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and draws lessons for what it means for international politics, both in Europe,
and for international relations more broadly. It demonstrates that most of the
reforms in Europe to break free of the Eurozone and banking crises in which
Europe continues to find itself focus on building up the capacities of national
authorities rather than European ones. The result is that national authorities remain
largely in control of the decisions and funds that are to be deployed to prevent
economic disaster if a single EU bank fails. The likely outcome is an accelerated
balkanization of the European market for the foreseeable future.

The book also contends that power politics, and realism in particular, is a defining
feature of European politics with coercion and enforced national responsibility at
the demand of Germany; the dominant form of institution-building that established
the responsible sovereignty model, and shut down the possibility of alternatives.
In making this case, the book demonstrates that the dominant view in international
relations, that power politics best explains the behaviour of states, also apply to
the EU.

This text will be of key interest to scholars and students of the Eurozone crisis,
EU politics, economic policy, and more broadly to political economy, public
policy and international relations.
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1 Introduction

Do international institutions shape the behaviour of powerful states or do those
institutions adjust to their wishes? Can great powers step outside established insti-
tutions to alter the existing status quo? The European Union (EU) was shaped to
tie Germany’s hands after reunification, but changed after 2008 to reflect Ger-
many’s priorities. New EU institutions of macroeconomic governance were intro-
duced to change state behaviour of states, but German-led institutions were also
established outside the EU that bypass its legal and institutional order and force
the EU to adjust. This strategy magnified German capacity to secure its goals
over the objections of other countries within and without the EU. The result is a
German Europe (Beck 2013) more than a European Germany. This took place in
a contentious environment in which EU and international institutions, France and
Southern Europe pushed for the EU to develop supranational institutions and a
federal government to combat the Eurozone Crisis (EZC), and in which Germany
and Northern Europe sought to impose national responsibility for financial stabil-
ity and public finances.

The Great Financial Crisis (GFC) and the EZC that followed shifted power
resources and vulnerabilities in Europe in ways that enhanced Germany’s power,
allowing this strategy to succeed. Germany remained economically strong and
resilient, a fact that financial markets amplified by treating German securities as
a safe haven in turbulent times. Southern European countries, in contrast, were
dragged down by declining demand and scarcer credit, which financial markets
amplified by withdrawing and withholding investment to the point where neither
banks nor sovereigns could borrow — imposing a full stop on economic prospects.
France, meanwhile, with the strongest EU investments in Southern Europe of any
country, came out weakened and nearly as vulnerable to a Southern European col-
lapse as those countries themselves.

As a result of these changes in relative power, German capacity to determine
outcomes in Europe’s adjustment process rose dramatically. The relative power of
Southern Europe should have been minimal. That of France, which traditionally
lobbies to soften German demands for austerity on the rest of the Eurozone, should
have been weakened as well, resulting in a modified Eurozone architecture reflect-
ing German interests. Although this happened to some degree, EU institutional
rules blocked German proposals or watered them down sufficiently that Germany
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remained dissatisfied. In response, Germany pushed the establishment of a new
institutional architecture outside the EU to overcome resistance to its demands
over the terms of financial stability within the European Economic and Monetary
Union (EMU). Germany still found itself confronted with resistance from national
governments and parliaments, but could better impose its preferences.

In this context, the range of tools that Germany used to achieve its goals grew
after 2008 from hard bargaining, a staple of intergovernmental politics in the EU,
to include coercion and imposition of its own terms on other states through non-
EU institutions, practices that are decidedly not and that strain European legiti-
macy (Piattoni 2015; Fabbrini 2017). Germany’s dominance is limited to the
realm of financial policy, where its interest in its neighbours and how they govern
themselves (lest they hurt Germany’s own financial interests) is direct and intense,
and its capacity to bring pressure to bear on others is greatest.

This capacity to direct outcomes can nevertheless be seen in Banking Union
(BU) and the reform of European economic governance as well, particularly the
rules surrounding EMU membership. The present book focusses on the last two
issues.

Germany’s power resources are important in explaining outcomes, as are the
distributional interests, but its ideas about what is right and wrong in public policy
matter as well for the nature of Europe and of European states (Hall 2012; Dullien &
Guerot 2012). In Banking Union and EMU, German conviction is high that others
must emulate their ideas of financial prudence and self-sufficiency in macroeco-
nomic policy and institutions, but also bank and financial market regulation —
the institutional sinews of modern economies.

What is remarkable about German initiatives inside and outside the EU is
that they move Europe further away from the organized chaos and compromises
that are the traditional hallmark of European public policy making and impose
direction, and above all order more compatible with its conceptions of its own
interests. Also remarkable is that the voluntarism and national prerogatives that
persisted well into the 21st-century EU were significantly displaced by new order-
ing principles for the EU stressing obligation and punishment. Those principles
start out with the notion of responsible sovereignty (Piattoni 2017) — national
responsibility for carrying out policy within pre-defined parameters (rather than
in a fully discretionary manner), and then increasingly escalate to country-specific
recommendations, then demands made under coercion and finally direct imposi-
tion on governments that resist.

The core mechanisms of German policy that break with the past are coer-
cion — intrusion into the domestic internal policy of EU member states — and the
willingness to abandon EU institutions and use other mechanisms that increase
German leverage over other states. The principal mechanisms are not only
international treaties like the Treaty on Stability, Coordination and Governance
(TSCG), which requires the signatory states to balance their budgets, but also the
establishment of institutionalized instruments of power outside the EU like the
European Stability Mechanism (ESM) and the Single Resolution Fund (SRF),
which provide emergency funds for states and banks in financial distress. The
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ESM, with a German veto, imposes conditions for loans over the opposition of
states requiring assistance, without violating the EU’s principles that member
states are still ultimately in control of their own policy and commitments. The
threshold to demand important constitutional (Wiener 2008) and policy changes
from others is lower, as in the TSCG, but in the case of the ESM, conditional-
ity, coercion and imposition become the primary means of interacting with tar-
get states. These powers exceed anything the EU has ever used against member
states, even though the legal framework to do so was introduced after the EZC
(on Germany’s insistence).

What happened instead since the onset of the GFC has been the construc-
tion of a different Europe. It has been built on principles and using methods that
European area study specialists failed to foresee and continue to have difficulty
squaring with their understanding of how Europe ‘should’ work, based on their
observations of past behaviour. But things have changed. Although Germany
seeks voluntary agreement from its fellow states, and engages in traditional inter-
governmental bargaining and decision-making to achieve its ends within coali-
tions within the EU, it is no longer willing to accept deadlock if its concerns are
not met. It resorts to more coercive and intrusive methods to get what it wants.

The fate of Europe is instructive for our understanding of international rela-
tions more broadly. Without going so far to conclude that Europe’s transforma-
tion proves realist assumptions about great powers, institutions and international
order, we can contend that it worked out that way. This is neither classical nor
structural realism, however. Classical and structural realists expected the EU to
fall apart at the end of the Cold War without the external security pressure to stick
together — but institutionalized Europe is very much alive. European area study
specialists explained this as evidence of sticky institutions exerting influence over
states. Liberal institutionalists see a Europe dominated by national governments
who maintain it for commercial interest, while neofunctionalists, akin to com-
plex interdependence theorists, see a highly supranationalized and transnation-
ally interdependent Europe from which no country can extract itself or exert any
meaningful control. This did not happen. Instead of EU institutions, it got German
ones. How do we account for this?

This outcome naturally has consequences for the practical nature of Europe in
the international system, but even more importantly, gives us food for thought
regarding the role of states, power and international institutions like the EU. The
EU is the exception in international relations in the establishment of supranational
institutions, but primarily a body of rules and regimes that commit the member
states to particular policies, limiting their sovereignty in ways that international
organizations generally do not. Until recently EU law and institutions were still
widely based on voluntary agreement. That which failed to attract consensus
support or a strong supermajority did not proceed. Recent developments have
changed that and again covered new territory found nowhere else in the world.
Where other regional institutions exist - NAFTA, ASEAN etc. — they have assid-
uously protected the principle of national sovereignty, with the result that the
regional international organizations are associations of sovereign member states.
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I generally expect institutions to be built that incorporate formal respect for
national sovereignty while focussing on rules of the game, as in ASEAN or
NAFTA. The post-2008 European focus on intrusive institutionalism stems from
the need to reshape existing institutions in the interest of a great power (possibly
with a supporting coalition) over the objections of other actors while maintaining
a high degree of interdependence. This outcome is the consequence of Germany
having made compromises on the rule structure and membership of EMU that
allowed more national budgetary leeway than it preferred (Dyson & Featherstone
1999; Donnelly 2005), and later helped to roll back (Heipertz & Verdun 2010).
Dissatisfaction grew to the point where Germany pushed back to impose its own
priorities and principles. Ironically, in the attempt to avoid taking financial respon-
sibility for the entire Eurozone, a step that it equates with hegemonic status in the
EU, Germany felt compelled to install that status by institutional means — by
establishing principles of national economic self-sufficiency and institutionalized
steps of command and control to achieve it within Europe. Given the uniqueness
of this historical institutional legacy, the force required in other situations should
also be less. It is therefore unlikely that what has happened in Europe could hap-
pen elsewhere. Although great powers seek to institutionalize relations with other
states, the institutional demands on states need not be particularly thick.

I contend below that the contemporary trajectory of Europe can best be expressed
as realist institutionalism (RI). RI rests on well-established realist assertions of how
great powers seek to organize the international system, with particular attention to
their neighbours. The European experience is characterized by the German desire
to take an existing set of institutional commitments that impose semi-sovereignty
on the member states, but in a chaotic and compromise-based way that does not
reflect German preferences, and to move it forward to restrict sovereignty even
further for other states as a means of correcting the chaos. In which ‘correcting’
means forcing other states in the EU to adjust to German preferences rather than
accepting the status quo (lack of further agreement) or moving in another direc-
tion (more voluntary integration — which would result in a fiscal union with a
different distributional outcome (Krasner 1991). This behaviour reflects the high
degree of interdependence brought about by the single currency, the high poten-
tial cost of stabilizing it, and the highly ineffectual budget constraints on national
governments. This makes it practically impossible for Germany to escape from
a bad situation by emulating NAFTA or ASEAN or even UK preferences for the
EU, which strip down interdependence into cooperation between fully sovereign
states. The way forward is to coerce the others, particularly Eurozone members, if
necessary to row the boat in the direction Germany lays out.

It is also important to outline the limits of what is being tested in the European
case. The German transformation of Europe reflects the emergence of a financial
and political great power, but not a military one. Germany lives in an environ-
ment in which military security is still provided by the United States and NATO,
in which geopolitical order is structured primarily by the conflict between NATO
and Russia, followed by a destabilized Middle East and North Africa. This means
that Germany is not a regional hegemon. But it is nevertheless a resurgent financial
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great power that has translated its economic resources into political power over its
neighbours at a turning point in the order of Europe (Dyson 2016).

The study of that transformation is nevertheless important because it dem-
onstrates the drive of great powers to shape their environments to the extent of
their capabilities. The capacity of great powers to shape international order and
its institutions is therefore not dependent on the full spectrum of power resources
and capabilities. It is layered. Realist institutionalism is reflected equally in the
economic and financial realm: the restructuring of those other institutions and
interdependencies that make Europe work.

This book is organized as follows. Chapter 2 outlines the case for realist institu-
tionalism, outlines alternatives and sets out the research design. Chapters 3 through
6 test the hypotheses on the reform of economic governance in the EU, primar-
ily rules regarding national government budgets and macroeconomic imbalances
on the one hand, and the various components of Banking Union (BU) on the
other. Chapter 7 concludes, outlines the implications for the EU and the world and
makes suggestions for further research. The rest of this chapter outlines the case
investigated in this book and the impact the outcome has on Europe and the rest of
the world. It makes the introduction longer, but provides insight into the challenge
facing Europe for those without a background in financial stability.

Financial stability

Financial stability refers to the capacity of banks (and other financial institutions)
to meet the demands of their creditors and depositors on a daily basis.! This capac-
ity applies not only for retail customers with simple bank and investment accounts,
but for commercial enterprises as well, including banks. Three meltdowns of the
international financial system in Europe, in 2008, 2011 and 2012, took place when
the interbank market in loans collapsed. One of the key functions of financial
stability mechanisms is to ensure that threats to the integrity of the entire financial
system, whether well-founded or imagined, emanating from within banks or from
the broader economic environment, are not permitted to spread from one bank to
another. Ideally they also minimize the likelihood of a single bank getting into
trouble in the first place. They also help suppress contagion between banks and
between national banking systems (Balogh 2012).

Stability requires not only sound economic fundamentals on bank balance
sheets, but also confidence in the soundness of the bank’s procedural and insti-
tutional structures for managing that business, and on other outside factors that
ensure it a sure source of income at any moment that access to capital becomes
necessary to meet demand. It also depends, in a diffuse sense, on the general
economic conditions that undermine the financial capacity of the bank or banks
in question. The lower the confidence, the greater the need for guarantees that
outside capital will assume the risk of shortfalls in income and asset value. Those
outside factors may include the degree of reliable personal and corporate connec-
tions that can provide liquidity in times of crisis, but the most important are gen-
eral public confidence in the banking institution, general public confidence in the
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banking sector as a whole, and in the willingness of public authorities, whether
governments or central banks, to provide access to credit in time of banking crisis.
In sum, financial stability relies on both the quality of individual bank manage-
ment, and on its access to outside sources of capital. The greater the strain on the
overall banking system, that is to say to the extent that economic problems or
crises of confidence extend beyond individual institutions, the more generalized
and massive the line of credit to the banking sector has to be to fulfil this func-
tion sufficiently. This is why public actors in a capacity as lenders or creditors of
last resort are often seen as indispensable parts of a governance framework that
provides for financial stability.

The symptoms of financial instability are illiquidity, insolvency, the collapse
of interbank loans, zombie banks, which lead to a stagnant or declining economy,
and very prevalent in the Eurozone crisis that started in 2010, a symbiosis of state-
and private-sector debt, which leads to successive rounds of financial overexten-
sion between banks and sovereigns and possible collapse. Illiquidity refers to a
bank being short of cash, but sufficiently rich in assets that ensure long-term abil-
ity to pay. Insolvency, a much more serious condition, refers to a bank’s long-term
inability to fulfil its obligations. Zombie banks, which in the European case have
gone hand in hand with the symbiosis of state and private-sector debt, are liquid
and solvent in part by virtue of state intervention, and continued uncertainty about
liabilities and the quality of assets. Whilst uncertainty about those figures would
lead to the collapse of the bank without state aid, its provision allows the banks
to continue functioning in the absence of general confidence regarding economic
fundamentals or corporate governance and risk management measures.

Microeconomic measures taken to restore financial stability are recapitaliza-
tion, reorganization, including the establishment of a bad bank to absorb the toxic
assets of a bank, resolution, in which a bank is closed, and nationalization. In all
of these cases in the early days of the Eurozone crisis, the only authorities capable
of providing the monetary and regulatory resources to banks to continue doing
business were national governments. The reasons for this are found in the insti-
tutional and political requirements for ensuring financial stability, coupled with
the weakness of the EU in these areas. Beyond these microeconomic measures,
macroeconomic intervention is important for providing improved access to capi-
tal in the form of general fiscal stimulus and monetary accommodation, both for
the economy as a whole and for the banking sector in particular.

Macroeconomic institutional requirements for ensuring financial stability are
of a financial and of a regulatory nature. The financial category, covering mon-
etary and fiscal policy, is essential to crisis management, when emergency liquid-
ity must be provided into the system by a central bank or central government.
There are two kinds of institutions that are crucial to ensuring financial support for
financial stability: a central bank that can make liquidity generally available to the
economy, and specifically to the banking system (i.e. act as a lender or creditor of
last resort); and a central public authority that can provide targeted financial injec-
tions (a public backstop for the banking system). In the EU, where the capacity
of national governments to provide a public backstop varies widely, an additional
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requirement consists of fiscal transfers that allow capital to flow to the countries
that most need it to prop up their banking systems.

The above requirements mean that the same institutional requirements for oper-
ating a successful monetary union also are necessary for financial stability. Where
they are absent at the European Union level where banks operate across national
borders, either the system breaks at the point of its weakest link (normally where
public sector capacity to raise funding to cover bank debts is at its weakest), or
functional necessity drives those powers to the member states at the continued
expense of the Union, with some countries performing better than others, based
on resources as much as willingness to adapt. This is the case for budgetary policy
and fiscal transfers across member states within EMU and for most measures
involving public funds in Banking Union.

Because the Treaties and the interpretation by the Commission restrict the
degree to which both the European Central Bank and national central banks can
provide a lender of last resort function, and because the EU’s own budget is tiny
and subject to intergovernmental negotiation that is hostile to expansion, the EU
lacks the institutional capacity for an extended period to serve as a lender or credi-
tor of last resort. This in turn intensifies the primacy of national governments as
guarantors of financial stability through their fiscal capacity, whilst entrenching
inequalities in their capacity to do so. Financial centres in the old member states
remain stable and supported by financial markets that see them, in relative terms,
as safe havens under conditions of market uncertainty. The potential vulnerability
of the EU’s single market to bankruptcies is strongest in Europe’s established
member states, whose governments are the main providers of state aid, and the
recipients of Commission permission to do so.

Europe’s institutional underdevelopment and its reliance on member state
resources are also visible in bank regulation, which deals with crisis prevention
rather than management. Part of the EU’s initial answer to the financial crisis
was the establishment of the European Banking Authority (EBA), which was
given formal powers to supervise and investigate banks and conduct stress tests
to determine their hardness or resilience — the likelihood that a credit event (nor-
mally a sharp drop in economic activity, the failure of a financial institution or the
default of a member state on its national debt) could lead to the bank becoming
insolvent — and to issue orders for improvement, primarily directed at national
authorities. It was also tasked with developing a Single Rulebook on supervision
standards for its members. However, the EBA’s purported independence from
political influence gave way to complaints that national governments, captured
by their own banks, interfered strongly in the EBA’s affairs to preserve their own
banks at the expense of cleaning up financially insolvent institutions. This led
analysts to diagnose a symbiosis of private and public interests that plays a much
stronger role than EU rules, with the result that proper supervision was not tak-
ing place. The EBA, for example, refused to incorporate a possible default of the
Greek government on its debt obligations into its stress test modelling, despite the
fact that heads of government were discussing precisely that in European Council
meetings within the same time frame in 2011. Although the UK made it clear that
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it did not want banking supervision to be robust, its fellow member states proved
to be not much more ambitious in the realm of regulatory oversight of banking
institutions.

The institutional requirements of ensuring financial stability in turn rely on
political prerequisites. A certain degree of solidarity across member states,
whether seen as wholehearted or as a necessary evil, is required to underpin the
development of a fiscal union that transfers money to where debts need to be paid.
The TSCG is not a fiscal union in that it focusses on budgetary discipline of the
recipient states, while the European Financial Stability Facility and its succes-
sor, the European Stability Mechanism are built on the presumption that financial
flows to countries in trouble are loans under Troika control. National governments
are placed under EU/IMF/ESM administration and the money flows directly back
to the banks headquartered in countries that are arranging the loans. None of these
actions evidence a political context of solidarity. Indeed, by demanding that all
Eurozone member states extend credits to Greece and Portugal, which in turn flow
to the banks of established financial centres in the EU, a further concentration of
financial activity is protected and promoted, rather than diminished. The questions
remain: what does the outcome tell us about the nature of international relations in
the EU and the capacity of EU institutions to survive? What is the enduring role of
the state within the institutional framework that Europe adopted during the crisis,
and what was the role of Germany in making those institutions happen?

The case: institutionalizing financial stability in Europe

This book examines the German-led reforms to provide financial stability in
Europe in the wake of the GFC. This encompasses changes to EMU, the introduc-
tion of BU, and the politics responsible for them taking the shape that they have.
It assesses how far the Europeans have come, and what the implications are for
financial stability in Europe and worldwide. Not only do these reforms impact
growth, employment and financial stability in Europe, they impact the value of
American and other global investments in Europe and channels of financial con-
tagion worldwide.

The acid test of BU and the reforms of EMU it is intended to buttress is to what
extent they increase the resiliency of the European financial system — its ability to
steer clear of future crises, and to weather them when they do come. This means
improving the state of banking itself, not just of bank regulation and oversight,
and improving the resiliency of public finances in Europe. This book examines
each of the individual components of banking and monetary union under discus-
sion, and reaches beyond the headlines to examine the details of what has been
agreed, and whether it contributes sufficiently to resilience.

BU mimics the trajectory of EMU as a hybrid of supranational and national
elements within the EU, and elements outside the EU and is likely to suffer from
the same weaknesses. Monetary union, meanwhile, remains fragile. As then, dis-
tributional conflict prevents cross-national stabilizing transfers. Financial stabil-
ity, meanwhile, ultimately depends on an institution making loans and imposing



Introduction 9

conditions from outside the EU, as well as an interventionist ECB. What remains
is incapable of fully tackling bank-centred financial stability.

EMU was established with a strong, independent ECB with significant powers
to set and carry out a stability-oriented monetary policy. But it also entrenched the
primacy of national control over fiscal and broader economic policy, regardless
of the commitments made on paper to abide by common rules. The reason, then
as now, was to prevent the establishment of a European federal budget with fiscal
transfers from rich states to poor ones, making individual governments respon-
sible for their own financial solvency within the single currency. BU follows the
same pattern. The ECB becomes the lead supervisor of European systemically
important banks (SIBs) and helps set the Single Rulebook that national authori-
ties use to supervise other banks. Resolution is coordinated on European lines.
However, important aspects remain in largely national hands — resolution plan-
ning and implementation (Véron 2017), deposit insurance, public backstops and
components of stress testing that form part of supervision (Quaglia & Spend-
zharova 2017a). The costs associated with providing for bank solvency remain
with national authorities as strongly as in monetary union.

What determines the strength and weakness of the components of EMU and
BU components within the EU, where intergovernmental bargaining still takes
place, is the degree of German political backing on the one hand and the degree of
permissive consensus within the European Council on the other. German support
for a strong ECB to contain the growth of credit in other countries for which Ger-
many might otherwise be liable with Monetary Union, and then Banking Union
were core components of an acceptable outcome under conditions of increased
financial interdependence. For EMU, this meant credit creation in the macroecon-
omy — preventing an undesirable growth in the money supply through the estab-
lishment of an independent central bank with a mission of stability. For BU, this
meant credit creation in the banking sector — by exposing the extent of toxic assets
in European banks and preventing their future proliferation. If this credit growth
could not be controlled, then Germany and countries like it could find themselves
transferring funds in the future to stabilize the weakest links of the European
economy. Doing this meant rejecting calls from nearly every corner for further
European financial powers (an EU fiscal transfer union) and imposing national
responsibility as an ordering principle of EU affairs, alongside enforcement by the
ECB. In other areas, however, EU reforms did not go nearly far enough in their
control of national government fiscal policy to satisfy the German government (or
any of the main opposition parties). Voting rules and the lack of consensus made
this possible, with the result that Germany moved further outside the EU to make
up for perceived weaknesses.

This means that intergovernmentalism is alive and well as a normal process of
EU politics alongside new developments. To the extent that Germany could push
its own version of state responsibility and EU powers within the EU, it relied
on coalition partners, in typical intergovernmental style. Together with Finland
and the Netherlands, and joined later by Slovakia, Estonia and the other Bal-
tic countries, Germany successfully defended against distributional losses and
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demanded national responsibility for the financial consequences of bank failure
and protected key national aspects of bank resolution and deposit insurance that
strengthen instability in the Eurozone, particularly the negative feedback loop
between states and sovereigns.

One purpose of this book is to show exactly of what the structure of BU and
EMU reform consists. Another is to show how that result differs from alterna-
tives pushed by supranational institutions and transnational coalitions. It provides
an analysis of what experts at the IMF, Financial Stability Board (FSB), OECD
(Olivares-Caminal 2011; Blundell-Wignall 2012), the European Central Bank, the
European Systemic Risk Board and others agree on as the essential requirements
of a Banking Union that can contribute meaningfully to financial stability, shows
how the established Banking Union differs from that benchmark, and provides
insight into why that is. In the process, it provides an introduction into the world
of financial stability in plain English that is accessible for readers without a back-
ground in that area. This is not just about eliminating jargon, but in making the
analysis clearer of what Banking Union does well, and where it is likely to do
poorly, just as in EMU.

This book outlines as well that key aspects of Banking Union, and the fiscal
treaties and bank resolution funds that were established alongside it, were cre-
ated outside the EU at the behest of the German government (and only the Ger-
man government), establishing a shadow European Union (that might not eclipse
the EU but seriously alter it) with grave consequences for member states. The
Shadow EU is a set of international treaties and institutions that run parallel to
EU treaties, that restrict national fiscal policy, that make broader demands on
economic policy to introduce structural reforms and other measures that minimize
so-called macroeconomic imbalances that Germans deem just as much to blame
for Europe’s banking and sovereign debt crisis as the excessive borrowing of the
EU’s southern periphery. It also controls all common emergency funds to stabi-
lize EMU in a crisis. This shadow structure was set up so that Germany and its
allies, fed up with the behaviour of Southern European EMU member states and
blaming them for the banking crisis, could coerce them into accepting restraints
on national economic policy in return for cooperation in resolving the crisis in
an orderly fashion. In other words, it meant managing the effects of interdepend-
ence during a crisis on German terms, with a focus on distributional issues, using
tools unavailable within the EU to reach those ends. A paradigm of living within
one’s means, of borrowing modestly and earning money first before spending it
(export-led development) was what Germany sought to institutionalize. Rather
than accept a necessary compromise with Southern Europe within the possibili-
ties of EU voting rules, Germany forced Europe to adjust to it, not only in specific
votes but in the entire macroeconomic architecture.

An EU solution would have required compromises to reach agreement
amongst the heads of state and government of all 28 member states on the text
of a treaty change. By orchestrating an international treaty to balance budgets,
and a European version of the IMF, Germany could set and achieve its agenda
in ways not possible within the EU. In this context, the vulnerability of Southern
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European countries to negative press in financial markets could be exploited as
the German-led coalition proposed one measure after the other for resolving the
crisis in an orderly fashion (Lapavitsas 2012; Matthijs & McNamara 2015). In this
way, coercion could be effectively deployed to get all Eurozone member states,
above all reluctant Southern European countries, to say yes to German demands.
The alternative would not only be dire for the finances and the financial stability
of the German-led coalition, but doubly so for the countries suffering capital flight
at the first sign of political unwillingness to adhere to the demands being made.

EMU reform and Banking Union are also the institutional foundations for pro-
moting the principle of national responsibility, or responsible sovereignty as an
ordering principle of international politics in Europe, and an alternative to the
increasing federalization expected as part of ‘ever closer union’. The institution-
alization of responsible sovereignty steers a middle course between two alterna-
tives that Germany finds undesirable: a fully-fledged fiscal union which opens
the door to automatic transfers from surplus countries to deficit countries,? and
an uncontrolled collapse of the Eurozone, starting with uncontrolled defaults of
national governments in Europe’s southern periphery.

The distributional consequences of these ordering principles are clear. National
responsibility for financial stability reduces costs for Germany in preventing the
collapse of the Eurozone, but the unevenness of available financial resources
across countries means a decline in stable banking activity in the Eurozone. To
reduce instability even further, Banking Union also forces private (for the most
part institutional) investors to accept heavy reductions in the value of their invest-
ments in Southern Europe during bank insolvencies. This minimizes the need for
public money from northern Europe to step in for southern losses, but ensures that
investments retain some of their value. Banking Union and EMU reforms further
introduce measures to prevent risk-acceptant behaviour which led to the crisis
from recurring, both in the banking sector and in public finances. This package of
measures serves the interests of Germany and its allies who feared that if Europe
chose a fiscal union to avoid the catastrophe of a collapse of the Eurozone that
it would face permanent transfers to others and what it saw as the irresponsible
accumulation of debt by governments and banks in the south in the 2000s.

EMU reform and BU, as real political enterprises, lay in concrete, exogenous,
geoeconomic events. The financial and economic crisis that gripped the world
from 2008 onward was not sufficient to nudge European governments to con-
sider Banking Union, nor was the insolvency of Ireland, Greece and Portugal
(2010), though it did lead to first steps in 2011 to improve macroeconomic policy
reviews. It was the impending collapse of the much larger Spanish financial sys-
tem, and the incapacity of the Spanish government to borrow money on finan-
cial markets to prevent the collapse alone, that prompted the establishment of
the ESM, which would provide loans to countries that needed them to buttress
their banking systems — subject to strict conditionality of the creditor countries,
and Banking Union. Bargaining over what features should be included, under
what conditions, and above all, how much of the package would be European
or national ensued. By European, I mean EU-level institutions for supervising
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banks, and EU funds for deployment in the event of a banking crisis, much like
the United States has such institutions and funds to manage its own banking
system. By national, I mean not only each member state on its own, but EU-level
agreements that are designed to ensure that national authorities remain in control
of their own banking systems, even as they agree in principle to cooperate and
coordinate.

Negotiations on Banking Union generated institutions that followed a politi-
cal logic of establishment, selected by Germany and its allies to minimize costs,
rather than promote broader political consensus or adopt expert advice on what
was required to sort out Europe’s chronic financial problems. The IMF, FSB,
G20, OECD, the ECB, European Systemic Risk Board, the Basel Committee, the
United States government and important think tanks like Bruegel, the Centre for
European Policy Studies and the Peterson Institute showed remarkable unity in
favour of establishing strong European institutions and financial resources, while
Germany preferred to keep funds outside the EU in international bodies where it
had veto rights, and while most member states preferred that their national insti-
tutions did much of the work of regulating banks, and sorting out the affairs of
insolvent ones (Donnelly 2016). Rather than truly federal institutions and funds,
EU institutions coordinate and oversee national efforts for the most part, while
non-EU institutions provide financial resources on an ad hoc basis on the recom-
mendation of the Eurogroup, where German governments could control payouts.
The ECB became a direct supervisor for the Eurozone’s 128 largest SIBs, but
relied on national authorities and the intergovernmentally focussed EBA to handle
the other 6000. The SRB oversees efforts made at the national level. And the ESM
and SRF remain outside EU competence.

The rest of this chapter starts by briefly outlining the overall vision of a new
approach to international relations and European integration I call realist institu-
tionalism. It considers what the institutional and political developments in Europe
since 2010 mean more broadly for our understanding of how international rela-
tions are expected to work under stress, even in highly institutionalized environ-
ments. Why is there a need for such a new viewpoint? These points are brought
into contrast with the expectations of other theories of international relations and
European integration, with an eye to the puzzles contained in Europe’s reform of
EMU and its construction of Banking Union.

Realist institutionalism and the new European order

This book tests the assumption that international politics in Europe entered a new
phase after 2010, during the process of establishing Banking Union and EMU
reform — in which unilateral moves by a single great power were able to signifi-
cantly reshape the region’s institutional and political order. This observation does
not seek to refute the insights of liberal intergovernmentalism or of the new inter-
governmentalism that followed it, but to note that Europe’s institutional transfor-
mation since 2010 appears to reflect a further evolution of international politics
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in Europe, in which existing institutions matter less and the power of single states
(rather than coalitions of states working within the EU) matter more than previ-
ously. It is that development that sets this new era apart from previous ones in
which governments negotiated over the establishment of supranational institu-
tions to make credible commitments in commercial and macroeconomic policy
(Moravcesik 1993; Pollack 2003; Howarth & Quaglia 2016), or after 1992, when
they turned increasingly toward a new intergovernmentalism based on collective
management, policy debate and decentralized responsibility for policy imple-
mentation by national executives and their agents (Bickerton, Hodson & Puetter
2015).

The basis of this assertion lies in the observation that Germany took its own
initiatives to move outside the EU after 2010 to accomplish its goals with regard
to the behaviour of other EU states. It indeed tried first to achieve its goals within
the EU, but moved outside them when traditional intergovernmentalism failed to
bear fruit. It insisted on the establishment of new institutions beyond the reach of
EU bodies and procedures once its demands on others to reshape EMU in its inter-
ests and construct Banking Union in ways that would have been possible within
the EU itself failed. In other words, Germany forced the EU to adjust to it rather
than the other way around. Had this not been the case, the outcome of negotia-
tions over these two projects would have incorporated compromises similar to
previous bouts of institutional creation and establishment that would have formed
the foundation of very different outcomes. Instead of compromises, Germany has
successfully established institutions outside the EU that were used to establish
ongoing leverage over other EU states, and force a reshaping of EMU itself to suit
its own preferences.

Grappling with these developments is difficult from within the confines of
European integration theory, but relatively easy within the context of international
relations theory, where the relative weight of state power and international institu-
tions are commonplace considerations.

I refer to this new era of international relations as realist institutionalism. It is
close to, but different than the two dominant schools of intergovernmentalism
by virtue of its assumption that great powers can and do change the rules of the
game, and the game itself, when confronted with outcomes that are unacceptable
to them. Of these two, it is closest to liberal intergovernmentalism (LI) by vir-
tue of the (latter’s) status as a general theory of international relations in which
hard bargaining and the use of power resources to determine outcomes is empha-
sized. LI is fully compatible with the possibility of conflict between states, even
with coercion and the possibility of powerful states walking away from existing
regimes and institutions or attempting to establish alternatives that this book takes
as starting points. But LI literature doesn’t normally expect or stress the develop-
ment of institutional orders that challenge and coerce the existing ones. What this
book does is stress what the new developments mean for those new developments
in the international politics of Europe, and how the lessons might apply more
broadly to international relations elsewhere.
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It merits underlining that the curiosity of this book lies in the nature of the insti-
tutions that have been built in Europe, and who controls them. Neofunctionalism,
a Europe-specific variation of international relations theory, views all European
institutions as proof of path dependent cooperation between European states and
supranationalism above them. The nature of the institutionalized order is of sec-
ondary importance if any at all. And even more so than liberal intergovernmental-
ism, it underestimates the duress that a single great power was willing to exert
over a great number of other countries to gain agreement on an institutionalized
order that was established against the latter’s will. It is the combination of coer-
cion and the establishment of a new order that this book seeks to understand and
to seek explanatory tools for in international theory.

Realist institutionalism is a strand of realism that brings back state power and
the willingness to use it to secure national goals through international institutions
of their own choosing, even over the objections of other states, and supranational
actors. States organize international relations into institutionalized systems, and
new powers rework them or sideline them to suit their own preferences. Insti-
tutions rise and fall with the capacity of great powers to protect and promote
them. It refutes the idea that international relations are always consensual and path
dependent. It also refutes the tendency of liberals and of some realists to portray
realism as exclusively anarchic and unorganized. Instead, it focusses on the realist
expectation, dating back to Thucydides, adopted by hegemonic stability theory
and incorporated into realist analyses of power in the institutions of global eco-
nomic governance (Drezner 2007; Koppel 2010; Germain 2016; Helleiner 2004;
Kirton 1989; Quaglia & Spendzharova 2017b), that great powers typically seek
to organize, to institutionalize and to provide order to their environments in ways
that serve their interests. Institutions can change to reflect changes in the club of
great powers, their interests and demands on other states or they can be rendered
irrelevant or secondary by great powers creating alternatives to take their place
(Strange 1998) or reinforce the aspects they want at the expense of other priorities
(Streeck & Thelen 2005). Institutional changes on their own are compatible with
liberal institutionalism and liberal intergovernmentalism, both of which accept the
centrality of states and power in determining international agreement on establish-
ing, maintaining and adjusting international institutions. However, expectations
that states may resort to coercion and insist simultaneously on radical change in
the institutionalized principles of international order are not. Realist institutional-
ism seeks to capture institutional upheavals, especially related to principles of
international order that the others do not.

Since 2000, a growing body of realist literature underlines the importance of
material resources in determining which national governments can take control of
international bodies at the centre of global governance. Since the financial crisis
of 2008, some attention has been focussed on the new role those bodies have
played in building up state capacity at the national level, modelled on the practices
of the world’s most powerful economies. But the additional components of direct
coercion, made possible in part by the willingness of a powerful state to impose its
preferences on others, and to bypass existing institutions to increase its leverage
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over others as it creates a new regional international order and institutions based
on new ordering principles to suit its own needs, and to remake other states in its
own image is new. This book reflects on these important developments, empiri-
cally and with regard for the implications they have for the way we think about
international relations.

The realist institutionalism outlined in Chapter 2 as follows takes recent theo-
retical moves further in at least two key ways: by reintroducing the element of
intent alongside power as a key determinant in understanding what kind of order
a powerful state is willing to accept and demand; and by placing more emphasis
on the malleable nature of international order and institutions as a result. This
puts it in stark contrast to alternative explanations built on sticky institutions. The
first move reflects on the failure of the French strategy of institutional anchor-
ing and restraint of German power through the establishment of the euro. Ger-
man politicians, voters and epistemic communities harboured deep reservations
about the policy preferences of most EMU member states, to the point where
they demanded change by those states to their constitutions, institutions, laws and
economies (Dyson 2016). The German intent to constrain and shape the national
sovereignty of others through international treaties, and to forge ahead outside the
EU when existing institutions and the countries that stood behind them would not
yield are not only noteworthy, but revolutionary in the evolution of European poli-
tics. It is doubtful whether one could accurately contend that European politics
was realist before 2012, and for how long the realist moment will continue — but
it certainly took hold in 2012 and has strengthened to the present day. This book
takes account of those developments and seeks reference points for how durable
that new order is likely to be. While Moravcsik’s seminal work in particular made
great strides in outlining, developing and testing a general theory of international
relations applicable to the EU and other regions and the empirical evidence sup-
ported those claims at the time he formulated the theory, the politics of providing
order to Europe have changed with a resurgent Germany and the way that it goes
about securing its goals. That requires an adjustment in how far theory expects
great powers to go in achieving their aims, and how strongly weaker states must
succumb to those demands. If anything, the self-restraint implicit in LI’s work is
something that realist institutionalism discounts.

If the German attempt at creating order is successful, it will generate pow-
erful structural incentives for national governments to change the way they do
business, domestically and internationally. Europe’s new Germanified institutions
create large incentives for national governments to take matters into their own
hands in ensuring financial stability rather than relying on the institutions and
fellow member states of the EU to help them out. This expectation to adapt is
based on the principle of responsible sovereignty — that national governments are
to take responsibility for national financial stability by fulfilling newly strength-
ened, monitored and if necessary enforced commitments in budget and banking
policy. European financial stability depends not on federal institutions, as found
in the United States, but on a collection of strong national policies and institutions
agreed to in intergovernmental agreements (Buras 2013; Bickerton, Hodson &
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Puetter 2015; Schimmelfennig 2016; Verdun 2015; Manoli & Maris 2015). The
reasons for this outcome is distributional conflict between countries that weakens
common institutions within the EU and makes revolutionary changes extremely
unlikely, even in the face of strong incentives to act otherwise. The result is that
the key components of bank regulation and state intervention to avert disaster will
continue to be supplied at the national level, where they cannot act effectively
to stabilize cross-border institutions and financial flows. This in turn strengthens
global trends toward the balkanization of finance, in which national regulators
shut down opportunities for foreign banks to act under the responsibility and regu-
lation of another state. The ultimate consequence is a renewed symbiosis between
state and banking systems in the one place where internationally minded politi-
cians and technicians hoped to establish and entrench cross-border activity and
interdependence. The next chapter develops an analytical structure for investigat-
ing these phenomena and embeds it in existing relevant literature.

Notes

1 It is therefore not the same as ensuring a certain level of credit/money/potential for
growth within the economy. High or low levels of credit provision and attendant eco-
nomic activity are compatible with financial stability per se.

2 This itself is not technically the bazooka of monetary and fiscal stimulus that US Secre-
tary of the Treasury Geithner promoted, but would be the ultimate result, as Germany and
other surplus countries would pay down Eurobond debt that financed deficit countries.
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2 Realist institutionalism

Power, institutions and
international order

Do international institutions shape the behaviour of states, or is it the other way
around? International relations theorists, taking into account developments in
global governance, have moved closer together in the core and specific assump-
tions about what to expect in this regard. Realists and liberal institutionalists
accept that institutions exist to manage interdependence, and that relative power
determines how conflicts are resolved and authoritative decisions taken. However,
realists are more likely than liberals to view the continued existence of institutions
as contingent on great power preferences. Abandoning institutional rules of the
game to pursue alternatives are real choices available to great powers, particularly
if those rules cannot be redirected to support what they deem to be the national
interest.

For liberal institutionalists, the changes are more modest. Great powers may
threaten to walk away from existing rules and institutions as part of hard bargain-
ing, but face real disincentives to take these threats too far. Transaction costs and
opportunity costs of managing interdependence in alternative ways have to be
subtracted from the benefits of establishing a radical new status quo, with the
result that compromises within the existing rule structure are more likely.

Much like liberal institutionalists, European integration theorists, as a subset
of international relations, have come up with their own answers to the institution-
great power debate. Neofunctionalists assert that supranational institutions and
transnational coalitions guide national governments to accept more supranational
governance in the face of common problems that individual countries cannot han-
dle alone. Liberal intergovernmentalists, like their liberal institutionalist coun-
terparts, see national governments pursuing mutually beneficial economic gains
through collective action, particularly delegation of new powers in selected areas
to supranational institutions. New Intergovernmental theorists, meanwhile, treat
liberal intergovernmentalism as a phase of intergovernmental politics that was
replaced after the 1992 Maastricht Treaty by a new intergovernmentalism: one in
which national governments remain in control, but manage new collective policy
areas by themselves rather than delegating to supranational institutions. Delibera-
tive policy discourse across national executives on politicized issues and de novo
institutions within the EU that governments create to help with coordination are
the hallmarks of a new stage of integration (Bickerton et al. 2015).
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International relations and European integration theories can be thought of as
inhabiting a spectrum regarding their expectations of whether institutions con-
strain great powers or not. Starting at the institutional end of the spectrum, in
which institutions have the strongest influence on state behaviour and that of other
actors, we have neofunctionalism, followed by liberal institutionalism. Then fol-
low the theories that place more emphasis on state power behind institutional
development: liberal intergovernmentalism, then realist institutionalism, hegem-
onic stability theory, new intergovernmentalism (with its focus on weak insti-
tutions and soft coordination) and finally both classical and structural realism,
which expect few institutions in an anarchic environment.

Placing realist institutionalism alongside these other standard theories within
this spectrum helps clarify its contribution to understanding how international
order is institutionalized. There are improvements in fit between empirics and
theory that can be obtained by drawing on realist theory to explain current devel-
opments within the EU, however. How can we explain the simultaneous establish-
ment of strong institutions and treaties outside the EU, with its legal and bargaining
environment, when hard bargaining inside the EU has failed? How do we explain
the simultaneous establishment of strong institutions within the EU (in contra-
diction to new intergovernmentalist expectations) in a context of new non-EU
treaties and institutions that provide direction to them? Why strong institutions in
one corner of a policy designed to deal with a common problem and weak ones in
another? Who decides and why? This chapter is designed to construct a testable
set of assumptions and hypotheses that inform the rest of the analysis in this book.
That construct, outlined as follows, is placed within the realist paradigm, using
institutionalist assumptions and hypotheses that fit the empirical events, both in
Europe and elsewhere — and that can be tested at other times and in other places.

Realist institutionalism has a long and robust history in international relations
theory, and was extensively developed in the early years of the 21st century,
although it never has been so named. This chapter outlines, discusses and builds
on that realist body of literature to establish it as a means for understanding and
explaining the construction of international order and institutions, to situate it
within the contemporary debate on international relations theory and on national
responsibility to act in accordance with new commitments contained in the new
institutions to take that debate further. The rest of the book will test its capac-
ity to shed light on the reordering of international institutions in Europe, and to
apply those lessons elsewhere. As the name implies, it acknowledges that realism,
liberal institutionalism and complex interdependence theorists have drawn closer
together as the product of competitive theory building and testing, research, anal-
ysis and reflection on new developments in global governance. However, more
can be done to make the claims broadly applicable across time and space, testable
and in a rigorous way. This chapter sets out what realist institutionalism entails,
what it means and how it can be tested against key competing theories. It then
makes the case that it is applicable in Europe by outlining what it leads to it in
the European context. It then outlines the research design to be used in the rest of
the book.
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Realist institutionalism maintains that great powers seek to establish order in
the international system that suits their preferences and compels lesser powers to
follow. Great powers — countries with a preponderance of power resources rela-
tive to other states in the international system — seek to organize relations with
their geopolitical neighbours and if they are powerful enough, further abroad,
until they encounter other great powers that are doing the same and prevent them
from continuing. The institutions of international relations range from conven-
tions of recognition, war and diplomacy (the institutions of international society:
Buzan 1993) to rules of international finance and commerce, to formal interna-
tional law and organizations, to international standard-setting bodies in the public
and private sector. They also extend in practical international relations to stand-
ing expectations of whether lesser states are bound to support one great power
over another in matters of war and peace (Gray 2013). In doing so, great powers
attempt to restrict the range of behaviour that others engage in, thereby managing
the impact of interdependence on relations between countries, and forcing others
to adjust to their own wishes rather than the other way around. Their ability to do
s0, to compel others to comply, is greatest and the degree of institutionalization
thickest when dealing with lesser powers within their sphere of influence.' Cor-
respondingly, it is weakest between great powers, in which institutions may only
arise and be maintained by mutual agreement.

