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Abstract

This thesis applies insights from Historical (HI) and Discursive Institutionalism (DI) to analyse
the evolution of Europe’s financial stability agenda from the signing of the Maastricht Treaty
(1992) to the completion of Banking Union (BU) (2014). It aims to discover when and under
what circumstances ideas have enabled and constrained important policy shifts within the

Eurosystem, and to what extent structural rigidities have prevented change.

The thesis fills three gaps in the literature: i) no previous research has attempted to analyse
the importance of ideas and structures on the development of financial stability policy
within the Eurosystem. ii) it provides an ideational explanation for the growing
supranationalisation of financial policy within the European Union (EU). In line with
monetarist ideas, financial integration was promoted by the EU Commission and ECB as a
means of harmonising financial conditions and improving monetary policy transmission
within an increasingly ‘market-based’ financial environment. Yet as a result of this enhanced
interconnection, it soon became clear that the ECB would need to become concerned not
only with the delivery of price stability, but of financial stability too; iii) at the national level,
little research has been produced on the relationship between national economic ideas, the
regulation of domestic financial sectors, and how member-states prepared for EMU. This
thesis shows why Spanish and German banks managed market-based financial trends
dissimilarly, why the financial crisis affected the two countries differently, and why they

subsequently expressed different policy preferences at the EU-level.



‘Process tracing’ is used as the overarching methodological framework, attributing causation
to specific events and trends. Using this framework, the thesis adopts a comparative
analysis of the Spanish and German financial systems. In total, 19 qualitative interviews
were conducted with Spanish, German and European policymakers to gain a deeper
understanding of the ideational and structural issues at play within each jurisdiction, as well
as a thorough analysis of important speeches and policy documents drafted by national and
European central bankers. Critical Discourse Analysis (CDA) was then used in conjunction
with process tracing to examine text and data and to scrutinise policy-makers justifications

for action or inaction.

The thesis uncovers clear examples of where ideas have acted both as enablers and
constrainers of change, and where structures have dominated outcomes. One of the most
important findings is that ideational contradictions or failures can lead to substantial
institutional change. This occurred most notably during the 2010-12 sovereign debt crisis
which revealed the inherent contradictions of the Maastricht framework. As the crisis
intensified, the ECB realised that if price stability was to be maintained, interventionist
financial policies would become necessary, leading to considerable conceptual stretching

over what should constitute ECB monetary policy.

Ideas were also shown to have influenced the structure of the German and Spanish financial
systems and the way they were impacted by the crash. In Germany, Deutsche Bundesbank
(DB) non-interventionist policy ideas allowed financial institutions to accumulate asset-side
risk, resulting in the crisis hitting Germany early in 2007. However, the liberalisation of

German debt markets in the 1990s meant German sovereign bonds became viewed as ‘safe



assets’ during the downturn, allowing the German state to borrow to bail-out its financial

sector.

In Spain meanwhile, BAE interventionist financial policy ideas facilitated important
countercyclical practices which cushioned the initial crisis. But because Spanish banks relied
on the production of Asset-Backed Securities (ABS) rather than inter-bank ‘repo’ markets for
funding, Spanish bonds were not considered to have the same pedigree as German debt.
Consequently, once the sovereign debt crisis took hold, Spain was forced to turn to Europe
for support. Different financial ideas and regulatory practices within the DB and BdE thus

had a considerable influence on the severity and timing of the crisis in each country.

This research also reveals that ideas acted as powerful constraints. From the ‘institutional
formation’ of EMU at Maastricht which established price stability as the raison d'étre for the
existence of the ECB, the banks legitimacy and credibility became entwined with the
successful implementation of monetarist policies. This restricted the scope of policy ideas

aimed at improving financial stability, particularly before 2012.
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Chapter 1
Introduction

This research seeks to understand why financial stability evolved from being a secondary
consideration to having an equal status with price stability within central banking circles
(Bernanke 2011). Within Europe, the Treaty establishing Economic and Monetary Union
(EMU) provided the European Central bank (ECB) with no direct responsibility for financial
stability (Papademos 2006) and many legal provisions were enacted to try to prevent the
bank straying from its original price stability mandate (TEU®! 1992, Art.105). The task of
delivering financial stability remained the duty of national financial supervisors and
regulators within their respective jurisdictions (Duisenberg 2000[b]). Yet over the duration
of EMU, the European Union (EU) and ECB became increasingly involved in financial stability
initiatives and responsibility for its maintenance began to migrate away from member-
states towards the supranational level. This research aims to track this process of change

from 1999-2014 and to explain how important ideas and structures were in:

i) pushing the ECB to think more about and openly discuss financial stability
i) advancing and justifying institutional change at the EU and national levels in
relation to financial stability

iii) acting as restraints on institutional change at the EU and national levels

! Treaty on the European Union, also known as the Maastricht Treaty.



The main research question is:

To what degree can changing ideas and intuitional structures
explain the evolution of Europe’s financial stability agenda?

For the purposes of this research, the term “financial stability’ is defined and understood by
the ECB as both the avoidance of financial instability, and the creation of a context within
which financial markets are capable of performing healthily, with credit efficiently allocated
to solvent firms and households (ECB 2005[b], p.131). Policies aimed at maintaining or
establishing financial stability may comprise of: altering or implementing prudential
regulationsz; financial supervision, and; crisis management initiatives which may include
central banks assuming a ‘lender of last resort’ (LOLR) capacity for banks, and/or a ‘market-
maker of last resort’ function by conducting asset purchases to ease financing conditions by
producing more liquid capital markets (Gabor 2016; Howarth and Quaglia 2016, p.26; Le

Maux 2017; Mehrling 2016).

The research adopts an institutionalist theoretical framework to explain why the
Eurosystem’s financial stability agenda evolved between the signing of the Maastricht
Treaty (1992) and the onset of Banking Union (BU) in 2014, and why different EMU
member-states responded differently to market-based financial developments. It
appropriates insights from both Historical (HI) and Discursive Institutionalism (DI) to
understand how important ideas and institutional structures were in shaping the Eurozone’s

financial system through time.

? Financial regulation that requires financial institutions to control risk by amending financial accounting
practices and capital buffers.



One of the central claims of HI is that institutions® are important because they help
determine collective behaviour by structuring choices independently of actor preferences
(Blyth et al. 2016, p.147, Hall and Taylor 1996, p.937). Institutions, which are assumed to be
ridged or ‘sticky’, play a central role in shaping peoples goals and objectives by restricting
behaviour deemed inappropriate or outmoded (Katznelson and Weingast 2005; March and
Olsen 2004). HI therefore places a great deal of emphasis on the importance of history and
structure in determining institutional continuity. The HI concept of ‘path-dependence’ posits
that institutions tend to exhibit a great deal of permanence through time (Bulmer 2009,

p.308), making institutional and policy change more difficult to explain.

DI meanwhile places greater emphasis on the role of ideas and their ability to engender
institutional change (Blyth 2002; Schmidt 2010, p.4). Although DI accepts institutions help
determine the social context within which actors operate, institutions themselves are
ultimately constructed and sustained by foundational ideas. As a result, individuals are
always capable of alternative thought processes and hence able to enact institutional
change endogenously (Schmidt 2010, p.10). DI therefore tends to focus more on
institutional transformation and the extent to which ideas and discourse help provoke

societal adaptation.

Both approaches are excellent at helping frame explanations of continuity and change
respectively. Yet each also contain weaknesses. The HIl approach consistently views ideas as

subservient to structures and, as a consequence, struggles to explain institutional change

* ‘Institutions’ are understood within this research as prevailing social rules and practices, political and
economic structures, as well as ideas and assumptions that are used to help decision-makers form policy
judgements (Béland 2009, p.702; Steinmo 2008, p.128; Hall and Taylor 1996, p.938).



(Blyth et al. 2016, p.148, Schmidt 2011, p.48). But because DI suggests people’s ideational
abilities are always capable of breaking free from societal constrictions (Schmidt 2010,
p.10), it often fails to explain institutional continuity, particularly when that continuity is

maintained in the face of ideational shifts.

Although no theoretical perspective is without pitfalls, by using insights from both
approaches concurrently, this research seeks to establish a more comprehensive
understanding of institutional evolution and to present a fuller explanation of when ideas
and structures help determine political and economic outcomes at both the national and

supranational levels.

Before the 2008 crisis, the ECB was said to have functioned according to a one objective
(price stability), one instrument (short-term interest rate) policy framework (Blanchard et al.
2010; Gabor 2012, p.5), with scant consideration given to financial stability. There is broad
agreement within Hl and DI literature that the monetarist approach to economic policy —
which had grown to prominence following the collapse of the Bretton Woods fixed
exchange-rate system — bore significant influence over the design and structure of this
framework (Quaglia 2008; Howarth and Loedel 2005; McNamara 1998). The monetarist
‘price stability’ agenda was geared solely towards the preservation of low inflation. Inflation
was viewed as a symptom of excessive borrowing and government spending, but by raising
interest rates when price level increases breached the two percent threshold, an effective

break could be applied to reduce unwarranted lending (Rogoff 2003, p.45).



The ECB mandate for price stability was inscribed explicitly in Article 105 of the Maastricht
Treaty (TEU 1992, Art.105). There was also instituted a strict separation of fiscal, monetary
and financial authority, and a high degree of statutory independence issued to the ECB
(Tognato 2012, p.25). These characteristics (predicated on monetarist ideas) intended to
ensure the bank remained focused solely on the preservation of price stability (Howarth and
Loedel 2005, p.53; Kaelberer 2003, p.370; Quaglia 2008, p.110). By separating the various
strands of economic policy and preventing the ECB from monetary financing® and bailing-
out member-states®, it was thought price stability could be enhanced further by promoting
market discipline in the sovereign bond markets and discouraging fiscal expansionism

(Bibow 2015; Yiangou et al. 2013, p.227).

Importantly, this approach was thought not only to produce stable prices, but also
contribute to the maintenance of financial stability. By anchoring inflation expectations, it
was argued the efficiency of price information within financial markets became more
accurate, reducing market volatility (Duisenberg 2000[a]). It was also assumed significant
intervention by central banks beyond this narrow mandate could only generate suboptimal
outcomes (Greenspan 2002; Issing 2008, p.65; Weber 2006). Responsibility for regulation
and supervision was therefore retained at the national level through the principle of ‘home

country control’ (Scheller 2006, p.111; Scherf 2014, p.64).

Yet even before the crisis, largely due to the contradictions within EMUs monetarist

framework, things soon began to change. As European financial markets became more

* Article 123 of the Treaty on the Functioning of the European Union.
> Article 125 of the Treaty on the Functioning of the European Union.



‘market-based’, with financial institutions coming to rely more heavily on securitisation® and
wholesale financing (Gabor and Ban 2016; Hardie et al. 2013, p.700), measures taken to
strengthen monetarist ideas and institutional continuity began to provoke institutional
alteration. Financial integration was advanced as a means of promoting price stability by
improving Europe’s interest rate transmission mechanism (Gabor and Ban 2016, p.618;
Issing 2008, p.214; Tumpel-Gugerell 2005). Yet this integration weakened the Maastricht
framework by reducing market discipline in the sovereign bond markets’ and gradually led
the ECB to become increasingly anxious about the possibility of financial contagion.
Consequently, the bank started to view financial stability as an objective in its own right

(Papademos 2006; Padoa-Schioppa 2003; Trichet 2003).

This weakening of the Maastricht settlement prior to the 2007-8 crisis is conspicuously
under-researched as it helped set the direction of future policy initiatives. The secondary
sovereign debt crisis (2010-12) built on these trends and catalysed further institutional
change. It placed EMU in an ‘existential emergency’ (Jones et al. 2016, p.1011; Schmidt
2014, p.189; van Rompuy 2011) which required the ECB and wider EU® to instigate more
radical policy initiatives and hence represented a ‘critical juncture’ in the evolution of
Europe’s financial stability agenda (Jones et al. 2016). Although the ECBs commitment to
low inflation is generally acknowledged to have been maintained, the ‘extraordinary’
policies adopted by the bank in the wake of the 2010-12 crisis extended its reach into areas

of fiscal policy and financial supervision (Hégenauer and Howarth 2016; Weidmann 2016[a];

®The re-packaging of loans into tradable assets.

7 Leading to significant increases in public and private sector borrowing in Southern Europe.

8 Including the EU Commission, Council of the EU, and the creation of new EU institutions such as the European
Stability Mechanism (ESM) and Single Supervisory Mechanism (SSM).



Whelan 2015), which had been expressly forbidden by EMUs creators (Duisenberg 2003;

Hamalainen 2002; Noyer 1999][a]).

The drive towards BU, which saw supervisory power migrate away from member-states
through the Single Supervisory Mechanism (SSM) was a further noteworthy development
(Beck 2015; Howarth and Quaglia 2013; Véron 2015). The ECB now directly supervises 130
of Europe’s most significant financial institutions and has also gained authority over macro-
prudential regulation (MPR) designed to counter market inefficiencies that were previously

thought not to exist.

Nevertheless, despite these important changes, the ECB was also subject to post-crisis
factors which constrained institutional and policy change. The ECB was slower to react to
the crisis and far less radical than many other major central banks (Bibow 2015; Farrell and
Finnemore 2016, p.585). It remains discursively committed to price stability (Draghi 2014[c];
Coeuré 2013[a]; Trichet 2011), and often sought to revert back to traditional monetary
policy instruments at the earliest opportunity9 (Economist 2012[a]; Howarth and Quaglia

2015, p.463).

Because the ECB was founded upon monetarist ideas, deviation from such concepts created
both legal™® and credibility problems for the bank (Bayoumi et al. 2014, p.25). Previous

research has therefore sought to highlight the path-dependence of ECB policy (Salines et al.

? Examples of this include the raising of interest rates in 2011, and the ‘sterilisation’ of ECB purchased debt
securities.

By group of 35,000 German citizens challenged one ECB policy (the Outright Monetary Transactions [OMT]
program) in Germany’s Federal Constitutional Court (Bundesverfassungsgericht). Although the result was that
the German Court fell into line with an earlier European Court of Justice (ECJ) ruling.



2011; Yiangou et al. 2013) and to show how monetarist ideas exerted a restraining influence
on its actions (Blyth 2013[b]; Farrell and Finnemore, 2016). One original contribution of this
thesis is to show that while the bank was indeed subject to such factors, traditional
monetarist ‘programmatic ideas’ also became progressively weakened, allowing financial

stability ‘policy ideas’ to emerge.

Additionally, EMU obliged member-states to abandon their own national currencies, cede
sovereignty over monetary policy to the ECB, and provided a catalyst for increased Eurozone
financial and economic integration. Yet despite this, national economic, political and
financial distinctiveness continues (Cohen-Setton 2011; Gros 2017; Pelagidis 2009). NCBs,
particularly before the crisis, retained substantial authority over financial regulation and
banking supervision and continue to exert a significant influence over national and
Eurosystem policy (Quaglia 2008, p.3; Scherf 2014, p.64; Scheller 2006, p.111). As well as
examining the Eurosystem at the supranational level therefore, this thesis also includes

comparative analysis at the national level.

Spain and Germany were chosen for this analysis on the basis of a ‘most similar’ structural
comparison (Anckar 2008; Esser and Vliegenthart 2017, p.6). Before the crisis both countries
maintained structural similarities and were categorised within the literature as ‘bank-based’
financial systems (Deeg and Posner 2016, p.441; Royo 2013[a], p.632; Vitols 2005, p.386).
Their financial environments comprised of large private banks, smaller cooperative sectors
and large ‘politicised’ public banking segments that maintained close relationships with local
and regional politicians (IMF 2003, p.3; Johnson 1998, p.45; Royo 2013[c], p.25). Despite

both countries central banks calling for a liberalisation of their public banking sectors



(Caruana 2001; DB 2003[b], p.45-6; Martin 2000), the only significant pre-crisis legislative

changes targeting state-owned banks emanated from EU competition policyll.

Notwithstanding these parallels, both systems were impacted differently both during and
after the financial crisis. While previous research has explained how these difference
manifested themselves, with German banks exposed on the asset-side and Spanish banks on
the liabilities-side of their balance sheets (Hardie and Howarth 2013[a], p.104; Royo
2013[a], p.154), this research explains how ideas facilitated these differences and why

Spanish and German banks reacted distinctly to the advent of ‘market-based’ banking.

While both nations NCBs gave voice to monetarist principles and extolled the virtues of
fiscal restraint (Castro 2003, p.7; Commission 2004, p.19; Howarth and Rommerskirchen
2013, p.766), their versions of monetarism differed. The Deutsche Bundesbank (DB)
subscribed to an orthodox version of monetarism informed by its ordo-liberal
(Ordnungspolitik) ideology which opposed state intervention beyond the setting of a strong
legal framework and the manipulation of interest rates (Bibow 2017; Brunnermeier et al.
2016, p.61; Bulmer 2014, p.1246). It also remained sceptical of short-term finance which it
believed could hamper its ability to control monetary aggregates (Covil 1996; Gabor 2016,
p.977). The Banco de Espafia (BAE) meanwhile preferred to target inflation and therefore

considered functioning short-term debt markets as conducive to an effective interest rate

"n the case of Germany, the EU Commission ruled in 2001 that state obligations for large German state
owned banks (Landesbanken) be phased out by 2005 (Commission 2002; Litz 2005, p.143;). In 2004, the
Commission also ordered the German state to recover €3 billion it had loaned to Landesbanken via federal
state deposits at below market rates (Commission 2005; DB 2005[b], p.72). In the case of Spain, prior to 2002,
public figures accounted for more than half of the representatives on Spanish public banks (cajas) corporate
boards. This risked the banks becoming defined as public institutions under EU law, resulting in corporate
loans granted by cajas becoming classified as state aid, in violation of the EU’s competition regime. The
Spanish law on financial market reform (Ley Financiera, 44/2002) was passed to cap the number of
representatives from public authorities at 50 percent to prevent breaching EU regulations.



transmission channel (Pellicer 1995, p.39). It also understood the value of countercyclical
policies to help stabilise the business cycle (Ban 2016, p.46; Malo de Molina 2012, p.192)

and implemented regulations to prevent widespread use of complex securities.

These divergent preferences gave rise to distinct ‘policy ideas’ (Schmidt 2014) in relation to
financial stability which influenced the supervisory structure of each system. This resulted in
different ‘market-based’ practices becoming adopted in each state. While the DB
maintained a non-interventionist ‘bottom up’ approach to supervision and reluctantly
liberalised capital markets to ensure the country became the de facto issuer of European
‘safe assets’ (Gabor 2016), the BdE undertook a more active role in supervising Spanish
banks by discouraging ‘shadow banking’*? activity and introducing countercyclical financial
policies (BdE 2001, p.70-76; Deeg 2001, p.17; Litz 2004, p.173; 2005, p.142; Pérez 1997[b],

p.161).

These policy penchants, resulting from idiosyncratic financial ideas, had a direct bearing on
the manner in which German and Spanish banks operated. Another original contribution of
this research is to demonstrate that it was these ideational divergences which ultimately
explain why German banks were affected more severely by the opening stages of the

crisis™®, and why despite overcoming the initial crash, Spain was ultimately forced to disband

!2 Financial institutions that act in the same way as traditional banks - as financial intermediaries that conduct
maturity, credit, and liquidity transformation - but without explicit access to central bank liquidity, public
sector credit guarantees, or regulatory oversight (Claessens and Ratbovski 2014; Pozsar et al. 2013, p.1; Hardie
etal. 2013, p.714).

B pB ‘self-regulation’ permitted German banks to amass huge amounts of asset-side risk (Cases 1996, p.180;
Deeg 2001, p.17; Hassan 2014; Liitz 2004, p.173; 2005, p.142). Spanish regulation meanwhile discouraged the
accumulation of asset-side risk through ‘consolidated regulation’ and macro-prudential intervention
(Fernandez de Lis and Garcia-Herrero 2009; Jiménez et al. 2012).



its public banking sector and seek EU assistance in 2012 (Otero-lglesias et al. 2016, p.32;

MoU 2012).

This research therefore fills three important gaps in contemporary literature on European
financial stability. Firstly, by combining DI and Hl, it attains a more nuanced comprehension
of the forces which enabled and constrained the development of financial stability policy
within the Eurosystem. No previous research has attempted to analyse the importance of
both ideas and structures on this evolution. Scholars have so-far either attempted to
provide structural (Salines et al. 2011; Yiangou et al. 2013) or ideational (Farrell and
Finnemore, 2016; Blyth 2013[b]) explanations for continuity. The few studies that have
engaged with the role of ideas in explaining evolutionary institutional change (Réper 2017;
Schmidt 2016) failed to also account for the striking institutional permanence of many
aspects of the Eurosystem’s financial system, or to examine the national and supranational

levels of EMUs financial framework.

Secondly, it provides an ideational explanation for the growing supranationalisation of
financial policy within the EU. It shows how as Europe’s financial environment became
increasingly ‘market-based’, the original structure of EMU"> became at odds with traditional
monetarist ideas (Gabor 2016). The need for integrated financial markets to transmit
monetary policy aimed at controlling inflation meant that market discipline in the sovereign
bond markets reduced and the risk of financial contagion became more pronounced. In this

environment, maintaining a functioning interest rate transmission mechanism (in line with

" The BdE did not take steps to ensure Spanish debt became sought-after in the capital markets. Spain
therefore did not experience the ‘exorbitant privilege’ of the ‘flight to safety’ which took place in relation to
German debt during the crisis (Gabor and Vestergaard 2016).

> Which sought to delineate monetary, financial and fiscal policies (Bibow 2015).



monetarist programmatic ideas) increasingly required the ECB to engage with financial
policy ideas aimed at quelling financial instability. While European institutions initially called
only for greater monitoring and coordination at the EU-level (Jones et al. 2016, p.1019;
Trichet 2004[a]; 2005[a]; 2005([b]; Vipond 1991), this evolved into demands for supervisory
authority to migrate to the supranational level as problems intensified post-2007 (Barroso

2010; de Larosiere 2009; van Rumpuy 2011).

Finally, at the national level, while ordo-liberalism (Ordnungspolitik) has been found by
scholars to have influenced Germany’s reaction to the crisis (Brunnermeier et al. 2016;
Matthijs 2016; Nedergaard and Snaith 2015), with some notable exceptions (Liitz 2004;
Zimmerman 2014), little research has been produced on the relationship between German
economic ideas, the regulation of its financial sector, and the manner in which it prepared
for EMU (Roper 2017). This lack of analysis is even more omnipresent in the case of Spain,
where far less research has been focused. By investigating how these two countries NCBs
viewed and addressed financial stability prior to the crisis, this research uncovers why
Spanish and German banks managed the onset of ‘market-based’ financing and
preparations for EMU differently. This in turn explains why banks within the two countries
accumulated different balance sheet risks (Hardie and Howarth 2013[a], p.104; Royo
2013[a], p.154), why the financial crisis affected the two countries differently, and why they

both expressed different policy preferences at the EU-level post-2007.



In terms of methodology, the ‘process tracing’ technique16 was used to frame the research
(Berman 2011, p.124; Gerring 2006; Steinmo and Thelen 1992, p.9). Comparative analysis of
Spain and Germany was adopted to ensure each level of EMU was examined thoroughly,
and a huge amount of secondary data was collated and set into a timeline from which key
events and trends were identified. Data triangulation was also used to ensure information
was garnered from (a wide and extensive) variety of primary and secondary sources®’
(Decrop 1999, p.159). From these sources it was possible to track ideational and structural

changes that occurred within the Eurozone since its inception (Claeys et al. 2014, p.7).

Once particular issues and time periods had been identified as important, 19 in-depth
gualitative interviews with relevant participants were conducted to drill down into specific
areas (Vromen 2010, p.258). Respondents included members of the ECB, European
Commission, DB, BdE and the Finance and Economics Ministries of Spain and Germany. This
allowed specific events and ideas to be examined in greater depth and for the structural and

ideational factors determining institutional change to be teased out (Parsons 2011, p.135).

