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1. Introduction

Historically, major economic crises have also always been turning points for economic ideas and
public policies. Hard times are moments for critical choices, because established ideas lose their
appeal, institutions collapse, public policies prove defunct, and alternatives are tested. The
Great Depression sounded the death knell for economic liberalism. The victorious policy
alternative, Keynesianism, saw itself discredited half a century later, when the end of Fordism
and the oil crisis undermined its foundations and brought a new version of economic liberalism,
neoliberalism, to the fore. In this respect, the Great Recession seems to differ. A growing
literature tries to grapple with the surprising resilience of neoliberalism even after its
spectacular failure as manifested in the financial crisis. This paper seeks to contribute to the
debate on economic crisis, policy change, and the resilience of neoliberalism by comparing
policy responses of different peripheral European countries to the Great Recession. More
specifically, it is concerned with policy responses to the housing and mortgage booms and
busts. We chose this focus because most of what in the literature is described as a financial
crisis is in fact a crisis triggered by rapid mortgage lending. Mortgage finance and household
debt, rather than productive investment and public debt have been at the core of the Great
Recession.

Most of the existing literature on neoliberal resilience and on mortgage finance is concerned
with Western core countries. We however submit that studying peripheral rather than core
countries’ experiences enhances our understanding of neoliberalism’s resilience. This is for a
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number of reasons. Most importantly, historically, neoliberal policy solutions have often been
shaped by policy experiments in the periphery before becoming mainstream and reaching the
core. Chile’s neoliberal reform dictatorship under Pinochet is a case in point, as is New
Zealand’s early application of New Public Management, or the post-socialist East European
small states’ flat tax revolutions. While neoliberal ideas are generated elsewhere, it is often the
periphery that implements them first. It is also worth mentioning that peripheral economies
often serve as laboratories for international financial institutions (IFls) and large states. Looking
at policy responses to the Great Recession on the European periphery thus allows us to get an
early glimpse of possible solutions to the specific policy challenges posed by the crisis.

Hence our research question: Seen from the vantage point of the reaction to housing and
mortgage crisis on Europe’s periphery, how resilient has neoliberalism been? In order to answer
the question, the paper maps the build-up of mortgage crises and policy responses in four
peripheral European countries: Hungary, Iceland, Estonia, and Ireland. We chose these four
countries because, while they all experienced major crises, and have been put under strong
international surveillance in their crisis management (even if not all of them had to turn to the
IMF or the “Troika” for emergency finance), they have responded very differently. Thus,
Hungary and Iceland have rejected neoliberalism in their crisis response, while Estonia and
Ireland have embraced it. Moreover, this sample allows us to look at policy responses on
Europe’s eastern and southern/northern periphery.

The paper is structured as follows: the next section 2 shortly discusses the state of the art in the
debate on resilient neoliberalism and identifies the gap in the literature we seek to fill. Section
3 introduces the centrality of home-ownership and mortgage finance for neoliberal
financialization and its crisis. Given that the Great Recession is still unfolding, we currently lack
a yardstick for how to evaluate the resilience of neoliberalism. For this reason, section 4
retreats into history, namely the debt crisis of the 1980s, which bears some surprising
similarties with today’s Great Recession. Based on the Chilean crisis we derive our criteria for
how to judge neoliberalism’s resilience. Section 5 retraces the origins of housing and mortgage
booms in Europe’s periphery, and section 6 maps the different policy responses. The final
section concludes by offering a first evaluation of the policy responses in light of the question of
neoliberalism’s resilience.

2. State of the art?
The resilience of neoliberalism literature explores the puzzle why despite major (regulatory)
failures and clear limitations of neoliberalism there has been no paradigm shift after the crisis.

% A later version of the paper/project will have to make a better connection between the state of the art and the
empirical focus of the paper.



One major explanation is about the strength of neoliberal ideas and the absence of alternatives.
Thus, Schmidt and Thatcher (2013) argue that neoliberal ideas have remained dominant in
policy debates and political discourses across Western Europe for five reasons. These include
neoliberalism’s diversity and adaptability, its lack of full implementation, its superior
performance in policy debates, institutional embeddedness and connections to powerful
economic interests. Mirowski’s (2013) in-depth study of the Mont-Pélerin Society, a global
neoliberal elite network, focuses on the way this network has seized the opportunity of the
crisis to reshape core neoliberal ideas and adapt them to the new situation.

A second explanation links the resilience of neoliberalism to dominant private economic
interests. Thus, Crouch (2011) argues that it is the dominance of the giant corporation over
public life, which cements the “strange non-death of neoliberalism”. This dominance has been
strengthened by the crisis, where the “too big to fail” approach has led to further economic
concentration especially in the financial sector. Crouch concludes that in order to challenge the
dominance of neoliberalism, the giant corporation has to be drawn into political controversy.
Finally, Streeck and Schafer (2013) focus on the constraints of democratic politics in an age of
austerity. Here the central argument is that two secular trends — deteriorating public finances
and the hollowing of popular democracy (Mair 2013) - have combined to erode the space for
democratic politics and hence for formulating alternatives to neoliberalism.

While the case for the resilience of neoliberalism is thus a strong one, it does require a more
systematic comparative analysis. In particular, we see three major gaps. First, the literature is
vague about the exact criteria according to which neoliberalism can be viewed as passé or alive
and kicking. How can we capture the turning point of changeover from an old to a new policy
paradigm without the benefit of hindsight? Second, the existing literature focuses on core
countries, but pays little attention to what happens in the periphery. We consider this an
important omission, as it overlooks the fact that the countries where neoliberalism has been
most entrenched and also most “pure”, are not necessarily located in the core but rather on the
periphery. Importantly, in a number of European peripheral countries, neoliberalism has not
emerged as an answer to the seeming inability of Keynesianism to address the challenges of the
crisis of the 1970s. Indeed, none of the purest cases of (peripheral) neoliberalism were
preceded by tried and failed Keynesian policy strategies. Rather, in some instances, the turn to
neoliberalism has coincided with political regime change, as in Spain, and/or presented itself as
the most radical alternative to the socialist system, as in Eastern Europe. In these cases,
neoliberalism is not just an economic ideology, but it is engrained in the political order as well.
In addition, for small states — and many states on Europe’s periphery are small — it might be
easier to adopt neoliberalism than its alternatives. This is because of their strong dependence
on international markets (Katzenstein 1985), and the possible affinity of simple polities to
laissez faire (Ref). Peripheral states are also more crisis prone than core states, and therefore



more likely to be forced to turn to the IMF, World Bank or, more recently, the Troika for a
bailout. Their neoliberalism is thus crafted within a debtor/creditor relationship, and their room
for maneuver is narrower than that of most advanced capitalist states. Indeed, as Liitz and
Kranke (2014) show, during the recent crisis the EU came to the “rescue of the Washington
Consensus”, and forced it first onto the East European peripheral countries, before expanding it
to Southern Europe and Ireland.

Given the political entrenchment of neoliberalism, their particular vulnerability to financial
markets and the strong presence of international actors in crisis management, in peripheral
states we should expect a significant pressure for the adoption of neoliberal policies in the
aftermath of the Great Recession. To put it differently, peripheral (European) countries are
“hard cases” for testing neoliberal resilience.

In this respect, it is rather surprising that we see a variety of policy experimentation in the
aftermath of the crisis. While some of this experimentation might ultimately lead to
strengthening neoliberalism, other experiments seem more challenging. In addition, there has
been more political contestation of neoliberalism on Europe’s periphery than in its core. In
some countries governments have started to challenge major tenets of neoliberalism outright,
while in others new social movements and political parties have emerged as serious challengers
to mainstream parties and governments. The missing acknowledgement of contestation and
policy experimentation is, then, the third gap we identify in existing literature.

The next section will justify our focus on housing and mortgage finance as the lense through
which we analyze the resilience and contestation of neoliberalism.

3. Neoliberalism, mortgage finance and housing

“Ironically, under the European Union Stability and
Growth Pact, Government debt should be no higher
than 60 percent of gross domestic product (GDP).
Somehow, it has come to pass that loading the young
people of the EU with mortgages some five to nine
times their income has become acceptable.”

John F. Higgins, independent candidate in the Irish
general elections 2007,
http://www.johnfhiggins.eu/Writings2.html



The quote above is from a rather obscure independent candidate in the Irish general elections
of 2007, who was outraged by the rapid increase of private and mortgage debt, and therefore
decided to run. Although Higgins could not make an electoral breakthrough and soon
disappeared into oblivion, he made an important point. In most European peripheral countries,
private debt by far surpasses public debt, and an important chunk of private debt is household
debt, locked up in mortgages. Thus, just before the crisis broke out in 2007, public debt in
Ireland was 24%, and residential mortgage debt 74% of GDP. The respective numbers for
Iceland are 28 and 119.% In Eastern Europe, the record is slightly different. In Estonia, mortgage
debt also significantly exceeded public debt. With 4%, the latter is however unusually low. Thus
among our cases it is only in Hungary where public debt is higher than residential mortgage
debt. But even here, mortgage debt has increased significantly over the 2000s (see figure 2
section 5 below).

The peripheral countries are not alone in displaying a high growth of mortgage debt in recent
decades. After all, the Great Recession has been triggered by US-American subprime lending —
mortgage lending to households which have no stable income and are therefore unlikely to
ever pay back their debt — and financial speculation around mortgages. Furthermore, it is not
only Anglo-Saxon or peripheral countries that have accumulated high and potentially
unsustainable mortgage debt. In Europe, the country with the second highest mortgage debt
relative to GDP after Iceland is not the UK, but the Netherlands, with almost 100 percent,
closely followed by Denmark with 93 percent. These countries easily surpass the USA and the
UK with 81 and 85 percent, respectively.*

Indeed, a recent study that looked at the lending activities of banks in advanced capitalist
countries through the lens of long-term macroeconomic history finds that financialization — the
increasing weight of financial markets, institutions and actors in the overall economy —is almost
uniquely a result of “the explosion of mortgage lending to households in the last quarter of the
20" century” (Jorda et al. 2014: 2).” More precisely, Jorda et al. show that the sharp increase of
credit-to-GDP ratio in recent decades has been mostly a result of “the rapid growth of loans
secured on real estate, i.e. mortgage and hypothecary lending” (ibid.), with the share of
mortgage loans in banks’ total lending portfolio doubling from roughly 30 percent in 1900 to 60
percent in the early 21° century. Not only has the ratio of bank credit to GDP risen sharply ever
since the 1980s — from roughly 60 percent in the 1980s to 110 percent in 2007, with most of
this credit boom happening in the decade before the Great Recession (ibid: 8), but this change
is almost exclusively driven by mortgage lending (figure 1). What is more, this is not mortgage

® Public debt data are from Eurostat (with the exception of Iceland, these are CIA World Factbook data), mortgage
debt data from the European Mortgage Foundation.

* Data are for 2007, before the crisis hit. Source: EMF 2011.

> We are grateful to Herman Schwartz for drawing our attention to this literature.
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lending to business but to households. As Jorda et al. (2014) argue, this implies that the core of
what banks are doing has dramatically changed. “To a large extent the core business models of
banks in advanced economies today resemble that of real estate funds: banks are borrowing
(short) from the public and capital markets to invest (long) into assets linked to real estate.” As
most of this mortgage lending is to households, the functions of banks have changed, too: “The
intermediation of household savings for productive investment in the business sector — the
standard textbook role of the financial sector — constitutes only a minor share of the business
of banking today, even if it was a central part of that business in the 19" and early 20"
centuries” (ibid.: 2). They furthermore find that since WWII, business cycles and financial crises
have been predominantly influenced by trends in mortgage lending, and not by lending to
business. It is therefore no exaggeration to state that mortgage lending is at the core of the
neoliberal economy.