If there is no effective opposition, the establishment of international order can
extend geographically and across issue areas to the point of hegemony, in which
one great power determines the processes, institutions, policy demands and gen-
eral character of world affairs for the others (Kindleberger 1986; Agnew 2005).
Within this context, global interdependence can increase exponentially as states
and private actors within them interact within the established international order.
This provides further opportunities for great powers, hegemons especially, to
exploit country-specific expertise and knowledge as power resources in managing
interdependence.?

However, all hegemonic positions eventually decline, and rising powers seek
institutions that better reflect their own interests. New great powers are those pow-
erful enough to attack or leave the existing institutional order of the international
system or demand that it be changed to accommodate their wishes. They must also
be strong enough to set up their own arrangements. Regardless of how institu-
tional change happens and whether it is comprehensive or incremental (Streeck &
Thelen 2005), and whether the outcome is coherent or not, they are expected to
seek an international order that reflects their preferences.

As the distribution of power in the international system changes decisively,
so too will the demands of emerging great powers on incumbent powers and the
institutions of international order they protect. Should they collide, incumbent
international institutions backed by an incumbent hegemon will suffer at the
hands of new great power initiatives — whether those are directed at establishing
a new institutional order or simply allowing the established institutional order to
fall apart through defection, erosion or disuse as countries act unilaterally in con-
travention of established rules. Given that establishing a new institutional order
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requires far more power resources to be brought to bear, we should expect radical
change to be a rare thing, preluded by the crumbling of the order and institutions
that preceded it.

The institutional focus of realist institutionalism therefore takes the spectrum
of possible institutional arrangements to be quite broad. It covers all conceivable
manifestations of how great powers organize international affairs, from respect
for hierarchical control (empire or sphere of influence) to regimes based on formal
equality but a set of expectations that less powerful states have to abide by (within
a sphere of influence) to horizontal relations between real equals (other great pow-
ers) that are dominated by minimal obligations but often rules of the game that
make survival possible, as posited by English School theorists of international
relations.

The premises of realist institutionalism can be summed up in three proposi-
tions, or core assumptions. They are general in nature, and expanded on afterward
with regard to how they are manifested in the existing international system, and
then within Europe (where they embody the same principles). These propositions
are presented below and contrasted with contending international relations theo-
ries to contrast the distinctive points.

Proposition 1

Great powers seek to manage interdependence by institutionalizing and providing
order to their environments in ways that serve their interests.

Interdependence is present in all situations, affecting survival and welfare of the
state to some degree (even in a state of anarchy characterized by security dilem-
mas) and therefore leads great powers to seek to institutionalize their relationships
with others. Doing so allows them to increase predictability, to secure their goals
of survival and position in the international system, and to do so on their own
terms. It is the inherent interdependence of states that drives them to institutional-
ize their environments.

Interdependence ranges from security dilemmas (requiring basic institutions
and rules in the sense propagated by English School theorists) to economic, social
and political systems forms of interaction that states deliberately permit or support
through regimes and organizations (managing public affairs involving govern-
ments and private affairs involving others such as trade, investment and migration
flows)(Gowa 1989).

Institutions refer to the rules and norms and organizations by which state and
private behaviour is steered, interdependence thereby managed (Krasner 1983a;
Hasenclever, Mayer & Rittberger 1997; Buzan & Lawson 2015) and unrestrained
power struggles between states suppressed. The economic, political and secu-
rity advantages of organizing other states inspires great powers to do so where
they can. These institutions may have regional or global reach depending on the
resources of the great power involved. They may have benign (Kindleberger 1986)
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or exploitative effects (Cox 1987; Stopford, Strange & Henley 1991; Agnew &
Corbridge 2002), and they may be thicker or thinner in their demands on state
behaviour (depending on the asymmetry of power between states) but great pow-
ers reliably want and do establish institutions that are aligned with their own pref-
erences where they are able.

Great powers thus seek to shape international order through institutions. Insti-
tutions range from formal and hard law (used rarely) to regimes, soft law and
informal international governance. Harder institutions are costlier in all sorts of
ways (achieving consent, monitoring and enforcing compliance), but soft institu-
tions guide behaviour sufficiently. Hard institutions are more likely to be found
in rare cases where great powers see interdependence very badly affected. The
pursuit of lower transaction costs (agreement on ideas, details that vary with the
strength of commitment desired) allows for deals in a liberal context without
realism, but some decisive questions can and are solved through more forceful
realist ways.

Realist institutionalism therefore focusses on the primacy of order, power and
distributional issues in the international system, including the international econ-
omy (Grieco 1988, 1995; Krasner 1976, 1991; Ruggie 2002; Barnett & Duvall
2004). It shares the assumption of liberal institutionalist theory that states seek to
manage interdependence institutionally, but is decidedly focussed on how power
politics (not institutional engineering or expertise) determines the supply of order
and the shape of that order given functional incentives to do so. Asymmetric power
plays a key role in overcoming national impediments to cooperation, whether
between great powers and lesser ones, or between hegemons and others, including
lesser great powers (Snidal 1985; Eichengreen 1987). Economically suboptimal
situations are inherently possible as are highly skewed outcomes (Krasner 1991)
that liberal institutionalists have since come to accept (Milner & Keohane 1996;
Jervis 1999: 46), and that within European integration theory, liberal intergovern-
mentalism has always espoused (Moravesik 1993; Pollack 2003; Quaglia 2007).

Proposition 1 also engages contemporary analysis and research on the institu-
tionalized nature of international relations today. While transnational networks,
agencies and international institutions lead complex interdependence theorists
(Ziirn 1998; Mattli & Biithe 2003; Biithe & Mattli 2011; Mattli & Woods 2009;
Rosenau & Czempiel 1992; Hall & Biersteker 2002; Cerny 2010) to conclude that
ultimate power and control over world affairs lies beyond the nation state once
established, realist research provides evidence that great powers retain significant
influence over institutional rules at the expense of other states (Drezner 2007;
Koppel 2010) if they want (Slaughter 1997). Institutions therefore have the effect
of amplifying the influence of great powers over other states rather than restrain-
ing them and balancing them out over time. Moreover, there is a robust literature
on the use of global governance outside the EU and rules within it to reinforce
the institutions, structures and rights of national governments within those insti-
tutions as they manage interdependence (Kapstein 1994). In these points, realist
institutionalism therefore acknowledges the narrowing of the gap between real-
ist and liberal research on institutionalization of international affairs, and leaves
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behind it the crude assumptions of autarky in an anarchic environment that still
many still associate with the realist paradigm.

Alongside the first proposition on realist institutionalization of international
order, there are two sub-propositions on the implications of that order for both
international regimes and constituent member states.

Sub-proposition 1.1

Sovereignty, where it exists, is organized hypocrisy.

There are two aspects to the argument that state power is relevant even when
it is imperfect. Both are adopted directly from Krasner’s insightful analysis of
sovereignty as organized hypocrisy, in which he demonstrates how states may
be formally recognized as legally sovereign entities but lack full autonomy or
control within a specific territory (Krasner 1999, 2001). The first aspect speaks
to the domestic control that states have over societal actors, whether they be
social, political or economic, and whether they be domestic or foreign. The sec-
ond speaks to the autonomy of states from outside interference and obligations.
Neither of these are absolutes.

On the point of domestic control, the study of comparative government and
the historical evolution of states reveals widely divergent degrees of control and
modes of input (Mann 1984; Held 2006; Newman 2009) and modes of interven-
tion (Hall 1986; Weiss 1998; Wade 1990) across time and space that any theory
of international relations is bound to accept. However, the fact that state con-
trol is not total does not render the state irrelevant. The state is there, but often
in the background. Private actors and disaggregated state actors may appear to
have taken over the driver’s seat from central state authorities (Slaughter 2009b;
Djelic & Sahlin-Andersson 2006), and weakened the input of national parliaments
when they act domestically and internationally (Greven & Pauly 2000) but they
have home offices based in national territories and institutional environments that
influence what they bring to the table of transnational governance (Zysman 1996;
Doremus et al. 1998; Djelic & Quack 2003; Singer 2007; Grande & Pauly 2005).
This becomes particularly apparent at critical decision points when the country in
which commercial and other entities are headquartered flexes its otherwise resting
muscle. Interdependence is in this way allowed to flourish and be managed across
national borders without the necessity of state intervention. Commercial and other
entities can through the same institutional environments (domestic and interna-
tional) be held accountable and controlled where the state deems it necessary
(Mann 1997). The control of the state is therefore incomplete, but so is the auton-
omy of those private actors and bureaucratic agencies acting on the global stage.
To follow Cox’s depiction, they depend on one another and penetrate one another
(Cox 1981). The consequence is that the independence of private actors can be
clawed back, as can international institutions, regimes and networks in which they
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operate. However, because the power to intervene directly is held by the states in
which the most important entities are headquartered, only great powers that have
the capacity to effectively veto common action or to effect a change in common
course or policy with which others have to live (if a collectively binding position,
whether legal and formal or informal) (Germain 2016). The others have few other
realistic options (Pauwelyn, Wessel & Wouters 2012). The continuing power of
the state therefore is highly unevenly dispersed within the international system.
How unevenly depends on the nature of the international institutions, regimes and
networks and how deeply they penetrate national policy-making structures. This
is where the second half of sovereignty as organized hypocrisy becomes relevant.

The second aspect of the organized hypocrisy argument is that states lack per-
fect control over the outside environment: that they are normally constrained
somehow by connections to the outside world. Those connections may be insti-
tutions of some kind that are directed at states as members of the international
system, or they may be transnational in nature in the sense that they are beyond
the direct control of national governments. Global institutions that exist to man-
age interdependence place demands on what states may legitimately do and not
do without suffering penalties of some kind (Kahler 1992a, 1995),* even if the
demands are modest enough to be compatible with the retention of both legal and
control forms of sovereignty.

The establishment of transnational activity that places limits on state power in
exchange for other gains is a political choice in the world of organized hypoc-
risy (Helleiner 1996; Agnew 2005) with asymmetric consequences — it restricts
public policy preferences for non-great powers much more heavily than for great
powers themselves. Other states may have some influence on rules and institu-
tions through some form of club governance for great powers like the G7 (Kirton
1989; Mastanduno, Lake & Ikenberry 1989; Kahler 1992b) or through the direct
impact they have on rule making and standard setting within the institutions the
great powers set up (Drezner 2007).° Their acquiescence can also be instrumental
in determining how strong the demands of international institutions on national
sovereignty can be, should the hegemon have an interest in pursuing hard restric-
tions. However, this is not the same as setting out the institutions themselves,
determining the degree of transnational activity or asserting state power when the
great power or hegemon deems it necessary.

The choice for openness does not mean lack of control. In addition to the asym-
metric freedom of manoeuvre that great powers enjoy to act unilaterally or pro-
mote their own standards to others, much of the global system of international
standards and national commitments currently in place preserves formal sover-
eignty, public policy discretion and the capacity to experiment within the param-
eters of a programme to pursue particular goals.® Standards often work with the
principle of responsible sovereignty — legal and bureaucratic responsibility to be
a member in good standing of the international system by implementing agreed
standards within the degrees of freedom provided by what are often principles-
based standards at the international level (Brummer 2012).
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Sub-proposition 1.2

International law, organizations and regimes are also organized hypocrisy. They
reflect great power preferences over time rather than restraining them.

Great powers reshape their institutional environments when they determine it
is necessary and they have the capacity to do so. There are two sides to this
argument. First, great power attempts to institutionalize their neighbours and
provide order to the international system are unlikely to take place in a vacuum.
There is an incumbent order and set of institutions with which one must con-
tend. The issues at stake are not only specific rules and organizations, but what
Streeck and Thelen refer to as the building blocks of social order — defining the
rights and responsibilities of the actors in a system — which in turn significantly
determine their nature (Streeck & Thelen 2005: 9). Where incumbent institutions
have not already collapsed or been destroyed wholesale, great powers will have
to contend with opposition to their plans. For this reason, economy drives an
important component of institutional design: which is flexibility. Institutions that
work from a realist institutionalist perspective focus on essentials only, leaving
discretion to national governments unless that discretion undermines the institu-
tions’ key goals.

Second, a preponderance of resources allows great powers to push through
change over the opposition of incumbent actors and institutions. Having said this,
and borrowing from institutional theory, there is no single pattern to how the
change takes place. The changes these great powers bring about may be either
sweeping and disruptive (Baumgartner, Jones & Mortensen 2014), in which old
institutions break down (Gowa 1983), or are broken down and replaced, or they
may be incremental and transformative, taking bits and pieces of old institutions
into the new order without making a hard break. Streeck and Thelen (2005) list
displacement, layering, drift, conversion and exhaustion as key forms of gradual
institutional change affecting the entire relationship between rule makers and rule
takers. In the process of change, it is the powerful actors who have the capacity
to act as rule makers, compelling others to act as rule takers within the overall
regime architecture.

How then does one demonstrate whether institutions hold sway over great
powers or not, if parts of incumbent institutions might persist in either case?
The analytical key is in the ordering principles that determine the rights, obli-
gations and status (Paul, Larson & Wohlforth 2014) of states in the system. If
great powers refrain from demanding change due to inherited rules, treaties and
principles and admit defeat within the incumbent rules of the game, then realist
institutionalism is disproven. Similarly, if change only takes place within the
existing rules and institutions, there is no positive proof to support the claim.
However, if great powers engage in bricolage that evades incumbent institutions
and their ordering principles, that exhibits freedom to choose the means to get to
an intended outcome, there is support for sub-proposition 1.2. It is the discretion
of great powers to compel others to accept obligations based on different rules
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of the game that they had not previously accepted that demonstrates this capac-
ity. This may mean the broad rules and principles of the institutions involved
(Strange 1983), or a re-interpretation that comes from the initiative of the great
power involved (Grieco 1988).

Sub-proposition 1.2 contrasts with a number of theories regarding the poten-
tial impact of international institutions and organizations on great powers against
which it can be tested. Liberal institutionalists and liberal intergovernmentalists
contend that institutions are sticky because national governments have economic
incentives to maintain and build on the interdependence that the institutions, rules
and regimes make possible (Goldstein et al. 2000), Keohane & Martin 1995; Oye
1986). Complex interdependence theorists and neofunctionalists see national gov-
ernments, central authorities in particular, overwhelmed, constrained, outmanoeu-
vred and outlearned by transnational networks, committees and agencies bent on
transcending parochial national interests (Haas 1964: 9, 22, 35) and upgrading
them beyond the reach of individual governments.

Proposition 2

States focus on distributional consequences (relative gains and the perception of
them) in institutional design.

Interest-based theories of international relations, whether realist or liberal, take
commercial interests as the starting point for an aggregated national interest, at
least where these are clear. Policy ideas are considered relevant where the com-
mercial interests are diffuse or secondary. Although Moravcsik focusses on the
relevant macroeconomic policy paradigms relevant to EMU (1998), the ideas may
in principle by anything, though the entire spectrum is too large to consider here.
Where commercial or broad, aggregated economic interests are present, which is
the case in BU and EMU reform, ideas reflect those interests rather than deviating
from them. In this analysis, policy ideas are considered relevant to the extent that
they shape the great power’s demands on other states (Barkin 2003; Blyth 2013).
Great powers therefore seek to upload policy ideas into institutions that reflect and
reinforce national economic interests to other actors in the international system,
providing behavioural guidance around which expectations can converge.

Great powers will therefore seek to dominate outcomes through the demands
that international institutions, from organizations to rules of the game, make on
national governments. As with most public policy issues, great powers (with a
preponderance of resources — production, trade, finance, knowledge, security) will
seek to see particular policy paradigms, ideas and prescriptions institutionalized
beyond simple rules of the game and output. These may be about specific policies,
but are likely to include general principles about what states may legitimately
do, what they must do and what they must not. The same applies to the status of
international bodies and their relationship to states (Ruggie 1982; Schmidt 2008;
Schmidt & Thatcher 2013) This phenomenon is recognized in European political
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analysis as well (Quaglia 2010; Verdun 2000). As with sub-proposition 1.1, there
is a balance to be expected between demands that a great power has on others and
providing enough room for manoeuvre to undercut political resistance.

For this proposition to have a lasting effect, great powers must be able to deter-
mine for themselves what principles, laws and regulations they want to follow,
which speaks for a soft law approach based on general principles (Germain 2012,
2016); and they must spread those principles and further details to others through
international institutions and the activity of professionals within them. Those
principles define in some significant way who the relevant actors are and what
they are there to legitimately do, either in broad or in policy-specific terms. On
a day-to-day basis, policy professionals from great powers involved in interna-
tional institutions make demands based primarily on their own national under-
standings of public policy priorities and the best way of tackling them. The test
of whether this works lies in whether other states adjust to the preferences of the
great power(s) involved.

Material resources therefore determine power most — but institutions give great
powers the capacity to continually adapt and adjust the rules governing interde-
pendence on the front lines — they can use knowledge dominance, national stand-
ards as a way to minimize own need for adjustment to others (they can adjust
themselves on their own terms — see US on Basel Accords, leverage ratios and risk
weighting). Their preferences, both broad and detailed, translate into the setup of
world order (March & Olsen 1998; Ruggie 2002). This is separate from the issue
of whether the state components of those interests are indistinguishable from pri-
vate interests (Underhill & Zhang 2008; Underhill, Blom & Mugge 2010; Cox
2004; Strange 1996).

Proposition 3

Economy drives institutional strategy.

This is a general proposition that has two separate implications outlined in sub-
propositions 3.1 and 3.2, but which rests on a single logic. Great powers face
strong incentives to eschew creating institutions from scratch or assuming major
command and control functions over other states, due to the high costs of doing so
(both economic and political, in terms of resistance from other states). Although
great powers may choose otherwise, their chances of success decline as they do
so0. This proposition has two implications.

Sub-proposition 3.1

Economy favours incremental change in institutions and architectures.

Incremental innovations that increase great power control of existing institutions
and repurpose or redirect them, as tactics of nesting, bricolage and change within
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existing institutions, constitute economical go-to solutions for reshaping interde-
pendence that great powers should attempt before more radical solutions. We owe
this insight to the seminal literature on incremental institutional change that falls
short of a punctuated equilibrium but is nevertheless cumulatively transforma-
tive in a significant way (Streeck & Thelen 2005). The five means of incremental
institutional change posited are the exhaustion of old institutions, redirection of
existing institutions from within, displacing old institutions with new ones that
take over the old institution’s functions, layering new institutions on top of old
ones that redirect human behaviour in significant ways, and existing institutions
may drift in a process of internal transformation.

What makes these incremental forms of institutional change so reliably com-
monplace is that they are economical. Powerful societal actors can seize opportu-
nities to chip away at the established order in ways that would not be possible if
a grand, disruptive re-institutionalization of interdependence were to take place.
This tactic generates a minimum of social and political resistance and allows new
patterns of behaviour to reinforce the institutional shift through daily practice.

This proposition allows for great powers to resort to other institutions when
they are not getting results they want from existing ones. The principles reflect-
ing distributional issues should be the same across the newly-developed institu-
tions, even where the detailed rules and institutions are somewhat different and
issue-specific. But by inserting new principles into those institutions, great power
preferences can be built up over time, in one new institution after the other. This
is particularly so if a new institution sets the conditions for acting collectively in
other areas (i.e. if other institutions become effectively nested within).

As with most general principles, Proposition 3.1 does not suggest that a great
power will never attempt to engage in wide-ranging, radical institutional change.
However, there are strong costs associated with doing so. Incremental change
provides an alternative to which great powers are more likely to go. The same
applies to Proposition 3.2.

Sub-proposition 3.2

Economy favours influence and enforcement pyramids as a means of institutional-
izing state and private behaviour rather than command and control.

Great powers are likely to use instrumental power sparingly, relying on multiple,
differently fungible resources to coerce, incite and persuade others to establish
and maintain institutions and order. Imposition on other states remains an ultima
ratio for directing state behaviour when other methods fail. Although a great
power might be tempted to act more forcefully, the cost of doing so on a frequent
basis would eventually overwhelm its capacity to do so for an extended period.
Realist institutionalism sees the power to coerce and impose as a real compo-
nent of international relations (separating it from complex interdependence and
liberal institutionalism) (Krasner 2000), but one that is rarely in the forefront (in
contrast with classical realism). This means that there is an expected structure of
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power in the international system, in which great powers determine conditions for
others and by which great powers are more sovereign than lesser ones. We owe
this distinction to Stephen Krasner, who refined our knowledge of how the capac-
ity for power could be used differentially to secure desired outcomes. One can add
to this by linking the type of power play to the situation at hand, demonstrating
why realist institutionalism makes sense to a great power, particularly a hegemon.

The role that coercion and force play in building and maintaining institutions is
best thought of by taking a leaf from regulation theory, and describing the overall
spectrum of tools and the situations in which they are most frequently and fruit-
fully used as an influence and enforcement pyramid. The logic behind the pyramid
is that brute force and coercion, or even a command and control method of laying
out rules and punishing non-compliance is counterproductive, generating evasion
and defiance, and costly to monitor and enforce unless used sparingly. Before a
state resorts to such measures, it gains better acceptance and compliance from oth-
ers by giving them the opportunity to participate in the rule-making, implementa-
tion, monitoring, adjustment and enforcement processes (Ayres & Braithwaite
1995). Interaction starts with open dialogue between ostensibly independent
actors, in which hierarchy is very much in the distance.

Ideally in an influence and enforcement pyramid, international relations can
start by taking on an ostensibly open and communicative character about how to
tackle a certain problem where international standards and institutions are con-
cerned. This is typical of policy areas where there is a high degree of uncertainty
or dispute about whether problems exist and what might be done about them.
This stage forms the base of the pyramid, and can be used to revisit old items that
have changed and require adjustment or simply a fresh look. Typical agreements
that come out of this process are guidelines, codes of conduct and best practice
benchmarks that are broad enough to encompass a considerable range of initia-
tives. It encompasses what some name experimental governance (Sabel & Zeitlin
2008), and in particularly robust forms, the open method of coordination. The
networked governance of Kahler (2009), Cerny (2010), Prichard (2017), Slaugh-
ter (2009a), Slaughter (2009b), Drezner (2007), Koppel (2010), Posner (2009),
Mattli and Biithe (2003) and others, albeit with different assumptions about the
relative power of countries and private actors within those structures, also falls
within this rubric.

The next stage on the pyramid reflects where an authority, in this case a great
power, has attained clarity about its own preferences and the expectations it has
on others, but still focusses on headline goals rather than the minutiae of what
the expectation might mean for others. Typical for this stage are negotiations or
demands, depending on the power relations involved, for firm commitments that
actors behave according to institutionalized rules and standards. International
institutions, international standard-setting bodies and even international trea-
ties and conventions fall into this category. If the institutions and standards exist
and behaviour evolves in a way that deviates from them, a friendly note (or at
least a non-confrontational one) requesting clarification and correction would be
the equivalent. However, there is no assumption at this stage that deviance is
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an imminent concern that should attract efforts to police or enforce behaviour.
A priori institutional engineering may take place as a standard precaution against
free riding or defection at some indeterminate point in the future, but not in a way
that is specifically targeted.

The next stage of the pyramid is reached if the authority is confronted with dis-
agreement and deviant behaviour from the others it wishes to control. Demands
for specific behaviour, insisting on compliance with established rules and elabo-
ration of and respect for new ones is typical of this stage. In an international
relations context, a great power, in most cases a hegemon with the ability to cut
through disagreements, insists on certain outcomes that others are expected to
follow (whether that be direct state behaviour in matters of security or regulatory
standard setting) voluntarily.

Should insistence fail to generate behavioural change, the hegemon can resort
to coercion — escalating costs as non-compliance persists and worsens. Coercion
is reflected in limited, specific sanctions from which the targeted actor can recover
if it complies eventually. Imposition, the final stage and apex of the pyramid,
applies to massive sanctions that place the existence of the actor in jeopardy (or in
this case the government or its sovereignty).

This realist institutionalist view therefore shares elements with liberal literature
on political leadership (Nye 1990; Young 1991; Brawley 1993), but goes beyond
political, ideational and contractual forms of generating and maintaining order
and institutions. Coercion and imposition (by force or otherwise) can play a role
in getting states to accept the rules of the game (in addition to contract or conven-
tions). Coercion includes economic sanctions targeted at domestic groups and
institutions of another state. The demands can be detailed and extensive (Mann
1984). Imposition is where the target is so weak it has no option but to accept:

Coercion occurs when rulers in one state threaten to impose sanctions unless
their counterparts in another compromise their domestic autonomy. The tar-
get can acquiesce or resist. Imposition occurs when the rulers or would-be
rulers of a target state have no choice; they are so weak that they must accept
domestic structures, policies, or personnel preferred by more powerful actors
or else be eliminated.

(Krasner 2001: 30)

This applies to national vulnerability to shunning by financial markets as easily
as it does to gunboat diplomacy and war (Rommerskirchen 2015). And yet, the
economy of getting other states to behave works best and costs the least when
incorporating formal independence of states and responsibility for interpreting
and implementing international commitments and standards to manage interde-
pendence voluntarily, and with some degree of freedom.

Table 2.1 summarizes these points and compares them to two alternative visions
of international relations.

Having said all of this, these core assumptions are manifested and applied
in historically specific ways. Elaborating how they have developed within the
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international system since 1945 and how they have developed in Europe since
2008 requires a review of the literature which puts flesh on their bones. The two
sections below demonstrate how the assumptions of great power exercise of power
in establishing institutional mechanisms to manage interdependence, uploading
policy ideas for other states in the system, and economy in the establishment
and use of institutions leads to a specific form of state in international order: that
of responsible sovereignty. Great powers have large incentives of economy to
establish rules of the international game that allow other countries to retain their
formal sovereignty and internal institutions while transforming them. Alternatives
such as empire, while conceivable, remain second-best solutions that may not be
sustainable.

Realist institutionalism and responsible sovereignty

The sections above outline general principles of how great powers are expected
to shape their environments. This section looks at how they apply before the post-
2010 changes in Europe, specifically how the United States organized the global
institutions of financial stability in the post-Bretton Woods era, how national
responsibility served as a defining ordering principal of the international system,
how that principle survived the end of Bretton Woods and embedded liberalism
globally, and how they formed the basis of European arrangements before the
financial crisis of 2008. The purpose is to demonstrate how the propositions out-
lined above have worked in practice in the period preceding the cases studied in
this book.

One of the key observations is that responsible sovereignty has been conceived
in different ways, sometimes initiating misunderstanding about its meaning. Stat-
ism has been used as a proxy for ultimate legal and political responsibility for the
state of finances, as has economic nationalism in the sense used by Helleiner and
Pickel (2005). Germany’s establishment of a new institutional order for Europe
mirrors global norms and institutions of national responsibility for financial sta-
bility. This is remarkable primarily because of the overwhelming drive of Euro-
pean institutions and a coalition of international organizations and governments to
push Europe toward federal institutions mirroring those of the United States. The
German drive for a Europe of responsible sovereigns was intended to terminate
a trajectory in which interdependence worked to the increasing detriment of Ger-
man interests, and a strengthened political regime in which Germany had neither
a veto nor the capacity to compel others to adopt its prescriptions on good policy.
That trajectory had started with Germany’s forcible entry into an EMU with a set
of members that was suboptimal for advancing German interests. By insisting
that national governments pay for their own problems, leaving them exposed and
alone to the judgement of financial markets and establishing common institutions
that acted as firewalls and coercive mechanisms rather than financial transfers, the
reinforcement of national responsibility could be made compatible with financial
stability in Europe — at the expense of other countries, not Germany.
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Realist institutionalism’s view on cooperation provides a different set of expec-
tations that can be tested in the realm of plans for Banking Union. Unlike classical
realism, realist institutionalism considers it entirely possible that states engage in
institutionalized cooperation at the international level. Indeed, there are signifi-
cant payoffs for a great power to organize international affairs in order to avoid
chaos, and in the financial arena more specifically, to ensure that capital-rich states
secure the basis of reliable and profitable international transactions. The starting
points of a realist institutionalist view on cooperation are the provision of order
between countries, but in a way that promotes the establishment of states as the
responsible points of authority within that order. That is the skeleton of ultimate
responsibility on which the sinews, flesh, nerves and organs of economic inter-
dependence are built, and constitutes an ordering principle of the international
system. There is no reason to believe that the premise of statist interdependence
is eternal. Rather, it is historically contingent and relies on the determination of
great powers to support it, and the absence of serious threats to security. In this it
overlaps with neoliberal institutionalism, without sharing the expectation that the
existing order stays when power relationships change.

Rule-making in international organizations is subject to conflict, but reflects the
interests of the strongest participating states (Jervis 1999; Gruber 2000; Drezner
2007; Koppel 2010), who are in a position to pay attention to relative gains in setting
global standards and other rules of international cooperation. Although they may
choose to limit the sovereignty of others in a direct way (Krasner 1999), they often
in practice place limits in an indirect way by establishing international rules through
soft law (Brummer 2012), informal international law making (Pauwelyn, Wessel &
Wouters 2012) and using loose networks (Kahler 2009) to advance their national
interests (Slaughter 2009b). This form of reaching out to other states through soft
law preserves national room to manoeuvre to the extent that international capital
markets do not punish it greatly (Mosley 2000; Weiss 1998; Walter 2008). In doing
so it narrows the room available to most countries for defection from the rules,
norms and procedures preferred by financial great powers, and establishes respon-
sible sovereignty as a basic organizing principle or practice for the international
system (or subsystem). This set of practices is therefore not the result of a bottom-
up process decided by transnational actors or equal national governments, but by
one or a few great powers. This embedded/reinforced statism is the general practice
for the international system, paralleled by a harder version for the EU, with higher
degrees of compulsion than international norms, rules and practices allow, due to
the special condition of one state coercing others. Although the solution provided
benefits the great power(s) disproportionately, order and economic openness (to
the degree that it is desired) performs better for most than a collapse into anarchic
competition, or exclusion from the larger order on offer. In the EU case, the power
of Germany relative to that of its neighbours increased significantly in the context
of financial market pressure on the southern periphery of the Eurozone, but also on
other countries outside the common currency, giving it options to coerce other EU
member states in ways that would not be possible in the absence of such vulner-
ability. This means that German power is likely strongest here.



Realist institutionalism 35

More broadly, informal international law making and standard setting allows
strong states to establish rules that impose effective obligations on others, not by
the power of international law, but by the prospect of being shunned by market
actors as a non-member or non-compliant state with an inherently higher risk
of being a poor investment location. While the rule makers technically have the
same obligations to comply, they determine the rules themselves and reserve the
right to explain their deviance from prescribed rules rather than comply. This
leaves them free to implement global standards that suit them as rule makers,
while other states accept them, willingly or not, as rule takers. Although this view
shares much in common with neoliberal institutionalist views of a networked
world order (Slaughter 2009b; Singer 2007; Hall 2008), it underlines the disparity
between states, particularly in the relative ability to use power for national gain
(Grieco 1988), and the ultimate reliance on state-centrism as the means by which
standards are implemented, whether national or international (Kapstein 1994).

Furthermore, whereas neoliberal institutionalism would expect states to exit
from demands that no longer serve them well, a realist institutionalist lens cou-
ples the impact that power disparities between states have on the power relations
between them in a global governance (or regional governance) setting, with mar-
ket discipline, which provides large incentives for other states to comply, regard-
less of their level of satisfaction with the rules imposed on them. It also provides
a rationale for the powerful to impose constraints on weaker counterparts to
preventing losses when cooperating with other states through enforcing commit-
ments and preventing shirking (Fearon 1998: 288-9), what Jervis terms defensive
realism (Jervis 1999: 44, 49; Glaser 1997). Targeted institutional development
and maintenance is therefore explicitly compatible with realist institutionalism. If
the expectations above are met in the European cases of Banking Union and EMU
reform, it would have the added implication that attention to relative gains, the
centrality of power in determining the central questions of international relations,
and the salience of these factors in highly institutionalized environments can all
take place even when security concerns between the affected states are absent
(Powell 1994: 314, 327). If this is true, then the international politics of the EU
are more rightly seen as reflecting what we know about international politics more
broadly, rather than pointing toward an exception in which security concerns are
suspended. It would also shed light on how power politics manages questions of
intense institutionalized interaction in a regional setting, with implications for
both other regions and global governance forums.

Responsible sovereignty as a principle of international governance (Moschella
2013) is predicated on national responsibility for the core regulation, protection
and promotion of banks in the single market, regardless of functional incentives
to transfer authority and pool resources at the international level, and regardless
of demands made by the European Commission to respect the competition policy
principles of the single market. This ordering principle is sometimes referred to
as statism or economic nationalism, but confusingly, does not necessarily mean
mercantilism (Gilpin 2001; Krasner 1978). It may mean state rights and respon-
sibility to selectively and strategically manage and intervene in the economy that
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coexists with commitments to market liberalization (Helleiner & Pickel 2005).
Responsible sovereignty shares the assessment of these concepts that states are
not expected to transfer responsibilities to supranational institutions as a sub-
stitute for the nation, as economic patriotism contends (Clift & Woll 2013). As
both of the latter literatures contend, however, economic nationalism embodies
a ‘desire to shape market outcomes to privilege the position of certain actors’
(Clift & Woll 2012: 308), in this case, banks. As discussed below, and in contrast
with traditional understandings of economic nationalism, those banks may either
be domestic or foreign. If economic nationalism does exist, then we should see
limits to the EU’s capacity to use the single European market to restrain interven-
tion (as cases of negative integration) and to regulate banks directly (as positive
integration). This position should continue until if and when a major credit event,
such as a major sovereign default, breaks the ability of creditor states to survive
without collective responsibility.

Beyond European rules, national responsibility for financial stability is also
buttressed institutionally by international principles of banking regulation that
form the basis for European arrangements. International agreements on banking
regulation and financial stability underline the principle of home country control
rather than collective or supranational supervision (Kapstein 1994), a principle
that was largely taken over by both the FSB (Moschella 2013) and the Euro-
pean Banking Authority. Confirming the assertions of responsible sovereignty at
both the international and global levels, Kapstein underlines that the purpose of
national responsibility

is to allow all countries to secure the benefits of an open economy while
shielding their national financial institutions from systemic pressures. . . . In
the European Community the concept is far more expansive, involving mutual
recognition by each member state of the others” home country regulations.
(Kapstein 1994: 9)

The result is that individual countries retain responsibility for lender of last
resort facilities to their own banks, but not foreign banks operating in their juris-
dictions as branches;’ that home country control forces countries to take responsi-
bility for enforcing regulatory standards; and that central authorities retain control
over the strategic asset of money (Kapstein 1994: 14—15). During the crisis, one
country’s banks draining capital from subsidiaries established in other coun-
tries has been a serious threat to financial stability, one that German authorities
clamped down on in 2011 when UniCredit began bleeding HypoVereinsBank, for
example (Taylor 2012).

Although responsible sovereignty’s capacity to descend into mercantilism and
economic nationalism is less visible during time of plenty, there are payoffs of sup-
port by national governments in international negotiations over trade, investment
and market access during good times (Kapstein: 15). Conversely, protectionism
and state intervention can be expected to rise in importance during hard times to
ensure the joint good of bank survival in the private sector and economic stability
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in the public sector and continuing economic openness (Jabko & Massoc 2012).8
For highly internationalized countries, radical openness to retain finance should
be the preferred response while other countries will turn in more on themselves.
Economic nationalism — an imperative to pursue the national interest within the
parameters of responsible sovereignty, is therefore driven by the need to secure
finance, while the form is influenced by national circumstances, and reinforced
by the institutionally embedded norms of national responsibility that preceded the
crisis and were amplified during the European debates of 2012. Those norms were
used as a political weapon by creditor states to fight off calls for financial transfers
to debtor states as part of a fiscal union, a Banking Union or both.

Story and Walter (1997) underline how home country control principles
described by Kapstein and prevalent in international relations were adopted in
the EU from the 1960s to the 1990s. To the extent that European Banking Union
takes the governing principles of national responsibility and enforces them more
broadly and strenuously, this constitutes more than simply responsible sover-
eignty, but enforced responsible sovereignty at the insistence of a financial great
power that uses its leverage to shape the behaviour of others (see as follows).

The FSB exemplifies as well how this principle of responsible sovereignty has
been instilled into early 21st-century international relations as a means of manag-
ing intense financial interdependence. The FSB has three broad functions with
regard to regulatory standards: to promote better regulatory standards that pro-
mote financial stability; to promote state capacity to implement those standards;
and to promote principles of cross-border cooperation between regulators when
dealing with global systemically important banks.

A key point for the FSB to deal with regarding bank regulation, supervision and
resolution was to set out that in in order for the principle of home country control
for global banks to be effective and respected, considerable trust and confidence in
the quality of regulation and its application would have to be ensured. Otherwise
the preferred mode of regulation by both global systemically important banks and
existing financial centres for bank resolution would not be possible. They would
prefer what regulators call a single point of entry model for resolution, in which
the parent bank and its subsidiaries are treated as a whole and subject to one regu-
lator, regardless of where they do business, rather than a multiple point of entry
model, in which host countries would take control of resolution for subsidiaries
operating in their jurisdictions (Tonveronachi 2013: 377-8).

The model chosen in the exercise by great powers is to use international bodies
and networks to establish a world of responsible sovereigns. Responsible sov-
ereignty is organized hypocrisy for most states, in that it is embedded in and
hence responsible to a new set of regimes and standards that make demands on
national governments. States still retain a significant degree of latitude regarding
how to comply and implement, however, so that international expectations are
made compatible with the most fundamental of local laws, institutions and soci-
etal practice. This neither means that international demands are irrelevant if they
should collide with domestic arrangements, nor does it mean that international
obligations and expectations micromanage the manner in which countries perform
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certain functions that are expected of them in order to be members in good stand-
ing of the international community, as defined by international standard setters,
which themselves are dominated by great powers. Responsible sovereignty has a
similar, if not identical relationship between international obligations of states in
good standing and domestic policy to the practice of embedded liberalism (Rug-
gie 1982). States are expected to expand their own capabilities in the context of
international obligations. Where behaviour is non-compliant, aid may be provided
on the basis of conditionality to ensure the change (Kahler 1992a). The difference
is that the focus of obligations attempts to properly regulate markets rather than
limit or counter them.

Responsible sovereignty is both built on (in great powers) and cultivates (in
other states) the relative autonomy of the state with regard to society (more
strongly for lesser powers than for great ones). State autonomy refers to the capac-
ity of the state to establish priorities and act on them in cases where domestic
support is lacking. In the context of responsible sovereignty, it means prioritiz-
ing international responsibilities over domestic concerns. The related concept of
statism is a staple of realist international theory, which posits that the demands
of international politics require the state to formulate foreign policy on the basis
of the implications it has for the state’s power in the international system. This may
mean acting against the interests of powerful economic lobby groups (Krasner
1978; Doremus et al. 1998). Relative autonomy refers again to the state’s capacity
to take decisions that hurt domestic lobby groups, but based on skilful statecraft
that allows the state to justify those decisions from time to time. This can happen
if the state can call on alternative sources of domestic support to justify its actions,
for example exploiting and cultivating gaps between public opinion and the inter-
ests of major producers. This would entail arguing that there is an enlightened self-
interest in pursuing policies that do not maximize utility immediately but that have
long-term benefits. It can also happen when the state acts to save domestic soci-
ety from its own dysfunctionality so that it continues to survive. This is not only
the case for individual examples of regulation that keep the economy functioning
in spite of the tendencies of corporations (Jessop 2002, 2007), but for the entire
system of economy itself (Helleiner 1996; Helleiner 2003; Schmidt & Thatcher
2013). But responsible sovereignty itself and the statism it implies within the rules
of the game is a construct of post-1945 international political economy.

Statism, however, implies central control and direction of policy — a point on
which there is a difference of opinion. Singer contends the autonomy of central
banks and finance ministries is stronger than the rest of government due to their
use of international networks to ensure its continuity in the face of policy chal-
lenges (Singer 2007). As Walter notes, this version of the transnational coalition is
closer to Keohane’s and Slaughter’s notions of networks made up of autonomous
disaggregated institutions of nation states, without central political control, and
therefore not necessarily working in the broader national interest (Walter 2006:
10; Singer 2007). This is an important distinction between bureaucratic theories
of international governance, which shares some features of neoliberal institution-
alism and realist accounts. Walter refutes the idea that there is central control on



Realist institutionalism 39

the part of states, but that the G7 rests on complex, overlapping, interlocking
relationships between disaggregated national bureaucracies. He sees steering tak-
ing place in the G7, based on political consensus, and backed by financial sector
interests. While the United States must interact with others to achieve its ends,
its engagement means that it has done far better in advancing its interests than
those who looked at the country’s declining material share of world GDP expected
(Walter 2006: 11). Opposite the bureaucratic politics account and the related net-
work account stands the view that governments, great powers in particular work-
ing through the G7, at times have ultimate say over whether to adopt the standards
set out by these transnational bureaucratic actors. As in Proposition 2, statism in
the classical realist sense is contingent and restricted by great power perceptions.
We therefore have a means of testing whether statism and realist interdependence
are real despite the involvement of national bureaucracies in international fora:
on the basis of whether central government provides direction and oversight to
the agencies involved, with the capacity to impose its will where that is required.

Overall, one can confirm a general trend toward ensuring financial stability on
a national basis by imposing national regulations on all companies without excep-
tion (see the UK and the United States turn away from allowing foreign rules)
and ringfences where required as a form of defence against contagion into the
domestic banking system either from foreign banks or domestic banks with for-
eign business. In general this meant the end of tolerance for home country control,
which had ultimately forced the UK government to compensate UK depositors
after the bankruptcy of the Icelandic bank Icesave, to prevent a further run on
its own financial system. It also meant what Tonveronachi describes as the de-
globalization of G-SIBs, global systemically important banks, as they are forced
to shed some of their foreign liabilities (Tonveronachi 2013).

Responsible sovereignty also plays a significant role in political economy
analysis of reconfigured regulation of financial markets after the GFC. Capacity
building at the national level has become a core strategy for stabilizing national
economies and restoring them to health within a continuing paradigm of eco-
nomic openness and reliance of financial markets. This constitutes a shift of neo-
liberalism’s principle message that national governments should open their laws
and institutions to the demands of international standard-setting bodies to one
in which national governments should build up their states in response to new
demands for reform. Gamble (2009, 2014), Schmidt and Walter (2013) argue that
the core policy prescriptions of neoliberalism in response to the GFC borrowed
the idea of failed states from geopolitics in the 1990s and 2000s and applied it to
economic policy and regulation. The effect is a new focus on state building in a
broader context of political consensus among the great powers that nation states,
not international organizations, should constitute the primary seat of legitimacy,
authority, and grand steering and compromise required to improve global eco-
nomic governance. The 21st-century model of responsible sovereignty is designed
to ensure that nation states all contribute to economic openness, growth and finan-
cial stability on the basis of national effort. This provides the best compromise
between the need to enhance the quality of regulation, of macroprudential and
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microprudential regulation in particular, of macroeconomic management (with a
particular focus on preventing macroeconomic imbalances), and the need of the
great powers (not just the United States, but also other key groups, and includ-
ing the larger emerging markets that have been admitted to those groups, includ-
ing the FSB), to ensure that they retain sovereignty, and that formal international
organizations and law are kept to a minimum, regardless of the demands and
expectations of international organizations and the middle powers who typically
promote them as a means of constraining more powerful members of the inter-
national system. This model reflects the active choice of states, but particularly
the United States, to support that move by engaging networks (Slaughter 2009a)
and using them to build states (Donnelly 2012). Again, responsible sovereignty
and the role of the state is a political construct. In the EU, the proposals of the
Commission, the IMF and the US government went in another direction, toward
federal state and budget. Instead, Germany’s self-chosen job of imposing respon-
sible sovereignty as an alternative has been made easier (though not inevitable) by
corresponding international norms, institutions and ordering principles of global
economic and political governance.