Although some of the information needed for this research may have been obtained
through the analysis of secondary sources alone, elite interviewing added an important
additional layer to the data (Lilleker 2003, p.208). It also provided greater context and
improved understanding of decision-makers motivations and the dominant ideas and

practices within their organisations (Schonhardt-Bailey 2013, p.450). Despite some of the

'® A method which entails a careful examination of history in order to focus more concisely upon specific time
periods in order to establish causality.

v Secondary sources included: existing academic literature, ECB, DB and BdE board member speeches and
interviews; official central bank documentation; interviews and speeches by German and Spanish Finance
Ministers; and speeches by European Commissioners.



methodological and practical issues surrounding elite interviewing, it is often the most
effective way to determine how subjective factors influence political and economic decision-
making, and for understanding the incentives and preferences of actors (Berry 2002, P.682;

Rathbun 2008, p.686-90).

Finally, the transcripts of primary interviews and secondary sources were analysed using
Critical Discourse Analysis (CDA) (Wood and Kroger 2000, p.72). CDA allows for abductive
research, with a constant movement from theory to the data and back. Alongside process
tracing, it was used to examine data whilst incorporating historical context into the analysis
of text and discourse (Wodak 2001[b]). The CDA concept of ‘interdiscursivity’ was used to
discover instances in which two sets of ideas are expressed within one discursive event,
allowing the evolution of ideas to be traced more effectively (Fairclough 2010, p.95; Wodak
2001[b]). CDA helped to detect the points at which one hegemonic idea became challenged
or began to be replaced by another, helping to trace the evolution of financial ideas through

time.

The remainder of this thesis is structured as follows:

Chapter two reviews the theoretical literature and critically examines the two theoretical
approaches adopted for this research. It highlights examples of where DI and HI have been
used previously to examine financial topics within the EU and where ‘gaps’ in contemporary
research are currently located. It provides instances in which insights from HI and ideational

research have been used together previously, and explains why utilising both approaches



presents a more holistic and rigorous way to research the importance of ideas and

structures in European political economylg.

Chapter three outlines the research methodology. After describing the specific research
guestions this thesis answers, it recounts the methods DI and HI scholars have used to
conduct investigations. It then explains in more detail why Spain and Germany were chosen
as the ‘strategic comparison’, describes the process through which the research was
conducted, and details the explicit methods that were used to both generate and analyse

data in later chapters.

Chapter four examines the structure and ideational contexts of the German and Spanish
financial systems before the 2007-8 crisis. It begins by looking at each system prior to EMU
during the period of financial market liberalisation, before examining the two nations from
1999-2007. It explains how financial ideas influenced the specific regulatory and supervisory
practices adopted by each NCB and shows how these differences influenced the way
financial institutions adapted to the introduction of ‘market-based’ finance. It also reveals
that although concerns were raised by both NCBs about the politicisation of public banks
(Ayadi et al. 2009, p.41; Caruana 2003; 2001; Hardie and Howarth 2009, p.1020; Martin
2000), substantial institutional change was avoided. To explore this in greater detail, a
‘critical case study’ of two public banks, Bayerische Landesbank (BayernLB, Germany) and

Caja de Ahorros del Mediterraneo (CAM, Spain), is included in the appendix.

18 Specifically, it sets out how this research draws on these two approaches by incorporating the Hl intuitions
of ‘path-dependence’, ‘sunk costs’, ‘vested interests’ and ‘critical junctures’ (Bulmer 2009; Capoccia and
Kelemen 2007; North 1987; Posner 2007), and the DI insights of ‘coordinative’ and ‘communicative’ discourse,
and the ranking of ideas into ‘philosophical’, ‘programmatic’ and ‘policy’ ideas (Schmidt 2014).



Chapter five looks at the ECB before the 2007-8 crisis. It begins by exploring the institutional
and ideational foundations of EMU, before describing the early history of the euro from
1999-2007. It demonstrates that although price stability was the ECBs overriding objective
during this period, financial stability concerns were far from absent (Padoa-Schioppa 2003;
Papademos 2006; Trichet 2005). It discloses how EMUs monetarist framework contained
inherent contradictions, meaning measures taken to strengthen institutional continuity
provoked institutional change. It subsequently tracks how financial policy ideas became
promoted throughout the pre-crisis history of the euro as European finance became

progressively interconnected and market-based.

Chapter six explores the impact of the 2007-8 financial crisis on Spain and Germany
between 2007-2014 and how each country dealt with the fallout. It reveals the importance
of ideas and structures in helping to determine why these two countries were impacted
differently by the crash and why post-crisis EU and ECB policies aimed at moderating the
turmoil were received differently in the two countries (Restoy 2015; Schauble 2011[a]). A
‘critical case study’ of the biggest bank bailouts in Germany and Spain, Hypo Real Estate
(HRE — Germany) and Bankia (Spain), illustrate how the crisis affected financial institutions
in the two countries. The chapter also shows how pre-EMU reforms in Germany placed
German debt in a privileged position on the bond markets and why despite having a more
conservative fiscal track-record, Spanish government debt was not as highly regarded as

German sovereign bonds.

Chapter seven focuses attention on the aftermath of the crisis at the EU-level. It shows that

whilst there has been significant structural and ideational change post-crisis, monetarist



ideas continue to exert a strong influence and have been important in limiting more robust
action. The chapter argues that while the ECB and EU Commission have often managed to
overcome structural rigidities aimed at preventing intervention in financial markets
(particularly after the ‘critical juncture’ of the sovereign debt crisis [Jones et al. 2016]), they
struggled to cast aside ideational factors exerting a similar influence. It was these ideational
constraints, rather than any structural restrictions, which proved most significant in slowing

the pace of institutional change.

Chapter eight concludes the research by offering a concise response to the main research
guestion and highlighting instances where ideas, structural factors, and ‘critical junctures’
proved significant to the evolution of Europe’s financial stability agenda. This thesis
strengthens existing theoretical approaches by demonstrating how and under what
circumstances ideas and structures are best able to influence institutional change and
continuity through time. It also includes reflections on how various aspects of the research

may have been conducted differently and suggests opportunities for further study.



Chapter 2
Theoretical Literature Review

Why have Historical and Discursive Institutionalist Approaches been used as the

theoretical foundation for this research?

This research strives to understand the importance of both ideas and institutional structures
in explaining continuity and change in relation to financial stability in the Eurozone, insights
from both Historical (HI) and Discursive Institutionalism (DI) are used throughout this thesis.
HI places a great deal of emphasis on the importance of historical and institutional
structures in determining social outcomes and engineering institutional continuity (Bulmer
2009; Katznelson and Weingast 2005; Steinmo 2008). DI meanwhile places greater stress on
the importance of ideas and their ability to manufacture institutional change (Blyth and

Matthijs 2016; Schmidt 2010; Schmidt and Radaelli 2004).

Institutions are subject to pressures which seek to reform and to conserve their historical
integrity. Occasionally, the capacity of institutions to exhibit ideational and structural path-
dependency (Cox 2004) prevents new ideas from taking root and institutional change from
emerging. At other times, new ideas are able to gain traction and institutions become
capable of altering their pre-existing dynamics. By using insights from HI and DI together,
this chapter argues a more comprehensive understanding of institutional evolution may be
achieved, and a clearer indication provided of when and how ideas and structures ‘win out’

over each another.



This chapter sets out how an HI-DI analytical framework may be achieved in practice. It
begins by critically examining both approaches before arguing that by combining insights
from both approaches, the weaknesses of each may be mitigated and a more accurate
comprehension of institutional evolution achieved. The second and third sections discuss
examples of where HI and DI have been used previously in the literature on European
finance, and highlights where gaps in contemporary research are currently located. The
fourth section provides examples of previous studies where insights from Hl and ideas
research have been used concurrently. The fifth segment explores the literature
surrounding dominant philosophical economic ideas (Schmidt 2014) within Germany and
Spain (the two countries used for comparative analysis in this study) to facilitate discussion
in the following chapters. The chapter then concludes by summarising the justifications for
using insights from DI and HI together and outlines how this thesis addresses gaps in current
literature by improving our understanding of when and how ideas and structures matter in

explaining institutional continuity and change.

2.1 Historical and Discursive Institutionalism

The HI and Dl institutionalist perspectives were developed in response to the behavioural
studies of the 1960s and 1970s and the new institutionalist approaches of the 1980s and
1990s which sought to account for how and why institutions have meaning in political
economy (March and Olsen 1989; Pollack 2009). These ‘institutionalisms’ are neither
overarching theories, nor a specific method or set of methods, but rather conceptual

approaches to the study social phenomena (Steinmo 2008, p.118).



Paul Pierson, one of the earliest scholars to use HI within the context of the European Union
(EU), argues the approach is historical because it sees political and economic development
as a temporal process, and institutionalist because it recognises temporal developments are
wedded to institutions; be they understood as formal rules, policy structures, norms or
values (Hall and Taylor 1996, p.937; Pierson 2000, p. 264-5). Within Hl, the meaning of the
term ‘institution’ is contested, but it is generally no longer understood as a simple surrogate
for political organisation. The term now embodies a range of additional conditions including,
according to one HI author, concepts as broad as ‘stable, recurring pattern[s] of behaviour’

(Lowndes 2010, p.61).

One oft-cited interpretation of the term is Hall (1986), who claims institutions may be
understood as sets of formal rules, standard procedures that structure individual
relationships, or as organised units used to arrange political and economic practices (Hall
1986, p.19). Streeck and Thelen (2005) meanwhile argue institutions should be understood
more broadly as ‘regimes’: sets of ‘collectively enforced expectations’ which demand an
expected conduct and ‘rule-out’ other forms of behaviour, helping to determine social
outcomes®?® (Streeck and Thelen 2005, p.11-16). Nevertheless, there is broad agreement
among HI scholars that institutions should be regarded as rules (be they formal or informal),
that impose condition on human behaviour (Hall and Taylor 1996, p.938; Steinmo 2008,

p.128).

¥ n their paper The Logic of Appropriateness, March and Olsen (2004) argue human activity within institutions
is driven by rules governing appropriate and inappropriate behaviour. Rules are followed within an
institutional setting because they are seen as respectful and legitimate. Actors seek to fulfil the obligations
inherent to a specific institutional role or identity which tends to mitigate human conduct and set limits on the
extent of behavioural divergence (March and Olsen 2004).



For DI and ideational theorists meanwhile, institutions are viewed in a slightly more complex
manner. Whilst they accept institutions can provide coercing contexts within which agents
conduct themselves, they also see them as contingent upon the thoughts, words, and deeds
of individuals both internal and external to the institution itself (Schmidt 2010, p.4; 2008,
p.314). In essence, institutions are seen as constituted by ideas which are, by their nature,
adaptable to circumstance. This definition of institution, whilst making the term broader
and downplaying their constrictive properties, does allow the relationship between
structure and agency to be viewed more fluidly. Seen in this way, although institutions can
impose constraints and conditions on human action, individuals are contemporaneously

able to alter institutions through ideational and discursive practices (Béland 2009, p.702).

While imperfect, this research understands institutions as political and economic structures,
dominant social rules and normative practices, but also as prevailing ideas that take the
form of economic and political assumptionszo. Although there may be many such ‘dominant
logics’ within a society that coexist, and may even be contradictory to one another (Streek
and Thelen 2009, p.116), they nevertheless act inherently to legitimise, constrain or alter
existing organisational strategies and procedures. Failure to properly investigate the
assumptions of decision-makers who use them to formulate policy proposals makes it
harder to understand both institutional continuity and policy change (Béland 2009, p.705).
This definition of institution enables this thesis to examine more extensively when and how

ideas have been important in shaping the European financial system, and when and under

2% Within the body of this thesis, the word ‘institution’ is generally used to denote organisational structures,
e.g. the Deutsche Bundesbank (DB) and Banco de Esparfia (BdE), rather than the philosophical interpretation of
‘institution’.



what circumstances structures have rendered them less significant, maintaining institutional

congruence.

One of the central claims of Hl is that institutions matter because they are the principle
organisational determinant of collective behaviour and can structure choices independently
of agent preferences (Blyth et al. 2016, p.147; Hall and Taylor 1996, p.937). Institutions are
therefore viewed as an intrinsic part of the way in which we form our preferences, express
our interests and pursue our goals (Katznelson and Weingast 2005). Many objectives, it is
claimed, only make sense within a specific institutional setting, or even affect whether
certain interests come to be expressed at all (Immertgut and Anderson 2008, p.348). This
assumption is criticised by rational theorists who, while recognising that human motivation
is complex, contend that individuals are inherently self-interested and have a priori goals
and preferences which are not determined by institutions. Instead, institutions provide
actors with additional information and certainty which they are then able use to their
advantage (Hall and Taylor 1996, p.939). Here, individuals are assumed to have the cognitive
capacity, time and emotional detachment necessary to pursue independent objective

interests, which are rationally, rather than structurally given (Ward 2002, p.68).

Some, including Steinmo (2008) have reacted to these criticisms by claiming that HI can
accommodate both the assumption that human beings are norm and rule followers, as well
as self-interested rational actors. How one acts, he argues, depends on both the individuals’

rationality and on institutional context (Steinmo 2008, p.130)*. In an attempt to unite the

! n this tradition, Tsebelis (1990), differentiates between ‘efficiency institutions’; institutions that improve the
efficiency and well-being of all, and ‘redistributive institutions’; which seek to preserve the interests of a



two schools of thought, Katznelson and Weingast (2005) went as far as to claim that
differences between HI and rational theory diminish or even ‘disappear’ when they examine
how institutions help constitute and shape individual preferences, judgments, choices and

outcomes (Katznelson and Weingast 2005).

Yet this leaves Hl open to a further criticism. If agents are assumed to have predetermined
objectively defined goals and intentions, and their interests are further constrained and
channelled by the deterministic nature of institutions, it should be easy to predict human
behaviour. Moreover, such ideational and structural constraints would make it extremely
difficult for individuals to adapt to changing circumstances and engender institutional
change. Yet as we have seen throughout the financial crisis, the future remains incredibly
hard to predict (Haldane 2012) and institutions (however defined), capable of quite

fundamental alteration (De Rynck 2014; Stein 2011).

In light of this, DI gives considerable weight to the role of ideas and discourse in explaining
institutional and social change. Schmidt (2011; 2010) terms her DI as an umbrella concept
for the vast range of works that underscore the substantive role of ideas and the
collaborative process of discourse that generates and communicates those ideas to a wider
audience (Schmidt 2011, p.47; 2010, p.3). According to Béland and Cox (2011), ‘ideas’ in
social science research can be defined as ‘causal beliefs” which serve as the connection
between our minds and the material world through which we interpret our surroundings
(Béland and Cox 2011, p.3). They provide guides for action and help us to address the many

problems and challenges we face while living out our lives. For DI scholars, ideas are

specific group (Tsebelis 1990, p.104). Both such institutions may arise as a consequence of the economic
rationality of dominant actors, but then subsequently help distort future economic and political outcomes.



therefore much more than just mechanisms through which we cognitively process our pre-
determined interests, but are subjective and intrinsic modes which we use to conduct and

monitor our actions and behaviour (Béland and Cox 2011, p.3-4).

Whilst DI accepts institutions can be constraining, it also claims they can deliver an enabling
function by providing meaning and context to human action (Schmidt 2010, p.4). Institutions
therefore become more than restraining exogenous structures, but are internalised within
individuals themselves (Schmidt 2008, p.322). Although it could be suggested that such
internalisation may strengthen institutional continuity, by considering it possible for people
to preserve independent human agency, DI claims to better account for future uncertainty
and institutional change (Schmidt 2010, p.13). Just as structures can frame and define the
limits of appropriate actions, ideas and the iterative power of discourse are understood to
have the power to change and mould institutions (Blyth 2002). Conceiving of ideas in this
manner lifts them above structures in any explanation of social development. What
becomes important are the ideas expressed, particularly during moments of uncertainty,

rather than the institutional rules and norms themselves (Blyth et al. 2014, p.12).

Schmidt (2014) argues ideas may be categorised into three types (see table 2.1 below).
‘Philosophical ideas’ constitute ‘webs of belief’ and represent the deepest level of
generalisation: worldviews, ideologies, philosophical principles, public philosophies and
normative values. These modes establish the core understandings of individuals and
societies regarding how the world works and what actions are subsequently deemed
appropriate. Because of the intrinsic nature of these ideas, they are often the slowest to

change, with any alteration or replacement taking place gradually (Schmidt 2014, p.194).



‘Programmatic ideas’ meanwhile (recognised as ‘policy paradigms’ within HI discourse
[Braun 2015; Immergut and Anderson 2008, p.358]) are composed of an entire set of policy
prescriptions, instruments and goals which constitute a broad conceptual approach to an
area of policy (Schmidt 2014, p.196)*. Finally, ‘policy ideas’ are recognised as the most
immediate ideational level and embody specific policies, norms, values, and political

discourses applied to particular situations or circumstances (Schmidt 2014, p.196).

Table 2.1: Dl ideational categories

Type of Idea Strength of Idea Description

Philosophical idea Culturally ingrained and Webs of belief, worldviews,
very resistant to change ideologies

Programmatic idea Resistant to change, but policy paradigms with sets of

may be challenged during | policy prescriptions which
‘policy windows’ or critical | constitute a broad area of policy

junctures

policy idea Most adaptable to change. | Specific policies or programs
May be used to challenge | designed to address particular
or strengthen deficiencies in existing policy

philosophical and/or
programmatic ideas

Source: Adapted from Schmidt (2014)

This thesis builds on the work of Schmidt (2014) by showing that whilst these policy ideas
are the least durable of the three categories, they are also the most dynamic as new policy
ideas are frequently floated within political discourse and may be used to strengthen or

undermine dominant philosophical and/or programmatic ideas.

2 Kingdon (1995) argues such paradigms may be challenged during ‘policy windows’. These windows, he
maintains, are fleeting moments (frequently repelled) in which traditional institutional practices become
challenged by alternatives (Kingdon 1995, p.166). Similarly, HI scholars contend that such paradigmatic
dislocations may only take place within ‘critical junctures’: periods of crisis which create windows of
opportunity for old paradigms to be replaced by new ones (Braun 2015; Donnelly and Hogan 2012; Yim and
Kim 2015).



Schmidt (2014) also argues these ideas are transmitted using two different types of
discourse. ‘Coordinative discourses’ are used by individuals within institutions to
communicate with one another. At the EU-level, this discourse is conducted during EU
Summits and Council meetings as leaders debate and negotiate agreements behind closed
doors. ‘Communicative discourse” meanwhile is used by EU institutions to communicate to
markets and EU citizens as they seek to instil external actors with confidence in their ability
to deal with any issues which may arise (Schmidt 2014, p.189). Within central banking
circles, this type of discourse has become increasingly important in recent years and has
been used as a way to create and maintain institutional legitimacy and credibility (Hughes
and Kesting 2014, p.329; Schonhardt-Bailey 2013, p.100). These insights from Schmidt
(2014) in relation to the categorisation of ideas and discourses are also adapted by this
thesis as they represent useful conceptual frames for understanding the strength and

purpose of various concepts and dialogues.

Nonetheless, whilst DI's focus on ideas can make it theoretically much easier to explain
institutional change, cognitive processes alone cannot adequately capture all institutional
evolution. This is particularly true when exploring the policy implementation process. Often
despite changes in ideas, wider social attitudes and ‘dominant logics’, institutions can
remain firmly resistant to modification (Dorey 2005, ch.7), or alternatively, may change in
ways that were unintended (Pierson 1996, p.158; Thelen 1999, p.384). Even many ideational
scholars accept institutions can ordain significant constraints on human behaviour and be
very difficult to transform (Lieberman 2002, p.698; Schmidt 2008, p.4). A seemingly
unanswered question in the literature therefore appears to be precisely when structures are

dominant in determining policy outcomes, and when and under what circumstances ideas



and human agency are capable of breaking free from these constraints and engendering

institutional change.

A key aim of this thesis is to help answer this question. Table 2.2 combines insights from DI

and HI and identifies scenarios in which ideas and structures ‘win out’ over one another. The

table is referenced and expanded upon throughout the thesis.

Table 2.2: Ideational versus structural matrix

A) ideas trump structures -> institutional change

B) structures trump ideas -> institutional continuity

C) new ideas in old institutions -> accelerate policy change

D) established ideas in new institutions -> hinder policy change

E) new ideas in new institutions -> rapid policy change

F) established ideas in old institutions -> sluggish policy change

G) ideational contradictions or failures -> gradual policy / institutional change
H) critical juncture -> rapid policy / institutional change

1) ridged legal structure -> hinders policy / institutional change

Source: Author (2018)

This innovation helps to more accurately account for how outcomes in European political
economy are dictated. In A, C and E, ideational advances help induce institutional change,
whilst in G, ideational failings and paradoxes help provide space for new ideas to emerge. In
D and F, ideas act as agents for path-dependence, while in B, H and |, structures override

ideas in determining institutional evolution.




A further core feature of Hl is the contention that history, as well as institutions, matter for
the conditioning of social behaviour. For HI, the functioning of institutions themselves are
often imperfect and characterised by legacies of historic interactions (Pierson 1996, p.132).
This means that nations, for example, are not viewed as functional homogeneous entities
pursuing an established set of interests, but rather as collectives of historically wedded
institutions all pursuing their own self-defined goals (Streek 2009, p.107). This has led to
criticisms of the approach from Functionalist and Varieties of Capitalism (VoC) scholars who
suggest distinctive national systems are the result of ‘institutional complementaries’,
whereby national institutions align with one another to give countries an ‘institutional
comparative advantage’ in the production of certain goods and services (Hall and Soskice

2001, p.18).

HI scholars retort that history shows institutions are frequently conceived as the result of
political struggle and originally designed for purposes that may differ from their eventual
utility (Pierson 1996, p.158; Thelen 1999, p.384). Furthermore, once an institutional policy
direction has been established, the HI approach maintains that it becomes very difficult to
change course. The core HI concept of path-dependency is used to explain why patterns of
institutional evolution often tend to be slow-moving and incremental (Bulmer 2009, p.308).
Path trajectories may be reinforced by ‘positive feedbacks’ which create increasing returns
for continuity, ‘sunk costs’ which may be lost in the event of change, and entrenched
‘vested interests’ which may push for a continuity of the status quo (Bulmer 2009, p.310;
Posner 2007, p.145). The concept of ‘transaction costs’ (North 1987; Williamson 1981) is
also used to help exhibit the costs associated with institutional change and imperfect

contracting. Path-dependency therefore establishes that early developments in the history



of an institution can change the environment within it so drastically that subsequent

developments will create different effects depending on past events (Hall 2003, p.385).

This thesis combines these concepts with notions gleaned from DI to show how ideas may

be used both to strengthen and weaken institutional path-dependence through time. Tables

2.3 and 2.4 below advance the analytical matrix shown in table 2.1 above and provide

further indication of how this research will combine insights from both approaches.

Table 2.3: How new ideas engender change in old institutions

C) new ideas in old institutions

i) new philosophical ideas

Strongest structural resistance

Rejected by existing
institutional structure
(path-dependence), or;
Very gradually adopted
over a long period of time
or crisis

ii) new programmatic ideas

Strong structural resistance

Only adopted gradually
through time, or;

During critical junctures
Can act to weaken existing
structures

iii) new policy ideas

Least structural resistance

Can strengthen existing
structures and/or dominant
ideas, or;

Undermine them, leading
to gradual change which
may be ‘catalysed’ during
critical junctures

Source: Author (2018)

Table 2.3 illustrates that whilst new philosophical and programmatic ideas are often met

with opposition within established institutions, new policy ideas generate the least

structural resistance and may be used to either strengthen or weaken existing institutional




customs. Table 2.4 shows that dominant philosophical ideas are the hardest to replace

within new institutions, often because such institutions derive their credibility from

established ideas. Policy ideas meanwhile (which again may weaken or strengthen

conventional practices) face the least institutional resistance as they are the least

fundamental to institutional identity.

Table 2.4: How established ideas hinder change in new institutions

D) established ideas in new institutions

i) established philosophical
ideas

Strongest structural resistance

Rarely replaced (path-
dependence) and only ever
during critical junctures
Strengthen institutional
structures

ii) established programmatic
ideas

Strong structural resistance

May be weakened
gradually through time,
and/or;

Replaced during critical
junctures after a period of
gradual weakening by new
policy ideas

Strengthen existing
structures

iii) established policy ideas

Least structural resistance

May be weakened by new
policy ideas that undermine
established ideas and
structures

Source: Author (2018)

One of the main criticisms of HI is that due to its reliance on concepts like path-dependence

which emphasise continuity, the approach struggles to account for institutional change. One

way HI researchers have tried to mitigate this critique is through the notion of critical

junctures (Capoccia and Kelemen 2007, p.346). Such junctures denote acute instances

which set institutions along specific developmental pathways. They are often conflictual




encounters between various actors vying for control within an institutional setting and are
frequently caused by ‘exogenous shocks’ to which institutions are forced to respond (Thelen

1999, p.388).