Figure 1 about here

There are a number of reasons why this is the case. Two developments stand out: the
privatization of housing and financial market deregulation and innovation. Crucially, the
privatization of housing has been of utmost importance to neoliberal ideologues and policy
makers.® Housing privatization is intrinsically linked to retrenchment, privatization and
reconfiguration of the welfare state. During much of the 20t century, in most advanced
capitalist countries housing was publicly subsidized, and often publicly owned, in order to
guarantee access to affordable housing for industrial working classes that arrived to the cities.
Thus, for instance, Watson (2009) describes for Britain that:

A rather rigid structure of housing classes had developed ... by the end of the
1970s. That structure had been built upon cross-subsidization of housing tenure
across classes, whereby middle-class owner-occupiers received fiscal support
that pegged their mortgage repayments below the true market rate, but were
also required to make good some of the monetary value of that support in
enhanced tax payments. A proportion of these tax receipts was then recycled as
direct subsidization of working-class rents on local authority housing (...). Access
to affordable housing was thus constituted as an individual right which operated
across classes (Watson 2009: 57).

Neoliberalism did two things to this cross-class subsidization of (public) housing. First, while the
state did not retreat from offering public support for affordable housing, this turned into public
support for private home ownership. Most rich OECD countries privatized public housing, and
offered tax relief for home buyers, mortgage interest tax relief, grants for first buyers and a

® Check Stedman Jones (2014) for details.



plethora of other instruments to subsidize and foster private home ownership (Ref). Second, at
least in some countries, private housing has increasingly been turned into an asset. This
transformation finds its most succinct expression in the notion of “asset based welfare” (e.g.
Watson 2009). The asset based approach to welfare implies a turn away from collective
schemes of social insurance to counter the risks of unemployment, sickness and poverty in old
age. Instead, individuals are pushed to take greater responsibility for their own welfare needs
by investing into financial products and assets the value of which increases over time. This type
of investment supposedly endows individuals with additional means to supplement
consumption and welfare when needed (Doling and Ronald 2009). Home ownership is of course
crucial to asset based welfare. As Doling and Ronald (2009: 1) write: “Essentially, the potential
wealth tied up in owner-occupied housing has been considered, more or less explicitly, to be a
solution to the fiscal difficulties involved in the maintenance of welfare commitments, and
through that, the asset in asset-based welfare has frequently become property or housing
asset”.

Privatization of housing is what has tied an increasing share of households to financial markets,
both as debtors and as investors. The other side of the coin is financial deregulation and
innovation. This part of the story is better known and we will therefore only touch briefly upon
it. Ever since the 1970s, financial markets have been increasingly liberalized, deregulated and
transnationally integrated. Suffice it to say that deregulation allowed for the emergence of
mega banks which could integrate banking, securities and insurance operations; and
significantly reduced capital requirements that allowed banks to take on more debt. In addition,
securitization allowed banks to create even more debt. Prior to securitization, “banks had
essentially been portfolio lenders, holding assets on their books until they reached maturity.
Now...assets could be pooled together and repackaged into securities. Financial institutions
could turn the illiquid assets on their books into highly-liquid securities that could be sold off to
investors” (Sherman 2009: 12). This also allowed banks to offload the risks related to maturity
mismatches from their balance sheets. In the US, it was mortgage loans that were the first
securitized assets. From the 1970s onwards, government sponsored agencies bought up
mortgage loans to facilitate secondary markets. While these mortgage backed securities (MBS)
were implicitly guaranteed by the government, and had to conform to certain regulatory
standards, from the 1980s onwards, restrictions on mortgage lending were increasingly
lowered, and private mortgage lenders moved aggressively into the business. It is largely due to
the massive increase of mortgage loans that were not agency-conforming, issued by private
lenders and securitized in such a way that a safe appearance made the underlying shoddy
assets miraculously disappear, that the global financial system almost came down in 2007.”

’ References: Schwartz 2009, Sherman 2009, McCoy et al 2009.
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In Europe, financial market integration has been a major goal ever since the European Single
Act. With the Financial Service Action Plan (FSAP), placed on the European Agenda at the
Cardiff Summit in 1998, the vision of a finance-led European economy was clearly spelled out.
The action plan had three strategic objectives: “establishing a single market in wholesale
financial services, making retail markets open and secure and strengthening the rules on
prudential supervision” (EU Commission 1999). In addition, the European Monetary Union
(EMU) also triggered a fuller integration of capital markets (e.g. Bieling 2003). The banking
sector in Europe has been reshaped quite dramatically as a consequence, with transnational
mergers and acquisitions, increasing competition, and the possibility for banks to escape the
narrow confines of their domestic deposits by borrowing from international wholesale markets,
all of which allowed lending to increase many times over (Ref). The degree to which mortgage
lending has been deregulated, however, differs substantially across Europe. It is true that the
EU has started to launch a process of integrating residential mortgage credit markets in 2003,
the reason being that “[a] more efficient and competitive mortgage credit market that could
result through greater integration could contribute to the growth of the EU economy. It has the
potential to facilitate labour mobility and to enable EU consumers to maximise their ability to
tap into their housing assets, where appropriate, to facilitate future long-term security in the
face of an increasing ageing population” (EU Commission 2005: 3).

However, the Great Recession somewhat dampened the EU’s enthusiasm about integrating
Europe’s mortgage markets. It took the EU until 2014 to adopt a directive, which, while still
aiming at integrating the EU’s mortgage markets, also pays more heed to consumer protection
(Directive 2014/17/EU). Until the crisis, the destabilizing effects of mortgage lending on the
financial system and the overall economy were largely dependent on how much domestic
mortgage finance systems translated the impulses stemming from the transnational financial
integration into domestic mortgage lending.

The following section will, via a detour to the past, serve two purposes. First, by focusing on
neoliberalism in its statu nascendi, it will show that neoliberalism and the rise of private
housing and mortgage debt is indeed closely connected. Contrary to what even officers of the
IMF claim, namely that “[t]he significance of household debt constitutes a novel feature of the
present crisis in many countries, in contrast to the relative greater importance of sovereign
debt in the Latin American and Russian crises, and corporate debt in the Asian financial crisis”
(Liu and Rosenberg 2013: 5), mortgage debt and private housing seem to have been significant
factors of the first crisis of neoliberalism in its poster child Chile, too. Second, we need a better
understanding of how we can actually know whether neoliberalism is resilient or not, and which
are the mechanisms that make it resilient. As the crisis is still moving on, so are policy

A next version will have a more detailed and accurate description of financial deregulation and its significance for
mortgage lending.



experiments, and if we cannot be sure at this point in time where they end, we need to
establish criteria according to which we can judge how likely these are to conform with or
challenge neoliberalism. The historical excursus will help us with this.

4. Excursus: Chile in the Debt Crisis of the 1980s

,[A] house is a right that is acquired with effort and the
savings of the family...It is no longer a gift of the
government, the product of the sacrifice of many for
the benefit of a few privileged...It is not the role of the
government to construct houses, assign them, or
administer a loan portfolio. Only when it is proven that
the established channels are not fulfilling exactly their
duties — and while those distortions are corrected —
should the government assume such responsibilities in
a subsidiary fashion” (General Augusto Pinochet, cited
in Collins and Lear 1995: 149)

It is during the debt crisis of the 1980s that the resilience of neoliberalism was first time tested.
Importantly, this test was conducted in the periphery rather than in the core. Equally important
is to recall that the hard times challenged neoliberalism in its statu nascendi in a handful of
Latin American reform dictatorships, prominently Chile ruled by General Augusto Pinochet,
which had embarked on the trajectory of radical marketization only less than a decade before
the crisis struck. Nonetheless, it was these vanguards’ first experience with radical trade
liberalization, deregulation of financial and real estate markets, privatization, and
macroeconomic stabilization, which led contemporary observers to label the combination of
these policies as “neoliberal” strategy (Foxley, 1983). Hence our reasons to believe that
revisiting the Chilean road to indebtedness and crisis management with a special focus on
banking and housing policies helps us grasp some important features of neoliberal resilience.

The Chilean chapter of the debt crisis of the 1980s grew out of the coincidence and interplay
between the borrowers’ financial market of the 1970s, which offered ample commercial bank
credits at favorable terms, and the radical deregulation of the country’s financial sector,
privatization of housing, and using the overvalued exchange rate as an anti-inflationary device.
Taking advantage of the large gap between low foreign and high domestic interest rates,
Chilean banks borrowed internationally, and invested heavily (often in a speculative manner) in
the deregulated domestic real estate and housing sectors, causing a dramatic rise of land and
house prices (Collins and Lear 1995, Stallings 1989, Frieden 1991).



The other side of the coin was that in its approach to easing the problem of an inherited vast
housing deficit, the regime turned its back to the previous Christian Democratic and Popular
Unity governments’ policy of building and renting social housing. Instead, first, the new policy
regime encouraged the takeover of home owners’ mortgages by private banks, which held the
loans not in pesos but in special accounting units (UF) tied to the peso’s massively overvalued
dollar exchange rate. Debtors ,favorably associated the UF with a system to protect savings
from inflation implemented during the Frei administration, and had the added incentive of a
one-time reduction in the remaining principal owed, so most willingly converted their
mortgages to the UF type, while new borrowers were given no choice but to contract debts in
UFs. Owing in UFs was not a problem so long as wage adjustments kept pace with inflation, as
was much the case from 1977 to 1981” (Collins and Lear 1995: 161-62).

Second, the regime’s new social housing policy expanded the demand for private mortgage
loans by introducing a voucher scheme with 25-75 per cent of the cost of ,basic” homes
covered by public subsidies. Since eligibility was conditional upon the families’ own savings, a
substantial amount of social housing vouchers ended up benefiting better-off members of
Chilean society, who were expected to secure the missing funds on the private mortgage loan
market (ibid. 157-59). This way, the limited subsidiary role of the state in easing the housing
problem contributed to the overheating of real estate and housing markets and led to further
accumulation of dollar-denominated mortgage loans on the books of the banks. Fast GDP
growth, fueled not least by this premature variant of what 30 years later Crouch (2011) termed
,Pprivatized Keynesianism” made ,debtors as well as lenders ‘bet’ on the success of the
neoliberal economic model, with hopes of future growth, bigger salaries, more and better jobs”
(Scherman Filer 1990: 54, cited in Collins and Lear 1995: 162).

In the early 1980s this financialized growth model (as we would call it today) was brought to its
knees by the global recession and skyrocketing interest rates due to the tight monetary policy
of the USA, which led to a drastic deterioration of Chilean balance-of-payments at the same
time as the sources of international finance abruptly dried out. In 1982, the Chilean economy
suffered from an abysmal drop of its GDP, sharp rise of unemployment, and the critical state of
its banks. The search for remedies provoked fierce debates on the external and domestic
factors of the crisis, followed by a trial-and-error pattern of crisis management (Stallings 1989:
185-88).

One highly controversial issue was the fate of the peso’s fixed exchange rate, hitherto a
cornerstone of price stability and a device to keep firms and home owners owing dollar-
denominated debt solvent. When finally devalued in 1982, the peso started a free fall, and by
1984 its dollar exchange rate barely exceeded one tenth of where it stood back in 1981. The
burdens of mortgage debt service were magnified by the falling exchange rate and rising
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inflation. Many firms and home owners became bankrupt and insolvent, thousands of indebted
families lost their homes. Worse still, the continuing sharp rise of bad loans within bank
portfolios threatened with a banking crisis of systemic proportions.