This means of preserving state sovereignty and simultaneously moving coun-
tries in the same direction reflects the structure of an influence and enforcement
pyramid, but without the enforcement. Open discussion about best practices and
guidelines are main elements of interaction on global standards, as are actual
standards that speak to public policy with a greater degree of precision (such as
Basel capital adequacy standards, for example). The pyramid flattens out at the
level where one country can insist that the others follow a demand within their
own jurisdictions, much less impose a choice. Its main means of promoting stand-
ards is through market power — compelling foreign companies doing business in
its own jurisdiction to behave according to its own preferences.

If it is true that great powers pursue such institutional strategies as a first choice,
then we should expect the same trend toward cultivating responsible sovereigns
in Europe, instead of a shift to greater supranationalism with powers to coerce all
countries. The European cases of Banking Union and EMU reform that buttresses
those agreements (or lack thereof) are potential examples of precisely that.

For great powers, which in most circumstances have to contend with the
demands and expectations of other great powers when calculating their strate-
gic interests, the relative autonomy of the state stems in the first instance from
the capacity of government leaders to choose between two sources of domestic
interest: from interest groups on the one hand and from voters on the other. For
other countries, the need to adjust domestic policy in the context of international
obligations and expectations gives them leverage in shaping reforms that would
not have otherwise found themselves on the domestic political agenda. For great
powers seeking to cultivate such relative autonomy, this goal can be achieved by
establishing a political consensus on a regime that cultivates relative autonomy in
return for status as a member in good standing (and in this case, as a place to do
business safely and securely in accordance with generally accepted practices of
good public policy as defined by the international regime). This is in contrast to a
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functional regime that binds the hands of states more thoroughly (Levy, Young &
Zirn 1995; Pauwelyn, Wessel & Wouter 2012; Kahler 1995; Goldstein et al.
2000). The flipside is that lesser powers find themselves somewhat restricted by
the lack of participation in club governance.

European financial stability

The Great Financial Crisis placed Europe at a crossroads. The supposed conver-
gence of European governments on the norms and rules of EMU membership
around German economic doctrine (Dyson & Featherstone 1999; Verdun 2000;
NcNamara 1998) had proven weak under pressure (Chang 2004: 166), leading
those institutions to fail and generating discord over the proper response to the
crisis. Second, Europe provided for financial stability on the basis of German
demands for national responsibility and economic orthodoxy rather than on
demands for supranational institutions and fiscal solidarity that an international
coalition, including EU institutions, had agreed on and advised. The IMF Report
on Banking Union in February 2013 recommended three pillars, involving trans-
fer of regulatory and lender of last resort functions to the European level (Goyal
et al. 2013). That advice was repeated in October of that year as European nego-
tiations stalled (Miedema 2013). Similarly, the OECD generated its own working
paper on Banking Union and institutional reform in the EU which outlined why
supranational powers and budget capacity would be good for everyone, not just
those expected to receive payments in the short term (Wehinger 2013).

In this context, the limited success of supranational bodies inside and outside
the EU to educate and convince Germany to establish EU bodies and fiscal pow-
ers underlines the limits they have in shaping outcomes that great powers don’t
already want. The ECB, European Systemic Risk Board, IMF, OECD and US
government all underlined that financial stability and market integration in Europe
had to be supplied at the same level. While these supranational bodies and out-
side actors pushed for a European Banking Union with strong regulatory powers
and European funds and a public backstop to provide financial stability, the EU
elected in favour of coordinating national systems and funding mechanisms, even
as it extended the ECB a limited mandate as a bank supervisor. While France was
willing to support such options, trading loyalty to France for loyalty for Europe
(Clift & Woll 2012; Jabko & Massoc 2012), it merely represents the losing side
of an intergovernmental contest between two camps that wanted very different
outcomes for Europe (Quaglia 2010).

These outcomes suggest, in line with the propositions of realist institutionalism
above, that ideas of how to use power and for what purpose matter for state behav-
iour (Morgenthau 1948; Scheuerman 2009, 2011; Jervis 1999), but primarily for
the great powers that are intent on determining international order, not the ideas
of weaker states or international coalitions, all of which pushed in the direction of
federal European institutions and fiscal transfers.

One sees in the broad literature on constructivism and international relations
that great powers tend to insist simultaneously, in the contemporary world at least,
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on a combination of national sovereignty, which keeps the hard obligations on
national governments light, and international responsibility, which rests primarily
on the weaker states of the international system.

As with Proposition 2, great power ideas imply consequences for other states.
This overlap between realism and constructivism applies not only to specific
policy issues and packages of issues that are bound together by the same para-
digm (Radaelli & Borras 2011), but to the foundations of international politics
regarding international order and the nature of states that governments protect and
promote themselves. There are parallels to be found within the English School of
international relations, which is broadly realist as a matter of analysis, but remains
agnostic on the question of whether national governments consistently cultivate
both Westphalian legal sovereignty and factual sovereignty (Bull 2002; Buzan
1993; Buzan 2004; Jackson 2000). The English School sees the commitment to
national sovereignty as a primary institution for international relations on which
all other institutions build. While there is some debate about whether those basic
assumptions can be challenged and displaced (see R2P debate on human rights
limits to sovereignty), the conclusion after much research is that challenging
sovereignty as a primary institution is difficult and unlikely. A critical mass of
powerful and lesser states must accept and live by the changed institutional under-
standing. This has not been forthcoming. The result is that national sovereignty,
responsible as it might be, remains the foundation of international politics without
being dogmatic about its eternal nature. Although less dramatic, students of inter-
national politics can turn the question around the other way and ask whether it is a
fact that national governments accept the establishment of supranational authority
to make decisions that national governments have to implement, whether region-
ally (EU, Phillips on Mercosur, ASEAN, globally (Pauwelyn, Wessel & Wouters
2012), or within a club of nations (Drezner 2007).

This debate about the nature of states, their relationship to one another and to
the institutions of the EU was the centrepiece of talks over monetary and Bank-
ing Union in Europe. Proponents of supranational authority largely lost their bid
to secure power at that level. Their view of enlightened self-interest as a means
by which Germany could support EU powers and financial resources failed to
win the day, even though it was clear to all that it would mean less integration of
the EU’s capital market. Instead what Germany secured were selected suprana-
tional rights to impose rules and standards already observed by strong countries
on their weaker counterparts. The latter were countries that had lost the ability to
borrow from financial markets, unlike the others. Germany in particular insisted
on and protected a profound commitment to national sovereignty as the main
building block of responsible membership within the Eurozone. At the same time
it showed a willingness to suppress that sovereignty for what it saw as the own
good of the member states and the community as a whole, over the objections of
EU institutions and the reluctance of the debtor countries to restore national self-
reliance, thereby strengthening the weak links/failed states of the system.’

This willingness to use coercion to impose responsible statehood and economic
self-sufficiency on reluctant governments is a relevant factor that distinguishes
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what has happened in the EU from both international politics outside the EU,
from neofunctionalist and neoliberal institutionalist expectations of EU develop-
ment, but also from the voluntarist expectations of liberal intergovernmentalism.
To underline this point of Europe being transformed on a non-consensual basis
through the exercise of power, Habermas warned in 2013 that Germany was
undermining the EU by pursuing its own national interest in a hegemonic fashion,
coupled with an ‘investor-friendly’ approach causing suffering in the EU’s periph-
ery, a point raised also by Ulrich Beck (2013) (Scally 2014).

Research design

The rest of the book tests the competing expectations outlined above regarding
the motivations and behaviour of the key actors, including which actors have
proven to be most influential, as well as the institutional outcomes, in a series of
interlocking case studies of the individual components. They are based on two
large cases (EMU reform and Banking Union), each broken into smaller parts.
Chapter 3 examines the reform of EMU, of national budget policy in particular as
a core component of the Eurozone crisis that generated negative feedback loops
across the single market, to which many actors reacted with proposals for change,
including Germany. Chapter 4 covers the extension of new institutions to cover
the impact of bank insolvencies, that also contributed to these negative feedback
loops. Chapter 5 looks at the establishment of the ECB as the only federalized
institution within the EU’s financial stability architecture (and the only powerful
institution not established outside the EU) as a means of enforcing good behaviour
on the part of national bank regulators and banks throughout the Eurozone. Chap-
ter 6 looks at the exemptions Germany established for itself, at the expense of
undersupplying financial stability in Europe, in the provision of resolution powers
(the power to wind down insolvent banks) and provide deposit insurance to failed
institutions. It demonstrates, as in the case of monetary union, the establishment
of new, coercive institutions with the capacity to impose behaviour, policy and
institutions on weak states from outside the EU in the name of Europe.

Taken together, these are cases in which German demands for national consoli-
dation in a new institutional and treaty environment were undertaken in the wake
of the financial crisis. The ultimate interest of the study is on the character of the
institutions and policies that are pursued and consummated in Europe, and the
manner in which they are brought about, rather than the motivations of the actors.
The method used is the congruence method of analysis. In-depth case studies
will be conducted of intergovernmental negotiations over components of Banking
Union and EMU reform. The cases will assess the degree of persuasion, insist-
ence, coercion and imposition used. Attention will be paid to the formulation of
national policy, particularly to the relative importance of state autonomy, domes-
tic actors, external demands and the relevance of financial markets concerns in
determining outcomes. The analysis will be applied to economic performance,
national institutional capacity, policy ideas on the proper division of responsibil-
ity between EU and national authorities, and on the proper trajectory of economic
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policy, focussed either on demand management or fiscal austerity and structural
adjustment programmes.

In the concrete cases to be researched, the following concrete hypotheses flow
from the general hypotheses derived above:

Hi: Germany, as a financial great power, will reshape European economic gov-
ernance to manage interdependence in its own interest, including institutions
outside the EU order.

These outcomes will differ noticeably from prevailing norms and expecta-
tions of international order in Europe. In practical terms, this means averting
a further federalization of the EU in which German influence is reduced, and
adopting principles from global economic governance that reinforce national
responsibility in a rule-based context.

H2: Germany’s demands will focus on distributional issues, although those
demands may involve uploading economic policy and institutions on others.
The demands of other states or international organizations about how inter-
dependence should be managed will be discounted.

H2.1 An institutional manifestation of distributional concerns with institutional
consequences is one in which Germany is not responsible for the bulk of
costs for keeping interdependence operating. This can be seen if the order-
ing principle of Europe’s reformed institutions will be based on national
responsibility to act in accordance with new institutional commitments and
subject to sanctions (whether automatic or at Germany’s discretion). In prac-
tical terms, this means that national governments are the primary providers
of financial stability, subject to the oversight and enforcement of institutions
that enjoy German support.

H3: Germany will exercise economy in its institutional strategy. This means:

H3.1 It will promote incremental institutional changes that enhance its power over
others by repurposing desired parts of the existing architecture rather than
radical solutions. Layering institutions outside the EU as alternatives or con-
trolling institutions; displacement, redirection or erosion of existing EU insti-
tutions and agreements are all means by which this can be achieved;

H3.2 It will seek to establish an enforcement pyramid in which the use of coercion
and imposition on (other) states is possible, but sparingly used, and states are
expected to enforce their own behaviour. The German government will show
a willingness to coerce and impose the consequences of its institutional order
on other states as a last resort, after exhausting other means of influence. Two
outcomes that falsify this hypothesis are German self-restraint in the face of
opposition or non-compliance, or the failure of German attempts to bear fruit
(which disproves German capacity to act as a financial great power).

The rest of the book proceeds as follows in testing the hypotheses above.
Chapter 3 examines changes to fiscal policy that led to the establishment of the
TSCG. Chapter 4 looks at the establishment of a bailout mechanism for states
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and banks in the Eurozone. Chapters 5 and 6 examine the three pillars of Banking
Union proper: supervision, resolution and deposit guarantee systems. Chapter 7
concludes.

Notes

1 There is no guarantee that a powerful state will succeed, but it is expected to try. The
same principle can be extended during periods of imperialism to colonies. See Buzan
and Lawson (2015).

2 This can range from the rules of accountancy and debt law relevant to loans to devel-
oping areas typical of the 19th century global economy to the plethora of contempo-
rary international standard-setting bodies in which a small group of countries led by the
United States dominates the process.

3 There may be trade-offs, such as the cost to the British Empire of maintaining formal
colonies and a navy when the primary goal was to achieve economic gains through
informal empire, which itself rested on the golden triangle of trade (profitable), colonies
(potentially costly) and the navy (costly).

4 Cox’s brand of historical materialism takes this finding further and suggests that because
of this, that they thereby set out the requirements for survival and competition within the
existing framework. This is said to shape their nature or threaten them with failure as
states. See Cox (1981).

5 The possibility of establishing a new system of robust global institutions is not foreseen
by the model here in the absence of a hegemon. Instead, one should expect regional
orders with only thin arrangements between the great powers.

6 See mechanisms of the IMF and WB (FSAP), OECD principles of good corporate gov-
ernance as an example of OMC and the peer review process of the FSB. Similar princi-
ples were used in the EU (Sabel & Zeitlin 2008).

7 Subsidiaries of foreign banks, which are fully-independent companies subject to host
country control, reinforce the national bias. See Wade and Sigurgeirsdottir (2010).

8 See also Mervyn King’s statement that ‘global banks are global in life, but national in
death’.

9 Based on the principle of sound public finance, as embodied in the Washington con-
sensus, and implemented by the Troika of ECB, Commission and IMF in EU program
countries. See Liitz and Kranke (2014).
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3 The TSCG and EMU reform

Establishing responsible sovereignty

This chapter examines the establishment of an international treaty outside the
structure of the EU that imposes obligations on EU member states, forces a
reshaping of the Eurozone’s rules and policy architecture, and does so at the ini-
tiation and ultimately discretion of one state: Germany. Europe’s sovereign debt
crisis, at least in the southern periphery of the Eurozone, underlined the inherent
weaknesses of a monetary union without a fiscal union — that is, without automatic
transfers between the member states of the union. As early as 1994, an American
analysis of EMU underlined that as the membership became more diverse, fiscal
transfers would be necessary to even out disparities across regions and moderate
cyclical highs and lows in the Eurozone economy (Eichengreen & Frieden 1994;
Hagen & Eichengreen 1996; Bayoumi & Masson 1995). Without the moderat-
ing effect of such transfers, and in the absence of an optimal currency area in
which all countries were highly alike, periodic strains on the national economies
within the Eurozone would naturally lead to suboptimal policies over an extended
period, as well as political tensions between countries over growth, employment
and stability levels that could tear the Eurozone apart (Eichengreen 1997). Either
countries with low inflation rates would find themselves permanently disadvan-
taged by interest rates that were too high for their economies, or countries with
high inflation rates would find themselves in a boom-bust cycle in which inter-
est rates were too low, provoking economic bubbles that would burst with cata-
strophic consequences.

Although most analysts promoting fiscal union did not explicitly foresee bank-
ing crises developing in boom-bust countries (except Eichengreen & Wyplosz
1998, who expected that the sovereign would default first), they did see the over-
all macroeconomic trends that would dominate the first decade of EMU and con-
tribute to making banking crises possible. They also expected that the existence
of a fiscal union would lessen the likelihood of banking crises by lessening the
strain on national economies when necessary. The means to restrain inflation and
public sector borrowing in inflation-prone countries, i.e. centralized controls on
national fiscal policy, was considered a critical counterweight to automatic trans-
fers to prevent moral hazard — fiscal profligacy and irresponsibility by the finan-
cially weak in particular, but also for politicians in general. This was the purpose
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behind the Stability and Growth Pact (SGP) and the Excessive Deficit Procedure
(EDP) that were adopted prior to EMU’s launch, but which remained ineffective
and unused, in part due to compromises that prevented automatic sanctions on
governments, and in part due to a 2004 relaxation of rule application at the behest
of Germany and France. It is for these reasons that literature on EMU concurs
that the monetary union is characterized by a centralization of monetary policy at
the EU, but a decentralization of fiscal policy in the hands of the member states.
Neither EU fiscal transfers nor EU fiscal controls were worth mentioning, at least
until the point when the TSCG was signed in 2012. And while the SGP and EDP
placed limits on national fiscal policy on paper, those powers were effectively re-
nationalized in the reform of 2005 that relaxed the definition of when a state had
an excessive deficit, at the behest of the EU’s largest and most powerful member
states (Blavoukos & Pagoulatos 2008; Chang 2006; Howarth 2007). While coor-
dination increased nationally in the related area of the Broad Economic Policy
Guidelines, EU powers themselves did not increase (Hodson 2009; Enderlein &
Verdun 2009).

The absence of fiscal transfers was deliberate, however. Although the original
membership of EMU did not constitute an optimal currency area, the countries of
the so-called deutschmark zone did, and had no need for such transfers. Southern
Europe, in contrast, was the most likely set of countries that would draw on such
transfers at the expense of the north. The lack of fiscal policy was not only an
issue of proper governance, but of political economy, in which the main benefi-
ciaries and payers were clear, and in which it was easy for commentators, econo-
mists, voters and politicians to frame the situation as anything other than a zero
sum game in which deutschmark zone countries would pay for other countries.
There was very little consideration for the benefits that would also accrue to all
Eurozone countries if Southern Europe could be relied on as a consumer of high
value-added goods from Northern Europe. The result is that EMU was deliberately
under-institutionalized, with a centralized monetary authority and decentralized,
national authority over fiscal policy.

In negotiations over Banking Union, as well as much commentary on the pro-
cess, the lack of a fiscal union would come back to haunt the EU, due to the lack of
a European taxpayer-funded public backstop to ensure the safety of banks when
all other measures had failed. Given the extremely high levels of leverage across
the European banking sector compared to counterparts in the United States and
Canada, the magnitude of the public backstop required to provide for financial
stability was also correspondingly large. The gap between what was required and
what national governments could provide was therefore considerable across the
board, and extremely so in those countries like Spain and Ireland, where banks
borrowed even more heavily than others to fuel lending based on interest rates
that were too cheap for the economy. On functional grounds, the inability of some
countries to provide public backstops on their own, and the resulting financial
instability beyond those countries, was sufficient to put the issue back on the
negotiating table of European heads of government.
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However, the same distributional conflict that stood in the way of EMU devel-
oping a fiscal union proved to dominate discussions on Banking Union as well.
Not only did northern European countries repeat their rejection of fiscal transfers
across national borders (or mutualized debt that all EU member states would be
liable for), they placed the blame for the Eurozone crisis firmly with Southern
European countries (and to a lesser extent Ireland) and pushed through measures
inside and outside the EU to force them to exercise fiscal restraint and self-reliance.
That constituted a push for responsible sovereignty as the organizing principle of
international relations instead of a European federation. This chapter focusses on
the nature and intent of the TSCG and reforms to tighten EU oversight of national
fiscal policy as the centrepiece of that push, and the role that it plays in the broader
plans for Banking Union. The TSCG constituted a reshaping of European eco-
nomic governance outside the EU that Germany could not achieve within it (H1)
for distribution issues (H2) by layering institutional commitment to price stability
and harnessing and pushing control and sanction institutions within the EU (H3).
It demonstrates that the TSCG aims to provide financial stability based on sound
public finance and national public backstops. The consequence of this in principle
is that countries with weaker public borrowing capacity must have smaller bank-
ing systems, so that that they can credibly support the smaller banks with lender
of last resort facilities. The consequence in practice is that the banking sector in
Southern Europe must shrink from its mid-crisis levels more than it would have
to do if more extensive fiscal transfers were in place. In the medium-term, this
means economic contraction in Southern Europe as both the public sectors and
banking systems shrink.

This chapter aims to test the premise that the establishment of the TSCG in par-
ticular reflects the premises of realist institutionalism more than those of (liberal)
intergovernmentalism or neofunctionalism, and that it is directly linked to the
business of establishing monetary union. The link of premise, to reiterate, is that
the TSCG increases pressure on national governments in the Eurozone to stabilize
their public finances without assistance from other member states in the EU. This
expectation cannot help or ameliorate weak links, however. In the overall archi-
tecture of financial stability in the Eurozone, the TSCG is a buttress against South-
ern European claims on northern Europe for enhanced public assistance, while
other measures discussed in this book are a buttress against claims for private
assistance to banks directly. It is part of a larger firewall between north and south.

This chapter is structured as follows. Section 2 provides background into the
link between bank debt and sovereign debt, the mechanisms by which national
instability translates into international contagion, and ends with an assessment of
the limits of national borrowing capacity as a problem with which European lead-
ers and officials must deal. Section 3 provides an outline of the various reforms to
address those issues. Section 4 examines the degree of voluntarism and coercion
in ratifying reforms of the EU treaties and institutions, and of the TSCG. The
specific issue of extraordinary bailouts of states is a separate topic handled in the
next chapter. Section 5 concludes.
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The bank-sovereign link

The most pressing aspect of the financial and economic crisis from 2010 onward
for EU countries and especially for the Eurozone as a whole was the inability of
some member states to act as lenders of last resort to their own banking systems
in time of financial stress. This was something of a surprise to the Europeans for
more than one reason. First, very few politicians and analysts had thought about a
bank collapsing with systemic implications for the Eurozone or about the reverse
scenario in which the Eurozone’s declining economy brought banks — in plural —
into increasing jeopardy. This meant that it was not an issue of EU responsibil-
ity and was simply not considered. Those who were genuinely concerned about
economic decline leading to default within the Eurozone focussed primarily on
sovereigns rather than banks as actors attempting to manage the economy, and
as the High Contracting Parties of the Maastricht Treaty, which outlined EMU’s
architecture. This focus on macroeconomics, with its background in optimal cur-
rency area theory, is why Germany, Austria and the Netherlands in particular
invested so much attention and effort at the moments when EMU’s rules were
being drafted, and members being selected, into preventing the member states of
the Eurozone from borrowing too much for too long. There was no indication in
the period between the drafting of EMU and the outside of the Eurozone crisis that
that thinking had changed or been subject to serious review.

Second, thinking in the EU about the implication of monetary unions for finan-
cial stability, for banks in particular, had failed to keep pace with commonly
accepted knowledge and practice. The received wisdom on bankruptcy of either
individual banks or the solvency and liquidity of the entire banking system since
the 1880s is that central banks must perform the function of a lender of last resort.
Otherwise, bank collapses, whether real or imagined, will spread from one bank
to the next until the all of them fall, or become a self-fulfilling prophesy that
incites depositors and investors to flee one bank after another, causing all of them
to collapse. Whereas national central banks could purchase corporate and sover-
eign debt in the event of an emergency and save both banks and sovereigns from
collapse before the launch of EMU, they could not afterward. Meanwhile, the
ECB was legally prohibited from taking over that role from its national coun-
terparts. In the thinking of the time, this provision in the Maastricht Treaty was
intended to erect a barricade around the ECB against an expected onslaught of
(southern) EMU member states demanding that the new central bank monetize
their debt — purchase it from them in virtually unlimited quantities at low rates
of interest for which all EMU member states would ultimately become liable.
The insistence by Germany, Austria and the Netherlands on national responsibil-
ity for national public finances was so ruthlessly entrenched into the Maastricht
Treaty that it sacrificed the ECB’s legal capacity to fulfil the role of lender of last
resort. Although the ECB would unilaterally undermine these restraints as the
crisis unfolded, fierce and relentless German resistance in the face of unparalleled
financial collapse underlined that not only did EMU deviate from the principle
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that central banks should serve as the lender of last resort, but that this function
was barred deliberately.

Third, banks and states successfully supported each other in the first few years
of the crisis (Donnelly 2011), which encouraged the view that they could sustain
each other’s financial viability for as long as was required. When states injected
banks with fresh capital in 2008 and 2009, they did so with borrowed money that
the banks themselves then purchased and held on their balance sheets. As inter-
est rates started to rise, banks benefited from the combination of receiving higher
interest rate income from government, and the assumption (until the Greek crisis)
that sovereign debt had a virtually zero risk of default. This meant that they did
not have to set aside capital against the risk of default (Gros 2013). In this way,
banks enjoyed increasing rates of return from investments in sovereign debt — for
as long as the sovereigns could pay the interest rates. That capacity started to
erode in 2010, when Greece and Portugal found themselves cut off from financial
markets and came to a full stop in 2012, when Spain and Italy were forced to pay
interest rates that were unsustainable.

The eruption of the Eurozone crisis in 2010 represented the point at which
financial markets increasingly shunned Southern European governments, after
two years of financial and economic crisis. Interest rates for treasury bills rose
significantly from the historic lows that had prevailed since the countries entered
monetary union to 6% and higher, roughly 4% above German bunds, and effec-
tively more than doubling the interest paid on a portion of the national debt. That
portion would also grow faster than the country’s immediate borrowing needs,
since the government would have to periodically repay old bonds coming due at a
lower rate of interest with new bonds at a higher rate. Under these conditions, and
with Southern European countries entering a third year of recession with fragile
and deteriorating public finances, shunning by financial markets brought Greece
and Portugal to the point of collapse, while Spain and Italy managed to stay away
from the brink. Greece’s default, and Portugal’s need for financial assistance, cou-
pled with Ireland’s, generated the real threat that sovereigns would not repay their
debts, unleashing a chain of bank collapses throughout Europe. The innovations
of 2010 and 2012, described below, reflect an attempt to avoid disaster in this
situation.

The reason why the ECB was not granted authority to act as the lender of last
resort for situations like these is that Germany and its allies were obsessed during
the negotiations with the prospect of moral hazard by individual member states
and ensuring that institutional rules and procedures minimized that likelihood.
The roots of responsible sovereignty were not only visible in the lack of an EU
fiscal policy, but in the limited mandate of the ECB. Germany and its allies con-
cluded that a fully functional ECB with powers to buy corporate and sovereign
debt would encourage moral hazard in the Eurozone’s weaker member states and
force the stronger member states to bail them out in the event of a crisis. This is
why the rules were set up to ensure national responsibility for national finances,
to punish those who transgressed their obligations (regardless of the fact that the
rules were loosened later on and never truly enforced). This aversion to solidarity
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on the part of EMU’s stronger member states, coupled with a certain aversion to
fiscal responsibility on the part of EMU’s weaker member states (whereby strong
and weak refers to the capacity to live comfortably within EMU membership cri-
teria on government borrowing, rather than the size of the economy) ensured that
no burden-sharing would be possible, either in the direct form of a fiscal union
with cross-border transfers and the capacity to issue Eurozone debt, or in the indi-
rect form of ECB purchases of national bonds for which the EU member states
would eventually be liable.

The undersupply of financial stability in the Eurozone therefore does not stop at
the absence of a fiscal union, but extends to Germany’s attempt to undermine the
role of the central bank in a time of emergency. The result is that the absence of
a central lender of last resort in the Eurozone was reinforced. Such pressure was
the only way in the eyes of Germany (and a few others) to instil extreme caution
on the part of the Eurozone’s weaker member states in public finances. But it also
meant that the capacity of those states to support the national banking systems
would also be limited. This was certainly deliberate, and of such critical impor-
tance to the founders of EMU that it must be considered constitutional in nature —
a principle so important that breaching it directly or through any other measure
would be a deal breaker for those countries that had insisted on it in the first place.
That was Germany and the Netherlands in 1992 when the Maastricht Treaty was
signed. Finland and Austria joined the group of hardliners in 1995 when they
joined the European Union. The banking issue may not have been consciously in
the minds of the contracting parties that set up EMU, but the collective capacity of
states to borrow was a core issue. When the Eurozone crisis erupted, the inability
of some countries to act as lenders of last resort therefore re-politicized the origi-
nal principles of the single currency. It would either retrench its fundamentally
intergovernmental nature in fiscal policy, strengthening the states within their col-
lective responsibilities, or establish supranational institutions and fiscal capacities
that would take EU integration to a truly supranational level.

From the perspective of the ECB, this position was untenable, as it threat-
ened complete financial collapse on the continent, leading to controversial
innovations. The ECB’s Securities and Markets Program (SMP) and Outright
Monetary Transactions (OMT) provided monetary accommodation for a cash-
strapped financial sector with no other source of liquidity. While the SMP bought
corporate and public debt on secondary markets in limited quantities, the OMT
announcement indicated the ECB’s willingness to buy as much as was needed for
as long as was necessary to supply both the private and public sectors with cash
during an investment strike. While the OMT announcement stabilized financial
markets and allowed some governments to resume normal borrowing, it also was
designed to be temporary until the political actors could come up with a solution.
It therefore bought policy entrepreneurs time rather than doing away with the
problem of financial instability emanating from the Eurozone’s southern periph-
ery. These institutional developments are discussed in more detail in the next
chapter, as they are highly relevant on the topic of bailouts, which is treated there
in detail.
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The SMP and OMT generated tremendous critique from nearly all corners of
society and government in Germany, and more than one resignation of a German
official from the Executive Board of the ECB. The reasoning was that the ECB
had overstepped its authority in purchasing treasury bills from Southern European
countries and undermined the incentive for Eurozone member states to prudently
restrain their borrowing by purchasing those bills in significant quantities (SMP),
and then in unlimited quantities (OMT), thereby postponing the day of reckoning
and damaging the integrity and stability of the single currency in the process. That
confrontation between the ECB and Germany remains to the present day, with the
ECB maintaining that its measures are temporary and necessary in the absence of
a political solution by the rest of the EU and its member states.

Nevertheless, the construction of EMU’s rules continues to mean that the mem-
ber states of the Eurozone have to guarantee financial stability through national
fiscal mechanisms — taxpayer guarantees and cash infusions for banks or the whole
banking sector — as happened in 2008 throughout Europe. The uneven capacity of
governments to support such a burden then became apparent. The ECB stepped in
with emergency measures to relieve the pressure on the weakest links in Southern
Europe, in the form of purchasing government debt on secondary markets. This
meant banks and other financial institutions would purchase the bonds first and
then sell them to the ECB, which had agreed in advance to purchase them. This
ruse deliberately circumvented the legal prohibition on the ECB monetizing (pur-
chasing) government debt, but staved off a collapse of both public and private
finance that the Maastricht Treaty would have ensured had it been respected to the
letter. Despite this, the temporary nature of the measure, and the requirement for
treaty changes to sort out the question of how that debt would be repaid and by
whom, re-opened the arena for new agreements on (1) whether the ECB would
be allowed to continue purchasing debt; (2) whether there would be some kind
of EU bailout mechanism to come to the aid of weak member states in distress;
or (3) whether the responsibility would continue to rest on the shoulders of the
member states themselves, with the attendant undersupply of financial stability in
the Eurozone (Donnelly 2014a, 2014b). The effect multiplies the number of weak
links in the European financial system.

The efforts of Germany, together with the Netherlands and Finland were cru-
cial in ensuring that Europe responded to the question of who should bear the
burden of adjustment through the third path, despite overwhelming pressure from
other actors to follow the second. What is more, the fiscal retrenchment goals
laid out in the Treaty on Stability, Coordination and Governance, which rein-
forced and imposed these responsibilities on the member states even more insist-
ently than before, could only be achieved by circumventing EU institutions that
favoured more solidarity between the member states, plus EU powers and finan-
cial resources to regulate financial crises. The intergovernmental agreements, or
IGAs as they came to be known, initiated a new form of executive intergovern-
mentalism outside the EU that imposed the will of the German led coalition on
both EU institutions and on Southern European countries who would suffer the
wrath of financial markets, and therefore financial collapse if they failed to agree
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to the German bloc’s terms. But unlike the New Intergovernmentalist interpreta-
tion, layering outside the EU was crucial to this happening.

This chapter walks the reader through that development to strengthen the case
that the motivations of Germany to demand the TSCG are directly related to the
other institutions of EMU and Banking Union in the pursuit of distributive gains,
and that the motives and methods reflect a realist mode of politics, and are there-
fore power- and interest-based rather than institutionally constrained or influ-
enced in a significant manner. The acid test of institutionalist theory, as the reader
recalls, is whether existing institutions of cooperation restrain and exact respect
from the member states and generate path dependence, even when this works
against their interests, or whether institutions are subject to attack and abandon-
ment when they no longer serve their purpose.

On the other hand, a failure to achieve further cooperation and even suprana-
tionalism on the basis of the existing institutions and principles of conduct do not
disprove the institutional or liberal intergovernmentalist viewpoint. Nor would a
simple shift in power from the more supranational organs of the EU — the Euro-
pean Commission, Court and Central Bank, to the member states represented in
the Council (Bickerton, Hodson & Puetter 2015) — fundamentally disprove neo-
functionalism. It would show a change in the character of supranational govern-
ance, but not a change in its fundamental nature. The use of relative power to
shape the outcome of a negotiation only underpins the expectations of intergov-
ernmentalism, however. Only the abandonment of old institutions, the unilateral
imposition of new rules against an unwilling group of followers, and the use of
coercion would confirm the realist institutionalist thesis. Showing it is therefore
not an easy task. The rest of the chapter examines whether these criteria are met to
a sufficient degree to make a confident observation on the links to Banking Union,
whether or not realist power politics are a determining factor in these institutional
changes, and most importantly, what factors have made such a change possible.
A useful account must shed light on the fungible power resources that power-
ful states possess, that weak states lack, under what conditions (to determine the
scope of validity that the findings of this chapter have), and how the incentives
line up to make a realist expression of power politics possible. To the extent that
it is confirmed to exist, support for a realist account can be found.

As the Eurozone crisis gained momentum, pressure grew on European govern-
ments to prop up their banking sectors with lender of last resort facilities as the US
government had done, with the assistance of an accommodating monetary policy
from the Federal Reserve. In the absence of central banks capable of doing the
same thing, national governments found themselves on the front line, advancing
credit to banks, providing outright cash injections (grants) to them, guaranteeing
their creditworthiness by standing up for losses incurred by non-performing loans
and financial derivatives without any current market value (toxic assets). While
this provided temporary relief from market pressures, the deficit and debt levels of
the Maastricht Treaty then served as constraint on the Eurozone’s more financially
fragile members — to the extent that the Commission and Council used them to
pressure those governments to refrain from bailing out banks.
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Proposed responses

The dilemma in which Europe found itself in 2010 posed the question of who
would adjust in dealing with the situation. Assuming that the ECB would not be
able to monetize debt indefinitely, dealing with it meant bringing government
debt and deficits down to a manageable level so that financial markets would not
shun the country, and that enough room would be left for governments to borrow
in a bank crisis. The first option, promoted by fiscal conservatives, was that indi-
vidual countries would adjust downward, ratcheting down borrowing in the public
sector and in the banking sector, and suppressing domestic consumption. This
is the path that was eventually chosen, meaning macroeconomic deflation and
successive rounds of fiscal austerity in Southern Europe, Ireland and France, cou-
pled with pressures to deleverage banks, so that national fiscal backstops would
be capable of borrowing to support the banking system. The second option was
that individual countries with the capacity would adjust upward. Under this sce-
nario, Germany would have reduced its current account surplus through higher
rates of consumption, acting effectively as the export market for other European
economies, and serving in that additional way as Europe’s economic motor. The
US government was still arguing for this option in various forms throughout the
construction of Banking Union and the reform of EMU, individually and in coor-
dination with the French government and the European Commission, seeking to
balance austerity with measures to promote growth and jobs. Particular forceful
American proposals were for Germany to reduce its large current account sur-
plus by increasing demand and imports, which would benefit its European trading
partners (Carnegy 2014). This would lead to less need for southern retrenchment
or deleveraging as southern economies used the opportunity to establish a more
robust export sector. The third option was a fiscal union, in which Germany would
adjust downward through fiscal transfers, thereby diminishing pressure on South-
ern European countries to deflate and deleverage. That option would be tabled
by the American government in 2014, and again during the Greek crisis of 2015.
The IMF supported the goal of balancing adjustments and softening demands
for austerity as well. In June 2014, it announced support for allowing national
governments to make investments in infrastructure that would not count toward
the yearly deficit for the purposes of the EU’s fiscal rules. During the Greek crisis
of 2015, the IMF’s appeals became more urgent, arguing that Europe either had
to institute a fiscal union to relieve pressure on the public budgets of the weaker
states in the euro area, or cut the debt loads that had built up in the context of
Europe’s preceding imbalanced decade (Moghadam 2014).

Remedies inside and outside the EU

This section deals with the linkage between the provision of a public backstop
to the Eurozone in response to the onset and continuation of the Eurozone crisis
from 2010 onward and reforms to the fiscal policy architecture of EMU. It out-
lines the functional demand for a common backstop, the political demand for a
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common backstop from France and a number of Southern European countries,
and the alternative demands for responsible national fiscal management that came
from the German-led coalition of conservative member states.

The most prevalent functionalist response to the Eurozone crisis was calls for
the European Union to move in a federal direction, specifically by adopting a fis-
cal union. It was not the only proposal, but the one that was central to most func-
tional plans for dealing with the spectre of financial contagion across Europe’s
borders. The advocates included the US government, the IMF and OECD, a num-
ber of think tanks (Henning & Kessler 2012) and a number of European govern-
ments, of which France as one. These calls were for (1) solidarity between the
member states in light of (2) speculation by international financial markets, which
were seen to be at the root of the Eurozone’s troubles, in addition to (3) the need
for the Eurozone to develop policies and mechanisms of sound countercyclical
macroeconomic management, and (4) an assumption that macroeconomic differ-
ences across regions within a currency area are natural but must be compensated
through a common fiscal mechanism to steer against regional disparities (rather
than cyclical ones).

In practice this meant advocating a fiscal union in which money would flow
from countries with strong tax revenues to countries with weak revenues. They
also pushed for euro bonds to buy time and leverage for domestic restructuring,
managed by an EU Treasury Department and headed by a European Secretary
of the Treasury or Finance Minister (Matthijs & McNamara 2015). The primary
intent of these proposals was to create the political and financial power necessary
to counter the threat of depression with a financial ‘bazooka’, as US Treasury
Secretary Geithner put it. Such measures would not only empower the EU to
act quickly, decisively and with great force in a crisis, but to manage the Euro-
zone economy in a countercyclical and symmetric way. Ideally, and with prudent
management, the EU would thereby acquire the standard tools of macroeconomic
management that all modern governments had had since the 1930s — to lesser or
greater degrees. It would also allow capital to flow to Southern Europe without
depressing German demand. In that light, it is worthy of note that American calls
were equally strong for Germany to boost domestic consumption and reduce its
current account surplus with the rest of Europe so that other countries had the pos-
sibility to earn their way out of their predicament.

Although these proposals had functional foundations, numerous member
state proponents had direct material incentives to advocate them and did. Most
importantly, they were vulnerable to the decisions of financial markets regarding
whether or not to roll over their debt, to buy new debt, and at what interest rate.
These were the proponents of fiscal union. France does not fall into the direct fire
of financial markets, with the exception of Goldman Sachs’ announcement that
the ultimate target of the Eurozone crisis would be France, but the heavy invest-
ment of French banks in the Eurozone’s southern periphery meant that without a
fiscal union, the French banking sector would suffer enormous losses.

The Eurozone agreed to a partial provision of cross-border transfers as a tem-
porary measure in May 2010, then as a permanent measure in 2010 as it became
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apparent that financial markets would continue to not only speculate against
Southern European countries, but against large Southern European countries in
which creditor countries had invested more heavily than elsewhere. The Euro-
pean Financial Stability Facility (EFSF) and the European Stability Mechanism
(ESM), agreed in May and October of 2010 respectively, provided cross-border
financial transfers in the form of loans to stave off collapse. Spain’s inability to
raise funds in June 2012 in particular raised the possibility of default, which in
turn would introduce financial contagion in the financial sectors of France, Ger-
many, the Netherlands and the UK, among others.

The counterproposal by Germany, the Netherlands and Finland sought to reaf-
firm national responsibility for national public finances, and for macroeconomic
steering within the context of a single monetary policy. Countries that found
themselves in difficulty and had to be bailed out due to severe economic cir-
cumstances were not the victims of misfortune and malevolent financial markets,
but of home-made macroeconomic imbalances that could be prevented in the
future by restraining borrowing in both the public and private sectors. Rather than
working with the assumption that catch-up countries, those with a lower stand-
ard of development and standard of living, could borrow quite a lot and experi-
ence higher than average rates of growth and inflation without serious negative
side-effects on the economy as a whole, the German-led coalition’s assumption
was that national consumption could only be sustained by money earned from
exports to the rest of the world. In other words, consumption-based borrowing of
all kinds, including borrowing from banks for housing and government borrow-
ing for income transfers and other forms of social spending should be suppressed
as much as possible. To the extent that catch-up countries caught up to GDP per
capita levels of Europe’s core, they would have to do it more slowly and on the
basis of international competitiveness in goods and services, which in turn would
keep income and price levels lower than catch-up countries would experience
under a leveraged model of economic growth. Note that this black and white,
either-or juxtaposition ignored Germany’s own middle way, entrenched in its own
constitution, that public sector borrowing was justifiable to the extent that the
proceeds flowed into investment in infrastructure, which held the possibility of
contributing to future gains in productivity, and therefore improved international
competitiveness. It also failed to recognize that the German model of low domes-
tic consumption was not attainable for all, and therefore unrealistic as a means
of allowing poorer countries in the Eurozone to catch up with their neighbours.
Nevertheless, the narrative and the standpoint served as the basis for proposals
to reform the existing budget rules for the Eurozone member states to reinforce
national responsibility for borrowing decisions, and for avoiding macroeconomic
imbalances, largely without the assistance of the other EU states.

From the perspective of the German-led coalition, fiscal union as proposed
by most of its EU counterparts would have the negative impact of encouraging
moral hazard by enticing member states to over-borrow, or allowing their banks
to over-borrow, knowing that fiscal transfers would transfer responsibility for
repayment to taxpayers from other countries. That threat created the need for a
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counterproposal on fiscal union. That package consisted of reforms within the EU,
and increasingly, outside the EU, where Germany was able to secure agreement
under coercion to impose stronger changes on EU member states than the EU
itself would have allowed. Those innovations: the Six-Pack, the Two-Pack and the
TSCG, are discussed below.

Reforms within the EU

Reforms within the EU demonstrate incremental changes to EMU architecture
(H3) that underline national responsibility coupled with sanctions as an enforce-
ment pyramid (H3) with clear distributional issues (H2). They can be divided
into two categories: those which apply to the Eurozone only and those apply to
the entire EU. The European Semester and the Six Pack apply to all EU member
states, although in practice, it is most relevant to the Eurozone. The Two Pack
applies in practice only to those countries within the Eurozone. The Euro Plus
Pact applies to both the Eurozone and selected countries that have opted to join.
These multiple reforms attempt to increase the responsibility of member states for
retrenching their own finances and managing their own economies in a sustain-
able way. They attempt to do so by installing one layer of increased pressure after
another to demonstrate their commitment to a pre-set list of performance criteria,
and subjecting performance to higher Commission supervision and peer pressure
in the Council.

The first of these innovations was the European Semester, which was launched
in 2011 after its adoption in 2010 (European Commission 2010). It intended
to strengthen the peer review and political commitment of individual member
states to develop and implement National Stability Plans (NSPs — for Eurozone
members) or National Convergence Plans (NCPs — for other EU member states)
and National Reform Plans on an annual basis to the Commission and the Coun-
cil. Those NRPs, NCPs and NSPs would be drafted in the context of an Annual
Growth Survey (AGS) published by the Commission for the entire EU the pre-
ceding November, and discussed in March. It would then be up to the Council
to approve of any country-specific recommendations (CSRs) made by the Com-
mission. Member states present NCPs/NSPs for budgetary policy and National
Reform Plans for structural adjustment policy, competitiveness and employment
in April, for review. The European Semester itself had no sanctions attached to it
if countries chose to deviate from the advice given, however (Heinen 2010). Pro-
gram countries receiving assistance from the EFSF/ESM are subject to a separate
Adjustment Program with a higher degree of obligation and are not included in
the European Semester. The EP consults on employment policy.

Discussions and country-specific recommendations in Brussels during the
first half of the year (the European Semester) would be followed by the National
Semester, from July to December, in which implementation would take priority.
While the Council communication on the European Semester stressed that the EU
intended to improve coordination for the purpose of improving EU competitive-
ness (European Council 2011), the practical emphasis of the Semester was to put
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increased pressure on member states to introduce structural reforms and restrain
their public borrowing. This is underlined by the innovation of introducing ex ante
coordination of national policies with European goals instead of ex post review
(European Council 2011), and the appointment of European Semester officers who
would serve to oversee the national budget process during the National Semester.