These critical junctures are understood to be particularly important during institutional
formation (Capoccia and Kelemen 2007, p.342). Once the trajectory of an institution is
established, it becomes very difficult to change tack. Additional junctures which radically
alter established institutional modus operandi are said to remain limited to scarce and
diminutive periods where the range of plausible choices available to decision-makers
expand and the consequences of decisions become more acute (Capoccia and Kelemen
2007, p.343). Krasner (1988) describes this view as a ‘punctuated equilibrium’: a state of

permanence interposed with short periods of flux.

Although Streeck and Thelen (2005) attempted to explain institutional change through the
prism of HI by using means other than the notion of critical juncture523, ultimately, while
recognising subliminally that ideas can play a role in institutional change through
displacement and conversion, this remains implicit and the approach still struggles to explain
endogenous institutional change (Schmidt 2011, p.50). By recognising the power of ideas

and human agency, and by conducting interviews with individuals working within European

> Streeck and Thelen (2005) suggested that the following processes could help HI theorists formulate
descriptions of evolutional institutional transformation: Displacement; one ‘dominant logic’ or ‘paradigm’ in
society coming to replace another, supplanting pre-existing institutions. Layering; the creation of parallel
institutions which do similar jobs to the first. Drift; a slow transition caused by ‘shifting contextual conditions’.
Conversion; an institution given a new raison d'étre by rules becoming reinterpreted or enacted in new ways
Coran and Thelen 2016, p.65). Exhaustion; a ‘gradual collapse’ caused by the institution becoming surplus to
requirements (Streeck and Thelen 2009, p.116-124).



organisations, this research hopes to attain a more nuanced understanding of the

evolutionary institutional change that can take place between critical junctures.

Posner (2007) also tried to address what he sees as the over reliance on critical junctures in
HI by looking at the integration of European financial markets. He concluded that a
traditional application of HI could not satisfactorily account for the pick-up in financial
integration during the late 1990s. He therefore argued that critical junctures act as
‘catalysts’ rather than causes of institutional change because although path-dependence
can slow the pace of evolution, it cannot typically prevent it altogether (Posner 2007,
p.145). What he suggests happens in reality is that small incremental adjustments
throughout history are the real cause of institutional transformation, while critical junctures
simply create an environment within which change already under way can occur more
rapidly (Posner 2007, p.144). By looking more deeply at institutional evolution and analysing
events which take place off the main policy path, Posner (2007) suggests further advances in
our understanding of rapid periods of institutional change could be detected (Posner 2007,

p.155).

These are valuable insights that will be incorporated into this research, yet akin to Streeck
and Thelen (2005), Posner (2007) also fails to give a prominent enough role to ideas and
human agency in explaining institutional change. Although he recognises financial
integration during the late 1990s was a product both of history and the pulling together of
‘legislative ideas that had been circulating for decades’ (Posner 2007, p.150), he fails to
expand on this intuition and explore how these ideas may have facilitated the incremental

changes his paper discusses.



By bringing ideas into analysis and looking more closely at actor preferences, it may become
clearer why HIl notions like path-dependence may be shown to inhibit institutional change,
but not preclude it altogether (Posner 2007, p.145, Streek and Thelen 2009, p.103).
Continual incremental changes brought about by actor preferences and policy ideas may
make existing arrangements more vulnerable to sudden shocks. By combining HI and DI
concepts in this way, this research aims to provide new insights into the process of

evolutional institutional change.

Indeed, some HI scholars have already taken the step of incorporating ideas into their work.
policy paradigms within Hl are understood to constitute a set of cognitive processes which
provide actors with the tools they need to interpret specific events and help shape the
range of policy options deemed legitimate (Braun 2015; Immergut and Anderson 2008,
p.358). Such authors contend that even in times of crisis, policy change tends to have roots
in previous thought structures (Immergut and Anderson 2008, p.349) and that any
alterations frequently continue to be justified by drawing on predominant institutional
assumptions (Cour-Thimann and Winkler 2013; Drudi et al. 2012, p.13). Any subsequent
policy changes therefore tend to be rooted to historical thought structures and only

introduced incrementally (Streek and Thelen 2005, p.4).

This illustrates the dichotomy between HI and DI. The difficulty with the HI approach is that
the default position is always to stress continuity over change. Even when ideas are
considered, policy paradigms suggest a further stifling of individual autonomy and a
strengthening of path-dependency (Braun 2015; Immergut and Anderson 2008, p.358).

Ultimately, HI consistently views ideas as subservient to structures and as a consequence



struggles to explain institutional change. This contrasts with the DI approach which
maintains that whilst institutions (including dominant political and economic assumptions),
certainly help frame individual choices, in the end, agents ideational abilities are always
capable of escaping societal constrictions and implementing substantial institutional

refinement endogenously (Schmidt 2010, p.10).

This can result in DI struggling to explain institutional continuity. If institutions are
constituted by ideas which are continually subject to change: why are institutions often so
resilient, despite changing societal attitudes and policymakers efforts at reform? Moreover,
as Schmidt (2010) freely admits, ideas and discourse cannot explain all institutional change
as events outside of peoples control may occur, material conditions may change, and
actions often have unintended consequences which were not the anticipated result of
ideational processes (Schmidt 2010, p.12).

Given these flaws, although combining insights from HI and DI may mitigate some of the
drawbacks of each, research incorporating both is still likely to suffer certain weaknesses,
particularly when investigating material factors which may be better understood using a
rationalist framework (Campbell and Pedersen 2001, p.9). Nevertheless, as this thesis aims
to discover precisely when structures dominate the determination of policy outcomes and
when and under what circumstances ideas are able to trump structural constraints and
engender institutional change, using discernments from HI and Dl is epistemologically

coherent and offers the prospect of new and exciting insights becoming realised.



2.2 Historical Institutionalism and EMU

The European Central Bank (ECB) — along with the Deutsche Bundesbank (DB) and Banco de
Espafia (BAE) — together form the main focus of this research. A handful of scholars using an
HI perspective have previously examined the ECB and its activities. This section critically
analyses this existing literature whilst highlighting some of the gaps in contemporary

research this thesis addresses.

Howarth and Loedel’s 2005 book, The European Central Bank: The New European
Leviathan? analyses the ECBs first seven years (1998-2005). Building on the work of
McNamara’s (1998) more ideationally focused work entitled The Currency of Ideas, Howarth
and Loedel (2005) argue that EMU was founded on a neo-liberal consensus which focused
on sound money or price stability*, liberal economic reforms and an independent central
bank (Howarth and Loedel 2005, p.15). This consensus, they argue, placed monetarism?

and price stability at the core of ECB policy.

It was widely assumed prior to the 2007-8 crisis that in a ‘divine coincidence’ (Blanchard and
Gali 2007, p.36) maintaining low inflation would not only lead to higher economic growth
and lower unemployment over the medium-term, but also that monetary policy directed at
maintaining price stability would reduce the incidence and severity of financial instability

(Schwartz 1988, p. 53). Central banks therefore only tended to concern themselves with

** The desire for low and stable inflation facilitated by an independent central bank and conservative policies.
25 .. . . . . .

The economic idea that increasing the supply of money can only ever lead to inflation over the medium-
term. Central banks should therefore try to control the money supply by manipulating interest rates (Friedman
2002, ch.3).



financial stability in so far as insuring they maintained price stability and a functioning

interest rate transmission mechanism (Bernanke and Gertler 2000, p.46; Noyer 1999[b]).

Whilst Howarth and Loedel (2005) were correct to assert that this (neo)liberal-monetarist
policy paradigm exerted significant path-dependent pressure on the ECB during the pre-
crisis period, and that these policies largely resulted as a legacy from the relative success of
DB policies in Germany (Howarth and Loedel 2005, p.53), they also missed other important
trends. Two key requirements of a monetarist policy framework are an even transmission of
monetary policy to ensure interest rate adjustments are felt uniformly across a monetary
area, and a commitment from governments to conservative fiscal policies to help restrict
money growth. Yet measures taken by the ECB and European Commission to try to improve
the functioning of monetary policy between 1999-2002 by encouraging financial
integration26 (Gabor and Ban 2016, p.618; Issing 2008, p.214; Tumpel-Gugerell 2005) began
to expose contradictions in ECB policy. Whilst this integration improved the transmission of
monetary policy, it also allowed Southern European states to borrow much more cheaply,
creating an explosion of credit in peripheral nations (Blyth 2013[a], p.78; Schnabl and
Freitag 2011; Lynn 2011, p.61). This led the ECB to become much more concerned with
policy ideas concerning financial stability and to a weakening of its original monetarist
framework. Such underlying ideational trends may be lost using an Hl only approach to
research, but become more easily discernible when both HI and DI are incorporated into

analysis.

?® Such as the Financial Services Action Plan (FSAP, 1999) and the Financial Collateral Directive (FCD, 2002).



Verdun (1999) and Kaelberer (2003) looked specifically at individuals working within the
European System of Central Banks (ESCB), with Kaelberer (2003) asserting that European
central bankers have similar educations, adopt similar doctrines and conduct research and
data management in similar ways; concluding (along with others, see McNamara [1998])
that since the mid-1980s, the European central banking community held a neoliberal
consensus in the operation of monetary policy that conditioned the behaviour and policy

objectives of EMU central banks (Kaelberer 2003, p.368).

Nevertheless, although Kaelberer (2003) emphasised the importance of this consensus, he
also acknowledged its weaknesses. While central bankers have much in common, states and
national central banks (NCBs) frequently disagree on policy and initiate different responses
to similar stimuli (Kaelberer 2003, p.372). Such an overarching international consensus
might therefore be weaker than localised ideas and structures within member-states and
individual institutions in conditioning organisational behaviour and dictating policy
outcomes (Lombardi and Moschella 2016, p.853). By exploring both the national and
supranational levels of the Eurozone and conducting a strategic comparison of Spain and
Germany, this thesis intends to shed further light on Kaelberer’s (2003) analysis by
discovering the extent to which ideas and structures at each level of the Euroarea have

influenced policy decisions over the course of EMU history.

The second extensive piece written about the ECB using an HI perspective is Quaglia (2008)
Central Banking Governance in the European Union. Like Howarth and Loedel (2005),
Quaglia (2008) overlooked changes to ECB policy ideas in relation to financial stability and

observed that the monetarist policy paradigm had remained unchanged at the bank since its



inception (Quaglia 2008, p.135). She also claims there appears to be no consensus on any
alternative economic paradigm, other than the one provided by the price stability

framework (Quaglia 2008, p.110).

Yet unlike Howarth and Loedel (2005), Quaglia (2008) also focused on the national level of
the Eurosystem, arguing NCBs have remained significant players within the ESCB and
exercise considerable influence over EMU policy (Quaglia 2008, p.3). She devotes a great
deal of attention to the DB in particular, whose ideas and policies she claims became
diffused throughout much of Europe and the wider world through the formation of EMU
(Quaglia 2008, p.47-74). The fact that the primary goal of the ECB outlined in the treaties is
to maintain price stability — with economic and financial considerations coming secondarily
(Cour-Thimann and Winkler 2013) —is due in large part, she suggests, to the successful

implementation of DB policies at the EU- level.

Furthermore, she claims NCBs have resisted international and EU pressure towards greater
convergence because national ‘normative social orders’ and ‘polity ideas’ which are ‘sticky’
resist changes to the status quo (Quaglia 2008, p.151). Specifically, Quaglia (2008) argues
that aside from the DB losing overall control of monetary policy, it remained largely
unchanged from 1998-2008 (Quaglia 2008, p.52). However, by using a longer historical lens
and focusing more closely on ideas, it is possible to trace significant changes within ESCB

NCBs?*.

7 Including changes at the DB.



In Spain, BAE policy ideas implemented from 1998-2003% had a considerable impact on the
activity of Spanish banks, the way they were affected by the growth of market-based
finance, and the extent to which they were impacted by the initial stages of the 2007-8 crisis
(Fernandez de Lis and Garcia-Herrero 2009, p.7; Saurina 2009[a]). With respect to the DB,
the bank traditionally exhibited hostility towards short-term market-based finance (Gabor
2016, p.978; Trampusch 2015, p.122). Yet throughout the 1990s and early 2000s, it became
much less concerned about market-based practices®. This had a profound effect on the
activity of German financial institutions under EMU, with German banks amassing huge
liabilities on the asset-side of their balance sheets (Detzer et al. 2017, p.68; Hardie and

Howarth, 2013[b], p.104).

Indeed, the lack of attention paid to the growth of market-based financial activity within Hl
literature is striking. During EMU, European banks turned progressively towards
securitisation and securities trading to help raise capital and provide liquidity (Gabor and
Ban 2016; Hardie et al. 2013, p.700). There was also a rise in the number of non-bank
financial institutions such as hedge, equity and money market funds that provided firms
with alternative lending options. Yet there remains very little within HI literature that
addresses these phenomena. Further, scholars traditionally associated with HI tend to use

»30

other conceptual approaches such as ‘Varieties of Capitalism’™ (VoC) or financial system

typologies within Comparative Political Economy (CPE) to contextualise their work on

?® Such as the Asset-Backed Securities (Law 926/1998); implementation of ‘dynamic provisions’ for Spanish
banks (2000), and; the strengthening of Spanish ‘Consolidated Regulation’ (Law 19/2003).

> For example, in 1991 it softened its hostility to the production of Asset Back Commercial Paper (ABCP) [the
trading of short-term unsecured promissory notes issued by companies]; in 1998 it dropped its opposition the
creation of short-term treasury bills, and; in 1996 it abandoned its reserve requirements for banks conducting
interbank lending in the ‘repo’ markets [Interbank repurchase lending where liquidity is provided in exchange
for collateral] (Covil 1996; Deeg 1999; Réper 2017).

¥ see: Hall, P., and Soskice, D., 2001. Varieties of Capitalism: The Institutional Foundations of Comparative
Advantage (Oxford & New York: Oxford University Press).



European and international finance (Deeg 2010; Hardie and Howarth 2013; Hardie et al.

2013; Mulé and Walzenbach 2017; Culpepper 2005).

Where Hl has been used to explore international financial trends, it has tended to stress the
resilience of domestic systems and the likelihood of national divergence in the
interpretation of international financial codes (Mosley 2010). It has also highlighted the
power of the state in shaping international regulatory regimes towards their own
preferences, rather than looking at the significance of market-based developments that
have taken place since the 1980s (Farrell and Newman 2010; Fioretos 2010). The failure of
HI to incorporate transnational financial trends and EU specific financial regulation and
supervision leaves a large gap in the literature that this research helps to fill (Deeg and

Posner 2016, p.445).

More recently, Salines et al. (2011) looked at EMU between 1999-2010 using an Hl
perspective and argued that any change in the institutional governance framework of EMU
during this period occurred through a ‘layering’ and ‘redirection’ (See Streeck and Thelen
[2005]) of existing institutional structures (Salines et al. 2011, p.11). They claim that since
the Maastricht Treaty (TEU 1992), EMU has remained broadly path-dependent and any
post-1992 changes have been orientated around principles laid down in the Treaty (see also
Verdun 2007). By downplaying the significance of some of the ECBs more radical post-crisis
monetary policies>}, they conclude that throughout their period of investigation, even when

subjected to the 2007-8 crisis, EMU appears to have followed the same path-dependent

** For example, prior to publication of Salines et al. (2011): The Enhanced Credit Support Program (ECSP, 2008)
and the Covered Bond Purchase Program (CBPP, 2009).



trajectory, despite challenging internal and external circumstances (Salines et al. 2011,

p.31).

Likewise, Yiangou et al. (2013) examined some areas of post-crisis ECB policy using an Hl
framework, focusing on the implications for further integration. In line with Salines et al.
(2011) and Verdun (2007), they contend that the post-crisis policy positions of the ECB stem
from EMUs institutional formation (Capoccia and Kelemen 2007, p.342; Yiangou et al. 2013,
p.230). They also controversially suggest that the contentious Outright Monetary
Transactions (OMT) program32 remains fully consistent with Maastricht principles. They
argue although purchasing government debt necessarily eases financing conditions for
governments, because OMT support is contingent upon the implementation of macro-
economic adjustment programs33, it was specifically designed to avoid monetary financing
and therefore conforms to the monetarist principles outlined in the treaties (Yiangou et al.

2013, p.234).

Salines et al. (2011) Verdun (2007) and Yiangou et al. (2013) each make the mistake of
downplaying significant post-crisis policy developments. The claim of Yiangou et al. (2013),
for example, that OMT is consistent with pre-crisis ideas and EMU treaties, is vociferously
denied by, among others, the current DB President, Jens Weidmann (Weidmann 2016[c];
Kahn 2016). Their research fails to recognise that prior to 2010 the ECB would never have
countenanced purchasing the sovereign debt of member-states (Issing 2002[b]; Noyer

1999(b]). Therefore whilst HI studies uncover aspects of ECB policy which have remained

*> Which allowed the ECB to purchase Eurozone government bonds on the secondary market.
** Memorandums of Understanding (MoUs).



path-dependent, they miss important ideational developments and downplay structural

change in order to conform to HI presuppositions.

Furthermore, whilst the ECBs monetary policy became increasingly expansionary to address
financial instability post-2007, the EU also created additional organisational structures to
help ease the financial and fiscal problems of peripheral nations. One such structure was the
European Financial Stability Facility (EFSF), a sovereign bailout fund designed to assist
member-states facing fiscal difficulties. Gocaj and Meunier (2013) argue that the creation of
this fund established path-dependency in the European crisis management apparatus by
narrowing future policy options. They maintain that the EFSF enshrined
intergovernmentalism in the crisis framework which was later reinforced by the formation

of the European Stability Mechanism (ESM).

Similarly, Verdun (2015) suggests that another category of ‘copying’ could be added to
Streeck and Thelen’s (2009) analysis of institutional change as significant parallels could be
drawn between the transition of the European Monetary Institute (EMI) into the ECB, and of
the EFSF into the ESM. She also claims that fiscal initiatives such as the so-called ‘Six-Pack’,
‘Two-Pack’, and ‘Fiscal Compact’ could be seen as a layering of the Stability and Growth Pact

(SGP, 1997), in line with Streeck and Thelen’s (2009) hypothesis.

This analysis, however, fails to explore the role of ideas in the creation of these institutions.

Ordo- and neo-liberal ideas which sought to promote fiscal conservativism and limit ‘moral



hazard”** were crucial in helping shape ESM (Barroso 2011; ECB 2011[c], p.71-2). Any
support emanating from ESM was made contingent upon Troika®> enforced Memorandums
of Understanding (MoUs) which govern recipient states fiscal policy. Moreover, ESM was
only permitted to become a fiscal backstop for national financial systems once member-
states had agreed to the creation of Banking Union (BU) which established a harmonised
supervisory structure (Finnish and German Finance Ministries 2012). Failure to incorporate
ideas into this analysis can therefore only ever provide a partial explanation of events during

this period.

Jones et al. (2016) used HI to explain what they saw as the path-dependent nature of
European integration. Incorporating the EU integrationist theories of Liberal
Intergovernmentalism36 and Neo-Functionalism?’, they argue that during critical junctures,
member-states see the endurance of EMU as vital to their economic and geostrategic
interests. As the consequence of a process they describe as ‘falling forward’, member-states
then become prepared to submit to closer integration to guarantee the survival of the euro.
However, because integrationist policies are often unpopular domestically, states are only
prepared to go as far as is absolutely necessary to preserve EMU. Integration therefore

follows a ‘lowest common denominator’ approach (Jones et al. 2016, p.1027).

** Understood as an incentive to take on risk where one is protected from its consequences.
> ECB, European Commission and International Monetary Fund (IMF).
36 Broadly that European integration occurs as a result of intergovernmental bargains between member states
which see the pursuit of further integration as within their national interests (see Moravcsik 1993).
37 . L . . , .

A theory which suggests that as countries integrate, ‘spillovers’ are created which encourage closer
cooperation and integration in other areas (see Haas 1965).



Jones et al. (2016) also looked at BU and found that during each phase of financial
integration38, calls were made for a supranationalisation of financial supervision. But these
calls were consistently rejected in favour of closer cooperation (Jones et al. 2016, p.1019).
These are important findings which help reveal the reluctance of EU states to move towards
a comprehensive EMU framework. Nevertheless, the research lacks analysis of national
contexts and fails to explain why some nations seem more prepared to cede sovereignty
than others®. Through comparative analysis, this research examines the importance of
ideas and institutional structures in Spain and Germany to uncover why such national
differences manifested themselves, and why each state adopted divergent attitudes

towards greater supranationalisation of post-crisis financial policy.

Where all these HI studies exhibit weaknesses is in their tendency to downplay change in an
attempt to highlight path-dependence. This leads to very significant structural trends and
policy modifications which contradict the path-dependent narrative: such as the growth in
market-based finance; the 2002 Financial Collateral Directive; the ECBs 2005 ‘mission
statement’ on financial stability (Trichet 2005[a]); the 2008 Enhanced Credit Support
Programme (ECSP); Securities and Markets Program (SMP, 2010), and; OMT (2012), all being

given insufficient weight in analysis (see Salines et al. 2011, p.31; Yiangou et al. 2013, p.234).

Not only that, but post-crisis ECB policies and the expansion of the banks’ mandate to

include financial stability and banking supervision required significant ideational shifts from

* For example, the Second Banking Directive (1989), Lamfalussy Process (2001), de Larosiere Report (2009),
etc.

* This is closely related to the debates within the broader fields of Political Science and International Relations
(IR) - specifically within Comparative Political Economy (CPE) and International Political Economy (IPE) - which
seek to understand the connections between national and EU systems in relation to EMU (see Mulé and
Walzenbach 2017).



previous neo-liberal, monetarist thinking. Whereas it was formerly assumed that the best
thing the ECB could do to help preserve financial stability was to maintain price stability
(Duisenberg 2003; Noyer 1999[b]), it has since acknowledged the need to target asset prices
to facilitate the smooth conduct of monetary policy (ECB 2010([b], p.24; 2011[d], p.100). The
ECB has also become responsible for implementing macro-prudential regulations (MPR),
which also entailed important normative consequences (Baker 2012)*°. By trumpeting path-
dependence and giving insufficient weight to post-crisis ideational, structural and policy
change, these Hl informed studies miss important underlying trends — such as the growth of
financial stability policy ideas and the weakening of monetarist programmatic ideas at the

EU-level — which may help explain institutional change.

2.3 Discursive Institutionalism and EMU

There has been some significant engagement with both EMU and the EU integration process
within ideational scholarship. The central principle of DI, that institutions are founded upon
ideas, has found voice in a number of important works in relation to EMU, the EUs Single
Market, and European integration more broadly (Brunnermeier et al. 2016; Blyth and

Matthijs 2016; Jabko 2006).

Before the crisis, McNamara (1998; 2006) argued that actors rely on conceptual frameworks

to help them understand the world around them, and their position in it (McNamara 2006,

*© Macro-Prudential Regulations (MPR) oblige public authorities like central banks to intervene in markets (for
example by increasing or reducing banks’ capital requirements) in order to counter ‘efficiency’ problems that
were previously thought not to exist (Baker 2012). Such is the ideational shift that MPR required of the ECB,
the banks own Macro-Prudential Research Network report spoke of a ‘new paradigm’ for MPR (ECB 2014[a],
p.13).



p.820). The broad ideational positions national elites hold with regards to the nature of their
domestic economies and the goals and instruments they assume monetary policy should
manipulate, she contends, directly informed their positions on EMU prior to the euro
(McNamara 1998, p.56-7). She maintains that the collapse of the Bretton Woods fixed
exchange-rate system, the failure of post-Bretton Keynesianism and the relative success of
German monetarism, all fed into the enhanced receptiveness of economic and political
leaders to a new economic paradigm (McNamara 1998, p.157). What she termed the ‘neo-
liberal consensus’ centred on the achievement of price stability above all other policy goals.
Any deviation from price stable policies, such as embarking upon expansionary monetary or
fiscal policy, was said not to produce higher demand and employment, but rather inflation,
which drives down the exchange-rate, creating further inflation and balance of payments

problems (McNamara 1998, p.62).