Similar to the sacrosanct of fixed exchange rate, state intervention in the financial sector was
initially an anathema for Chilean neoliberals. Eventually it took four Ministers of Finance in a
row (including one who later ended up in jail for his illegal deals during his former career as a
private banker) to implement increasingly drastic measures to avoid a financial meltdown.
Already in late 1981, six small insolvent financial institutions were nationalized. Yet this early
episode of takeover was dwarfed by the events of January 1983 when, three days after signing
a stand-by agreement with the IMF, ,the government intervened in five banks, including the
country’s two largest, liquidated three others, and began supervising two more directly. The
government now controlled banks responsible for 80 per-cent of the financial sector” (Frieden
1991: 169, 171). While witnessing state intervention at unprecedented scale, critics in Chile
spoke of a ,,Chicago road to socialism” (Stallings 1989: 187).

The acts of nationalization were accompanied by diverse policies of damage control and
bailout. According to Stallings (1989: 187), the measures included subsidies to the banks and
their large corporate debtors partly in the form of Central Bank purchase of non-performing
loans, the possibility to turn dollar debt into pesos at preferential exchange rates, and a public
guaratee for a significant part of private foreign debt. Between 1982 and 1985, the cost of
socializing private debt amounted to 44 percent of the country’s GDP. Clearly, banks,
corporations, and large individual debtors were seen as too big to fail.

In contrast, lower-middle and middle class mortgage loan holders, whose monthly payments in
the hardest times climbed to 40-100 percent of their family income, must have been viewed as
too small and weak to be bailed out. Although starting in 1983 a government sponsored
refinancing program reduced the monthly payments by extending the term of loans and
thereby saved most home owners from eviction, ,this ultimately raised the total payments over
the life of the loans. Effectively, they were enabled to meet their mortgage payments by
borrowing more money” (Collins and Lear 1995: 163-64). This way, Chilean crisis management
sentenced a large part of the country’s lower and middle income groups, to use a term of the
1930s that became fashionable again during the Great Recession of the 2000s, to lifelong ,debt
slavery”.

The neglect of middle class grievances and anger, while understandable in light of the regime’s
short term priorities and repressive capacity, proved to be a political mistake in the medium
term. Mortgage ,debt slaves” sought strength in their numbers and started to organize
politically. They formed civil organizations and social movements, and supported by street
protest and their votes the political parties that eventually ended the military rule (ibid.).
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This brief historical detour offers some clues to the features and factors of neoliberalism’s
resilience in Chile, as well as of its subsequent victory worldwide. In hindsight it is clear that
over time the neoliberal development strategy has taken deep roots in Chilean soil. In 2008,
Central Bank Governor Vittorio Corvo credited Chile’s success to the economic regime’s
continuity. “Since Pinochet left, Chile has been governed by Christian Democrats and Socialists
... They never shifted the economic institutions we designed for the country. The left-wing
parties opened the economy even more than we did by reducing trade barriers” (cited by
Sorman, 2008). Accordingly, as late as in 2015, Chile ranks 7™ in the world in terms of economic
freedom (The Heritage Foundation and Wall Street Journal 2015). Today the country has a
deregulated and largely private financial sector and housing market.

The first lesson to draw, then, is that neoliberalism becomes resilient once it succeeds in
altering socio-economic structures and institutions to an extent that it effectively constrains
future reversals by challengers and thereby changes the policy preferences and identity even of
its political adversaries. A case in point is the large difference in program and strategy between
the “old” Left parties of Salvador Allende’s Popular Unity and the post-Pinochet era’s “new”
Left, which Cardoso (2009) recently characterized as “globalized social democracy.”

Second, back in the hardest times of the early 1980s, Chilean neoliberalism’s resilience
manifested itself in its advocates’ rhetorical loyalty to the free market paradigm. When
criticized for their statist centralizing policies of crisis management, the Chicago-trained
economic reformers could defend themselves by asking (as they did earlier): ,,We are making a
policy in order to lose power, so how can we be concentrating it?” (Collins and Lear 1995: 44).
Concretely, they justified their turn to statism partly by the threat of systemic collapse and
partly by the promise that with the passing of hard times the banks were going to be re-
privatized.

Third, however, neoliberalism itself had to change and survive its own crisis before it could
become a transformative force with enduring impact. The shock of 1982 forced the Chilean
radicals to accept that, as in Giuseppe Tomasi di Lampedusa’s famous novel, The Leopard,
»,everything needs to change, so everything can stay the same”. First, after the hard times,
there was no return to the fixed exchange rate, although the initial sharp devaluations gradually
gave way to regulated adjustments via a crowling peg. Second, tight fiscal policy backed by
public sector employment and wage cuts, rising prices of public services, and retrenchment of
welfare benefits (that is, measures, which in the Great Recession of the 2000s are termed
»internal devaluation”) became the predominant tool of inflation stabilization. Last but not
least, devaluation and lowering taxes and tariffs paved the way from the original financialized
to a new ,,outward oriented” growth strategy, which allowed Chile to increase non-traditional

12



exports, cope with its balance-of-payment problems, and service its international debt (Stallings
1989: 190-91).

In turn, rising exports, declining balance-of-payments deficit, and orderly debt service were
among the key factors of Chile’s restored international reputation as a poster child of free-
market capitalism, whose experiences were, again, soon propagated as best practices for other
heavily indebted peripheral countries. This is a useful reminder that neoliberalism’s resilience
cannot be fully grasped by focusing merely on its problem solving capacity or ability to enforce
social and political change in the context of a single national political economy. Below we shall
explore the international aspects of neoliberalism’s resilience by re-birth, namely the paradigm
change in the strategy of economic development, and how it interacted with peripheral
pathways.

It is well-known that from the second half of the 1980s, with the canonization of “prudent
macroeconomic policies, outward orientation, and free-market capitalism” in the Washington
Consensus (Williamson 1990: tba.), neoliberalism has started its “Great Leap Forward” to
worldwide hegemony. Commenting on the issue, Stanley Fischer, then Vice-President and Chief
Economist of the World Bank, noted that, “there are no longer two major competing economic
development paradigms: participants in the development debate now speak the same
language”, the language of market-oriented paradigm (Fischer 1990: 25).

Policy recommendations to the crisis-ridden Latin American countries soon followed suit. As
Hirschman observed: “never have Latin Americans been lectured and admonished as insistently
as in recent years .. on the virtues of free markets, privatization, and private foreign
investment, and on the perils of state guidance and intervention as well as excessive taxation”
(Hirschman 1987: 31). Both the puzzling speed with which key players regained their trust in
the market as the best remedy for the calamity caused by the market, and the ideological
fervour with which the tenets of the Washington Consensus became advocated by core actors
in the periphery, indicate the power of vested interests behind the development paradigm
change.

Debt management emerged as the battlefield where the conflict of interest between the
parties appeared as close to antagonistic, and ideological arguments were most frequently
used. This is unsurprising in light of the fact that even if the belief that “the strategic and
commercial interests of the United States ... are best furthered by prosperity in the Latin
countries...[tlhe most obvious possible exception to this perceived harmony of interests
concerns the US national interest in continued receipt of debt service from Latin America”
(Williamson 1990: tba.). From this viewpoint, the triumph of outward oriented free market
capitalism is explained, fourth, by its role in enabling debt-related resource transfers from
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peripheral country debtors to core country creditors in the context of asymmetric power
relations.

Fifth, however, the huge resource transfer from the ,have-nots” to the , haves” was hardly
possible unless the former were willing to accept full responsibility for their accumulated debts
and related economic imbalances. The aim of the core’s ideological offensive was precisely this:
blame shifting from the core to the periphery for all the latter’s misfortunes. Let us mention but
a few areas where the ideological (re)definition of responsibilities ran in the face of reality. Core
actors tended to blame the strategy of import substitution industrialization for most of the
perils of the 1980s, even if the neoliberal paragons, such as Chile, were equally hard or even
harder hit by the crisis. Public borrowing and fiscal profligacy were over-emphasized, whereas
privately contracted foreign debt (most important in Chile) was under-emphasized among the
usual factors of heavy indebtedness. The peripheral countries’ financial sectors were criticized
for irresponsible borrowing while the irresponsible lending practices of core country banks
were forgotten despite the open secret that ,U.S. commercial banks engaged during the
seventies ... in vigorous ‘loan pushing,” sometimes even using whatever diplomatic leverage
they could bring to bear on ‘recalcitrant’ countries” (Hirschman 1987: 32).

To be sure, the same pattern of blame shifting “trickled down” to the relationship between the
debtor countries’ own internal social core and periphery. The best example is, again, Chile
where, as demonstrated above, the domestic policies of debt management turned the logic of
Pinochet’s housing concept upside-down: unlike homes, bank rescue packages were ,a gift of
the government, the product of the sacrifice of many for the benefit of a few privileged”, while
the lot of small mortgage loan holders was debt slavery.

Equipped with this historical background and a multidimensional yardstick of how to judge
neoliberalism’s resilience, the next section returns back to the European periphery and
identifies the reasons for its heavy mortgage debt growth. As we will see, some striking
similarities between the build-up of the debt crisis and its management in Chile, and the recent
crisis and coping strategies on Europe’s periphery, raise some doubt about the accuracy of the
famous Heraclitus maxim that you cannot step into the same river twice. Clearly, banks, their
regulators, and borrowers can do it.

5. Mortgaging Europe’s periphery

Most of the contemporary literature on housing and housing finance focuses on the US, or, if it
is comparative, on the rich OECD countries. There are however some features that set the
European peripheral countries apart from the advanced capitalist world (even if many of them
are OECD members). To put it in a pointed fashion: most if not all of European peripheral
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countries started as debt-free super homeownership societies. That is, while the owner-
occupation rate in Europe’s periphery is significantly higher than in the core, mortgage debt has
traditionally been much lower in most countries. Thus homeownership rates in the periphery
(in 2000) range from more than 75 percent in Portugal and Ireland to around 90 percent in
Spain, Iceland and Hungary. As a consequence, these countries have among the smallest rented
sectors in Europe, and virtually no social renting (Allen et al. 2004, Hegedis 2013, Norris 2013,
Sveinsson 2011).

It is important to note that these societies’ status as (super) homeowner regimes long predates
the neoliberal counterrevolution (with the exception of Eastern Europe). While the reasons for
the peculiar tenure structure certainly differ across countries, there is a common thread to all
Southern and Northern European peripheral cases, namely the role of late and limited
industrialization and weak state capacity that is characteristic to the periphery. While in
Western Europe the promotion of a social rental sector aimed at accommodating the urban
industrial labor force, and is associated with large public or co-operative ownership (e.g. Esping-
Andersen 1988), late and limited industrialization decreased the pressure for accommodating
masses of new city dwellers. At the same time, the peripheral states often lacked the capacity
to finance and manage a big rented sector (Allen et al. 2004: 166). It is true that many
peripheral European countries launched major public housing programs after WWII. However,
they were sooner or later sold to tenants, often at low prices. Promoting homeownership
rather than social rentals was also a device to achieve social stability (Allen et al. 2004, Norris
2013, Dellepiane et al. 2013). Remarkably, all peripheral European countries came to high
homeownership via very limited mortgage debt. Norris (2013) coined the term “socialized
home ownership regime” for Ireland, to denote the generosity of state subsidies for private
home ownership. Similar socialized home ownership regimes also were in place in Southern
Europe and Iceland. However, in these countries governments also tolerated or even promoted
self-help construction to accommodate the rural exodus after WWII (Allan et al. 2004,
Sveinsson 2011).