The Euro Plus Pact was adopted in March 2011 on the heels of the decision to
introduce the European Semester. Like the Semester, the Pact takes place within
the context of enhanced cooperation within the EU, using the open method of
coordination on a broad range of economic policy goals that are considered
important for improving economic performance, with the ultimate goal of con-
tributing to competitiveness and the sustainability of public finances. The Council
declaration announcing the Pact states that signatories add additional components
to their National Convergence or National Stability Plans, so that the EPP adds
a layer on to the previously existing Broad Economic Policy Guidelines. The
headline goals of the EPP are international competitiveness, employment, sus-
tainability of public finances, financial stability and EU tax policy. Each of these
categories in turn commits the signatories to pursue improved performance in key
components of the headline goals. The competitiveness category requires report-
ing and improvement on productivity, with special attention to unit labour costs,
meaning that wages should only increase to the extent that they have already gen-
erated more economic value in goods and services sold by companies than they
cost. This ensures both improvements in international trade competitiveness and
low inflation. The employment category focusses primarily on structural reforms,
retraining and tax incentives that push people back into the work force who would
otherwise have remained unemployed, and direct them into the most competitive
sectors possible. The public finance category not only includes overall budget
balances, but also long-term challenges to public finance that are well-known in
policy circles but sometimes get little attention by politicians — particularly pen-
sion payments for baby boomers that are due to undermine the solidity of public
finances in the first and second quarters of the 21st century. The financial stability
category commits the participants to push forward on installing and improving on
national resolution mechanisms for failing banks and installing and carrying out
regular stress tests on their banking sectors to ensure a national basis for financial
stability (European Commission 2011). Finally, the tax issue reflected a desire by
several countries to close tax havens within the EU — Austria and Luxembourg —
by ending bank secrecy and thereby improving tax revenue to national govern-
ments once hidden accounts were revealed.

The Euro Plus Pact effectively hardens the aspects of the Europe 2020 program
that apply to sustainable finances and economic management for the countries
that participate. One reasoning is that Europe 2020, like the Lisbon Agenda that
preceded it, provided too much latitude for national governments to commit them-
selves to concrete plans for improving particular policy areas. Another is that like
Lisbon I, from 2000 to 2004, the set of goals in Europe 2020 were too broad and
sometimes post-materialist in nature to provide a clear focus on improving public
governance and economic performance.
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Despite the increased pressure on the EPP signatories to follow through on their
commitments, they were bound only by political agreement rather than legal obli-
gation, and the Pact lacked sanctions for non-compliance. It also lacked specific
mechanisms for dealing with what Germany perceived as the root of financial
instability: macroeconomic imbalances. Those issues would be brought up in EU
negotiations over the course of 2011, and given form in the Six Pack and the Two
Pack in time to be launched in early 2012. The Six Pack and Two Pack, with its
enhanced set of preventive and corrective tools, would then be merged with the
European Semester.

Six Pack, Two Pack and reform of the SGP and EDP

In contrast to demands for a fiscal union based on increased EU borrowing
capacity and a pooling of repayment (Salines et al. 2011), Germany, the Neth-
erlands and Finland pushed a mirror image of that fiscal union to ensure that
national governments would be increasingly compelled to manage their public
finances in a prudent fashion. This meant not only observing the debt and defi-
cit criteria for membership in the single currency, but also committing to fairly
narrowly conceived policies of economic sustainability. The most important of
these was avoiding macroeconomic imbalances that might create economic fra-
gility and unsustainable debt levels without violating the formal criteria of Euro-
zone membership. In practice, this meant that Europe developed new treaties and
mechanisms in the attempt to prevent crises from happening before they could
start. This would not only apply to countries like Greece and Portugal, with their
propensity to run high public sector deficits, but also countries like Ireland and
Spain, which had floated their economies on mountains of private rather than
public debt, and could not repay once the economy showed signs of sustained
weakness.

The ethos of the demands that these three countries supported was to force
responsibility on national governments so that Europe as a whole would not be
called on to step in with resources to prevent a systemic crisis. However, forcing
national governments to change their constitutions, their finance ministries and
their concrete economic management policies was going to be difficult to pass
by the member states. The result is that some reforms were carried out within the
EU, while others were established outside the EU, where more forceful demands
could be made on Eurozone member states. Those demands, once made, would
be difficult for weaker states to refuse without the risk of unleashing a negative
reaction by financial markets, who might surmise that the country would be left
behind in the modest efforts to stabilize the Eurozone (the EFSF and ESM), or fail
to perform, or both.

In terms of substantial policy goals, the Six Pack, which came into force in
December 2011 for all EU member states except the UK, builds on the Euro-
zone’s SGP and the EU’s Broad Economic Policy Guidelines while the Two Pack
builds on the EDP. The Six Pack is therefore intended to prevent the likelihood of
excessive debt and deficit levels, and to punish non-compliance. It generated the
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following innovations to more strongly instil what the Commission saw as prac-
tices of responsible statehood within and outside the Eurozone:

1 Quantitative indicators for medium-term budget objectives (MTOs), as well
as indicators for ‘significant deviations’ (Bouwen 2013: 6) designed to end
the high degree of latitude national governments continued to exploit in lay-
ing out plans for fiscal consolidation.

2 Applying the Excessive Deficit Procedure to debt as well as the deficit bench-
marks for sound finances, with the intent of compelling countries to run
budgetary surpluses, so as to bring down debt-to-GDP levels that had moved
beyond the 60% threshold in most countries over the course of the crisis.

3 Constitutionalizing EU fiscal policy obligations or embedding them in laws
identified as having a ‘durable’ status.

4 New Macroeconomic Imbalances Procedure (prevention and correction).

In addition to the AGS introduced with the European Semester, the Six Pack
introduced a Macroeconomic Imbalances Procedure that replicates reporting and
peer review on deficit and debt levels into the area of macroeconomic imbalances.
This expands the scope of the EU’s surveillance and recommendations to include
key issues of wage levels, housing prices and private-sector borrowing. It also
introduced an Alert Mechanism Report (AMR) highlighting problems within spe-
cific countries for national governments and the Council as a whole to incorporate
into their March deliberations. It also tasks the Commission with generating In-
Depth Reviews (IDRs) of selected problems in particular countries, which would
be issued ahead of the March Council meeting.

5  Gradual financial sanctions up to 0.5% of GDP for SGP violations for Euro-
zone member states. First round is interest-bearing deposit than converts to
fine after continued intransigence.

6  Gradual financial sanctions for MIP violations (failing to take the advice)
(Bouwen 2013: 6)

The most attention-grabbing innovation, however, was the introduction of
Reverse Qualified Majority Voting (RQMYV) in the Council, which means that
warnings and sanctions issued by the Commission would have automatic valid-
ity unless the Council blocked the decision with a Qualified Majority Vote. This
reversed the previous mechanism, one that France had long insisted on since the
beginning of EMU, that only a positive decision by the Council could lead to
warnings and sanctions. The Six Pack is also an important innovation over the
Euro Plus Pact in that it has the binding force of EU law behind it rather than a
simple political agreement facilitated by the Open Method of Cooperation.

Overall, the Six-Pack therefore builds up pressure on the member states that
goes beyond what was originally agreed on for the European Semester, partially
on the basis of what Germany and its close allies had managed to construct in
the EP. It therefore appears that the German strategy of constructing political
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agreements that lack the status of EU law and fail to include some member states
indeed help generate legal changes within the EU at a later date. The results are
significant: national finances and broader economic and social policy are reviewed
by the Commission and by the member states collectively in the Council. A harder
line on macroeconomic orthodoxy is made possible by the institution of RQMYV,
the scope of demands is increased through the development of the MIP, and an
enforcement mechanism is instituted for the Eurozone member states outside the
legal limits of the EU. The developments are compatible with sovereignty, how-
ever, until a national government runs so far behind that it is forced to apply for
a bailout under the European Stability Mechanism. Indeed, both the EPP and the
Six Pack were considered prerequisites by Germany, Finland and the Netherlands
for agreeing to financial contributions to the ESM. The Six Pack attempts to pre-
vent a country from needing such assistance. The Two Pack, on the other hand,
strengthens the legal mechanisms for controlling a country that must turn to the
ESM for help.

The Two Pack, which came into force in May 2013, was designed specifically
for countries falling under ‘enhanced surveillance’ within the EDP, and when a
country has received financial assistance through the ESM: (1) a form of enhanced
surveillance is not specified in the regulation, but the purpose is to prevent conta-
gion of financial stability to the rest of Europe. In this light, specific steps are to
be developed to guide the member states to ‘timely and durable’ reduction of defi-
cits; recommendations are made by the Commission and decided by the Council.
Because the demands may vary from the normal content of the BEPG, the Council
has explicit freedom to make different demands of the state in need of assistance.
(2) Probation: specific steps are to be taken to review national government poli-
cies until 75% or more of the aid disbursed to a Eurozone member state has been
repaid, to ensure they stick with their reform plans. It is therefore designed to
sort out the conditions under which the member states of the Eurozone would be
prepared to grant and disburse aid (Bouwen 2013: 7).

An additional goal of the Two Pack was to try to make surveillance and
demands from the ESM process consistent with EU law. Whether that was suc-
cessful is dubious, given the fact that the ESM process and the TSCG make use
of EU institutions as agents to perform some of the key functions, but were estab-
lished deliberately outside the EU to prevent opponents in the Council and in the
Parliament from blocking their establishment.

Reforms outside the EU

The changes within EMU were conditioned by changes effected outside the EU
that could not be achieved within (H1). The TSCG was proposed by Germany in
May 2010, agreed in principle in the European Council on 9 December 2011 and
signed on 2 March 2012 by 25 EU member states (the UK and Czech Republic
rejected the treaty). It entered into force in December 2012 after Finland ratified
it as the 12th signatory, in accordance with the terms of the treaty. The main engi-
neers were Merkel and Sarkozy.



68 The TSCG and EMU reform

The TSCG commits signatories to move toward a public budget which is in
balance or in surplus (Article 1). A structural deficit of no more than 0.5% GDP
is permitted, which is close to requiring a balanced budget (unless debt is below
60%). In that case, a deficit of 1% of GDP is permitted. This in itself sets the bar
far higher than is the case in the SGP, and poses a problem for countercyclical
macroeconomic steering or crisis. Budget deficits in the United States and UK
after the onset of the financial crisis exceeded 12% of GDP, for example.

What is more striking is the obligation of the signatory states to embed that
budget commitment in their constitutions (Article 2). This takes economic policy
out of the hands of democratically elected governments, and constitutes one of the
elements of German demands that would have proven unacceptable in the context
of the EU. That is also one reason why one might reasonably be sceptical that
German ambitions to merge the TSCG and ESM treaties with the EU are unlikely
to find approval. Another is that non-members of the Eurozone who stand to lose
by signing are not under the same kind of pressure to do so. They may suffer at
the hands of financial markets for a time, but have more flexibility and chances
to rebound.

In addition to constitutional amendments mandating a balanced budget, the
Treaty also mandates the establishment of independent budget offices at the
national level to supervise compliance and progress, reinforced surveillance of
national budget policies through the other member states of the Eurozone, and ex
ante coordination of debt issuance, which means seeking permission to borrow.
For those countries subject to the EDP, the Treaty also gives the other Eurozone
member states a role in determining the conditions that countries under enhanced
surveillance must meet, including structural and other reforms, with wide-reaching
consequences. Moreover, those decisions are based on recommendations from
the European Commission, and subject to reverse qualified majority decisions
on all stages of the EDP, rather than just sanctions, as in the Six Pack. The EDP
and sanction mechanisms are therefore as automatic as possible without doing
away with the involvement of the Council entirely (Ioannou, Leblond & Niemann
2015). On top of these obligations, the TSCG brings in the Commission to report
on and the European Court of Justice to rule on whether a signatory is in breach
of its obligations, and the ECJ to authorize a fine up to 0.1% of GDP for failure to
implement its obligations. Funds flow into the ESM. To date, because the ECJ has
not yet been asked to do such a thing, it is not yet clear whether it would accept
this role. It is clear, however, that there are certain legal problems with asking an
EU institution to perform a task that is requested of it by members of an outside
treaty, particularly if it involves the use of coercion against a state.

The Commission was generally positive about the TSCG with the reasoning
that it was granted a role, and that the problem of illegality will be resolved if the
signatories are successful in having that treaty and the ESM merged with the EU
in the medium term. The Parliament, on the other hand, was been deeply critical
of both the policies and the method of attaining them (Stavridis & Irrera 2015).

The innovations of the TSCG and the ESM were not the end of changes that
Germany planned, however. Linkages between the TSCG’s focus on national
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finance and the other aspects of Banking Union, particularly resolution and bail-
out of failed banks, led German Finance Minister Wolfgang Schiuble to suggest
in March 2014 that the Eurozone could not provide financial stability without the
appointment of a Eurozone finance minister empowered to supervise and direct
key fiscal and banking matters, primarily in the event of an emergency, but also
in cases where it became clear to that person that national economic and financial
policy was coming off the rails, at least by the financial benchmarks of the TSCG.
At the same time, he clarified in Davos that the members of the Eurozone were
sovereign nations with the right to take their own decisions, and that they would
remain so in principle (Schiauble 2014). This combination of benchmarks, inde-
pendence for financially prudent member states and tutelage for the rest confirms
the suspicion that in at least this area of finance, that responsible sovereignty
was the model of relationship between the Eurozone (rather than the EU) and its
member states that the Germans were trying to instil and institutionalize. These
proposals, which in Germany were known as Protocol 14, after a corresponding
protocol in the 2009 Lisbon Treaty, received the support of the Council President,
but not from a significant number of EU member states. In Germany’s view, the
demands made sense that in exchange for the multi-billion German contribution
to the ESM’s budget, the EU would establish a European Finance Minister to
oversee stronger, quantified budget controls on the member states (Der Spiegel
2013). Schauble suggested after the underwhelming reaction a renewal of the pro-
posals after the May 2014 European Parliament elections, and the election of a
new Commission later that year.

Akey defining feature of the TSCG is its status as an international treaty outside
the framework of the other EU treaties. This point was a bone of contention at the
time of its negotiation, its ratification and has been since then, as it makes refer-
ence to EU treaties and makes use of EU institutions, but is not itself an EU treaty.
Had that been the case, then all EU member states would have had to agree to a
change of existing EU treaties in accordance with Article 48 of the TFEU, which
sets out procedures for amending the Treaties. However, faced with UK opposi-
tion to a treaty change, Council President van Rompuy proposed that the Council
be able to agree instead on an amendment of Protocol 12 of the TFEU, after
consultation with the European Parliament and the ECB. Protocol 12 details the
obligations of the signatories on fiscal policy, whether member states of the Euro-
zone or not. This would allow the EU to effect a common political commitment
over the objections of the UK veto.! But since the changes to Protocol 12 were not
in themselves a treaty with legally binding obligations on national governments,
the German government insisted on a separate treaty outside the framework of the
EU’s treaties, so that obligations could have far greater force than what could be
achieved in the compromise-laden context of EU negotiations. The fact that the
TSCG makes use of EU institutions and procedures to impose far more stringent
budgetary conditions than EU treaties themselves allow for is the principal reason
why the treaty has been attacked as illegal (Fischer-Lescano 2014). Another rea-
son is that it effectively splits the EU into signatories and others. From the Ger-
man perspective, however, the procedures of the Six Pack and the Two Pack, the
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involvement of European institutions and the application of peer pressure were
required to add applied pressure to the legal obligations of a treaty. The fact that
Germany was prepared to make such dubious legal demands on the other member
states of the EU in the face of UK resistance to treaty change demonstrates the
keenness with which the German government intended to impose austerity on
other EU member states. The main expectation is that the strongest incentive to
sign and ratify is by countries that need credibility in the face of financial markets,
and that need access to the ESM (Closa 2012).

The German position on the legal dubiousness of the TSCG was mitigated in
its own view, and accepted by the Commission, by virtue of Article 16, which
requires the signatories to attempt to merge the treaty with the EU Treaties within
5 years. It is therefore presented as a temporary measure. However, it would then
have to deal with Article 48, requiring unanimity of all EU member states, and
initiating a UK referendum by virtue of the European Union Act 2011.

German proposals for even more specific policy prescriptions led the Nether-
lands to walk away as a key ally. Micromanagement of national finance was only
acceptable to the Dutch if applied to programme countries, but not countries that
managed their economies within the demands of the TSCG as it already stood
(Escritt 2014). This demonstrates that while German demands led the charge
to establish the foundations of a new European financial order, going it entirely
alone was not considered feasible. The failure of the German Finance Ministry’s
proposal underlines that although Germany can be considered to have great power
status, much more so than any other state, its powers are not extensive enough to
be considered hegemonic.

How voluntary is the choice for retrenchment?

The economic implications of the TSCG are very compelling indeed. They have
such a negative view on public debt that they effectively force states trying to
improve economic growth and development to suppress consumption, prices and
wages and earn money from international trade instead, regardless of what other
claims are made in the context of the EU’s Annual Growth Survey and Country-
Specific Recommendations. While the policy prescription has worked well for
Germany, Japan, China and a selected number of East Asian countries, there are
reasonable questions about the capacity of other states to follow this model. If not,
then the TSCG has the effect of making some countries very much poorer than
they were. Some of that adjustment toward sounder public finance is certainly
healthy and reasonable, but it is also reasonable to ask whether there were condi-
tions surrounding the negotiation of the treaty that amounted to coercion on coun-
tries that have little immediate material interest in signing on to such obligations.
In other words, is competitive deflation a mercantilist strategy that also involves
coercion against other countries to follow and to accept institutional demands of
the strongest country doing so?

The starting point of those conditions lies in the German practice of competitive
deflation (Lapavitsas 2012; Cesaratto 2011). This is a typical German approach
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to economic competitiveness which was relaxed briefly in the mid-2000s before
being resumed from 2005 onward. The German effort involved multiple com-
ponents that may or may not be suitable for other countries, depending on the
production and consumption profile. Export-led economic growth allows the
economy to depress wages and prices without a catastrophic loss of employment
and income. In this context, unemployment insurance benefits can be reduced
to increase the supply of low-cost labour at the margins, deals with unions can
be made to pay new hires at a lower wage than standard employees and for-
eign labour can be imported in non-unionized companies to perform a variety of
tasks previously carried out by more expensive domestic personnel. As a national
economy, Germany also spent less on goods and services from abroad than it sold,
running a strong current account surplus. Where the economy lacks the same level
of export-related income and employment and the ability to run large surpluses,
however, i.e. where the economy relies more heavily on domestic consumption,
wage and price declines generally lead to economic contraction as a whole. This
means that the German model cannot be replicated for Europe (Dullien 2013).

Competitive deflation eventually generates vulnerabilities for the countries that
have not kept pace in pushing down prices and wages. Goldman Sachs’ Chief
European Economist Huw Pill calculated in 2012 that in order to catch up with the
competitive deflation with which they were confronted and restore price competi-
tiveness, program countries like Greece and Portugal would have to reduce prices
by 50%, and direct competitors like France and Spain by 30% in the absence
of significant structural reforms. Those reforms would have to focus on divert-
ing investment and employment away from housing and domestic consumption
(including public sector employment, which he noted in France was still too large)
and toward export markets, as Germany had done. Pill argued that for financial
markets, the key indicator of whether a country’s bonds should be bought or sold
was whether it had good prospects of turning current account deficits into sur-
pluses, based on such reforms, increased price competitiveness and suppressed
domestic demand. France benefits from the fact that investors see the country as
having a similarly low risk default profile to German bonds, but with bonds offer-
ing a higher rate of interest. That sets it apart from the southern periphery, which
offers higher interest rates, but with a higher risk of default (Pill 2012).

The key to delineating whether the intent of coercion is present is whether the
related demands embedded in the TSCG demonstrate concern for consequences
for others, and for the general economic health of Europe, or not. The German
choice views inflation as an evil that should be not only controlled, but in the
context of inflation since the launch of monetary union, reversed with deflation
as a necessary evil to restoring competitiveness. This is explicitly targeted against
the member states that Germany pushed to sign at a moment when saying no
would have unleashed an investment strike on financial markets. This can hardly
be considered voluntary.

As a consequence, the TSCG is strongly tuned to the practices of Germany and
its few allies, with strong exports relative to GDP and low domestic consumption
relative to GDP, in a highly competitive environment. Other countries are not able
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to generate the external sources of employment and economic activity, leading to
a downward spiral. That downward spiral is not ameliorated by the national base
of European fiscal policy, but intensified. This has the effect that the TSCG delib-
erately induces deflation in Southern Europe and other catch-up economies of the
Eurozone, and relies primarily on export-led growth, development and employ-
ment rather than home-grown economic activity. Given the limited capacity of
all EU countries to base their economies on the German model, this points to a
system of governance that extends strong advantages to Germany and a few other
countries with a similar economic profile at the expense of the others. In this
context, there is no utility for consumption-focussed economies in abiding by the
rules voluntarily.

Coercion, order and ratification

The method of Germany getting ratification of moving outside the EU can be
clearly shown to be the result of power politics, imposing commitments against
the will of the other signatories (H1, H3). The TSCG, for all of the restrictive
measures that it forces national governments to impose upon themselves and their
legislatures, allows some room for counter-steering during economic downturns.
It therefore provides them with a significant room for manoeuvre and economic
management. The condition is that it requires them to build up significant reserves
during times of plenty that are then released during downturns. In this way, budg-
ets remain balanced and fiscal demand stimulus remains intact in principle. But
the manner in which demand stimulus is permitted ensures that public borrowing
is not a significant part of the equation. If enforced, the TSCG therefore gener-
ates long-term incentives to not only balance the budget on an annual basis, but
to bring gross public debt significantly below the 60% threshold of the Maastricht
Treaty as a second pillar of fiscal responsibility, and to build a rainy day fund as
the third pillar. This expectation is harder for some countries to meet than others.

The TSCG’s rules put the EU’s weaker economies at a significant disadvan-
tage as they try to manage their economies on a yearly basis, and as those with
significant, chronic budget deficits and debt levels attempt to bring them down
to meet the Treaty’s performance targets. While that requires effort of most EU
governments, it is difficult to see why most of them might agree to such a treaty.
This section outlines the logic that accompanied negotiation and/or ratification in
selected EU member states. It shows that credibility of the country to financial
markets was key to putting pressure on government and parliament to say yes to
the treaty and to ratify it.

Critical, however, is the fact that Germany made access to the ESM’s emer-
gency management funds contingent on signing the TSCG. Markets, in turn, do
not evaluate the creditworthiness and borrowing capacity of a country based on
access to the ESM entirely, but national governments certainly acted as if they
would, based presumably on the strength of commitment to sound finances. We
turn now to demonstrating the strength of the compulsion that governments felt,
including countries not under direct pressure from financial markets.
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France negotiated and ratified the TSCG under two presidents respectively from
opposite sides of the political spectrum, employing different approaches to deal-
ing with German demands, and seeking out different allies in the process. Nicolas
Sarkozy, the conservative President who negotiated for France, officially took the
stance that Germany’s ambitions ought to be broadly supported so that France
could win critical details. These details did not amount to much, however. Thomas
Klau of the European Council on Foreign Relations indicates that Sarkozy, known
for his close stance with German Chancellor Angela Merkel ‘often suppressed his
real personal anger over German positions because of the fear that markets would
treat France as being part of the European south’ (Carnegy & Peel 2012). This
reinforces a statement by Goldman Sachs’ CEO during the ratification process
that France might be as much a worthy target of speculation as any other Southern
European country.

Sarkozy was equally swayed by an overarching matter of viewing the TSCG
at the time it was negotiated in an all-night session of the Heads of State and
Government as an opportunity to force the UK out of Europe by putting a transfer
of sovereignty on the table that was known to be unacceptable (Stephens 2014).

Ratification demonstrated strong, uniform support from the main parties.
Although the conservative Sarkozy government and National Assembly lost
power shortly after the TSCG had been concluded, the successor Socialist gov-
ernment under Francois Hollande submitted the TSCG to the National Assem-
bly for ratification on 19 September 2012 (Assemblée Nationale 2012). Instead
of a constitutional amendment mandating a balanced budget, the bill proposed a
legal amendment introducing automatic budget cuts where required to meet the
commitments of the treaty, much as budget sequestration functions in the United
States in the absence of political agreement on how to cut spending or raise the
debt limit. This choice proved important in defusing critique from Hollande’s own
party that the TSCG violated that right of a democratically elected government
and national assembly to manage fiscal policy (Carnegy & Peel 2012; Assemblée
Nationale 2012: 72-9). Similarly, the method by which the TSCG and European
Semester requirements are incorporated into national law would remain national
questions (Assemblée Nationale 2012b: C2).2

France ratified the TSCG on 9 October 2012 under a socialist National Assem-
bly, with a large majority: 477 to 70 (Lafilliditre 2012). Prime Minister Marc
Ayrault spoke of the need to ratify the treaty to instil confidence of others in
France. The Foreign Minister, who also conducted the report on why France
should sign, emphasized that the Treaty mostly repeated EU agreements in light
of the Eurozone crisis (European Semester, Six Pack, Two Pack), that had been
negotiated with EU institutions and aimed to fulfil France’s other EU commit-
ments, but that since the President of the European Council had been unable to get
all member states to sign, the extra measures had to be established by international
treaty. The government would define a separate law to reduce budget deficits auto-
matically which violate the criteria. The only proposed amendment came from the
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extremist Front Nationale, which suggested that only a referendum could decide
on such constraints on the budgetary power of the National Assembly (Assemblée
Nationale 2012a).

The National Assembly’s basis for voting was established by Representative
Guigou, who chaired a parliamentary review of the treaty (Assemblée Nationale
2012a). The Guigou report starts with the observation that EMU budget rules
had been flouted since 2000, and that macroeconomic imbalances were allowed
to grow out of control in Greece, Ireland, Portugal, Spain and Italy. In addition,
France had performed poorly on public finances, increasing its debt by 45% over
the previous decade. This faster rate of debt growth (other countries had averaged
30%) threatened to damage France’s credibility with financial markets. The treaty
would therefore contribute to financial stability through fiscal stability through
harder commitments to budget reform than previously undertaken. Nevertheless,
the report concludes that the Treaty respects national sovereignty and the right of
national parliaments to determine fiscal policy, with the exception of ensuring a
structurally balanced budget.

However, much of the report underlined that the scrutiny of financial markets
and France’s credibility had been made salient and pressing by German demands
for action. In the context German demands for the TSCG, France had to comply
with those demands and ratify or lose the confidence of financial markets about
the country’s creditworthiness (Assemblée Nationale 2012a: 50—4). In return, Ger-
many would support plans for Banking Union (ibid.: 82—7), and would be open
to the prospect of economic government at the European level (ibid.: 92—-6), in
itself a political mantra of the French political establishment for infusing European
economic policy with more socially-minded objectives and criteria (Assemblée
Nationale 2012c, 2012d, 2012e). The Guigou report saw in this regard an opportu-
nity to reform European economic governance, which faced the reality of uncoor-
dinated competitive deflation on the part of Germany, which was estimated at 20%
in the 2000s, and then effectively imposed it on other states, including France.

The most immediate trade between Germany and France that was underlined
in the conclusions of the Guigou report was that Germany had imposed the TSCG
on other countries as a precondition for making progress in the ESM. In the con-
text of reaching a broader compromise political package on the TSCG, the Euro-
pean Semester and other elements of European economic governance, France
had gotten Germany to support talks on introducing a financial transaction tax,
bank supervision and (as yet undetermined) measures for tackling unemployment,
particularly youth unemployment in the midst of a crisis (Assemblée Nationale
2012a). The opposition conservatives (UMP) unsurprisingly supported ratifica-
tion the TSCG, and the budget law change, as their own president had negotiated
it, and indicated they would have gone even further to introduce a constitutional
amendment rather than implement by normal law. The same is true for the liberal
(UDF) allies of the UMP under Charles de Courson. The bill was only opposed by
the Green party and the far left.

There were consequent debates about what would be included in a structural
deficit and what would not. The debates show that this was not clear at the time of
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ratification. The timing of the TSCG’s hold on French finances was also an impor-
tant consideration in review. The French Senate calculated that in the medium
term, France would have to reduce its deficit to 1% of GDP by 2017 (Sénat 2012).
The Senate underlined that failure to ratify would weaken France in the context
of the Eurozone crisis, particularly as market expectations of a country’s diffi-
culty tend to become self-fulfilling, which would result in dramatic hikes in inter-
est rates, coupled with difficulty securing assistance from the ECB and the ESM
(Sénat 2012: TIIB). The Senate noted that in the case of the ESM and the EFSF,
France had to be involved so that Germany was not expected to bear the main
financial cost alone. While the TSCG could function without France, the cost of
not signing could be catastrophic. In addition to the general negative costs above,
France would suffer damage to its reputation as a country that holds its commit-
ments (Sénat 2012: IIIB). The Senate urged the government to push ahead with
the TSCG’s envisaged Interparliamentary Conference, in which the European
Parliament and National Parliaments would vote on resolutions of EU decisions,
in a format for the Eurogroup as well, and supported by a reinforced COSAC
(Sénat 2012: 1I).

The government’s commitment to budget retrenchment in accordance with the
TSCG proved short-lived, however. The Socialist Party was routed in 2014 munic-
ipal elections based on poor economic performance, leading to the appointment of
anew Prime Minister at a time when Brussels expressed reluctance to grant exten-
sions beyond the two years the country had already been given (Horobin 2014).
The new Prime Minister Valls announced challenges to budget rules in a speech
to the Assemblée Nationale on 8 April 2014 (Lichfield 2014), and a rejection of
austerity. The UMP warned that the price would be France’s humiliation once it
was subjected to controls by Brussels for failing to reach its targets (Gomes Fer-
reira 2014).

Portugal

Portugal was the first country to ratify the TSCG after one day of debate in the
Portuguese legislature on 12 April 2012. The Government, which tabled the bill,
and the President of the Assembly underlined that accepting the golden rule for
balanced budgets and the other demands of Germany was necessary to secure
sorely needed financial assistance from the EU. Three parties voted in favour
(PSD, CDS, PS), and three against, demanding a referendum (PCP, BE, PEV,
Greens) which was rejected (Sic Noticias 2012). The Government added that not
only was the political commitment to balanced budgets required to secure finan-
cial aid for Portugal, but to convince financial markets that there would be no need
to engage in speculation against any country in the Eurozone (Government of
Portugal 2012). Ratification of the TSCG in Portugal was therefore much quicker
than in other countries: almost immediately after the last adjustments were made
to the Treaty in March 2012 (European Parliament 2013). The payoff for Portugal
was confidence of financial market participants, leading to lower interest rates on
government bonds than the 7% that had to be paid during the crisis of 2012. By
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April 2014, interest rates on 10-year bonds had dropped to pre-crisis levels, at
3.7% (Nascimento Rodriguez 2014).

Ireland

The Irish government ratified later than Portugal, despite its precarious position
with financial markets, due to the requirement of holding a referendum. On 31
May 2012, the public approved the TSCG by 60%. That approval was in turn
begrudgingly linked in the referendum campaign to access to bailout funds from
the ESM. In political discourse, that clause had been referred to in Ireland as
Germany’s ‘blackmail clause’. In addition to strengthening conditionality of loans
for access to the ESM, the terms also disappointed much of the Irish political
landscape, which would have preferred to see an end to the austerity imposed on
it by the IMF and the EU after the onset of the financial crisis in 2008. The terms
of the TSCG made that austerity permanent, becoming known in local parlance
as the Austerity Treaty, and therefore unpopular. In Ireland, the perception was
also strong that the clause had been inserted specifically to coerce Irish voters in
a referendum to vote in favour (Waterfield 2012a). The Yes campaign for signing
the ESM treaty warned that if Ireland voted no, the country would be faced with ‘a
Greek-style banking run, a tripling of Ireland’s borrowing costs and would plunge
the country into bankruptcy by 2014’ (Waterfield 2012b).

The Irish government refused some of the demands made on it by the IMF
and EU in 2013 before it exited its assistance program. Finance minister Michael
Noonan decided that spending cuts would be taken at a more moderate pace than
demanded, citing that Ireland could and would not impose more austerity. In
doing so, he cited to Parliament a 1916 Yeats poem recalling the reasons why Ire-
land finally broke from the UK and fought for its independence (Evans-Pritchard
2012).

Spain

Rumours abounded on the day of the Irish referendum that the IMF had prepared
a contingency plan for a Spanish bailout, a rumour that the Spanish government
vigorously denied for a short time until applying for aid (Paris 2012). The Spanish
government tabled the Treaty on 24 May, at the same time it turned to the IMF.
It underlines that it was in Spain’s interest to ratify the agreement quickly, even
accepting the powers of EU institutions because the country had suffered signifi-
cantly from a persistent lack of confidence (by financial markets) since May 2010
in the context of the Eurozone crisis (Congreso de los Diputados 2012a).

In the Spanish case, the legal dubiousness of the TSCG actually facilitated
ratification. Article 93 of the Spanish Constitution permits the government and
Congreso to ratify a treaty by regular law if powers are delegated to an interna-
tional organization or institution. Since Articles 4 and 5 of the TSCG delegate
oversight tasks to the Commission and Council, the Spanish government claimed
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that ratification could proceed by normal law. Had the TSCG remained a purely
international treaty, this would not have been possible.

As with Ireland and Portugal, Spanish ratification took place in the midst of
an interest rate crisis and negotiations with the EU for a bailout. Spain needed to
adopt first, and then ask for more time in principle from the Council. After agree-
ment with the Council in July 2012, interest rates started to decline slightly from
the 7% that most considered the breaking point (Shellock 2012). The Congreso
ratified the Treaty on 21 June 2012 with a very large majority, which also opposed
all tabled amendments (Congreso de los Diputados 2012b).

Italy

Italy negotiated the TSCG under the leadership of the technocrat Mario Monti,
acting as both Prime Minister and Finance Minister, who succeeded Berlusconi in
November 2011. Sweeping austerity measures were introduced in December 2011
as a response to rising interest rates that were overwhelmingly adopted by both
houses of parliament. Monti then announced his intention in July 2012 to leave
Italian politics once the TSCG had been ratified. Although the anti-TSCG and aus-
terity movement found support in the ad hoc candidacy of Beppe Grillo, serious
contenders like left-of-centre Democrat Pier Luigi Bersani to replace Monti went
to great lengths to identify with the ‘responsibility and confidence’ that Monti
embodied in the February 2013 elections (Dinmore & Segreti 2012). While many
of Monti’s austerity measures were politically unpopular, they also helped Italy to
avert even worse disaster in the wake of an investment strike by financial markets,
in which interest rates for government bonds hit 6% and more. Bersani won a
minority government in the election on this platform, but had to make way in talks
with various parties of a grand coalition of left and right for party comrade Enrico
Letta. Although Letta chafed against the TSCG and the other new instruments
of European economic governance which had already been ratified, he proved
powerless to dismantle it until he was ousted by the left wing of his party on 13
February 2014. The new government of Matteo Renzi, although more populist in
tone, focussed on the kind of structural reforms made necessary by the TSCG’s
restrictions on government borrowing.

Czech elections in early 2014 led to a change of government from the Euro-
sceptic conservatives to Europhile social democrats who are prepared to sign the
TSCG as part of a larger strategy to join the euro by 2020. Only an act of Parlia-
ment was required to ratify (Oliver 2014). After the Czech Republic’s accession,
the UK remained the only country outside the TSCG.

Of the countries that originally signed, German ratification took the longest.
Ratification was subject to a constitutional challenge against the ESM to which
the TSCG was tied. The issue of the court case was whether the German govern-
ment had the legal right to commit German funds to the ESM. The Constitutional
Court ruled on 27 September 2012 that the government had the right to make a
tentative agreement, but that it had to be approved by the upper and lower houses
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of the German parliament, and that the German exposure had to be limited to the
capital subscription of 190 billion euros to which it had already signed on. Since
passage in the Bundestag and Bundesrat had already been secured, the full pack-
age could be considered ratified the same day.

Conclusions

The TSCG was designed to pressure the EU national governments to accept
responsible sovereignty as an ordering principle of European politics (H1). It was
established for distributional issues (H2) and was the start of incremental EMU
reform (H3) that included tougher sanctions on defectors and termination of sov-
ereignty for repeat offenders (H3.2). The European Union’s economic govern-
ance framework, and the demands it makes on national economic policy cannot
be properly analyzed in the absence of the TSCG, the manner in which it raises
the fiscal policy bar for member states, and the degree to which the treaty and its
terms were effectively imposed on national parliaments and electorates. Whereas
observers outside the EU process and from Southern Europe promoted the estab-
lishment of a fiscal union early on in the Eurozone crisis, the multitude of meas-
ures introduced inside and outside the EU establishes a control union instead.
The lack of a fiscal union and EU own resources in this context reinforces the
centrality of national government within Europe, but also its responsibility for
ensuring sound finances at all costs. In the context of the Eurozone crisis, this
not only places individual countries in an effectively permanent state of vulner-
ability to pressure from financial markets to meet the TSCG’s targets, it keeps
that vulnerability at a fairly high level for as long as uncertainty about the crisis’s
resolution persists. To the extent that analysis of the European Semester suggests
otherwise, it needs to take the more demanding standards of the TSCG and the
EPP into account.

The intergovernmental nature of reforms surrounding the TSCG, European
Semester is revolutionary, to the extent that the reforms collectively represent
realist institutionalism, generating important institutional innovations that side-
line the EU institutions or use them ‘on a secondary level’. The legal basis was
taken from the Schengen Treaty, which is an IGA to further cooperation in an
area which other countries reject. The German position on economic reforms,
defined by Angela Merkel in 2010 in Bruges, was not to generate additional legal
powers for EU institutions where they did not exist, but to cooperate as Eurozone
member states where collective action was required (Buras 2013). In the absence
of opportunities to work with EU institutions, they have been circumvented, and
by virtue of the harder demands of the TSCG, effectively hollowed out. Whether
Commission attempts to soften the demands of the European Semester (Zeitlin &
Vanhercke 2014) will be successful remain to be seen.

The contrast between Merkel’s Bruges speech and that of Margaret Thatcher
in 1988, and the implications that follow from it, help to differentiate between
the two types of intergovernmentalism harboured by the two leaders, and see
the implications that should be drawn for EU or international relations theory.
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Whereas Thatcher stood on the principle of absolute sovereignty, in which the
UK, like all member states, should have the right to retain ultimate responsibility
for public policy, and to choose freely to which European policies the UK sub-
scribes, Merkel’s project subscribes to the principles of responsible sovereignty,
and divided sovereignty (compatible with the principle of subsidiarity), in which
states enjoy autonomy, but have responsibilities to conduct their public policy
within prescribed limits that are set out in the IGAs and the attendant international
treaties, both within the TFEU and outside it. Whereas Thatcher’s principle of
absolute sovereignty is intended to maximize the insistence that states choose
voluntarily to enter into agreements to their mutual benefit without giving into
coercion (a philosophy not incompatible with Brexit later on), Merkel’s principle
of responsible sovereignty opens the exact opposite possibility. A state that fails
to govern itself responsibly, as set out in the principles of self-sufficiency (over
financial solidarity), sound public finance (over borrowing to catch up) and sound
private finance (over borrowing to catch up) will be subject to outside manage-
ment by its official creditors once financial markets have turned their backs on
them. And in the case of the macroeconomic imbalances procedure, perhaps even
before. Although Germany found itself confronted with a monetary union that
was not to its liking and could not easily extract itself from it or expel those it
wanted out, it did have the capacity to exacerbate an existing crisis and exploit the
weaknesses of other EU member states.

Overall, the case of the TSCG and Eurozone reform generates no evidence of
classical realist collapse under pressure, or neofunctional institution-building that
responds to functional demand and politicized transnational coalitions. Nor do we
see (voluntary) intergovernmental agreement or de novo institutions within the
EU framework. We see instead a German attempt to reconfigure the architecture
of EMU within the context of EU rules, to upload its preferences to others, even
among a subset of like-minded actors (enhanced cooperation) before abandoning
the attempt. It is telling that even a smaller set of countries could not find agree-
ment with Germany on a voluntary basis, and that an opportunistic construction of a
Shadow EU through bricolage and coercion was what Germany reached for instead.

Intergovernmental distribution plays a key role in national positions, but also
entrenched German ideas. The other actors clearly felt coerced into supporting
German demands once the German government discarded the path of compro-
mise and consensus that is central to how the EU was designed to work. Imple-
mentation has been weak, however, suggesting that the practical implications of
signing the TSCG will depend on German discretion.

There are also visible limits to German power. The EU itself could not really
be hijacked as much as Germany wanted. It required allies that may have agreed
with responsible sovereignty within the EU, but disagreed with the methods — at
least within the EU. Those allies with reservations could then only be coerced as
well by moving outside the EU. What has not happened, however, is that those
governments agreed to transpose Shadow EU agreements into the EU itself. It is
therefore unlikely that the EU will simply absorb those non-EU developments as
the German government would like, and as neofunctionalists speculate.



80 The TSCG and EMU reform

Notes

1 The European Union Act 2011 (UK) would have forced the UK to hold a referendum in
the event that the government signed a treaty transferring sovereignty to the EU.

2 In France, the Assemblée Nationale’s European Affairs Committee engages with parlia-
mentarians in March, followed by a vote in May on the government’s annual stability
program. In the National Semester, the Finance Committee engages with the European
Affairs Committee in setting out the rest of the year’s work.
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4 The ESM

Stabilizing the Eurozone without
a fiscal union

To what extent did the EU respond with further integration in response to the EZ
crisis? There was a clear lack of funds in Southern Europe to stabilize banks and
governments. Neofunctionalism would expect more EU institutions and resources
to maintain interdependence. Liberal intergovernmentalism would expect gov-
ernments to support new institutions underlining national obligations and cre-
ating package deals of mutually beneficial, but not conflicting interests. Realist
institutionalism predicts a more radical restructuring of the European institutional
order to better reflect great power interests. In 2011-2012, the key impetus behind
change was the fiscal cliff that cut off Southern sovereigns from financial mar-
kets, coupled with bank insolvencies they could not afford to bail out. Temporary
help from the Eurogroup became permanent in 2012, but focussed on reinforcing
responsible sovereignty rather than instituting a fiscal union or any meaningful
financial transfers. Ultimate control and the overall ordering principles were kept
outside the EU legal order to protect it from legal and political tampering.

This chapter focusses on the ESM as a mechanism established to provide
enforcement of German demands on countries that had been cut off from inter-
national financial markets, in other words to provide the command and control
elements of an enforcement pyramid (H3). It then acquired special rights and
standing within the structure of EMU while remaining deliberately outside the
reach of EU law and institutions and under the effective control of Germany (H1).
The demand for the ESM in broad terms came from the need to ensure a lender
of last resort function for the Eurozone in some form — an innovation with distri-
butional consequences. In the context of a missing fiscal union, national govern-
ments found themselves confronted with the question once the financial crisis
struck of whether to subsidize national banks in order to keep them in business, or
outright nationalize them. Given the limits on national capacity in some countries,
however, concrete proposals were made from a number of quarters to introduce
a common EU fund for bailouts in one form or another. In the absence of a fiscal
union, a European stability fund of some kind could be established to fight fires in
emergencies. But it became clear to the participants early in the game that the cost
of providing an effective bailout fund would be enormous — perhaps exceeding
a trillion euros — and therefore require the financial equivalent of a fiscal union for
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all countries involved. The potential beneficiaries and paymasters were clear, in a
repeat of the divisions over fiscal union in EMU.

In the contest of the Eurozone crisis, the same distributional conflict played
itself out. The main goal of Southern Europe, and of France, was to secure gen-
erous European financial capacity to (1) fight off speculation and self-fulfilling
prophesies about national insolvency, (2) provide a financial shock absorber dur-
ing times of crisis, (3) contribute to orderly resolution of crises with additional
financial firepower and (4) keep the membership of the Eurozone and the degree
of financial interdependence intact. Beyond this, the Commission wanted to (5)
lay the foundation for a restructuring of the European banking market through
increased competition, supervision, mergers and takeovers to proceed with a suit-
able public backstop. This meant a full public backstop in the form of a Euro-
pean budget and treasury bills backed by European taxpayers that would disburse
money as required even before a crisis had erupted, and without international
negotiation. This would alleviate unsustainable burdens for national governments
in the Eurozone unable to provide backstops of their own.