She argues these ideas became diffused throughout the European Community41 (EC) and
that monetarism and the ‘neoliberal consensus’ underpinned EMU from its creation. She
even suggests that the Single European Act (SEA, 1986)** and single currency may never
have materialised without this consensus (McNamara 1998, p.175). For McNamara (1998),
EMU may even have been devised as a way to ‘lock in’ price stable, austere fiscal and liberal

financial ideas (McNamara 1998, p.171) and are therefore integral to what the Euroarea is®.

o Principally through elite engagement within the Economic and Financial Affairs Council (ECOFIN) and the
Committee of Central Bank Governors, which prior to EMU was the main forum through which EC central
bankers consulted and communicated with one another (McNamara 1998, p.158).

* The SEA removed barriers to trade and increased labour mobility and capital flows.

3 Indeed, as we have witnessed since the financial crisis, in a monetary union designed without fiscal transfers
and with restrictions placed on government borrowing, ‘austerity’ and internal devaluations are demanded of
Eurozone nations that have experienced competitiveness and/or fiscal problems (Blyth 2013(a,c]).



McNamara (1998) demonstrates effectively how ideas can not only become incorporated
into institutions and political-economic organisations, but are foundational to them.
Engagement with monetarist, price stable policies is intrinsic to a proper understanding of
what the euro is and how the ECB has operated since its inception. However, McNamara
fails to explain why (given the broad ‘policy consensus’ she claims existed at Maastricht)
French and German preferences in particular differed so radically (Brunnermeier et al. 2016,
ch3-4; Sadeh and Verdun 2009, p.291). Whilst the German government pressed for an
independent central bank focused solely on the delivery of price stability, the French sought
to incorporate an ‘economic government’ into the European architecture as a direct
counterweight to monetarist ideas. Whilst the French ultimately backed down and accepted
a monetarist EMU framework, there is little evidence to suggest traditional French state-
centric dirigiste ideas were fundamentally altered by the creation of the euro (Dyson 2000,
p.13; Howarth 2002, p.172; Jabko 2006, p.163; Schmidt 2007, p.6). This suggests a closer
examination of national economic ideas may be needed to fully understand the evolution of

EMU.

She also fails to pay close enough attention to history and path-dependency at the
European level. The Werner Plan — which anticipated member-states moving in a three
stage process towards an integrated monetary union — was first propagated in 1970, before
the last attempt to preserve the Bretton Woods system in December 1971** (Garber 1993,
p.463). Therefore although monetarist ideas may have been integral to the EMU established
at Maastricht, plans to create a single currency were made before monetarist ideas had

taken hold in Europe. Indeed, there has been a striking continuity in the basic concept of

* The ‘Smithsonian Agreement’.



EMU — of transferring monetary sovereignty without fiscal policy — throughout the history of
the European project. The path-dependent content of the Werner Plan (1970) and Delors
Report (1989) is remarkable and not given sufficient weight in McNamara’s work (Verdun

2007, p.208).

Dyson (2002[a]) likewise tries to explain European integration through the commitment of
EMUs architects to policies dedicated to price stability. In line with McNamara (1998), Dyson
(2002[a]) argues neo-liberal ideas became internalised within the EMU framework (Dyson
2002[a], p.14), providing the ideational context within which European elites became
embedded. This context then altered the configuration of constraints and opportunities
available to actors and privileged certain interests and courses of action over others (Dyson

2002[a], p.2-4).

Underhill (2002) builds on these assumptions and claims the internalisation of these
imperatives within EMU constituted a ‘stability culture’” which now permeates large tracts of
European thinking: including financial, fiscal and monetary policy (Underhill 2002, p.42). He
suggests the root of this stability culture can be traced to Maastricht and the primacy given
to price stability over employment and growth. This stability orientated thinking, he argues,
has since seeped into other policy fields. This initially occurred through the SGP (1997) —
which set limits on net government borrowing and deficits — closer financial market
integration through the Single Market Program, and financial market liberalisation

(Underhill 2002, p.44).



Neither Dyson (2002[a]) nor Underhill (2002) however fully explore the extent to which
these European imperatives were transmitted to the national level. Although many consider
Germany, for example, to have a ‘stability culture’ (Bibow 2013, p.615; Howarth and
Rommerskirchen 2013; Mertes 1994), it is difficult to argue such a culture has been
conveyed to many of Europe’s Mediterranean countries (Lynn 2011, ch.6). Although Radaelli
(2002) accepts a stability culture had not transmitted entirely into the Italian political and
economic system at his time of writing, the imposition of an independent ECB, SGP, and the
role of EMU as a ‘Stabilisation State’, he argued, would ultimately ensure the principles of
‘European stability culture’ would permeate into the Italian state (Radaelli 2002, p.213).
Given ltaly’s national debt currently stands at over 130 per cent of GDP and the nation has
the fourth largest debt market in the world, the extent to which such a culture has pervaded

the country in the years hence it is debatable.

By paying insufficient attention to national level continuity, these authors lack a
comprehensive understanding not only of how ideas are transmitted through international
fora, but also of the resilience of national political and economic systems. Indeed, despite
free capital movement since the 1980s, closer financial market interdependence generated
by the growth of market-based finance and attempts to integrate interbank lending markets
(Gabor and Ban 2016, p.618; Jabko 2006), domestic financial systems have remained
remarkably distinct (Jones 2005, p.54; Mulé and Walzenbach 2017). National path-

dependence therefore remains essential to fully understand how the Eurosystem operates.



Jabko (2006) meanwhile adopted a ‘strategic constructivist’ approach® to claim that the EU
Commission advanced EMU by tailoring different messages to different groups. Under the
EMS, the French believed the power of the market had become too constraining. Moreover,
as the EMS became anchored by the Deutsch Mark, the Banque de France had already lost
significant sovereignty over monetary policy. The Commission therefore sold EMU to the
French a way of reasserting some semblance of monetary authority over the markets
(Garrett 1993; Howarth 2001). Although Germany was initially opposed to the single
currency, the Commission ultimately persuaded the country to join EMU by describing it as
a way of entrenching price stability and fiscal discipline in Europe. Contrary to other
ideational theorist, Jabko (2006) therefore claims it was not a convergence of ideas that
made EMU possible, but rather that the Commission was able to sell the project by making

different arguments to different audiences (Jabko 2006, p.147).

Jabko (2006) introduces some good theoretical insights, particularly in relation to different
justifications being used to achieve specific policy objectives. This research builds on this by
examining the extent to which the ECB has continued to justify post-crisis policies in terms
of maintaining price stability, whilst simultaneously becoming increasingly concerned with
financial stability objectives. That said, while HI tends to overplay the role of policy
paradigms as constraints on action, Jabko (2006) fails to pay sufficient attention to them.
Although ideas and broad theoretical frames can contain contradictions and leave scope for
interpretation and institutional change (Jabko 2006, p.8), they can also set broad
parameters for acceptable policy and restrain institutional alteration (Streeck and Thelen

2005, p.11-16). The ECB was slower to embrace ‘extraordinary’ monetary policies than

*>In which identifies the politics of ideas, rather than the ideas themselves, as agents of institutional change.



most other advanced central banks as the ‘path-dependent’ legacy of monetarist ideas

remained integral to the banks credibility and legitimacy.

In relation to the impact of the financial crisis at the EU-level, relatively little ideational
research has been produced, and even less on the evolution of the ECBs concern for
financial stability. Nevertheless, there have been some references to the role of ideas in the
usage of heterodox monetary policies by the ECB, and in the literature surrounding the
growing importance of financial stability policies more broadly (Farrell and Finnemore 2016;

Schmidt 2016; Blyth 2013[b]).

Farrell and Finnemore (2016) argued briefly that although the crisis has fundamentally
changed the environment within which the ECB operates, the bank has been incapable of
altering its price stability ideas. They suggest that despite the ECB recognising conventional
monetary policy in the new macro-economic environment is incapable of maintaining both
price and financial stability, it has remained committed to traditional monetary policy
(Farrell and Finnemore 2016, p.585). While these authors accept the ECB has begun to
manipulate more unorthodox policy tools, they submit that it has maintained its pre-crisis,
legalistic, communicative discourse by continuing to insist that the aim of these adjustments
is solely to maintain price stability, and that the new measures do not reduce the banks

political or operational independence (Farrell and Finnemore 2016, p.585).

Blyth (2013[b]), argues the slow response of the ECB in 2009-2010 to the sovereign debt
crisis was due to the constraining effect of the pre-existing monetarist paradigm. He

discounts the role of organisational structures in limiting ECB action and instead maintains



that the banks’ tentative behaviour was testament to the power of ideas in determining
outcomes (Blyth 2013[b], p.209). Because Blyth (2013[b]) argues the ECB bought so
prodigiously into pre-crisis monetarist ideas, which were heavily tied to the notion of
‘efficient markets’ and the optimality of previous regulatory practices, the bank has
continued to stick to its pre-crisis narrative, regardless of the weight of evidence supporting

change (Blyth 2013[b], p.210).

Although Blyth (2013[b]) and Farrell and Finnemore (2016) are right to argue the ECB was
reluctant to alter its monetarist programmatic ideas and therefore slow to respond to the
crisis, their analysis misses the fact the bank began moving away from a strict monetarist
interpretation of central bank policy and towards an engagement with financial stability
objectives long before the crisis erupted. Under EMU, the ECB became increasingly
concerned with the implications of an integrated and market-based Eurozone overseen by
national financial regulators and supervisors on financial stability (Trichet 2003; ECB
2000[d], p.62). Moreover, during the crisis, the ECB began implementing policies which it
would never have sanctioned before the crash, even adopting bond buying programs and
MPR which signify clear shifts from traditional philosophical and programmatic ideational

practices (Baker 2012; Brunnermeier et al. 2016, p.5).

Schmidt (2016) acknowledges this shift in ECB policy but argues that while the bank has
altered its operational stance, it has maintained a commitment to price stability within its
communicative discourse as price stability policy ideas provide legitimacy to the banks’
actions (Schmidt 2016, p.1033). Because the ECB had more institutional autonomy than

other EU bodies, it was also able to use this discursive continuity to disguise a



reinterpretation of its mandate, allowing it to assume responsibility for saving the euro
during the sovereign debt crisis ‘in plain view’ of market participants (Schmidt 2016,
p.1049). By using ‘communicative’ discourse in this way, the bank was able to claim its
actions were entirely consistent with the Treaties, despite overseeing a clear extension of its

responsibilities.

Although Schmidt’s (2016) analysis is largely correct, it misses the importance of ECB
monetarist ideas in promoting the discursive and policy continuity highlighted in other
studies (Farrell and Finnemore 2016; Blyth2013[b]), as well as the gradual strengthening of
policy ideas in relation to financial stability. Critical junctures, such as the 2010-12 sovereign
debt crisis (Jones et al. 2016, p.1011), can often be a catalyst for institutional change already
underway (Posner 2007), with policy change frequently having its origins in previous
thought structures and policy developments (Immergut and Anderson 2008, p.349). The
‘critical juncture’ of the 2010-12 crisis may therefore have allowed financial policy ideas
(which had remained stunted prior to the crisis), to gain greater influence and catalyse more

vigorous institutional change.

Within broader ideational literature, Baker (2012) looked at the increased popularity of MPR
in the wake of the 2007-8 crash and concluded that macro-prudential polices gained
credence as a result of incremental ideational changes complied over the previous 20 years.
However, from late 2008 onwards, change became more rapid as policymakers presided
over an important ideational transition by explicitly recognising the significance of counter-
cyclical policies (Baker 2012, p.113). This resulted in regulators and supervisors, including

the ECB, beginning to accept the importance of intervention and of setting limits on



financial market activity — representing a significant ideational shift from the pre-crisis neo-
liberal orthodoxy of reverence for efficient markets. Although the financial crisis acted as a
catalyst for these developments, both Baker (2013; 2012) and Moschella (2011) stress the
gradual advancement of these policy ideas which evolved during previous financial crises,

such as those in Mexico (1994) and Asia (1997-8) (Moschella 2011, p.123)*.

Grabel and Gallagher (2015) maintain that we should not be surprised by this post-crisis
desire for interventionism, arguing that the current crisis has simply intensified ongoing
ideational changes while providing space and impetus for definitive policy adjustment
(Grabel and Gallagher 2015, p.3). These authors each produced important findings. This
thesis seeks to build on their results by exploring the extent to which broader ideational
change took place within pre-crisis EMU, and how such evolving financial ideas may have

influenced the ECBs response to the crisis.

An ideational shift is also said to have occurred in the field of post-crisis monetary policy.
Prior to the crash, the established view was that monetary policy should focus exclusively on
price stability. Since then, this understanding has been questioned and increasing attention
has been devoted to financial stability (Moschella 2014, p.136). Although few consider the
previous monetary consensus to have been abandoned entirely, there is a growing
acceptance that central banks need now to secure both monetary and financial stability
objectives (Bernanke 2011; Moschella 2014, p.144; Praet 2011). Uncovering the extent to

which financial goals have become incorporated into the policy frameworks of the ECB, DB,

*® Indeed, (Baker 2012) showed that references to MPR could be found as far back as 1986 (BIS 1986, p. 2).



and BdE over the duration of EMU, and the reasons behind this shift, will provide the main

focus of this research.

Finally, Gabor (2014[a]) also claims that the evolution of central bank monetary policy
cannot be fully understood using HI arguments. She looked at the policy lessons central
banks drew from the unconventional monetary policies adopted by the Bank of Japan (Bol)
in the early 2000s and found that the monetarist New Keynesian policy framework provided
the lens through which lessons were interpreted. This meant other central banks, including
the ECB, viewed the BoJs bond purchasing programs as an extension of loose monetary
policy*’ rather than as a way of improving the funding conditions of financial institutions by

allowing them to sell less liquid assets to the central bank (Gabor 2014[a], p.198).

This, Gabor (2014[a]) argues, was due to the incommensurability of New Keynesian
monetary ideas with the purchase of government bonds which was seen as irrelevant to the
functioning of the interest rate transmission channel. These purchases were also thought to
reduce central bank independence as well as lower funding costs for governments and were
therefore directly at odds with traditional monetarist thinking (Gabor 2014[a], p.197). While
important in helping to show how ideas can shape the way organisations view financial
problems and understand policy solutions, Gabor’s (2014[a]) work does not touch upon
some of the structural restraints the ECB faced in attempting to move away from its
traditional ideational framework (ECJ 2012; TEU 1992, Art.105). It also lacks a discussion of

48
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non-monetary post-crisis measures implemented at the EU-level™, or any examination of

v Signalling to financial markets the commitment of the BoJ to maintain low real interest rates (Blinder 2010,

p. 3).
8 Such as MPR and ESM.



the national dimension of the Eurosystem, including how NCBs viewed and tried to
influence EU and ECB policies (Khan 2016). This thesis therefore aims to broaden Gabor’s
(2014[a]) analysis of the way central banks have come to understand market-based finance

into these areas.

2.4 Uniting the HI and DI Approaches

Some academics within political economy have previously attempted to marry insights from
Hl and DI into a single conceptual frame. Cox (2004) did this through the notion of
‘ideational path-dependence’ (Cox 2004). DI claims institutions are constructed upon
ideational foundations, which often exert a constraining influence that impacts their
subsequent development (Hay 2011, p.69). In his study into Scandinavian welfare systems,
Cox (2004) argues that although the welfare states of Scandinavian countries have been
constantly evolving, the ‘idea’ of a distinctive system persists, even as the definition of what
constitutes such a system becomes ever more difficult to define®. Policymakers, Cox (2004)
suggests, must at least pay lip-service to this popular idea due to the ‘stickiness’ of the

model’s reputation to have any hope at maintaining electoral popularity (Cox 2004, p.206).

This research builds on these theoretical innovations by using the HI notion of path-
dependence to help explain the durability of philosophical and programmatic ideas (Schmidt
2014). It reveals how policy ideas can be used to undermine, weaken or ‘stretch’

overarching programmatic ideas, without those original concepts losing their emotional

* Parallels here are easily discernible with the work of Jabko (2006), who demonstrated that ideas concerning
the EU Commissions’ Single Market Programme were ill-defined and understood differently by different
groups.



appeal or usefulness in justifying policy actions. Some ideas seem so highly regarded that
policymakers are obliged to justify their proposals for reform by making reference to them,
despite any level of conceptual stretching that may be required to locate new policies and
reforms within the existing paradigm (Cox 2004, p.216). These concepts are crucial to
establishing a coherent path towards to the use of both the Hl and DI within the same
methodological approach, and will be used to explore the ECBs continued commitment to

price stability.

The concept of ‘cognitive locking’, where ideas become rooted within a particular
institutional setting, has also been developed in other fields of comparative politics. Berman
(1998) explained that the Weimar Republic’s Social Democratic Party (SDP) failed to fight
Germany’s interwar economic problems with counter-inflationary policies due to traditional
Hl institutional path-dependence, coupled with an ideational legacy within the SDP that
prevented the party from reducing spending (Berman 1998). This insight may be useful
when exploring the ECB’s willingness to embark upon ultra-loose monetary policy. Not only
did the institutional structure of the bank constrain action through various statutory
provisions, but so too did the domination of monetarist ideas and the legacy of German

ordo-liberalism (Ordnungspolitik).

A contemporary source of note that has attempted to entwine the Hl and ideational
approaches, as well as explore Eurozone financial stability issues, is Braun (2015), who made
two interesting theoretical observations. Firstly, using HI concepts, he argued current
literature understates the importance of critical junctures in economic crises because during

these ‘emergency’ phases, policymakers sometimes act without reference to previously



dominant thought structures. At this point, according to Braun (2015), policy decisions may
be guided neither by any old nor new policy paradigm. Crisis managers therefore (often
without realising) set precedents at this crucial stage which leave their mark on the

ideational and institutional landscape (Braun 2015, p.420).

Secondly, Braun (2015) states that it is not possible to determine whether a dominant idea
or set of ideas is likely to be replaced simply by looking at whether or not a crisis has
occurred. He suggests a dominant economic idea is not necessarily undermined by
economic instability, as long as it can account for the occurrence of such crises within the
theory and offer direction on how to deal with it. A policy paradigm is less likely to be
displaced if it maintains ‘crisis preparedness’ and offers solutions going forward (Braun
2015, p.420). The crisis solutions offered by traditional monetary policy since Walter
Bagehot (1873)*°, Braun (2015) maintains, coupled with the incompleteness of EMU>,
meant that post-2007, the ECB was the only institution capable of stepping in and

preventing a collapse of EMU (Braun 2015, p.436).

Yet Braun (2015) purports that during the crisis, an ideational shift did take place because
the no-bailout and Bagehot rules were broken by the ECB propping up ‘too-big-to-fail’
financial institutions. Because the ECB began accepting reduced quality collateral that
expanded the banks’ balance sheet and increased moral hazard, Braun argues a
fundamental tenet of EMU became altered (Braun 2015, p.434). This, however, fails to

consider the impact of the ECBs mark-to-market collateral framework which continued to

**Who argued that in times of financial panic, central banks should lend freely to solvent banks with good
collateral at a high rate of interest.
>L With no common banking or fiscal authority during the crisis.



discriminate against lower-rated sovereign bonds in repo transactions and exacerbate pro-
cyclicality (Gabor and Ban 2016, p.630). Moreover, by focusing on the crisis itself and failing
to take a more longitudinal approach to the study of the Eurosystem, it also underplays the
importance of the ECBs financial stability agenda before 2008. It could indeed be argued

that the seeds for ECB action in 2008 were in fact sewn much earlier>>.

Finally, Lombardi and Moschella (2016) looked specifically at the ECBs post-crisis bond
purchasing programs and discovered that both ideational and structural factors were at play
in dictating policy parameters. They found that the banks legal structure which prioritised
price stability over other policy goals, and the ECBs ‘economic doctrine’ which promoted
monetary dominance, help explain why the bank was reluctant to take extraordinary
measures (Lombardi and Moschella 2016, p.852). Yet they also found the banks institutional
independence from member-states gave it room for manoeuvre and provided it with legal
justification for its eventual bond purchase programs (Lombardi and Moschella 2016,

p.865).

While this paper is important as one of precious few studies to explicitly incorporate
structural and ideational explanations for institutional behaviour, it only looks at a very
narrow field of ECB policy in a short period of EMU history. Presently, no Hl or DI research
has taken sufficient account of the rise of market-based finance>>; the changing role of

government debt as collateral in short-term debt markets, or; the difficulties these issues

>? Since the euro was created in 1999, the ECB and wider EU have become increasingly concerned with and
active in financial stability initiatives. For example, through the First and Second Banking Directives (1977 and
1989), and the completion of the Financial Services Action Plan (2000) which set common rules for Eurozone
collateral (Commission 1999, p.8).

> Either in explaining the evolution of national financial systems, or in the development of central bank
policies.



raise with respect to the cognitive locking of monetarist central bank thinking (Gabor
2014[a]). While government debt continues to be seen primarily as a question of fiscal
policy, its importance in the fields of monetary policy and financial stability as a result of the
growth of market-based banking has been largely neglected. This research aims redress this

oversight.

2.5 German and Spanish ‘Philosophical Ideas’

The preceding pages have concentrated on the supranational level of the Eurosystem. Yet
the ESCB exists as a federation, with NCBs maintaining important roles in the
implementation and operation of monetary and financial policies (Cohen-Setton 2011; Gros
2017; Quaglia 2008, p.3). The purpose of this section is to examine current scholarship on
the dominant ideas found within the German and Spanish central banks, and how they are

understood to have influenced central bank policy.

To understand why Spain and Germany were impacted differently by the 2007-8 crisis, and

why they pursued different policy objectives at the European level®*

, it is necessary to
explore the extent to which pre-crisis ideational idiosyncrasies may have led to divergences

in the way Spanish and German banks were regulated. This may explain why banks in each

state accumulated different sorts of balance sheet risk®, why they were affected differently

> Subsidiary Research Question 2.

>> German banks were exposed on the asset-side of their balance sheets through the accumulation of
peripheral and ‘sub-prime’ debt, while Spanish banks became exposed on the liabilities-side of their balance
sheets by over lending to the real estate and construction sectors (Hardie and Howarth 2013[a], p.104; Royo
2013[a], p.154).



by the crash, and why their national governments reacted differently to supranational

policies aimed at mitigating its effects.

This section sets out the core philosophical ideas of the DB and BdE. Differences between

these ideas, as well as in the ‘programmatic’ and ‘policy’ ideas of the two NCBs (which form

the focus of later chapters), are sketched out in table 5 below. These ideational

dissimilarities are very important for understanding how the crisis unfolded in each nation.

Table 2.5: Levels of financial ideas

ECB (pre-crisis)

Deutsche
Bundesbank

Banco de Espaiia

Philosophical Ideas:
Webs of Belief

Neo-liberalism

Ordo-liberalism

Neo-liberalism

Programmatic Ideas:
Policy Paradigms

Monetarism

(contemporary)

e Inflation
targeting

e Aversionto
countercyclical

policy

Monetarism

(orthodox)

e Money growth
targeting

e Aversionto
countercyclical

policy

Monetarism

(idiosyncratic)

e Inflation
targeting

e Role for
countercyclical
policy

Policy Ideas:
Policy Agendas

e Price Stability
(inflation)

e Fiscal
conservativism

e Financial
Integration

e Financial stability
(weak)

e Price stability
(M3)

e Fiscal
conservativism
e Financial stability

(non-
interventionism)

e Price stability
(inflation)

e Fiscal
conservativism
e Financial stability

(interventionism)

Source: Adapted from Schmidt (2014)




GERMANY: DEUTSCHE BUNDESBANK

To fully understand the euro crisis and the EUs reaction to it, it is essential to explore
literature relating to the dominant financial ideas of Europe’s largest country, Germany
(Matthijs 2016, p.379). Due to the size of Germany’s economy and the countries centrality
to the European project, Germany is often regarded as Europe’s ‘indispensable nation’
(Sikorski 2011) and more tends to be written about the German financial system and
German financial ideas than those of peripheral nations like Spain. The dominant economic
idea in the country, ordo-liberalism (Ordnungspolitik), is said to have deeply influenced EMU
from the outset and to have been largely responsible for its conservative, rule-based

structure (Allen 2004; Bibow 2013, p.612; Bulmer 2014, p.1246).