The Eastern European road to high owner-occupation without mortgage debt was markedly
different. While Eastern Europe (with the exception of parts of Czechoslovakia) was
industrializing late too, it achieved an industrial break-through under state socialism. The
communist ideology and its bureaucratic form of governance, rapid industrialization and
urbanization, and heavy war destruction all implied that the state took a leading role in
providing large scale housing after World War Il. The high homeownership rates in Eastern
Europe are therefore a direct result of transition policies after 1989. Indeed, transferring the
predominantly public housing stock into private hands was among the first steps undertaken by
post-communist governments. The most common method to transfer the housing stock was to
sell it to current occupants at low prices (Hegedls 2013). In this sense it might actually be
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argued that their past as late industrializer caught up with post-communist Eastern Europe:
after 1989 private home-ownership was considered the norm, and large scale public housing
stock a socialist aberration. At the same time, the neoliberal inclinations of most early
transition governments in the region might have further boosted the normative power of
private home ownership. A third reason for fast privatization is that private housing acted as a
“shock absorber”, making it easier for the population to cope with the shocks of transformation
(Struyk 1996 referred to in Hegedis 2013: 38). Finally, fast privatization of public housing
arguably was to relieve the state from the burden of having to manage large housing stocks
under the fiscal constraints of turbulent transition times.

Thus, in Eastern Europe, as in Southern Europe, super homeownership rates were achieved
with a limited or no involvement of mortgage debt. Things started to change from the 1990s
onwards, and mortgage lending took off dramatically during the 2000s. As we are currently not
aware of comparative data that would go back to the early 1990s, figure 2 displays the increase
in mortgage debt between 2000 and 2007.% As we can see from figure 1 above, this is also the
period where a rapid mortgage boom occurred in advanced capitalist countries.

Figure 2 about here.

As we can see from figure 2, there was indeed rapid mortgage growth across Europe’s
periphery. Portugal displays the lowest growth, but even here the ratio of mortgage debt/GDP
increased by 30 percent between 2000-2007. In terms of the level of mortgage debt/GDP in
2007, the countries cluster in three groups. In the first group, the level is below 20 percent.
These are typically Eastern European states, which started with virtually no mortgage debt in
the early 2000s and did not catch up with the more advanced countries. The second cluster
displays mortgage debt around 40 percent. This is the group of countries where mortgage debt
has increased fastest. While these countries started with very low or almost no debt, in 2007
they have caught up with the levels displayed in some advanced states, such as Luxemburg,
Belgium, Finland or France. It is interesting to note that these countries are typically very small
in terms of their population. The third cluster is a group of countries that already started with
comparatively high mortgage debt in 2000, and where mortgage debt still increased
substantially during the 2000s, to reach levels above OECD average, which itself has increased
significantly during the 2000s.

The remainder of this section will look more in detail at how the domestic policies of selected
peripheral countries have contributed to making mortgage markets more liquid and more crisis-
prone. We will focus on the two West and East European peripheral countries with the highest

8 For the Czech Republic, Slovakia and Romania, there are no data for2000.
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mortgage debt on which we could gather relevant policy information. These are Ireland and
Iceland in the West, and Estonia and Hungary in the East.’

For Hungary and Estonia, the most important trigger for mortgage lending has been these
countries’ deep transnational financial integration that went hand in hand with EU accession.
The combination of convergence on the institutional and regulative standards of a sound
financial system, the privatization of the banking sector, and the liberalization of capital
movements, all of which were part of EU’s entry requirements, allowed these countries to
catch up fast in financial matters (e.g. Enoch and Otker-Robe 2007, Mitra, Selowsky and
Zalduendo 2010, Pistor 2009). In addition, what set these countries apart from Western Europe
is the foreign ownership of their banking sector, which was also strongly promoted by the EU.
From the early 2000s onwards, in particular Austrian, Italian and Swedish banks moved into the
region. In 2005, the asset share of foreign banks was more than 97 percent in Estonia, and
more than 82 percent in Hungary. The Estonian market is dominated by Scandinavian banks.
The most important player is Swedish Swedbank, which took over the national savings bank and
henceforth dominated mortgage lending. In this respect, the Hungarian development differed.
Its national savings bank, OTP, has remained a major player in the Hungarian financial system.
OTP successfully transformed itself into a private bank, which not only kept a major market
share at home but also expanded aggressively abroad.

Foreign banks were primarily motivated by the high returns on equity. They also had unique
resources at their disposal to develop the East Central European mortgage credit markets. On
the one hand, they could much more easily tap into foreign sources of credit expansion, usually
through borrowing from their parent banks. This is reflected in the increase of foreign liabilities
of these banks. On the other hand, they could initiate the development of new market
segments, which had not existed prior to their entry. A most outstanding example is that of
mortgage lending (e.g. Banai et al. 2011., Brixiova et al. 2007).

A key policy innovation in both countries was that foreign banks started to issue loans
denominated in foreign currencies, mostly Swiss francs in the Hungarian case, and euros in
Estonia. In 2008, more than 80 percent of loans were taken out in foreign currency in Estonia,
and more than 70 percent in Hungary. For consumers, foreign currency loans were attractive
because of the favorable interest rates, and because banks had easy access to foreign currency
funding at wholesale markets or via their parent banks. Both parties seem to have blissfully
ignored the exchange rate risks of foreign currency lending, namely that a lasting depreciation

° To date we have literally no information on Latvian policies towards their mortgage market.
1% This section draws heavily on Bohle 2014.
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of the local currency would pose a major problem for households, which did not hedge against
this risk.

Governments mostly acted in collusion with banks to create more liquid (and inherently more
risky) mortgage markets. In Hungary, the first national-conservative government under Premier
Viktor Orbdn (1998-2002) adopted a program for generously subsidized housing loans, and
grants for young families to build or buy houses. The program allocated substantial resources
for interest rate subsidies on long-term mortgage loans and new housing construction. Nominal
interest rates were fixed for borrowers, and the difference to market rates was paid as a
subsidy to the banks. Initially, this policy only applied to new houses, but subsequently it was
expanded to buying and enlarging existing dwellings as well. In addition, people who took a
housing loan also received income tax exemption (Rézsavolgyi and Kovdcs 2005). The
continuous expansion of the program however turned out to be financially unviable, and was
phased out from 2003 (Hegedis 2011: 119). It is from this moment on that foreign currency
lending really took off.

Estonia stands out in Eastern Europe in respect to its tax system, which is geared towards
promoting home ownership (OECD 2009: 83). Already in 1993, an income tax act offered the
possibility of deducting interest payments for housing loans interests from taxable income, and
exempted gains from selling certain residential properties from taxation. From 2001 onwards,
taxes on reinvested profits were abolished, which contributed to real estate investments of
enterprises. In 1999, the Mart Laar government followed the proposal of Hansabank, by that
time owned to 50 percent by Swedbank, to design a credit support scheme. This scheme
guaranteed parts of the down payment for young families and for tenants in restituted houses.
The subsequent deepening of the mortgage market happened on private initiative. Banks
reduced the requirements for down payments further, extended the maximum maturity of
housing loans, introduced revolving credit cards and home equity loans. These measures made
housing loans accessible for lower income households as well, although the share of
households in this group that took mortgage loans remained small compared to that of higher
income households (Brixiova, Vartia and Worgotter 2007, Kallakmaa-Kapsta 2005, Lamine 2009,
OECD 2009, Dorothee Bohle’s correspondence with a communication specialist from
Swedbank, July 16, 2012).

It is remarkable that neither the Hungarian nor the Estonian government did anything to reign
in the risks related to foreign currency borrowing, although in both countries Central Banks and
supervisory authorities warned about the inherent risks. While this might be easier to
understand in the Estonian case - where a currency board had been put in place in the early
1990s and policy makers had their eyes on the EU entry - than in Hungary - which had never
even joined the European Exchange Rate Mechanism and where mortgages were taken out in
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Swiss francs -, it does show that in both cases banks rather than governments had the upper
hand in defining the terms of mortgage expansion. It is little surprise, then, that the issue of
foreign currency loans was one of the most contentious once the crisis broke out.

Both Iceland and Ireland are infamously known for the stellar rise of their banking sectors
during the 2000s. In 2008, the banking systems’ total assets amounted to a staggering 1000
percent of GDP in Iceland, and 800 percent in Ireland (Irish Central Bank n.d.’, see also
Benediktsdottir et al. 2010: 3). In Ireland, the rapid growth of the banking sector was
intrinsically linked with a property and mortgage boom. In Iceland, banks have been most
famous for their international shopping spree — buying everything from “Beverly Hill condos,
British soccer teams and department stores, Danish airlines and media companies, Norwegian
banks, Indian power plants” (Lewis 2012: 17 (quoted after the kindle version)). But also here,
housing finance has played a major role in the build-up of the crisis.

In both countries, the dismantling of a “socialized home ownership regime” (Norris 2013)
combined with the deregulation and transnational integration of the banking sector led to
unsustainable mortgage lending booms. In Ireland, a major crisis in the 1980s made the
government turn away from publicly subsidizing homeownership. Instead, it began to
deregulate mortgage finance. “Driven by a mix of the legal requirements associated with
(European) economic and monetary union, the ‘demonstration effect’ associated with financial
liberalization elsewhere (particularly the UK) and concerns about lack of competition in banking
and its contributing to inflating interest rates and impeding economic growth”, the Irish
banking sector underwent a wave of deregulation (Norris and Coates 2010: 19, see also Kelly
and Everett 2004). As a consequence, private banks moved into the mortgage market, replacing
the earlier system dominated by mutual building societies and local governments, which played
an important role in providing mortgage lending for low income households (Dellepiane et. al
2013, Norris and Coates 2010). Financial sector liberalization also allowed the entry of foreign
banks, which fueled competition.

Ireland’s membership in the Economic and Monetary Union (EMU) has strongly contributed to
its housing boom. While Irish mortgage lenders traditionally relied on deposits by households
and private institutions, EMU membership offered easy and cheap access to foreign credits. The
removal of the exchange rate risk made borrowing from abroad particularly attractive and,

11

http://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=28&ved=0CCQQFjAB&url=http%3A%2F%2Fw
ww.centralbank.ie%2Fpress-area%2Fspeeches%2FDocuments%2FCharts.pdf&ei=RjxfVY3GNYbLyAOq-
ICACW&usg=AFQjCNFjZTi3YN3uzMpTDGD8P_KyEWN72Q&bvm=bv.93990622,d.bGQ
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from 2003 onwards, Irish banks started to rely heavily on interbank lending (Honohan 2010).*
In addition, interest rates set by the European Central Bank (ECB) for the whole eurozone
resulted in negative real interest rates in Ireland. Real interest rates averaged minus 1 percent
between 1998 and 2007, decreasing significantly the costs of borrowing (Honohan 2010: 11,
Hay et al. 2008).

Easy access to cheap credit in the 2000s was reinforced by a strong competition in the banking
sector. The established Irish banks faced fierce competition by new foreign entrants (such as
the Royal Bank of Scotland) and smaller domestic institutions that started to expand
aggressively — most infamously Anglo-Irish Bank. Competition as well as a pronounced lack of
regulation fostered reckless lending practices (Dellepiane et al. 2013, Lane 2015). This is
reflected in the spread of interest only mortgage schemes, 100 percent mortgages, loans with
attractive teaser rates, or the possibility to take out mortgages for purposes other than
housing. In addition, early repayment of mortgages which opens the possibility to switch from
one bank to another that offers better rates, was nearly costless (ECB 2009).

Just like in Estonia and Hungary, policy makers did little to reign in risky lending practices.
Rather, “[i]n the Irish case, the issue was a naive and uncritical acceptance of the efficient
market hypothesis, and excessive trust on the part of the policy-makers in government, the
Central Bank, and the Financial Regulator’s office, that the banks knew best how to run their
own business. They explicitly sought to emulate the British practice of light-touch ... But in
effect, light regulation meant no regulation” (Dellepiane et al. 2013: 30). It was only in 2003
that the Irish Financial Service Regulatory Agency was established, and its independence from
the Central Bank as well as the shortage of skilled staff made it an utterly useless agency
(Barnes and Wren 2012). The government, in turn, fuelled the housing boom by tax incentives.
In this context, it is worth mentioning that — in contrast to both Hungary and Estonia - the Irish
property and housing boom was greatly enhanced by a cozy relationship between the main
banks, politicians of the ruling Fianna Fail party, and developers, a relationship that dates back
to the earlier phase of social home ownership regime (Dellepiane et. al 2013, McDonald and
Sheridan 2008).