The main goal of Germany and its allies was to (1) prevent contagion and melt-
down from uncontrolled collapses of either banks or sovereigns or both, (2) limit
financial liability for Germany in doing so, (3) simultaneously prevent moral haz-
ard as a result in the banking sector, and (4) address the related issue of what it
viewed as moral hazard in Ireland and Southern European countries, which gen-
erated unsustainable bubbles with cheap money that required significant public
backstops when the bubbles burst. This meant a firewall controlled by creditors
and reinforcing responsible sovereignty rather than a transfer system.

These two camps represented therefore on the one hand a US-style move
toward European bailout mechanisms and fiscal backstops required for them to
work which would engineer international politics out of decision making and
operations, and on the other hand, a reinforcement of national responsibility for
public finances and bank solvency, both as a matter of general principle, and in
the exercise of conditionality by those who would provide the financial assistance
to the recipients.

The implications of the German-led coalition reinforce asymmetries of power
and the reliance of European economic governance within Banking Union on
responsible sovereignty. The previous chapter underlined the difficulties for
national governments in acting as the lender of last resort for their banking sys-
tems. In light of the financial instability caused by a default of a sovereign, this
placed the question of whether to bail out countries and their banks onto the Euro-
pean Agenda. As with fiscal policy, the key issue at stake in European talks over
bailing out sovereigns, and then banks, was who would adjust when states could
no longer foot the bill, and what could be done to sever the negative feedback loop
between states and sovereigns.

This chapter walks the reader through the following options and initiatives, as
well as the outcome of EU negotiations, coupled with an assessment of how actors
shaped events. It then draws conclusions about how closely the findings reflect
the hypotheses regarding responsible sovereignty outlined in Chapter 2. Based on
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those hypotheses, we might expect one of three outcomes at the European level:
no solution (in which national bank collapses fall entirely in the hands of national
governments, regardless of their capacity to bear the burden) (possible under
intergovernmentalism); supranationalism designed to adjust by using a relatively
accommodating monetary and fiscal policy (a European bailout fund serving as a
public backstop to national governments) (under neofunctionalism), or reinforced
national sovereignty that adjusts to crises by providing minimal European assis-
tance in combination with deleveraging (shrinking banking sectors) and deflation
(budget retrenchment) (realist institutionalism).

National bailouts

The European Commission accepted national bailouts and state aid as a lender of
last resort function at the beginning of the GFC. It released proposals afterward for
supranational powers and funds, supported by other international and European
actors, which failed to materialize due to German, Dutch and Finnish opposition.
In 2008, as the financial crisis hit the UK and Ireland and then the rest of the Euro-
pean Union, public backstops for insolvent banks were national in nature. Without
any sizeable budget at the European level, and without any European powers to
become involved in the support of banks, the only available mechanism was for
national governments to serve as the lender of last resort for their own national
banks. European Competition Commissioner Nellie Kroes supported calls from
national governments to provide such aid by issuing a Block Exemption, a general
permission for state intervention. They do not discriminate between banks on the
basis of nationality and would have to be repaid quickly enough to avoid market
distortions. They also could not be used for interbank takeovers, but otherwise the
Commission viewed financial assistance to banks as a necessary evil in the inter-
est of financial stability.

The block exemption also required national governments to seek permission
from the European Commission, but provided a high degree of legal certainty that
approval would be forthcoming, allowing governments to act quickly. In some
cases, the Commission attached conditions to the aid that could be followed up on
afterward, such as the sale of a bank’s business unit, if it were involved in provid-
ing other financial services, but this did not put the provision of state aid for banks
into question.

Concerns were present that without all countries withdrawing state aid at
the same time, or on the same schedule, that an uneven playing field would be
established in which state-owned or supported banks from one country would be
able to buy up banking units from other countries that had bitten the bullet and
re-privatized or repaid their borrowed capital. This fear was particularly strong
amongst the developed, capital-rich countries of Western Europe, as evidenced
in the orchestrated takeover of ABN AMRO by a consortium of banks. Kroes
accordingly reminded national authorities that they would have to draw up an exit
strategy for ensuring that banks paid back the state aid they received. In practice,
this meant waiting for the moment when the economy had sufficiently recovered
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from the effects of the financial crisis to ensure that banks were capable of paying
back the aid without collapsing. The first review was scheduled for 2011, and as
the European economy continued to not only stagnate but worsen in the context
of the Eurozone crisis, the Commission found it had no choice but to delay the
demand for an exit and to review again in 2013. In 2013, although the intensity of
the period between 2010 and 2012 for the Eurozone had subsided, both economy
and banking system experienced such downward movement and instability that
neither national governments nor the Commission were actively drawing up a
separation of banks from sovereigns. That job would require the establishment of
resolution systems to handle collapses once the state stood back, and the introduc-
tion of some sort of European banking supervision which would hopefully gener-
ate some clarity about how much financial assistance Europe’s zombie banks still
required.

At the moment of the 2013 review, those political deals and legal packages had
not yet been made, so that national governments remained responsible for provid-
ing the public backstop for their own banking sectors. This effectively froze the
banking market, promoting a long-term renationalization of banking, as banks
adjusted to the reality that they would have to rely on national, not European
resources in their final hour of need (Epstein 2017). This calculus prevailed after
the ESM had been established, underlining that the ESM as a bailout mechanism
reinforced national responsibility for financial stability.

The result of continued national responsibility for financial stability in banking
and for the Eurozone is the undersupply of a public backstop in some countries
more than others. Countries with stronger borrowing capacity on financial mar-
kets could avoid financial distress and calls to share resources, while those with
more fragile economies and weak borrowing capacity faced an inability to shore
up their financial systems. The assets of national banks soon became liabilities
(Epstein 2014) that could no longer be borne. However, in terms of the most
important limits on borrowing for sovereigns, the most important restrictions
proved not to be public governance rules, but the judgement of financial markets.
Whereas the Southern European coalition sought a bailout mechanism that would
break this reliance on financial markets for the weakest members of the Eurozone,
the German-led coalition sought precisely the opposite, reinforcing Southern vul-
nerability. National governments would be forced into responsibility to the great-
est extent possible, along with private actors — a pattern that is discussed at length
as follows. It was then followed up in steps that led to the ESM’s establishment.
The first precedent for this line of attack was established with Ireland. In 2008
the ECB and Ireland’s fellow member states, led by Germany, forced Ireland to
issue state aid on its own to take on 60 billion euros of bank liabilities in order to
prevent a Eurozone-wide financial collapse (Evans-Pritchard 2012).

Stability bonds and the bazooka

Given Ireland’s enormous exposure, it is unsurprising that it strongly favoured the
establishment of a European bailout mechanism that would provide assistance to



The ESM 87

both banks and sovereigns in distress. Those same hopes and expectations were
shared by other states in Southern Europe, who found themselves subject to the
strongest economic declines in the EU, and then to the strongest pressure on the
solvency of their banking systems.

With broad Southern and Irish support, the Commission floated the notion of
common debt to pay for a larger stability fund in 2011. It issued a Green Paper
on Stability Bonds in 2011 (European Commission 2011). The proposal went
nowhere and the consultation website was taken down. Italy and France also tried
unsuccessfully to lobby Germany together to provide more financial firepower in
the fund in mid-2012 (Elliott & Smith 2012). While Germany remained restrictive
on overall funding levels, it did not take the extreme position within its coalition.
The Netherlands and Finland opposed any provisions allowing the ESM to pur-
chase government debt on either primary or secondary markets (Armitstead 2012).

France, meanwhile, found itself so vulnerable to the prospect of speculation
at the hands of financial markets that it sided with its southern neighbours and
enlisted international help in the attempt to make its case to Germany. Italy had
been subject to financial market speculation in the fall and winter of 2011 that
had seen interest rates rise to unsustainable levels. Although part of the response
had to come from the Italian government itself, the IMF underlined that it could
only be part of the solution, since deterrent capacity of a firewall capable of keep-
ing all of the Eurozone’s member states inside would remain a necessity if the cur-
rency bloc were to protect itself from the prospect of speculation ripping it apart.

In that light the IMF (Lagarde) urged the establishment of a firewall in Janu-
ary 2012 that went significantly beyond 500 billion euros, and for the introduction
of Eurobonds or mutualized debt. The size would be required to not only provide
support for small countries like Greece, which was in acute distress at the time,
but larger countries like Spain and Italy (Traynor 2012). The United States fol-
lowed up on that suggestion promptly in February 2012, and at regular intervals
afterward. In February, US Secretary of the Treasury Timothy Geithner, seeking
to move Europeans to sort out their crisis, argued that Europe’s agreement to
establish a small emergency bailout fund in 2010 was insufficient, and that the
interest rate speculation running rampant in Southern Europe in late 2011 and
2012 required a bazooka in order to deter financial markets from speculating on
national default (Blackden 2012).

After the IMF and the US came the OECD in March through May 2012, OECD
Chief Economist Pier Carlo Padoan referred to funds as a firewall and urged a sig-
nificant increase (Deen & Sterns 2012). General Secretary Angel Gurria pressed
further that the fund should have 1 trillion euros, to constitute ‘The mother of all
firewalls’ (Emmott 2012). Meanwhile, Germany insisted that a fund could not
exceed half that amount. In that context, the European Commissioner Olli Rehn
refused to comment on Gurria’s proposal, citing that talks were under way with
the member states (Kanter & Eddy 2012). But as Europe failed to deliver on
these expectations, the World Bank weighed in as well, underlining that failure
to do so could unleash a new global financial crisis, a ‘Lehman moment’ (Elliott,
Smith & Kollewe 2012) for which Europe would be responsible. In 2014, the
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United States government repeated concerns that the public backstops in place
were woefully insufficient, taking into account the resources available to the
Eurozone’s weaker links. This political advocacy came after lobbying by a group
of leading EU economists, which had argued as early as 2009 for such meas-
ures in an open letter calling for public measures to restore liquidity to financial
markets, restoring securitization and reducing leverage in the EU banking sector
simultaneously (Alesina et al. 2008). A common financial facility would help
achieve the first goal.

EFSF and ESM

The EFSF and ESM are innovations outside the EU to uphold interdependence
on German terms (H1, 2) and to augment German leverage over others in making
and enforcing demands on others through the Eurogroup (H3). The EFSF was
established by the Eurozone member states in May 2010 as the Eurozone crisis
gathered steam. It was intended in the first instance to provide assistance to the
governments of Ireland and of Greece in the context of the European economic
downturn. It was then later extended to cover Portugal as well.

From the beginning, the potential recipient states and the donor states har-
boured differing views regarding the terms of financial assistance, and whether
the EFSF ought to be an open-ended arrangement with an indefinite mandate. The
EFSF was established outside the European Union as a private company regis-
tered in Luxembourg and owned and operated for the member states that supplied
its capital. On the insistence of the German government and parliament (European
Parliament Research Service 2014), the EFSF was depicted as a special purpose
vehicle that would be wound up once the crisis for the Eurozone had been con-
tained. In practice, this meant reaching a point where program countries receiving
financial assistance could borrow money on capital markets again at reasonable
interest rates.

The EFSF was established quickly after the May 2010 Council decision, on 7
June 2010. It provided for direct assistance to national governments, precaution-
ary facilities and facilities to purchase bonds of sovereigns. Purchases on primary
markets were to take place in conjunction with direct intervention, and on second-
ary markets on the basis of ECB advice (EFSF 2011). The EFSF modus operandi
was first to have negotiations among the countries paying into the fund. Then
on the request of a country for assistance, the EFSF signs a Financial Assistance
Facility Agreement with the country involved that sets out the terms and condi-
tions of the assistance. These terms and conditions can be amended.

Germany’s reluctant decision to support a permanent ESM to replace the EFSF
came at the end of 2010, after it had become apparent that financial markets
expected the program countries to collapse again once the assistance had been
withdrawn (Dyson 2016). This could be seen in persistently high interest rates
demanded for loans to those countries in private markets, which the governments
could not afford. The political agreement in December 2010 left terms and condi-
tions unclear beyond the expectation that assistance would come in the form of
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loans, and that conditionality would be demanded in exchange, with a focus on
overhauling public finances of the recipient countries.

In practice, both the ESM Treaty itself, and the political circumstances of rati-
fying it changed several times afterward, putting the substance of the treaty and
conditions on assistance into doubt, as well as whether the most powerful country
in the arrangement would allow it to go ahead at all. It is important to review
those developments in the context of describing the ESM, for they determined
the shape. What one sees is that Germany agreed to the ESM as a measure of
political and economic necessity, but rejected measures that would see the fund
transformed into an unofficial fiscal union. That would have happened if aid were
made available as transfers rather than loans, if the terms of repayment were
relaxed sufficiently that repayment was called into question or if the quantity was
increased so strongly that potential recipients viewed high levels of borrowing as
politically feasible, regardless of the capacity to repay. One element that could
have led to this was the capacity of the ESM to issue bonds for which the member
states would be collectively liable.

The ESM Treaty was signed on 11 July 2011, and then again in a new form on
2 February 2012, incorporating new political agreements and technical improve-
ments decided up to and including December 2011. ESM treaty terms were that it
would enter into force when 12 countries had ratified.

In the words of the European Parliament:

Those decisions aimed at improving the effectiveness and flexibility of the
mechanism, providing for new financing tools similar to those of the EFSF,
more flexible pricing of financial aid, timing of the capital contributions,
urgency decision-making procedures and finally, a conditionality link to the
Treaty on Stability Coordination and Governance.

(European Parliament 2013)

The events of October and December 2011 leading to a revision of the ESM
Treaty revolved around the question of how much aid could be provided and under
what conditions. Whereas the earlier agreements had been made to deal with the
relatively small economies of Ireland, Greece and Portugal, Italy had come under
direct pressure by financial markets in the fall of 2011. This changed the scenario
for the ESM from having to deal with small bailouts to the prospect of dealing
with large ones. This again raised the question of whether the member states were
willing to provide enough capital to combat the prospect of a sovereign default in
a large country — a fund of money with which the Eurozone could either prevent
a country from going bankrupt, or prevent a bankrupt country from initiating a
domino effect that would bring down the rest of Europe with it. The options avail-
able for such a large fund acquired various names according to the details of the
option: a bailout mechanism, Eurobonds, a bazooka and a firewall.

These negotiations took place between the governments of Germany, France, the
United States and Greece, which had been granted financial assistance in 2010 from
the Eurogroup through the EFSF. It also involved to a lesser degree the member
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states of the Eurozone as actors who would have to accept whatever arrangements
were made, plus the Presidents of the European Council and the European Com-
mission, who played more direct supporting roles in the negotiations.

By the end of 2010, the reality of interest rate hikes in Europe had already
convinced Germany along with the rest of the member states that some form of
financial assistance would be required to prevent financial contagion in an inter-
dependent Europe, and that it would have to be in place indefinitely. The option
of doing nothing was therefore already off the table in 2011. Negotiations in 2011
revolved around two issues: the level of money that would be made available and
the extent of conditions that would be delivered on in return.

The most pressing distributional disagreement over the ESM revolved around
the level of assistance. Three countries — Germany, backed by Finland and the
Netherlands — remained adamant that the level should remain as low as possible
and that conditionality should be high to ensure that recipients would bear the
greatest possible cost of adjustment to debt and deficit levels (Martin & O’Donnell
2013). In this context, German finance minister Wolfgang Schéuble opened up the
possibility of forcing Greece out of the euro (Salmon 2012), with the implica-
tion that EFSF/ESM funds and deterrent capacity could be devoted to protecting
other countries more likely to survive an onslaught by financial markets. At the
same time, the level of funds provided by the ESM could be kept relatively small.
Although Greece could not legally be forced out of the Eurozone, the terms of
assistance, if any were forthcoming at all, could easily make membership feasible
or not. During the Cannes summit, Greece was already undergoing an economic
and political meltdown. A bank run was underway in Greece that had only been
contained by the ECB shipping cash into the country on a daily basis, in an effort
to prevent panic. This took place in the context of Greek parliamentary elections
in which Eurosceptic parties were expected to win significant support and scuttle
the existing EFSF bailout deal from the EU and IMF. While the parties wanted to
remain in the euro and receive transfers, they rejected the conditionality and the
deflationary consequences that came with them.

France, Ireland, Southern Europe, the United States and a host of international
organizations took the opposite tack — that only a massive fund could contain the
true nature of the problem —which was not only about national economic manage-
ment, but about fending off speculation by financial markets on sovereign debt
(Evans-Pritchard 2014). Accordingly, all of them had lower expectations on con-
ditionality for funds, if they had any at all. They also viewed pushing Greece out
of the Eurozone as undesirable, even though France was willing to support the
idea of a Grexit with Germany, to push Greece to rescind its demands on the terms
of EFSF assistance.

In the absence of German willingness to foot the bill for such transfers or enter-
tain Eurobonds, however, the contingency plan if Greece rejected the terms of its
bailout was to prepare for the country to leave the Eurozone, willingly or unwill-
ingly. Peter Spiegel (2014b) reports that the European Commission, the ECB,
IMF and the Euro Working Group started on Plan Z in January 2012, which would
set out the details for such an exit. In this process, it became clear to the ECB that
a transition would be very difficult.
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Germany also showed a willingness to use coercion to enforce demands. Greek
elections on 6 May 2012 saw gains for Eurosceptic parties that rejected condition-
ality and repayment (New Dawn on the fascist right and Syriza on the left). This
was already apparent before the election happened, leading France and Germany
to warn political parties that they expected any government to respect conditions
attached to loans. In the aftermath of the election, that pressure was repeated, but
Greece remained divided. Germany split internally between what Spiegel (2014b)
reports was called the infected leg camp, which advocated responding to Greek
intransigence by ejecting it from the Eurozone thereby encouraging other coun-
tries to redouble their commitment to conditionality; and the domino camp that
advocated supporting Greece financially lest it descend into uncontrolled default
and unleash a chain reaction of sovereign defaults and national economic col-
lapses. Merkel eventually chose in October 2012 after months of deliberation not
to push Greece out due to uncertainty over the consequences, though this was not
communicated to Greece, lest it reduce the leverage of the ESM (Spiegel 2014Db).

Nevertheless, securing Greek commitment to ESM/Eurogroup conditionality
proved extremely difficult. Problematic for the ESM was also the fact that one of
its key recipients proved to be able to commit to the conditionality terms with great
difficulty. Commission President Barroso finally convinced Samaras (Greece) not
to ask for new concessions in November 2012, a full 6 months after the elec-
tion. With that agreement in place, German concerns about moral hazard could
be put to rest, and a new disbursement of Greece’s bailout paid (Spiegel 2014).
However, details of the plan later showed that the Eurogroup had indeed made
concessions to Greece in the form of partially suspended interest payments for
10 years, giving more time to repay. In return they accepted a highly conditional
slicing up of assistance into tranches that would effectively bind future govern-
ments to Troika oversight (Neuger, Bodoni & Stearns 2012). As part of a pattern
of negotiations between the Eurogroup and Greece that would extend through
2015, the Eurogroup apparently sought both signs and mechanisms of control
over the Greek government before relaxing conditions. It was an important politi-
cal point for Germany, Finland and the Netherlands that the debt restructuring nei-
ther amounted to debt relief nor new loans beyond what had already been made,
but simply an alteration of the conditions. This is both different from other cases
in that it offered more concessions to Greece and imposed more control.

With this, the ESM could proceed in practice with Greece as part of the euro.
However, it raised new questions over the level of funding that the ESM required.
That was visible in German ratification, discussed as follows, and in devising
bank resolution mechanisms (discussed in Chapter 6) that kept bailout sums and
ESM funds required low.

Bank recapitalization

Direct negotiations to amend the ESM started even before it had been inaugu-
rated, however. As before, the size of the fund was the most important issue.
A secondary issue was whether ESM funds could be used to directly recapital-
ize banks rather than sovereigns. This latter issue was raised in June 2012 by



92  The ESM

Spain, which needed money to prop up its banks but could no longer borrow
from financial markets, and otherwise feared the stigma of requesting assistance
from the ESM. The Spanish government emphasized that banks, not the govern-
ment, needed loans. In this context, in which a large country faced economic col-
lapse, and then public insolvency as a consequence, Germany and the other ESM
members approved using funds to recapitalize banks, provided that the guarantor
was the Spanish state, or state agency (European Parliamentary Research Service
2014). This allowed both sides to stick to their principles.

The compromise demonstrated again that within the German-led camp, Ger-
many had a clear capacity to get what it wanted based on its own calculations,
which underlines the power of the single government rather than a collection of
countries. Two German allies, the Netherlands and Finland, were unhappy with
German willingness to make ESM funds available for bank recapitalization.
Dutch MP Madelaar underlined that those terms had been inserted after the Coun-
cil agreement, while the Dutch parliament was still considering ratification. In
this context, however, Council President Herman van Rompuy pointed out that
individual countries like the Netherlands could do nothing to stop the develop-
ment (Lynch 2012).

However, these countries fully supported Germany’s intention to use the ESM
as a firewall rather than a public backstop. Eurogroup President Dijsselbloem of
the Netherlands underlined that banks, then investors, and then national govern-
ments would have to deal with the risk of bank failure without calling on the ESM:

Strengthen your banks, fix your balance sheets and realise that if a bank gets in
trouble, the response will no longer automatically be that we’ll come and take
away your problem. We’re going to push them back. . . . You deal with them.

(Baker 2013)

This position was tested to the breaking point during the Greek crisis of 2015,
when the Greek Finance Minister Varoufakis attempted to convince his Euro-
group colleagues to alleviate the country’s public sector debt burden by extending
bond maturities and reducing interest rates by transferring EFSF loans to the ESM
at better conditions (Alderman 2015). Instead, Germany effectively defended
responsible sovereignty by raising Greece’s forced departure from the Eurozone
as an alternative (Spiegel Online 2015).

Size

The Spanish compromise left the question of the ESM’s resources unanswered,
however. Renewed debate ensued regarding whether Eurobonds should be issued
or not. For all practical purposes, Germany, the Netherlands and Finland success-
fully won their position against the pressure of the other Eurozone member states.
The ESM can issue bonds of its own (EFSF 2014), but these are not the same as
Eurobonds, which are mutualized debt that falls back directly on the treasuries
of the Eurozone member states as the Commission had proposed, and French
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President Macron would propose and German Chancellor Merkel would reject
anew in 2017 (Karnitschnig 2017).

The issue proved to be the main object of disagreement again from Septem-
ber 2013 onward during intergovernmental talks on resolution, which led pro-
ponents of Eurobonds to bring up a re-opening of the ESM Treaty. Germany
opposed changes that would allow the ESM to be expanded with Eurobonds. Ger-
man domestic party opposition was strong on both sides of the political spectrum,
and secured in advance before talks (Cermak 2013a).

Speaking at a Bundesbank symposium on financial stability in February 2014,
Schauble underlined that Germany opposed any move to amend the ESM treaty
so that Eurobonds could be issued. Doing so would reduce the pressure on
national governments to balance their budgets on the basis of their own efforts and
resources, and was therefore out of the question. Nor should the ECB be looked
at to restore growth. Instead structural reforms and international competitiveness
would have to be the focus of national economic policy (Market News Interna-
tional 2014; Bundesministerium der Finanzen 2014).

Similarly, Germany opposed the retroactive use of ESM funds to help Ireland
reduce the cost of its own bailout in 2008, by lowering the interest payments and
extending the payment schedule of its debt portfolio. An Irish negotiator for the
treaty claims that the June 2012 negotiations over ESM provided a commitment
to use some of the money to clear up the state guarantees for Irish banks, in rec-
ognition of the burden of guarantee that Ireland had been forced into assuming
in 2008, but that the promises were reneged on when Germany insisted later that
it would assume no responsibility for legacy assets, i.e. that existed before the
ESM’s launch (Evans-Pritchard 2012). This turn-around on the part of Germany
ensured that restrictions on further financial commitments, both legal and in pub-
lic opinion, discussed as follows, were respected.

The consequences of establishing the ESM as a firewall rather than a bailout
mechanism can be seen in the case of Ireland, which was forced to redouble finan-
cial self-reliance. The country increased capital buffers of about 25 billion euros
in 2013 (managed by the National Treasury Management Agency) as the way to
provide for ongoing financial stability after exiting the internationally organized
bailout. In doing so, it not only distanced itself from the ESM but from eligibil-
ity for support from the ECB’s OMT (outright monetary transactions) program
(Telegraph 2013). In this way, Ireland largely replicates the behaviour of more
successful East Asian countries after the 1997 financial crisis.

Finally, the manner in which the ESM was employed to deal with the meltdown
of Cyprus demonstrated that the limits in size are robust enough to withstand enor-
mous political pressure in a crisis. Bailouts are not automatic, and not calibrated
to the needs of keeping banks or existing public sector borrowing requirements
afloat. As the Cyprus case showed, they may also be insufficient to prevent a
meltdown of the financial system. The consequences are significant evidence of
the strong intention of the German-led coalition to limit costs, regardless of the
negative circumstances for financial stability. In the Cyprus case, it was necessary
to suspend capital mobility (Grabel 2015) and ration the supply of money being
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disbursed from banks. Money rationing, by which depositors were limited to with-
drawals of 300 euros per day, were introduced during the Cypriot bank crisis and
only lifted at the beginning of April 2014. The prohibition on exporting euros from
Cyprus was instituted to prevent Cypriots and other depositors from bleeding the
banking system and the national economy dry simultaneously. This is a serious
intervention that effectively creates two separate euros with an increasing poten-
tial for differing exchange rates the longer the capital barriers are upheld. Those
capital barriers remained in place until April 2015.

In preparation for buttressing the finances of Greece and other countries, the
ESM was inaugurated on 8 October 2012 with a capital base of 700 billion euros,
of which 80 billion euros were paid up front, and a total of 500 from the EU and
200 from the IMF. ESM capital subscriptions are greatest for Germany and France,
with 27 and 20% of the ESM’s capital respectively, followed by 18 and 12% for
Italy and Spain, nearly 6% for the Netherlands, and 3% or less for all other Euro-
zone member states. The ESM is set up so that binding decisions are taken by the
Board using weighted votes. As a 25% blocking minority is in place, only Germany
has a veto on disbursement. Curious is that Luxembourg, Cyprus and Austria, three
countries with large banking systems (at the time Cyprus had not yet undergone its
crisis), have low contributions at 0.2, 0.1 and 2.7% respectively. Drawing on assis-
tance from the ESM requires that the applicant country is a signatory of the TSCG
as of 1 March 2013. This reinforces the intent to ensure that national responsibility
for public finances is both accepted and delivered on for recipients.

Conditionality and control: enhanced surveillance
for countries with EFSF/ESM assistance

ESM initiated changes to EMU that incorporated a full enforcement pyramid,
complete with procedures to manage deviant states, known as program countries
(H3.2). Budget retrenchment was a general quid pro quo for creditor countries to
provide financial assistance through the EFSF and the ESM. This is the background
for the TSCG, which was concluded within a month of the ESM Treaty and which
the ESM Treaty demands a country ratify before it qualifies for consideration of
ESM financial assistance, whether real or provisional stand-by arrangements. That
treaty obligation to balance the budget places limits on the capacity of government
to act as a lender of last resort for banks, and makes it likely that a country will fall
very early under stewardship of the Two Pack if it attempts to do so.

A consequence over the medium term is that banks, particularly in the Euro-
zone’s southern periphery, will eventually have to deleverage, probably by reduc-
ing their balance sheets, to the extent that national borrowing capacity is sufficient
to handle lender of last resort functions without help from other EU member
states. Sarcinelli (2012) underlines the link between the size of the banking sector
as a percentage of GDP and the likelihood of catastrophic financial crisis — as seen
in Iceland and Cyprus (and Ireland).

Whereas collective action at the European level on Banking Union provides
financial stability that is superior to that provided by national governments, EMU



The ESM 95

reform in 2012 is designed to restrict the liability of creditor states for the debts of
debtor states, and to minimize any room for what creditor countries see as moral
hazard. Consequently, the ESM’s involvement in the Bankia bailout of 2012 in
Spain was constructed deliberately to reinforce the Spanish state’s responsibility
to repay, because otherwise, it would have been fiscal union through the back
door. This was still insufficient to prevent revolt in the scientific, legal, economic
(Dettmer et al. 2012) and political communities in Germany. The creditor coun-
tries rejected fiscal union from the early 1990s onward, and the fiscal compact of
2012 reinforces that demand.

The terms of ESM reforms to funnel funds into bank guarantees placed further
controls by creditor countries on the use of those funds, and underlined an inter-
governmental logic outside EU structures. The EFSF and the ESM, which took
over from the EFSF in July 2013, remain outside the EU treaties and function
and take decisions in the same way that the IMF does, according to international
law. Care was taken to ensure that the funds only purchase assets on secondary
markets, (thereby preserving Article 123 TFEU’s prohibition on the monetization
of debt), and to provide legal security for extraordinary measures to ensure the
stability of the Eurozone (amendments to Article 136) (Milano Finanza 2012).

The capacity of Germany to impose conditionality on target countries depends on
whether they need financial assistance, however. While conditionality was central
to the relationship between program countries and the Eurozone, it remained much
more controversial for other member states. Otherwise more than willing to support
the German position on economic reform, the Netherlands reportedly threatened to
leave the euro rather than accept German demands for contractual obligations on
the member states to not only balance budgets, but undertake specific economic
policy reforms (Escritt 2014). It was certainly not the only country that might have
had difficulties with the proposal. On this matter, unlike for the issue of using ESM
funds for bank recapitalization, the German government backed off.

In exchange for allowing ESM funds to go to banks rather than governments,
Germany demanded that EU decisions to release those funds be subject to a three-
fold form of security that would ensure the ESM would very rarely be used. It
also wanted the fund to remain as small as possible while remaining sufficient to
avoid disaster. Loans would be extended by individual member states, who would
then hold debt seniority (to be paid first in the event of liquidation instead of
other, particularly private creditors), and a double unanimous vote of the member
states would be required to release money from the fund. Even then, the budget
committee of the German Parliament announced it would question the terms in
ratification, and the opposition would challenge it (Deutscher Bundestag 2012).
Regarding to quantity of input, EFSF/ESM loans are not intended to reduce debt
primarily, but to stabilize markets, allowing countries to weather herd behavior in
a storm. In the end, the moneys agreed were not even sufficient to cover German
holdings in Spanish debt that had lost all market value (Gore & Roy 2012).

By ‘sufficient to avoid disaster’, the above paragraph only refers to the capacity
to avoid disaster provided national governments remain conservative and prudent in
their financial obligations, and that national banking sectors also voluntarily reduce
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their activities, to ensure that they are not severely exposed to risks of non-performing
loans. In this sense, Ireland again shows by its behavior that following the East
Asian model of self-reliance is not only the intent of keeping the ESM so small, but
the long-term consequence for banks and governments of such a small fund.

Given the unrelenting position of Germany, the Netherlands and Finland,
countries in need of financial assistance had little choice but to accept German
demands and sign the treaty without achieving any of their core demands. They
did so to prevent speculative attacks by financial markets on rogue debtor states,
but also sought (unsuccessfully) relaxed conditionality.

The key factor reinforcing national responses is therefore material incen-
tives — the question of who pays — further buttressed by German attempts to fur-
ther entrench the principle of national responsibilities that are already present in
the EMU architecture. Banking Union and the TSCG therefore do not do away
with distributional conflicts or reduce the transaction costs of restructuring and
recapitalization for the weakest links in the European economy. Assuming that
national governments and the EU ‘collectively’ continue to save banks rather than
euthanize (some of) them (and there is no stomach within the Commission for
allowing the latter to happen), a Banking Union with a backstop would cost enor-
mous amounts of cash up front and bank guarantees later that might/probably will
become real liabilities. Creditor countries that reject fiscal union and Eurobonds
would be saddled with new financial demands, which they also reject.

Ratification

The ECJ

The agreement on the ESM displays strong elements of extra-EU international
agreement outlined above that were accepted and confirmed by the ECJ on 27
November 2012. Until that moment, the ability of the EU to make use and refer-
ence to the ESM in the context of European legislation was cast in doubt. The first
point of observation regarding the ESM’s intergovernmental nature deals with
the fast-tack treaty change to the TFEU in which the Council, and the Council
alone, declared the ESM in conformity with EU law, to protect it against legal
challenges. The amendment of the TFEU as a core EU treaty was the first to
be undertaken under new provisions made possible in the Lisbon Treaty, which
allows clarifications that do not create new powers. In the Pringle case, initiated
by an Irish national and Member of Parliament who wanted to have the ESM
declared illegal for both violating EU treaty provisions and evading democratic
control that would take place within the EU, the ECJ found that this was the case
and upheld thereby the legality of involving the ESM in bailout and resolution
matters. In a double rarity, the ECJ accelerated the processing of the Pringle case
and met as a full court of 27 judges (Kingston 2013). The ECJ confirmed that
national governments had the right to establish their own treaty and mechanism
to ensure financial stability in Europe (De Witte & Beukers 2013). It ruled further
that because the ESM applied strict conditionality to financial assistance, that it
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did not violate the no bailout clause of the articles governing EMU. The ECJ also
approved of the Council’s action to amend Article 136(3) via the simplified pro-
cedure to reflect that agreement in Council Decision 2011/199. Because the ESM
treaty was outside the EU, it conferred no powers on the Union. Had it done so, it
would indeed have constituted a major change for which the simplified procedure
was not appropriate (Van Malleghem 2013). This leaves discretion with the ESM,
which in turn leaves discretion to Germany.

Germany

The most important national challenge to ESM survival was within Germany
itself, where the German Constitutional Court had to rule on a challenge to the
legality of the ESM treaty, both in substance and procedure of adoption (Schmidt
2013). Its first ruling on 19 June 2012 found the German government guilty of not
sufficiently consulting the German parliament during its talks regarding anything
involving the European Union, as required by Article 23 of the German consti-
tution. It bound the government to comply with demands regarding the supply
of information, and its timeliness, so as to grant parliamentarians a reasonable
opportunity for review on any matter involving the European Union. The govern-
ment’s position had been that because the ESM treaty was outside the EU, that
it had no obligation to consult parliamentarians. The Court rejected this, noting
that the ESM supported EU functions, particularly within monetary union, and
that Council decision 2011/199 amending the TFEU confirmed this connection
(Bundesverfassungsgericht 2012b). The treaty was nevertheless debated in both
Bundestag and Bundesrat and passed both houses on 29 June, only to be subject
to a new set of six legal challenges that were decided partially by preliminary
ruling on 12 September 2012, and then finalized on 18 March 2014. During the
summer, the German finance minister stated that if the Court found against the
treaty, or took too long, that there could be negative consequences for financial
stability in Europe (Scally 2012). The September 2012 ruling permitted Germany
to ratify the ESM treaty subject to strict conditions that Germany’s involvement
would not exceed 190 billion euros, and both houses of the German legislature,
the Bundestag and Bundesrat, would have ‘comprehensive involvement’ in ESM
and Euro Plus Pact/TSCG affairs that touched on the powers of the legislature
(Bundesverfassungsgericht 2012a). In the end, only the domestic demands of
Germany affected the content, structure, modus operandi and overall architecture
of bailouts in the context of the ESM. Numerous actors pushing for a larger fund
with less conditionality did not move the German position.

Greece

Greek attention on the ESM in 2010 and onward was focussed on dealing with
its own financial crisis and on the conditionality placed on aid rather than on
ratifying the ESM specifically. Considerable resistance was offered from both the
political establishment and from government bureaucracies to Troika demands
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for policy change. Greece continued to be plagued by chronic instability, coupled
with question of whether the country would remain in the euro or not, punctuated
by negotiations to reduce the country’s debt in March, and elections in May and in
June 2012. Greece tried to divert bailout money meant for banks to other purposes
in its second bailout, and was stopped by the Troika (Jenkins 2014).

Greece asked again in January 2014, from its position as the EU Presidency, for
lower interest rates and a longer repayment schedule for aid disbursed through the
ESM instead of haircuts. Athens also warned it could not accept further austerity
measures being demanded by the Troika. Finance minister Stournaras: ‘This is out
of the question. There will be no new fiscal conditionality because it is already too
tough’ (Spiegel 2014a). But Greece confronted a French government that would
not help persuade Germany, even as it argued for more leniency for other coun-
tries (Guardian 2012).

Greece, although it ratified the ESM, can therefore be seen as not compliant, or
at least not voluntarily so. Greece therefore gives a taste as to the limits and con-
ditions of the new international order in Europe as they try to constrain domestic
politics in the member states. As a program country, it is not so much dealing with
the EU, but with the Troika of ECB, Commission and IMF, with Germany and
France within the Eurogroup acting independently as key national governments
placing pressure on a reluctant, resentful and defiant political establishment in
Greece. The ESM acted merely as an agent in these talks.

Spain

Spain in contrast, like Ireland, fully accepted the terms of the ESM treaty and of
the financial assistance provided to it via the ESM, with exception of noting that
the aid was being provided for banks rather than the government. Given that inter-
est rates had hit 7% on 14 June 2012 after two years of decline and an extended
period of government denials that it would require assistance, the government had
little choice but to approve the ESM and its terms.

The ESM first approved 100 billion of assistance with 39.5 billion disbursed on
December 2012, and further 1.8 billion in February 2013 to the FROB (Fondo de
Restructuracion Ordenada Bancaria: the state agency restructuring and recapi-
talizing Spanish banks), while toxic assets were unloaded into the bad bank
SAREB — Asset Management Company (AMC) for Assets Arising from Bank
Restructuring. Conditionality included bank restructuring plans aimed to improve
application of EU state aid rules, plus other reforms in governance, supervision
and regulation of financial services. Spain met all of these demands without
complaint and exited the ESM financial assistance on 31 December 2013. It will
continue paying for the assistance until 2027, when the last of the financial instru-
ments mature (ESM 2013D).

Ireland

Ireland asked the EU, and Germany in particular to approve an EU-funded recapi-
talization of Irish banks in June 2012 as part of its approval for the ESM Treaty,
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as the European Council was dealing with the request for a Spanish bailout, and
again in February 2014, as the ECB and EBA conducted their Asset Quality
Review (AQR) and stress tests (Chapter 5). That request meant not only compen-
sating the Irish state retroactively for bailing out its own banking system at a cost
of 28 billion euros, but covering any possible shortfalls in the Irish banking sector
in the upcoming stress tests and AQR. Although the Irish government claimed
that economic recovery had led to fewer non-performing loans, it was unsure how
the ECB’s methodology and the EBA’s stress tests would value those mortgage-
based assets. Irish Finance Minister Noonan underlined that German Chancellor
Merkel had given a ‘solemn promise’ to provide such assistance in recognition
that ‘the Irish taxpayer protected the European banking system from any possible
contagion’ (Cage 2014).

Ireland passed the ESM Treaty in both houses of parliament in June 2012. The
Irish government was under the impression that it would be able to secure funds from
the ESM by September of that year to reduce taxpayer exposure to bank bailouts in
exchange for voting yes on the basis of a unanimous agreement among the EU’s
finance ministers. Although ESM money would not erase the debt, it was hoped to
increase debt sustainability through restructuring, and increase market confidence
in the country’s solvency (Beesley 2012). The Irish government was perceived as
desperate, given a regular IMF review of the country’s financial position in Octo-
ber 2012. Hence the target date of September, even though it was clear that ratifica-
tion in other member states might not be complete or forthcoming by then.

Italy

Italy gave assent on 23 July 2012, while everyone waited on a legal challenge in
Germany over the ESM to be decided by the constitutional court there. Finance
Minister Vittorio Grilli showed confidence that if the ESM should be held up, that
the EFSF would continue to be in place to provide support across national lines
(Tortaro 2012). Before that point, Prime Minister Mario Monti argued unsuccess-
fully with Angela Merkel that the ESM should have increased borrowing and
lending capacities (‘a proper bank licence’) in order to help out Southern Europe
(Armitstead 2012).

Portugal

Portuguese ratification was on 13 April 2012, (after ratifying the TSCG on 2
March). Support and opposition for both Treaties was forthcoming from the same
parties, with the conservative and socialist parties in favour (PPD/PSD and CDS/
PP), and the far left and Greens against (PCP, BE and PEV). The government
underlined the establishment of a permanent financial institution for states with
weak own financial resources, and contributing to financial stability together with
the TSCG (Casa Europa 2012). The government underlined the existence of a
consensus across European member states that the terms of ESM and TSCG were
necessary for completing EMU and making it work (Government of Portugal
2012). The Portuguese bailout lasted 11 quarters — the last instalment approved on
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24 April 2014 (EFSF 2013). The ESM was pleased with Portuguese being forth-
coming on the reforms which were demanded.

Cyprus

Cyprus provides a good case of process tracing to test the hypothesis that deci-
sions and actions to ensure financial stability are taken outside of the EU (H1),
that significant costs are pushed on states other than Germany (H2) and that impo-
sition is used if necessary to ensure that national governments follow the rules that
the great power has set out for them (H3.2). This is not simple hard bargaining
under conflict but imposition. Cyprus first made a request for financial assistance
for its collapsed banking sector in June 2012. The ESM opened negotiations with
the demand that it would provide no assistance without Cyprus imposing haircuts
on unsecured creditors and depositors (no bailout without a bail-in).

What happened afterward was a back and forth between the Eurogroup and the
Cypriot government over the size of acceptable haircuts as a condition of financial
assistance. The Cypriot government, concerned that a substantial haircut would
initiate capital flight by wealthy Russian nationals with deposits in Cypriot banks
which keep the banking sector there afloat, insisted that they would not concede to
demands for haircuts that exceeded 10% of assets. In other words, a larger bailout
from the ESM would be required. The ESM responded that it would not subsidize
Russian oligarchs. The Finance Ministers of the Eurogroup insisted instead on
an average haircut of 15.6%. Cyprus responded with an offer to keep the haircut
on uninsured depositors and creditors at 10%, coupled with haircuts on covered
deposits (that should have been legally guaranteed under EU rules) of 6.7%. In
other words, Cypriot nationals rather than the ESM would be called on to subsi-
dize Russian oligarchs.

The Eurogroup then made a deal with the Cypriot government in which they
countered accepting haircuts on secured deposits at lower levels of 3%, increas-
ing to a maximum of 12% to the largest unsecured deposits. The Cypriot govern-
ment withdrew from the deal when the public learned of it and revolted on 22
March 2013. Under these conditions the Eurogroup withdrew its willingness to
provide financial assistance in two stages over the next few days. The Eurogroup
President announced the Dijsselbloem Principle on 24 March, saying that taxes
on secured deposits remained acceptable and could serve as a model for managing
resolution in the rest of the European Union (Salmon 2013). Schiuble counter-
manded this the next day, noting that stability and security of the European bank-
ing system had to be provided by leaving deposit guarantees intact. The Cypriot
government went to Moscow seeking Russian financial assistance shortly there-
after but was unsuccessful.

Under these conditions, the Eurogroup adopted an IMF proposal on how to pro-
ceed with resolution of banks in Cyprus and providing enough financial assistance
to prevent contagion. Laiki Bank would be closed, secured deposits transferred
to the Bank of Cyprus, and large haircuts imposed on unsecured deposits, which
were eventually set at roughly 40%. In this outcome, costs fell on Cyprus and
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Russia rather than the ESM. Later, Dijsselbloem would underline that the method
ensured that costs for resolution generally would be pushed back on the country
from which the credit event originated.

In other words, the outcome ensured that national responsibility would remain
the guiding principle with the ESM as a tool reserved for emergencies for the
Eurozone (not countries in distress). The IMF underlined days later that it viewed
the outcome as financially unsustainable for the government of Cyprus, which had
to stand in to fund the consequences of the intervention under the terms of how
and to whom the ESM provides financial assistance. The terms included Troika
control of national budget policy and a memorandum of understanding that the
Cypriot government would ensure that the banking sector in Cyprus would shrink,
thereby undermining the strategic goals of the Cypriot state. The consequence
was that it recommended debt relief for Cyprus, a pattern that would later repeat
itself in the confrontation with Greece in 2015. But the imposition of terms on the
Cypriot government, which included the minutiae of economic and social policy
as part of national budgeting in return for the financial assistance that would be
funnelled through the national government, went far beyond the coercion and
hard bargaining before that point.

At what point in this picture should we see hard bargaining, coercion or impo-
sition as confirmed? Eurogroup—Cyprus negotiations had gone on for the better
part of a year before they were brought to a head in summer 2013. The imminent
demise of one or two of Cyprus’s largest banks in the absence of a deal raised
pressure on the participants, but their behaviour is best classified as hard bar-
gaining until Germany insisted that secured deposits remain protected in accord-
ance with EU law. This was not a negotiating position but a demand, and made
the condition for Germany approving partial financial assistance for the Cypriot
banking system through the ESM. This is still not imposition outside of EU law
and institutions, however. That came in the form of Eurogroup demands on the
minutiae of Cypriot economic and social policy, including but not limited to the
banking sector as a condition of receiving the assistance.

