
both an element of investment and consumption and, hence, it is difficult to catego-

rize.

"The instructions for the conjoint experiment and an example of the task that respondents had to
complete are shown in Appendix|C.6|
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Table 5.2: Attributes and Levels of the Conjoint Experiment

‘ ‘ Attribute ‘ Attribute Levels

Increase spending
Old-age pensions No change
Decrease spending
Increase spending
Education No change
Decrease spending
Decrease

Income tax (for all citizens) No change
Increase

Decrease

Top income tax No change
Increase

Decrease

Value added tax (VAT) No change
Increase

Decrease
Government Debt No change
Increase

Spending

Taxation

Debt

For each attribute, there are three levels, allowing me to test attitudes towards differ-
ent combinations of government spending, taxation, and government debt, as shown
in Table In theory, there would be 729 combinations of the levels in a fully ran-
domised setting but since taxes and government debt are used to pay for government
spending, restrictions were necessary to avoid illogical combinations. For example,
when government spending increases while taxation decreases in a given profile, gov-
ernment debt cannot decrease or stay the same. To address this problem, the profiles
were only allowed to include combinations in which every increase in expenditure
or decrease in revenues is matched by a simultaneous decreases in expenditure or
increase in revenues. As a result, 588 combinations were excluded, leaving 141
possible combinations. Importantly, when the profiles are randomly generated, the
likelihood that a given level is shown remains the same for all possible levels. Hence,
as Hainmueller et al.| (2014) have shown, respondents do not need to be shown ev-
ery possible combination of attributes and levels to identify the component-specific
effect. The research design exploits this important feature of conjoint experiments,
allowing me to efficiently run multiple-treatment choice experiments without need-
ing a sample size large enough to present respondents with every possible compari-

son.

Respondents are asked five times to choose (i) between two fiscal packages (“choice”

variable) and (ii) to indicate how likely they are to support each of the proposals
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(“ranking” variable). Through randomisation and several pairwise comparisons, con-
joint analysis allows me to quantify the causal effect that individual attribute levels
have on the support for the entire package, compared to a package that contains the
baseline category on a particular attribute. The order in which the attributes are pre-
sented to different respondents is randomised to avoid that it influences the relative
impact of attributes on the acceptance of different proposals. However, the order is
held constant within individual respondents across the five different tasks and all at-
tributes relating to government spending as well as all attributes relating to taxation

are also presented as a block to avoid confusion.

The main variable of interest that I generate from the conjoint experiment is the so-
called average component-specific marginal effect (ACME). It measures the average
marginal effect of a change in the value of one of our six dimensions on the proba-
bility that the budgetary package is chosen by the respondent. The variable is binary
and it takes the value of 1 if a package is chosen and O if a package is not cho-
sen. Following the recommendations from Hainmueller et al. (2014), I estimate the
ACMEs by using linear probability models and regress the dependent variable on
dummy variables for each of our levels (where the status quo is used as the baseline
for each dummy). To estimate the effects I use Ridge regression as developed by
Hoerl and Kennard| (1970), which is a common regularization method that |Horiuchi
et al.| (2018) also used for conjoint analysis To estimate the AMCEs, I use the R
package glmnet and afterwards I rely on bootstrapping to calculate non-parametric

confidence intervals.

Below I will first present the AMCEs for the entire sample, but afterwards I will
test whether the AMCEs differ between different social groups by using split-sample
analyses. I will present this analysis of heterogeneous effects graphically by showing
plots with results for different groups side by side. This subgroup analysis is based
on a few selected variables (country, income, class, and partisanship) but additional
tests for heterogeneous effects are also included in Appendix Following the
recommendations by [Hainmueller et al.| (2014), I also conducted several robustness
tests, which did not change the results, as discussed in Appendix

8] use this method because in my design the values that each attribute can take are linearly depen-
dent on the other attributes to ensure that the budget is balanced.
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Sample

The survey was fielded in four large European countries: Germany, Italy, Spain, and
the United Kingdom (UK). The countries were selected to represent major European
economies with advanced welfare states, including different variants of capitalism
(Hall and Soskice, 2001). Given the salience of macroeconomic policies and fiscal
adjustment during the European sovereign debt crisis, two Southern European coun-
tries (Italy and Spain) were included in the survey along with Germany (a coordinated
market economy) and the UK (a liberal market economy). In each country, 1,200 re-
spondents were recruited to participate in the survey. For this purpose, a large online
panel provided by Qualtrics was used. Respondents were drawn from a pool of eli-
gible voters in each country and the sample was representative of all eligible voters
based on gender and age. The survey was fielded simultaneously in January 2018 in

all four countries.

Results: Measuring attitudes towards fiscal consolidation with
trade-offs

Descriptive results of preferences towards two-dimensional trade-offs

The survey confirms that a majority of voters in Europe are fiscal conservatives and
in principle agree that the government should reduce government debt in the uncon-
strained setting. This is shown in Figure where the distribution of preferences
towards fiscal consolidation for the control group is strongly skewed towards the left.
Yet, the distribution of responses to the question whether individuals support higher
government spending and lower taxes/government debt changes dramatically when
respondents are alerted to trade-offs. For all three treatment groups, the distribution
of respondents becomes more normally distributed, indicating that, on average, sup-
port for fiscal consolidation is much lower when respondents are primed about its

possible consequencesﬂ

To estimate the impact of the treatments and to highlight the importance of trade-
offs, Figure|5.3|shows the mean support and 95 percent confidence intervals for fiscal
consolidation without trade-offs (control group) as well as with three different trade-

offs (treatment groups). The results clearly show that people’s support for fiscal

9This happens in all four countries. The distributions of responses for all treatment groups by
country are shown in Appendix
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Figure 5.2: Distribution of support for fiscal consolidation by treatment
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consolidation drops significantly for the treatment groups. In fact, the magnitude of
the differences in means between the four groups is striking Average support for
lower government debt without trade-offs is 7.2, but this drops to 5.6 when it comes
at the cost of lower government spending. Fiscal consolidation that leads to higher
taxes are even more unpopular as average support for fiscal consolidation drops below

5 and becomes a minority position.

For the latter two treatments, support for fiscal consolidation also becomes a clear
minority position In an unconstrained setting, roughly three quarters of the respon-
dents (73 percent) support fiscal consolidation. But when fiscal consolidation comes
at the cost of higher taxes, only 33percent support it; when fiscal consolidation has
ambiguous consequences, 37 percent support it. Support for expenditure-based fiscal
consolidation is somewhat higher but still highly contested with exactly 50 percent

supporting it.

10 A1l the differences are statistically also highly significant, which is confirmed by simple unpaired
t-tests of differences in means.

1I'To estimate the share of respondents’ support, preferences towards fiscal consolidation is trans-
formed into a binary variable where 5 is the cut-off, i.e. responses from 6-10 are counted as agreement,
while responses from 0-5 are counted as disagreement.



126

Figure 5.3: Average support for fiscal consolidation with trade-offs, pooled
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To test whether there are differences across countries or different electoral constituen-
cies, Figure shows the effect of the treatments for different groups. The results
show that there is some variation across countries and electoral constituencies, but
this variation is much smaller than the differences between the group averages. The
graph on the left-hand side indicates that respondents in Southern Europe, where
government debt is still relatively high, are more fiscally conservative in the uncon-
strained setting. In these countries, however, the average support drops more than in
the other two countries and, therefore, the cross-national variation is smaller in the
treatment groups. There are only two outliers: support for fiscal consolidation that
leads to a reduction in government spending is somewhat lower in Spain than in the
other three countries, while support for fiscal consolidation that comes at the cost of

higher taxes is slightly more popular in the UK than in continental Europe.

The right-hand side of Figure also shows that there are small differences across
between people on the left and the right. In the unconstrained setting left-wing vot-
ers are only marginally less fiscally conservative than right-wing voters, confirming
results from Chapter 4| This is also true when fiscal consolidation comes at the cost
of higher taxes, which are disliked by both people on the left and the right. However,
when fiscal consolidation comes at the cost of lower government spending, there is

a small but significant difference between voters on the left and the right. This in-
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Figure 5.4: Average support for fiscal consolidation by trade-off, country, and partisanship
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dicates that left-wing voters are more attached to the services and benefits that the
government provides, and they may be more likely to oppose tough austerity policies

that cut these programmes.

In sum, the results suggest that support for fiscal consolidation decreases signifi-
cantly, when salient trade-offs are introduced across different contexts and for differ-
ent electoral constituencies. It even becomes a minority position for some trade-offs,
which suggests that the existing literature has significantly overstated the support for

fiscal consolidation.

Regression analysis of preferences towards two-dimensional trade-offs

To identify individual-level characteristics that correlate with people’s debt aversion
depending on which trade-offs scenario is presented, I use multivariate regression
analysis. The results of simple OLS regressions are shown in Table [5.3] where sup-
port for fiscal consolidation from the four different groups is used as the dependent
variable. Interestingly, they indicate that it is easier to establish the determinants of
debt aversion in the unconstrained setting than in the constrained setting. In other
words, there are several variables, which only have an effect for the control group.
These variables include education and income, which have the expected effect: while
income is positively associated with debt aversion, education is negatively associated

with debt aversion (controlling for income) Yet, these differences wash out when

120ther demographic variables only have a limited effect according to the regression analysis. Con-
trary to findings from Chapter 4| age and occupation have no significant effect on debt aversion in any
of the four models.
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trade-offs come into play which is also the case for wealth, as shown in the regres-
sion table included in Appendix[C.5} debtors are less likely to be fiscal conservatives
in the control group, but this effect does not exist in the other three groups

The effect of partisanship is also stronger for the control group than for the three
treatment groups. Supporters of social democratic parties and the far left are less
likely to support fiscal consolidations than conservative voters, but this effect is sub-
stantially smaller when fiscal consolidation comes at the cost of tax increases. In this
case, only support for the far left has a significant effect of debt aversion. Supporters
of parties that compete mostly on the second dimension of political competition (e.g.
Green, Liberals, Far Right) are hardly different from conservative voters, although
voters of Green parties are an exception. In the control group, they are less likely to

be fiscally conservative, but this effect also disappears in the treatment groups.

Finally, some political and attitudinal variables also have an effect on debt aversion
in the control group but not when respondents are primed about trade-offs. Support
for both social insurance and social investment are positively correlated with debt
aversion in the control group, which indicates that these voters have internalised the
“progressive consolidation thesis” (Haffert and Mehrtens, 2015). They are concerned
about government debt because it threatens to undermine the ability of governments
to provide the benefits and services associated with these policies. Yet, when fiscal
consolidation comes at the cost of lower government spending or higher taxes, these
attitudes have a smaller inﬂuence Finally, political interest is also negatively as-
sociated with debt aversion in the control group, but there is no such effect in the
treatment groups. This indicates that people with a high amount of political interest
may already take into account the costs of fiscal consolidation, even without being

explicitly primed about them.

There are two variables that are an exception to the general trend. First, gender does
not have an effect on support for debt aversion in the control group, but it has a

large and statistically significant effect in all three treatment groups. In other words,

13The effect of education in the control model might also be driven by the experimental design
because people with a high level of education are more likely to realise that fiscal consolidations come
at a cost even without explicitly being primed about it. Put differently, in the control groups the trade-
offs are implicit and they are only made explicit in the treatment group. This might explain some of the
differences observes for the control group.

4Wealth is included in separate models in the appendix because there are a large number of respon-
dents, who did not reveal their wealth in the survey. Consequently, the number of observations drops
when information about wealth is included in the regression analysis.

15 Support for social investment is still positively correlated with support for fiscal consolidation that
comes at the cost of lower government spending, which is ironic given that most governments first cut
investment spending when they attempt to consolidate their budget (Breunig and Busemeyer, |[2012).
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Table 5.3: OLS regression: Preferences towards government debt

Support for lower debt

Control Lower spending  Higher taxes ~ Ambigious
@ &) 3 “
Age —0.005 0.0001 —0.01 —0.0004
(0.01) (0.01) (0.01) (0.01)
Female —0.14 —0.41* —0.40* —0.66"**
(0.15) (0.17) (0.16) (0.16)
Married 0.03 0.12 —0.18 0.26
(0.16) (0.19) (0.19) (0.19)
Children 0.29 0.43* —0.35 0.05
(0.16) (0.18) (0.18) (0.18)
Education (ref.: Primary) . Secondary —0.46* —-0.25 —0.15 0.08
(0.23) (0.26) (0.25) (0.25)
. Tertiary —0.62* —0.43 —0.17 —0.04
(0.25) (0.29) (0.28) (0.29)
Income 0.07* —0.01 —0.02 —0.01
(0.03) (0.03) (0.03) (0.03)
Unemployed 0.51 0.05 0.02 —0.41
(0.30) (0.35) (0.33) (0.34)
Retired 0.43 —0.15 0.09 -0.19
(0.24) (0.27) (0.26) (0.25)
Occupation (ref.: Manager) . Middle class 0.06 0.16 0.41 0.23
(0.21) (0.24) (0.24) (0.24)
. Skilled working class 0.20 —0.04 0.05 —0.05
(0.27) (0.32) (0.30) (0.32)
. Unskilled working class 0.53 0.18 0.11 0.11
(0.35) (0.40) (0.36) (0.38)
. Other occupation —0.003 0.11 —-0.43 0.83*
(0.33) (0.36) (0.37) (0.36)
. Inactive —0.15 0.17 0.29 0.71
(0.35) (0.37) (0.39) (0.38)
Partisanship (ref.: Conservative) . Far left —0.73** —0.74* 0.01 —0.62*
(0.26) (0.30) (0.29) (0.30)
. Social democrats —0.78*** —0.77** —0.36 —0.43
(0.22) (0.25) (0.25) (0.25)
. Liberals —0.28 —0.93 0.21 —0.19
(0.49) (0.51) (0.53) (0.47)
. Greens —0.58* —0.51 —0.04 —0.23
(0.29) (0.33) (0.32) (0.32)
. Far right —0.41 —0.27 —0.04 0.10
(0.31) (0.37) (0.36) (0.37)
. Other party —0.14 —0.47 —0.12 —0.79*
(0.38) (0.38) (0.44) (0.40)
. Abstention —0.42 —0.24 —0.20 —0.32
(0.27) (0.31) (0.30) (0.30)
Pol. interest —0.08** —0.04 0.04 0.02
(0.03) (0.03) (0.04) (0.03)
Trust in gov. 0.05 0.12%* 0.18*** 0.18**
(0.03) (0.03) (0.03) (0.03)
Support for soc. insurance 0.11* —0.05 —0.05 —0.05
(0.05) (0.05) (0.06) (0.06)
Support for soc. investment 0.15** 0.10* 0.08 0.01
(0.05) (0.05) (0.05) (0.05)
Support for redistribution 0.05 —0.02 —0.06 —0.02
(0.04) (0.04) (0.04) (0.04)
Country (ref.: Germany) . Spain 0.81*** —0.58* 0.60* —0.19
(0.21) (0.24) (0.24) (0.24)
. ITtaly 1235 0.04 0.43 0.33
(0.22) (0.25) (0.25) (0.25)
. UK 0.40 0.03 1.06"** 0.38
(0.22) (0.25) (0.25) (0.24)
Constant 487 6.00%** 4.24% 4.76*
(0.62) (0.69) (0.62) (0.66)
Country fixed effects Yes Yes Yes Yes
Observations 1,052 1,070 1,069 1,068
R? 0.11 0.06 0.09 0.10
Adjusted R? 0.09 0.04 0.06 0.08
Residual Std. Error 2.23 2.59 2.53 2.54
F Statistic 4.52% 2.39%* 3.37%* 4135