In comparison to Ireland, Iceland was a latecomer both in terms of banking and mortgage
deregulation. The seeds of Iceland’s ultra-liberal finance regime were however also sown in the
1980s, when a radical neoliberal faction emerged within the ruling Independence Party. The
end of the Cold War swept a prominent member of that faction, David Oddson, to power. He
was Prime Minister from 1991-2004, and subsequently became Governor of the Central Bank. It
was under his leadership that the Icelandic financial sector was unleashed. The first important

2 Irish banks however also strongly relied on external funding from outside the Eurozone, namely the US and UK
(Lane 2015).
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step was Iceland’s accession to the European Economic Area, which, among others, lifted
restrictions on cross-border capital flows. Bank privatization followed suit, with the two large
state banks — Landsbanki and Bunadarbanki (later to become Kaupthing) privatized to loyal
supporters of the Independence and the Center Party, respectively (Wade and Sigursgeirsdottir
2010: 12). A third bank, Glitnir, was the result of a merger of several smaller banks, controlled
by the nouveaux riche Asgeir family. Privatization and deregulation enabled investment banks
to enter the commercial banking markets, gain access to consumer deposits, and resulted in a
heavily concentrated banking sector (ibid, Schwartz 2011).

The newly privatized banks soon began to expand into the mortgage market, hitherto
dominated by the government backed Housing Financing Fund (HFF), which “provided a steady
if limited flow of credit through simple, vanilla mortgages. Interest rates tended to be below
market European rates, but loan to value ratios were capped at 65—70 per cent” (Schwartz
2011: 296). Banks started to offer more attractive loans, and competition over mortgage
provision started in earnest when the government relaxed the rules for mortgage lending in
2004. From then on, Icelandic homeowners faced increasingly favorable borrowing conditions.
The newly privatized banks out-competed each other and the HFF with offering housing loans
with 90 percent of the purchase price or more, longer maturities, and lower interest rates. The
option of refinancing loans gave homeowners the possibility to withdraw some of the home
equity, and to lower their repayment costs by taking new loans with more favorable conditions.
Banks also aggressively pushed homeowners to convert existing or take out new loans in
foreign currencies, mostly Swiss franc and Japanese Yen, in order to take advantage of the
lower interest rates. As in Ireland, the rapidly increasing availability of cheap credits fuelled a
house price boom. (Benediktsdottir et al. 2010, Sveinsson 2011, Hart-Landsberg 2013, Eliasson
and Petursson 2006, Schwartz 2011, Viken 2011).

As well known, not only did Icelandic banks lend recklessly at home, but they pursued even
more reckless practices abroad. Arguably, the Icelandic elites bought even more into the idea of
light touch regulation, which effectively meant no regulation, than their Irish counterparts.
Iceland’s financial supervision was fragmented between three government departments, the
Central Bank, and the Financial Supervisory Authority, which had no functioning cooperation.
Even if they had, it is highly doubtful whether they had the professional skill or will to exercise
supervisory authority. Thus in 2008 the Governor of the Icelandic Central Bank publicly
denounced the idea that his institution might have to take on the function of a lender of last
resort as a “thing [that] would not have been considered seriously anywhere” (Sedlabanki 2008,
quoted in Viken 2011: 321). It might well be the case that the dense crony relationships
between political, regulatory and financial elites and the lack of professional standards, which
also characterize Ireland, were even tighter in Iceland because of the tiny size of the country.
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The many differences notwithstanding, there are a number of common themes that run
through the build-up of the crisis in the four countries. External liberalization and the
deregulation and privatization of the banking sector has washed these countries with excessive
liquidity, the bulk of which went into housing markets. This supply was met by a large demand
for housing finance, as all four countries combined high homeownership rates with either debt
free or heavily regulated mortgage markets, making access to housing difficult. In three of the
four countries, unexperienced banks were at the origin of the mortgage booms. In Hungary and
Estonia, these were foreign banks, which were new to their international markets, and in
Iceland the newly privatized banks. In all countries, governments and supervisory authorities
were either unwilling or unable (and typically both) to reign in banks and the risky lending
boom. As a result, when the crisis broke out, the multiple risks that had accumulated during the
boom came down on the population. The following section explores how governments
responded to the crisis.

6. Policy responses to the mortgage and housing crisis

Table 1 provides a snapshot view on the exposure of the Estonian, Hungarian, Icelandic and
Irish populations to the housing and mortgage crisis. It reveals that while the depth and mix of
the exposure of households to the crisis differ across the four countries, in all cases they have
faced increasing risks of over-indebtedness related to rising unemployment and decreasing
house prices, and in three cases they also faced significant exposure to exchange rate risks. All
of this has resulted in a ballooning of non-performing loans. At the same time, banks faced
enormous challenges due to their massive over-leveraging and the maturity mismatches on
their balance sheets, resulting from short term borrowing to fund long-term investments. All
four countries experienced major banking crises. How have governments responded?

Clearly, a housing and mortgage crisis requires intervention in a number of policy areas, ranging
from social, fiscal and monetary policies to banking supervision and macro-prudential
regulation. This paper cannot possibly tackle all of these policy dimensions. Arguably somewhat
arbitrarily, it will therefore take a selective look at whether and how governments have been
concerned with, first, mitigating the social hardship that has resulted from over-indebtedness
and the danger of losing one’s home. This includes short-term policies towards reducing the
debt burden, and the risks associated with foreign currency loans, moratoriums on foreclosure,
as well as more long term solutions such as the supply of social housing. Second, we analyze
whether there has been any attempt at changing the housing system in order to reduce the
overall reliance on private homeownership and provide for public alternatives. A third aspect
we touch upon is whether there have been attempts at reducing the riskiness of housing
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finance. In order to capture some broader issues we also shortly tackle whether there were
conscious attempts at curtailing the significance and ownership of the financial sector, and how
the costs of the crisis have been distributed. As the remainder of this section shows, there are
remarkable differences among the countries.

From the beginning on, the most burning issue in managing Hungary’s banking and mortgage
crisis has been the challenge of foreign currency loans. From 2008 onwards, the forint exchange
rate devalued sharply, especially against the Swiss franc with its newly acquired status of a safe
haven. By 2012, Swiss Franc mortgage holders faced a 60 percent increase of their debt service
due to the exchange rate alone (IMF 2012 (a?): 19).

Hungary’s crisis response evolved in two distinct phases. For the socialist Gordon Bajnai
administration (2009-2010), mitigating social hardship for its over-indebted population was not
a priority. It rather saw as its most urgent tasks to reign in the public debt and deficit, as
defined by the IMF stand-by agreement signed in autumn 2008."* The government also faced
some uncertainty with regards to its highly transnationalized financial system, as by 2008 a
debate erupted about the exposure of foreign parent banks in the region, and many observers
were persuaded that Western banks would cut their losses and run (Epstein 2014). In this
situation, the Bajnai administration showed little appetite for taking on the banks. Rather, it
signed the so-called Vienna Initiative, a series of accords signed by several East Central
European states with ten major European banks and the IMF to maintain the presence of
exposed banks. In the agreements, parent banks committed to support their subsidiaries in the
region, roll-over their credits, and capitalize them adequately. In those countries that had
stand-by agreements with the IMF, banks made their commitment dependent on their host
governments’ compliance (EBRD 2009: 18).

Things however took a different turn with the coming to power of the FIDESZ government in
May 2010. The parliamentary election in spring 2010 gave FIDESZ an unprecedented two third
majority in the Parliament. As well known, the government used this stellar victory to radically
alter Hungarian political and economic institutions (e.g. Bankuti, Halmai and Scheppele 2012).
One of the cornerstones of Prime Minister Viktor Orban’s economic program has been his fight
for independence from “a world symbolized by banks, multinationals and a bullying IMF”
(Oszko 2012). Among the weapons of the economic freedom fight were special taxes levied on
banks, insurance companies and other financial services. These taxes, announced on June 8,
2010 as one of 29 measures to redress the economic situation, were to be levied at 0.5 percent

2 In November 2008, the IMF approved a 12.5 billion € loan to Hungary to support withering the crisis. The IMF-
supported economic program had two key objectives: fiscal consolidation and the stabilization of the financial
sector. This was part of a broader IMF-World Bank and EU administered loan of all in all 20 billion € (Litz and
Kranke 2014).
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of banks’ assets over 50 billion forint for a period of three years, starting with 2009. In fact, the
special bank taxes finally will only be lowered in 2015. In exchange for decreasing the taxes,
credit institutions pledged to increase lending to the corporate sector, especially SME, rather
than to households (Portfolio.hu 21/5/2015). Thus in contrast to its predecessor, the Orban
government has not been afraid of taking on the banks. This is partly due to one of its explicit
aims to “re-domesticate” the financial sector. According to this, a minimum of 50 percent of
bank assets should be under domestic control.

The government stepped up its “unorthodox economic policies” with the proclamation of war
against “debt slavery” in autumn 2011. In its course, Hungary severed its ties with the IMF. It
paid back its stand-by loan in full and well in advance, and consequently asked the IMF to close
its Budapest office. Another major cornerstone of the war was the alleviation of the burdens for
households with foreign currency loans. In 2011 the government introduced the possibility to
exchange foreign currency loans in Hungarian Forint a preferential exchange rate for debtors
who could repay their debt at one stroke, and introduced an exchange rate protection
mechanism, where repayments are calculated at an advantageous fixed exchange rate. In
addition, lenders were forced to compensate borrowers for exchange rate spreads and other
"unfair" charges (such as interest rate changes). In late 2014, finally, the government forced
almost all debtors to swap their forex loans into local currency at the then current rate. This
move earned the government acclaim even among circles that would normally not think highly
of Viktor Orban’s “fight against debt slavery”. Thus the Financial Times wrote in April 2015:
“What seemed like a capricious move by Hungary’s autocratic Prime Minister Viktor Orban
turned out to be an inspired decision that has saved many families from near financial ruin after
Switzerland abandoned its euro currency floor in January and the Swiss franc jumped by almost
20 per cent. Without that forced hedge, the depreciation of the forint against the franc would
have added some Ft700bn ($2.5bn) to household debt”. As FT continues:” What it has done, of
course, is impose losses on the banking sector, which the government had already hit in recent
years with a bank levy and a financial transaction tax” (Bogler 2015).

In addition to the foreign currency loan issue, the Orban administration also introduced a
temporary moratorium on the repossession of homes whose owners were lagging behind with
their mortgage payments. This moratorium was several times extended. Until the time of
writing, banks are limited to designate only a tiny fraction of homes in their non-performing
loans (NPL) portfolio for sale. An increasing number of these homes are taken over by the
National Asset Management Company (NET). In this case, former owners can stay in their
houses as renters. The housing portfolio of NET has increased spectacularly: since 2012, when it
was founded, it has acquired 23.000 units with about 100.000 tenants.'* Another policy

" http://www.netzrt.hu/wp-content/uploads/2014/09/2014_09_18 NET_aktualis_adatok.pdf

24


http://www.ft.com/cms/s/3/37d5abc4-d2e7-11e4-b7a8-00144feab7de.html?siteedition=uk
http://ftalphaville.ft.com/2015/01/28/2102062/why-did-the-swiss-franc-spike-blame-the-locals/

experiment with social housing was the publicly financed construction of a “debtors’ village”
some 30 km from the capital city, Budapest. This project is addressed to poor families who
cannot pay their debt. Selected by the Maltese Charity, these families pay half of the market
rental price. The success of this settlement with its 80 units is however mixed. Many refer to it
as a debtors’ ghetto, and more recently the government, acknowledging that it did not manage
to attract enough families in need, decided to use it as temporary shelter for people who have
to leave their homes in case of natural disasters (Budapost, 18/1/2014).