Cyprus proceeded quickly with ratification under these conditions, despite its
disappointment with the outcome. The ESM made aid conditional on downsiz-
ing the financial sector, fiscal retrenchment, structural reforms and privatization.
Nevertheless, given further differences between the Cypriot government and the
Eurozone over the terms of resolution (covered in a chapter) there was a consider-
able gap between application for assistance (25 June 2012) and first disbursement
(13 May 2013) (European Stability Mechanism 2013a). It negotiated a supple-
mental MoU to initial conditionality in 2014.

The ESM, the Eurogroup and imposition:
the Greek Crisis of 2015

The Greek Crisis of 2015 shows the capacity for coercion and imposition even
more strongly than the Cypriot case, as well as the German-led nature of the
ESM/Eurogroup mechanism outside EU structures. The Greek Crisis revolved
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ostensibly around a conflict between the Greek government and a German-led
coalition of states over whether the Greek government should be granted debt
relief or financial assistance from the ESM or both, or whether it should exit the
euro or even be forced out as a prelude to defaulting on its debt as an alternative.

Greek negotiations over the terms of a second bailout in 2015 take place along-
side innovations to the SGP. As the election neared and a Syriza victory became
more likely, the Juncker Commission proposed a relaxation of the SGP so that
money invested in future growth (European Fund for Strategic Investments)
would not be counted in the SGP (13 January, agreed in principle in the Council
on 27 January). This did not prevent a Syriza victory, however. Greece’s pre-
Syriza history was one of accepting demands for reform, grudgingly but then with
poor implementation that led to the next crisis. Syriza was different in that its
opposition to Eurogroup demands was out in the open.

Syriza was elected 26 January 2015. Its attempts at garnering support from Italy,
Spain and Portugal against Eurozone rules and Eurogroup demands failed (Hirst
2015). Spain’s conservative government was attempting to contain the recession-
induced rise of the political left. Portugal’s conservative government was doing
the same thing and attempting to pay back loan instalments to the ESM in April.

The Eurogroup responded to the election by demanding that Greece ‘rebuild
trust’ with the rest of Europe, a combined accusation and demand that would
define the relationship from that point onward, and fuel a series of escalating
ultimatums through the rest of the year. This opening shot was followed by a
hardening of positions on both sides: German conservatives demanding Greece
be pushed out of the euro, and Greek demands for German reparations for WWII
(Fahmi & Behrmann 2015). Meanwhile, Dijsselbloem used the ‘broken trust’
mantra throughout the negotiations to maximize his demands and leverage over
Greece, a method that those who knew him well suggested was typical of his
negotiation style (Brother & Oberdorff 2015). Eurogroup style also extended to
the Council, where most national governments found themselves shut out of talks
and consigned to the hallways throughout much of the fights that would ensue
over the course of the year. Already in April, Irish Finance Minister Michael
Noonan protested that the Eurogroup presidency and the Troika had shut out
ECOFIN ministers during the process of making demands on Greece (Varoufakis
2015a). Chiming in, other smaller countries reported being upset at having been
excluded from negotiations between France, Germany and Greece (Macdonald
2015a).

The unfolding of talks reveals how conditionality, coercion and imposition
work in the Eurozone. By the 24 April Riga Summit — Dijsselbloem, as head
of the Eurogroup, presented the government with its demands: a detailed list of
reforms. On 10 May the Greek cabinet insists on no reforms to pensions. It hints
at requesting help from Russia but is warned off by the US Treasury Secretary
Lew. The IMF was reported to object to the treatment of Greece by the Eurogroup,
meaning imposition of unreasonable demands (Evans-Pritchard 2015). A leaked
IMF document from mid-May considered it impossible for Greece to meet Euro-
group demands before summer (Paul Mason News 2015).
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Greek Prime Minister Tsipras railed publicly against the Eurogroup’s stance
toward Greece, accusing it of putting a great deal of effort into painting the Greek
government as intransigent and unwilling to negotiate, and using that as an excuse
to impose wide-ranging demands on the Greek government. He contended that
in fact his government had tried to negotiate a path towards economic recovery
through smart economic reforms that steered away from privatizations and pen-
sion protection for Greek citizens (Tsipras 2015).

At the beginning of June, with a Greek payment to the IMF due, France and
Germany met with the Commission and ECB Presidents and the head of the IMF,
to agree on the conditions under which Greece could access 7.2 billion euros
worth of assistance in what the Economist depicted as ‘an offer it can’t refuse’
(Economist 2015). Germany and France had not been able to agree at previous
G7 talks on the subject. The result is that Germany’s more restrictive demands,
backed with an effective veto on disbursement, became the Eurogroup’s standard
operating procedure. Nor was there negotiation with Greece. The latter’s attempt
to trade acceptance of pension reforms for debt relief in June were turned down.
The group’s conditions were non-negotiable.

Negotiations in June reflected the Eurogroup’s demand for unconditional sur-
render, while Greece attempted to shape the details of reforms or secure quid pro
quos. In the aftermath of the early June breakdown, Greece missed its payment
to the IMF on 5 June, announcing it would pay the money together with later
payments of 1.2 billion due later that month. In a rift between the IMF and the
Eurogroup, on 12 June the IMF left talks as Greece and EU stood off (Tuner 2015;
Spiegel, Donnan & Hope 2015). It announced subsequently that Greece’s debt
would be unsustainable unless the Eurogroup forgave some of the debt (Gerse-
mann 2015). Eurogroup and Commission pressure ensued on Greece to concede
to demands unconditionally and sent the Greek delegation to Brussels back to
Athens after it arrived with its own plan (15 June). Mutual recriminations resulted.
Schauble and Dijsselbloem underlined that they no longer trusted the Greek gov-
ernment, whatever it promised. Tsipras accuses European institutions of trying to
humiliate Greece and engage in ‘financial strangulation’ (Gatopoulos 2015). As
of 16 June, his attacks extended to the ECB and the IMF as well (Baker 2013).

The 18 June Eurogroup meeting took place in shadow of Merkel’s agreement
to extend Greece’s payment deadlines to 30 June, provided Greece accepted the
group’s demands (Donahue & Delfs 2015). Greece was supposed to generate a
fiscal surplus of 3.5% for 2015, introduce deep pension cuts and engage in wide-
spread privatization and liberalization. The Greek government tabled plans that
deviated from the Eurogroup’s demands, seeking a path that would minimize the
deflationary impact of the reforms. It planned to increase VAT on luxury items and
introduce structural reforms agreed separately with the OECD before the summit.
It also introduced privatization plans, though at lower levels than demanded and
under conditions for the future owners that they would protect the socially weak.
However, the plan foresaw leaving pensions untouched (Watt 2015). Varoufakis
contended in public at the time of the meeting that Greece had reached its capac-
ity to implement targets given 48% reductions in pensions and that wages, state
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employment and consumer spending and GDP had dropped by a third (Varoufakis
2015b). The plan to protect pensions from further cuts, however, alienated the
IMF, which had advocated their reduction. The result was an impasse between
the Eurogroup and the Greek government as the clock ticked on its repayments to
the IMF, the EFSF and other creditors in June.

The 18 June meeting failed to generate an agreement, meaning that a new
EUCO meeting on 25-26 June was scheduled before the next round of pay-
ments was due 1 July. The ECB responded to the impasse by buying time with
Emergency Liquidity Assistance (ELA) for Greek banks, in which cash would be
loaned against assets on Greek balance sheets (Georgiopoulos 2015). Steinberg
and Vermeiren (2015) argued that Germany accepted unconventional measures
by the ECB as the price of minimizing taxpayer-funded bailouts of Greece. June
saw a series of Franco-German talks (Traynor & Hooper 2015) that produced no
change in Eurogroup demands. On the contrary, the impact of German demands
became stronger. In advance of EUCO meeting, the Five Presidents’ Report
(Commission, Council, Eurogroup, ECB and Parliament) advocated a position
close to that of the Eurogroup, incorporating stronger fiscal controls and a Euro-
pean finance minister. The basis of economic policy would shift from voluntarism
to legal obligations for EU member states (Juncker 2015).

The summit failed to produce agreement by the 26th deadline. In this context,
pressure from the IMF and United States to reach a deal increased. On the 27th,
the IMF released a Debt Sustainability Analysis report on Greece, saying that the
country would need 50 billion euros of assistance to stay afloat, implying that if it
were not part of the agreement, that Greece would collapse financially. According
to Reuters, the EU tried to prevent the report’s release, while the United States
insisted on it (Taylor 2015). On Sunday, 28 June the White House released min-
utes of phone call between US President Obama and German Chancellor Merkel
in which Obama urged Merkel to ‘make every effort to return to a path that will
allow Greece to resume reforms and growth within the Eurozone’ (White House
2015; Doncel 2015). US Secretary of the Treasury Jack Lew, meanwhile, put
similar pressure on Greece to accept the need for reforms in exchange for assis-
tance, and to ensure financial stability (Ahmann 2015). Greece announced that it
expected the Eurogroup to renew talks on Monday the 29th, but the Eurogroup
remained silent. ESM head Regling indicated no knowledge of talks. Given the
collapse of talks on the 28th, the ECB capped further growth in ELA facilities at
89 billion euros. This forced Greek banks to shut down for a week, effectively
introducing capital controls as had been the case in Cyprus. ATMs were besieged,
started running out of money, and limits on withdrawals introduced.

In the midst of this collapse, the Greek government announced that it would
hold a referendum on Eurogroup demands on12 July. Meanwhile, Tsipras himself
wrote a letter to the ESM and EG President Dijsselbloem on afternoon of Friday
30 June asking for financial assistance to meet interest payments on its exist-
ing debt and a new MoU, this time from the ESM, involving a restructuring of
the Greek debt in ways that the IMF had proposed (Spiegel 2015). The govern-
ment hoped that favourable terms would be forthcoming before the announced



The ESM 105

referendum, and that the ESM would effectively work as the public backstop for
the country. The German government called the Greek government’s bluff, how-
ever, by announcing that it would await the results of the referendum. In this it
had support from both conservatives and from Social Democrats (Durden 2015).

On 1 July Greece went into arrears by failing to make all payments to the IMF.
The subsequent Greek referendum voted no to Eurogroup demands by a wide
margin of 60-40%. Conservative German politicians responded by demanding
that Merkel start pushing Greece out of the euro. German FDP grandee Lambs-
dorff underlined that Greece’s only hope of restoring economic competitiveness
and solving its balance of payments problems would be to return to the drachma
and devalue it. Any concessions would send a devastating signal to other states
undertaking austerity reforms. CSU spokesperson for EU affairs Ferber concurred,
asserting that the EU had to use the Greek case to demonstrate to other coun-
tries that EU rules would be enforced rather than negotiated, and that Greece’s
departure would strengthen the euro by strengthening respect for the rules (Becker
2015). Meanwhile, domestic CSU rhetoric from Bavaria reached new lows. Party
General Secretary Andreas Scheuer insisted that ‘leftist blackmailers and dema-
gogues like Tsipras cannot be allowed to get away with their dirty schemes’ (Bay-
rischer Rundfunk 2015). Dutch Prime Minister Rutte warned Greece that it would
not get any concessions as a result, and former EU Commissioner Bolkenstein
wrote an open letter to the government insisting that it show resolve in pushing
Greece out of the Eurozone (Bolkenstein 2015).

German support for the Greek position, and for a relaxation of terms came only
from the European Parliament wing of the German Green Party and from the
German Linke (Left) Party, neither of which had any impact on domestic debate.
The Social Democrats nationally remained unwilling to support this position,
and indeed noted that Greece had ‘burned its bridges to the Eurozone’ (Traynor,
Hooper & Smith 2015), while the European Parliament wing demanded that the
heads of state and government take over from the finance ministers to hammer out
a political compromise (Becker 2015).

Varoufakis stepped down on 6 July, claiming that the Eurogroup had treated
him as persona non grata and that remaining would be counterproductive. French
President Hollande met with German Chancellor Merkel the same day and tried
to convince her to compromise on terms for Greece but failed. Merkel underlined
in a statement that evening that Greece must be responsible for its own salvation.
The IMF Managing Director Lagarde stated that the IMF would assist Greece if
requested (presumably moving outside the Eurozone) (Associated Press 2015).

In light of this, a transnational coalition to reform EMU rallied again against the
direction of Eurogroup demands, the methods of imposing it and on the effects.
Five prominent economists including Thomas Picketty and Simon Wren-Lewis
critiqued Merkel’s decision to remain steadfast, by pointing out that the impact
of the reforms had been so tough that they were unreasonable, unworkable and
unhumanitarian (Picketty et al. 2015). Two days later, on the same day that the
Greek government, with its new finance minister, approached the Eurogroup with
a set of reform proposals, IMF Chief Economist Olivier Blanchard maintained
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that the need for the Eurogroup to compromise on debt sustainability was even
greater than the IMF’s pre-referendum report, against the preferences of the
political masters of the Eurozone, while acknowledging Greek culpability in their
own predicament (Blanchard 2015). Paul Krugman issued a similar assessment
shortly thereafter (Krugman 2015). The Greek government’s plan of 9 July fol-
lowed Eurogroup demands in a number of key areas: it increased income and
value added taxes, closed VAT exemptions for Greek islands, and cut the defence
budget along Eurogroup demands. In other areas, it sought what it maintained
was a sustainable compromise: it accepted rising primary surpluses for the public
budget (though not as high as the Eurogroup had demanded — starting at 1% rather
than 2.5%), and it sought longer transition periods for the poorest 20% of pension-
ers in the process of reforming the country’s pension system (Merler 2015).

Within the Eurogroup, Schiuble issued a statement at that time to the other
finance ministers insisting that the Greek government’s plan was insufficient and
therefore unacceptable in labour market, public sector, banking sector and struc-
tural reforms, as well as privatizations. His proposal was threefold: that Greece
transfer 50 billion euros of its own assets to the ESM, which the ESM would then
sell on Greece’s behalf and use in place of Eurogroup assistance; that new laws
be passed that would implement budget cuts automatically in the future rather
than subjecting them to political debate and parliamentary voting and that Greek
administration be de-politicized. If Greece refused these terms, it could enter debt
relief negotiations, but only on the condition that it left the Eurozone.! These
terms, but not the Grexit option, were taken over directly into the Euro Summit
Statement of 12 July (Eurogroup 2015). This initiative was seen as useful to dis-
suade protest movements in Spanish and Portuguese elections to back off demands
for EMU reform, starting with a dismantling of the enforcement pyramid.

The leak of the Schiuble plan ultimately weakened the German position some-
what by leading the German Social Democrats to break away from their support
for the hard line. General Secretary Hubertus Heil underlined that such tactics
were outside the bounds of respectable behaviour in the EU and said the SPD
could not support it.?

In light of the Eurogroup’s unflinching stance, the Tsipras government chose to
accept the group’s demands and seek whatever support it could muster in parlia-
ment. This meant abandoning a good number of Syriza members of parliament,
and relying on the opposition as well. With the new political constellation in the
Greek parliament, the Greek government reversed course over the next week on
austerity policy, accepted Eurogroup demands in principle and came back with
a plan to raise tax revenue to meet fiscal targets. Its hopes that Germany would
approve debt relief as part of a compromise were again thwarted by the German
Finance Ministry (Koutantou & Kambas 2015).

The Eurogroup met until 12 July and then again in the night between 13 and
14 July and concluded new demands for Greece, giving the country a 72-hour
ultimatum to pass them in the Greek parliament. In this new context, hard liners
in the Eurogroup wanted to block any emergency financing to bridge the time
between the Greek parliament passing the reforms and the reforms having the
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desired financial results,® while Greece in particular saw this as impossible to
achieve. Indeed, given that cuts to public spending would lower GDP and tax rev-
enues, measures would have worsened public finances before they could recover.

The Eurogroup meeting of 12—13 July lasted 17 hours, going through the night,
with heads of government present. The limits of Germany’s capacity to get all
of what it wanted became apparent, however. Schauble had rebounded from the
debacle of his Grexit proposal with a new one to suspend Greece temporarily
while it repaired its finances (Karnitschnig, Turner & Palmeri 2015). The other
demands remained in place, including the most explosive one for the transfer of
50 billion euros of Greek assets to Luxembourg. During the night, most of the
attendees (other prime ministers and finance ministers, ECB President Draghi and
the European Commission) had to endure repeated closed-door sessions between
Council President Tusk, German Chancellor Merkel, French President Hollande
and Greek Prime Minister Tsipras over what would happen. Hollande made it
clear to Merkel that he would not accept a conclusion to the crisis which involved
forcing Greece out of the Eurozone. A Greek time out from the Eurozone had
remained a persistent German demand until 4 a.m., but differences on the col-
lateral fund remained after that point. Council President Tusk determined at 5
a.m. that the next round of talks would either succeed, or he would declare a
failure. The Greek government accepted the need for 50 billion euros of collateral
being put in a special fund, but not in Luxembourg, while the German government
insisted on Luxembourg until 7 a.m. before giving in. It eventually conceded the
Greek demand to have the privatization agency located in Greece as long as it
was politically independent. Although the Greek government then insisted that
the IMF no longer be part of any Greek assistance arrangement, that demand was
of lesser importance and it dropped the demand by 9 a.m. (ibid.). An IMF update
on Greece underlining the unsustainability of Greek debt was announced on 14
July (IMF 2015).

Greek demands that the country required some sort of investment measures to
re-start the economy were handled through the 50 billion euro investment fund (of
which half was to support moribund banks), while demands that the Eurogroup
make concessions for humanitarian reasons were handled through a side-payment
of humanitarian assistance alongside the austerity measures rather than adjusting
the austerity demands themselves. The latter compromise came at the suggestion
of IMF Director Lagarde (Steinhauser 2015). The plan for that humanitarian assis-
tance would amount to 35 billion euros gathered together from EU structural and
investment funds (for regional development) and agricultural subsidy funds, and
was presented two days later on 15 July (European Commission 2015). A bridge
loan of 7 billion euros for three months was approved by the Council on 17 July
to keep Greece afloat while the regular loans were being arranged. In doing so, the
Council underlined that the use of the EFSM would be structured (through col-
lateral and conditionality) in such a way as to prevent any non-Eurozone member
states from incurring any risk of loss (European Council 2015).

The Greek government subsequently brought a Memorandum of Understand-
ing between Greece and its creditors to Parliament on 16 July. The measures
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were passed with opposition support, but the divisions within the Syriza party
remained. Tsipras: ‘I acknowledge the fiscal measures are harsh, that they won’t
benefit the Greek economy, but I’'m forced to accept them’ (Maletzou & Koutan-
tou 2015). The Greek government also temporarily ceased criminal proceedings
against the head of the Greek statistical agency, Andreas Georgiou. The proceed-
ings had been initiated on the charge that the head of statistics had been acting
in a treasonous manner by reporting budget and economic statistics to the Troika
and the Eurogroup in ways that put more pressure on the Greek government to
make cuts than they had previously preferred (Pitas 2015). Later, however, the
case re-opened leading to a conviction in 2017 (Brunsden & Hope 2017). This did
not mean an end to further conditionality, however. Further measures demanded
by the Eurogroup were due to be passed by 20 August 20 to ensure that the first
tranche of assistance would be paid out.

Publicly at least, Dijsselbloem underlined more strongly than Schéuble had
done previously that the Greek government had done what they must in acceding
to Eurogroup demands, since the social cost of Grexit to Greeks would have been
enormous. He therefore expressed surprise at the Greek government’s decision to
hold a referendum, and then to return to the Eurogroup with new, more relaxed
proposals, emphasizing that any expectation that the Eurogroup would offer a
better deal after a no vote were not realistic. That was particularly so since the
banks had been closed for some time and the Greek situation continued to dete-
riorate. Given the lack of trust from the Eurogroup, the German government and
the German Bundestag in particular, which would have to approve any assistance,
being tough on Greece requiring additional assurances of future implementation
in exchange for help was necessary (Steinhauser 2015).

Schéuble remained convinced that being strict on Greece and other countries
to be self-sufficient was indispensable and the correct course of action. He denied
that Germany had any power over Europe, illustrating (strangely) that unlike
France and the UK, it had no military dominance in Europe. But again he under-
lined that it was essential for Greece to undertake structural reforms as a prereq-
uisite for bringing back economic growth, and hence for the Eurogroup to extend
aid. Special mention was given to Portugal, Spain, Ireland and the Baltic countries
which had already undergone these reforms. German demands for reforms on
all these countries, including Greece to gather together the financial resources
to bootstrap themselves into economic recovery, had ‘successfully stabilized the
Eurozone’. Schéuble maintained that the German policy of resolve had therefore
proven correct, and that he had always tried to help Greece, not harm it. Even
more, he staved off critique that Germany should have been more lenient by say-
ing that ‘My grandmother used to say: Benevolence comes before dissoluteness.
There is a kind of generosity that can rapidly produce the opposite of what is
intended’ (Brinkbdumer, Sauga & Reiermann 2015).

The Greek government negotiated with creditors up to and including 11 August.
The MoU contained concessions of slightly revised fiscal surplus, but mostly
strongly imposed conditionality, including 50 billion euros of asset sales. The
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Greek parliament approved overnight on 13—-14 August, with 40 Syriza MPs
defecting and the opposition voting in favour (Henley 2015a).

As aresult of these events, Greece received a third bailout with 86 billion euros
of assistance from the ESM starting in fall 2015. It was required to deliver a pri-
mary government budgetary surplus in 2018, and engage in widespread deregu-
lation, privatization of the public sector and liberalization of the private sector,
meaning allowing the sale to non-Greek firms (Bocking & Christides 2015). The
first tranche would comprise 25 billion euros, 10 of which would be reserved
for the banking system (Guardian 2015a). The German Parliament approved the
assistance (Financial Assistance Facility Agreement) to Greece on 19 August on
the basis of the Memorandum of Understanding regarding Greek reforms to be
taken in return. The other ESM national parliaments did as well. An immediate
consequence was the sale of 14 publicly owned Greek airports to the Frankfurt
airport group Fraport AG (Guardian 2015b).

In light of Greece’s acceptance of Eurogroup demands, the Syriza-led coalition
government lost a vote of no confidence, resigned and called a snap election on
21 August. It appeared to harbour the hope that (other) anti-austerity parties and
party members will be sufficiently weakened that the conditions can be passed in
the Greek parliament (Henley 2015b).

Reaction in the Eurogroup emphasized that it expected Greece to maintain the
commitments made and hoped that ‘the elections will lead to even more support
in the new Greek parliament’ for the bailout terms. Meanwhile, the spokesman
for the President of the European Commission supported the election call in the
hope that it would consolidate support for the legitimacy of the ESM-Eurogroup
mechanism (Macdonald 2015b).

The Greek government devoted considerable attention to tackling tax evasion.
However, there is some indication that the government failed to target large com-
panies and the country’s oligarchs, where great gains could be made (Christides
2015a). The Eurogroup imposed new conditions on 2 December 2015 for the
release of 1 billion of the ESM programme, after the passage of reforms that had
previously been agreed, including the establishment of an office to expedite pri-
vatizations, and widespread pension reforms.

More was at stake, however. The major issue for Greece was hope of debt relief.
This had been discussed as a possible quid pro quo for reforms, but the Eurogroup
insisted that there would be no discussion until Greece had fully implemented all
demands. Given the Eurogroup’s intransigence with Ireland, however, the poten-
tial cross-border transfers it implied that the Eurogroup wanted to avoid, it seems
likely that responsible sovereignty will be successfully imposed without conces-
sions. Eurogroup approval was required to secure 15 billion euros of assistance for
the Greek banking sector, specifically four systemically important banks. It was
also necessary for Greece to enter negotiations in 2016 over some measure of debt
relief. Although the Eurogroup refused to discuss any reduction of Greek debt,
Tsipras hoped that at least the debt could be restructured, interest rates reduced
and the repayment schedule adjusted to current GDP growth (Christides 2015b).
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The Greek government eventually delivered on these demands in parliament on
18 December 2015.

Conclusions

The politics of bailouts and firewalls in the Eurozone demonstrate the primacy
of national governments over European institutions in three ways: by the fact
that national governments remain responsible for dealing with the cost of sorting
out insolvent banks in the event of a financial crisis, by the fact that European
financial assistance for national sovereigns and their banks was designed to under-
line the responsibility of national government for the monies handed out and the
conditions under which they would be lent, and by the fact that German power
appears to have been the only power that mattered in determining the contours of
the EFSF and the ESM and the subsequent behaviour of those institutions. This
is a significant reshaping of EMU architecture and a bridge to shaping Banking
Union in the way that Germany wanted in the pursuit of managing financial inter-
dependence with a view to distributional gains.

The result is that the architecture of public backstops is characterized by the
continued primacy of national government and the weakness of European institu-
tions and funds in providing for financial stability. The ESM was created to be
used sparingly, as a failsafe for disaster that can be opened under the discretion of
the contributing countries. Its voting rules, which require a 75% weighted major-
ity to approve funding and 85% in an emergency, further entrench a German veto
on providing aid, given that Germany has nearly 27% of the weighted votes. This
architectural arrangement therefore replicates the design features of the IMF that
gave the United States control over IMF policy and governance to the present day.

The second facet of the Eurozone’s bailout architecture, in which national
responsibility is reinforced, was a political choice imposed on debtor countries by
creditor countries. It was not a voluntary choice by those confronted with a treaty
they did not like, but an existential question of survival for Ireland and Southern
Europe in an environment of unsustainable financial market pressure. The money
provided to stave off disaster (for the creditor countries as well) consisted of
loans, not transfers, and ensured that national government would be held account-
able to the consortium of lenders acting collectively in a new body outside the
EU. This is not the establishment of further EU institutions as neofunctionalism or
neoliberal institutionalism would expect, but the establishment of new institutions
outside the realm of the EU that have both discretion and can only decide under
the shadow of German veto power.

A neofunctionalist outcome would have seen the development of a federal
Europe that kept EMU intact but damaged Germany’s conception of its national
interest. Liberal intergovernmentalism, given the large distance between the par-
ties and the need to agree on moving forward, would likely have generated inertia
and lack of agreement. Classic realism would have been consistent with a breakup
of the Eurozone. New intergovernmentalism would have expected elite manage-
ment with voluntarism.
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The conditionality that the ESM places on recipients at the behest of its most
important suppliers of capital reinforces the responsibility of national government,
both legally and factually, for ensuring that ESM funds are only employed in the
rarest of circumstances, after national bank supervisors and resolution authori-
ties (where applicable) have imposed the highest possible cost of adjustment on
private sector creditors and depositors. This may impose a cost on the banks of
those creditor countries that national governments may take into consideration
and make them more reluctant to insist on such stringent conditionality, but as
national regulators in all EU member states continue to force banks to reduce their
exposure to banks in other countries, the sensitivity of banks and governments
in northern European creditor countries to the risk of default in the Eurozone’s
southern periphery weakens over time. To the extent that this renationalization or
decoupling continues over time, the vulnerability of northern banks to a southern
default that led Germany to keep Greece within the Eurozone and to agree to
more lenient terms for Spain and Italy in June 2012 than for other programme
countries, will eventually melt away. This leads to the conclusion that pressures
on Germany and other countries that provide money for national bailouts to do so,
and most importantly, to increase the amounts available, will decline by design.
In that context, the bargaining power of Germany, the Netherlands and Finland
through the ESM increase, meaning that conditionality will also remain strong in
the future. In that case, the incentive for national governments to adopt ex ante
national responsibility for ensuring a sound banking system without European
assistance increases. Moreover, it increases that incentive for countries that might
have previously been thought too big to fail, as Spain was in 2012.

To the extent that this is true, further austerity and deflation (Matthijs & Blyth
2011) are pre-programmed as a result of Germany ensuring no sizeable com-
mon backstop to Eurozone banks. In this situation, the ECB’s Outright Monetary
Transactions (OMT) is the only backup to national lending capacity, which in
turn is restricted by the terms of the TSCG. The only policy room that remains for
national governments is internal deflation, in which wages and other labour costs,
including payroll taxes, are pushed downward to increase export-led competitive-
ness. That drives further spending cuts elsewhere in public sector budgets (Miin-
chau 2014). Under the right conditions, it can lead to large reductions in current
account deficits as domestic consumption shrinks (Stiglitz 2015).

The consequence is that neofunctionalist expectations of ever-increasing supra-
nationalism do not appear to be supported. The bailout mechanism for banks in
the EU, and for the national governments that provide their public backstop, pro-
vides help only where it is deemed necessary to avert an existential threat to the
Eurozone and above all its core economies, and focusses strongly on reinforcing
national responsibility, not collective responsibility for the health of the banking
sector.

In contrast, these cases show that realist institutionalist expectations are ful-
filled, and some detail added. Europe, specifically Germany, avoided the pressure
of path dependence, securing institutions outside the EU. Increasing forcefulness
of method, meaning escalation into coercion and imposition was employed to
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secure adherence to Germany’s rules of the game. A centralization of oversight
results but remains based on the organizing principle of responsible sovereignty.

There is nothing revolutionary about this outcome, internationally speaking. It
replicates the principles of financial assistance as practiced by the IMF outlined in
Chapter 1. It is only in the context of expectations held by some analysts and pro-
ponents of European integration that there should naturally be more supranation-
alism in European bank bailouts that this outcome is puzzling. The assumption
that turns out to be incorrect amongst the functionalists in bailout policy is that
national governments, when faced with a financial crisis, will attempt to secure
transnational economic activity and all of the welfare gains that it provides. The
European response to bailouts, which reinforces national funds and responsibility,
disproves this expectation, however.

Internationally, and for the contributing states to the ESM, there are reasons to
believe that the strategy will not cost money, but actually earn it over time, which
in turn can be used to build up the ESM’s own capital buffers. That will shield
its largest contributors, particularly Germany and France, from having to put for-
ward real money in a bailout situation. The ESM was already making money on
interest payments made to programme countries in 2013 (Business Week 2013).
And the Bank for International Settlements classified ESM and EFSF bonds in
March 2014 as 0% risk weighted by the Basel Committee. This means that they
are attractive for banks holding them to fulfil their capital adequacy requirements
under the Basel Accords as Level 1 High Quality Liquid Assets on their balance
sheets (Bank for International Settlements 2014). This further ensures that the
ESM, in addition to being limited in size, and under control of Germany, provides
little chance of being a reliable bailout mechanism.

Notes

1 The document was leaked by Sven Giegold, German Green MEP. Via Mathieu van Rohr
(2015).

2 Tweet from @hubertus_heil, 11 July.

3 Finnish Finance Minister Stubb declares opposition, declaring the euro group has no
mandate to discuss it. Emergency assistance for banks will have to come from privatiza-
tion of assets transferred by Greece to the ESM. See tweets from @alexstubb on 13 July.
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5 The SSM
Supervising Europe’s biggest banks

This chapter is about the establishment of the Single Supervisory Mechanism, or
SSM. If anything has become supranational in the context of Banking Union, this
is it. The vision of a single bank supervisor with direct responsibility for all EU
banks, coupled with powers to wind them down in an orderly fashion was never
achieved, but more supranationalism was achieved in this area than in any other.
Accordingly, proponents of neofunctionalism point to its establishment as proof
that institutions followed functional necessity, allowing for the necessary political
negotiations to reach the deal about how (Epstein & Rhodes 2016; Schimmelfen-
nig 2016). They further maintain that the European Central Bank created facts
that were very difficult for national governments, including Germany, to resist,
with the consequence that the SSM has more direct power than the member states
intended to provide in the first place. This shows that national preferences ulti-
mately lost out to the functional need for a central bank for the euro area.
However, the establishment of the SSM, and the terms on which it was done,
are also consistent with an intergovernmentalist interpretation of events. The SSM
was established within the EU using intergovernmental negotiation. However, the
ESM hinged on finalizing agreement on the SSM — no money without control —
so that Shadow EU institutions and realist institutionalism remain vital to under-
standing the prioritization of supervision within BU, both in terms of institutional
strength and the speed of its introduction. This is particularly remarkable after the
establishment of the EBA in 2011, which coordinated but could not control like a
de novo institution (Bickerton et al. 2015). The institutional architecture within the
EU is changed to fit a new architecture outside it new architecture outside it (H1)
and impose real control using coercive means to impose commitments (H3.2).
This is accomplished in ways that de novo bodies like the EBA could not have
done (against the expectations of new intergovernmentalism). Indeed the domestic
politics of Banking Union in Germany reveal that the country’s support for the
ECB as bank supervisor was so strong that it continued to push for it when few
others would. The SSM, like the TSCG, was a project pushed by Germany, and its
importance was so great in making German assistance to other countries politically
feasible that withdrawing support for the ECB’s expanded role was not possible.
Changing attitudes within the country about whether state-owned Landesbanken
should be supervised, and how local savings and loans banks (Sparkassen) could



The SSM 119

be protected squared domestic needs with international demands (Howarth &
Quaglia 2016; Lombardi & Moschella 2016; Deeg & Donnelly 2016).

This chapter seeks to answer two questions. To what extent does the timing and
form of the SSM’s establishment reflect realist institutionalist politics, in particu-
lar the backing of Germany and its allies? What are the consequences of granting
supervisory power to the ECB in its current form, and how are we to understand
the ECB’s own initiatives in building out supervision and related activities aimed
at keeping the Eurozone together? It suggests that liberal intergovernmental-
ism, within the confines of EU rule-making explains the more modest develop-
ment of the EBA as a supervisor, but that realist institutionalism best explains
the establishment of the SSM as a core feature of Banking Union that primarily
only Germany wanted. The result is a hybrid supervisory system with the EBA
coordinating national supervisors for most banks and the ECB acting directly at a
relatively small list of large, systemically important institutions. Future tensions
in supervision are therefore pre-programmed.

The SSM in short: supervision, stress
testing and financial stability

The European Central Bank commenced its role as the EU’s leading bank supervi-
sor on 4 November 2014, following a political agreement by the member states
in December 2013 to grant that status, and subsequent regulatory details that had
been agreed by April 2014. The ECB directly supervises 128 European SIBs
covering more than 80% of assets on bank balance sheets. The remaining 6000-
plus banks in the EU are supervised by national authorities. Those authorities are
required to take ECB directives on best supervisory practice into account, through
a so-called Single Rulebook, they have a legal duty to provide timely and com-
plete information to the ECB as it requests it (in the search for potential threats to
financial stability), and they must yield to the ECB if it decides to take over super-
vision of a bank directly. Although the balance of central direction and national
discretion remains to be tested, the relationship between the ECB and national
competent authorities is structured in a way that closely resembles the vertical
network relationship between the ECJ and national courts, or the European Com-
mission’s DG Comp and national competition authorities.

Germany made the SSM a prerequisite for making ESM assistance available to
banks, which led other states to agree, even those whose priority was clearly for
financial assistance first. The scope of the ECB’s authority, however, was largely
determined by the ECB itself, with the permission of the EU’s member states.
The list of 128 banks that the ECB supervises is the result of an algorithm that the
ECB developed itself to replace what it saw as an arbitrary and ineffective Ger-
man proposal to task the bank with supervising no more than 25 banks. Instead,
the ECB algorithm chose to supervise banks having assets in excess of 30 billion
euros, amounting to more than 20% of national GDP, or belonging to the top
two banks in any EU member state. The Single Rulebook is also a tool that the
ECB influences as much as it can. The Asset Quality Review, which the ECB
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announced and conducted prior to assuming its duties as supervisor in 2014, also
provides the bank with its own view of balance sheets in the Eurozone, rather than
relying on the assessments of national supervisors. Finally, although a function
of the ECB’s role as guarantor of financial stability rather than as supervisor, the
ECB’s provision of Emergency Liquidity Assistance to banks in distressed situ-
ations influences the likelihood that supervision has adverse, neutral or positive
effects on banks in the short term.

The rest of this chapter examines how the ECB got to this situation. It starts
with the record of the ECB’s predecessor in this regard, the European Banking
Authority, and then pays attention to the timing and context of the decision to sup-
port the ECB as banking supervisor over the EBA, as well as the extent to which
the ECB displaces the Authority through the SSM. Although the ECB’s initiatives
strengthen its hand in all four relationships (to member states, national authorities,
the EBA and banks themselves), coverage is not complete.

The European Banking Authority

The idea of establishing a single bank supervisor for the European Union, or at
least for the Eurozone, went back to the early days of the financial crisis in 2009,
when the De Larosiere Committee, a group of experts given the responsibility
of pointing the lessons from the crisis for the EU, recommended the establish-
ment of the European Banking Authority. The EBA would pool together national
regulators and task them with sharing information and best practice on the state
of banking in their jurisdictions, recommending new regulations and legislation
to the Commission, including recommendations on the adoption of international
banking regulation standards known as Basel 111, and collectively supervising the
quality of oversight in individual member states. In those cases where banks oper-
ated in more than one member state, the EBA would also host supervisory col-
leges — groups of two or more bank supervisors working together on the oversight
of a bank’s cross-border operations. The EBA was therefore less than a single
supervisor, but as much as the group of experts could manage to recommend,
and as it turned out, as much as the member states in the Council were willing to
accept during the legislative process. In this sense, this underlines that the onset of
the financial crisis was insufficient to prod European decision-makers to consider
a single bank supervisor for the EU or for the Eurozone. The EBA came into being
on 1 January 2011, after legislation passed in late 2010.

In keeping with the thrust of the De Larosiere report, the EBA’s primary mis-
sion was to raise the general level of supervision in the EU, both within the bank-
ing sector and in the larger context of financial stability within the European
Systemic Risk Board, in conjunction with its fellow supervisors in the pensions
and securities sectors (EIOPA and ESMA). It was also tasked with carrying out
stress tests of EU banks, albeit indirectly, supporting and overseeing the quality
of work undertaken by national supervisors. The EBA in theory had the power to
overrule a national supervisor by qualified majority vote, but never attempted to
do so, and could have run into legal obstacles under the Meroni doctrine had it
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tried (Moloney 2014; Véron 2013). As a consequence, the EBA in practice oper-
ated much in the same way that other so-called open methods of coordination in
the EU and the OECD operate — on the basis of country reporting, peer review, but
ultimately voluntarism on the part of the individual member states. This means
that if they chose to withhold information, not conduct their supervisory duties
with due diligence or resist suggestions for improvement or calls for coopera-
tion, there was little the other member states or European bodies could do about
it (Véron & Wolff 2013). Similarly, if the other member states have an equal
interest in not rocking the boat and encouraging collective investigations into the
behaviour of one of their own, action is unlikely. Unlike the case of the SGP,
which places the Council of Ministers under a legal obligation to decide whether
a national government is in violation of its commitments and obligations, the
Commission cannot challenge the EBA’s failure to act against one of its own by
taking the body to the ECJ.

In theory, the EBA’s mission was designed not only to take bank supervision to
the next level, and ensure that everyone was adopting the state of the art together,
but also to instil investor confidence in the European economy by exposing weak-
nesses that banks would have to correct. There would be a moment of pain fol-
lowed by a fresh start. In the context of the ever-deepening Eurozone crisis, this
meant identifying and exposing non-performing loans and other assets (including
derivatives) that would have to be written down, and loans in danger of slipping
into non-performing territory as the economy continued to stagnate and decline.
It also meant conducting rigorous stress tests, or ensuring that they were carried
out by national supervisors, in which regulators would test the capacity of banks
to withstand one or more economic setbacks, ranging from a significant downturn
in the economy, the collapse of a major European bank, or even the bankruptcy
of one of the EU’s member states. All of these events would reduce the value of
assets associated with the setback that banks held on their balance sheets, requir-
ing them to undertake potentially costly adjustments. Recessions would lead to
declines in the value of stocks and bonds, in the income that they generate, while
the threat of a sovereign bankruptcy would undermine the value of treasury bills
held on balance sheets as part of a bank’s reserve capital. To ensure the resilience
of banks in the face of periodic setbacks, supervisors need to ensure that banks
have sufficient stockpiles of cash to serve as insurance. In order to do that, they
would have to either retain earnings in a tough economic environment or sell
new shares to raise money. In the parlance of bank regulation, the EBA needed
to ensure that banks complied with benchmarks for capital adequacy (Howarth &
Quaglia 2013) by raising equity. The stress tests would say how far this effort
would have to go.

In the European context, stress testing and bank adjustment were also deemed
necessary to break the so-called doom loop between insolvent banks and insolvent
national governments. Banks had been hit first during the financial crisis of 2008,
finding themselves short of capital with which to fund their operations. National
governments, preferring not to close the banks or sell them off to foreign own-
ers, stepped in with cash injections and asset guarantees that turned the banks
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from general economic assets into direct economic liabilities. Combined with the
general deterioration of public finances during any economic downturn, financial
markets began to question the capacity of some governments to repay and started
raising interest rates in Southern Europe by a factor of two to three times between
2011 and 2012, to the point where the interest burden became unpayable and
bankruptcy appeared imminent. Under these circumstances, the value of treasury
bills from Southern European countries on the balance sheets of banks declined,
leading to a renewed need to raise capital that markets refused to supply. This
again required the banks to turn to their national governments, which were now up
against the wall. That moment was reached earliest in Greece, in 2010, and threat-
ened to crack the capacity of Italy to borrow in November 2011 (but did not), and
finally affected most of Southern Europe simultaneously in May—June 2012. The
intent was that if stress tests were to lead banks to face up to the weaknesses on
their balance sheets and to take corrective measures, that they would be able to
secure their own funding on private capital markets once again and return to being
assets to the economy rather than a liability for both economy and government.

It is in that context that EBA failed its own test of public confidence toward the
end of 2011. Tasked with conducting stress tests for European banks, or rather
agreeing on a set of criteria that national supervisors would apply to their own
national banks, the EBA had to agree on what trends and credit events it would
simulate in testing bank resilience. At a time when the European Council was
openly deliberating with the IMF and the ECB on a common position toward
Greece and its request for further financial assistance, the EBA failed to consider
the possibility of a partial or total Greek default on its public debt, or of imposed
haircuts on bondholders (reductions in the value of the bonds’ worth) that would
have imposed similar losses on banks holding those bonds. This put into stark
profile the complaint from observers on the inside of the EBA that national rep-
resentatives were undermining its work by dragging their feet on agreeing to
common positions, demanding exemptions and otherwise shielding their national
champions.

This type of behaviour more strongly reflected the modus operandi of the
EBA’s predecessor, the Committee of European Banking Authorities (CEBS), in
which no attempt was made to encroach on the prerogatives of national competent
authorities, rather than the mission and powers on paper that the EBA had been
granted. The EBA’s powerlessness in the face of national opposition, and particu-
larly toward powerful countries was underlined when the German supervisory
authority allowed two German Landesbanken (regional, public sector banks) to
withdraw from the stress testing and then attacked the Authority’s algorithm for
assessing capital adequacy (Wilson 2011). The EBA’s humiliation was complete.
By 2017, the Authority’s reputation had still not fully recovered (Binham 2017).

A great deal was at stake in the decision to defy the EBA. Had the stress
tests gone forward without the blockages, they would have created problems for
banks in Germany and France in particular. According to Blundell-Wignall and
Slovik (2010), non-Greek EU bank exposures to Greek government debt alone
exceeded 50 billion euros (with Greek banks themselves exposed to 56 billion),
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while non-Spanish bank exposures to Spanish debt was at around 51 billion
(Spanish banks being exposed to 203 billion). The value of government debt
would have declined significantly in value as a result of either an orderly default,
which the Council was deliberating, or been entirely at risk in the event of an
uncontrolled one.

This meant that under the period of supervision coordination by the EBA,
national governments continued to determine for themselves how they would
muddle through the crisis and eventually exit it, if they ever did, without regard
for the integrity of the supervision process. This means that there was no full
enforcement pyramid (H3) which Germany later sought to rectify. National gov-
ernments acting collectively within the European Council and in conjunction with
voting and rule-making were not terribly important in determining whether there
would be a major credit event. As the previous chapter on bailouts showed, Ger-
many, France, the United States and the IMF were the only governments effec-
tively involved. National governments within the EBA could decide collectively
to turn a blind eye to major credit events when it suited them, and individual
member states could simply defect if they believed they could get away with it.
It made a mockery of the commitment to establish the EBA in the first place. The
sections below outline in more detail specific aspects of the supervision process,
coupled with how the EBA handled them.