Ordo-liberal ideas have helped condition and constrain plausible options for German policy-
makers for decades>® (Dyson 2002[c], p.174; Matthijs 2016) and were originally developed
by German speaking economists as a reaction to the consequences of unregulated
liberalism during the early twentieth century (Dullien and Guérot 2012, p.2). Many authors
point to the hyperinflation of the early 1920s Weimar Republic as the time when ordo-
liberal ideas became grounded into the collective conscience of the German people
(Schmidt 2014, p.193). This hyperinflationary period is often refereced to explain why
Germans tend to be so weary of governmental borrowing and monetary expansionism
(Polonyi 2011; Tognato 2012, p.137), and has even been sighted by Germanys’ Federal
Finance Minister, Wolfgang Schauble, as one of the key reasons Germany considers the
accumulation of Government debt to be such a serious issue (Schduble 2011[a]). Indeed,

Germany’s experiences of hyperinflation — which became seared into German folk memory

> Particularly within the DB.



(Atkins 2011) — underpinned the DBs post-war commitment to a culture of central bank

independence and monetary stability (Bulmer 2014, p.1246; Fairness 2016).

The central contention of ordo-liberalism (Ordnungspolitik) postulates that governments
should regulate markets to ensure actual results approximate the outcomes which would be
achieved in a perfectly competitive market (Nedergaard and Snaith 2015, p.1096; Wren-
Lewis 2014) and that individuals and countries should not be incentivised to take on risk at

the expense of others.

The word ordo, Latin for ‘order,” points to a rejection of laissez-faire economic principles
and towards a system in which the state constructs a strong regulatory environment for
markets to function (Oliver 1960, p.133—-134; Woérsdorfer 2010, p.23). Unlike Keynesian
theory, it discourages state intervention beyond the setting of a robust legal framework
(Brunnermeier et al. 2016, p.61) and strongly rejects the idea of using expansionary fiscal
and monetary policies to help stabilise the business cycle (Bulmer 2014, p. 1246; Dullien and

Guérot 2012, p.2; Siems and Schnyder 2014, p.389).

Importantly, although there is significant overlap in this respect between ordo-liberalism,
neo-liberalism and monetarism, ordo-liberalism (Ordnungspolitik) came first (Nedergaard
and Snaith 2015, p.1102) and constituted the ‘dominant logic’ (Streek and Thelen 2009,
p.116) within German policy circles long before monetarism gained hegemonic global status
(Garber 1993, p.463; McNamara 1998). Indeed, the success of German monetarist policies

has been widely regarded as one of the key factors explaining the rise of monetarism



throughout the late twentieth century (Howarth and Loedel 2005, p.15; Kaelberer 2003,

p.369; McNamara 1998, p.157).

Table 2.6: German and EU ‘philosophical’ ideas

Ordo-liberal Principles

Expression in EU

Keynesian Alternative

Neo-liberal Alternative

Avoidance of moral
hazard

The ‘no bail-out
clause’;

Refusal to accept debt
mutualisation through
a common DGS*’ or
‘Eurobonds’

Fiscal transfers
beneficial to assist
states in distress

Debt should be
individualised and
subject to market
forces

Preference for stable
monetary aggregates

ECB aim to maintain
inflation at below 2%

High inflation
acceptable to
stimulate growth in a
crisis

Low inflation
preference

Regularity in economic
policy established
through strong legal
framework

Implementation of
fiscal frameworks:
SGP?®, ‘Fiscal Compact’
etc.

Policy flexibility is
necessary to help
tackle a crisis

Legislation should be
kept to a minimum.
Outcomes can be
predicted through the
behaviour of ‘rational’
actors

Interventionism (other
than through the
setting of a legal
framework) should be
resisted

An independent
central bank reluctant
to expand monetary
policy beyond interest
rate manipulation

Monetary and fiscal
expansionism required
by the state to boost
growth

Government
borrowing kept to a
minimum, market
forces best allocate
scarce resources

Overarching concern
with stability

Maintain low public
debt and deficits

Deficits should be used
as a counter-cyclical
measure

Low tax and spending
is the best way to
stimulate an economy

Source: Author (2018); Nedergaard and Snaith (2015)

In Germany itself, the ‘economic miracle’ (Wirtschaftswunder) which took place in West

Germany throughout the post-war period (Blackstone and Walker 2012) was largely

attributed to the economic oversight provided by the DB>?, and to adherence to economic

> Deposit Guarantee Scheme.

> Stability and Growth Pact.

> Widely regarded as the ‘epicentre’ of price stable, ordo-liberal ideas (Blackstone and Walker 2012; Dyson
2002[c] p.177; Nedergaard and Snaith 2015, p.1097; Young 2014, p.279), the DB became one of the most




and fiscal rules (Atkins 2011). These factors together secured the Deutsche Mark as one of
the world’s strongest and most successful currencies. Within the DB, ordo-liberalism was
established at its ideational core and became fundamental to the central bank’s

understanding of events, and of itself (Schmidt 2014, p.194).

The founding fathers of ordo-liberalism (Ordnungspolitik) were the economist, Walter
Eucken, and two lawyers, Franz B6hm and Hans Grossmann-Doerth, all from the University
of Freiburg (Siems and Schnyder 2014, p.379). Europe’s experiences with Communism and
National Socialism encouraged post-war Germans to limit discretionary government action
(Atkins 2011). From the very beginning therefore, ordo-liberals stressed the need for a
strong and stable legal framework to prevent excessive state control (Bulmer 2014, p. 1246;
Nedergaard and Snaith 2015, p.1097), and to avoid power differentials between producers
and consumers undermining market function (Siems and Schnyder 2014, p.379).
Consequently, ordo-liberalism and German democracy share very strong legal foundations,

with many government officials being proficient with legal trainingGO.

Crucially, ordo-liberalism (Ordnungspolitik) also stresses the importance of avoiding ‘moral
hazard’. This phenomenon is generated by the ‘free-rider problem’: When individuals or
institutions cannot be held accountable for their actions, bad behaviour goes unpunished
and the consequences of such behaviour become felt by those other than the culprit,

leading to an incentivisation of reckless behaviour (Berger and Hershey 1994; Stiglitz 1983).

respected institutions in post-war Germany and was even seen by many to represent a moral authority in the
country (Tognato 2012, p.45), with its commitment to price stability viewed as the guarantee of a free and
democratic order (Howarth and Loedel 2005, p.54; Issing 2002[a], p.23; Lynn 2011, p78).

60 Including Wolfgang Schauble, the German Minister of Finance, who was set to become a professor of law
before turning to politics.



Ordo-liberalism (Ordnungspolitik) therefore couples economic arguments with a moral
conviction that if rules are to be effective, inappropriate behaviour should be penalised,
whatever the impact on the individual, society or country (Atkins 2011; Brunnermeier et al.
2016, p.66; Nedergaard and Snaith 2015, p.1098). The ‘liability principle’ (Haftungsprinzip) —
the idea that those who take the risk should bear the cost — seeks to prevent moral hazard
by ensuring market participants are not incentivised to free-ride (Pies and Sass 2010)°".
These ideas help explain the German aversion to risk-sharing, which often allows feckless

actors to profit from the responsible behaviour of others.

Another popular concept within German society is the ‘Social Market Economy’ (Soziale
Marktwirtschaft)®®. Although this idea evolved from ordo-liberal thinking, it coexists with
ordo-liberalism (Ordnungspolitik) as an alternative ‘policy program’ (Schmidt 2014, p.196).
Social Market ideas substitute a strictly rule-based economic liberalism for one in which the
state assumes a duty to promote market conditions which result in an amenable social
balance (Glossner 2010, p.11). It attempts to establish a socio-economic system that
incorporates both economic freedom and social security, and formed one of the bedrocks of
German post-war policy (Felice 2015, p.79). Social Market ideas, however, are less
comprehensive and far less prescriptive than ordo-liberalism, and contain many of ordo-

liberalisms core values.

Several papers have been published on ordo-liberalism and how these philosophical ideas

have influenced Germany’s post-crisis response. Matthijs (2016) argues ordo-liberal ideas

® Former Italian Prime Minister, Mario Monti, once remarked: ‘For Germany, economics is a branch of moral
philosophy’ (Monti 2012).
®2 First discussed by Alfred Muller-Armack (1947): Wirtschaftslenkung und Marktwirtschaft — Hamburg.



advanced by Germany at the European level not only worked against Germany’s national
interest by advocating policies which weaken domestic demand, but also made the crisis
worse by insisting on ‘austerity’ measures being taken by states suffering fiscal problems
(Matthijs 2016, p.378). Steinberg and Vermeiren (2016) meanwhile viewed the German
government’s commitment to ordo-liberalism using an Hl framework and argued that due
to traditional economic ideas, Germany and other ‘northern’ European states refused to
sanction inflationary policies to help rebalance competitiveness in the Eurozone. This
resulted in the ECB having to implement unorthodox monetary policy to deal with the threat

of deflation (Steinberg and Vermeiren 2015, p.404).

Brunnermeier et al. (2016) also looked at the impact of ordo-liberalism (Ordnungspolitik) on
Germany’s response to the crisis, arguing it represented the ‘world view’
(Weltanschauungen) of many German policymakers (Brunnermeier et al. 2016, p.17) and
heavily influenced the structure of EMU. According to Brunnermeier et al. (2016), Germany
remained opposed to ESM, expansionary monetary policy and a common deposit protection
scheme (DPS) because of its ordo-liberal preferences for fiscal conservativism, monetary

stability and fear of moral hazard (Brunnermeier et al. 2016, p.218).

However, whilst these scholars highlight the connection between ordo-liberalism and
German monetary and fiscal policy, they fail to explore the connection between these ideas
and German financial regulations (Roper 2017). German regulatory preferences, grounded
in ordo-liberal principles, may help explain why German banks reacted to market-based
finance in the way they did, and why they were impacted so harshly during the initial crisis

period. Existing literature also fails to expound why despite the DB, Federal Finance and



Economics Ministries all opposing state ownership of Germany’s large public banks®?
(Landesbanken), they were unable to sever the link between the state and public financial
institutions. Each of these studies therefore also pays insufficient attention to the structure
of the German financial system64. This thesis aims to redress these oversights by analysing

the significance organisational structures as well as ideas in limiting institutional evolution.

SPAIN: BANCO DE ESPANA

Prior to democratisation, Spain was governed by an autocratic military leader, General
Francisco Franco. The ideational driving force behind the regime was the suppression of
socialism and parliamentary democracy and the advancement of traditional ‘Spanish
Catholic Authoritarianism’. Catholicism and the military formed the two pillars of Franco’s

Spain, with strict control from the centre (Barton 2004, p.246-8).

Under this regime, government officials implemented a technocratic, interventionist model
and used financial restrictions on capital and interest rates to advance political goals and
allocate preferential credit to favoured groups (Cases 1996, p.180; Lukauskas 1997, p.3;
Pérez 1997, p.69). This state controlled credit allocation system formed a fundamental part
of Spanish economic policymaking and subordinated monetary and financial considerations
(Martin-Acefia et al. 2014, p.58; Pérez 1997, p.80). The philosophical idea of Spanish
Catholic Authoritarianism however largely died with Franco and throughout the latter years

of the regime and into the 1980s, liberal ideas began to penetrate state institutions,

6 Largely for ideational reasons in that ordo-liberalism does not favour state ownership (German Economics
Ministry: interview #11, 2015).

% The German banking system maintains a ‘three pillar’ structure consisting of public, private and cooperative
banks (see figure 4.7: Structure of German’s banking system).



particularly within the Finance Ministry and the BdE’s Research Service (Tortella and Garcia-

Ruiz 2013, p.150).

Despite the Franco regimes preference for state control, liberal ideas had many
sympathisers in Spain, largely thanks to the influence Heinrich Freiherr von Stackelberg, a
German ordo-liberal economist who settled in Madrid during the 1940s (Ban 2012). Due to
the following he amassed, Spain became the only non-German speaking country in which
ordo-liberal ideas gained significant influence (Ban 2016, p.109). Although von Stackelberg
died in 1946, his followers helped implement the economic Stabilisation Plan (1959), and an
amalgamation of ordo- and neo-liberal economic ideas flourished throughout the Franco
period. Liberal advocates gained positions of power and influence during the 1960s and

1970s, particularly within the BdE and Finance Ministry (Ban 2012, p.150).

By the 1970s, neo-liberal ideas had become dominant, particularly within the BdE’s
Research Service which became the country’s premier economic research institute. While
Spain continues to be viewed in the literature as a ‘state influenced’ or ‘mixed-market’
economy (Molina and Rhodes 2007; Schmidt 2007), neo-liberal economic and financial
policies increasingly became seen within state institutions as a way of advancing Spain
economically, as well as paving the way towards EC membership (Brias 2002; Lukauskas
1997, p.97-8). By the 1990s, Spanish economists had become some of the most influential
international standard bearers of neo-liberal and monetarist thinking (Ban 2016, p.136),
with the BdE becoming one of the first central banks to promote inflation targeting over the
pursuit of monetary aggregates (Debelle 1997; Goerlich et al. 1995; Tortella and Garcia-Ruiz

2013, p.160).



While some research has been produced which examined the effects of the crash in Spain,
and the BdE and Spanish governments responses to it (Otero-Iglesias et al. 2016; Quaglia
and Royo 2015; Royo 2013[a,b,c]), none has looked at the importance of BdE neo-liberal
philosophical and idiosyncratic monetarist programmatic ideas® on; the formation of
Spanish regulatory practices; how these practices may have impacted Spanish banks
behaviour within the new market-based financial environment, or; on Spanish preferences
towards post-crisis policies implemented at the EU-level. This research aims to address
these oversights and reveal the extent to which ideas and structures are responsible for the

particularities of Spain’s post-Franco financial system.

2.6 Conclusion

This chapter outlined the respective strengths and weaknesses of the DI and HI approaches
and how they have been used within the literature to explore various aspects of European
political economy. Whilst HI is convincing when applied to research seeking to explain the
idiosyncrasy of national financial systems (Deeg 2005; Lutz 2004[a]; Vitols 2005), the falling
forward of European integration (Jones et al. 2016), and the path-dependence of ECB
monetary policy (particularly pre-2007 [Howarth and Loedel 2005; Quaglia 2008]), it

contains weaknesses in other areas.

HI views institutions as constricting to human behaviour and can therefore often be overly

deterministic. Despite the concept of critical junctures which allows for institutional change

® Unlike German monetarism, Spanish Monetarism reserved a role for countercyclical policies and due to
inflation targeting, was less concerned about short-term finance that the DB which continued to target M3.



during crisis periods (Capoccia and Kelemen 2007, p.341; Thelen 1999, p.388), it struggles to
account for change emanating from within institutions themselves (Blyth et al. 2016, p.148;
Schmidt 2011, p.48). As a result, Hl interpretations of post-crisis ECB policy shifts often tend
to be understated (Salines et al. 2011; Yiangou et al. 2013). HI also finds the important
liberalising developments of the previous three decades problematic to explain (such as
‘market-based’ finance and the changing role of government debt). As soon as one
conceives of ideas as being able to break free from institutional norms, institutions lose

their constrictive properties and the concept of path-dependence loses its allure.

DI meanwhile is very useful for understanding institutional change, but suffers from other
weaknesses. It envisages institutions as being constituted by ideas (Schmidt 2010, p.10),
which by their very nature are subject to constant change and modification. As a result, it
struggles to account for institutional resilience. DI also has a tendency to overplay the
importance of ideas. Suggesting for example that a European-wide policy consensus could
be responsible for EMU (McNamara 2006; 1998) belies the fact monetary union was
proposed many years before monetarist ideas became dominant (Garber 1993, p.463), as
well as the intense negotiations which took place prior to Maastricht (Jabko 2006; Sadeh
and Verdun 2009, p.291). The approach also struggles to explain the path-dependence of
national financial systems, and to fully account for different national responses to post-crisis

ECB policies, ESM and BU.

The chapter then described how, buy using insights from both approaches, the weaknesses
of each may be mitigated. By incorporating the many HI concepts which help account for

path-dependence into an ideational framework which recognises that different levels of



ideas have different strengths and durability (Schmidt 2014), it may be possible to better
conceptualise when and under what conditions ideas are able to generate institutional
change, and when institutional structures are able to repel demands for reform. The notions
of conceptual stretching, and ideational and discursive path-dependence, were shown likely

to be crucial to this endeavour (Cox 2004; Jabko 2006; Schmidt 2016).

The chapter also highlighted key trends which had been missed by HIl and DI scholarship to
date. It specifically pointed to a lack of research on the rise of market-based finance, the
changing role of government debt and the cognitive locking of monetarist ideas by
European central bankers. Contemporary research also seems to have neglected the growth
of financial ideas at the supranational level (undermining programmatic monetarist ideas),
and the role they have played at the national level in crafting financial regulations and
determining post-crisis policy responses (Roper 2017). Using insights from Hl and DI
together, this research addresses these gaps while seeking to better understand the process

of gradual ideational and structural change and each level of EMU.



Chapter 3

Methodology

This thesis seeks to understand why and in what ways the financial stability agenda within
the Eurosystem (at both the national and supranational levels) evolved over the lifespan of
the euro, and how influential ideas and structures were in constraining and enabling this
change. This chapter describes the research methodology adopted by this study and begins
by outlining the research questions established to broach this enquiry. It then explores what
methods have been used to conduct HI and DI research in the past, before moving on to
explain why process tracing was adopted as the overarching methodological framework.
The following section goes on to clarify why Spain and Germany were chosen as the
strategic comparison for the research, and what it is about these two euro member-states
that makes them such interesting subjects to contrast. In the penultimate section, the
reader is taken through the research process and the specific applied methods that were

used to both generate and analyse data in later chapters. The final section concludes.

3.1 Research Questions

The Main Research Question (MRQ) asks the following:

To what extent can changing ideas and intuitional structures explain

the evolution of Europe’s financial stability agenda?



This research is primarily concerned with how financial stability came to be viewed initially
as a secondary consideration within central banking circles, to attaining co-equal status with
price stability (Bernanke 2011). Within Europe, the Treaty establishing Economic and
Monetary Union (EMU) provided the European Central Bank (ECB) with no direct
responsibility for financial stability (Papademos 2006) and many legal provisions were made
to prevent the bank straying from its price stability mandate (TEU 1992, Art. 105). The task
of defending financial stability remained the duty of national regulators and supervisors
(Duisenberg 2000[b]). Over the duration of EMU however, the European Union (EU) and ECB
became increasingly involved with financial stability issues and responsibility for its
maintenance began to migrate away from member-states towards the supranational level.
This research aims to track this process of change from 1999-2014 and explain how

important ideas and structures were in:

i) pushing the ECB to think more about and openly discuss financial stability
ii) advancing and justifying institutional change at the EU and national levels in
relation to financial stability

iii) acting as restraints on institutional change at the EU and national levels

The thesis breaks down the MRQ into three subsidiary research questions which are

addressed in subsequent chapters.



Subsidiary Research Question 1 (SRQ1):

Why has the ECB become increasingly attentive to financial stability
concerns?

Although the ECB was initially handed very limited competence over financial stability, even
before the crisis, it began discussing financial stability as an independent concern - even
producing a mission statement on the topic in 2005 (Trichet 2005[a]). Following the 2007-8
financial crisis, the ECB took a much more active role in trying to stabilise European financial
markets, culminating with the completion of Banking Union (BU) in November 2014%. This
guestion seeks to explain why this evolution took place, and to assess the importance of the

ideational and structural factors which helped facilitate it.

The question is tackled in two parts. Using the start of the financial crisis in 2007 as a natural
analytical break, chapter 5 looks at the evolution of the ECB’s financial stability agenda from
1999-2007, while chapter 7 looks at the ECB’s reaction to the crisis from 2007-2014. Using
insights from DI and HI throughout, attention focuses on the importance of history,
structure and ideas in both aiding and constraining institutional and policy change at the

European level.

Subsidiary Research Question 2 (SRQ2):

Why did German and Spanish financial institutions react differently
to the advent of market-based banking and the creation of EMU?

% At this time the ECB was handed direct responsibility for supervising the Eurozone’s 130 largest financial
institutions.



This question is tackled in chapter 4 and examines the importance of ideas and structures in
explaining how the Deutsche Bundesbank (DB) and Banco de Espafia (BdE) liberalised their
economies, conducted monetary policy, supervised financial institutions and prepared for
EMU. The chapter shows how different financial ideas led directly to different supervisory
practices becoming adopted in each country, and the impact this had on banking activity
and the desirability of Spanish and German sovereign debt. The appendix also contains a
critical case study of two public banks, Caja de Ahorros del Mediterraneo (CAM) and
Bayerische Landesbank (BayernLB) to highlight structural similarities between the Spanish
and German financial systems. It reveals the typical problems found within Spanish and
German public banks®’, and uncovers the political obstacles their two central banks faced

while trying to reform their respective public banking sectors.

Subsidiary Research Question 3 (SRQ3):

Why were Spain and Germany impacted differently by the financial
crisis, and why did they pursue different policy objectives at the

European level?

This question is addressed in chapter 6, with analysis commencing at the start of the
financial crisis in 2007°. Given the structural similarities between the Spanish and German
financial systems, this research expects to uncover ideational reasons which may explain
why Spain and Germany were impacted differently by the crash, why the Spanish system
subsequently changed more radically than its German counterpart, and why each country

pursued different post-crisis policy preferences at the EU-level.

® Which often related to their linkages with regional politicians, see chapter 4.
o Again, analysis concludes with the commencement of BU in November 2014.



Chapter 6 also contains a critical case study of two public bank bailouts in Germany and
Spain: Hypo Real Estate (HRE — Germany) and Bankia (Spain). These cases are deemed
critical because they represent both extreme cases — with HRE denoting Germany’s only
modern-era bank nationalisation (Scally 2014), and Bankia’s collapse forcing the Spanish
government to seek EU assistance (De Olza 2013) — but they also magnify the difficulties
found within many other banks in the two countries. These examples therefore also provide
a degree of generalisability (Flyvbjerg 2006, p.226; Yin 2003, p.40), revealing common
problems within the two systems. The case of Bankia is particularly important because it
also represented the critical juncture for both Spain and Europe. The collapse of this bank
not only forced wholesale change of the Spanish public banking system (De Olza 2013; Royo
2013[b], p.200), but also obliged the ECB to embark upon more expansionary monetary

policy and ultimately led to the creation of BU (Citibank 2012; Otero-Iglesias et al. 2016).

3.2 HI and DI Methodological Approaches

Within HI, there is no established methodology to which all authors ascribe and many HI
scholars tend to mix rationalist and constructivist methodologies when compiling their
research, depending on the subject of enquiry (Immergut 2005, p.250; Pierson 1996, p.131;
Steinmo 2008, p.130). Indeed, many HI studies have employed both quantitative and
gualitative methods to examine both broad and more specific themes which are said to
influence institutional behaviour. Because HI contends that the past can influence the

present through tangible, structured political organisations as well as through more



subjective ‘institutions’ such as conceptions around broadly accepted patterns of behaviour

(Immergut 2005, p.242), a variety of methods may be deemed appropriate.

Yet there are some methods which appear time and again in Hl research. Because Hl is
principally concerned with explaining the significance of and institutional structures and
past events in determining social outcomes (as opposed to predicting future occurrences
[Steinmo 2008, p.134]), it tends to adopt methods designed to accommodate in-depth
longitudinal historical study. Hl research also frequently seeks to contrast national
institutional developments to show how historical events can impact institutions differently
(Hopkin 2002, p.302). If similar exogenous events can be shown to have struck different
institutions and generated contrasting results, it becomes difficult to refute the importance
of institutions themselves in determining social outcomes. Therefore comparative historical
analysis is frequently used in the design of Hl studies to draw attention to event similarities
and to identify factors which help explain differential outcomes within cases (Thelen 1999,

p.374).

The comparative method is a distinctive approach that offers a richer set of observations
(especially regarding causal processes), than other methods are able to provide (Hall 2003,
p.397). It enables contemporary political and economic developments to be perceived in
greater depth, and in their historical contexts, while helping to show why institutional
developments are frequently challenged by conservative elements, and why change tends
to occur on a slow and cumulative basis (Steinmo 2016, p.110). While accounts of single
cases can produce evidence of possible explanations for the way history unfolded in a

specific setting, there may be alternative and equally plausible explanations offered by



other scholars examining the same phenomena. Comparative analysis allows these
alternative possibilities to be checked against other cases, showing one explanation to be

potentially more plausible than others (Hopkin 2002, p.286).