Note: *p<0.05; *p<0.01; **p<0.001
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women are more likely to oppose fiscal consolidations when there are trade-offs,
confirming existing findings that women tend to be more supportive of the welfare
state (e.gShapiro and Mahajan, [1986). Second, trust in the government has no effect
in the control group but it does have a strong effect on support for fiscal consolidation
in all three treatment groups. This suggests that support for fiscal consolidation is
conditional if it comes at a cost: people who trust the government apparently have
more faith in the ability of the government to cut spending or raise taxes without large

social remedies and hence they are more likely to support fiscal consolidation.

In general, the results indicate that different variables explain preferences towards
fiscal consolidation when citizens are confronted with trade-offs compared to the
baseline scenario without trade-offs. In other words, citizens’ priorities in the face
of trade-offs are determined differently than preferences in the unconstrained setting.
However, the results presented above also have short-comings given that they only
measure the effect of two-dimensional trade-offs. In reality, governments use a va-
riety of different policy levers at the same time in order to achieve their preferred
outcome. To tease out the preferences and priorities of citizens fully, we therefore

need to study them in a multidimensional setting.

Preferences towards multidimensional trade-offs

To study trade-offs in a multidimensional setting, I use the conjoint survey experi-
ment. The benefit of this research design is that it allows me to study how public
opinion changes when policies vary on several dimensions simultaneously. This is
particularly true for the “forced choice” outcome in which respondents have to choose
one of the two profiles in each pairing that they support. In this exercise respondents
have to support one profile from each pair that is shown to them. Therefore, they have
to choose between different packages of policies that vary across different dimensions
simultaneously, allowing me to observe how they evaluate policy trade-offs. The re-
sults from the experiment are shown in Figure[5.5] For each attribute, the plot shows
the AMCEs of increasing or decreasing spending, taxes, or government debt rela-
tive to the baseline (“no change”) on the probability that a given package of policies
is supported. In this instance, the AMCEs can be interpreted as the change in the
probability that a package will win support when it includes the listed attribute value

instead of the baseline attribute value.

Given that respondents have to make difficult choices when completing the exercise,

Figure essentially provides for a priority ordering. First of all, the results in-
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Figure 5.5: AMCEs from conjoint survey experiment, pooled
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dicate that respondents are reluctant to decrease government spending or increase
taxation. Lower pension spending reduces the probability that respondents chose a
fiscal package by 6.4 percent, while lower education spending reduces the proba-
bility by 5.0 percent Similarly, increasing both income tax or VAT have effects
of the same magnitude, reducing the probability that respondents support the fiscal

package.

Second, increasing government spending and reducing taxation are less popular than
commonly thought. Increasing pension spending has a small effect on support for the
overall package, but the effect of increasing education spending is not statistically
significant. Importantly, decreasing income tax or VAT has no negative effect at all,
indicating that the low tax doctrine is not strongly rooted in public opinion At
the same time, the results confirm findings from other research that voters strongly
support progressive taxes: raising top income tax increases support for the overall
package by 11.3 percent, while reducing top income tax lowers the probability that

respondents support the package by 11.1 percent (compared to the status quo).

16 A1l these effects are relative to the baseline, which is “no change” (the status quo) for all attributes
included.

7This indicates that most respondents consider the current level of taxes appropriate, as Ballard-
Rosa et al.[(2017) also found for the US.
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Finally, and most importantly for the purposes of this chapter, government debt does
not have a very strong impact on the overall level of support for a fiscal package. De-
creasing government debt does not have a statistically significant effect, suggesting
that respondents are not as fiscally conservative as the existing literature assumes.
The effect is very close to zero and this effect is robust across several robustness tests
presented in the appendix. Increasing government debt has a negative effect on the
likelihood that individuals support a given fiscal package, but this effect is extremely
small (1.7 percent). The results therefore seem to suggest that government debt is
essentially irrelevant for the evaluation of the packages that were presented to re-
spondents. Decreasing government debt is not a priority for citizens, who care more
about protecting the benefits that they receive from government spending without

having to pay additional taxes for them.

Heterogeneous effects: Analysis of conjoint experiment by subgroups

There are some reasons to believe that the priority ordering varies across individuals,
i.e. that there is a heterogeneity in the effects estimated above. Conjoint analysis
does not allow me to test this explicitly because respondents are not shown all of the
possible budgetary proposals (due to the relatively high number of combinations).
To test whether the priority ordering identified above is stable across respondents,
however, I can use sub-group analysis, which is common practice in conjoint analysis.
Initially, I consider four different individual-level variables that could be associated
with heterogeneity in effects, including income (Figure [5.6), class (Figure [5.7), and
electoral constituencies (Figure [5.8).

The most striking aspect of all three figures shown below is that there are only very
small differences across the sub-groups. The direction of the effects does not vary
at all, while the magnitude of these effects also remains remarkably similar. In each
case there are some differences, but they are very small. For example, the effect
of increasing education spending is positive for left-wing voters, but fails to reach
statistical significance for people on the right (Figure [5.8). Similarly, according to
Figure[5.7] increasing education only has a statistical significant effect for the middle
class, while the opposite is true for increasing government debt. In other words, the
middle classes put a higher premium on education spending but they also prioritise

balanced budgets more than other social groups.

The additional analyses shown in Appendix confirm that the heterogeneity of

effects is very small across different socio-economic groups. The appendix includes
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Figure 5.6: AMCEs from conjoint survey experiment by income group
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sub-group analyses for left-right self-placement, wealth, employment status, and atti-
tudes towards redistribution, which confirm that the priority ordering identified above
remains remarkably stable across different groups. In other words, in terms of public
opinion, there seems to be a consensus about fiscal priorities in the case of strong
trade-offs.

However, as suggested above, there may still be differences across different contexts.
To test this, Figure [5.9| shows the results from the conjoint experiment by country.
They indicate again that the general pattern from above also holds across the four
countries. There are some small differences across countries, but most of them fail
to reach statistical significance. One interesting exception is the effect of “increas-
ing government debt”, given that Italy is the only country where this attribute has a
negative effect. This supports the conclusion from Chapter [4]that the alleged stability
culture in Northern Europe is a myth. Voters in Germany do not prioritise reducing
government debt more than voters in other countries; rather, fiscal consolidation is
supported most in the country with the highest level of government debt, indicating

that public opinion might follow a thermostatic logic, as argued in Chapter 4]
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Figure 5.7: AMCEs from conjoint survey experiment by occupation
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Figure 5.8: AMCEs from conjoint survey experiment by partisanship
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Figure 5.9: AMCE:s from conjoint survey experiment by country
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Conclusion

In conclusion, the chapter presented evidence that citizens change their preferences
towards fiscal policies when they are confronted with trade-offs. In fact, the schizophre-
nia that many scholars have identified among the public with regard to fiscal attitudes
vanishes when one accounts for the multidimensionality of fiscal policies. According
to the split-sample experiment, support for fiscal consolidation drops significantly
when individuals are confronted with different possible trade-offs that these policies

might have.

The conjoint survey experiment confirmed this finding. It tested how respondents
prioritise different policies when they are forced to consider fiscal policy trade-offs
on several dimensions simultaneously. The results indicate that the public has a clear
priority ordering. On average, people are still opposed to retrenchment but they do
not support lowering the level of taxation or government debt; instead, they support
a more progressive tax system to pay for higher government spending. Support for
fiscal consolidation, in other words, is not as strong as the data from the previous

chapter suggests. Importantly, this finding helps us to make sense of some of the
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political turmoil in Europe in the wake of the Great Recession. As austerity has
become the predominant response to the economic crisis, political actors have priori-
tized a policy - lowering government debt - that the public apparently cares very little

about.

This finding is in line with emerging research that austerity is more costly than the
existing literature suggest (Hiibscher and Sattler, [2017; Hiibscher et al., 2018} |Bo-
jar et al., 2018) and it helps us to make sense of the political turmoil that we have
observed in Europe in the last few second, including the electoral crisis of social
democratic parties (see discussion in the conclusion 8| In the past few years, gov-
ernments implemented austerity by cutting spending and increasing taxation across
Europe. In many cases these cuts were combined with structural reforms. The brunt
costs of these packages were often directed at individual groups (e.g. unemployed,
pensioners, public servants) and thus the costs of austerity were very clear. Put dif-
ferently, the trade-offs associated with austerity became explicit and, in line with the
evidence from above, austerity policies had significant costs for governments and

parties, which implemented them.

Future research should further investigate how and why the conflicts about fiscal con-
solidation exhibit a different political dynamic when the trade-offs are fully acknowl-
edged. In the split-sample experiment used above, the effects of explanatory variables
differ significantly depending on whether and which fiscal trade-off is presented to
individuals. Furthermore, the conjoint survey experiment revealed a clear priority
ordering with regards to fiscal policies, which hardly changes across socio-economic
groups. In other words, there seems to be a normative commitment to certain poli-
cies, which is shared widely across the different sub-groups analysed above. In order
to fully explain public opinion towards fiscal consolidation, future research should

further analyse the determinants of this priority ordering.

However, for the purposes of this thesis, the implications of the above findings are
already two-fold. First, regular opinion polls on attitudes towards fiscal consolidation
may consistently overstate the support for these policies. Although a majority of peo-
ple agrees that fiscal consolidation is important in principle, the results from above
indicates that this is less so the case when the trade-offs are fully acknowledged. In
this case, fiscal consolidation is not a priority. Second, at least in theory, this also
makes the electoral pressures for fiscal consolidation, which the previous chapter re-
vealed, less binding. If parties from the left manage to convince voters that fiscal
consolidation is costly, they may be able to find sufficient support for mobilising

against austerity.
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In the following, Chapter [6]and Chapter 7] will turn to the question why social demo-
cratic parties did not do this during the Great Recession. They will show how electoral-
strategic considerations were combined with economic and ideational arguments in
favour of austerity policies within the British Labour party and the German SPD. To
briefly foreshadow the results, the analysis suggests that parties had a flawed con-
ception of public opinion, failing to grasp how contested austerity policies would be.
Moreover, they drew on a specific set of economic ideas that legitimised austerity
among social democratic policy-makers, which made it unlikely for them to contest
austerity. The conclusion (Chapter [8) will take up the findings from this chapter
again, considering whether social democratic parties could have pursued a different

policy and with what kind of success.



Chapter 6

The Fiscal Policies of the British
Labour Party in Times of Crisis:

Where are all the Keynesians

Gone?

Introduction

In the UK, Labour’s party response to the Great Recession felt like a roller-coaster
ride. In the immediate aftermath of the 2008 financial crisis, the Labour government
under Gordon Brown recapitalised the banks and implemented a Keynesian stimulus
programme to reflate the economy. As a result, the government’s budget deficit in-
creased to nearly 10 percent of GDP in 2009 and ahead of the 2010 election Labour’s
reversed course. It proposed a deficit reduction plan including cuts that were sup-
posed to be “deeper and tougher” than Margaret Thatcher’s cuts in the 1980s. Labour
still lost the elections in 2010 and found itself in opposition when a coalition gov-
ernment of the Conservatives and the Liberal Democrats (LibDems) implemented
austerity. In the beginning, Labour criticised this programme on Keynesian grounds,
but over the electoral cycle the party shifted back towards fiscal conservatism, and
eventually included a triple budget responsibility lock on the first page of its mani-

festo for the 2015 election.

In this chapter, I attempt to analyse this puzzling roller-coaster ride. To this end, the

chapter combines a quantitative content analysis of election campaigns from before
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and after the financial crisis with a qualitative case study. The quantitative content
analysis shows that Labour remained wedded to a centrist fiscal policies in response
to the crisis, whereas it attempted to shift its position on welfare and economic liber-
alism. This resulted in an inconsistent economic programme that combined policies
in a piecemeal fashion. The qualitative case study uses “explaining-outcome process
tracing” (Beach and Pedersen, |2013), attempting to explain this response. Mainly
based on 20 interviews with Labour politicians and policy-makers, it argues that both
electoral-strategic calculations and the influence of lingering economic ideas from

the Third Way shaped Labour’s response.