Capital requirements

One of the key features of any stress test is to ascertain whether banks hold the
quantity and quality of capital required to weather a significant downturn or credit
event. Here as well, the EBA had no independent authority. Instead, capital require-
ments were negotiated by the European Commission, the member states and the
European Parliament in the adoption of most, but not all international Basel capi-
tal adequacy standards in the Capital Requirements Directive IV (CRD IV), and
by the Commission and the member states in the Capital Requirements Regulation
(CRR), which provides for further details (Howarth & Quaglia 2013). In the con-
text of the CRR, the EBA provides advice to the Commission for the adjustment
of capital requirements over time. In the case of Basel III standards, the EBA
recommended against the full adoption of international standards, preferring to set
the bar lower for EU banks, much to the dismay of the UK government, which had
wanted to apply higher limits.

In the context of capital requirements, deleveraging became a key issue for
banks everywhere, but European banks in particular, which started the crisis with
higher leverage ratios than their American counterparts (Reidhill 2013). An issue
discussed broadly across bank supervisors internationally therefore was the power
of bank supervisors to order banks to lower their leverage ratios. This means rely-
ing more for their operating capital by raising it on stock markets and less on
bond markets. The rationale was threefold. First, banks would be less vulnerable
to fluctuations in interest rates and even the availability of new loans to cover
bonds coming due. In September 2008, the drying up of the interbank market
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affected not only overnight loans, but this element as well. Second, in the event of
a crisis leading to the downfall of a bank, money raised by equity would not lead
to complicated debt contracts that had to be sorted out by a resolution authority.
Third, shares give holders the right to vote on company policy, to review financial
statements and even vote on the selection of the company’s leadership, placing
management under increased supervision from the company’s shareholders.

Deleveraging can be accomplished by raising new capital on the stock mar-
ket (which can backfire by driving down share price), retaining earnings (which
also tend to drive down share price by keeping dividends low), converting debt
to equity (use of hybrid instruments) and redemption below par in the case of
callable bonds. Only 10% of the effort to meet EBA capital-to-risk-weighted-
asset (RWA) ratios of 9% was met by shedding assets. Another 9% was made by
negotiating recalculation of RWA with national regulators, essentially negotiating
a more optimistic assessment of default risk. The other 77% was met by various
capital measures, spread across increased equity and debt conversion (Bank for
International Settlements 2012: 6—7). Redemption below par means that the bank
pays back the bondholder before the bond is repayable and pays a penalty for
doing so. This is only attractive to the bank if the current market rate is signifi-
cantly lower than the normal price. At the time of sale, a callable bond must pay
a higher interest rate in order to attract buyers. Deleveraging took place partly
as well by Western European banks reducing their loan portfolios (Jones 2014).
Credit to the real economy shrank considerably, even as interest rates stayed per-
sistently in negative territory in 2016.

However, the capacity to deleverage in this context is less than these figures
indicate. The Bank for International Settlements reports that Eurozone banks
made extensive use of the ECB’s Long-Term Refinancing Operation (LTRO) pro-
gram to raise capital outside of these options, accounting for 80% of the funding
required to pay down debts coming due (debt redemption). Greece, Portugal and
Ireland had made the most extensive use early on and then tapered off, after which
Spanish and Italian banks stepped up their use massively, followed by Belgium
and France, while other northern European banks made far less extensive use. In
contrast, Germany, Luxembourg and Finland massively increased their deposits
with the ECB. Southern European countries benefited from the LTRO through
lower yields (interest payments) on their borrowing (Bank for International Set-
tlements 2012: 3).

Banks in Europe remain almost everywhere far more highly leveraged than
anywhere else in the world, however (OECD 2017), meaning that it was difficult,
if not impossible for European governments, or anyone else for that matter to
consider giving the SSM the power to decide on leverage ratios, despite the urgent
prodding of the US government. This also means that the move toward new regu-
lations on leverage ratios, as in the United States, are difficult to contemplate for
much of the Eurozone, with the possible exception of France. The leverage ratio
is a measure of the Core Tier 1 capital that a bank holds divided by its outstanding
exposure (assets), whereby the higher the leverage ratio, the greater the security.
The United States chose in the wake of the financial crisis to demand high leverage
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ratios in relation to all assets, which it considered to be more transparent and less
vulnerable to manipulation than the Basel-based system of measuring core capital
against risk-weighted assets. The UK followed this approach, setting it apart from
other regulators in the European Banking Authority (Bank of England 2013: 69).
The ECB’s designated chief of supervision was reported in early 2014 to favour
such a focus on leverage ratios (Fleming, Ross & Jones 2014).

Although some banks in the Eurozone had reduced leverage in anticipation of
the ECB’s new role as supervisor for the Eurozone’s largest systemically impor-
tant institutions, only some of that deleveraging could be accomplished by reduc-
ing the creation of loans. An increasingly common method of deleveraging was
to do it contingently — by raising capital through hybrid mechanisms, particularly
contingent convertible bonds that would revert to shares in the event of a bank’s
insolvency (Avdjiev, Kartasheva & Bogdanova 2013).

National involvement and friction

Italy

Italy’s supervisor, the Bank of Italy, had a relatively lenient approach to supervi-
sion and converted very late to prefer innovative methods of bank resolution and
recapitalization. Once the SSM was in effect, the results were visible in that half
of all banks failing to fulfil capital adequacy standards in 2014 were Italian. Italy
was the only major economy of the Eurozone that did not institute a bad bank
system to help clean toxic waste out of its banking system. As a result, it proved
to perform particularly badly in 2014 and onward in deleveraging and raising
capital. In the context of the 2014 asset review the Bank of Italy tabled plans for a
bad bank for Italy’s banks, but government denied the need, stating that its bank-
ing sector was in good shape (Za 2014). Meanwhile, the Italian Banking Associa-
tion reported that its members had 156 billion euros on non-performing loans in
2013 that they were concerned about, and the Bank of Italy was concerned that
three Italian banks were not forthcoming with data in preparation for stress tests
(Klimes 2014). In the absence of such a public bad bank plan, which the govern-
ment opposed because it feared a downgrade of its sovereign credit ratings, the
Bank of Italy pressured banks to do the work themselves. This meant making
provisions for non-performing loans (a combination of writing off the value of
those loans and raising capital, or setting up an internal bad bank), or selling
those loans to funds like KKR which specialized in problem assets (Sanderson &
Dinmore 2014).

According to Reuters, the Italian government and Bank of Italy, as the bank reg-
ulators, were also recorded as saying that they would ‘exempt banks that had man-
datory European Commission-approved restructuring plans . . . from the harshest
of stress tests in 2014’ (Reuters 2014a). This took advantage of concessions made
in the European Banking Authority to assess all banks undergoing mandatory
restructuring on the basis of projected improvements in the balance sheet and
on the profit and loss statement over 2014 to 2016, rather than an assessment of
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actual worth in 2014. Italian authorities were particularly concerned about Monte
dei Paschi bank (Bernabei 2014). Monte dei Paschi at the time faced great diffi-
culties in raising capital to bolster its balance sheets due to legal infighting with a
shareholder group that promised to drag on (Bernabei 2014a). Other Italian banks,
UniCredit and Intesa to be exact, were able to work on private solutions instead,
which involved securitizing loans and selling them to hedge funds to deleverage
(Bernabei & Semeraro 2014).

Spain: recapitalizing with convertible debt

In Spain, the central bank acted differently than in Italy. After a period of deregu-
lation prior to the GFC, the Bank of Spain and the Spanish government reversed
course to re-regulate Spanish banks, supervise them more stringently and force
resolution of insolvent institutions (Epstein 2017; Quaglia & Royo 2015). Banks
responded in part to impending stress tests by selling off debt from the asset side
of the balance sheet. A significant portion of that debt was in Spanish treasury
bonds, which the banks bought as foreign investors sold it at the start of the Euro-
zone crisis. Spanish banks as a consequence have to rely more strongly on tradi-
tional banking business for income, which ties their profitability to the general
state of the Spanish economy. This can be positive or negative, depending on the
state of the economy. If banks lend more to the real economy and it generates
growth, it is positive. If the growth fails to materialize, it is negative. The Spanish
state has to rely more strongly on foreign investors to buy its bonds (moving from
35 to 41% of holdings in February 2014) (Penty 2014).

Spanish banks, as well as Portuguese and Irish banks, also prepared for stress
tests by issuing new debt in 2013 and 2014. In the early stages this debt was cov-
ered, meaning that the bonds were secured by collateral, which provides credi-
tors with heightened security that their investments are secure. Not only does
the normal collateral serve as a hedge against default, but covered bonds were
explicitly protected in European rules on bail-ins (next chapter). Toward the end
of 2013, sufficient creditor optimism was present for the banks to issue normal,
unsecured debt that exposes creditors to a normal risk of default and bail-in. One
financial analyst suggested that the fresh investment in bank bonds reflected both
an impression that the economy was improving (witnessed by an expansion of
corporate debt) and more importantly, that creditors saw banks improving their
internal finances and putting problems behind them. To what extent creditors
based this assessment on facts or supposition is unclear, but banks were able to
increase capital through bonds by over 50%, thereby easing the pressure on them
to sell further assets (Thompson 2014). In the case of Spain, the government
pressured banks to increase capital in this way or face nationalization (Toyer &
Ruano 2014).

Another observer underlined that confidence was not the only story, but that
these new debt instruments were contingent convertible bonds (known as cocos)
that transformed into shares if the price dropped below a pre-selected threshold,
or if the supervisor intervened to stop the bank paying interest on the bonds. This



The SSM 127

means that creditors would have the opportunity, as newly minted shareholders,
to replace the bank’s management before a bailout or bail-in became necessary or
imminent. Banks would be relieved of paying interest in an existential crisis with
bondholders taking the financial loss. Issuing cocos would allow banks to pay a
lower rate of interest, increasing their profitability and viability. Spanish bank
BBVA could pay 7% interest rather than 9% in early 2014, for example, and the
method became widespread thereafter (Jeffery 2017). Although supervisors had
some serious worries that this interest rate discount was too great, by irrationally
failing to consider conversion or supervisory intervention as a real possibility
(Thompson & Arnold 2014), some advantage to the various parties remains, even
as creditors reconsider the risk of default and charge more for the instrument.

The short-term effect of using cocos was the capacity of Southern European
banks, along with northern European banks, to access capital needed for the stress
test, and to do so without resorting to covered debt, which causes problems for
supervisors in the event of a bank’s collapse. In such a circumstance, there would
be little left for resolution authorities to bail in, making a taxpayer bailout and/or
collapse more likely. Since the supervisor reviews the nature of such debt instru-
ments as well as of assets, this is a welcome trend that enhances financial stability.
It likely would have happened in the absence of ECB supervision (as evidenced
that the trend to convertible bond is as strong outside the Eurozone as inside it),
but the nudging function of the EBA stress tests and ECB AQRs are likely to have
been significant in pressuring banks to secure the capital. The strongest move
toward convertible bonds has been in the higher tier of banks that fall under ECB
supervision (Thompson & Arnold 2014).

It must be noted, however, that in the medium to long term, the ability of banks
to use cocos to meet regulatory requirements for increased capital depends on
market behaviour that can shift overnight from accommodating to impossible. If
the price of bonds drops below the threshold, or if interest rates rise significantly
in anticipation of declining profitability or the risk of default, then the advantage
of issuing such instruments declines. Indeed the Bank of England demonstrated
concern that markets were creating instability by lending too much to banks at too
low an interest rate, and that when interest rates eventually rose, and CoCo bonds
dropped in price as markets woke up to their mistake, that a pre-programmed cri-
sis for the banks would result (Carney 2013; Bank of England 2013).

And in the private sector, the resort to cocos is still considered to be second
best to retaining earnings (if available) and selling off assets (if they can be sold
without a loss), due to the fact that the interest rates remain high for strong banks
and up to 50% higher for smaller and weaker banks (Vaughan 2011). For govern-
ments providing bailouts, however, it is more attractive to resort to a combination
of receiving interest on their loans to banks, and not scaring away investors from
the stock market, who would be diluted if the banks were to raise capital by issu-
ing more shares. One result is that the extremely high leverage ratio that typifies
European banks, which constitutes a significant vulnerability when interest rates
rise, and therefore poses a significant risk to financial stability during times of
stress, is not addressed by the practice (Vaughan 2011). This is despite the fact that
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both American and British regulators, as well as the OECD, have underlined that
deleveraging is essential to long-term financial stability (Bank of England 2013:
65—6; Reidhill 2013; Wehinger 2012).

The EBA authorized the use of CoCos in December 2011 for banks trying
to raise capital to meet their capital requirements. It estimated then that banks
required 153 billion euros of new capital to meet them. The supervisor is inter-
ested in CoCo conversion when a bank’s tier 1 core capital ratio drops below
a fixed percentage. But the threshold chosen (7%) was considered too weak by
some (Vaughan 2011), reflecting European unwillingness to fully implement
Basel III agreements (Howarth & Quaglia 2013).

Greece

Supervision in Greece proved further from generally accepted practice than Italy.
Greek banks and government found themselves in February 2014, before the
stress tests had taken place, in conflict with the Troika and other outside inves-
tors regarding the degree of capital needed to restore Greek banks back to health.
Greek bank and government representatives insisted that 6 billion euros was
required to recapitalize the banking sector, and had shopped around private ana-
lyst firms seeking confirmation of that outcome, while Troika analysis, particu-
larly by the IMF, saw a figure of 20 billion as necessary. This review was taken in
light of Troika—Greece talks over whether Greece would require a third bailout in
2013/2014 (Spiegel & Hope 2014).

Part of the sought reduction was found by lowering the standard to which
Greek banks would be held. The Troika had originally applied Basel standards
on capital ratios (9% core tier | capital), but reduced it to the 8% used for the
rest of the EU after lobbying by the Greek government (Georgiopoulos 2014).
The Greek government (not the central bank) had already commissioned and
received the results of its stress testing at that point but was not able to meet the
target without the reduction, leading it to argue with the Troika for easier terms
(Reuters 2014).

Meanwhile, the Bank of Greece, which had been keen to issue loans to the
economy but had wanted to see the results first, was kept out of the loop and
eventually increased the supply of credit to banks without looking at the results.
In its view, the large percentage of non-performing loans that it believed were on
the balance sheets of Greek banks (one-third of all loans) made it all the more
necessary to increase central bank loans without delay (Noonan 2014). For the
Greek government and central bank, therefore, the stress tests were not intended
to examine the health of banks critically and recommend needed improvements,
but to prop up foreign investor confidence in Greece (Georgiopoulos 2014a)
regardless of the findings. In particular, the Greek authorities and banks needed
to find outside investors for Greek banks which would then be expected to pay
increased capital (rather than deleveraging by getting rid of non-performing loans,
as the stress test would otherwise require them to do). Although that stress-test-
induced deleveraging would help the Greek banks to return to eventual health,
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it would indicate that the work had not already been done, which the banks and
government wanted to avoid.

This squares with the behaviour of regulators in Italy and Ireland as well, push-
ing to soften the probe of the stress tests. This gives further credence to Andrea
Enria’s claim, as EBA Chair, that national protectionism continued to run rampant
in the European body.

The single supervisory mechanism

The main point of contention was not about capital requirements, but about the
establishment of an EU bank supervisor, however. Two visions of supervision
for the EU contrast functional design for the Eurozone (not even the EU), with a
more highly politicized design led by creditor countries. The two versions have
different scope and powers and key functions in the regulatory process. A func-
tional design would stress central oversight and strong powers, coupled with
external financial resources at the EU level to restructure banks found wanting,
whereas the politicized design stresses national responsibility for support mecha-
nisms, buttressed by European oversight of banks likely to trigger a request on EU
assistance by the national competent authorities and its constituent banks. A more
politically sensitive model, reflecting expectations of new intergovernmentalism,
which was chosen for the EBA, would allow for continued national ownership of
policy implementation and enforcement in the context of collective benchmarks
on the broad parameters that national regulators should employ.

Despite the mission to break the negative mutual reinforcement of banks
and sovereigns in Europe, the EBA’s first wave of stress tests was followed by
the unexpected bankruptcy of the French-Belgian-Luxembourgish bank Dexia,
among others that had been given a clean bill of health. This undermined confi-
dence in the broader European economy and in the seriousness with which super-
vision was being undertaken in this context. For this reason, the expectation grew
that Europe’s banks would transition to zombie banks, neither shedding their toxic
assets, nor improving their ability to secure private finance, nor facing any hope of
general economic recovery as loans to the economy ceased to flow, nor making an
exit of public support for banks possible. The short form for this series of expec-
tations was the Japanization of the European economy, which makes reference
to Japanese economic stagnation since 1991 as a result of banks and supervisors
colluding to allow banks to operate with high levels of non-performing loans.
The EBA’s failure on stress tests fuelled suspicions that it was powerless to push
national supervisors to act vigorously against their own banks, leaving national
champions weak and exposed or in a state of existential threat while the banks of
other countries continued to benefit from lax oversight — suspicions that had not
been dispelled entirely by 2017 (Gandrud & Hallerberg 2017), despite some cau-
tiously optimistic assessments (Schoenmaker & Véron 2016). This in turn raised
expectations of continuing pressure on public finances as banks required support.
Even as late as 2016, the EBA continued to be the object of critique on stress tests
(Bloomberg 2016).
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It is partly, though not solely in this context that the need for an alternative
form of supervision became apparent to the policy community. Europe could have
muddled through without imposing change on its banks and for the intent of the
latter to reduce future financial exposures if it had not been for the incapacity of
some governments to borrow on capital markets, and for the knock-on effect that
that had on northern European countries. Small countries in trouble were also
easier to ignore than larger ones. As that incapacity forced Greece, Portugal and
then Spain to follow Ireland in requesting financial assistance from the EU and
from the IMF, the interest of northern European countries in providing some type
of financial assistance rose. This was a straightforward interest in quelling the
contagion of financial instability from Southern Europe into Northern Europe. As
the previous chapter demonstrated, this meant visiting the question of how gener-
ous government-to-government bailouts should be.

The moment of demand for a single bank supervisor with more power than the
EBA came in the context of Spain asking for financial assistance for its banking
sector in June 2012. Bankia was in line as the first bank to fail without a bailout,
and the possibility was real that more banks would need assistance given the steep
decline in the economy since 2008. Given the size of the Spanish economy, the
potential contagion effects were much higher than they had been for Greece or
Portugal, making the payoft for Germany and other states more obvious. In return
for allowing the ESM, as yet unratified, to be used to bail out banks rather than
sovereigns, however, Germany demanded the establishment of a supervisor who
would ensure that the money would very rarely be required, and that if lent, that
it stood a reasonable chance of being repaid. This meant rigorously exposing the
assets and liabilities on bank balance sheets on a regular basis, to reduce the likeli-
hood over time of a bank getting into serious trouble, and opening up the accounts
of banks that required direct and immediate assistance to survive, to ensure that
an informed decision could be made that the bank could be saved if given the
assistance. If not, the bank would be left to collapse or be wound down, which
leads to the issue of bank resolution, discussed in the following chapter. Either
way, a European supervisor would be required that could expose the accounts of
the banks so that further decisions could be taken about the level of assistance to
be extended and the terms attached.

By June 2012, the EBA’s shortcomings coupled with the Spanish financial cri-
sis provided an opportunity for the ECB to nominate itself as the likely candidate
to take on the responsibility. The remainder of the negotiations between the EU
member states, the Commission and the ECB demonstrate a number of points.
First, the German negotiating position within the Council wanted supervision in
principle, but wanted it limited to the EU’s 25 largest banks, known as SIFIs —
systemically important financial institutions. In December 2012, it secured this
concession from its fellow member states, pushing back arguments by both the
European Commission and the ECB that supervision should extend to all EU
banks. Second, the ECB was successful as a political entrepreneur at claiming the
role of single supervisor, and in expanding the scope of its remit from 25 banks
to 128, and rights to take over supervision of any other bank that it considered
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a threat to financial stability (De Rynck 2016). The Bank’s announcement of an
Asset Quality Review, and its involvement in developing the Single Rulebook for
national authorities further increased its influence over the EBA. The ECB there-
fore succeeded at replicating the network model of cooperation between Euro-
pean and national authorities that had already been developed and used effectively
by both the European Court of Justice and by the European Commission in its
role as competition authority. These extensions were achieved on the basis of
arguments of both technical expertise and policy credibility that Germany and the
other member states eventually accepted in April 2013. Third, the member states
nevertheless succeeded at ensuring that their own supervisors would dominate
decision-making within the SSM through the EBA over the larger questions and
execution of supervision itself. This potentially limits the capacity of the SSM to
work in a fully independent manner. Finally, the Commission may have set the
stage and facilitated negotiations, but the agreements that came to place and the
initiatives taken reflect other actors in the process, particularly the member states
and the ECB.

Overall, the outcome of the decision to create a single supervisor demonstrates
that a supranational institution like the ECB does indeed have the capacity to
shape events in ways that constrain the options available to national governments.
However, it would be going too far to say that supranational institutions got what
they wanted, when they wanted it and how they wanted it. The Commission’s and
the ECB’s plans right up until the December 2012 Council meeting were firmly
in favour of an independent supervisor with wide-ranging powers extending into
bank resolution, as in the United States, and covering the EU’s 6000 plus banks.
Both argued that supervision would not succeed without those powers. That they
did not secure those powers is testimony to the limiting power of intergovernmen-
tal agreement. The SSM is therefore simultaneously both the Banking Union’s
greatest achievement and the strongest support that can be found in favour of
neofunctionalism/neoliberal institutionalism. Even so, the intrusion of national
authority into the SSM decision-making process and the persistence of national
capacity to shield banks remain real. This is not just a question about the limits
of supranationalism, but given the history of the EBA, and the fact that it will
continue to play a significant role in the supervision of EU banks, that nationalist
undermining of attempts to establish European power will remain a relevant fac-
tor. The recent history of bank supervision in the EBA underlines above all that
one cannot assume that national actors within the SSM will act in as technocratic
a fashion as have national judges working with the ECJ or national competition
authorities working with DG Competition, the Directorate General of the Com-
mission that acts as Europe’s competition authority.

Moral hazard and forbearance

The demand for emergency assistance for banks generates demands for robust,
common supervision as well. Moral hazard is reckless and dangerous behav-
iour enabled by actors who believe they will not be held responsible for the
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consequences of their actions, but that others will have to pay instead. The qual-
ity and robustness of bank supervision determines in large part whether banks
are able to act recklessly in ways that make a collapse more likely, and through
that, a demand for deposit guarantees and resolution to be deployed. Within the
resolution mechanism itself, this fear of moral hazard is the incentive to establish
an independent resolution authority that is unlikely, due to a legislated mandate
and mission, to exercise the least practicable amount of forbearance with regard
to restructuring and winding down banks.

Forbearance, which refers to delaying the recognition of losses within a bank
in order to give the appearance of liquidity or solvency, is common in the banking
industry by virtue of national authorities seeking to give home banks more time
to sort out their problems, and can be countered by a common authority that is
unlikely to take such decisions on the basis of national preference (ESRB 2012:
5). Since forbearance is one of the key parameters in allowing zombie banks to
continue doing business while burdened with toxic assets, a more aggressive reso-
lution approach is also considered vital to restoring lending to the real economy
by healthy banks in the wake of a financial crisis. The need to look soberly at bank
balance sheets and do the required surgery becomes particularly important at the
point when quantitative easing is tapered to the extent that banks can no longer
hide the extent of impaired assets (BIS 2011: 42), and in which national govern-
ments (some more than others: programme countries in Southern Europe being
the weakest) are incapable of providing capital injections to recapitalize banks in
a crisis (BIS 2011: 57, 72—-83), which is widespread in the weaker regions of the
Eurozone.

The Academic Advisory Committee of the ESRB underlined the necessity of
applying supervision with a minimum of forbearance. Whereas supervisors may
be inclined to give banks breathing space until they can rectify their financial
positions, and to avoid systemic fallout, the Committee concluded that such lee-
way most frequently merely postponed the moment of crisis to the disadvantage
of the general public. The preferred mode of supervision, it argued, should focus
on setting out ex ante rules of engagement on forbearance, ex ante roles for the
various supervisors involved, and make it a priority to make systemic stability
rather than the fate of one institution the measuring stick against which forbear-
ance is evaluated. That insistence puts at a premium well-established rules and
guidelines regarding the resolution of problem institutions to prevent contagion
to the broader financial sector, including clear rules regarding the protection of
depositors in that process (ESRB 2012: 1).

The Committee’s expectation that the EU banking sector would eventually
evolve into a market populated by several banks doing business across the sin-
gle market (rather than the current system of limited cross-border exchanges)
informed its opinion that a strong European Resolution Authority was required to
make swift, authoritative decisions in the event of a banking collapse (ESRB 2012:
2). This requirement for swiftness reflects ongoing experience of the relationship
between the time taken to resolve banks and sort out the impact on depositors
and creditors, and the aggregate impact of a bank failure on the entire financial
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system (Feteke-Gyor 2013). Whereas the Committee cautioned against excessive
forbearance for credit events involving single banks, it recognized that there may
be good reasons to do so when stringency would place the entire financial system
under pressure, under very limited circumstances. Reasons for forbearance are
reflected in the American approach to debt default in Latin America in the early
1980s, when banks were not forced to write down losses lest they become insol-
vent themselves.

Reasons against forbearance are that it gives banks the room to engage in risky
speculation to make up their losses (US Savings and Loans in the 1980s), or allow-
ing them to hide their losses indefinitely and persist as zombie banks (Japan since
the 1990s). On the whole, the Committee underlined that forbearance normally
backfires, delaying a crisis but making it worse (ESRB 2012: 8-9). It was all the
more urgent in Europe due to ‘rampant’ forbearance by national supervisors in the
EU. The Centre for European Policy Studies recommended the model employed
by the Federal Deposit Insurance Corporation (FDIC) in the United States, which
incorporates a combination of mandatory capital adequacy and quality thresholds
past which supervisors are obligated to intervene to start resolution proceedings,
and mandatory release of relevant information by banks to the public that aid the
supervisor to see when that threshold is reached (Carmassi, Di Noia & Micossi
2012: 7).

Micossi, Bruzzone and Carmassi (2013) also mention an additional issue that
allows one to see the seriousness or laxness with which European legislators set
up supervision. They indicate a preference for focussing on overall leverage lev-
els within the bank, which the FDIC employs as a measure that is objective, trans-
parent and linked to the overall risk attached to individual banks, rather than the
risk-weighted averages typically employed in Europe and in the Basel Accords.
The FDIC itself underlines that such risk weights are prone to creative interpreta-
tion by banks and credit rating agencies that undermines the usefulness of such
information in assessing when a bank is at severe risk of failure or actually insol-
vent, requiring resolution to start (Reidhill 2013). If the ECB and national legisla-
tors were to introduce such standards, they would have to contend with the fact
that leverage levels in European banks remain five to six times higher than in the
United States on average. American regulators forced down bank leverage levels
after 2008, whereas their European counterparts did not, as they issued more debt
to keep them afloat, particularly in the Eurozone.

The ESRB Committee noted in this regard that intervention in the internal
affairs of banks (corporate governance) by national governments was far lower
once the crisis erupted than required to correct behaviour. As a result, the ten-
dency toward moral hazard by banks had not diminished. Cash injections and
loans were provided through hybrid instruments, which are bonds that can be
converted to (voting) shares in the company, with the result that governments
never directly had votes or representatives on the boards of directors of the banks
they were supporting. The result is that banks had not started cleaning up the
assets on their balance sheets until the ECB was instituted as the supervisor. This
approach had been further enabled by the use of accounting tricks associated with
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bad banks, that take assets off the balance sheets without the public sector truly
taking responsibility for them (ESRB 2012: 10). The alternative favoured by the
ESRB Committee is a hands-on approach in which the public sector authorities
‘step in, take control, sort out the business and then restructure, recapitalise and
reprivatize the good parts of the businesses’ (ESRB 2012: 11), as Swedish author-
ities did in the early 1990s.

The formula offered for combining supervision with other measures to combat
moral hazard is a combination of corporate governance, private oversight, public
oversight, resolution regime and deposit guarantee system that provides incentives
for pre-crisis private diligence (Reidhill 2013). A political difficulty in making
this happen lies partly in the realm of improving company law and more impor-
tantly, partly in the unwillingness of public authorities to prosecute and otherwise
hurt business interests. The unwillingness to prosecute is reflected in the Holden
Doctrine (Too big to jail) (Taibbi 2013). The management of deposit guarantees
also requires more reliable, standardized deposit information (which is often lack-
ing: Fekete-Gyor 2013) which would, if a European authority were established,
collide with bank secrecy laws, in Austria and Luxembourg in particular.

All of these points emphasize the need to establish supervisory authority to the
greatest extent possible at the European level, as well as establishing other Euro-
pean banking authorities and funds in related areas, in all three areas. There are
clear expressions of intent by EC and global actors (ECB, ESRB, IMF, IADI) in
favour of centralized institutions. In the run-up to the ECB officially taking over
its role as supervisor in November 2014, it was possible to observe the degree of
relative degree of influence that the ECB and the EBA would have in future super-
vision. While the EBA was given responsibility once again for stress testing, and
for establishing a common rule book for bank supervision (Regulation 575/2013
and Directive 2013/36) (thereby removing an important tool for mission expan-
sion from the ECB that it had used to increase its remit from 25 to 128 banks),
the ECB elected to conduct its own Asset Quality Review to assert its authority
and involvement, and to put the EBA under additional pressure to conduct a fair
and objective stress test. The interplay between those two parallel processes sheds
light on the relative power of national authorities and European ones in the super-
vision process. They are investigated below.

Stress testing and the Asset Quality Review

This section looks at the ECB’s role in establishing an enforcement pyramid as
distinct from what preceded it in the EBA. The first plan of action for restoring
the European banking system to health, and restoring the confidence of financial
markets in it, was to conduct stress tests, as the US had done with its own banking
system.

Andrea Enria, the Chair of the European Banking Authority, for his part,
acknowledged in 2013 that the EBA was not fit for purpose, either in stress test-
ing or in mediation during a bank resolution or another supervisory intervention.
He cited intergovernmental politics within the EBA as the reason why this was
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so. The need for committees to take decisions made decision-making slow, cum-
bersome and ‘impossible’. ‘They give us responsibilities but they put so many
national safeguards on every task we need to do that sometimes I am concerned
we will not be able to perform [them]’ (Jenkins & Fleming 2013).

Enria underlined further that the purpose of the stress testing was not only to
provide for financial stability, but to take a first step toward re-establishing the
single market in capital, given its renationalization in the wake of the Eurozone
crisis. Faced with the prospect of financial contagion across national borders, he
noted that national supervisors had pressured banks with operations and connec-
tions in more than one member state to scale these back so that they could be
regulated entirely as national entities without the interference of other regulators.
Not only would colleges of national supervisors not become necessary, the reach
of European regulation through the EBA would be minimized. The result was a
triangle of national banks, national governments that were ultimately responsible
for losses in the banking sector, and national regulators that not only forced on
the banks to renationalize, but allowed banks that should have been closed for
insolvency to remain in business. The same view was expressed the same day by
Benoit Coeuré¢ at the ECB, who feared that the EU’s incapacity to conduct mean-
ingful stress tests would lead its default to be to allow zombie banks to persist,
leading to a Japanese-style zombie economy with artificially propped-up banks
rather than doing the surgery required to restore banks to proper health (Klimes
2013).

A key issue flagged by Enria at the EBA was the valuation of sovereign bonds
held by banks. Whereas banks had traditionally been able to value assets at pur-
chase value, the Eurozone crisis had shown that national treasury bills could lose
their value during a crisis of economic confidence. Rather than rely on historical
values, Enria considered it vital to take the current market value of national treas-
ury bills, and to incorporate the risk of default into the assignment of risk weights
for such bonds in the process of undertaking a stress test (Klimes 2013). The result
of such a valuation is to make the sovereign debt of countries with weaker credit
ratings less valuable to banks as a type of asset in which to invest. In the absence
of new sources of capital that could be set aside to provide for potential losses in
a crisis scenario (in accordance with Basel III rules), banks would have to dump
at least some of their treasury bills from Southern European countries, creating
further pressure on those governments to tighten government finances. Indeed, by
early 2014, the first signs that Southern European banks were doing precisely that
were visible in Spain.

The Economist quotes an unnamed French banker suggesting that Germany
had Landesbanken shielded from the review to ensure that they would not be
ordered to increase their capital buffers. It also pointed out that in the event of a
dispute between the ECB and a national supervisor, there would be little the ECB
could to do to force the situation other than to cut the bank off from ECB liquidity
facilities, which would cause the bank to collapse (Economist 2012).

In this context, German demands for a functioning bank supervisor in exchange
for making ESM money available for bank recapitalization required another actor
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to take on the job. The ECB put itself forward as early as 2012 as a likely can-
didate, competing with the European Commission, which also coveted the job,
on the basis of expertise and political independence. Relevant in the debates that
ensued was that no other institution could credibly claim the capacity to func-
tion properly, and to remain above the fray of governments protecting their own
national champions.

However, the ECB was not given the power in the legislation establishing the
SSM to conduct stress tests. Instead, this power and responsibility was handed
back to the EBA, which had been unable to and unwilling to conduct the tests
with due diligence in the first place. In response, the ECB announced that in addi-
tion to the EBA conducting stress tests on selected European banks, it would con-
duct its own Asset Quality Review (AQR) in 2014 with the assistance of outside
rating agencies to help maximize the independence of the review. One of those
firms raised questions about the integrity of the process, however. The company
Oliver Wyman, which gave Anglo Irish Bank a clean bill of health before it failed
in 2008 (Waterfield 2013a), and conducted a stress test of the Spanish banking
system in 2012 using questionable methodologies, was chosen to assist the ECB
(Durden 2012).

The ECB’s role as supervisor started on 4 November 2014. In preparation, and
to enhance confidence in the integrity of the process, the ECB announced draft
framework regulations for AQR and for supervision after that moment on 7 Feb-
ruary 2014. That document lays out that supervision of the biggest 128 EU banks
is a joint responsibility of the ECB and national regulators. Other banks are the
responsibility of national regulators, unless the ECB finds that regulating other
entities from the EU level is required to fulfil its mandate. The text outlines that
these powers are designed to ensure that bank entities it doesn’t supervise, but
are connected to banks it does, do not lead to banks evading effective supervision
(Black & Blundsen 2014).

The AQR was designed to find non-performing loans, and measure them against
loss absorption capacity (sources of money that can compensate for the losses),
so that the need for recapitalization can be quantified. Loss absorption capacity is
comprised of bank provisions (banks themselves setting aside money), asset pro-
tection schemes (government compensation schemes for non-performing loans),
future profits and the excess capital buffer. The capital buffer is money acquired
by selling debt worth multiple times the bank’s shortfall. The questionable aspect
of the Oliver Wyman stress test is that it assumed that Spanish banks could sell
hundreds of billions of euros in debts as they deleverage in the midst of a severe
economic downturn. Most importantly, that debt was already used as collateral for
loans from the ECB under the LTRO program.

The AQR was also designed to ensure that assets on the balance sheet are prop-
erly valued. The stress test then models what would happen to that in a crisis
(Dixon 2014). The AQR takes place in three stages. The first phase is planning, in
which the ECB and national regulators request information from banks regarding
loans and trading assets. In the second phase, the ECB and its agents examine
loan portfolios, inspect the quality of collateral and the soundness of level three
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assets, which are significant but hard to value as they are not bought and sold very
frequently (Noonan 2014).! The AQRs and stress tests also need to factor in that
national regulators are keeping capital pooled within national borders of interna-
tional banks, and there is nothing the ECB can do about this (Economist 2012).

The plan of attack by the ECB and the EBA on AQR and Stress Tests pro-
vided a gap of three months between the completion of the exercises (risk assess-
ment done in February 2014, AQR following, and stress tests completed by June/
July 2014) and the publication of the results in October 2014. On the one hand, it
provided banks with the opportunity to correct problems before the markets and
the public are certain they exist. On the other hand, however, it provided time and
opportunity for political actors to push for a friendly review and interpretation of
the facts, for banks to dispute the results rather than comply, as happened with
Bank of Ireland in February 2014, for national regulators and banks to drag their
feet on full compliance with reporting requirements, and can therefore undermine
market confidence in the integrity of the reviews.?

At the same time, the ECB and the EBA chose to apply a less stringent review
of bank solvency than the IMF. Whereas the IMF chose to model potential losses
to loans over a 30-year period, reflecting the nature of some treasury bills, corpo-
rate bonds and mortgages, the ECB and EBA reviews had a decidedly shorter time
horizon of three years, enough to seek out impending disasters and dealing with
them, but not potentially larger problems down the road (Jenkins 2014). Given
that debt restructuring in program countries like Greece partly involved the partial
delay of payment past the three-year horizon, this means that potential risks were
knowingly factored out of the review.

Banks prepared for stress testing and implementation of Basel III standards
by reducing their holdings of risk-weighted assets, including sovereign bonds
in 2013 and 2014. It relieved pressure on banks to raise more capital at a time
when it is more difficult and costly to acquire and fulfils regulatory requirements
for higher capital ratios. However, it also dampened economic growth. A review
undertaken by the Financial Times in 2011 revealed that the principal vulner-
ability of large Spanish banks was in Spanish treasury bills. German and French
banks, particularly Deutsche, had significant exposures still to peripheral Euro-
pean debt (Economist 2013).

Supervision in 2014 primarily raised the prospect of banks having to raise more
capital in order to become more resilient to contagion. This led to political bat-
tles over what rules would apply. The ECB’s starting point was that Basel III
rules should be largely adopted. One key consequence of such an adoption would
have forced banks to list derivatives as assets on their balance sheets instead of
holding them off-balance sheet in a shadow bank subsidiary. Doing so would
require banks to raise capital through increased equity holdings (cash and other
convertible instruments), to counterbalance the risk of assets declining in value
or defaulting completely. Although increased deposits and loans from other insti-
tutional investors could also be used to counter the risk of default in principle,
European banks were already considered to be far more heavily indebted than
banks in North America, and therefore more sensitive and vulnerable to waves of
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deleveraging (loans being called in rather than issued or extended), which initiates
a downward spiral for banks).

National exceptions

National exceptions to ECB supervision came primarily from Germany. While
the Landesbanken had been successfully withdrawn from EBA stress testing prior
to 2014 so that they would not have to increase their capital buffers (Economist
2012), a change in domestic political opinion, by banks and government in par-
ticular, generated a permissive consensus on allowing them to be supervised from
Frankfurt afterward. The savings and loans banks, the Sparkassen, however, were
spared supervision (Deeg & Donnelly 2016). Similarly, the public banking insti-
tution KfW, with the backing of the German government, pushed successfully in
2014 to ensure that the ECB did not supervise its public sector export bank, IPEX
as it had planned to do. The bank is Germany’s third largest measured by the size
of its balance sheet, but argued that it should remain under the sole jurisdiction of
the German regulator (Huebner 2014).

Supervision-resolution matrix and credibility

Those involved in the planning of the SSM expressed fear that stress testing would
not be effective as long as funding was not available to cover shortfalls. The ECB
could not credibly make banks and regulators believe that it would expose short-
falls, at least to their full extent:

‘It is madness to expose capital shortfalls if you don’t know where new capi-
tal is going to come from,’ says one bank supervisor.
(Economist 2013)

OECD senior economist Wehinger weighed in separately to note that stress
testing without financial resources to plug capital shortfalls is a source of financial
instability (Wehinger 2012: 6). This is a problem for the stability of the European
banking system and for the supervisory mechanism as a whole, since stress tests
were scheduled to take place in autumn 2014, before any envisaged European
Resolution Mechanism would go online that could intervene to prevent a credit
event. The ECB warned about this repeatedly to little avail. The consequence is
that national banks, national supervisors and national governments and taxpayers
are responsible for their own shortfalls before Banking Union is completed. This
has the benefit for countries with easier access to capital markets, if the stress
tests and asset quality review are thorough and successful, of ensuring that legacy
assets are out in the open and not the subject of cross-border transfers. It has the
drawback, however, of putting pressure on the European Central Bank, as the
single supervisor, to consider closely whether to be extra cautious in formulat-
ing its conclusions regarding the amount of capital required by banks in order to
meet their capital requirements. It also puts pressure on the ECB, as the head of
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the single resolution board, to also exercise leniency. In early 2014, the ECB’s
designated head of supervision, Dani¢le Nouy, sent a clear message that the ECB
was prepared to expose and shut down banks that did not meet the regulatory
criteria (Fleming, Ross & Jones 2014). However, she did not entertain questions
of whether the ECB as supervisor would weigh the considerations of financial
stability against those of rigour in supervision. While it might be conceivable for
a small bank to fail as a sign to the system as a whole, sufficient public backstops
were not in place to ensure the orderly closure of a larger bank. The ECB under-
lined that banks that performed poorly in the AQR and stress tests might have to
be bailed out by their national governments. They would not be let off the hook
(Taylor & Suoninen 2014). This would enhance the credibility of the SSM at the
same time that it potentially pushes problems within banks back to the national
governments dealing with the conditions of an ESM loan, potentially unleashing a
new round of the Eurozone Crisis in the process. Indeed, financial markets appear
to be concerned about precisely this (Miinchau 2013), which would mean contin-
ued expectations of EU banking being dominated by zombies for the foreseeable
future. If so, it will hinder European banks in raising equity to the extent they
would like and put the European banking market at a competitive disadvantage to
other jurisdictions, without increasing financial stability.

Conclusions

The SSM demonstrates the successful development of supranational power within
the EU, but under specific conditions. It is the only element of reform where
Germany supported increased powers to establish an enforcement pyramid (H3)
linked to distributional issues (H2) and linked to Germany’s willingness to pro-
ceed with ESM as a lender of last resort (linked to H1 and H3.2). Still intergov-
ernmental negotiations within the EU mean that compromises were still made that
fall short of a full enforcement pyramid. These continued risks of institutional
incompleteness are important for European supervision in that they underline the
importance of differences of opinion between national regulators when setting up
a single rule book for stress tests and supervision. Those national regulators con-
tinue to have considerable control of the process, even in areas where the ECB is
ostensibly in charge. Although the ECB initiated the AQR and pins its hopes for
establishing its credibility versus banks, and the credibility of stress tests versus
markets, the AQR only looks at one half of the balance sheet, and lacks the capac-
ity to tackle the question of bank leverage directly. The EBA’s stress tests neces-
sarily look at both sides of the balance sheet, and therefore consider issues like
convertible bonds that an AQR will not necessarily consider. Moreover, the high
reliance of European banks on bonds to finance their operations rather than selling
shares on the stock market, securitizing and selling off their assets on derivative
exchanges or inviting equity investment from hedge funds and money market
funds (as in the United States and UK)*® mean that there are few alternatives to
the CoCo practice spreading throughout the EU’s banks in countries with weaker
public backstops. It is therefore difficult to imagine, given the alternative that
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banking systems in Southern Europe would otherwise undergo massive contrac-
tion, that the EBA could muster a majority of member states to push through
lower leverage ratios. This means that significant challenges remain in increasing
the financial stability of the European banking sector, despite the limited success
of the ECB in expanding its original mandate.

That mandate, in turn, needs to be considered in light of what made it possible.
The EU, without German insistence on a single supervisor capable of looking
into large EU banks, was only prepared to let the EBA be the supervisor. That
the ECB came into question at all was entirely a result of Germany pushing for
investigation powers focussed on rooting out bad loans, which were most preva-
lent, and the greatest source of financial instability in the southern periphery of
the Eurozone, and Ireland, rather than countries like Germany that had weathered
the crisis fairly well. Although the ECB did manage to convince others it should
be responsible for more than 25 banks, it remains responsible directly for less than
1% of all banks in the EU, has little to say about stress testing, has little power
to look at the liability side of balance sheet, or rather do something about it, is
dominated in its decision-making role as supervisor by national authorities that
have demonstrated national, not transnational allegiance (in contrast to national
central banks within the single currency) and must live with the constraint that
if it does act to expose a bank, that it could unleash a chain reaction of financial
contagion, because the mechanisms of resolution are underfinanced, complicated,
fragmented on national lines and continue to reinforce the doom loop of mutu-
ally reinforcing weaknesses between banks and sovereigns (discussed in the next
chapter). If the SSM is to work, it will have to be on the basis of medium-to-long
term trends in which banks retain earnings, and raise capital through equity mar-
kets to slowly improve their positions. This is still a significant effect and could
be seen in the run-up to the launch of the SSM in 2014.