Because Hl is less interested in predicting future outcomes than explaining past events
(Steinmo 2016, p.110) quantitative deductivist methods are not generally adopted in Hl
research. Instead, qualitative process tracing techniques are frequently used to help tease
out the historical and political processes behind subjects under investigation (Steinmo and
Thelen 1992, p.9). Process tracing allows phenomena to be investigated in ample detail
using thick descriptions (Hall 2003, p.393), and enables a greater depth of understanding by
recognising the importance of history and context in fully comprehending and explaining
social development (Bennett 2008, p.704; Collier 2011, p.824). The technique involves a
detailed systematic tracing of history by identifying causal mechanisms which explain
specific events or outcomes (Beach and Braun-Pedersen 2013, p.1), and can be found in

many examples of HI research (Quaglia 2008; Thelen 2003).

Analogous techniques are also popular within ideas research as DI similarly attempts to
explain past events rather than predict future ones. However, whereas HIl research attempts
to show the importance of structure and path-dependence on historical events, DI tries to
demonstrate the importance of ideas and discourse in explaining institutional change.
Schmidt (2008) argues that only by adopting a research style capable of incorporating the
societal constructs of ideas and discourse can we fully understand the reasons behind both
institutional change and continuity. Any research attempting to examine the importance of

ideas and discourse should therefore firstly define the norms, rules, world views and



cognitive frameworks within the area of research, and then try to establish correlations
between these ideas and policy outcomes. Longitudinal analysis is therefore often best
suited to exploring a history which goes beyond moments of crisis and looks deeper at less

obvious causal mechanisms (Saurugger 2013, p.902).

Hay (2011) also trumpets the benefits of a longitudinal approach to DI research, asserting
that retrospective process tracing should be foundational to ideational study as it can help
demonstrate how different cognitive influences emerge and develop over time. This allows
ideational scholars to be better able to assess the impact of ideas on any given institution
(Hay 2011, p.79). Berman (2011) and Parsons (2011) both argue, that ‘careful reconstruction
and process tracing’ should form the bedrock of ideational scholarship (Berman 2011,

p.124) and are an ‘unavoidable method of ideational argument’ (Parsons 2011, p.135).

Nevertheless, it is accepted that historical process tracing alone cannot be relied upon to
produce reliable, empirical work. Over reliance on the method would enable critics to argue
economic pressures and material considerations may have played a greater role in any
particular outcome and may question the part played by ideas in the process. Although
most academics accept people have ideas and that they play some kind of role in
policymaking, many also contend that these ideas only retain space for a small residual
amount of autonomy outside the predetermined boundaries of ‘fixed’ rationality,
socialisation and historical context. Consequently, Parsons argues, cross-case comparative
analysis to support process tracing can strengthen a discursive argument and demonstrate
how different ideas can create different outcomes by causing people to act in different ways

(Parsons 2011, p.135).



Many HI (Steinmo 2016, 2008; Thelen 1999) and DI (Hay 2011; Parsons 2011; Saurugger
2013) scholars hence argue that historical and ideational researchers should rely on process
tracing and comparative analysis as the cornerstones of their research designs. These
methods, they claim, are able to plot both the evolutionary development of ideas and
structures, and help show how different ideas and histories can create different outcomes in

different contexts.

Finally, there is also a large amount of support within Hl and DI literature for the use of in-
depth qualitative interviews which focus on the beliefs, understandings and personal
experiences of interview subjects (Vromen 2010, p.258). There is a sense that large-scale
guantitative questionnaires would give an insufficiently robust insight into the thought
processes and determining factors which influence individual behaviour within an
institutional setting. The purpose of comparative analysis and process tracing is to attain a
deeper understanding of not only the formal institutions of a given locality or organisation,
but also to grasp the informal norms and expectations which also pervade. Surveys are
judged insufficient to give a nuanced enough comprehension of the perceptions and trade-
offs individuals are willing to make, and the belief structures which help govern their
behaviour (Steinmo 2016, p.109). Semi-structured qualitative elite interviews are therefore
deemed preferable within both HI and DI when generating data in the field work phase

(Quaglia 2008, p.12; Schmidt and Radaelli 2004, p.205).



3.3 Methodological Framework: Process Tracing

Having justified the use of DI and HI as the theoretical framework for this study (chapter 2)
and having outlined the types of methods the two approaches tend to use when conducting
research, namely: process tracing, comparative analysis, and qualitative interviews; the
following sections describe which methods this research adopted and explains why they
were best suited to answer the research questions detailed above. It also expounds why
these methods are epistemologically compatible with Hl and DI and how combining them

enables the generation of valid and reliable results.

PROCESS TRACING

As touched upon above, the process tracing method carefully plots historical events while
seeking to find answers to causation and is often sighted by DI and Hl scholars as an
indispensable part of their investigative toolkit (Berman 2011, p.124; Parsons 2011, p.135;
Thelen 1999, p.374). This method provides the analytical framework for the entire research,
allowing for the inclusion of detailed comparative analysis, critical case studies, thick
descriptions of important events and trends, and critical discursive analysis of important
texts. The approach was adopted as a way of systematically plotting broad historic events

within the Eurosystem and in seeking to establish ideational and structural causation.

Process tracing initially requires an enormous amount of data to ensure valid and conclusive
results, ideally from a wide range of different sources (George and Bennett 2005, p.206;
Tansey 2007, p.765). The method then helps narrow down the scope of such material in a

way which does not weaken the research going forward, and that establishes causality with



the help of counter factual argumentsag. It adopts a systematic examination of historical
evidence analysed in light of pre-established research questions (Collier 2011, p.823), whilst
explicitly recognising the importance of sequencing and context in understanding and

explaining social phenomena (Bennett 2008, p.704; Collier 2011, p.824).

Process tracing was ideally suited for this study as establishing what factors explain the
evolution of Europe’s financial stability agenda throughout EMU history necessarily requires
longitudinal historical investigation. To understand why the ECB was initially inattentive to
financial stability concerns and why this began to change as EMU evolved, it is imperative to
accurately grasp the historic context of the Eurozone both before and after the financial
crisis. Moreover, comprehending why the German and Spanish financial systems were
impacted differently by the crisis (Howarth and Quaglia 2015, p.460; Otero-Iglesias et al.,
2016, p.17) requires an even longer historical lens which extends prior to the creation of

EMU.

Process tracing does however suffer from limitations when applied to areas of investigation
which are large in scope (rather than to succinct historical periods), as it has a tendency to
identify a single explanatory variable across an entire period (Collier 2011, p.827). But by
using insights from DI and HlI, this weakness is mitigated as each approach focuses on
different explanatory variables (ideas and structures) to explain institutional continuity and
change. Within a study exploiting both approaches therefore, process tracing is perfectly
suited is it provides a methodology capable of identifying when either ideas or institutional

structures were most relevant in dictating outcomes.

& Trying to picture what may have happened if a specific event or phenomena had not occurred.



Process tracing was used throughout this study to identify, describe and explain key events
which occurred between the collapse of the ‘Bretton Woods’ fixed exchange-rate system in
the 1970s, to the completion of BU in 2014, that led Europe, Spain and Germany to their
current positions. Once a comprehensive timeline was created for the period by evaluating
existing literature and secondary data, information was analysed to tease out key themes
and ideas which dominated European institutions over the duration of study. In this
instance, process tracing worked to affirm potential explanations whilst eliminating others
after a thorough and even-handed analysis (Bennett 2008, p.705-7), allowing for assessment

of how and why some ideas gain traction and triumph over others (Bennett 2008, p.717).

In relation to SRQ1, process tracing was used to find explanations to how and why certain
key concepts such as price stability and central bank independence became the
foundational ideas upon which EMU was constructed (TEU 1992, Art.105), why financial
stability was initially overlooked at the EU-level (Issing 1999[a]; Papademos 2006), and why
it has since become an overriding preoccupation (ECB 2011[b], p.83; Papademos 2009;
Trichet 2010[a]). Because process tracing seeks to establish a causal chain of events that can
be traced back through time, it was also particularly helpful when addressing SRQ2. Here, it
allowed the causal mechanisms in regards to the way Spain and Germany dealt with the rise
of market-based finance to be teased out, revealing the ideational and structural factors
which explain differences in national financial regulations. Process tracing was therefore not
only an invaluable first step in becoming familiar with the data and in searching for

important themes and events which warranted further analysis (Collier 2011, p.824), but as



an overarching approach in which different theories, concepts and methods could be

accommodated and causal links established.

Process tracing also helped identify critical junctures, which are particularly important in Hl
analysis, and are said to establish starting points for many ‘path-dependent’ processes
(Capoccia and Keleman 2007, p.348; Pierson 2004, p.135). The signing of the Maastricht
Treaty (1992) marked one such juncture (Verdun 2007; 2015, p.231; Yiangou et al. 2013,
p.225) as it set the course of EMU history by establishing monetarist ideas at the heart of
the single currency (Heipertz and Verdun 2010, p.24; Jabko 2006, p.170). While it was
initially assumed that the 2007-8 financial crisis represented a second critical juncture
(Braun 2015, p.422; Verdun 2015, p.222), closer analysis revealed that it was in fact the
‘sovereign debt crisis’ (2010-12) — with the collapse of Bankia in May 2012 representing its
apex —which should be regarded as Europe’s real critical juncture (Citibank 2012; Otero-
Iglesias et al. 2016; Schmidt 2014, p.189). It was this period, rather than the initial crisis
phase, which marked a fundamental shift in both the Spanish and European approaches to

tackling financial instability.

3.4 Research Structure: Comparative Analysis

WHY SPAIN AND GERMANY?

Because the Eurosystem contains diverse economies and financial systems (Micossi 2015,
p.9), and pertains at both the national and supranational levels, concentrating analysis at

the EU-level alone would be inadequate to obtain a true picture of EMUs institutional



transition. National authorities and central banks (NCBs) remain important institutions
(Cohen-Setton 2011; Gros 2017; Quaglia 2008, p.3) and therefore warrant attention by
scholars of European political economy7°. This research seeks to uncover why Eurozone
member-states adopted different approaches to financial stability prior to the 2007-8
crisis’’, the extent to which ideas and structures were responsible for the differential manor
in which they were impacted by the crash, and why different levels of enthusiasm were
exhibited by governments and NCBs towards European policies aimed at alleviating its

effects’? (Restoy 2012; Weidmann 2015).

Given this, and the benefits that may be obtained by using comparative study within a DI-HI
framework (Hall 2003, p.397; Thelen 1999, p.374), analysis of two Eurozone countries were
included in addition to EU-level analysis to generate more reliable results. This section
underscores the reasons for choosing Spain and Germany for this detailed comparative

component.

‘THREE-PILLAR’ BANKING STRUCTURE

The two countries were chosen on the basis of a most-similar structural comparison (Anckar
2008; Esser and Vliegenthart 2017, p.6). Although Spain and Germany were impacted
differently by the crisis, prior to this, their financial systems exhibited many structural
likenesses. Both had ‘three-pillar’ banking systems (Bleuel 2009, p.2; Maudos and Vives

2017, p.567; Stefanelli 2010, p.24; Zimmermann 2014, p.487) consisting of large

® This is particularly true of Germany, whose ordo-liberal (Ordnungspolitik) ideas are said to have heavily
influenced the structure of the Eurosystem (Howarth and Loedel 2005, p.53; Quaglia 2008, p.47-74).

"t SRQ2.
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international banks (which mainly relied on global markets for liquidity), regional public
banks known as cajas (Spain) and Landesbanken and Sparkassen (Germany), as well as
smaller cooperative sectors. The public banks in both countries were heavily politicised,
both in the sense that regional governments often relied on them to fund local projects (IMF
2003, p.3; Johnson 1998, p.45; Royo 2013[c], p.25), and also in that many had
representatives from political parties located within their corporate governance frameworks

(Cardenas 2013, p.9; Simpson 2013, p.12; Tortella and Garcia-Ruiz 2013, p.183).

The appendix includes a critical case study (Flyvbjerg 2006), of two of these public banks
(CAM and BayernLB) to provide an illustration of the extent to which this politicisation had
taken root by 2007. Many of these institutions provided large amounts of credit to their
autonomous regions (Comunidades Auténoma, Spain) and Federal States (Ldnder, Germany)
and had close relationships with local businesses and governments (IMF 2003, p.3; Santos
2014, p.19). Before the crisis, depositors in Spain and Germany maintained a larger
proportion of their cash in public banks than in any other EU member-state (Smith 2001,

p.127), revealing the particular importance of this sector to both countries.

Both systems were also principally supervised by their respective NCBs, which struggled to
make significant reforms to their public banking sectors (Deutsche Bank 2004, p.6; Smith
2001, p.136). Post-2007, the majority of these institutions in both nations had to be bailed-
out through government interventions, state funded mergers, emergency loans and
recapitalisations, as well as helped kept afloat by Eurosystem Emergency Liquidity
Assistance (ELA), Long-Term Refinance Operations (LTROs) and bond purchase programs.

Such measures began with assistance provided by the German government to the state-



owned IKB Deutsche Industriebank AG (IKB) in July 2007 and the Sachsen Landesbank
takeover by Landesbank Baden-Wiirttemberg (LBBW) the following month. Spanish cajas
managed to weather the initial financial storm, but were heavily affected by the secondary
sovereign debt crisis between 2010-12"3 (Howarth and Quaglia 2015; Otero-Iglesias et al.,

2016).

FINANCIAL SYSTEM TYPOLOGIES

In order to justify the choice of Spain and Germany for comparative analysis in more detail,
it is necessary to touch upon the literature surrounding typologies in Comparative Political
Economy (CPE), and where Spain and Germany are located within this field of research.
Financial system typologies distinguish between the corporate governance structures found
in national financial institutions, the methods by which such institutions and businesses
tend to obtain funding (Hardie et al. 2013, p.691), and the types of relationships they build
with customers. For many scholars, the way a nation’s financial system operates forms the
epicentre of its particular ‘variety of capitalism’ (Hall and Soskice 2001) and is constitutive of

the economy more broadly (Deeg 2010, p.309).

For a considerable period, the CPE work of reference on national financial systems was
Zysman’s Governments, Markets and Growth: Financial Systems and the Politics of Industrial
Change (1983), which distinguished between ‘credit-based’ and ‘capital-market-based’
financial systems (see Allen and Gale 2000; Deeg 2010; Hardie and Howarth 2013; Hardie et

al. 2013). Over time, this conception evolved to divide financial systems into ‘bank-based’

7 To illustrate differences and similarities between the way Spanish and German banks were impacted by the
crisis, another ‘critical case study’ (Baxter and Jack 2008) of two financial institutions, Bankia and HRE, is
provided in chapter 6.



and ‘market-based’ systems (Hardie et al. 2013 p.692; Levine 2002; Vitols 2005, p.386).
Financial institutions in bank-based systems are usually said to finance themselves in a
traditional manner through customer deposits. Loans are not securitised but remain on
balance sheet and are not hedged to offset potential losses in international markets (Hardie
et al. 2013, p.707). Here, banks are the most important players in the financial system and
are frequently involved in long-term relationships with corporate clients. This ‘relational
banking’ or ‘patient capital’ structure allows banks to exercise influence in client firms
through equity stakes and representation on company boards (Deeg 2010; Vitols 2005).
This arrangement is said to support niche firms, allowing them to finance long-term
investments and maintain market share. This bank-based, insider-controlled stakeholder
corporate governance structure has traditionally been the mainstay of German corporate
governance arrangements (Goyer 2007; Hackethal et.al. 2006, p.432; Vitols 2005, p.386).
Although less is generally written about the Spanish financial system, it is also said to be
characterized by strong strategic coordination (Royo 2013[a], p.632) and is frequently

categorised as a predominantly bank-based system (Deeg and Posner 2016, p.441).

Market-based financial systems meanwhile are seen as a core element of more liberal
economies, such as the United Stated (US) and Great Britain, where more attention is paid
to market signals through price fluctuations (Goyer 2007, p.200; Hardie et.al 2013, p.3).
Financial institutions depend much more heavily on wholesale markets and securities for
funding. The ownership of firms tends to be floated and dispersed between various share-

holders, and contractual rather than relational banking tends to dominate.



Nonetheless, the encroachment of the market into bank-based systems following the
liberalisation of international financial markets has led many to question the continued
expediency of the bank-market dichotomy (Hardie et al. 2013, p.695). In traditional bank-
based models, commercial banks make loans to customers, keep those loans on their
balance sheets, make a profit on the interest they charge, and finance lending with
customer deposits (Pozsar 2009, p.13). Yet this model no longer holds for most advanced
economies with almost all financial systems containing at least some elements of market-
based financing. Lending decisions have become at least partly driven by the banks own
creditworthiness and ability to borrow money in the wholesale markets, undermining long-

term relational banking (Hardie et.al. 2013, p.696).

Deeg (2010) argues many banks have sold their long-term equity stakes to free up capital to
invest in more profitable ventures (Deeg 2010, p.8). Larger firms in particular have begun
accessing external financing by issuing securities, and there is much evidence that as banks
retreat in the wake of the financial crisis, ‘shadow banks’ appear to be taking on a growing
share of lending to small- and medium-sized enterprises (SMEs) (McBride 2014). Even in
Germany, the number of capital market-based financing options available to SMEs are

steadily increasing (Sandvoss 2007, p.2).

In Spain and Germany, both the form and functioning of their respective financial systems
on the lead up to the crisis increasingly adhered to market imperatives (Hardie and Howarth
2013[b], p.109; Royo 2013[b], p.155), making the distinction between market and bank-
based systems less useful (Dixon 2012, p.585). Indeed, Deeg (2010) and Hardie et al. (2013)

argue that the literature is moving away from trying to categorise national financial systems



and is instead looking towards micro-level analysis of individual financial institutions.
Nevertheless, although the categories may now be blurred, comparative typologies remain
helpful for depicting a conceptual frame for seeking to understand the general structure of
national financial systems, and particularly for identifying hybrid arrangements combining
features of both. It is commonly accepted that within this context, both Spain and Germany
represent bank-based financial systems (Deeg and Posner 2016, p.441; Royo 2013[a], p.632;
Vitols 2005, p.386) and that although financial marketisation became more important in
both states before the crisis, it is not clear market imperatives loomed larger in one over the
other. The literature therefore suggests that given how differently the crisis affected the
two countries, explanations other than financial system typologies may hold the key to

understanding this divergence.

As touched upon in the previous chapter, the central banks and finance ministries of Spain
and Germany exhibited different ideas at all three levels of abstraction. Spanish and German
institutions are understood to exhibit different philosophical ideas (neo- versus ordo-
liberalism), programmatic ideas (different interpretations of monetarism) and policy ideas
(intervention versus non-intervention in financial stability policy)74 (Schmidt 2014).
Comparison of these two nations could therefore reveal the importance of ideas in
facilitating institutional change and continuity under EMU. Both states were not only
affected differently by the crisis, but adopted very different positions on post-crisis attempts
by the EU to improve financial stability; particularly with regards to the European Stability
Mechanism (ESM), ‘extraordinary’ ECB monetary policy and the creation of BU (BdE 2012,

p.12; Brunnermeier et al. 2016, p.218; Linde 2013; Miinchau 2016). The German financial

" See table 2.5.



system also proved more resilient to change than its Spanish counterpart (particularly from
2012 onwards) despite both systems continuing to be classified within the literature as

‘bank-based’ (Deeg and Posner 2016, p.441; Quaglia and Royo 2015, p.488).

3.5 Applied Methods

Having outlined the theoretical and methodological frameworks’>, and having described the
structure the thesis assumed’®, the following section describes the applied methods that
were used to conduct this study and how the research was directed from a practical

perspective.

DATA TRIANGULATION

Within process tracing, the selection of text and data marks a crucial step in the research
process (Reisigl 2017, p.54), with data triangulation seen as critical to facilitate balanced
research (Meyer 2001, p.30; Wodak 2001[b], p.65). ‘Triangulation’ is a term derived from a
navigation strategy that uses multiple points of reference to plot more accurately an
object’s exact location (Jick 1979, p.602). Stemming from the work of Denzin (1978), there
are generally said to be four different types of triangulation: theoretical, data (Decrop 1999,

p.159), investigator (Mathison 1988, p.14), and methodological (Downward and Mearman

’> Historical and Discursive Institutionalism combined with process tracing.
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2007, p.83). This research however only used one, data triangulation, to ensure construct

validity’’ (Yin 2003, p.100).

Data triangulation involves the use of different sources of data within one study, and by
incorporating both primary and secondary data within one project (Decrop 1999, p.159). In
this way, construct validity is achieved by preventing one specific type of data enacting
overdue significance on the conclusions of the research. In order to understand and
evaluate the importance of history, structure and ideational factors on the decision-making
apparatus of the Eurosystem, numerous sources of secondary data were required to ensure
as comprehensive and as thorough analysis as possible (Yin 2003, p.100). These data sources
included speeches by leading politicians and central bankers, secondary elite interviews, and

articles written by EU officials’®, national political figures and central bankers.

The ECB, Commission, DB and BdE also produce official documents which are readily
available to view online. The ECB publishes a regular Monthly Bulletin”, working papers,
occasional papers, research papers and a bi-annual Financial Stability Review (from 2004
onwards). The DB and BdE likewise issue similar material which was particularly important
in helping to track institutional opinion on policy proposals. The Commission too circulates
economic papers and policy documents, and all these organisations maintain readily

assessable and extensive English language material on their websites.

7 Correlating inferences with a number of measures or data points so as to ensure that the pattern of
correlations is accurate (Westen and Rosenthal 2003).

78 Particularly those who have been involved in the higher echelons of the ECB and EU Commission.

7® Re-named the Economic Bulletin, January 2015.



Some of the most important secondary data sources proved to be: ECB, DB and BdE board
member speeches; secondary ECB, DB and BdE interviews, and; speeches given by German
and Spanish Finance and Economy Ministers. From this material it was possible to track
discursive changes within the Eurozone and to follow how attitudes, ideas, justifications and
policies evolved through time (Claeys et al. 2014, p.7). The resources of the Bank for
International Settlements (BIS) were particularly useful as it maintains a comprehensive set
of transcripts from central bank speeches on its website dating as far back as March 1997.
Similarly, DB Annual Reports (Geschdftsbericht) and Financial Stability Reviews
(Finanzstabilitdtsberichte), BAE Annual Reviews (Informe Annual) and Financial Stability
Reviews (Estabilidad Financiera) and ECB Financial Stability Reviews and EU Banking Sector

Stability reports were especially helpful®.

GENERATING PRIMARY DATA - QUALITATIVE ELITE INTERVIEWING

Both DI and HI accept that institutions help formalise ideas and discourses (Capoccia 2016;
Schmidt 2010, p.3; Titscher et al. 2000, p.174). To try to understand how ideas are formed
within institutional contexts, large scale quantitative questionnaires would have provided
insufficient depth into the thought processes and structural factors which influence human
behaviour. Surveys and structured interviews are generally judged ill-equipped to provide a
nuanced enough understanding of the perceptions individuals hold and the trade-offs they

are willing to make to advanced their goals (Steinmo 2016, p.109; Vromen 2010).

Due to the nature of the questions this research aims to answer, the usual criticisms of

qualitative interviews: that they lack objectivity and are ill-suited to generalise from (Kvale

80 Analysis of these specific publications can be found in chapters 4 and 5.



1994), hold little water. Indeed, a quantitative approach to an ideational and subjective area
of research would have been wholly inappropriate. Therefore although a great deal of care
needed to be taken to prevent interviewer bias and to avoid the subjective preferences of
the researcher seeping into the analysis of interview data (Boyatzis 1998, p.35), this study
generated primary data through the conducting of qualitative ‘semi-structured’ interviews

with relevant participants.

Whilst it has been argued that fully structured and/or unstructured interviews are ultimately
impossible to attain as each contains some degree of structure in order to abstract
information and some degree of judgment when considering which questions to ask (Mason
2004, p.62), the approach to interviewing adopted for this project took a more qualitative
line. A list of open-ended questions specific to each institution (see appendix Ill) were
constructed based on previous research into the structural and ideational importance of
factors which may influence institutional continuity and change. Time was then given to
allow respondents to talk through and describe events and processes in their own time, as
they saw fit. A total of 19 interviews were conducted, 17 of which were one-on-one, with
two containing two participants. Three participants had worked at two of the institutions
under investigation, allowing them to discuss aspects of both. The average length of time
given for each interview stood at 1 hour and 3 minutes, with the shortest being 32 minutes

and the longest 1 hour 45 minutes. Further details are laid out in table 3.1 below.