The party was driven by New Keynesian ideas, which it had maintained despite the
dominance of neoliberal economic paradigm since the 1970s (Blyth and Matthijs,
2017). Leaders like Gordon Brown, Ed Miliband, Alistair Darling, and Ed Balls were
clearly influenced by Keynesian theory and initially tried to implement a strategy that
would take Keynes’ insights seriously. However, as the deficit of the government’s
budget nearly grew into the double digits, the public discourse became increasingly
concerned with the sustainability of the government’s levels of debt. Warnings by
the Conservatives and large parts of the British government resonated with voters,
who tend to equate the government’s budget with that of a private household (see
Chapters 4 and [5). The Labour government was, consequently, pre-occupied with
the need to establish economic credibility. Influenced by the extreme conservatism
of the economic debate in the UK, the party took a page from New Labour’s play
book and tried to reassure voters that it could be trusted with the public finances. It
sacrificed aggressive Keynesian demand-stimulus on the altar of economic credibil-
ity, but among social democratic policy-makers this strategy was also legitimised by
ideas based on supply-side Keynesianism. These ideas had already shaped the party’s
programme prior to crisis, and in the absence of a new economic paradigm, they still

influenced the Labour party in the wake of the financial crisis.

To make this argument, the chapter proceeds in five steps. First, I briefly review
the economic policies that Labour espoused since 1945. This analysis will necessar-
ily remain incomplete, but it is important to contextualise the policies that Labour
adopted in response to the economic crisis. Second, I use the dataset from Chapter
to analyse the response of the Labour party to the economic crisis before I attempt
to explain this response by way of process-tracing. This analysis distinguishes four
different periods in Labour’s response to the Great Recession and pays close attention
to the nature and timings of policy shifts. In this way, it shows how electoral-strategic

considerations were combined with economic arguments to justify fiscal orthodoxy.
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Fourth, I consider the legacy of the Third Way, which Labour had embarked upon
prior to the crisis. I argue that there was an element of path dependency (due to feed-
back effects from the Third Way), which constrained the Labour party in the context
of the Great Recession. Finally, I conclude by analysing the implications of Labour’s

trajectory since 2015 for my analysis.

Labour’s economic policies before the Great Recession

The Labour party had a complicated relationship with economic policies in the 20th
century and in particular with fiscal policies. In the post-war period, there are three
broad phases in which Labour had different policies and I refer to these periods as
“The reign of Keynesianism” (1945-1976), “In the Shade of Monetarism” (1976-
1997), and “New Labour’s Symbiosis” (1997-2008).

The reign of Keynesianism (1945-1979)

After the end of the Second World War, Clement Attlee won a resounding election
victory in 1945 and faced a herculean task: he had to rebuild the economy and de-
velop a welfare state that the Labour movement demanded, while the British govern-
ment was virtually bankrupt. The Labour government lived up to the task and built the
British welfare state from the ashes of the war largely by following the recommenda-
tions of the Beveridge report Based on the 1944 White Paper on Employment Pol-
icy, the government made full employment the primary aim of government policies
This marked the beginning of the British post-war Keynesian consensus: for the next
thirty years, Labour and the Conservative Party agreed that governments should use
macroeconomic policies to maintain a high and stable level of employment. Follow-
ing Keynes, who told governments to ‘look after unemployment and the budget will
look after itself’, there was a general expectation that the state would not allow deep
recessions and high levels of unemployment to persist. Instead, successive British
governments used government spending to fine-tune the economy, creating the eco-
nomic confidence that would enable long-term investments in the economy (Jones,
2014).

IThe Beveridge report had already proposed widespread reforms to address the most pressing social
problems in the UK in 1942.

2The White Paper took up the economic thinking of John Maynard Keynes, and stated that ‘the
government accepts as one of their primary aims and responsibilities the maintenance of a high and
stable level of employment after the war.’
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Although Keynesianism evolved in response to new economic challenges (Hall,[1986),
governments generally accepted that they should use fiscal policy to stabilise the
economy during the post-war era The Keynesian consensus was only challenged by
new economic developments in the 1970s. Following the end of the Bretton Woods
system and repeated oil shocks in the early 1970s, “stagflation” shed doubt on Key-
nesianism. It questioned the Phillips curve, which described a historical inverse re-
lationship between unemployment and inflation, and in combination with repeated
balance of payment problems, it created problems that Keynesian economists could
not easily make sense of In response to the recurring crises, the Conservative gov-
ernment under Edward Heath initially adopted a muddled response. Prior to the 1970
election, Heath had endorsed free-market solutions, but when unemployment rose
significantly, he made a u-turn in economic policy and reverted to a Keynesian stim-
ulus. Yet, the so-called “Barber” boom (named after chancellor Anthony Barber)
did not last long and soon the government was embroiled in a conflict with the trade
unions. Trying to bolster his government, Heath called for an early election, which
he narrowly lost to Harold Wilson, who was able to form a Labour minority govern-

ment.

Wilson had campaigned on the maintenance of the welfare state and initially in-
creased government spending. Yet, the Keynesian tools seemed powerless in the
face of stagflation and by 1975 Chancellor Dennis Healey felt compelled to increase
taxes and decrease public expenditure in order to tackle the budget deficit. However,
as Healey recalls, ‘almost all of the spending cuts ran against the Labour party’s prin-
ciples and many also ran against our campaign promises’ (cited in [Burton, 2016, p.
32) As a result, the left wing of the Labour party rebelled and defeated proposals
for further cuts by Healey in the House of Commons in March 1976. Eventually,
Harold Wilson resigned as Prime Minister, but when James Callaghan became the
new leader of the Labour Party and Prime Minister, the situation further escalated.
Investors believed that the British pound was overvalued and there was significant

downward pressure on the currency. Moreover, the Labour government struggled to

3The Labour party fully supported this consensus, but most Labour governments were still in-
ternally divided about their spending plans. This division was often related to successive balance of
payment crises that the UK faced after the Second World War. For example, in the early 1950s chan-
cellor Hugh Graitskell felt compelled to propose an “austerity-budget” after the Korea war had begun,
imposing a heavy financial burden on the British government. Similarly, in 1970 chancellor Roy Jenkins
infuriated large parts of the Labour movement by presenting a budget that contained few pre-election
sweeteners. In both instances, Labour lost the following elections but even the Conservatives remained
wedded to the basic tenets of the Keynesian consensus.

4The Phillips curve was named after the Keynesian economist William Phillips, who showed that
this relationship existed empirically. Based on it British governments had sought to reach an acceptable
point on the Phillips curve by trading-off some inflation for lower unemployment (Hall| 1986).
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honour its fiscal obligations, and against this background, James Callaghan addressed
his own party in a speech at the Labour conference in September 1976, which is of-
ten viewed as the hallmark that ended the Keynesian consensus (Hall, 1986, p. 95).
In this speech, Callaghan argued that ‘the cosy world we were told would go on for
ever, where full employment would be guaranteed by a stroke of the Chancellor’s
pen, cutting taxes, deficit spending, that cosy world is gone.” He continued by being

even more explicit:

We used to think that you could spend your way out of a recession, and
increase employment by cutting taxes and boosting Government spend-
ing. I tell you in all candour that that option no longer exists, and that in
so far as it ever did exist, it only worked on each occasion since the war
by injecting a bigger dose of inflation into the economy, followed by a

higher level of unemployment as the next step (Callaghan, [1976).

In that same month, the government turned to the IMF and requested a loan to solve
its difficult fiscal situation. In and of itself, this was not a dramatic event given that
the UK had repeatedly borrowed from the IMF since the end of the Second World
War. Based on pessimistic Treasury forecasts in 1976, however, the UK asked for
the largest loan that had ever been requested up to this point. Moreover, the IMF tied
the loan to economic conditions, which committed Labour to rigid spending cuts.
After long negotiations with his own cabinet and the IMF, the government eventually
agreed to such cuts in return for a loan worth $3.9 billion. This paved the way for
a bitter battle within Labour and eventually contributed to the so-called “Winter of
Discontent”, when a series of strikes against Labour’s income policy undermined the

common notion that Labour could control the unions.

In the shadow of monetarism (1979-1997)

Following the IMF crisis and the Winter of Discontent, Labour’s reputation for eco-
nomic management was severely damaged, and in 1979 James Callaghan lost the
election to Margaret Thatcher. Thatcher’s arrival heralded the rise of monetarism
(Hall, {1986), but the Labour party had dealt the first blow to Keynesianism. Even if
the party’s policy was not fully monetarist under Harold Wilson and James Callaghan,
Labour had already given more weight to inflation and less to unemployment than be-
fore (Hill, 2001, p. 124-25). This was also expressed by James Callaghan in his 1976
speech cited above, when he said that ‘the first priority of the Labour Government

must be a determined attack on inflation’ (Callaghan, |1976). Moreover, the budget
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deficit became a concern as the Labour government was unable to spend its way out
of the recession, leaving both unemployment and inflation at a high level. This helped
Thatcher to engineer a wholesale paradigm change. She made inflation the main goal
of her “Medium Term Financial Strategy” announced in 1979. Limiting the growth
of money supply and the budget deficit, she ushered in the turn from Keynesianism
towards a monetarism (Blyth, 2002; Matthijs, 2011).

The failure of Keynesian policies to cure the economic problems of the 1970s con-
tributed to the internal conflict that emerged within the Labour party after the defeat
in the 1979 election. When Michael Foot from the left-wing of the Labour party won
the leadership, a group of MPs around the former chancellor Roy Jenkins broke away
and formed the Social Democratic Party (SDP) in 1981. Michael Foot initially tried to
reassert Keynesian principles, but after the election loss in 1983 the tide turned within
the Labour party. Under the leadership of Neil Kinnock and the Shadow Chancellor
Roy Hattersley, Labour developed supply-side policies, indicating a greater focus on
the need for structural change to tackle unemployment. As Hill (2001} p. 147) ar-
gues, ‘full employment remained the objective, [but] it was recognised that traditional
Keynesian reflation of the economy would not only run into a balance of payments
constraint but, more seriously, a lack of industrial capacity that would be needed to

cope with any such increase in demand and so generate employment.’

The Conservative government also constantly reminded the electorate about Labour’s
economic record in the 1970s and Labour thus became concerned with increasing its
economic credibility. The party decided that all policy proposals in Labour’s mani-
festo would undergo a careful cost assessment prior to the 1992 election. Still, the
Conservatives claimed that a Labour government would raise taxes and cause in-
flation, which the Conservatives called “Labour’s Double Whammy”. In particular,
the claim that Labour would raise taxes to fund increases in government spending
— dubbed Labour’s “tax bombshell” — was an effective campaign message, which
undermined Kinnock’s efforts to overcome Labour’s image as a “tax-and-spend”
party. Labour even developed a shadow budget, which was supposed to give clar-
ity about Labour’s tax and spending proposals, but the party still lost the election in
1992.

This electoral loss had a scarring impact on the Labour party and in the next few years
Labour’s economic policy was guided by the aim to further enhance its economic
credibility. Although there was a brief shift back to Keynesianism and demand-side
policies immediately after the election (Corry, [1994; Hill, [2001), the party increas-
ingly emphasised its ability to control inflation. This was particularly true after Tony
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Blair became leader of the Labour party and Labour adopted the Third Way. In his
1995 Mais Lecture he argued that ‘low inflation... is the essential prerequisite both
of ensuring that business can invest and that supply side measures can work to raise
the capacity of the economy to grow’ (cited in [Hill, 2001, p. 158). Led by Gordon
Brown and his advisor Ed Balls, the party sought to assure the electorate and the busi-
ness community that Labour could be trusted to run the economy. Labour, therefore,
also accepted orthodox spending policies, which Gordon Brown outlined in a major
speech in 1995 (cited in Keegan, 2004, p. 145):

First, Labour will be committed to meeting the golden rule of borrow-
ing — over the economic cycle, government will only borrow to finance
public investment and not to fund public consumption. Second, along-
side this golden commitment, we will keep the ratio of government debt
to GDP stable on average over the economic cycle and at a prudent and

sensible level.

On top of these fiscal rules, Brown and Balls attempted to assure voters that Labour
would not increase taxes in order to avoid a repetition of the 1992 election. Going
into the 1997 election, they pledged to maintain the Conservatives’ spending plans
for two years and the levels of direct taxation for the entire parliament. In this way,
Labour’s fiscal policies had became more a political tool to win the election than an

economic tool to manage the economy.

New Labour’s symbiosis (1997-2008)

The 1997 election swept Labour into office with a landslide victory. Afterwards,
Gordon Brown moved quickly to implement his economic policies. Four days after
the election, he made the Bank of England operationally independent and committed
the government to the fiscal rules that he had first set out in 1995. He fortified his
reputation for prudence (Keegan, [2004) by sticking to the spending and tax plans of
the Conservative party, as he had promised before the election. As a result, many ob-
servers claim that New Labour wholeheartedly accepted the conservative economic
doctrine based on monetarism (e.g. Hay, 1999, 2004; |Hutton, |1999; (Carstensen and
Matthijs, 2018) However, in retrospect the picture is more complicated both in terms
of New Labour’s economic doctrine and the policies that the Blair and Brown gov-

ernments actually implemented (Keegan, [2004; |Clift and Tomlinson, [2007).