All taken together, the national-conservative government in Hungary has used its two third
majority to redesign central elements of the Hungarian housing and housing finance system in
the context of a deep economic and social crisis. Its overtly nationalistic and anti-finance-capital
discourse aims at pitting vulnerable households against foreign banks, this way generating
support for its interventionist policies among all strata of society. In addition, it also pursues an
active reversal of the risk shift by its interventionist policies and its strategy of pushing the costs
of the various support schemes on banks rather than tax payers. Finally, the establishment of
an asset management company can serve the aim of a partial renationalization of home
ownership, and the explicit objective of a Hungarianized banking system indicates that its
financial system will be significantly altered, at least what concerns the ownership structure.

Iceland, as Schwartz (2011: 299) writes, “came late to the global party, drank too quick and hit
the floor rather harder than larger economies”. When the crisis erupted, the tiny country found
itself with a hugely over-leveraged banking sector and population, and overvalued property
prices. Its banks were indeed too big to be saved, and at the same time, it “found itself forced
by Britain and the Netherlands to guarantee offshore deposits” (ibid). Similar to Hungary,
Iceland had to turn to the IMF for emergency lending, which, together with the Nordic Central
Banks also contributing to the bailout, administered the usual austerity medicine.” Fiscal
tightening, hefty raises of the interest rates, and the backing of the British and Dutch
governments’ demand that Iceland compensates them for bailing out the Icesave depositors
were among the conditions for the loan (for more details on the Icesave affair see below). The
IMF however also approved foreign exchange controls. Crisis and austerity triggered a wave of
social unrest, which succeeded in ousting the government. During the protests, debt-write
down emerged as one of the central demands (IMF 2012: 106).

In April 2009, a center-left Social Democratic-Green coalition government came to power, for
the first time in the country’s history. This government took a number of policy actions that
were quite different from those of other hard hit states. “Most importantly, rather than trying

> The IMF and Nordic countries together offered a 4.6 billion $ loan to Iceland (Wade and Sigurgeirsdottir 2012:
22).
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to resuscitate existing structures and patterns of economic activity through austerity measures,
it actively intervened in financial, currency and housing markets, as well as strengthened
targeted social programs that protected majority interests” (Hart-Landsberg 2013: n.p.). In
terms of housing policies, the government adopted a number of measures fast in order to
prevent over-indebted homeowners from losing their homes. These included “a moratorium on
foreclosure, a temporary suspension of debt service for exchange-rate and CPl-indexed loans,
and rescheduling (payment soothing) of these loans.” (IMF 2012: 106). These measures reduced
current debt service payments significantly (up to 40 percent for those with foreign exchange or
indexed loans). The government also created an Office of the Debtor’'s Ombudsman, which
negotiated, on behalf of debtors, debt restructuring out of court. In 2012, a debt forgiveness
plan was introduced which writes down underwater mortgages (ibid: 107). In addition, the
government subsidized a large share of mortgage interests for a period up to two years, and
offered a means-tested tax rebate on interest payments (Olafsson 2011: 20). Most of the
measures the government took relieved above all vulnerable social groups, such as low income
households and families with children. They did not target homeowners with negative equity or
those who had bought more extravagant property.

Some more fundamental changes in the housing system have also been on the agenda.
According to Olaffson (2011: 20), the government has put special effort in developing, together
with NGOs and local authorities, alternative tenure models to homeownership. Indeed, the
homeownership rate has decreased by 11 percent since its peak in 2005 from 87 percent to 76
percent in 2013, which is a significant change.'® Further research is however needed to find out
whether this is due to a better offer of public rentals, or to a rise of private landlords.

An substantial part of the costs of loan restructuring was pushed onto the banks. In contrast to
most other countries, Icelandic banks and bankers did not get away with the mess they created.
All three major banks were nationalized, and each were divided into a new and an old bank. It
was the old banks that kept the international obligations, whereas the new, state-owned banks
received the mortgages, loans and deposits, at discounted value. This should in principle have
enabled them to bear the cost of debt write-down. According to some authors, however, the
banks were not passing on the discounts fully to their customers (Anarson et al. 2011, quoted in
Hart-Landsberg (2013 n.p.). Be this as it may, ultimately “much of the cost of debt restructuring
was born indirectly by foreign creditors, who took significant losses when the banks collapsed”
(IMF 2012: 107).

Indeed, it is Iceland’s dealings with foreign depositors that have attracted most international
attention. As well known, in an attempt to attract external deposits, one of the Icelandic banks,
Landsbanki, launched an internet-based service — Icesave - that offered more attractive

" EMF Hypostat 2014.
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interests than normal banks. Within a short time, the bank was “flooded with deposits. Tens of
millions of pounds arrived from Cambridge University, the London Metropolitan Police
Authority, even the UK Audit Commission, responsible for overseeing local government funds”
(Wade and Sigurgeirsdottir 2011: 19). When Landsbanki, and with it Icesave, collapsed, a
diplomatic tug-of-war started about who ought to compensate the British and Dutch depositors
for their losses. The British and Dutch authorities asked for a sovereign guarantee that their
countries’ depositors would receive the guaranteed deposits from the Icelandic banks. While
the Icelandic government twice came close to concluding such an agreement with these
governments, its plan was each time rejected in popular referendums. In 2013, an EFTA court
ruling cleared the Icelandic government of all charges related to Icesave. While Landsbanki will
have to pay the foreign depositors eventually, it is not the tax payer who is taken hostage for
this (FT 29/1/2013). The Icelandic resistance to guaranteeing the outlays of the country’s banks
is the more remarkable that this risked to jeopardize the government’s ongoing negotiations for
EU entry.

In addition to nationalizing the banks and refusing to offer sovereign guarantee for privately
accrued outlays, bankers were hold accountable for some of their mismanagement. Thus, for
instance, in a recent ruling the Icelandic Supreme Court upheld prison sentences for four
former key executives of Kaupthing Bank. With four to five years prison, they received the
heaviest sentences for financial fraud in the country’s history (Scrutton and Sigurdardottir
2015).

All in all it is safe to say that Iceland’s crisis response also significantly diverged from
mainstream neoliberal prescriptions. The center-left government imposed a number of
measures to ease the debt burden for vulnerable households, and undertook some steps
towards a more diversified housing regime too. An aspect not touched upon in this paper is
that the government also used social policies to mitigate the social costs of the mortgage and
debt crisis. It nationalized the banks, and pushed on them and their foreign depositors some of
the costs. It is less clear how long lasting this policy reversal is. On the one hand, the
government has, in accordance with an IMF demand, privatized two of the new banks, and is in
the process of increasing the private share for the third. On the other hand, general elections in
2013 have brought the old forces of the Independence and Progressive Parties back to power.
Arguably, the left-wing government has perhaps not done enough to shield the households
from the fallout of the mortgage crisis, as many of them are still struggling. Indeed, the new
government has pledged to offer more relief for indebted mortgage owners. In addition, “old
forces” are vehemently opposed to joining the EU, something that resonates well with some of
the population (Sigmundsdoéttir 2013). Despite these uncertainties over Iceland’s future road,
its policy response has been markedly different from those of Ireland and Estonia.
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Pundits and the media alike often depict Iceland’s crisis management as the polar opposite of
Ireland’s. While Iceland let its banks go bust, Ireland saved them at tremendous costs. While
Iceland’s economy profited from the substantial devaluation of the krona, Ireland had to accept
the straightjacket of EMU and pursue internal devaluation. While Iceland pushed some of the
costs of the crisis onto foreigners, Ireland internalized the costs to save German and French
bondholders. Indeed if there is one country that fits Crouch’s (2011: viii) observation,
“Iw]hereas the financial crisis concerned banks and their behavior, resolution of the crisis has
been redefined in many countries as a need to cut back, once and for all, the welfare state and
public spending”, this country is Ireland.

Indeed, in Ireland the banking crisis has overshadowed all other policies, and despite the fact
that among all our cases in this country the banking crisis was most closely connected to a
property, housing and mortgage boom, relatively little has been done to help indebted home
owners or put the housing model on a different track. As well known, the Irish government
issued a guarantee in 2008 of the liabilities of all troubled banks. “The total size of the deposits
and liabilities covered by the guarantee on the night it was passed was estimated at €334
billion, of which over €50 billion was required immediately or in immediate pledges. Ireland’s
GDP is roughly €160. This was, as O’Toole (2010) later put it, ‘the most momentous political
decision in the history of the state’”(Mair 2011: 3). As a consequence of socializing the bank’s
liabilities, public deficit and debt soared, and Ireland had to turn to the “Troika” of the EU, IMF
and ECB for emergency lending to avert a sovereign default.’” This initial decision also locked
other governments in. Although Fianna Fail, the political party that had dominated the Irish
party system for 70 years or so and was largely responsible for the boom that turned bust,
suffered a dramatic defeat in the 2011 parliamentary elections, the new Fine Gael-Labor
coalition government saw itself heavily constrained by the terms of the bailout. It is also fair to
say that in terms of economic ideology, there is little difference between Fine Gael and Fianna
Fail. With Labor being the junior partner in the coalition, it is also the domestic political
constellation that explains Ireland’s persistent neoliberal course.

While the blanket guarantee that the government gave was assumed to tackle liquidity
problems, soon the real nature of the crisis — namely the insolvency of banks — became
manifest, which forced the government to undertake massive recapitalization of its banking
sector, and the nationalization of the majority of its banking system. In addition, a National
Asset Agency was created to take care of the loans to property developers. A further
contentious policy decision in the Irish Banking crisis was the bailout of senior bond managers.

7 The loan totaled some €85 billion euro.
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Here, it was mostly the ECB that pressured the country to rescue them in order to prevent crisis
contagion in the Eurozone (Schoenmaker 2015).

The massive austerity that has followed the bank guarantee and EU-IMF bailout has also
affected Ireland’s housing policies. Although social housing has been neglected for decades, the
remaining meager budget was further retrenched in 2008-2014, falling from over €1.7bn to
some €597m (Environment, Community and Local Government 2014). It is only in 2014 that the
government has outlined a new strategy towards social housing, which comprises three pillars:
the provision of new social housing supply through acquiring, building, or leasing; providing
housing support through the private rental sector, and creating more flexible housing support
schemes (ibid). The budget for the overall program is €3.8 billion over five years, which indeed
indicates a turnaround in housing policies, as it restores a central role of the state in housing
provision (Boland 2014a). At the same time, however, most of the support is not dedicated to
public housing, but will rather subsidizes rental payments.

This dovetails with a more substantial change in the Irish housing regime that has been ongoing
for the last decade or so, namely the rise of private rentals. Already before the boom, the Irish
mortgage providers have issued an increasing amount of buy-to-let mortgages. Indeed, much of
the credit growth has been taken up by private landlords rather than homeowners. House price
increases helped, as it allowed homeowners to release equity from their primary residence for
investment purposes (Norris 2013: 24). This has already contributed to a drop in the Irish
homeownership rate prior to the crisis (ibid.), and has accelerated in recent years, with the
current homeownership rate below 70 percent. In 2011 almost one in five families lived in
private rentals, and the proportion in cities is even higher (Threshold 2014: 3). The increased
share of renting is probably due to three factors: first, before the crisis, the house price boom
has made it exceedingly difficult for first time buyers to find affordable housing, while it
allowed wealthier segments of the population to accumulate housing property. Second, the
private rental sector compensates for the absence of a social housing sector, and third, the
crisis has made homeownership unaffordable for an increasing number of people. It has also
led to a rise of “accidental landlords”, who rent out their property in order to pay back their
mortgages. What this all amounts to is that housing wealth is becoming distributed increasingly
unequally across the population. While further research is needed to establish in how far the
boom and crisis have indeed led to increasing wealth inequality in Ireland, research done in the
UK shows that similar trends have given rise to a “generation rent” which is pitted against the
“generation landlord” that controls much of the housing wealth (Ronald et al. 2015).