This thematic, biographical approach is similar to what Burgess (1988) describes as
‘conversations with a purpose’, containing a fluid and adaptable structure (Mason 2004,

p.62). This method sits well within the ontological and epistemological positions of DI and



Table 3.1: Primary Qualitative Interview Sample

Institution Department Number of Position Interview
Participants Number
ECB Monetary Policy 3 Senior Economist 1
Economist 2
Economist 3
Financial Stability 1 Economist 4
SSM 1 Economist 1
DB Financial Stability 1 Head of Division 5
Monetary Policy 0 N/A
BdE Research Department 4 Head of Division 6
Economist 7
Economist 8
Economist 9
Financial Stability 0 N/A
Financial Stability and Resolution 1 Senior Economist 10
German 1 Deputy Head of 11
Economics Division
Ministry
German Finance European Economic and 1 Head of Division 12
Ministry Monetary Affairs
Bundestag Finance Committee Secretariat 1 Senior Officer 13
Budget Committee Secretariat 1 Senior Officer 13
Spanish Foreign European Union 1 Head of Division 14
Office
Spanish Macroeconomic Analysis and 1 Senior Economic 15
Economics European Affairs Advisor
Ministry
Spanish Treasury 2 Chief of Staff 16
Chief of Staff 16
Commission DG ECFIN 3 Head of Division 17
Economist 2
Economist 3
DG FISMA 1 Head of Division 18
European Committee on Economic and 1 MEP 19
Parliament Monetary Affairs (UK)
Total: 24(19)

Source: Author (2018)




HI, allowing individuals within institutions to express their views organically, in their own
words and at their own pace (Wood and Kroger 2000, p.72). Through such open-ended
accounts, researchers can gain information about the discursive deliberations that
accompany decision-making, and supplement official data with first-hand authentication

(Tansey 2007, p.767).

Although some of the information required for this research may have been obtained
without interviewing, for example, through the qualitative thematic analysis of secondary
speeches, interview transcripts and articles authored by relevant officials (See Rosenhek
2013, p.256), interviewing added a valuable additional layer and further depth to the data
(Lilleker 2003, p.208). It also helped provide context and improved understanding of
people’s motivations (Schonhardt-Bailey 2013, p.450). Despite some of the methodological
and practical issues surrounding elite interviewing, it is often the most effective way to
determine how subjective factors influence political and economic decision-making, and for
understanding the incentives and preferences of actors (Berry 2002, p.682; Rathbun 2008,

p.686-90).

QUALITATIVE INTERVIEW SAMPLING

Taken originally from Grounded Theorygl, ‘theoretical’ sampling dictates that researchers

come to the study of a phenomenon with some pre-conceptions and prior knowledge of
specific groups and/or institutions. Based on this knowledge, the researcher selects certain

groups or individuals which are most likely to be able to assist with the project (Corbin and

8 A research approach which enables researchers to seek out and conceptualise latent social patterns and
structures through the process of constant comparison (Scott 2009).



Strauss 1990, p.420). The aim is not to be representative per se, but to speak to as many

people as deemed necessary to provide enhanced insight.

One of the main sampling issues in conducting research of this nature is gaining access to
relevant individuals who can add intuition to the field of investigation. Elite access can be a
major sampling problem (Goldstein 2002, p.669), particularly when such individuals would
ideally include former Presidents of the EU Commission, ECB, NCBs and government
ministers. Nonetheless, this problem may be overcome by considering the ‘wider universe’
of the research. Within the scope of this project, all financial institutions of the EU (ECB -
including the SSM?? - DG-ECFIN®, FISMA®* ECOFIN®® and the Eurogroupgs), government
economics and finance ministries, representatives of political parties, and commercial
financial institutions may be considered useful interview respondents. This provides a

potentially very large sampling frame.

Although high-profile individuals who currently occupy senior positions within the EU and
national governments are unlikely to have the time to participate in research of this nature,
such actors often give interviews to quality newspaper and media titles, speeches at events
and press conferences, as well as publish their own articles and blogs (see Buti 2014;
Schauble 2011[a]). A relatively thorough understanding of their theoretical and practical
positions can therefore be obtained through such secondary sources. Due to the salient and

topical nature of financial instability in Europe and the response of institutions like the ECB

& Single Supervisory Mechanism.

¥ Directorate-General for Economic and Financial Affairs.

® The Directorate-General for Financial Stability, Financial Services and Capital Markets Union.

¥ Economic and Financial Affairs configuration of the European Council.

¥ Economic and Financial Affairs configuration of the European Council consisting only of Euro member-states.



to enhance their public communication strategies (Draghi 2014[a]), there is a great deal of

elite discourse readily available in the public domain.

Individuals lower down the chain of command meanwhile, for which there is less
attributable literature, can often provide valuable insights into the everyday functioning of
institutions. Such persons offer specific knowledge of various departments within
organisations that those at the top may be less able to provide. Seeking respondents who
can convey knowledge of different institutional functions help improve the depth of
research and add value to the sample of informants (Weiss 1995, p.17). Each respondent
was therefore chosen on the basis that there was a likelihood of new information coming to
light, with the aim to cover all relevant departments within the organisations under study to

generate a holistic picture of the institutions in question.

However, the issue of respondents not necessarily being entirely honest with the
interviewer is a problem for qualitative interviewing (Berry 2002, p.680). Interviewees may
try to present themselves or their organisation in an overly positive light, or convey a
creative version of events which fits with their own interpretations, but does not necessarily
align with observed empirical facts (Ball 1994, p.97-98). Those involved within the higher
strata of institutions are also under intense pressure to speak ‘on-message’ and may
therefore be less able to give as detailed answers as desirable, skewing potential results.
Likewise, such individuals could also be concerned about their historical legacies and public
perceptions, which may mean their reconstruction of events contain strategic omissions or
increased emphasis on certain aspects (Berry 2002, p.680; Rathbun 2008, p.689). Talking to

people who do some of the more ‘hands-on’ work therefore, and who have lower public



profiles, may even provide more insightful acumens than those at the top. Homan (1991)
and Ostrander (1995) have also suggested that less influential people may be less skilled at

deflecting questions and hence more likely to answer truthfully87.

Within this research therefore, as is the case with the majority of political research, elite
interviewing tends to involve less well known participants with ‘close proximity to power’
(Lilleker 2003, p.207), partly due to issues surrounding access (Goldstein 2002, p.669), but
also because they may be more likely to answer honestly and have less reason to by coy
about institutional failures or setbacks (Homan 1991; Ostrander 1995; Rathbun 2008,
p.689). Sampling for primary interviews within this project therefore did not rely on
obtaining the ‘big names’ within European institutions, but instead tried to ensure a wide
range of relevant organisations were represented. Interviews were also conducted
anonymously, with direct quotations left unnamed to ensure respondent confidentiality.
This knowledge provided interviewees with more confidence to speak freely about their

experiences without fear of any backlash.

In terms of size, qualitative samples must be large enough to guarantee that most, if not all,
important ideas and concepts under investigation are uncovered and discussed by the
sample (Mason 2010, p.2). But equally, if the sample is too large, the data produced may
become repetitive and eventually, superfluous. When data collection reaches this point of
‘saturation’ (Glaser and Strauss 1967) and new data fails to add any additional depth, no

further interviews are necessary. Rather than representing a population then, the aim of

¥ Interview subjectivity can also be reduced by honing interview techniques. For example, asking respondents
to critique their own case by asking them to outline an alternative point of view, or by moving to different
questions should the interviewee fail to deviate from ‘the party line’ (Berry 2002, p.680).



generating primary data was to improve understanding of the complexities of EU and
national institutions, the relationships between them, and the process of change which has
unfolded throughout the history of the Eurozone. A strategic and illustrative approach is
therefore preferable to any attempt to be representational (Mason 2004, p.135; Tansey

2007, p.771).

CRITICAL DISCOURSE ANALYSIS

The transcripts of primary interviews and secondary sources were analysed using process
tracing, in conjunction with Critical Discourse Analysis (CDA). CDA contains some key
assumptions. It assumes that to understand institutions and institutional change, it is
necessary to study their discourses and examine justifications for action (Fairclough 2010,
p.349). It presumes that discourses are inherently ideological (Jones 2012, p.15) because
institutional structures are legitimated by the ideologies of powerful groups which are
expressed as written and verbal communications (Fairclough 2010, p.58; Reisigl and Wodak
2009, p.88; Wodak 2001[a], p.3). It therefore sees language as a social phenomenon that
contains meaning and value that is detectable through the study of context-specific

discourse (Fairclough 2010, p.272; van Dijk 2008, p.5).

The concept of ‘interdiscursivity’ is used within CDA to denote a discursive event in which
two sets of ideas are expressed (Fairclough 2010, p.95; Wodak 2001[b]). CDA is therefore
able to detect the point at which one hegemonic idea becomes challenged or starts to be

replaced by another. Moreover, readers and listeners are not regarded as passive recipients



of discourse. Individual actions and ideas are said to be influenced by language (Wodak

2001[a]), helping to explain institutional change.

Although CDA does not view discourse as powerful on its own, it does see it as a means of
gaining and maintaining power (Reisigl and Wodak 2009, p.88). CDA therefore often tends
to focus on mass-media coverage and power relations between ruling elites and the wider
population (Meyer 2001, p.24). While mass-media is not the focus of this research, central
bank communication has much in common as it aims to influence markets, decision-makers,
and wider populations (Draghi 2014[b]). Moreover, central banks have increased the
frequency and transparency of their communications in recent years (Hughes and Kesting
2014, p.329; Schonhardt-Bailey 2013, p.395), allowing for the possibility of more in-depth

research using CDA.

CDA also tends to use mid-range theories such as DI and HI to serve the analytical aims of its
research while using grand theories such as Marxism to act as the ideological foundation
(Fairclough 2010, p.282; Wodak 2001[b]). Indeed, the ‘critical’ component of CDA is
sometimes interpreted as a Marxist social critique (Reisigl 2017, p.50). Others meanwhile
understand the ‘critical’ aspect of CDA as simply maintaining distance from data by
preserving a focus on continuous self-reflection while undertaking research (Reisigl and
Wodak 2009, 87). This latter interpretation is the understanding this thesis applies to CDA.
While this study combined insights from DI and HI to serve as the analytical lenses, it is not
grounded in a meta-theory. Because it does not aim to explore power relations or
inequalities between countries or peoples, or to take any moral position on the suitability or

otherwise of certain policies or ideas, no such overarching theory was considered necessary.



The intention is not to judge the merits or de-merits of European institutions or policies, but

simply to attest to the importance of ideas and structures during their formation.

Figure 3.1: Methodological matrix
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3.6 Conclusion

This chapter began by outlining the specific research questions this thesis poses. To address
these questions, and to attest to the significance of ideas and structures in determining
institutional change, Hl and DI were chosen to establish the overarching theoretical
framework. To ensure epistemological coherence, the chapter examined which research
methods tend to dominate in existing DI and HI studies. It confirmed that the majority of

scholars in these fields find the most effective methods for helping to understand structural,



historical and ideational change are process tracing, comparative analysis and qualitative
interviews. Each of these techniques aim to find causality between structures, ideas and
events, and to reveal how ideas are tied to action (Hay 2011, p.79; Parsons 2011, p.135;

Schmidt 2008, p.308).

The chapter demonstrated that adopting process tracing as the principal methodological
framework has strong epistemological backing and robust peer precedent (Berman 2011;
Hay 2011; Parsons 2011; Saurugger 2013). By conducting in-depth historical analysis and
producing thick descriptions of key events and ideas, process tracing can help uncover the
structural and ideational causal mechanisms at play throughout institutional transition. At
the national level, this endeavour was assisted by the adoption of comparative analysis and
the selection of a most-similar structural comparison between Spain and Germany (Anckar
2008; Esser and Vliegenthart 2017, p.6). These countries were chosen because despite their
structural similarities (Deeg and Posner 2016, p.441; Royo 2013[a], p.632; Vitols 2005,
p.386), each financial system adapted differently to the onset of market-based banking,
were impacted differently by the 2007-8 financial crisis, and subsequently pursued different
objectives at the EU-level in response to the crash. By comparing these two nations, it was
considered possible to explore the institutional and ideational factors which best account

for this differentiation.

With regards to the applied methods this research adopted, data triangulation was shown
to provide greater construct validity by making use of a number of different sources and
data types (Meyer 2001, p.30; Wodak 2001[b], p.65; Yin 2003, p.100). This helped

ensure no one set of information could dominate analysis and skew results. The inclusion of



primary elite interview was also deemed imperative to uncover further in-depth ideational,
discursive, attitudinal and practical changes within the institutions under investigation
(Rathbun 2008, P.686-90; Schonhardt-Bailey 2013, p.450). Semi-structured qualitative
interviews which allow respondents to discuss and elaborate on matters they considered of
importance were reasoned the most empirical method for gathering primary data in

relation to ideas and the internal workings of relevant institutions (Berry 2002, p.682).

Finally, CDA was used in conjunction with process tracing to analyse primary and secondary
data in an attempt to detect ideational and structural causation through language and text
(Fairclough 2010, p.58; Reisigl and Wodak 2009, p.88; Wodak 2001[a], p.3). Using these
methodologies and applied methods, the thesis now moves on to explore the evolution of
Europe’s pre-crisis financial stability agenda, beginning at the national level with a

comparative analysis of Spain and Germany.



Chapter 4
Pre-Crisis
National Financial Systems

Why did German and Spanish financial institutions react differently

to the advent of market-based banking and the creation of EMU?

Previous studies have made important discoveries in relation to how Economic and
Monetary Union (EMU) member-states were shaped by the growth of market-based finance
and how the differing extent of their marketization influenced the degree to which they
were impacted by the crisis (Hardie et al. 2013; Howarth and Quaglia 2015; Réper 2017). In
Spain and Germany, variances were shown to have materialised amid their financial
institutions composition of risk, with German banks exposed on the asset-side and Spanish
banks on the liabilities-side of their balance sheets (Hardie and Howarth 2013[a], p.104;
Royo 2013[a], p.154). By using Historical (HI) and Discursive Institutionalism (Dl), this
research goes further by revealing how institutional ideas and structures explain why these
differences materialised. The chapter shows why ideationally idiosyncratic national central
banks (NCBs) supervised financial institutions in the manner they did, and why this led to

different practices becoming adopted across the Eurosystem.

From the 1970s until the 2007-8 crisis, European financial markets underwent a period of
sustained liberalisation and ‘marketisation’. Yet while securities markets became global pre-

2008, their regulation and prudential treatment remained national - even within the



Eurosystem (Thiemann 2012, p.40). This chapter examines the interplay between ideas and
structures in Spain and Germany, arguing specifically that important ideational differences
between the countries NCBs, the Deutsche Bundesbank (DB) and Banco de Espafia (BdAE) —
both prior to and during EMU — were crucial in determining how the two financial systems
adjusted to the acceleration of market-based practices, prepared for EMU, and adapted to
life under the euro. These differences, coupled with structural specificities, ultimately
explain why Spain and Germany were impacted differently by the crisis, and why they

subsequently pursued different policy priorities at the EU-level in its aftermath.

Figure 4.1 below illustrates the thrust of the argument. Before EMU, different
interpretations of monetarism led to different DB and BdE attitudes towards monetary
policy and the role market-based finance (Covil 1996; Gabor 2016, p.977; Pellicer 1995,
p.36). Once EMU was established, structural factors with regards to the impact the single
monetary policy had on the two countries (coupled with the low profitability of the
Germany system [Commission (2014([c], p.40; Hardie and Howarth 2009, p.1019] and
Spanish political links between politicians and public banks [Molinas 2013]), lead to financial
institutions in each state adopting different market-based practices. Dissimilar DB and BdE
supervisory policy ideas — resulting from their particular interpretations of monetarism —
also influenced the behaviour of Spanish and Germany banks in different ways, with the BdE

assuming interventionist policies and the DB espousing a more ‘hands-off’ approach.



Figure 4.1: Why German and Spanish banks reacted differently to pre-crisis trends

Comparative Analysis

Germany Spain

Ideas and market-based Finance

Orthodox monetarism: Idiosyncratic monetarism:
Reluctance to permit market-based practices for fear of expanding the Focus on inflation over monetary aggregates. More relaxed about market-
money supply based finance

Structural Factors Influencing Bank Activity

The low profitability of the German financial sector and tendency of Historically low interest rates under EMU and the political control of cajas
Germans to save encouraged German banks to look abroad for lending and planning laws meant huge sums were lent to fuel a massive real estate
opportunities boom

W

Factors Influencing Financial Supervision

Ideas: programmatic ideas informed Structures: Federal 'self-regulatory’  Ideas: programmatic ideas informed Structures: P0|itica|ff65i5t3f:lce
DB non-interventionist policy ideas ~ structure prevented thg DB from_ interventionist policy '|deas, encouraging prevented the BdE from going
B2lSY, implementing countercyclical policies BdE countercyclical measures further on the asset-side
Reaction of Financial Institutions
J

Despite the DBs opposition to complex securitised products, large German BdE regulation prevented an accumulation of risk on the asset-side, but
banks and Landesbanken were able to form SPVs and accumulate risk on the despite ‘dynamic provisions’, low interest rates under EMU and political
asset-side influences meant banks and cajas accumulated risk on the liabilities-side

Source: Author (2018)

Using process tracing and thick historical descriptions (Hall 2003, p.393), the chapter begins
by analysing the evolution of the German financial system, exploring how important ideas
and structures were in shaping DB attitudes towards liberalisation and financial stability.
Specifically, it focuses on interbank repo markets, securitisation and counter-cyclical
regulatory practices as these factors are crucial to understanding the mechanics of market-

based finance. The following section focuses more explicitly on the structure of the German



system: Looking in detail at the large and politically sensitive public banking sector. It uses
insights from HI and DI to reveal that ideas, as well as concepts such as path-dependence
and vested interests, are vital to elucidating German financial trends. The third section
examines the evolution of the Spanish financial system and its adaptation to market-based
practices. Again looking principally at the interbank repo markets, securitisation and
counter-cyclical regulatory measures, it uses Hl and DI to explore the role of ideas and
structures in determining BdE regulatory and supervisory policies. The penultimate section
evaluates Spain’s large and historically significant public banking sector and its resistance to

regulatory reform efforts. The final segment draws to a conclusion.

4.1: Liberalisation and Financial Supervision in
Germany

Ordo-liberalism (Ordnungspolitik) has constituted the dominant philosophical idea within
the DB and wider German policy circles since the end of the Second World War (Dyson
2002[c], p.174; Matthijs 2016). As chapter 2 underscored, its main features are that it seeks
to establish a strong, rule-based framework, but beyond this advises against state
intervention and micro-management (Siems and Schnyder 2014, p.379). It also attaches a
great deal of importance to price stability and the containment of monetary aggregates by
an independent central bank® in order to still confidence in the German currency (the

Deutsche Mark) and anchor market expectations of a stable financial environment.

8 Independence was critical as it allowed central banks to inhibit money supply by growth by increasing
interest rates in the event of excessive private sector borrowing or government spending (DB 2012[a]).



Long before monetarism became accepted as the consensus economic view, this stability
orientated position, informed by ordo-liberalism (Ordnungspolitik), represented the
programmatic idea behind DB monetary policy (Garber 1993, p.463; McNamara 1998;
Schmidt 2014). Although such ideas were often challenged by social-democratic
governments89 (Allen 1990, p.16; Childs 1994), the relative success of German monetarist
polices were widely regarded as one of the key factors explaining the rise of monetarism
throughout the late twentieth century (Howarth and Loedel 2005, p.15; Kaelberer 2003,
p.369; McNamara 1998, p.157). These ideas, which rejected Keynesian notions of
establishing countercyclical economic or financial policies (Bibow 2017; Economist 2015),
fed through to produce non-interventionist policy ideas in relation to financial stability as it
was feared moral hazard may be produced if interventions created inflationary effects
(Dyson and Marcussen 2009, p.141). While the DB sought to construct a sound financial
framework, it established what may be termed a ‘bottom-up’ supervisory structure, taking
its regulatory cues from financial institutions themselves through the various German

Banking Associations™.

Importantly, despite the global shift towards market-based banking, it remained sceptical of
short-term finance (Trampusch 2015, p.122) and hostile towards intermediary structures
such as hedge funds and complex risk-transfer products which were seen to distort market

discipline and operate exogenously to traditional supervisory regimes (DB 1999([b], p.29;

¥ Karl Schiller, Social Democratic Party (SDP) Federal Economics Minister (1966-72), was particularly important
in this regard. During the 1960s and 1970 he attempted to promote Keynesian economic policies with the
slogan, ‘As much competition as possible, as much planning as necessary’ (Childs 1990). Schiller was also
responsible for creating the Council of Experts (Sachverstdndigenrat), known as ‘the Wise Men’ in 1963.

* The National Association of German Cooperative Banks (Bundesverband der Deutschen Volksbanken und
Raiffeisenbanken, BVR), the Association of German Banks (Bundesverband deutscher Banken) and the German
Savings Banks Association (Deutscher Sparkassen und Giroverband, DSGV).



2004[c], p.40; 2005[a], p.48). The diagram below illustrates the interplay between these

three levels of ideas (Schmidt 2008; 2014) and how they relate to German finance. These
ideational characteristics are essential in explaining how the DB reacted to and facilitated
financial liberalisation, and the attitude it adopted towards the supervision of its financial

sector.

Figure 4.2: German financial ideas

Philosophical Idea:
Ordo-liberalism
Strong legal framework & micro-
managerial restraint;

preference for stability and economic
liberalism

Financial Policy Idea: Programatic Idea:

A A Monetarism
Non-interventionism

ndependent central bank, oposition to
countercyclical policies, concern for
monetary aggregates & financial
liberalisation

ff-site supervision, 'self-regulation’, no
acro-prudential policy, liberal economic
and financial policies

Source: Author (2018)

MONETARY POLICY AND THE GROWTH OF MARKET-BASED FINANCE

For Germany, throughout the 1980s and 1990s, domestic liberalisation came partly in
response to external forces in the shape of European Community (EC) competition policy
pressed from member-states like Britain and adopted by the Commission (Helleiner 1995;

Jabko 1999). But it also enabled advocates of reform within the country to drive forward



liberalising measures, which were then pursued at the European level (Jabko 2006, p.64;

Liitz 2005, p.141).

The DB and Federal Ministries of Finance and Economy all ascribed to ordo-liberalism
(Ordnungspolitik). The Commissions’ neo-liberal ideas, although distinct, in many ways
coalesced with traditional ordo-liberal concepts (see table 2.5). This gave new impetus
towards a significant relaxation of previous customs in other areas of the economy too, such
as collective wage bargaining and corporate governance rules (Streeck 2009, p.33). The
philosophical closeness between German ordo- and European neo-liberal thought is crucial
to explaining why Germany agreed to move in a more liberal direction (Jabko 2006, p.20),

demonstrating the importance of ideational factors in enabling institutional change.

Table 4.1 below outlines some of the key steps Germany took towards liberalising its
financial system after publication of the Delors Report (1989) which confirmed the ECs
intention to proceed with EMU®Y. The euro was expected to bring increased competition
between members, especially in the finance sector. This led commercial banks in particular
to press for enhanced regulatory liberalisation (Gabor 2016, p.977; Réper 2017, p.10), and
for the Ministry of Finance (Trampusch 2015, p.120) and DB (DB 2004([a], p.47) to take steps
to ensure Germany remained a viable financial centre. Such concerns pressed the
government to introduce four Financial Market Promotion Acts
(Finanzmarktférderungsgesetz), a Financial Market Promotion Plan (Finanzmarktférderplan)
and a series of Tax Acts which eliminated price fixing, permitted the operation of hedge

funds (2003) and brought German tax rules into line with foreign practices.

 The Report recommended a three-stage approach to establishing the single currency, with stage one
beginning on the 1st July 1990.