First, New Labour’s economic doctrine did have a strong focus on the supply-side,

but it was still influenced by Keynesian economic thinking. Their economic texts and
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speeches were still sprinkled with Keynesian references (e.g. Brown, 1998, [1999a,
2001; Balls, |1998; Balls and O’Donnell, |2001) and they never explicitly gave up
fiscal policy. According to [Clift and Tomlinson (2007), the central theme of New
Labour’s argument was the creation of a framework which would allow the govern-
ment “constrained discretion” in fiscal terms. It was ‘developed to reconcile both the
securing credibility with international financial markets and substantial fiscal policy
space to pursue domestic economic policies of broadly Keynesian character’ (Clift
and Tomlinson, 2007, p. 48). In the words of Ed Balls himself ‘the scope for, and
likely success of, using fiscal policy to support monetary policy during a down swing
in the economic cycle is likely to depend on the soundness of the medium term fiscal
position’ (Balls and O’Donnell, 2001, p. 135).

Although New Labour emphasised that the government cannot fine-tune the econ-
omy, they also argued that this was a misapplication of Keynes himself (Brown,
2001, p. 37). Instead, governments had to gain the credibility of international mar-
kets by keeping inflation and fiscal deficits low in order to use an activist fiscal policy
when it was needed. In line with the dominant macroeconomic paradigm at the time,
New Labour identified inflation as an important problem but it also recognised that
macroeconomic policy should be used for other purposes In other words, Brown
believed in the importance of full employment as an economic objective, but in line
with supply-side Keynesianism, he argued that macro- and microeconomic concerns
cannot be separated. Thereby the Chancellor situated his analysis in the macroeco-
nomic mainstream of the timeEJ He took a strong interest in supply-side policies
and changed the role of the Treasury in the British economy accordingly (Keegan,
2004, p. 247). In the short-run, New Labour ‘carefully reserve[d] a role for demand
management in determining the level of employment, albeit alongside supply-side
policies’ (Clift and Tomlinson, 2007, p. 57).

Second, the importance of Keynes for New Labour also became obvious in the poli-
cies that Labour pursued in government. After coming to office they implemented a
sequential strategy (Keegan, 2004, p. 242). In the first two years in office, Brown
stuck to the Conservative freeze on public spending, as New Labour had pledged be-
fore the 1997 election. In these two years, fiscal policy was mostly used for a political

objective: to gain the trust of voters and markets by proving that Labour could control

SFor example, in his Mais Lecture in 1999 Brown said that "the role of a macro-economic policy is
not simply to bear down on inflation but by creating a platform of stability to promote growth and em-
ployment... in other words, macro-economic and micro-economic policy are both essential — working
together — to growth and employment’ (cited in Clift and Tomlinson, 2007, p. 55).

5Brown was strongly influenced by his advisor Ed Balls, who had studied under New Keynesian
economists like Lawrence Summers or Larry Katz at Harvard University.
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and direct spending in a responsible manner (cf. Keegan, 2004, p. 250). Brown and
Balls repeatedly rejected the concept of tax and spend ‘for political and vote-catching
purposes’, which was ‘a reaction, indeed an overreaction, not only to all those succes-
sive electoral defeats but also to the prevailing climate of the times’ (Keegan, 2004,
p- 239). As Hopkin and Alexander Shaw| (2016, p. 356) argue, ‘by signing up to
the economic orthodoxy of the time... Labour could gain credibility in the financial
markets and reassure markets and voters that the party would run the economy com-
petently.” After Labour had proven that they could control public spending in the first
two years, they changed course, though: in the Comprehensive Spending Review

1998, the government laid out their plans to increase government spending

In hindsight, this bifurcated strategy was remarkably successful: by increasing Labour’s
economic credibility, it allowed them to shape the popular consensus that invest-
ment in public services was both necessary and affordable. Labour built on this
success and increased government spending again beginning in 1999, which became
imperative in the context of sluggish international growth in the early 2000s. By
investing in Britain’s public services, it enabled Labour to achieve its political objec-
tives it brought welfare standards closer to the levels of provisions in continental
Europe (Gamble, |2005) and pursued “redistribution by stealth” (Keegan) [2004). As
the Guardian’s economics editor Larry Elliott (2000) already wrote in 2000, this led
to the rehabilitation of Keynes in the Treasury and ‘the big increase in departmen-
tal spending... was, according to Brown’s advisers, the beautiful Keynesian butterfly

emerging from the ugly monetarist chrysalis.’

As Keegan| (2004, p. 252) argues, Brown’s ultimate aim was a ‘return to the politics
of “tax and spend” after the Labour government had demonstrated how fiscally re-
sponsible it was.” Although the economic doctrine of New Labour was not always
clear, its fiscal policy was strongly influenced by supply-side Keynesianismﬂ On
the one hand, the architects of New Labour accepted the importance of stability and
low inflation as well as the dominance of supply-side factors to determine long-term

economic growth. On the other hand, New Labour also emphasised that the state

7In the introduction to the Comprehensive Spending Review 1998 of the government, Blair wrote
that investment would not be possible ‘if the economy lurched from boom one year to bust the next. That
is why we have taken a prudent approach to public finances. We have stuck rigidly to tough spending
plans since the Election... This government will spend only what it can afford’ (cited in Burton, 2016}
p. 65).

8New Labour increased the ratio of government expenditures to GDP from under 36 percent in 1998
to 41.4 percent in 2007. This increase was mostly achieved by focusing spending on investment in ed-
ucation and health (Carstensen and Matthijsl 2018) but, more generally, New Labour used government
spending to improve the British public services.

9This is in line with [Hodson and Mabbett (2009, p. 1042), who also argued that New Labour’s
paradigm ‘was based on the dominant New Keynesian consensus in macroeconomic theory.’
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had an important role to play in the economy. In response to economic crises, gov-
ernments should maintain demand in the short-term, thereby preventing hysteresis
and ensuring long-term growth. Contrary to what |Carstensen and Matthijs| (2018)
suggest, New Labour did not become a full-fledged convert of neoliberalism — at
least not with respect to fiscal policy. Initially, fiscal prudence was a political strat-
egy to gain credibility, but it later gave way to a fiscal policy in line with supply-side

Keynesianism.

Economic crisis and the response of the Labour party

Labour had been in government for eleven years, when the financial crisis struck in
September 2008. In the uncertainty following the collapse of the US American in-
vestment bank Lehman Brothers, there was a large fall in the British stock market
and some of the largest British banks were pushed to the brink of default. Moreover,
the financial crisis also had a significant impact on the British real economy. Despite
attempts to reflate the economy, British GDP contracted sharply by 4.3 percent (Fig-
ure and unemployment increased to 7.6 percent in 2009 (Figure [6.2)). The fall
in GDP had been unprecedented since the 1930s, creating fears that the UK would
face a long depression. In the end, the UK recovered fairly quickly as it returned
to growth again in 2010. Still, the economy continued to experience meagre growth
until 2013 and it nearly entered a double-dip recession in 2012 when GDP only grew
marginally.

To examine the response of the Labour party to this economic crisis, I use the data
from Chapter 3| The advantage of this data is that it allows me to again classify
economic issues into the three meta-categories used above, i.e. welfare, economic
liberalism, and budgetary rigour. For six North-Western European countries, the
dataset also includes data from elections since the 1990s and one election from the
1970s as a historical benchmark. The data thus enables me to put Labour’s economic
response to the Great Recession into a historic perspective. To focus on the larger
programmatic shifts of Labour over time, I classify the elections into five different
periods shown in Table For each period, I first calculate the aggregate left-right
position for the Labour party and the Conservatives to examine whether there was a

neoliberal convergence prior to the crisis.

The results are shown in Figure|6.3| It indicates that historically the difference be-
tween the Labour and the Conservatives was not very large in terms of their economic

programme; in the 1970s, the weighted left-right position of the two mainstream
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Table 6.1: List of elections by time period

Time Period Election
1970s 1974
1990s 1992, 1997

Pre-crisis 2001, 2005
Crisis 2010, 2015
Post-crisis 2017

British parties was already fairly close. Following the logic of the majoritarian elec-
toral system, both parties usually attempted to occupy the centre-ground and compete
for the median voter. Nonetheless, it is surprising that Labour’s left-right position
during electoral campaigns in the 1990s and the early 2000s was very similar to the
position in 1976. Although New Labour’s Third Way distinctively changed the eco-

nomic programme of the party, this did not translate into a radical different electoral

programme.

Figure 6.3: Left-right position of Labour and the Conservatives over time
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Note: The figure shows the weighted average position of Labour party and the Conser-
vative party on all economic issue categories (welfare, economic liberalism, budgetary
rigour). The positions are weighted by the relative salience of each category.

In the context of the crisis, however, Labour did shift its position towards the left, as
indicated by Figure The shift was largest after Jeremy Corbyn had become the
leader of the Labour party, but it was already substantial during the Great Recession.
This crisis partly reversed the convergence of the Labour party and the Conservatives,
as the gap between the two parties widened in the 2010 and 2015 elections.
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To properly characterise Labour’s response to the crisis, it is thus useful to distinguish
between the position on the three different economic categories identified above. The
results of this exercise are plotted in Figure It shows that in the 1970s, there was
already a certain degree of variation in Labour’s economic position. Its position
on the welfare state was more left-wing than its position on economic liberalism,
while it adopted centrist fiscal positions, as described above. In the 1990s, these
differences disappeared as the party moved towards the right on welfare and to the
left on budgetary rigour. In this period, which combines the 1992 election under
Neil Kinnock and Tony Blair’s first election from 1997, the Labour party had a very

consistent programme.

Figure 6.4: Left-right position of the Labour party for different economic categories over
time
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Note: The figure shows the position of Labour on different economic issue categories. +1
refers to support for budgetary rigour, economic liberalism, and opposition to welfare,
respectively. The size of the symbols corresponds to the relative salience of each category
for each party.

However, this consistency was short-lived and undermined as the Third Way took
shape. As part of the Third Way, Labour moved to the left on welfare, but it noticeably
adopted more centrist positions on economic liberalism and budgetary rigour. The
Labour party bought into the dogma of the day and supported a flexibilisation of
labour markets and a deregulation of the economy. Despite increasing government
spending from the late 1990s onwards, rhetorically it also continued to support a
prudent fiscal programme. Yet, at least in electoral campaigns, this programme was

combined with a commitment to the welfare state and public service provision.
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The financial crisis undermined this Third Way programme, though. The party shifted
its positions on welfare further to the left and it reversed its support for economic lib-
eralism. It became noticeably less enthusiastic about free markets and begun to cham-
pion state intervention again. For example, the party’s leadership supported tighter
financial regulations, attempted to rekindle its relationship with the unions, and devel-
oped new ideas for state intervention. Still, Labour hardly changed its position with
regards to budgetary rigour. It endorsed orthodox fiscal policies that only marginally
differed from the Conservative position, as shown above. This only changed when
Jeremy Corbyn was elected as the leader of the Labour party in the wake of the 2015
election that the Labour party lost. By the 2017 elections, Corbyn had changed the
party’s programme significantly, competing with left-wing positions with regard to

all three issue categories.

In retrospect, it is puzzling that this did not happen earlier. The Labour party under
Gordon Brown and Ed Miliband lacked a coherent platform based on an economic
paradigm, as defined by |Hall| (1993); rather it combined individual policy initiatives
in a piecemeal fashion. In this way, it did not only fail to win the elections in 2010
and 2015, but it also paved the way for Corbyn and his allies to take over the Labour
party. Therefore, the analysis above begs the question why the Labour party under
the leadership of Brown or Miliband did not change its position on budgetary rigour

in response to the economic crisis.

Explaining austerity from the left in the UK

To explain Labour’s puzzling fiscal policy in response to the Great Recession, I use
“explaining-outcome process tracing” (Beach and Pedersen, 2013). The analysis
starts with the beginning of the 2008 financial crisis and it ends in 2015 when Labour
lost the election and Jeremy Corbyn was elected as the leader of the party. My main
source are 20 elite interviews with Labour politicians and policy-makers conducted
between September 2016 and April 2016. I complement these interviews with evi-
dence from primary and secondary sources, including official documents and public
statements from leading social democrats. As argued in Chapter [I] the interviews al-
low me to unpack the official narrative behind Labour’s economic programme and to
elucidate the causal mechanism behind the party’s response to the crisis. A list of all
interviews conducted is available in Appendix [D.I, which also explains the rational

for selecting the interviewees.
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2008-2010: The crisis years — Labour’s response to the financial cri-
sis

Priming the pump: Bank bailouts and Keynesian demand stimulus

In response to the financial crisis in autumn 2008, the Labour government took de-
cisive action. Chancellor Alistair Darling announced a large bank rescue package
before stock markets opened on Monday morning, 8 October 2008. As Darling said
in a statement in the House of Commons on the same day, the rescue package was
‘designed to restore confidence in the banking system and to put banks on a stronger
footing” |Darling| (2008)). The package went a long way in achieving these aims, but
the British government soon became concerned with the effects of the financial crisis
on the real economy (Dan Corry, personal interview, 17/11/2016). Consequently, the
government also prepared a large fiscal stimulus programme, which was mostly an-
nounced in the annual Pre-Budget Report in November 2008. The measures included
a tax cut for basic rate tax payers, a temporary cut in VAT as well as investment
spending worth £3 billion brought forward from 2010. On top of the automatic sta-
bilisers, the discretionary fiscal measures totalled around £20 billion, as estimated in
the Pre-Budget Report.