Next to gradually recognizing the need for social housing, the government has taken steps to
improve the legal framework for personal bankruptcy, and to make debt restructuring easier.
This however was a requirement of the EU-IMF emergency rescue program, and it is perfectly
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in line with neoliberal policies. Thus, the ECB welcomed the overall direction of the Irish draft
law on personal bankruptcy because of its “aim of lowering the cost and increasing the speed
and efficiency of personal insolvency proceedings while at the same time mitigating moral
hazard and maintaining credit discipline. The draft law provides for debt relief in appropriate
cases. It contains provisions which aim to protect the interests of creditors by applying strict
eligibility criteria to the availability of the insolvency arrangements, providing for oversight by
the Insolvency Service and the Courts and requiring creditor approval by supermajority of the
insolvency arrangement in appropriate cases.” (ECB 2012: 2-3).

There have been some attempts to step up the macroprudential regulation for mortgage
lending. Thus, a proposal by the Central Bank suggests to cap loan-to-ratio values at 80 percent
of the value of the property, and the loan-to-income ratio to 3.5 times the borrowers’ annual
income, with the aim of “increase[ing] the resilience of the banking and household sectors to
the property market and try to reduce the risk of bank credit and housing price spirals from
developing in future. The Central Bank does not wish to regulate or directly control housing
prices.” (Central Bank of Ireland 2014: 2). However, the proposal has been sharply criticized as
being too restrictive and preventing the construction of new houses (Boland 2014b).

Given that the Irish government has only more recently started to undertake measures that are
intended to help indebted homeowners and vulnerable households, and that mortgage arrears
have increased significantly ever since the crisis erupted, it is surprising to see that there has
not been a large wave of foreclosures and evictions. There are several reasons for this. For one,
a newly revamped foreclosure law contained — probably by default more than by design — a
loophole which made it applicable only on mortgage loans contracted after 2009. In addition,
foreclosure and evictions are considered as cultural taboos — supposedly going back all the way
to the late 19" century Land War which was fought over rights of tenants. A third explanation is
that banks themselves are not eager to foreclose the property, as this step might result in real
losses and bring the undercapitalization of banks into the open (Phillips 2013). In that sense,
there is collusion between banks and borrowers: borrowers don’t pay and banks don’t evict.

Overall, it is evident that in contrast to both Hungary and Iceland, Ireland embraced
neoliberalism in its practices to deal with the problems of banks, indebted homeowners, and
the housing regime at large. The first major decision — the blanket guarantee for the liabilities
of all troubled banks — was a decision made entirely by the domestic ruling party, while later
policies have often been designed under the influence of the “Troika”. The costs of the banking
crisis have been mostly pushed on tax payers. To add insult to injury, it later turned out that
senior managers of Anglo Irish Bank had significantly downplayed their losses in order to lure
the state into their rescue operation. As revealed in the secret recordings in Anglo Irish Bank,
top executive Bower told among others: “If they (Central Bank) saw the enormity of it up front,
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they might decide they have a choice. You know what | mean?” (Williams 2013). Even so, to our
best knowledge, none of the Irish bankers that ruined the country had to face sentences that
would go beyond some 240 hours of community service.

Given the size of the housing and mortgage debt problems after the crisis, the government has
been remarkably abstinent in its policy making. A law for debt restructuring has only been
drafted in 2012, and a new policy for social housing in 2014. This suggests that the government
prefers to sit out the problems, hoping perhaps that they might eventually be evaporating. The
still increasing share of mortgage arrears however sheds some doubt on this strategy.

In terms of policy response to the housing and mortgage crisis, Estonia stands out in two ways.
First, it is the only country where the sitting government has not been punished for what was
after all one of the biggest crises in the country’s history. There was also remarkably little social
unrest. Second, the government mostly focused on the macroeconomic aspects of the crisis,
and was remarkably inactive in devising concrete housing or banking policies.

The policy priority of the coalition government under Premier Andrus Ansip was the defense of
the currency peg at all costs and the qualification for euro accession. In the government’s
perception, that was the only way in which indebted homeowners could be shielded from the
massive exchange rate risk and a major banking crisis could be avoided. Defending the peg was
at times not an easy task. Given how hard all Baltic countries were hit by the crisis, it was
assumed in a number of international and even some domestic policy circles that devaluation
of their currencies was only a matter of time. In 2008, the currency of neighboring country
Latvia, which had a similar restrictive exchange rate regime as Estonia, came under strong
pressure, and according to a number of sources, members of an IMF delegation were in favor of
a devaluation of the lats in order to allow the country to restore its competitiveness. The
discussions in Latvia set off strong fears of contagion in neighboring Estonia. In the final
account, the Latvian government resisted the pressures. The Swedish Central Bank, the ECB and
Estonian authorities all played a role in convincing Latvia to defend its peg (LUtz and Kranke
2014, authors’ personnel communication with Rainer Kattel and Wolfgang Drechsler). This
made it easier for Estonia to stay course and join the Eurozone as of January 1, 2011.

Defending the peg and joining the euro inflicted a lot of immediate pain on the population — the
government opted for very harsh austerity measures to bring inflation and wages down, and
restore competitiveness. These measures hit people depending on social welfare, lower skilled
workers, and the manufacturing industry particularly hard. While among these social groups

'8 The title is borrowed from Kattel and Raudla 2012.
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mortgage borrowing was marginal, they picked up a disproportionately high share of the
housing bust (OECD 2009, 89 fn9, Masso and Krillo 2011).

However, Estonia could avoid having to rescue its banks. Its currency board arrangement
limited its ability to provide liquidity support to banks. This became an acute problem in the fall
of 2008, when worries about Swedbank’s exposure to the crisis-ridden Baltic economies spilled
back to Estonia, resulting in a deposit outflow. As the problem case was a foreign-owned bank,
however, providing liquidity and bailing out the banks could conveniently be “outsourced” to
the Swedish Central Bank, which had to take out a loan from the ECB to help the country’s
private banks (Kattel and Raudla 2012).

The exit into the eurozone did much to eliminate two major risks for the indebted Estonian
population — that of higher and volatile interest rates and that of a change in the exchange rate.
Interest rates in fact decreased, alleviating the debt burden of households. The government
and banks also tackled the issue of NPLs. In an act from November 2010, it introduced a new
individual debt restructuring procedure, which provided an alternative for overindebted
individuals to declaring personal bankruptcy. Whereas the existing bankruptcy regime came
with very harsh and inflexible conditions, the new procedure has made it possible for
individuals to negotiate a longer deadline for repaying the debt, a payment in installments, or
reduction of obligations. A few months later, the government also legislated in support of out
of court restructuring of individual debt (OECD 2011, Liu and Rosenberg 2013).

Banks also engaged in debt restructuring on their own. Thus, for instance Swedbank reacted to
the crisis by creating a team of specialists on overdue loans (Dorothee Bohle’s correspondence
with a communication specialist at Swedbank). In addition, the major Estonian banks wrote off
a significant number of bad loans. All these measures are likely to have made the life of
indebted households easier. NPL decreased since 2008, and while there were some instances of
foreclosures, with 1300 people losing their house in 2012, foreclosure and evictions stayed
limited overall (Postimees 2013).

All in all, the Estonian government relied primarily on a market based approach to cope with
the fallout of the crisis. Although the housing boom and bust stood at the center of the
Estonian crisis, few policy measures have directly targeted issues of privatized housing, the
mortgage credit boom or the risks of overindebtedness, and the supervision of the banks. It is
only recently that the parliament decided to grant the Central Bank more supervisory power
over banks, including the ability to limit loan to value ratios (Magnusson and Ummelas 2014).
Instead, austerity policies paving the way to entry in the eurozone mitigated the risks. Estonia is
also the first country in our sample that has recovered from the crisis. Interestingly, house
prices and mortgage lending are on the rise again, and Estonian banks have started to develop
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plans for a mortgage bond market so that borrowing costs can be reduced and local capital
markets be developed (Ummelas 2013).

All in all this section has identified four rather different policy responses to similar challenges.
Hungary and Iceland have by and large rejected neoliberal solutions, with Hungary’s answer
being more extreme, while Ireland and Estonia have embraced neoliberal solutions. Table 2
summarizes the different responses. The last, concluding section will take a step back and ask
whether the different policy responses can be said to be part of broader trajectories these
countries have embarked upon, and offers some reflections concerning their sustainability.

Table 2 about here

7. Conclusions: neoliberalism on the periphery - resistant and resisted

As we learn from Gourevitch, economic policy choices have political sources. ,To become
policy, ideas must link up with politics — the mobilization of consent for policy. Politics involves
power. Even a good idea cannot become policy if it meets certain kinds of opposition, and a bad
idea can become policy if it is able to obtain support” (1989: 87-88). Accordingly, tracing the
links between neoliberalism’s ,doctrinal force” and its ,proselytizing power” (Shonfield 1965:
71) during the Great Recession should account for the political factors that make it resistant —
or successfully resisted. However, drawing a balance sheet like that is difficult for a research
that spans ongoing processes: How can we know without the benefit of hindshight whether
ultimately neoliberalism proves or fails to be resilient on Europe’s periphery?

Our brief excursus in the history of policy choice in Chile before and during the debt-crisis of the
1980s helped us conceive a multidimensional yardstick of the forces, strategies, and
mechanisms behind the political power of neoliberal ideas. In particular, we found that: a)
leaders’ rhetorical loyalty to free market radicalism even in cases when practicising a heavy
dose of statism; b) willingness to accept full responsibility for debt in line with external
interests; c) coupled with blame shifting from large creditors to small domestic borrowers; d)
the invention of neoliberalism’s new export-oriented mutation; and e) institutionalizing social
and policy changes that constrain future deviations in the economy and politics alike — all
attested to the resilience of neoliberalism.

How does this vyardstick of political rhetorics and policy practice, and domestic and
international asymmetries of economic and political power, play out today on Europe’s crisis-
ridden periphery? For limitations of space and our current state of knowledge, our application
below is restricted to the extreme cases, Hungary and Estonia.

According to Hungarian Premier Viktor Orban’s rhetorics, his government’s new strategy
represents a sharp brake with economic neoliberalism and its political form, the liberal state. In
a speech that got ample media attention within Hungary and without, he was explicit: ,the new
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state that we are building is an illiberal state, a non-liberal state”, especially that ,liberal
democracy was incapable of protecting public property that is essential to sustaining a nation ...
Then, the liberal Hungarian state did not protect the country from indebtedness. And — and
here | mostly mean the system of foreign exchange loans — it failed to protect families from
bonded labor” (Viktor Orban’s speech: xxx).

This way, official Hungary’s blame shifting discourse displays a bottom-up pattern, that is, the
exact opposite of what characterized once crisis-plaqued Chile. It is not the carelesss borrowing
of Hungarian families but the loan-pushing lending practices of the country’s (mostly) foreign
banks, and the irresponsibility of previous left-liberal government, which are blamed for the
social dislocation of hard times. Further, blame shifting does not stop at the level of national
economy but also targets powerful international actors, from the financial markets and IMF to
the EU, which should not penalize Hungarians for the consequences of their ,own Western”
financial crisis.

While these rhetorics are powerful tools of undermining the political power of neoliberal ideas
and mobilizing consent for alternative policies, the Hungarian break with neoliberalism goes far
beyond rhetorical exercises. This is, because from 2010 Premier Orbdn’s party has had
supermajority in the Parliament, and won all the local and European elections as well — all of
which attests to the political power behind his governments’ economic ideas.