Table 4.1: Important statutory financial liberalisation in Germany

Stock exchange turnover tax abolished (from 1 January | e
1991)

Capital duty and stamp duty abolished (from 1 January
1992) .
Financial futures contracts and trading in equity and .
bond options authorised

Permission to hold liquidity in certain money market
instruments

Limited- term bond funds authorised

New types of funds authorised™ .
Limited- term equity funds and equity index funds
authorised

Investment opportunities in derivatives (up to 49% of
contractual investment funds)

Investor protection and supervisory toolkit improved

Tax Reduction Act (Steuersenkungsgesetz, 2000): .
Official price fixing abolished
Investment Tax Act (/nvestmentgesetz, 2003): .

differences between foreign and domestic tax
arrangements eliminated

Investment Modernisation Act,
(Investmentmodernisierungsgesetz, 2003): Permitted
hedge funds to operate, if they complied with rules
concerning risk diversification

Federal Supervisory Office for Securities Trading
(Bundesaufsichtsamt fiir den Wertpapierhandel)
established

Regulations on insider trading

Asset management companies allowed to invest in
money market funds and engage in securities lending

Capital gains from sales of shares in incorporated
enterprises exempted from tax

Measures affecting asset management companies:
. . 93

capital requirements eased

Unlimited scope to invest in derivatives

Source: DB (2015(c])

However, as an institution with strong monetarist programmatic ideas, the DB, unlike the

Federal Finance Ministry, was initially sceptical about short-term market-based finance and

deregulating interbank lending markets (Gabor 2016, p.978; Trampusch 2015, p.122). It

worried that if banks abandoned the uncollateralised open-market liquidity operations®

°2 pension-based contractual investment funds, mixed securities and property-based contractual investment
funds and closed-ended funds in the legal form of a public limited company (investment stock corporations)
were authorised for the first time.
% Maximum of €10 million in capital required (initial capital and additional own funds), regardless of
contractual investment fund size.
> The purchasing of eligible paper from banks in exchange for reserves (DB 1991, p.101). Although open-
market operations were the DBs main liquidity tool, it should also be noted that the bank did permit ‘Lombard
loans’: short-term, relatively expensive collateralised loans to banks, under certain circumstances, as well as
Pensionsgeschdfte and Schnelltender repurchase operations from 1985 to try to steer very short-term interest
rates (Hardy 1998, p.649).




through which it conducted monetary policy, it would be much harder to control the money
supply. Because the DB used monetary policy to target a specific monetary aggregate® (M3
from 1988), encouraging interbank repo transactions’® and commercial paper markets®’
would have made this task more difficult (Covil 1996; Gabor 2016, p.977). It therefore
employed restrictions on interbank repos by introducing a reserve requirement®®, and kept
the Federal Finance Ministry from issuing short-term Treasury Bills (Gabor 2016, p.977;
McCauley 1999, p.4). Such activity provides an example of outcome F as depicted in the

ideational versus structural matrix, table 2.2 (chapter 2):

German market-based finance before EMU:

F) established ideas in old institutions -> sluggish policy change

Orthodox monetarist programmatic ideas established DB aversion to short-

term finance and hindered financial liberalisation.
Illustration 4.1

Until 1991, Germany also lacked a commercial paper market due to a combination of
regulatory and tax barriers imposed at the behest of the DB (Deeg 1999, p.88). As a result,
German firms increasingly began issuing commercial paper in foreign currencies in overseas
markets. German banks also continued to conduct repo transactions, but in London rather
than Frankfurt. Because Germany began to lose business, and under intense pressure from
German firms, large banks, and the Finance Ministry, the DB eventually began to soften its
strict monetarist position by implementing gradual technocratic change in preparation for

EMU (Covil 1996; Deeg 1999, p.88; Roper 2017).

* As opposed to the ECB and Bank of England, for example, which target an aggregation of consumer prices.
% Where banks typically trade sovereign debt with one another temporarily for liquidity.

" The trading of short-term unsecured promissory notes issued by companies.

% German banks were forced to deposit a percentage of the loan with the DB, free of interest. Until March
1994 this requirement was 12.1 percent, although it was gradually lowered to 2 percent (Covill 1996).



In 1991 it suspended approval requirements for debt issuance, enabling the creation of a
Deutsch Mark commercial paper market. In 1995 the government passed the Second
Financial Market Promotion Act which permitted asset management companies to invest in
money market funds and engage in securities lending. The DB also removed reserve
requirements for repos in 1997 and dropped its opposition to the production of 2-year
Treasury Bills (Schdtze) in 1996. In 1998, the ‘Bond Issues Auction Group’ was established,
creating a primary dealer system for short-term Treasury Bills and special 5-year Federal
Bonds (Bobls) (DB 2002, p.154). These actions doubled the number of German banks active
in domestic repo markets to 30 between March 1996 and April 1998 (BIS 1999, p.78; Gabor
2016, p.978; McCauley 1999, p.4), and stimulated the production of non-bank issued

Deutsch Mark denominated securities and market interest in German debt.

A year after first issue, around half of all 6-month Treasury Bills (Bubills) were acquired by
non-residents (DB 1996, p.29), transforming Germany into the de facto issuer of European
‘safe assets’, with German debt constituting around a third of all collateral in European repo
transactions by 2001 (figure 4.3). Under EMU Germany remained the benchmark issuer of
European sovereign bonds due to the record volume of issues, and because 10-year bond
(Bund) futures remained an effective hedging instrument against interest rate risks,
ensuring demand remained high (DB 2001, p.48). The DB thus appeared to understand the
importance of sovereign bonds as collateral within financial markets and that shortages in
their production could cause liquidity problems (DB 2002, p.62). Nevertheless, the eligibility
criteria for collateral used in DB repos pre-EMU continued to be restricted as the bank
sought to remain focused on monetary policy through the use of open-market operations

whilst avoiding involvement in financial stability policies (Prati and Schinasi 1999, p.31).



Figure 4.3: Debt used in European repo transactions (2001)

Repo Collateral: Country of Origin
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Source: ISMA European repo market survey (2001)

Under the euro, however, the DB lost full control of monetary policy in exchange for voting
rights on the ECBs Governing Council, altering the banks policy objectives. With no
monetary aggregate to control, it gradually became less concerned about some short-term
financial practices and expanding collateral eligibility. In 2002, the EUs Financial Collateral
Directive (FCD) established a common tier 1 collateral framework for all Euroarea states,
and in 2003, German banks responded positively to a consultation on extending the number
of assets eligible as repo collateral. German banks were particularly keen to see bank loans
included in the list, which the DB hoped would off-set the privileged status of government
bonds which was thought to lower the cost of sovereign debt and reduce fiscal discipline,

potentially threatening price stability by increasing the money supply (DB 2006[a], p.31-3)%.

*In May 2004, the ECB Governing Council decided to gradually switch to a single extended list of eligible
collateral for all EMU member-states (ECB 2004[a]). Prior to this change, only non-financial enterprises located
in Germany were admitted to the German tier two list. After the changes, maturity limits on accepted


https://www.ecb.europa.eu/press/pr/date/2004/html/pr040510.en.html

Whilst the DB retained full control of monetary policy and sought to control monetary
aggregates, short-term finance was seen as a threat to ordo-liberal, monetarist principles.
But under EMU, repo operations were no longer viewed this way as the ECB conducted
monetary policy partly through the repo markets by targeting short-term interest rates to
control inflation (ECB 2000[a], p.37-47; Weber 2005, p.15). Moreover, the diversification of
collateral acceptable in repo transactions was actively encouraged by the DB to promote

traditional ideas in relation to the importance of fiscal rectitude (DB 2006([a], p.31-3).

Under EMU, DB priorities shifted from hostility towards many market-based practices
towards an enhanced concern for tight fiscal policy. DB research in 2003 concluded that
under the ECBs inflation targeting regime, additional fiscal restraint may be required to
achieve price stability than under the DBs approach of constant money growth (von
Thadden 2003, p.28). Reducing the dependence of the financial system on sovereign debt
was thought to diminish demand for government paper, increase market discipline in the
sovereign bond markets, discourage government borrowing and reduce inflationary
pressures. These new market-based policy ideas therefore became seen as a way to
strengthen traditional ‘philosophical’ and programmatic ideas at the EU-level, representing
as example of scenario C from table 2.2 (see below). The DBs objective of reducing reliance
on sovereign debt as repo collateral was met with some success (figure 4.4), with only
around 25 percent of collateral held in DB repo transactions consisting of government bonds

by end-2004 (DB 2004[a], p.120).

collateral were relaxed and debt denominated in any Euroarea country became accepted by the DB (DB
2006[a], p.34).



Market-based finance under EMU:

C) new ideas in old institutions -> accelerate policy change

iii) new policy ideas -> Strengthen existing
structures and/or
dominant ideas

Under the ECBs inflation targeting regime, the DB evoked new policy ideas
aiming to expand collateral eligibility to promote traditional programmatic
ideas.

Illustration 4.2

Figure 4.4: Collateral in DB repo operations (2004)

Deutsche Bundesbank Collateral 2004

B Government bonds
H Covered bonds
(Pfandbriefe)

Uncovered bonds

W Other marketable assets

Source: DB (2004[a])

FINANCIAL CONCERNS UNDER EMU

How the DB viewed financial stability and reacted to potential threats to it is crucial to
understand why market-based finance, EMU, and the eventual 2007-8 crisis affected the

German financial system in the way it did. Due to increased financial activity in Europe100

100 Largely facilitated by European financial integration and the rise of market-based banking.



and its loss of control over monetary policy, the DB began to discuss financial stability issues
more frequently. Within its Annual Reports (Geschdftsbericht) and Financial Stability
Reviews (Finanzstabilitétsberichte [from 2003]), the bank drew attention to some of its
more pressing anxieties. These publications are analysed throughout this section, with the

results in tables 4.2 and 4.3 below.

Table 4.2: Areas of concern within DB Financial Stability Reviews

Bank Global Low Complex Exposure to Landesbanken | Exposure Inter-bank
profitability | imbalances | growth, derivative | US real * to markets
and domestic s& estate Spanish
provisionin demand & hedge real
g employmen | funds, (* Large estate
t “search Public Banks)
for yield”
2003
v | vV | vV v v
o v | vV | vV |V |V v v
2005
v | v | vV |V |V v
2006 / / / /
2007 / / / /

Source: Author (2018)

As evidenced by these reports, under EMU, the main economic and financial problems were
considered to be a lack of investment, low growth and low financial sector profitability (DB
2004[a], p.50). Due to these apprehensions, and the existence of DB ordo-liberal
‘philosophical’ and non-interventionist policy ideas which discouraged interference in
financial markets beyond the setting of a strong legal framework, the bank failed to
establish tough regulation on securitisation and off-balance sheet activity, or to increase risk

provisioning for banks'®* (Thiemann 2012).

190 All measures that would have been likely to produce a reduction in investment and bank profitability, but

which were adopted by the BdE in Spain.



Table 4.3: Areas of concern within DB Annual Reports102

Bank Global Low Complex Fiscal policy Monetary Low credit | State Stock
profitability imbalances | growth, derivatives policy / price | growth bailouts Market
and domestic & hedge stability / and and moral
provisioning demand & funds, M3 investment | hazard
employment | “search for / strong
yield” saving
1999
v v v v
2000 / / / /
- v v v v | vV
o v v v | vV | V
Tl v vV v v | vV | vV |V
v | V|V v v
o v | vV | vV | V v | vV
e v | vV | vV |V v v
2007 / / /
2008 / / /

Source: Author (2018)

Although we have never been interventionist, what we knew before the crisis was

that you need a sound and proper framework with the right incentives so that

systemic risk does not accumulate

(DB: interview #5, 2015)

As the quote above reveals, the DB approach to financial stability centred not on
interventionism, but on the setting of a robust legal framework which disincentivised banks
from taking undue risk. This again helps underscore why the DB was initially so reluctant to
encourage short-term finance, and continued to be concerned about the propagation of

hedge funds, private equity funds and complex derivatives which it feared incentivised risk

proliferation (DB 1999[b], p.31; 2004[c], p.40), (see tables above).

102 . . . .
Dates given are publication dates, not year under review.




Nevertheless, German banks still proved able to amass huge amounts of risk during the pre-
crisis period. The extent to which national financial systems were impacted by the crash
depended to a large degree on their exposure to off-balance sheet activity (Thiemann 2012,
p.43), and that depended significantly on the pre-crisis financial ideas and policies of
national regulators. As the quote above makes clear, despite financial liberalisation and the
transition towards market-based banking, the DB upheld traditional non-interventionist
policy ideas in relation to financial stability, resulting in a failure to take action on the risks

German banks were accumulating on the asset-side of their balance sheets.

In Spain, the BAE introduced ‘consolidated’'®® accounting rules which limited off-balance
sheet activity and asset-side risk (Fernandez de Lis and Garcia-Herrero 2009, p.7; Saurina
2009[a]). Yet in Germany, no separate bookkeeping guidelines for banks were introduced
until 2009. Instead, there was a single set of accounting regulations applied to all sectors
equally, and considerable political opposition to splintering the overall accounting

framework to intervene in specific areas of the economy (Thiemann 2012, p.50).

As a consequence, the DB did not examine the balance sheets or business compliance of
individual institutions (which it felt may have compromised its independence [Deeg 2001,
p.17; Zimmermann 2014, p.488]). Instead, German supervision consisted of a legalised off-
site regulatory approach, often described as ‘self-regulation’, as the monitoring, auditing
and enforcement of banking standards was left largely to the Banking Associations
representing each of Germany’s three banking ‘pillars’ (Cases 1996, p.180; Deeg 2001, p.17;

Hassan 2014; Liitz 2004, p.173; 2005, p.142). This structural diffusion of financial authority

1% ‘Financial statements of a group in which the assets, liabilities, equity, income, expenses and cash flows of
the parent (company) and its subsidiaries are presented as those of a single economic entity’ (IFRS 2017).



meant the DB suffered both ideational and structural impediments to centralised
intervention, lacking both the motivation and the means of intercession. Resultantly, from
2004, the DB presided over a financial system in which institutions progressively wound
down provisions in pursuit of profitability, particularly within larger German public banks
(Landesbanken) (DB 2004[a], p.35; 2005[a], p.69). Although by 2006 the DB recognised
provisions were ‘low’ (DB 2006(c], p.57), it failed to take action to implement countercyclical

capital buffers.

Nonetheless, despite the DB’s non-interventionist approach and support for securitisation
and off-balance sheet activity within the Finance Ministry (Asmussen 2006; Thiemann 2012,
p.51), the DB remained sceptical of complex risk-transfer products and the role of hedge
funds in the financial system. Tables 4.2 and 4.3 (above) show the DB began to voice
concerns about these issues more frequently from 2004 onwards when hedge funds
became operable in Germany and complex securitised products became more popular. The
banks suspicion of these instruments was due largely to its adherence to ordo-liberal
philosophical ideas. It feared complex non—synthetic104 securitisation could create moral
hazard by distorting market discipline and the proper functioning of the financial system (DB
1999[b], p.31; 2004[c], p.40). If the risk of holding complex securities were opaque and
understood better by the originator than the buyer, ‘shadow banks’ could transfer risk much
easier than under perfect market conditions, incentivising banks to extend credit to

qguestionable borrowers and threatening systemic stability.

1%% Securitisation which transfers risk from the originator to the holder of the asset.



Figure 4.5: Securitisation and shadow banking

SECVEEHINEN (non-synthetic)

*The re-package of loans into readable assets

eBanks hold the asset on its ballance sheet, and/or remains responsible for the performance of the
underlying loans once the asset is sold

eExamples include Covered bonds and some Asset Backed Securities (ABS)

SEEVEEIHNE (synthetic)

eCreated through Special Purpose Venicles (SPVs) to take assets 'off-ballance sheet'
eCredit risk is transfered from the originator to the holder of the asset
eExamples inclused most ABSs and Collateralised Debt Obligations (CDOs)

SUELINRERINNES (hedge, equity, insurance, money market firms etc.)

eLike traditional banks, they conduct credit, maturity and liquidity transformation functions
eYet have no access to central bank liquidity or state guarantees, and operate without customer deposits

*They generate liquidity by transforming long-term assets into money-like Asset Backed Commercial
Paper (ABCP) through SPVs

Source: Author (2018)

Whilst ordo-liberalism is enthusiastic about free markets, it maintains that they should
operate within a clearly defined legal framework (Oliver 1960, p.133-134; Wérsdorfer 2010,
p.23). Hedge funds however were seen by the DB to abuse regulatory arbitrage and distort
market discipline (DB 2004[c], p.40). While the DB maintained a ‘bottom-up’, self-regulatory
approach to German banks, it did not trust hedge funds in the same way, fearing they would
fail to report their activities properly (DB 2004[b], p.28-9). Moreover, because generating
large profits became increasingly difficult as yields became compressed under EMU, the DB
worried hedge funds would take on unsustainable risk in specific sectors, creating pockets of
systemic fragility (DB 2005[a], p.48). These concerns lead to hedge funds becoming
liberalised much later in Germany than in ‘Anglo-Saxon’ countries like Britain and America. It
was not until 2003 that hedge funds became permissible (table 4.1), and even after this

date, the DB compelled them to operate within restrictive rules concerning the



diversification of asset portfolios (DB 2015(c], p.40). Ideas and the banks traditional
scepticism towards short-term finance are therefore essential to fully understand the DB’s
attitude towards financial stability, representing another example of scenario F from the

ideational versus structural matrix.

German financial supervision under EMU:

F) established ideas in old institutions -> sluggish policy change

Ordo-liberal philosophical ideas and non-interventionist policy ideas

hindered policy change and reinforced DB path-dependence towards non-

interventionist financial supervisionms.

Illustration 4.3

Although larger commercial banks and Landesbanken had dealt in securitised products for
years, before EMU, these tended to be restricted to more stable long-term sources such as
covered bonds (Pfandbriefe) and unsecured bonds sold to individuals. While the risk of non-
payment in the covered bond market is retained by the issuer of the security and is
therefore classed as a liability, the risk of Asset-Backed Securities (ABS) non-performance is
usually passed on to the holder of the product and is therefore traded as a financial asset'®.
For Landesbanken in particular, investing in these products (which were often originated
abroad [table 4.5]), was the easiest way to expand given their prohibition from competing
too strongly with local public savings banks (Sparkassen) due to their mutual ownership
(Ross 2014[a]), and the broader structural specificities of the German financial system:
namely the propensity of Germans to save and the low profitability of the domestic market

(Commission (2014[c], p.40; Hardie and Howarth 2009, p.1019).

105 Particularly in regards to the late liberalisation of hedge funds and the maintenance of non-interventionist

financial regulation.
1% n the case of synthetic ABSs.



Consequently, German banks increased their holdings of foreign securities to a far greater
extent than domestic instruments. By end-2003, holdings of foreign securities had grown by
over 70 percent to nearly €1.1 trillion (Remsperger 2005, p.10). Such investment frequently
drew on the deposits of Sparkassen® at the expense of diverting funding from domestic
‘parent capital’ ventures (Borges and Bayoumi 2011, p.22; DB 2006|c], p.41; OECD 2010,
p.94). This process intensified after 2005 (figure 4.6) as between 2001-2005, Landesbanken
raised as much capital as they could at cheap rates prior to the expiration of their state
liability guarantees (DB 2006[c], p.61). Once capital had been raised in the wholesale
markets, they needed to find ways of investing the proceeds (Economist 2012[b]; Hassan
2014), creating an explosion of cheap credit for peripheral states (Micossi 2012, p.2) and
drastically increasing the amount of market-based assets on their balance sheets (Borges

and Bayoumi 2011, p.23; OECD 2010, p.94).

Figure 4.6: Foreign assets (€ billion) held by German banks

Foreign Assets
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Source: DB Data (2017)

197 | andesbanken act as regional central banks for the Sparkassen — see following section (4.2).



Table 4.4: Special Purpose Vehicles (SPVs)

Special Purpose Vehicles (SPVs)

Pools of assets that are held off-balance sheet by large financial institutions such as commercial
banks or investment houses

Types:

Structured Investment SIVs issue commercial paper that is continuously renewed or
Vehicles (SIVs) rolled over to invest in longer-term assets (such as ABS and MBS)
that have less liquidity but pay higher yields. The SIVs earn profits
on the spread between incoming cash flows (e.g. interest
payments on ABS) and the highly liquid commercial paper it
issues.

Asset-Backed Commercial Institutions which buy debt from companies and then issue

Paper (ABCP) Conduits investors with commercial paper. The commercial paper is backed
by the expected cash inflows from the interest on the debt. As the
receivables are collected, the companies are expected to pass
funds to the conduit, which then passes interest to the note
holders.

Source: Author (2018)

Although the shadow banking system in Germany itself remained small before the crisis,
largely due to the DBs reluctance to encourage short-term finance (Gabor 2016, p.978;
Trampusch 2015, p.122), large commercial banks and Landesbanken began making use of
Special Purpose Vehicles (SPVs) in foreign locations to originate securities based on US
mortgage debt (table 4.5) (Detzer et al. 2017, p.68). The increasingly marketised activity of
German public banks, however, did not appear to concern the DB. The bank commented in
2006 that Landesbanken had made notable progress towards developing new business
models in the wake of the withdrawal of their state guarantees, which were assessed
positively by the markets (DB 2006][c], p.10). This demonstrates the evolution of DB thought
under EMU. While before EMU DB programmatic monetarist ideas made it wary of short-
term finance (DB 1999(a], p.82), by the 2007-8 crisis, it had become much less concerned

about many market-based financial developments.




Table 4.5: German SPV usage (2007)

Bank Type Location Billion ($)

Bankgesellschaft Landesbanken Delaware, US 2.1

Berlin

Bayern Landesbanken St. Helier, New Jersey 7.4

Landesbank

Commerzbank Commercial Bank Delaware, US 9.4

Deutsche bank Commercial Bank St. Helier, Jersey 14.7

Dresdner bank Commercial Bank George Town, Cayman 8
Islands

DZ bank Cooperative London 4

Helaba Landesbanken Dublin, Ireland 1.9

HSH Nordbank Commercial Bank St. Helier, New Jersey 6.9

Hypo-Vereinsbank | Commercial Bank St. Helier, New Jersey & 4
Dublin, Ireland

IKB Publically owned Delaware, US 18.6

LBBW Landesbanken Bangore, Ireland 9.1

Sachsen Landesbanken Dublin, Ireland 17.9

Landesbank

Westdeutsche Landesbanken Dublin, Ireland 8.4

Landesbank

(WestLB)

Source: Detzer et al. (2017)

Indeed, although it remained wary of complex derivatives which it feared distorted market

forces and hedge funds that it saw as operating outside conventional rules (DB 2004[c],

p.40; 2005[a], p.48), securitisation was thought to reduce demand for sovereign debt in the

repo markets, improve market discipline in the sovereign segment and diminish the

likelihood of fiscal expansionism (DB 2006[a], p.31-3). Its research gradually began to see

market-based financial systems as inherently more conducive to economic growth (Fecht et

al. 2005), and even as more stable than hybrid bank-market-based systems (Fecht 2003).




Additionally, two further concerns were highlighted consistently within DB Annual Reports
(table 4.3): IMF calls for the creation of an ‘insurance facility’ for IMF member-states'® (DB
2002, p.120; 2007, p.73), and; German government fiscal deficits and the consequent
weakening of the Stability and Growth Pact (SGP) (DB 2005([a], p.83; 2004[a], p.93). In
parallel to the banks later opposition to the European Stability Mechanism (ESM)*®, the DB
feared establishing an ‘insurance facility’ would create moral hazard by encouraging reckless
state borrowing (DB 2002, p.120; 2005[a], p.90). In the event of IMF assistance being
provided, the DB argued funds should be conditional upon ‘extremely strict’ reform criteria
(DB 2003[c], p.99) and prior ‘haircuts’ (reductions in payable debt) being taken by private
bondholders*'® (DB 2002, p.119-20). These positions were formed as a direct consequence
of ordo-liberal philosophical ideas in relation to the liability principle (Haftungsprinzip),
which stresses that actors should bear the consequences of their own decisions (Stark
2015). Any departure from the liability principle was thought to create moral hazard and

distort market discipline.

The bank also expressed deep concern about German government deficits and recorded its
strong opposition to the weakening of the SGP (Zeitler 2005). The bank cited the diminution
of the Pact as a ‘major concern’ (DB 2004[a], p.93) which constituted a violation of an
‘inherent part’ of EMUs foundations (DB 2005[a], p.83). The DB took this stance because its
‘programmatic’ monetarist ideas purport that sustained fiscal deficits expand the money
supply and ultimately feeding through into higher inflation (Weidmann 2013