Both the recapitalisation of the banks and the stimulus programme were a clear return
to Keynesian economic policies. After New Labour had emphasised the importance
of fiscal prudence for more than a decade, the rhetoric of the government radically
changed. Brown and Darling were ‘fearful that the recession could turn into the
depression’ (Alistair Darling, personal interview, 13/12/2016). As a former adviser
at the Treasury emphasised, ‘there was a strong consensus that we had to support
the economy in response to the biggest recession in history since the 1930s and our
actions were guided by this need to protect the economy’ (Thorsten Bell, personal
interview, 13/12/2016). Therefore, the government followed a classic Keynesian re-
sponse. Although some of the government’s policies were based on the common
sense that the government had to act, the most important actors were heavily influ-
enced by Keynesian thinking (John Denhman, personal interview, 21/04/2017). For
example, Darling (2011} p. 176) justified the stimulus in the following way:

When households and companies spend less, and governments cut pub-
lic spending, recession risks turning into depression. The argument for
maintaining public spending is therefore quite straightforward... cer-
tainly, to start cutting public spending midway through 2008 would have
jeopardised millions of jobs.
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He continued by saying that

In late 2008, I was influenced hugely by Keynes’s thinking... I could see
that if we did not maintain our spending levels, we ran the severe risk
of an inevitable recession turning into a deep depression which might
last for years. More than that, I felt the government would have to do

something extra to stimulate economic growth (Darling, 2011}, p. 177).

To this end, Gordon Brown also formed the National Economic Council, a new body
that became known as an “economic war council”, which was supposed to develop
strategies to respond to the economic crisis. Co-chaired by Gordon Brown and Al-
istair Darling, the body was designed to ‘try to get Departments and the Treasury to
clear the deck, abandon old plans, and force everyone to think anew’ (Dan Corry,
personal interview, 17/12/2016). Brown knew that the financial crisis challenged the
prevailing economic doctrine and was hoping to take quick and coherent action that
would not be obstructed by bureaucratic reasons. As one economic adviser recalls,
‘it was like bang, bang, bang. We went from the Bank recap into the fiscal stimulus,
into asset protection and then quantitative easing. It was just like a series of horrific
events’ (Seldon, 2011, p. 253).

However, Gordon Brown was also acutely aware of the international dimension of
the crisis (Patrick Diamond, personal interview, 25/10/2016; John Denham, personal
interview, 24/04/2017). He realized that action by a single government would not be
sufficient to address the adverse impact of the crisis. Therefore, on top of reflating the
domestic economy, Gordon Brown worked hard to create an international consensus
on the need for stimulus programmes. He was instrumental in initiating a G-20 sum-
mit in Washington in November 2008 where leaders agreed on the need to stabilise
financial markets and limit the effects of the crisis. As Neil Kinnock put it, ‘Gor-
don Brown used his contacts in the finance ministries around the world to orchestrate

global action in a Keynesian way’ (personal interview, 06/12/2016).

Given the importance of New Keynesianism for New Labour’s economic doctrine,
this response was actually not very surprising. [Hay (2011, p. 253) views it as a
case of “inter-paradigm borrowing”, but the discussion above suggests that there was
a clear continuation of ideas. New Labour did not ‘[rediscover] the political econ-
omy... of John Maynard Keynes’ (Lee, 2009, p. 30) in 2008; rather the crisis revealed
how important Keynesian ideas had remained for them. New Labour had never fully
bought into the monetarist paradigm but its resolve to use Keynesian deficit spending
had not been tested prior to 2008. This is true even though the increase in discre-

tionary fiscal spending was actually modest compared to what some other countries
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(like France and Germany) did in 2008 and 2009 (Hodson and Mabbett, 2009)
On top of the discretionary changes in spending and taxation, the government also
allowed the automatic stabilisers to work, which contributed to the stimulus more
than in other countries (Darling, [2011). Moreover, as emphasized above, the British
government was also instrumental in orchestrating the international response to the

financial crisis that was very much inspired by Keynesian economic thinking.

The Darling Plan: Labour’s disagreement about how to manage the deficit

Despite the government’s attempts to boost demand, the British economy contracted
significantly in 2009. Paradoxically, a few months after the beginning of the financial
crisis, the most salient economic problem discussed in the public was not growth or
unemployment but the government’s deficit. The deficit grew to nearly 10 percent
of GDP in 2009 (Figure as the bank rescue packages, the automatic stabilisers,
and the stimulus programme increased government spending to a level that had not
existed in Britain for several decades (see Figure At the same time, the govern-
ment’s revenues took a sharp hit, as the government cut the value added tax (VAT) in
2008, and the financial crisis significantly reduced the revenues that the government

could collect from the financial sector.

In response to the large deficit, the public discourse increasingly became concerned
with the sustainability of the rising level of government debt (see Figure [6.7). Al-
though most economists and observers had initially agreed that government spending
was absolutely crucial to prevent an even deeper fall in output, the crisis was soon
viewed as a “crisis of debt” instead of a “crisis of growth” in the public discourse.
This discursive environment presented a new problem for the Labour government, as
it raised the question about how to respond to the rising deficit. The answer to this
question was non-trivial, exposing a split within the government and the Labour party
as a whole that would undermine the coherence of Labour’s fiscal policies for years

to come.

The split first emerged in spring 2009 during the preparations for the annual budget
when senior officials in the Treasury became nervous about the size of the deficit.

10For example, the temporary cut in VAT was central to the government’s plan to maintain con-
sumption and the UK thus relied more on tax cuts than increases in government spending to fight the
recession.

n Britain, the magnitude of this deficit was truly unprecedented since the 1970s. Although the
ratio of government spending to GDP had increased steadily under New Labour since 2000, it clearly
shot up during the economic crisis. Partly this was caused by the fall in GDP shown in Figure|[6.1} but
even in absolute terms the increase of spending was significant.
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Figure 6.7: UK government net financial liabilities, 1970-2015
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They feared that the government was ‘skating on thin ice’ with regard to the bond
and currency markets (Rawnsley, 2010, p. 680) Many key actors recalled the
1976 crisis when the Labour government had to request a loan from the IMF (Nick
Thomas-Symonds, personal interview, 05/10/2016), and the most senior civil servant
in the Treasury Nick Macpherson was determined that this would not happen again
(Seldon, 2011} p. 368). These concerns were fuelled by a series of events in early
2009. In March 2009, the British government failed to sell all government bonds
in an auction for the first time in seven years (BBC News, 2009). Moreover, in
May 2009 the rating agency Standard and Poor’s placed the British Triple A rating
under review for the first time in three decades (Conway, 2009). In this situation, the
Chancellor Alistair Darling increasingly believed that the government would have to
present a plan on how to handle the deficit. He wanted to retain the confidence of
both capital markets and voters by committing the government to halve the deficit
over a four-year period — which became known as the “Darling plan”. To this end,
Darling and his advisers at the Treasury also believed that there would have to be
cuts in government spending in order to make the numbers work (economic advisor
A, personal interview, 13/12/2016).

12For example, the former Financial Services Secretary Paul Myners recalls saying to Alistair Dar-
ling that ‘we have to be careful, Alistair. If the markets refuse to buy sterling paper, we’ll be in really
big trouble’ (quoted in[Rawnsley (2010, p. 680)).
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The Prime Minister Gordon Brown resisted this turn towards economic orthodoxy.
He believed that the Treasury’s forecasts for growth and the size of the structural
deficit were too pessimistic in 2009 and that the government had to maintain its
role as spender of last resort. He was supported by Ed Balls, who recalls saying
to Brown and Darling that it would be ‘unachievable to halve the deficit until 2015’
and that the government ‘should not be cutting spending until the economic recov-
ery was secured’ (personal interview, 12/12/2016). For both Brown and Balls, the
deficit was secondary in importance to growth, which would eventually also reduce
the deficit and level of debt. As an economic historian Brown thought extensively
about the experience of the Great Depression when the actions of the British gov-
ernment worsened the economic crisis by implementing orthodox economic policies
(Patrick Diamond, personal interview, 25/10/2016). As|Seldon (2011} p. 368) argues
‘for Brown... a reluctance to talk about cuts, and turn away from a single-minded

focus on growth was simply consistent with his Keynesian beliefs.’

However, Brown was also reluctant to cut government spending for political reasons,
let alone to use the word “cuts” in public statements. He was very aware of the poten-
tial implications that such a pledge could have on the Labour movement. Influenced
by the work of economic historians like Robert|Skidelsky|(1970), he knew very well
that in the 1930s Labour Prime Minister Ramsay MacDonald and Chancellor Philipp
Snowden had divided the Labour movement by implementing austerity. Allegedly,
Brown even said that to some of his advisers: ‘I refuse to be the next Ramsay Mac-
Donald’ (Patrick Diamond, personal interview, 25/ 10/2016) Furthermore, Brown
believed that New Labour owed much of its success in the 2001 and 2005 elections
to the political narrative that pitted Labour investment against Tory cuts. He wanted
to maintain this division ahead of the 2010 election, fighting the election on the back

of Labour’s successful investment in public services.

Throughout 2009, this division within the government created tensions and the 2009
budget became a compromise between Downing Street Number 10 and the Treasury.
It included Darling’s pledge to halve the deficit over a four-year period, but it did not
include any immediate measures to reduce government spending; rather, the budget
announced future spending cuts and increased taxes to close the deficit. The budget
was not well received by the press, however, and the relationship between Darling
and Brown remained strained. Brown even made plans to replace Alistair Darling

with Ed Balls, whose opinions on the deficit were much closer to his own (Seldon,

13 According to |Seldon| (2011} p. 367), Gordon Brown said: ‘I want a Labour budget, I don’t want
a Snowden budget’ and directed at his Principal Private Secretary Jeremey Heywood he said that ‘you
are not going to turn me into Snowden’.
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Figure 6.8: UK polls, 2005-2015
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2011; Rawnsley, 2010). Yet, during the summer of 2009, the pressures on Gordon
Brown’s government increased. After a disastrous result for Labour in the local and
European elections, there were several resignations from his cabinet and Brown was
widely criticised for mishandling the MP’s expense scandal. In the face of very low
support for the Labour party in the polls (as shown below in Figure [6.8), there were
even rumours of a coup against Gordon Brown.

Gordon Brown thus operated from a position of weakness and did not go through with
his plan to replace Alistair Darling with Ed Balls; rather Brown lost the economic ar-
gument within the government. This became obvious in September 2009, when he
first used the words “cuts” in public. At the annual conference of the Trade Union
Congress (TUC) in Liverpool, Brown agreed to say that ‘Labour will cut costs, cut
inefficiencies, cut unnecessary programmes and cut lower priority budgets’ (Brown,
2009). The speech, however, was fiercely criticised by the trade unions and after-
wards Brown was furious that his advisers and the Treasury had urged him to speak
about cuts. Directed at Peter Mandelson, who had returned from the European Com-
mission to join Gordon Brown’s cabinet, he said that ‘we should not be in this place!
Don’t give me all this about spending cuts! We should not have gone down this

course. It’s got to be about growth, not deficit. Cuts versus cuts will just kill us’
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(quoted in Rawnsley, 2010, 679-80). Yet, his advisers remained ﬁrm Like Dar-
ling, they argued that the public had moved on from the old dividing line of Labour
investment versus Tory cuts. In their opinion, the fundamental lesson from New
Labour was that Labour’s economic plans would only receive a fair hearing if the

media and the public believed that they are fiscally prudent.

As Labour’s political fortune looked increasingly wobbly throughout 2009, these
arguments gained traction within the government because Brown also realised that
the politics of the deficit were becoming a problem (Patrick Diamond, personal in-
terview, 25/10/2016). Furthermore, Peter Mandelson weighted into the debate and
sided with Alistair Darling. After the media had accused Brown of a disregard for
reality throughout 2009, Mandelson believed that Brown was wrong to create ‘the
impression that we would simply keep on spending, borrowing, and taking on debt’
(Mandelson, 2010, p. 477) In the course of 2009, this position became domi-
nant within the government. As the elections in 2010 came closer, the politics of
the deficit became more important than the economics. In the words of Neil Kin-
nock, a widespread belief crystallised that ‘Labour needed to prove that they got the
arithmetic right’ (personal interview, 6/12/2016).

Consequently, Gordon Brown was pushed away from his Keynesian message that
opposed spending cuts; instead, Darling’s position prevailed. Alistair Darling and his
advisers were no fiscal hawks either, though. Darling agreed with Brown that there
should not be a three-year spending review ahead of the election and he believed
that the prevailing uncertainty would make clear predictions very difficult (Darling,
2011). He also agreed to a list of protected spending areas (including health, schools,
police, and development), but he was adamant that the voters and the markets de-
manded a medium-term plan for getting spending and debt under control. In his
own words, opinion polls showed that voters were ‘angry about the recession and the
threat to their jobs and they couldn’t readily comprehend how increased borrowing
or spending would make things better’ (Darling, 2011, p. 225). Therefore, Darling
believed that the government had to gain the voters’ trust, showing that Labour was

prepared to tackle the deficit in order to get borrowing down (personal interview,

41n retrospect, Dan Corry said that ‘politically it was difficult to mange the situation. You cannot
possibly say that the deficit is going up this high without planning to do anything about it. That would
have just been bonkers’ (personal interview, 17/11/2016).

15In more length, Mandelson recalls this episode in the following way: Gordon was resisting any
talk of new cuts in spending to reduce the deficit and debt. I was sure he was right to argue that the
last thing the economy needed at a time of recession was any early reduction in government stimulus.
But there was also politics involved, and the inevitable impression that we were simply in denial about
the scale of the financial hole we found ourselves in... as log as no-one believed us about the public
finances, they wouldn’t believe us on anything else (Mandelson, 2010} pp. 476, 504).
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13/12/2016). To this end, after the presentation of his budget in 2010, Darling even
promised that Labour’s cuts would be “deeper and tougher” than Margaret Thatcher’s
cuts had been in the 1980s.

With this language of cuts, the Labour party all but abandoned Keynesian notions in
public discourse before the 2010 election. Still, the discourse did not have the desired
effect and, arguably, it even played into the hands of the Tories: by moving its own
discourse towards economic orthodoxy, the Labour party allowed the Tories to crit-
icise their handling of the economic crisis more easily. As|D’Ancona (2013} p. 42)
notes, ‘one of the great achievements of the Conservative campaign was to force the
idea of the deficit across voters’ doorsteps, explain that it was a bad thing, and per-
suade them that Brown and his gang would never deal with it’ (cited in|Burton, 2016,
p. 75). This helped the Conservatives to win the election in 2010, when they ousted
the Labour party from power. Labour was punished for having been in government
when the crisis struck, which all but destroyed the party’s reputation for economic

competence.