Importantly, the national-conservative government has been adamant in using a new economic
diplomacy to expand its room for maneuver during the crisis. Already in 2010, the government
ended the earlier cordial accord with the IMF. Subsequently, the government paid back the IMF
emergency loans contracted by its left-liberal predecessor, and began to explore the
possibilities of economic cooperation with Russia, China, Azerbaijan, and the oil-rich countries
of Central Asia and the Middle East. While Hungary’s access to the EU’s structural funds
remained the single major source of GDP stabilization and growth in hard times, entry to the
eurozone has been postponed to a yet to be specified future date.

Similar is the case of the domestic policies of crisis management: too many of these measures
are consistent with the anti-liberal rhetorics and the bottom-up pattern of blame shifting, to
allow a classification of the Hungarian case as yet another example of neoliberalism’s survival
via re-birth in a new form. From the repeated attempts to save families from ,, debt-slavery” and
heavy taxation of the banking and retail sectors, to the determined efforts of building a
,national bourgeoisie” including a ,Hungarianized” financial sector, the government’s new
unorthodox experiments cannot be seen as merely temporary deviations from and/or
substitutes for the neoliberal paradigm. As to the financial sector, the Premier declared: , Three
months pass after the elections and...the Hungarian state bought back a bank. Considering such
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a bank should have never been sold to foreigners, the Hungarian state buys it back, and with
this Hungarian national ownership within the banking system exceeds 50 percent” (ibid).

Finally, the jury is still out to judge the long-term viability of the new Hungarian strategy.
Clearly, Premier Orban’s government is implementing structural and institutional changes that
are neither easily accepted by the international community as good practices, nor are likely to
be easily reversed by its future challengers. Nevertheless, belying recurrent predictions of its
collapse, so far the unorthodox strategy seems to have worked even if its results in terms of
GDP growth, employment, and social equity have been far from convincing. Its prospects as
well as the obstacles it may encounter also depend on the future direction of European
capitalism of which Hungary, despite its efforts to the contrary, has remained part.

In most of the above aspects, Estonia’s difference from Hungary could not be more striking.
Many of these differences can be explained by the fact that, unlike in Hungary, a most radical
variant of neoliberalism became fully entrenched in Estonia by the time the crisis struck. Fifteen
years spent on the politically unchallenged (albeit in terms of economic results volatile)
neoliberal path resulted in large scale institutional transformations, which - as demonstrated
above in the Chilean case - can provide a most solid foundation for neoliberalism’s medium and
long term resilience. Balanced budget, flat tax, the currency board, extreme trade openness,
and a meager welfare state have been the key institutional factors behind neoliberalism’s
resilience in the tiny state. In the political arena, the enduring dominance of center-right parties
representing a ,marriage” between nationalism and neoliberalism has been cemented by the
widely shared belief that without this ,,winning formula” Estonia’s regained independence and
EU integration would never have been possible (Bohle and Greskovits 2012).

Against this background it is unsurprising that in and after 2008 politicians tended to blame the
global crisis in general terms but shied away from pointing out the domestic responsibilities for
Estonia’s economic turbulences. For example, in its report to the Parliament on the challenges
the country was to face, Central Bank Governor Andres Lipstok avoided using the words
“credit”, “housing”, “property”, “bubble”, or “overheating” altogether (cited in Vissor 2013:
tba).

Ironically though, in 2008 the Estonian politicians expressed no less mistrust in the IMF as crisis
manager than their Hungarian counterparts in 2010. Yet, while the Hungarian crisis managers
feared that the IMF would combat their planned deviations from the ruling paradigm, the
Estonians were terrified that the IMF might constrain them in continuing their earlier policy
course. One of the architects of Estonia’s neoliberal transformation strategy former Premier
Mart Laar, for instance, was concerned that unless Estonia was capable of cutting its fiscal
deficit on its own, it was going to be forced to do the same as a serf of the IMF. Similarly,
according to a leading politician of one of the government parties: “If Estonia would not
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manage to cut 8 billion kroons, then IMF would take over the governing of Estonia and a total
chaos would follow. After that we would have to cut expenditures and increase taxes as well”
(both cited in Vissor 2013: tba). Importantly, these fears were expressed at the very moment
when the IMF bailout mission tried (but ultimately failed) to convince the Latvian government
to devalue the national currency. Since the fixed exchange rate of the kroon was a sacrosanct of
Estonia’s neoliberal strategy too, devaluation as a condition would have been too high a price
for crisis management eased by the IMF’s financial assistance. Importantly, devaluation would

have skyrocketed the Estonian population’s Euroized mortgage housing debt.

For these reasons, policy makers preferred to take the risk of painful internal to that of external
devaluation. This allowed Estonia to meet the Maastricht convergence criteria and eventually
save its mortgage debtors from debt slavery by joining the Eurozone in the fortunate moment
when the EU was in bad need to demonstrate it’s monetary regime’s viability and attraction by
pointing to new entrants. Following the record recession of 2009-2010 growth resumed fast,
which, coupled with improved reputation as a new EMU member state, made Estonia “the
poster child for austerity defenders” (Krugman 2012) internationally, and led in 2011 to the re-
election of the government of crisis-management.

What else have we learned about the resilience of neoliberalism by focusing on small
peripheral states? After all, some might argue that these countries’ responses are unlikely to
matter for the global policy landscape of crisis and crisis management. Therefore, the focus
should rather be on policy innovation in large core states, both because their policies have a
better chance to be accepted as worldwide best practices, and because large states have the
resources to press their small peripheral neighbors into emulating their responses.

Without denying the rationale behind such argument, our study clarified some of the reasons
for being less skeptical about the relevance of small peripheral states’ experiences. First, we
found that, as in the past, small peripheral states did pursue policies, which meant innovations
in the context of, or even deviations from, the dominant policy paradigm. Second, the
unresolved problems of the current crisis are likely to keep open the window of opportunity for
policy experimentation and a search for “success stories” (no matter whether accomplished by
small or larger states, and notwithstanding their broader applicability) — see the worldwide
popularization of the policies leading to Baltic recovery, the example of Estonia as “anti-
Greece”, or Estonia’s, Latvia’s, and Lithuania’s admittance to the euro-zone not least to “prove”
its continuing attraction. Third, small states precisely because of their smallness often serve as
laboratories for IFls and big states (e.g. Kelsey 1986, Bohle 2012). Last but not least, “awkward”
pioneers of unconventional policy responses, such as Hungary today, might find followers
among other peripheral countries dissatisfied with the mainstream remedies proposed by large
states, the EU, or IFls, which may lead to a diffusion of their revolt against neoliberal orthodoxy.
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Along these lines, then, we hope that our study contributes to the political economy of policy
innovation on the one hand, and to teasing out the potential and limits of challenging
neoliberalism from “the bottom” rather than from “the top” on the other.
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Appendix: Tables and Figures

Figure 1: Bank mortgage and non-mortgage lending to GDP, 1870-2011, average ratio to GDP by
year, for 17 countries
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Figure 2: Mortgage debt/GDP across Europe’s periphery, 2000-2007
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Table 1: Risks for households associated with the mortgage booms at the outbreak of the crisis,
2008-2010

Mortgage Nominal Non Share of | Exchange Unemployment
debt/GDP (in | house price | performing foreign rate
%, 2009) (annual % | household currency (2008->2010)
change, 2008- | loans (2010) loans in total
2010) loans to
households
(2008)
Estonia 44 -49 A7 45N 82 peg 6->17
Hungary 24 12N 112 70 (managed) | 6->7
float
Ireland 92 -24 NN 7N n.a. euro 6->14
Iceland 119* -15 7 20N 13 float 3->7

* 2007

Sources: Column 1&2: EMF: Hypostat 2013. N denotes a further fall, N\ a rapid further fall of house prices, and
A an increase of house prices. Column 2: Hungary: share of loans in arrears over 90 days in the household loans
portfolio, EMF 2011: Study on non-performing loans in the EU, Estonia: share of overdue (>60 days) loans in
housing loans portfolio, SEB Baltic Household Outlook 2014, Ireland: non performing mortgage loans as a share of
total mortgage loans, Bank of Ireland, quoted in Schoenmaker 2015: 16, Iceland NPL as a percentage of total loans
granted to households by largest banks and HFF, Financial Stability Report 2012, 2: 23. \ denotes a decreasing, /
an increasing, and 2 A a rapidly increasing trend. Column 4: Estonia and Hungary: National Bank of Hungary (2009,
figure 2/17), Iceland: Benediktsdottir et al. 2010: 23, Column 7: Eurostat.
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Table 2: Policy Responses Summary

What have | Estonia Ireland Hungary Iceland

governments in -

done tol,

Mitigate social | Individual debt | Code of conduct on | Conversion of Fxloansin HUF Debt restructuring and debt
hardship? restructuring & personal | mortgages arrears Compensation for unfair lending | reduction

bankruptcy Existing legislation allows | practices Moratorium on foreclosures
Loan restructuring leads to | foreclosure only on | Moratorium on  foreclosure | special mortgage interest
limited foreclosure and | mortgage loans made after | (several times prolonged) subsidies to help homeowners
evictions Dec. 1, 2009. Creation of a National Asset | in difficult circumstances meet
Exit to the Eurozone | Limited foreclosure and | Management Company, which | their interest obligations
eliminates exchange rate | evictions (cultural taboo) takes over the homes of over- | rent rebates to low income
risk indebted households, and let it to | families
them at preferential rates
Change the tenure | nothing Private landlords on the | Very little, but it seems that the | Government works with banks,

system rise National Asset Management | NGOs, and local governments to
In 2014, a 3.9 bn € public | Company becomes an important | provide more varied options in
social housing program | player family housing, including new
was announced renting options.

Make housing | Some regulation for more | Ongoing disputes over | n.a. n.a.

finance less risk | prudent lending introducing

prone Central Bank might get | macroprudential measures

more supervisory authority

Decrease the role | nothing n.a. Significant. Special bank taxes, | Failed banks were not saved

of finance in the compensation, and forex | Introduction of capital controls
economy conversion has squeezed banks.

Change bank’s | none Nationalization of majority | Aim: more than 50% of banking | All three major banks were
ownership of Irish banks (2009-2011), | assets in national hands. To date | nationalized, but two are back in

the
guaranteed the remaining

in all cases state

two nationalizations

private hands, and the third is
prepared for privatization
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private shareholder’s
rights

creation of bad bank

Who pays the | Cost are partly outsourced | Bondholders relieved from | Costs are mostly pushed to | Costs are partly pushed to

costs? to parent banks and partly | any financial responsibility, | banks, although the ultimate | domestic bank owners and
widely  distributed  via | costs of crisis management | debt reduction for fx borrowers | foreign depositors
austerity to (lrish and European) | was less than they expected

taxpayers

Who is held | Nobody Nobody Foreign banks and previous | Neoliberal group within

accountable? government independence party, greedy

bankers
= Type of | Neoliberal Neoliberal Rejecting neoliberalism Rejecting neoliberalism
response:

Remaining issues Few. After a dramatic | Share of non-performing | Politicization over fx loans | While banks have been
recession, recovery started, | loans (incl. housing | remains high, with ultimate debt | recapitalized, supervision,
and the housing & market | mortgages) remains high | refund being less than initially | regulation and privatization
has started to pick up again | (20-25%) and on the rise promised by the government remain open issues
(with signs of a new | banking system remains | Banks have virtually stopped | Reintegration in financial
housing boom). Estonia is | state-owned, with only | lending markets
considering issuing its firs | very cautious moves to sell | Construction and housing market | Political disappointment has
MBS state shares down swept the old Independence

growing housing market
crisis especially for first
time buyers and poorer
households

party/progressive party coalition
back to power

Based on section six of the paper
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