2010-2015: The austere years — Labour in opposition
“Too far, too fast’’: Labour’s critique of austerity

After the 2010 General Election, the Conservatives and the Liberal Democrats formed
a coalition government and quickly implemented austerity. The new Chancellor
George Osborne first announced spending cuts of £6.2 billion a few weeks after the
election. At the same time, he warned that more measures would be necessary and
announced that there would be an Emergency Budget. He laid the ground for this
Emergency Budget in his Mansion House speech in June 2010. In the shadow of the
first Greek bailout, he warned of the danger of a sovereign debt crisis and blamed
Labour for the size of the budget deficit. He said that ‘dealing with this inheritance
from its predecessor is the single greatest economic challenge the new Government
faces’ (Osborne, 2010). With the aim of balancing the structural deficit by 2015-16,
he introduced spending cuts and tax increases in the Emergency Budget in 2010. In
line with the thesis of expansionary fiscal consolidation, he argued that ‘reducing the
deficit is a necessary pre-condition for sustained economic growth’ (HM Treasury,
2010, p. 1).

Labour, which found itself in opposition for the first time in thirteen years, struggled

to respond to this policy. After the election, Gordon Brown quickly resigned as the
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leader of the Labour party, paving the way for a leadership election during the sum-
mer 2010. As a result, Labour lacked a leader while the Coalition government set
the terms of the fiscal debate: they blamed the Labour government for the state of
public finances and argued that exceptional measures were necessary to reduce the
deficit that they inherited from Labour. This narrative became especially powerful be-
cause Labour became “a punching bag” for both the Tories and the LibDems (Robert
Skidelsky, personal interview, 24/04/2017). The latter had not been in favour of deep
spending cuts before the 2010 election, but they made a u-turn when they entered the
Coalition government. They justified this turn with the exceptionally bad state of the
public finances that Labour had left them. A note by Liam Byrne, the Labour Chief
Secretary in the Treasury, which he left to his successor from the LibDems helped
their case. He wrote that ‘I’'m afraid to tell you there’s no money left’, which be-
came the dominant perception of Labour’s record in government even though it was

intended as a joke (Nick Thomas-Symonds, personal interview, 05/10/2016).

Labour’s response to the Coalition government became more effective after the lead-
ership election in September 2010 was decided. With the support of the trade unions,
Ed Miliband won a surprise victory against his older brother David Miliband and he
was determined to build a strong opposition against the Tory government. He ‘was
the first leader since Michael Foot [who] believed that Labour’s route to power was
to move to the left’ (Balls, 2016, p. 261) and he also had Keynesian instincts. Ad-
dressing the Labour conference after his election as the leader of the party, he argued
that ‘economics teaches us that at times of recession governments run up deficits’ and
that ‘what we should not do as a country is make a bad situation worse by embarking
on deficit reduction at a pace and in a way that endangers our recovery’ (Miliband,
2010). Still, Miliband was concerned that a ‘forthright Keynesian critique of the gov-
ernment’s austerity programme could be painted as “deficit denial™” (Balel 2015 p.
32). He first appointed Alan Johnson as his Shadow Chancellor of the Exchequer,
who tried to stick to the Darling plan. For example, in response to the Coalition’s
Spending Review Johnson argued ‘that there is another way, a balanced approach
that gets the deficit down, but recognises that growth and jobs are not a sideshow to
an economic strategy’ (Mulholland, [2010). Yet, Johnson resigned after three months
as Shadow Chancellor and made way for Ed Balls in January 2011, who was to lead

Labour’s opposition to austerity.

Ed Balls had outlined his arguments about the right response to the economic cri-
sis in a speech at Bloomberg that he made during Labour’s leadership election in

August 2010. Drawing on Keynesian ideas, he argued that ‘the Coalition’s plans for
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rapid deficit reduction now are not just unfair but also unnecessary and economically-
unsafe’ (Balls, 2010). In his opinion, growth and jobs should be the priority in 2010
and 2011 because ‘the danger of too rapid deficit reduction is that it proves counter-
productive.” He called on Labour ‘to set out a clear plan for growth, a more sensible
timetable for deficit reduction, and a robust explanation of why that will better sup-
port our economy and public finances’ (Balls, 2010). Miliband initially worried that
these arguments would not strike the correct chord with the public and was hesitant to
appoint Ed Balls as his Shadow Chancellor. However, once Ed Balls agreed to stick
to the Darling plan as Labour’s official policy, Ed Miliband dropped his reservations
(Bale, [2015} p. 40).

Once Ed Balls had become Shadow Chancellor, he still attempted to set out an alter-
native to the Coalition government and translated his argument from the Bloomberg
speech into Labour policy. He claimed that the government’s spending cuts were a
“reckless gamble”, which was harming the country’s economy. Balls argued that the
cuts were going “too far, too fast”, and in retrospect, he maintains that this position

was correct:

In 2010, at a time when the recovery was vulnerable and when the Eu-
rozone crisis had just erupted, it was absolute not the right time to have
a rapid tightening of fiscal policy... it was a dangerous time to cut fiscal
spending. Once monetary policy had gotten to the zero lower bound, it
was non-sense to argue that tighter fiscal policy allowed for looser mon-

etary policy (Ed Ball, personal interview, 12/12/2016).

The argument made by Ed Balls, however, failed to gain a lot of traction with vot-
ers. As shown in Figure a large share of the electorate thought in 2010 that the
reduction of the country’s level of debt could not be delayed. This relatively broad
support for fiscal consolidation was also shown in a variety of public polls that were
conducted throughout the Parliament (Balel 2015). However, the problem for Labour
was even bigger: a large share of the electorate did not only believe that fiscal con-
solidation was necessary, but they also blamed Labour for these austerity policies.
According to internal polling and focus group work that Labour commissioned, they
blamed the party for the state of the public’s finances in 2010 and criticised the party
for wasteful spending and bad economic management (Marc Stears, personal inter-
view, 09/11/2016; John Denham, personal interview, 24/04/2017). Following the
narrative that the Coalition government had set in the summer of 2010, the deficit
was seen as “Labour’s mess”. As |Goes| (2016, p. 77) argues, ‘the Conservatives

and the Liberal Democrats had successfully managed to convince the public that
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Figure 6.9: Attitudes towards government debt in the UK, 2010-2015
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Labour’s “irresponsible” policies... were responsible for the country’s public deficit
and debt.

Therefore, the question about how to address their own past became important for
Labour and several internal memos were written in search for an answer, for example
by former journalist Thomas Baldwin or pollster James Morris (Thomas Baldwin,
personal interview, 13/12/2016). In private Labour’s leadership did not think that
New Labour had overspent before the crisis. While they accepted that its lax attitude
towards the financial sector had been a mistake, both Miliband and Balls believed
that New Labour’s investments in the early 2000s had been key to save British pub-
lic services. Moreover, they believed that government spending prior to the crisis
had certainly not caused the UK budget deficit, which was largely the result of the
financial crisis. Although some Labour advisers thought that the party should make
these arguments in public (Thomas Baldwin, personal interview, 13/12/2016, Marc
Stears, personal interview, 09/11/2016), the results from focus group research were
discouraging. The evidence showed that the voters could theoretically be convinced
that the crisis and the deficit was not “Labour’s mess”, but this would take a large
amount of time and effort, thereby crowding out any possible communication about
Labour’s plans for the future. In other words, the evidence ‘showed that there were

two options: either you can have a debate about the past or about the future but you
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cannot do both’ (John Denham, personal interview, 24/04/2017). Based on this evi-
dence, the Labour party made the political judgement that it was more important to
speak about Labour’s future plans than the past and they never addressed the claims
by the Coalition government that Labour was to blame for the crisis head on. They
believed Labour’s position was ‘not strong enough to take on the Tories, the LibDems
and the media all at the same time’ and that ‘an argument about what happened in the
past would take it onto Osborne’s ground, whereas an argument about what we would
actually do in the future would be more fruitful for us’ (Ed Ball, personal interview,
12/12/2016).

In response to these electoral pressures, Labour’s strategy was twofold. On the one
hand, Labour accepted that fiscal consolidation was necessary but Balls continued
to criticise the government for the speed of the deficit reduction. He argued that
under Osborne’s watch the economy was “flat-lining” and that austerity choked off
the recession and would eventually cause a double-dip recession. Although he did
not believe that the deficit could be ignored, Balls thought ‘that a balanced, more
Keynesian plan in the middle was more sensible’ and would protect growth and jobs
in the British economy (Ed Ball, personal interview, 12/12/2016). At a joint press
conference in 2011, Ed Miliband and Ed Balls argued that ‘the best way to get the
deficit down was to develop a plan that puts jobs and growth first’ (Goes, 2016, p.
78). Further, at the Labour conference in 2011, they unveiled a five-point plan for
economic growth, which included temporary action on VAT, a levy on bank bonuses,
initiatives for housing and youth employment, as well as the idea to bring forward
infrastructure projects (Balls, 201 1)

On the other hand, Ed Miliband tried to re-frame the economic debate and move
it into more favourable ground. To this end, he set out a fundamental critique of
British capitalism and increasingly spoke about inequality (Miliband, 2010, [2011)).
Influenced by his economic adviser Steward Wood, who had been a student of David
Soskice, he criticised the British growth model for its excessive reliance on finance
and distinguished between companies that are “predators” and those that are “pro-
ducers”. He believed that a reform of the British political economy in the direction
of continental capitalism would create a more prosperous and equal society and at-

tempted to set out an agenda in line with this belief.

16 At the same time, Ed Balls kept criticising the Coalition’s insistence on austerity. For example, in
response to the 2012 budget he wittingly argued in Parliament that ‘the Chancellor is not Robin Hood,
he’s the Sheriff of Nottingham. And as for jobs and growth, he couldn’t give a Friar Tuck” (Balls,
2016).
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The return to prudence: Labour’s shift towards fiscal responsibility

Labour’s dual economic agenda was undermined mid-way through the Parliament
by the changing economic conditions themselves. In early 2013, it emerged that
the UK had narrowly averted a double-dip recession in 2012, and in 2013 growth re-
turned more strongly than expected (Figure[6.1)), while unemployment dropped again
(Figure [6.2). Although austerity weakened the UK recovery that begun in 2010, the
effects of the Coalition’s economic programme were not as dramatic as Labour and
many economists had expected. The monetary policy pursued by the Bank of Eng-
land had offset the negative consequences of the austerity programme to a certain
extent: contrary to the popular notion that monetary policy is powerless at the zero-
lower bound, quantitative easing was relatively successful and acted as ‘an insurance
policy for the Conservatives’ (Robert Skidelski, personal interview, 25/04/2017). Un-
employment in the UK remained relatively low and dropped again in 2013 as new
jobs were created. The quality of these jobs was worse than those lost during the re-
cession and there was a large amount of workers, who worked part-time or remained
underemployment. Yet, this did not show up in the headline figure of unemployment,

which defied Labour’s warnings.

This created a difficult situation for Labour. Neil Kinnock recalled that ‘only the Tory
back-bench was more surprised than Labour that the double-dip recession did not
happen’ (personal interview, 06/12/2016) and Robert Skidelsky argued that ‘the Key-
nesians had logically overstated their case [against austerity] based on the counter-
factual’ (personal interview, 25/04/2017). Balls had tied himself to the notion that
austerity would lead to economic failure by predicting that the British economy was
flat-lining due to Osborne’s policies. As the Financial Times wrote in 2013, ‘the
shadow chancellor’s predictions of a ‘lost decade’ of slow growth... left him politi-
cally exposed’ (Parker and Pickard, [2013). How should Labour have reacted to these
changing economic circumstances? In line with New Keynesian thinking, the Labour
leadership came to believe in 2013 that the output gap was closing as shown in Fig-
ure [6.10, albeit at a diminished trend compared to the pre-crisis period (Ed Balls,
personal interview, 12/12/2016; Rachel Reeves, personal interview, 07/12/2016). In
other words, Labour believed that the financial crisis and the austerity programme
had been a negative supply-shock, reducing the potential output in the UK. The state
of employment was inferior compared to the pre-crisis period and wages were still
stagnating but this was not due to a lack of demand in the British economy. In retro-
spect, Ed Balls explains his way of thinking in the following way (personal interview,
12/12/2016):
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Figure 6.10: UK output gap, 1985-2015
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By 2013, I had to plan on my inheritance being not an economy below
trend but an economy which was on par with a diminished trend. In
those circumstances, I could not be in fiscal denial... Whatever I said
about growth, it was becoming clear that there would have to be some
form of fiscal consolidation because there was absolutely a structural

deficit, not only a cyclical deficit.

The need to reconsider Labour’s macroeconomic programme also emerged due to
political reasons. Since the beginning of 2012, the Labour party had enjoyed a lead
in the polls, but this lead was not very large. There was still a large “credibility gap”
with regards to the economy between Labour and the Conservatives (Bale, 2015} p.
147) and, contrary to the beliefs of the Labour leadership, internal polling showed
that most people in the UK thought that the economy was going in the right direction
(Rachel Reeves, personal interview, 07/10/2016). After disappointing results in the
local elections in 2013, powerful voices emerged within the leadership of the Labour
party that argued for a new economic approach. Individuals like Greg Beales, James
Morriss, or David Axelrod had always urged Ed Miliband to pay attention to the polls
but when Alexander Douglas and Spencer Livermore joined Ed Miliband’s team as
new advisers, the argument became even louder (Marc Stears, personal interview,
09/11/2016). They believed that Labour’s poll lead was soft and very vulnerable to
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possible attacks from the Conservative party. Drawing on the experiences of New
Labour in the mid-1990s, they argued that Labour would have to nail the question of
the deficit and increase its “economic credibility” in order to win the general elec-
tion. Although, they denied that they had a so-called 35-percent strategy, Labour had
to play its cards well to benefit from the political currents. As both LibDem and Con-
servative voters were disappointed with the Coalition government, Ed Miliband’s ad-
visers identified two likely trends: while disappointed LibDem voters would turn to-
wards Labour, disappointed Tory voters would support UKIP (Jon Cruddas, personal
interview, 05/12/2016; Thomas Baldwin, personal interview, 13/12/2016). Both de-
velopments would favour Labour, but the party still had to increase its economic
credibility to appeal to centrist voters; otherwise Labour’s lead in the polls would

crumble if Labour was attacked on its fiscal position.

As aresult, Labour shifted its economic position in June 2013 by way of coordinated
speeches from Ed Miliband and Ed Balls. First, Ed |[Miliband| (2013) gave a speech
to activists at the Labour National Policy Forum in Birmingham where he said that
‘our starting point for 2015-16 is that we won’t be able to reverse the cuts in day to
day, current spending unless it is fully funded from savings elsewhere or extra rev-
enue, not from more borrowing.” Moreover, he invoked the experience of Atlee’s
post-war government and argued that Labour could be both prudent with public fi-
nances but still implement a radical economic programme. A few days later, Balls
followed up on Miliband’s speech with his own speech at Thomson Reuters. He ar-
gued that ‘we will inherit a substantial deficit. We will have to govern with much less
money around. We will need to show an iron discipline’ (Balls, 2013b). Moreover,

he promised that

Labour will set out, in our general election manifesto, tough fiscal rules
that the next Labour government will have to stick to — to get our coun-
try’s current budget back to balance and national debt on a downward
path. Tough rules, which will be independently monitored by the Office
for Budget Responsibility (Balls, 2013b).

Therefore, in June 2013 austerity’s victory over Keynesianism was complete (Robert
Skidelski, personal interview, 25/04/2017). Although Ed Balls denies that he had ever
advocated austerity (personal interview, 12/12/2016), Labour yielded to the language
of cuts and returned to a platform based on prudence in 2013. As Matthew D’ Ancona
(2013} p. 340) argues ‘Osborne, of course, had missed his own targets and had been
mocked for doing so. But he had defined the rules of the game, the terms of the
debate’ (cited in Burton, 2016, p. 101).
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In the run-up to the General Election 2015, Miliband and Balls continued to develop
orthodox fiscal position in their quest for economic credibility. For example, in his
speech to the Labour conference in September 2013 Balls argued that ‘in tough times
it’s even more important that all our policies and commitment are properly costed and
funded. The British people rightly want to know that the sums add up’ (Balls,|2013a)).
In January 2014, he then promised a binding fiscal commitment in his speech to
a conference from the Fabian Society, announcing that ‘the next Labour government
will balance the books and deliver a surplus on the current budget and falling national
debt in the next Parliament’ (Balls, [2014c).

Going into the 2015 election, the party’s headline measure on fiscal consolidation
was that, if elected, it would balance the current budget and get public debt falling
‘as soon as possible’ in the next parliament (Labour Party| 2015, p. 1). Labour
planned to match Conservative spending plans for 2015-16, pledged to not reverse
key spending cuts, and promised that Labour did not contain any promises that made
additional borrowing for day-to-day spending necessary. The main difference be-
tween Labour and the Conservatives in the election campaign was, therefore, one of
timing: while the Conservatives promised to eliminate the deficit by 2018, Labour
pledged to reduce the government deficit every year and to achieve a balanced budget
by the end of the Parliament. This was enshrined in a triple “Budget Responsibil-
ity Lock”, which featured on the first page of Labour’s election manifesto. Thus,
the election campaign 2015 completed Labour’s return to fiscal prudence under Ed
Miliband and Ed Balls["7]

Although Labour conceded much ground to fiscal orthodoxy, its credibility remained
weak for several reasons. First, there were several slip-ups that showed that Labour’s
heart was not fully convinced by the need to appear fiscally conservative. Ed Miliband
forgot to mention the deficit in his speech to the Labour Conference in September
2014, which was heavily mocked by the media and his political opponents. Second,
many people within Labour remained sceptical towards its new orthodox fiscal po-
sition. There was a general agreement that Labour could not tie its hands too much
with respect to the investment spending and Labour’s economic position therefore
was twofold: although the party ruled out extra borrowing for current (day-to-day)
spending, it still allowed for borrowing for capital (investment) spending. This po-

sition may have been economically sound, but it was too complex to resonate with

I7Ed Balls still maintains that "there was a big gap between George Osborne and my plans in 2015
but that these were not emphasised during ahead of the election. He argues that ‘I didn’t want the
election campaign to be about relative fiscal plans. I didn’t think that this would be an argument that
was easy to win’ (personal interview, 12/12/2016).
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voters. According to Thomas Baldwin, ‘even half of the Shadow cabinet did not un-
derstand our economic position’ (personal interview, 13/12/2016). Third, the Labour
party tried to shift the economic debate away from the deficit and government spend-
ing. For example, after the UK had avoided a double-dip recession, Ed Miliband
repeatedly spoke of the so-called “cost of living crisis” and the “squeezed middle”.
Focusing on the level of wages and the perceived well-being of citizens, he argued
that many people struggled to get by. To counter this trend, Labour tried to develop
new policies, but since they had yielded to the language of cuts and prudence, this
was difficult. After all, how should a government help the squeezed middle and ad-
dress the cost of living crisis, when it would continue to cut spending? They tried to
argue that Labour was for “big reform, not big spending” but this argument was not
very effective, either. As Labour tried to reconcile their different objectives, the party

had to square too many circles.

Discussion: Electoral and ideational pressures for austerity

The politics of austerity

Despite these problems, Labour remained committed to austerity for political reasons
until 2015. In response to the economic crisis, there was a large consensus among
the British public that the government had to reduce its deficit and debt. Opinion
polls did not only show that a vast majority of the population accepted the spending
cuts (Dorey, 2010, p. 414), but fiscal consolidation also spoke to the concerns that
British citizens had over unfair redistribution to supposedly “undeserving groups”
(Stanley, 2016)). Especially after the 2010 election, the newly elected Conservative-
Liberal Democratic Coalition government was able to effectively construe the crisis
as the product of Labour’s fiscal profligacy and present its austerity programme as
the appropriate policy response (Gamble, 2015;|Hay, [2013)). This proved to be an ex-
tremely effective tactic creating a strong perception amongst voters that the Coalition

government’s austerity measures were largely “Labour’s fault.”

The Labour leadership was very aware of these opinions. It regularly commissioned
internal polls and focus groups but also paid attention to public polls (Ed Balls, per-
sonal interview, 12/12/2016, Rachel Reeves, personal interview, 07/12/2016, Thomas
Baldwin, personal interview, 13/ 12/2016) Initially, some people within the Labour

18There were some members in the team who were classical pollsters, but there were also some
people that were more instinctive. For example, Ed Miliband and his adviser Marc Stears used anec-
dotes and experiences of conversations with voters to inform their political decisions. To this end, for
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party thought that public opinion would shift. For example, in his Bloomberg speech
in 2010, Ed Balls acknowledged polls that showed that the public was supportive of
the spending cuts, but he also predicted that the public would become increasingly
concerned ‘as the impact of deflation on job and the economy feeds through’ (Balls,
2010).

Yet, over time Labour came to believe that the consensus among the electorate was
too strong to be moved (Rachel Reeves, personal interview, 07/12/2016; Marc Stears,
personal interview, 09/11/2016). Miliband and Balls both shared a Keynesian out-
look (Torsten Bell, personal interview, 13/12/2016), but concerned with Labour’s al-
ready weak economic credibility with the electorate, Miliband did not want to present
Labour as an anti-austerity party. The Labour leadership accepted that voters have
an intrinsic scepticism towards government deficits due to the popular conception
that the “public household” is analogous to the “private household”. In the UK, this
household analogy was popularised by Margaret Thatcher and had become rooted in
‘the everyday “common sense” that dominates discourses’ (Schmidt and Thatcher,
2013, p. 75). Moreover, Labour believed that citizens are sceptical towards govern-
ment deficits because ‘to the public a deficit means that they have to pay higher taxes
in the future’ (Roger Liddle, personal interview, 27/10/2016). Remembering the 1992
election, when Labour lost due to its ‘tax bombshell” and the “double-whammy”, the
party was afraid of being portrayed as advocating “tax and spend” policies. Believ-
ing that they could not explain Keynesianism to voters on the door-step, Labour’s
leadership yielded to the orthodox organising assumption that deficits and debt are
problematic. Labour was thus torn between its economic instincts and the pollsters:
how could it reconcile its economic agenda with the prevailing public opinion? In
the words of Ed Balls (personal interview, 12/12/2016),

we had a political economy problem because it was just impossible to say
that deficits at this scale will become permanent; that is just impossible
for the public to deal with... For us to say that it was not a priority to get

the deficit down was just killing us politically.

Similar to the German case (see[7), the result was a political fudge: both in 2010 and
2015 the party tried to demonstrate that it was serious on the deficit but still maintain
enough wiggle room to implement (investment) spending if it was to win the election.

According to Marc Stears, however, in 2015 this was nothing more than ‘an attempt

example, Miliband regularly spoke to people in his constituency or in the park near Ed Miliband’s home
in Northern London, an exercise that he called “cruising the Hampstead Heath” (Marc Stears, personal
interview, 09/11/2016).
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to avoid the debate because, in reality, the two Eds believed that they could spend
more’ (personal interview, 09/11/2016).

In both instances, in 2010 and 2015, this fudge was driven by the electoral cycle.
After Gordon Brown became Leader of the Labour party in 2007, he shied away
from calling an early election. Eventually, however, he became concerned with his
place in history as an unelected Prime Minister, if he was to lose the 2010 election.
He carefully listened to pollsters and was ready to put the politics first. Similarly,
Ed Miliband was driven by his desire to win the election in 2015. Labour politi-
cians and advisers of his generation had been used to being in government and they
had a very instrumental approach to politics. They wholehearted wanted to get back
into government in 2015 and reclaim their “place in the sun”. Electoral considera-
tions, therefore, influenced their decisions at every turn over the Parliament. After
Labour gained a poll lead in 2012 ‘that they have not earned’ (Jon Cruddas, personal
interview, 05/12/2016), he and his advisers became very risk averse and shied away
from radical economic positions (John Denham, personal interview, 24/04/2016). Al-
though he had begun to spell out such ideas at the beginning of his tenure as party
leader, he lacked the conviction to follow up on them. Jon Cruddas, who was the
Policy Coordinator under Ed Miliband, emphasised that ‘many people still had more
radical ideas but they were marginalised by the pollsters. The ideas that you had to
play it save dominated as the electoral instincts kicked back in’ (personal interview,
05/12/2016).

The argument by the pollsters was especially forceful within the Labour party be-
cause the party’s brand had been tarnished by its own past. Historically, the party
was less trusted to run the economy for most of the 20th century and, in particular,
the memory of the IMF crisis in 1976 and the Winter of Discontent had undermined
its claim to economic expertise. The crisis of the European Exchange Rate Mecha-
nism (ERM) in 1992 under the Conservatives helped the Labour party in this regard,
but the problem became acute again in the shadow of the Great Recession. Labour
took a lot of blame for the crisis, which occurred under its watch, and never force-
fully rejected claims that its “fiscal profligacy” had created Britain’s economic mess.
Marc Stears argued that the messenger was key: ‘people might have been open to
hear about Keynesian demand stimulus, but they were unwilling to hear about this

from Labour’ (personal interview, 09/11/2016).

The Labour, therefore, returned to the strategy of New Labour: the historic victory
in 1997 had taught the Labour leadership that they had to establish Labour’s credi-
bility first before they could set out their own economic agenda (Rachel Reeves, per-
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sonal interview, 07/12/2016; Kieren Walters, personal interview, 08/11/2016). This
thinking was deeply ‘ingrained within the mindset’ (Jon Cruddas, personal interview,
05/12/2016) of the Labour leadership and it guided their action in response to the
crisis. Based on the idea that ‘once you have lost credibility, you have to go fur-
ther to re-establish it than you might want to’ (Patrick Diamond, personal interview,
25/10/2016), they shelved their Keynesian ideas. Miliband and Balls essentially ‘de-
cided that if [Labour] was to have a chance of winning the election, [we] had to put
the politics first’ (Ed Ball, personal interview, 12/12/2016).

In the context of Britain’s first-past-the-past electoral system, this meant that Labour
tacked towards the centre and accepted fiscal orthodoxy. Although, the leadership de-
nied that they had a so-called “35-percent strategy” (as mentioned above), Labour’s
economic programme was clearly focused on winning the centre. As Ed Balls ar-

gued,

the only reason that I ran an argument about deficit reduction was that I
thought this was necessary to win the centre, the centre-left voters. The
centre-left was never willing to listen to a big expansionary argument
from Labour... they thought that the deficit was a big deal (personal
interview, 12/12/2016).

Influenced by the decreasing connection between the British working class and Labour,
as well as Labour’s experience of the 1990s, the party believed that it could only
gain power by increasing its economic credibility (Marc Stears, personal interview,
09/2016; Thomas Baldwin, personal interview, 13/12/2016). In the absence of a
challenger on the far left, it (falsely) believed that the working class did not have
anywhere else to go

The economics of austerit

The political arguments for austerity were also combined with economic arguments.
Within the Labour party there was a real concern that rapid deficit reduction was
necessary because the UK’s weak macroeconomic position made it liable to further
damage if a new exogenous shock was to hit the economy. However, as shown in

Figure [6.11, the interest rates on the UK long and short-term bonds remained rela-

19Tn hindsight this belief proofed wrong. In 2015, a sizeable share of older, white, working class
voters supported UKIP, while others abstained. Moreover, in Scotland Labour’s vote share collapsed,
as many voters supported the SNP

20This section partly draws on a paper jointly written with Sean McDaniel entitled “The Ideational
Foundations of Social Democratic Austerity’ published in the Socio-Economic Review.
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Figure 6.11: UK interest rates on government bonds, 1960-2015
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tively low in the context of the crisis. In fact, during the crisis the UK benefited from
being a “safe haven” as investors were looking to limit their exposure to risky assets
in the context of the financial crisis. The British government had never defaulted on
its obligations and the government borrowed on a relatively long period compared to
other governments. This made UK government bonds very attractive investments in
the context of market turbulence, as the risk of default was essentially non-existent.
The Labour government knew this and former Chancellor Alistair Darling (2011} p.
179) argued that the government was ‘never at any time at risk of being unable to

raise the money that was needed.’

Still, irrespective of a hypothesised new economic shock, policy-makers believed that
the deficit was simply too high and needed to be brought down. In the first phase,
when the party was in government, domestic and international institutions strongly
shaped this perception. In 2009, both the Treasury and the Bank of England ar-
gued that the deficit became unsustainable and encouraged reductions in government
spending. Labour had been in power for eleven years, but after the financial crisis the
“Treasury view” resurfaced as the economic paradigm within the institutions. Even
civil servants that had previously worked closely with Gordon Brown lost their faith
in New Labour policies (Seldon, 2011, p. 255) and they argued against his Keyne-

sian instincts. Similarly, the Bank of England became concerned with the increasing



174

deficit. For example, in March 2009 the Governor of the Bank of England Mervyn
King intervened by saying that ‘we are confronted with a situation where the scale of
deficits is truly extraordinary.” Over time, international institutions like the IMF and
OECD also began to voice their scepticism towards Keynesian policies and called for
an end to the period of government stimulus. In 2009, this contributed to an politi-
cal discourse where Labour’s shift towards fiscal consolidation became more likely
(Robert Skidelski, personal interview, 25/04/2017).

In opposition, the party initially had a very ambiguous policy as described above;
as Simon Wren-Lewis (personal e-mail, 10 December 2016) argues, this was partly
because Labour did not get the economics clear. There was not a lack of alterna-
tive ideas among British economists when the Coalition government implemented
austerity and certainly there was no consensus among economists that austerity was
the right economic policy. However, after the economy had started to grow again
after 2013, the belief that the deficit had to be brought down was widespread among
Labour policy-makers (e.g. Nick Pearce, personal interview, 03/12/2016). This ad-
justment had to be achieved via austerity measures because, in their opinion, there
was no stimulus available that would yield a multiplier effect significant enough to
bring down the deficit by itself. Underlying this position was a more restricted con-
ception of the output gap and the new potential of the UK economy (Rachel Reeves,
personal interview, 7/12/2016), consistent with the New Keynesian theoretical frame-
work and similar to the German case discussed in Chapter As argued above,
leading Labour politicians believed that the economic crisis and Osborne’s austerity
programme had effectively resulted in a negative supply-shock (Ed Balls, personal
interview, 12/12/2016). As the economy returned to a diminished economic trend,
the output gap closed and, hence, Labour saw less urgency in opposing austerity. In-
deed, (Balls, 2014b) sought to explicitly differentiate the theoretical underpinning of

his arguments from those he called “naive Keynesians.”

However, Labour’s position was also shaped by the austerity programme itself that
the government implemented. A large share of the successive cuts fell on local gov-
ernments, who were very good at limiting the effect of austerity. They cut the services
that were the least protected and limited the damage on front-line services (Burton,
2016, p. 34). Moreover, the high-profile services of education and health were pro-
tected and actually ‘cuts in welfare were generally well-received by those in work’,
according to [Burton (2016, p. 34). As a result, the consequences of austerity were
initially only felt by a small share of the population. Additionally, Osborne used

strong rhetoric to justify his spending cuts, but over time the Coalition government
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Figure 6.12: UK cyclically adjusted government lending, 1980-2015
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actually eased austerity. Osborne adjusted the fiscal path of the British government,
as shown in Figure @ In combination with the quantitative easing (QE) pro-
gramme that the Bank of England implemented, this limited the impact of austerity
on the British economy. Beginning in 2013, the British economy actually began to
grow again and, as a result, Labour’s initial warning that austerity would lead to a

“lost decade” seemed hollow and made it difficult for the party to vigorously oppose

austerity

The perceived superiority of monetary policy over fiscal policy in managing the econ-
omy also plays a role in this story. As an influential economic adviser to Gordon
Brown in the 1990s, Balls was the leading voice in pushing New Labour’s deci-
sion to grant independence to the Bank of England. This was an attempt to bolster
New Labour’s credibility with financial markets (Keegan, |2004} p. 153), but it also
reflected New Keynesian ideas that an independent, technocratic central bank could

most effectively respond to economic crises (Carstensen and Matthijs, 2018; [Matthijs,

21 According to one of his biographers, Osborne lost the intellectual confidence in the expansionary
fiscal consolidation thesis and in 2011 and 2012 he was very worried about the economic conditions in
the UK (Ganeshl |[2012).

22This was especially true because the headline figure of unemployment remained relatively stable
throughout the economic crisis. While unemployment rapidly increased in other European countries
during the Great Recession, it remained relatively modest in the UK. Instead, the UK experienced a
“crisis of under-employment” (Robert Skidelski, personal interview, 25/04/2017), which went largely
unnoticed (John Denhman, personal interview, 24/04/2017).
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2011, p. 140-177). Of course, following the financial crisis, the Bank of England also
implemented a massive QE programme from March 2009 onwards. In this context,
a debate came up within the Labour Shadow Cabinet over whether QE should run
through the financial system (by making it easier for banks to lend) or whether a
more direct fiscal or investment-led stimulus was required (John Denham, personal
interview, 21/04/2017). Ultimately, however, under Miliband’s leadership, this de-
bate never gained traction within the party and the dominance of monetary policy
was not questioned. The party leadership supported additional investment spending,
but there was also a feeling among the Labour leadership that there was a lack of
shovel-ready projects, which could quickly support growth and produce a counter-

cyclical fiscal policy effect.

Alongside this, there is also evidence of the “progressive consolidation thesis” (Haf-
fert and Mehrtens, |2015). Led by New Labour politicians and activists, the argument
that fiscal conservatism and social justice go hand-in-hand gained traction during the
parliamentary term. This type of argument underpinned what Balls came to term,
“fiscal responsibility in the national interest’ (e.g.|Balls,[2014a). It meant committing
to policies such as devoting all windfall gains from the sale of bank shares to repay
the national debt burden and holding a “zero-based review” of spending, ‘examin-
ing every pound spent by government to cut out waste and make different choices’
(Ballsl [2014c). Underlying this approach was the issue of the size of UK’s pub-
lic debt and the country’s debt interest payments. In fact, the missing section that
Miliband| (2014)) forgot to mention in his 2014 Party Conference speech stated that
‘there won’t be money to spend after the next election. Britain will be spending £75
billion on the interest on our debt alone. That’s more than the entire budget for our
schools.” Consistent with supply-side Keynesianism, the concept of fiscal responsi-
bility in the national interest, therefore, linked the decision to pursue debt with the

promise of renewed fiscal capacity to pursue progressive ends in the future.

Part and parcel of Labour’s approach was to differentiate itself from Conservative
plans for consolidation by demonstrating how it could once again enable the state
to act in the interests of growth and prosperity. This is reflected, for example, in
Labour’s plans for extra investment. According to Marc Stears, there was a general
agreement within the leadership that Labour could not tie its hands too much with
respect to investment (personal interview, 09/11/2016). Going into the election 2015,
Labour thus ruled out extra borrowing for current (day-to-day) spending, but it still

allowed for borrowing for capital (investment) spending. These calls for more capital
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spending were also strongly shaped by the social investment paradigm Influenced
by lingering ideas from the Third Way, leading Labour politicians wanted to increase
investment in skills and education. The party tried to give itself some financial lee-
way but, as in the German case (Chapter [7), these arguments were mostly based
on supply-side ideas around improving productivity and not straightforward demand

management.

Labour trapped and divided

Labour’s struggle to develop a clear fiscal policy was made worse by the legacy of the
Third Way, which trapped and divided the party. Initially, the Third Way was success-
ful because it addressed the strategic dilemma of electoral socialism that |Przeworski
and Sprague| (1986) described. After the financial crisis, however, Labour’s elec-
toral coalition broke apart: while the centre-left voters lost faith in Labour’s ability to
manage the economy, the working class had been alienated by the Third Way. Con-
sequently, Labour was pulled into different direction: the logic of Britain’s first-past-
the-post electoral system pulled Labour towards fiscal prudence (as described above),
but austerity was against the interest of Labour’s traditional constituencies. Labour
was thus deeply divided over the question of austerity (John Denham, personal in-
terview, 24/04/2017; Thomas Baldwin, personal interview, 13/12/2016; Patrick Dia-
mond, personal interview, 25/10/2016).

On the one hand, there was a large part of the Labour movement which opposed aus-
terity. In particular, the trade unions vigorously campaigned against the Coalition’s
cut and led some of the largest anti-austerity protests. For example, on 26 March
2011, the Trade Union Congress (TUC) organised a protest in London that was called
“March for the Alternative” and which attracted more than 250,000 people. The left-
wing of the Labour party and many of the party’s members were involved in these
protests and even Ed Miliband addressed the crowd. Moreover, in February 2013
prominent members from the Labour party and the Labour movement more gen-
erally launched the “People’s Assembly Against Austerity”, including Tony Benn,
Labour MPs Jeremy Corbyn, John McDonnell, and Katy Clark, as well as the leader
of the largest British trade union Len McCluskey. The assembly was launched with

an open letter in the Guardian with the aim of bringing ‘together campaigns against

ZThere were some attempts by Labour to “own” the issue of economic growth in this way. It
attempted to contrast a right-wing focus on deficit reduction with their own programme for growth
rooted in education and investment.
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cuts and privatisation with trade unionists in a movement for social justice’ (People’s
Assembly Against Austerity, |2013).

On the other hand, there was another faction within the Labour party that took a
different view. This position was best expressed in a discussion paper by the Pol-
icy Network written by Graeme Cooke, Adam Lent, Anthony Painter and Hopi Sen
(2011) and titled “In the Black Labour”. The authors argued that the Labour party
would need to ensure long-term fiscal sustainability while trying to ‘advance centre-
left goals in the context of limited resources through clear and bold reforms’ (Cooke
et al.,[2011} p. 3). They emphasised that there was less money to go around and that
social justice could not be achieved through higher government spending but only
‘through prioritisation, institutional innovation, and reform’ (Cooke et al., 2011} p.
4). This view was shared by influential MPs from New Labour, but it was not the
dominant view within the Labour party, as one of the original authors of the discus-

sion paper recounts (Anthony Painter, phone interview, 2 December 2016).

The divisions within the Labour party made the leadership’s task more difficult. Gor-
don Brown was already concerned with holding the party together and his position
was severely weakened by attacks from inside the Labour party. The challenge of
holding the Labour party together became even greater after 2010 when Miliband
was elected as the leader of the Labour party in a divisive leadership contest; not
only did he oppose his own brother, but the election was also seen as a fight for the
future of the Labour party by the followers of Blair and Brown. Ed Miliband was well
aware that his party had often slid into bitter internal conflict (and sometimes even
civil war) after previous electoral defeats, for example in the 1950s, the 1970s, and
the early 1980s (Bale), 2015, p. 5). He was adamant that he had to avoid such conflict
if he wanted to have a chance at winning the next election (Marc Stears, personal
interview, 9/11/2016). Yet, unity came at cost of direction. Although Miliband was
elected with the help of the trade unions on a left-wing platform, he could not distance
himself from The Third Way because his own cabinet and the backbenches were full
with New Labour politicians (Marc Stears, personal interview, 9/11/2016; Thomas
Baldwin, personal interview, 13/12/2016). As a result, Jon Cruddas (personal inter-
view, 5/12/2016) admits that ‘it would have been difficult to promote radical policies
among the divisions in the party’ and Miliband — like Brown before him — tried to

paper over the cracks within the Labour party.

This attempt to paper over the cracks was strongly influenced by the party’s previous
policies, i.e. there was a significant amount of path dependency in both electoral and

ideational terms. Prior to the economic crisis New Labour had used the resources of
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the state to invest in public services in pursuit of their social and political goals prior
to the economic crisis, but the party never changed the nature of the discourse. Under
the mantle of economic efficiency, they attempted to implement “redistribution by
stealth” and to use as much space as possible to achieve their social aims without
attacking the dominant neoliberal paradigm (Carstensen and Matthijs, 2018). Trying
to cling to their social democratic beliefs, the Labour leadership failed to make a case

for them with the public.

This also influenced the Labour party in the shadow of the crisis. Although the trade
unions and Labour activists were opposed to austerity, the party still drew on supply-
side Keynesianism. Leading figures within the party had supported and, to a certain
extent even developed, New Labour’s economic policies and they thus found it very
difficult to distance themselves from them. Ed Miliband opened up space within the
party for the discussion of new ideas, but he lacked the necessary power and resources
to initiate a whole-hearted paradigm change. He was surrounded by people who had
supported Labour’s Third Way, while more radical voices were still marginalised
within the Labour party until 2015. Moreover, influenced by New Labour’s expe-
rience, the party l