Notes

1 For the treatment of level three assets under International Accounting Standards, which
are used in the EU, see Deloitte (2014).

2 Black and Brennan (2014) report that the Bank of Italy claimed special consideration
on financial accounting standards. This is despite the fact that companies are required to
comply with International accounting Standards in the EU.

3 See Bank of England (2013); Reidhill (2013) and Wehinger (2012) for suggestions that
European banks deleverage more.
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6 The SRM

Resolving banks without
deposit guarantees

Although initially overshadowed by the headline issue of bank supervision in
Europe, experts considered bank resolution (bankruptcy management, restructur-
ing and closure) to be key for Banking Union to work successfully, alongside
a European Deposit Insurance System (EDIS) (Donnelly 2016). Resolution and
deposit insurance contribute to financial stability by preventing further contagion
throughout the financial system when a bank becomes insolvent. They there-
fore complement the SSM and constitute core components of a Banking Union
(Véron & Wolff 2013; Baglioni 2016). They also complement each other, since
both manage the affairs of insolvent banks.

Establishing the SRM started out as a case of intergovernmental negotiation
without realist elements until distributional issues became unresolvable. Germa-
ny’s concerns about the possibility of resolution funds growing beyond its control
and even eclipsing the ESM led it to insist that a Single Resolution Fund (SRF)
at 55 billion euros, roughly 1/20th the size of the ESM’s financial capacity, would
remain outside the EU as well, and only accessible once resolution actions had
been taken by national authorities under the supervision of a European agency
(establishing an enforcement pyramid based on conditionality). EU state aid law
then adjusted to this realist demand — resolution costs would borne by banks and
investors, then member states would have to funnel their own money into shutting
down banks in an orderly fashion.

Instead of an EU resolution authority with significant powers and financial
resources — an option favoured by most actors, national, European and interna-
tional — Europe established an EU agency, the Single Resolution Board (SRB),
to oversee and coordinate national authorities regarding the resolution of ECB-
supervised banks, plus the SRF placed outside of EU jurisdiction, where it could
not be used or expanded without German consent.

Resolution involves the appointment of a manager for the bank who winds up
the institution by prioritizing who gets whatever money is left in the bank, forth-
coming from deposit insurance and otherwise claimable from other counterpar-
ties. Counterparties are other institutions with whom the bank transacts, who may
have outstanding claims on or debts to the bank under administration. This pro-
cess of resolution means not only sorting out the position of retail depositors, who
are covered at least in part by deposit insurance, but also commercial ones who
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are not, including other banks who may owe the defunct bank money. Optimally, a
resolution authority can restructure the bank proactively before a collapse actually
occurs, leaving behind a smaller, but healthier and viable institution. Resolution
mechanisms therefore overlap with day-to-day supervision, which is responsible
for ensuring that banks avoid behaviour leading to failure, or issuing an early
warning of trouble in a bank if it gets into trouble, whether for bad behaviour or
outside events like a national bankruptcy that then bankrupts the bank. A spe-
cific overlap may be a demand for banks to increase their capital buffers to better
withstand the collapse of other banks. The latter has happened in Cyprus and in
Greece. Resolution has two key functions during a bank crisis: to ensure the con-
tinuity of financial services for normal bank clients, even when that must happen
at a new bank, and to minimize the impact of the bank’s closure on other banks.

The most important mechanism for fulfilling these functions is restructuring
bank assets. The way in which this is done affects the cost to the bank and its cred-
itors, to the resolution fund in place to cover additional claims, and to the public
backstop that provides additional capital in winding up the bank so that it does not
threaten other banks. Restructuring is done through three mechanisms: separation
of assets, transfer of business and bail-ins. Separation of assets involves remov-
ing toxic assets (non-performing loans or other financial instruments that have
a negligible market value) from the bank. On the bank’s financial records, this
replaces a fictional display of healthy income and wealth with a realistic assess-
ment, which may approach zero. Transfer of business involves selling what is left
of the bank to another bank, normally after asset separation. It sometimes involves
the establishment of a public entity known as a bridge bank that holds on to what
is left until a buyer can be found. Bail-ins form a counterpart to the separation of
assets, in which the resolution authority terminates or alters the contracts that the
bank has with its creditors (bondholders). These creditors are typically other insti-
tutional investors such as pension funds, hedge funds, mutual funds, money mar-
ket funds and other banks. In the process of resolution, the authority will attempt
to ensure that the bail-in compensates as much as possible for the writing down
of toxic assets. What remains of the bank is a much smaller institution stripped
of most of its assets and liabilities that can be transferred to another bank as it is
closed as an independent business.

Resolution funds are deployed at the point where a bail-in large enough to fully
compensate for the write-down of toxic assets would exceed the capacity of the
further financial system to absorb. This would endanger financial stability for the
system as a whole. The resolution fund can be used to ensure that the severity of
the bail-in is contained, so that what remains of the bank (which will mostly be the
deposits of insured depositors and remaining safe assets) can be transferred to a
new owner and that the solvency of the bank’s creditors is not threatened. Under-
standably, the bank taking control would want the resolution fund and bail-ins to
work beforehand to ensure that the new acquisition is not a liability.

Although bail-ins were uncommon and bailouts widespread at the beginning of
the financial crisis, and could not be viewed as an alternative to pubic backstops
(Goodhart & Avgouleas 2014; Avgouleas & Goodhart 2016; Jones 2016), they
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gained traction in European, American and global circles as necessary to reduce
the public cost of dealing with bank failure, but also to incentivize stronger credi-
tor oversight of banks (Coffee 2010). Institutional investors would have greater
incentives to sit on boards of directors, insist on more transparent reporting and
regular controls in ways that retail depositors cannot and do not do (Mayes 2013).
Bail-ins also reduce to some extent the possibility that bailing out an insolvent
bank could bankrupt the state providing the bailout. The alternative to bail-ins by
private creditors, or a supplement thereof through the resolution fund, is a bailout
with public funds.

As with deposit insurance, there are clear functional reasons for setting up inde-
pendent resolution authorities and funds before a crisis erupts. Uninsured depos-
itors and creditors need to be aware that the resolution authority can and will
impose losses on them in the event of insolvency. This increases the incentive on
them to monitor the bank diligently, in cooperation with supervisory authorities
(Reidhill 2013).

In the European context. Gros and Schoenmaker (2012) argued for the estab-
lishment of a European Deposit Insurer and Resolution Authority (EDIRA) that
can carry out these functions. The ECB’s Coeuré¢ did as well, coupled with deposit
insurance, if it were to effectively break the negative feedback loop between bank
debts and public sector debts in Europe. The Resolution Authority would require
the power to close a bank swiftly (in the interest of preventing contagion that
could damage financial stability) and impartially (to ensure that investors from the
member states are not discriminated against in such a proceeding). It would have
to have access to a single resolution fund, and the authority would have to be able
to call on additional public funding at the European level to supplement the fund
in extraordinary circumstances, meaning situations in which not one bank is being
closed down, but several at the same time in the course of a system-wide crisis.
Coeuré underlined that a coordination of national resolution authorities would not
provide financial stability (Coeuré 2013).

Coeur¢ also laid out the necessity of working out the details of a European
Deposit Insurance System and incorporating it into the resolution mechanism.
For the resolution authority to do its job properly, legal certainty about the sta-
tus of guaranteed deposits had to be established, alongside the pecking order of
claims to protection in the event that a bank is subject to resolution and decision
is taken to bail-in creditors and uninsured depositors. Further comments advised
on the sequencing of steps that determine how bank resolutions should be funded.
The resolution fund requires deposit insurance funds to contribute to the costs
of winding down a bank and ensuring the continuity of critical functions for the
broader economy. To minimize the likelihood of public funds being used in reso-
lution to pay outstanding claims on the bank, private actors should be expected
to contribute first (unsecured creditors and uninsured deposits), followed by a
resolution fund that is paid for by banks themselves, coupled with contributions
from DGSs, and only then via a public sector backstop that would extend loans to
the resolution fund. Those loans would be repaid by the fund at a later date after
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the resolution, and the fund would collect the balance from banks insured by the
system (Coeuré¢ 2013). This formula echoed recommendations by the Scientific
Advisory Committee of the European Systemic Risk Board. The ESRB placed
additional emphasis on ex ante funded funds, as asking banks for capital during
a crisis would be countercyclical for the general economy, and impractical when
banks lack the capital to pay (ESRB 2012: 14).

The Scientific Advisory Committee also urged the establishment of a Single
Resolution Authority and fund as necessary to overcome the mismatch between
home country control as a principle of assigning competence, and the impact on
various subsidiaries in the firm, especially those operating in different countries,
to deal with cross-border shifts in deposits during a crisis, and to deal with the
impact of a weak state being inundated by claims against a national resolution
fund and/or deposit guarantee system (ESRB 2012: 20—1). The Committee for
these reasons saw a combination of supervision, resolution and deposit guarantee
as necessary at the European level, coupled with access to the ESM as a public
backstop and expressed concern that the Council had made no mention of such
(ESRB 2012: 22-5). In this context, the ESRB noted that only the UK has set up
a bank resolution system, but even that is underdeveloped regarding cross-border
resolutions (ESRB 2012: 12).

In the absence of common deposit guarantee and resolution systems, the next
best option is to coordinate national systems. In the European case, the proposal
for a European Deposit Insurance System (EDIS) has a number of components
to ensure standardization and cross-border transfer of data and home/host mutual
assistance (Kuczynski 2013). Coordination protocols are also needed for cross-
border payment, communication and public awareness. The latter includes issues
of deposit coverage (scope and limits), payment methods and timing, in order to
manage public expectations and avoid panic (Fekete-Gyor 2013).

Supply of European resolution

Resolution came late on to the European legislative agenda. The draft Bank
Restructuring and Resolution Directive (BRRD) was tabled on 6 June 2012 (COM
2012 280/3), three months before the proposal for the SSM. Like the draft Deposit
Guarantee Systems Directive (DGSD), the draft BRRD attempted to coordinate
national systems rather than establish a European authority and fund.

One of the key issues removed from discussion at the beginning of intergov-
ernmental negotiations was the prospect of a resolution fund large enough to help
wind down insolvent banks. The same was true for a European deposit guarantee
scheme. The Economist quoted one national representative saying:

‘The numbers are simply too big,” says one person involved in the talks. ‘If it
were pushed it would blow up the whole discussion [about Banking Union]
because it would scare the creditor countries’.

(Economist 2012)
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It added that the Swedish banking crisis of the 1990s cost taxpayers and banks
3.6% of GDP for resolution and other related costs, which would imply a fund of
nearly 350 billion euros for the Eurozone (Economist 2012). This contrasts to the
decision of the Eurogroup to build up a fund of 55 billion euros gradually between
2015 and 2026.

Council let the SRM issue rest on the back burner while it sorted out the details
of the SSM. It then scheduled debate on a Council response to the Commission’s
BRRD proposal at the June 2013 summit. Before the Council could meet on 27
and 28 June, France and Germany issued a policy document on 30 May 30 and
met on 10 June to prepare their own positions (Bundesregierung 2013). Both
opposed the Commission or any other European body having authority over bank
resolutions. Instead they supported the establishment of a ‘single resolution board
involving national resolution authorities’, and insisted that private sector money
be tapped before public money in the event of resolution and related restructuring
(Dufty 2013).

France agreed to Germany’s desire to ensure that ESM funds would remain
unavailable for resolution until the European Parliament had accepted both the
SRM and a national-based European deposit insurance system. In return, it got
assurances that Germany would support greater ‘economic governance’ within
the Eurozone, but not pursue changes to EU treaties in the process that would
grant important new powers to EU institutions (Duffy 2013). This seems not
much of a concession from Germany, which only held out the prospect of discuss-
ing EU treaty changes in 2018 but not Fund commitments. Meanwhile, the ECB’s
Asmussen underlined the urgent need for a decision on resolution, noting that fail-
ure to do so would render the ECB’s role as single supervisor a ‘paper tiger, since
there would be no plan for how to resolve banks if the ECB found them insolvent
in the AQR’ (Cermak 2013a).

As Gros and Schoenmaker suggested, Germany, the Netherlands and Finland
also adopted the position, and later the Eurogroup, that national governments
would have to take responsibility for legacy debts of national banks made before
any European resolution mechanism would enter into force, thereby blocking
recapitalization of Southern European and Irish banks by their northern Euro-
pean neighbours, as the potential recipients had requested (Walsh 2013). Financial
assistance through the ESM would only be possible in resolution and restructur-
ing cases, discussed below. That the Gros/Schoenmaker plan factored transaction
costs and legacy debts out of the negotiation equation, and nevertheless failed to
clear the way for supranational institutions and funds underlines the centrality of
national regulatory and financial control to the outcome. Given the dominance of
the German coalition within the ESM, funding would therefore only be negotiable
for future crises, and only when the recipients would be required to accept Euro-
group demands on when and how a bank is to be closed, as in the Cyprus case
(Hadjipapas 2013; Spiegel 2013).

Calls by the ECB, Portugal and Ireland for a single, credible fund that would
allow resolution authorities to take decisive action thereby went unheeded. Com-
missioner Barnier acknowledged that Germany’s political opposition to taking
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on more financial responsibility for public backstops limited how much could
be done, even if he thought that those fears were overblown, and even if he rec-
ognized that a central resolution fund was essential to secure financial stability
(Christie 2013; Christie, Buergin & Stagno Navarra 2014). This shortcoming led
to concerns by other countries that delayed ratification into late 2015 and threat-
ened the Fund’s launch in 2016 (Stagno Navarra, Verlaine & Christie 2015).

A further strengthening of national authority was agreed in the case of cross-
border resolutions. While national authorities would have a free hand to engage
in national resolutions, the EBA would undertake mediation in cross-border
resolutions. It would have to make recommendations within 24 hours. Whether
that would be possible given the EBAs track record of paralysis at the hand of
entrenched national interests is questionable, however (Jenkins & Fleming 2013).

This contrasts with the European Commission’s proposals regarding the SRM.
They supported ECB demands that the Board be able to finalize a resolution
within hours, suggested that the Board be able to finalize a resolution over the
weekend, to minimize negative contagion in financial markets, in accordance with
standard practice.

However, Germany demanded in February 2014 that the Board have no less
than four business days (exclusive of Saturday and Sunday) in which to work.
Germany also insisted on taking away final decision-making on resolutions from
the Board and vesting them in national governments and regulators. The Board
would have to flag recommendations to the Council when 5 billion euros or more
were required from the European Resolution Fund in any given year (effectively
all use of the fund), or when intervention would cost more than 20% of the fund
in total (on a multi-year basis, or 10 billion euros). It would further require a dou-
ble majority, involving two-thirds of the countries represented on the board and
representing more than half of the paid up capital. These difficult thresholds made
independent EU control of resolution highly unlikely, and generated opposition
not only from the Commission, Parliament and EU member states likely to need
resolution assistance, but notably the Netherlands as well, which supported most
other German initiatives (Brunsden 2014).

These demands built on previous Council agreements that were dedicated to
setting minimum standards for national resolution laws, authorities and funds.
Other deliberations focussed on technicalities of coordination between national
authorities to establish a coordinating regime (Donnelly 2010; Bickerton et al.
2015). The Council’s position of 28 June 2013 on the draft directive stipulated that
member states should appoint independent resolution authorities, ensure involve-
ment of finance ministers of the affected member states in the event of resolving
a multinational bank, and of the authorities in accordance with guidelines agreed
in the EBA (Council 2013: 7-8) in resolving the bank without extraordinary pub-
lic support, including finance from the general budget (Council 2013: 11,15, 23,
33). While left up to the member states to decide how stringently to apply such a
principle, this recommendation reverberates with a Council agreement, separate
from the BRRD, that any loans made to a country for resolution purposes through
the ESM must honour the principle of minimizing the size of the public backstop.
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For instances in which a country might request assistance from other EU member
states through the ESM, the recommendation becomes a demand.

The key to resolving banks with a minimum of public support (bailout) lay in
maximizing the cost paid by private actors (bail-in). This was a central component
of the BRRD at the insistence of the Netherlands and Germany at the head of the
Eurogroup, and opposed by governments in Southern Europe, France and Ireland,
although they signed in the end in order to secure access to ESM funds in the
event of an emergency. Bail-ins nevertheless raised national differences in how
to choose which private investors should suffer first and most (creditor seniority).
Although the ECB urged member states to decide on one algorithm for determin-
ing haircuts, the Council could not come to an agreement on a single standard
(Council 2013a: 12). It also deferred the requirement for countries to put bail-ins
before bailouts until 2019. Although the Eurogroup could coerce such a choice
for Cyprus at the moment of insolvency, it was not able to do so for countries that
could act without ESM assistance. Indeed, as will be shown later, the Eurogroup’s
predominant instinct in the Cypriot Crisis was to give the national government
as much room as possible to determine its own priorities in resolution until it
became clear that the government could not survive its own proposals. This is
an important nuance in economizing on compulsion that reflects Proposition 4 in
Chapter 2: coercion was used if necessary, but otherwise national coordination in
line with expectations of new intergovernmentalism was used rather than supra-
national agency expected by liberal intergovernmentalism.

The Council’s negotiations on the BRRD included setting out to some extent
the seniority of claims on bank assets in the event of closure by protecting a
wide range of creditors. It first confirmed the protection of guaranteed deposits
up to 100 000 euros in the event of a bank closure, followed by payments due to
employees, payments owed to other banks on a short-term basis (up to one week),
payments owed to small and medium-sized enterprises and covered or collateral-
ized debt, in which banks had secured loans in exchange for a guaranteed collat-
eral. Only then would losses be imposed on unsecured creditors (Council 2013a:
2). These exemptions confirm the manner in which Cyprus resolutions were
handled (Salmon 2013). Under the draft, national authorities could make further
exceptions to classes of creditors during a bail-in on a case by case basis where
imposing a haircut would prevent the provision of ‘critical functions’ or unleash
further contagion. In other words, national differences in insolvency and resolu-
tion proceeding could continue. A condition was that bank doesn’t fall under ECB
supervision and the SRB allows it.

The ECB critiqued the Council’s preference to wait until 2019 for the bail-
in provisions of the draft directive to take effect. Resolution authorities would
lack one of the most important tools in being able to do their jobs, which would
undermine the intent of the BRRD. It also criticized the Council for refusing to
spell out the reasons for which national resolution authorities could protect cer-
tain assets or exercise general forbearance toward a bank, which leads to legal
uncertainty for investors and supervisors (Asmussen 2013). The same was true
for the Council failing to set out rules regarding the pecking order of creditors
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who would be called on to contribute to a bail-in. This would create an incentive
for political manoeuvring at the national level, making bail-ins work differently
from country to country, and more slowly. It also engineered room for national
governments to defect from common rules in order to protect banks for national-
ist purposes, where nationalist means on the grounds that the bank is valued as a
national resource. The Cypriot Crisis, discussed below, showed that this was a real
possibility. Later, in the SRM Regulation of June, progress was made in moving
up the time frame for the SRF to 2016 and fully capitalizing it within 8§ years. But
the size remained capped at 55 billion euros.

The issue of which national resolution authority or authorities would have the
power to direct such matters was also an issue when multinational banks were
involved. As with deposit insurance, resolution authority was awarded to the
country in which a bank was headquartered, (Council 2013a: 12). Although there
were provisions under discussion to form resolution colleges of multiple national
authorities, the Council’s position was that the lead authority would have the
power to act even over the objections of other authorities (Council 2013a: 30).
This strengthened the power of national authorities supervising the EU’s largest
multinational banks at the expense of countries served by those banks (Epstein
2008; Epstein 2013). This outcome has long-term market advantages for banks
headquartered in countries where the sovereigns are able to provide lender of last
resort services in the form of cash injections or debt guarantees — in Germany and
a few selected countries allied with it. Subsidiaries are also managed this way
rather than handled by different national authorities.

Tonveronachi notes that the EU legislative proposal of 2013 included the pos-
sibility for member states to intervene in a cross-border resolution process when
their national interests were significantly at stake (Tonveronachi 2013: 377-8).
This would apply to situations in which the state insisting on intervening would
protect its perceived rights regarding the resolution of a subsidiary that is owned
by a bank situated in another member state and otherwise subject to that national
resolution authority, or perhaps even the SRB.

The Council’s BRRD draft also specified the establishment of national reso-
lution funds rather than a European fund, despite the fact that resolution of a
multinational bank could require pooled resources, unless one country has a vast
surplus of funds to contribute. The handing of resolution authority to one country
therefore mismatches decision-making power and funds. Cross-border resolution
fund contributions remained voluntary in the Council’s 2013 position, making
national autonomy and responsibility the default organizing principle (Council
2013a: 12). Nor was the Commission successful in proposing that an EDIRA
be established that would only have powers and funds to deal with cross-border
banks. Thus, national control of regulatory power and budget resources made a
deal impossible (Brunsden & Christie 2013).

Progress was made in bringing the member states to agree on the establishment
of ex ante resolution funds at the national level as an option (Council 2013a: 32)
with assets of 0.8% of covered deposits 10 years after the directive enters into
effect (rather than the international norm of 1.5% immediately). Banks would be
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required to pay for the fund, based on liabilities and risk. The Council’s version of
the draft BRRD allowed for countries to make the resolution fund part of deposit
insurance or bank insurance, allowing for a minimum of adjustment in national
systems, provided the assets available for resolution are in fact in addition to
deposit insurance, paid on an ongoing basis and made available during a resolu-
tion. Lending between national systems would be voluntary only. The resolution
fund could be used for direct recapitalization, but only after creditors had been
forced to take a haircut of no less than 8% of the bank’s liabilities, reflecting the
wishes of the German-led coalition (Council 2013a: 3—4). This points to restric-
tions on the use of resolution funds to recapitalize across countries. It also sets the
parameters of a ‘level playing field’ across EU member states in how strongly they
can protect their banking sectors.

The BRRD in its final version became a means of capacity building for national
governments in the form of institutions and resolution plans and common pro-
cedural standards. The main focus of the directive is to set out the powers and
responsibilities of national resolution authorities. National governments must
establish resolution authorities, resolution plans and ensure that systemically
important banks draft resolution plans that plan out how the bank can be wound
down in an orderly fashion in the event of insolvency. The BRRD specifies spe-
cific tools that national authorities must possess, including asset transfer, bridge
banks and bail-ins. The SRB then becomes responsible for reviewing those plans
for banks supervised by the ECB. It is also empowered to demand improvement
of those plans.

Single resolution mechanism as authority and fund

The draft BRRD acknowledged the stakes of establishing a resolution author-
ity. It accepted that an EDIRA would have powers to affect the rights of credi-
tors, shareholders and owners by transferring businesses (to another company or
bridge institution) and selling assets within the group without the approval of
shareholders if necessary (Council 2013a: 19, 25). However, the preamble noted
that the principles of European company law would have to be respected (Council
2013a: 37). Those principles stipulate special rights of shareholders and stake-
holders that cannot be set aside in the event of a corporate takeover or merger, and
allow national tax authorities to block the migration of a company away from its
home jurisdiction, that could impede for resolution to transfer parts of a bank or
an entire bank from one EU member state to another (Donnelly 2010).

A key issue of debate that took place during negotiations over resolution was
whether they should take place within the context of EU treaties or outside them,
and whether envisaged EU treaty changes would reinforce supranational or
national powers for Banking Union. France opposed any treaty changes for fear
of negative voter backlash against the EU in a referendum and a negative impact
on its economy (Duftfy 2013). Meanwhile, Germany, backed by Austria, preferred
changes to the EU treaties that would ensure member state control of resolution
regardless of any claims to EU powers of economic governance (Business World
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2013). This meant changing the nature of the EU itself, in which the Commission
or other EU bodies are delegated authority to act on the member states’ behalf. In
this context a compromise was reached close to the substance of German demands
being established, but not a fundamental remake of the EU toward a more inter-
governmental body in its core treaties as it had sought. Nevertheless, the substan-
tive changes underpin an ad hoc shift to greater intergovernmental politics as the
modus operandi of EU regulation.

This left the question of an EDIRA open. Internal Market Commissioner
Barnier suggested in July 2013 that the ESM act as a resolution authority under
the Commission’s oversight, expanding on the role it had played in the Cypriot
banking crisis at the time. The ESM would become an EU institution rather than
an intergovernmental body outside the European Union (Buergin & Christie
2013). This suggestion did not meet with approval by the German government,
however, which stood to lose control over an institution it had set up to meet its
wishes, which it controlled as a creature of international, not EU law.

In October 2013, Barnier made a follow-up proposal to that ESM be made an
EU institution — an EDIRA — rather than an international organization outside
the EU. He was willing to promote treaty changes that would make that possible.
However, he also insisted that as a resolution authority, it would have to be respon-
sible for all EU banks. Germany countered that the ESM could only come into
question as a resolution authority for banks under ECB supervision. This would
ensure that national responsibility for resolution would be ensured for all but the
largest systemically important banks in the Eurozone (Hudson 2013), that special
dispensations for its own cooperative banks remain intact (Howarth & Quaglia
2016; Deeg & Donnelly 2016) and that the liabilities of the ESM would remain
contained. In this point, ECB executive board member Yves Mersch supported
a German-friendly compromise by arguing that an EDIRA could be established
without treaty changes, at least for banks already falling under the ECB’s supervi-
sion. However, this prospect was easier said than done, at least if the ESM was to
become involved. Klaus Regling, head of the ESM responded that it would not be
able to act as a resolution fund or provide money for a resolution fund without a
change to the international ESM treaty that created it (Buell 2013). As ECB Vice
President Jorg Asmussen remarked ‘This is not at all related to European treaties’
(Cermak 2013b). Germany and all states would have a veto on changing terms.
The government of Luxembourg, otherwise an ally of the German cause, lent
support to Barnier (Buergin & Christie 2013), but without any impact. Germany’s
opposition led Barnier to solicit EU-level alternatives that would work for smaller
banks as well like Bankia (Hamilton & Brunsden 2013).

Germany’s further stance on the relationship between the ESM and the SRM
was that the ESM could be used to recapitalize banks in the event of a resolution
for ECB-supervised institutions, but only after other sources had been drawn on
in accordance with Council demands, with a clear hierarchy of claims and pro-
tection, and only as a last resort. Before the ESM could be called on, junior and
then senior creditors would be expected to take losses, followed by institutional
investors, depositors, trading partner banks, other EU banks and finally national
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governments. Germany also rejected Irish calls to make ESM funds available ret-
roactively to relieve the burden of Irish taxpayers in propping up the Irish banking
system (Scally 2012).

The German demand to establish the main responsibility of the private sector
and member states for resolution generated pushback from a variety of actors. In
the private sector the Economist noted that a resolution authority would likely
be undermined by national bankruptcy laws and the absence of a legal court in
which complaints could be adjudicated (Economist 2013). But the main objec-
tion was over money. Wolfgang Miinchau of the Financial Times underlined that
a resolution authority with neither a common public backstop, nor a capacity to
borrow would be ‘pointless’, and undermine the ECB’s credibility as supervisor
(Miinchau 2013). It would face greater negative consequences of forcing a bank
into resolution. As we shall see later, Miinchau’s warnings proved insightful in
the trepidation of both the Commission and SRB to wind down banks, though
the ECB itself exercised its duty to announce that banks were indeed insolvent,
triggering resolution. A market analysis of the December 2013 deal concluded
that the small size of the fund would reinforce pressure on banks and national
authorities as the primary providers of a public backstop. It would prevent the
SRB from resolving banks in an orderly fashion, pressuring governments with
fragile finances to provide more state aid for restructuring and resolution that they
could not provide. It would furthermore do this at the moment when stress test-
ing of European banks was being launched, requiring banks to access additional
capital (Thompson & Barker 2014).

More central to political negotiations, however, both Commission and Parlia-
ment warned that without a significant authority and funding on which to draw,
the renationalization of banking systems, which had proceeded apace since 2008,
would continue and consolidate, reversing the integration of the single capital
market. The European Parliament wanted the fund to be able to issue debt and
to be managed by a powerful resolution authority. US Treasury Secretary Lew
echoed these concerns, assessing the fund to be too little too late. Parliament addi-
tionally viewed the establishment of a resolution fund outside the EU’s legal and
institutional framework as illegal because it bypassed the ordinary legislative pro-
cedure (Carnegy 2014; Fontanella-Khan 2014). The EP did not secure these goals,
but eventually (in April 2014) succeeded in having the member states shorten the
time in which the SRF would be capitalized and mutualized to § years.

In November 2013, Schiuble was busy holding talks with his own party and
the opposition Social Democrats (SPD) to establish a united front on the reso-
lution mechanism. Social Democrats had critiqued the government for agree-
ing to any use of ESM funds for recapitalization, regardless of the terms and
conditions (Goldbach & Zuckerman 2015). This even more hawkish stance
underlines the pervasive and central place that Germany’s distributional con-
cerns vis a vis Europe held with the electorate. Above all, Schéuble wanted
to ensure agreement on two things: that the Council, and not the Commission,
would take final decisions on bank resolutions, and that mutualized debt in the
form of Eurobonds would be ruled out. Given the SPD’s critical stance and
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national bent on Banking Union, which opposed using the ESM for market inter-
vention or bank recapitalization, as the EU had agreed for Spain in June 2012,
this was not difficult. To ensure its own control, Germany rejected the Com-
mission’s proposal to base the SRM legislation on Article 114 of the treaties,
which would have allowed the Commission to take decisions involving financial
consequences for the member states. Germany insisted instead on Article 352,
which would prevent the Commission from intruding on the prerogatives of the
member states (Scally & Lynch 2013).

Agreement on the SRM

In a political agreement struck in April 2014 between the Commission, Council
and Parliament, the EP succeeded in reducing the role of the Council in resolution
processes, and in increasing the role of the ECB. The ECB as supervisor would
effectively trigger resolution proceedings by indicating insolvency to the SRB,
which would recommend to the Commission that this happen and on what terms.
Those terms would involve a recommendation of the funding required from the
SRF. The Council would retain the right to decide the ultimate level of disburse-
ment and determine the weight of the public interest in intervening (European
Parliament 2017).

The German position, and the fact that both preferences were incorporated into
the legislative text, demonstrates Germany’s capacity to get what it wanted in
demanding institutions and their (lack of) coverage under EU law over the objec-
tions of the European Commission, Parliament and ECB. As with the SSM, not
all of the details within EU law could be controlled, however. This reflected a mix
of intergovernmental politics whenever strategy focussed on giving powers to
EU institutions or establishing coordinating regimes, and realist institutionalism
involving Shadow Europe on distributional issues.

In the SRM Regulation, the SRB became an agency with legal personality and
responsibility for banks in the Eurozone. It comprises an Executive Director and
Vice-Chair and four others (voting), a representative of the Commission (no vote),
and the ECB in its role as bank supervisor (without a vote) as the daily executive
board, and representatives of the national competent authorities (voting) (107-8).
The Board is appointed by the Council on recommendation of the Commission,
after hearing the opinion of Parliament. The Board in the first instance oversees
resolution plans by banks, and resolution interventions by national authorities,
including separating and selling assets, mandating bail-ins and debt-equity con-
version for creditors, calling on deposit insurance and resolution fund contribu-
tion. The Board, together with the Commission, has the competence to manage
the relationship with national competent authorities on these matters through
Memoranda of Understanding, at least for standard procedures.

The SRM Regulation also foresees significant reservations for national authori-
ties, but seeks to clarify potential conflicts. One national resolution authority
would be designated lead in the case of a transnational bank involving more than
one regulator (27), though the Board consults with all. If a member state rejects
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the Board’s decision, national insolvency law is the default (Art 6 (4)). The Board
consults on resolvability with the ECB and any national competent authorities
where the bank has significant business (40).

Also important was the threshold for SRM involvement. A credit event would
have to involve

significant adverse consequences for the financial system or negative impact
on financial stability. . . . [This refers to] a situation where the financial sys-
tem is actually or potentially exposed to a disruption that may give rise to
widespread financial distress liable to jeopardise the orderly functioning, effi-
ciency and integrity of the internal market or the general economy of one or
more Member States.

The Regulation also provided for a resolution fund to be built up over 8 years
starting in 2016, to be used for resolution purposes. Member states would not be
held liable for shortfalls. The Board would own the fund, and the Commission
would decide on its future level. These proposals elicited UK demands for pro-
tection against any need to pay into the single resolution mechanism (Waterfield
2013b) and eventual intergovernmental agreements that the size of the fund would
be fixed at 55 billion euros and paid for with intergovernmentally-negotiated quo-
tas rather than adjusted by a supranational body. But it also elicited resistance
from Germany, which wanted to keep the fund beyond the reach of supranational
institutions, including the Commission and the ECJ. For this reason, the Fund
would be established outside EU law to prevent attempts at control or judicial
review.

For its part, the Parliament had objected to being bypassed in the establishment
of the SRM and declared the intergovernmental agreement on the Fund reached
by the Council illegal. Leaders of all political parties signed a letter declaring their
‘firm disagreement’ to the use of an intergovernmental treaty outside the EU to
accede to German objections to an EU treaty, on supposed legal grounds. The EP
would still have to approve of parts of the package that are to be passed through
the normal legislative procedure. It favoured a strong central authority, which the
Council did not envisage. It also wanted mutualization by 2018 (Fontanelle-Khan
2014). In the absence of such powers, the status quo would continue, in which the
EP viewed political interference by the member states as an impediment to cred-
ibility, meaning the SRM has to find a way to do away with it. Its press release the
day before Council negotiations insisted that the Fund be available from the start,
and that it not be fragmented into national compartments during the build-up phase,
as it would create an un-level playing field (European Parliament 2014b). Never-
theless, when the Council insisted later that week that the Parliament could take
the intergovernmental agreement or leave it, but that it could accept minor amend-
ments, the European Parliament passed the SRM (European Parliament 2014a).

The Council proved to have a number of key open points due to incomplete
agreement between the member states over details after the 18 February 2014
meeting, before the deal was finalized. Most of the details regarded money, and
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in particular, whether other states would gain relative to the main paymasters.
As Eurogroup Chair Dijsselbloem noted, the key open issues were the financing
of resolution costs (who pays and in what order, or whether there is flexibility),
lending between national compartments (who decides and how), rules applying to
new members of the SRM later on, the bail-in conditions on using the SRF, and
on burden-sharing in multinational resolutions (Eurogroup 2014).

The German concern about limiting overall exposure to fund liabilities was
underlined by a rare disagreement between Germany and the Netherlands regard-
ing the slow build-up of the fund, which the Parliament had criticized. Dijs-
selbloem suggested that the wait be shortened by allowing the Fund to issue debt.
He nevertheless argued this was not a public backstop (not wanting to back such
a proposal). Such assurances were not enough for Germany, however. Schauble
rejected the idea since taxpayers would ultimately be responsible, and in joint
responsibility. As long as the EU agreed to apply bail-ins rigorously, the SRF
would be sufficient at 55 billion (Wagstyl & Vasagar 2014).

The BRRD was passed 15 May 2014, followed by a SRM Regulation in July
for the Board, and went into force on 1 January 2016. Over the course of the leg-
islative process, the proposals for the Board and the Commission’s role in resolu-
tion became stronger vis a vis the Council and the member states than originally
envisaged. At the beginning of the process, the draft text for the SRM Regulation
outlined that ‘The resolution college should not be a decision-making body, but
a platform facilitating decision-making by national authorities’ (Recital 98). In
this sense it built on the formula used for the BRRD, which provides for national
resolution authorities supervised by national finance ministries, national resolu-
tion funds and bank resolution plans. The SRM reviews and points out needs for
improvement.

Changes also weakened the automatism of Council approval for resolution
decisions. Before a resolution is imminent, the SRB works with national authori-
ties to ensure that resolution plans are workable. The actual moment of starting a
resolution decision lies with the European Central Bank in its capacity as Supervi-
sor, however. It decides whether a bank has insufficient capital to continue operat-
ing. This increases the likelihood of a decision that is not influenced by national
authorities. In the event of an insolvency the Board then decides whether the bank
can be resolved using national legislation only or whether a resolution needs to be
initiated at the European level. Even in these cases the Board merely recommends
to the Commission that resolution proceedings be started. The Commission then
has 24 hours to decide whether to proceed. In the original version, the Council
had to approve the decision and could take up to four days to decide. The result
would have been that the SRM could take a long time to. This contrasts heavily
with the need to resolve banks quickly to avoid financial contagion, often over a
weekend or overnight. The final version of the Regulation allowed the Commis-
sion to choose whether to submit the decision for approval to the Council, thereby
shortening the process. As was seen in the Italian and Portuguese cases outlined
below, however, the Council’s weaker role at the end of the decision-making
process has been substituted with more pro-active involvement before the Board
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makes a recommendation. A key component of that recommendation is whether
the bank can and should be resolved under European or national rules. The latter
provides more leeway for national authorities to manage resolutions without rig-
orous bail-ins, and national governments have asked successfully to do this, keep-
ing control largely national. This implies the country having no access to the SRF,
but that is a price they appear willing to pay. The adjustments therefore strengthen
the decision-making process, but do not appear to have affected the strong role
that national authorities play in managing resolutions within their jurisdictions. In
essence the construction of the SRM still puts the initiative back into the hands of
national authorities and governments. This has the additional effect of ensuring
that national authorities remain responsible for the financial costs of ensuring that
a bank resolution does not negatively impact financial stability beyond the bank
in question.

Since the passage of the BRRD and the SRM Regulation, the willingness of the
Commission and the Board to take resolution into their own hands has been tested
a number of times. Both institutions have chosen to provide considerable leeway
to national authorities and finance ministries to resolve banks on their own terms.
The main questions for the Commission are twofold. First, how stringently should
be out in rule be applied? Second, what is the reasoning behind allowing national
authorities to take the lead?

Regarding the first question, the Commission takes the view that there are two
reasons to be less stringent about the bail in rule. The first is that there might be
good reasons for sparing smaller banks the pain of a bail-in. The SRB demon-
strated willingness to accept lower demands on smaller banks in 2016. Smaller
banks are thought by some to be lesser risk of failure even if this is not objectively
true, and more importantly forcing smaller banks to raise the type of capital that
could be subjected to bail-ins in would raise their operating costs. In 2015 France,
Germany and the UK acted together in proposing a relaxation of the rules for
small banks which the Commission accepted. The second component of the Com-
mission’s reasoning is that financial stability is a local issue (Donnelly 2017).
This means that the disruption of financial services in any EU country or even
any region within the country is sufficiently bad that EU intervention should be
smaller and the opportunity for state aid should be greater and faster.

Regarding the second issue of allowing national authorities to take the lead the
answer seems to be that national authorities defend their rights very strongly —
that they alone possess the financial resources to provide local financial stability.
Furthermore the SRF is too small and too cumbersome to be used overnight in
resolution. There are therefore built-in incentives for actors to rely on national
resources and decision-making procedures to the greatest extent possible. The
Board and Commission therefore push back responsibility and latitude to decide
on national authorities.

The impact of these decisions is visible in the case of small banks and medium-
sized banks that are still systemically important, which leads the Commission to
view state intervention favourably, even if the BRRD’s terms are not met. This
can be seen in the Italian cases of Banco Monte dei Paschi di Siena (BMPS) and
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Banco Veneto and Banco Popolar di Vicenza (V&V). Of these three banks BMPS
is larger, operating beyond its immediate regional headquarters. In the context of
Italy’s economic decline during the GFC, it purchased a large insolvent bank that
ultimately overwhelmed it and I forced it into insolvency. But as the world’s old-
est bank the political consequences of allowing to fail were large enough to incite
the government into multiple initiatives to save the bank from being closed when
it otherwise would have been.

‘While the BRRD forbids state aid without a bail-in resolution, it allows national
governments to negotiate precautionary recapitalizations — capital injections to
keep a bank afloat before a stress test officially finds a bank short of capital. A key
condition of this financial aid is that it must be provided on market terms. This
means that the state must charge an interest rate that other investors would nor-
mally charge the bank if they could be found. A precautionary recapitalization is
distinguished by the fact that a bank’s financial shortfalls have not yet officially
been recognized by the supervisor. This provides a window of opportunity in
which the supervisor indicates a potential need for the bank to raise the capital on
the basis of an upcoming stress test to allow the Ministry of Finance to extend a
loan to the bank until it can recover the capital itself by normal means on private
capital markets. In the BMPS case this loophole was used to provide the bank with
a precautionary recapitalization, in return for internal structural reforms. Compe-
tition Commissioner Vestager expressed hope that BMPS would return to lending
money to the economy once its NPL problems were cleaned up (Barker & Sander-
son 2017), while Bundesbank doubts about the temporary nature of the bank’s
problems were swept aside (New Europe 2016). The state effectively became a
provider of patient capital to its own banking sector (Donnelly 2018).

This was not the case in the other two banks (V&V), however. In both cases
the banks were small regional entities suffering from a dwindling client base and
a rising rate of non-performing loans (NPLs) which in turn reflects a stagnating
Italian economy. This renders them unable to turn to private investors to increase
their capital. As a result of the straitjacket these banks, like many of their small
regional contemporaries, resorted to selling bonds to keep themselves afloat. This
was a measure of desperation. Retail depositors were paid a higher rate of inter-
est than ordinary savings accounts. What the customers did not expect, however,
was that under the new BRRD rules an insolvent bank could only receive state
aid if a significant portion of those bonds were wiped out first. This meant that
Italian households would have their savings wiped out in the event of an insol-
vency because the bonds were not deposits and so they would not be covered by
deposit insurance. In 2015 the Italian government found itself confronted with a
political nightmare in which the deposit insurance would effectively not work for
the purposes it was designed. This led the government to reimburse bondholders
regardless of the BRRD’s restrictions. After a long period of lobbying by the Ital-
ian government,the Commission eventually agreed to permit the reimbursement
and not classify it as state aid because banks had allegedly mis-sold the bonds to
customers. However, selling bonds to retail customers is a long-standing prac-
tice especially amongst small banks. A 1999 report from the deposit insurance
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foundation FITD (Fondo Interbancaria Tutela dei Depositi) showed that regional
banks had resorted to funding themselves since the 1960s (Pistelli 1999).

While these cases of reimbursing bondholders were made legal through a loop-
hole and with the Commission’s complicity, the further takeover of the V&V
banks by Banco Intesa San Paolo (hereafter Intesa) was not. The Italian govern-
ment had organized the establishment of two private funds in 2015 to support
ailing banks without their being sold to foreign investors. The Atlas fund and the
Atlante fund were set up to solicit private donations from Italian banks that would
be used to help save banks that had gotten in trouble. Into 2015 half of the money
had already been used for helping BMPS. This was partly due to the fund being
so small (4.8 billion euros); there was not enough money to help them out without
closing them.

In this context the government pressured Intesa to buy the banks. It refused.
Eventually Intesa agreed to take over V&V but under strict conditions that dis-
regarded the BRRD. First, it would only buy the good assets of the banks. Sec-
ond, the state would give it €5 billion to do this. Third, acquiring the new banks
would not lead to it having to acquire more core capital. In other words, Intesa
was receiving state aid to purchase the assets without having to incur any costs
or risks. These conditions were clearly beyond the intent and the letter of the
directive. By fall 2017 they had not been challenged which means that both the
Board and the Commission are limited even further by the reality on the ground in
Italy. Furthermore, both institutions allowed Italian authorities to proceed on the
basis that V&V were critical for local financial stability, not European (European
Commission 2017). The ECB’s Vitor Constancio publicly backed the position by
arguing that the interest of financial stability would trump considerations of state
aid legality (Binnie & Za 2017). Nor have there been any response to two Spanish
complaints that the Commission allowed Italy to do what it wants, while Spain
played by both the letter and spirit of the law.

Spain contrasts strongly with the Italian case in that it resolved banks quickly
and thoroughly after the onset of the Eurozone crisis. Many of the problems in
the Spanish-speaking sector where to be found at the local or regional level where
credit unions and cooperative banks had engaged in risky behaviour during the
decade preceding, lending reasonably large amounts to households that could not
repay and which found themselves in financial distress. The Spanish government
reacted in 2009 by establishing a national resolution authority, a national resolu-
tion fund (FROB) and selling the small insolvent banks to their larger, healthier
commercial counterparts and retightening the regulation of those banks to ensure
that they got rid of their problems (Deeg 2012; Quaglia & Royo 2015).

In 2017 the resolve of the Spanish authorities was demonstrated once again
when Banco Popular was sold to Santander for the price of €1. The ECB had
declared the bank insolvent after repeated failures to raise sufficient capital
(Brunsden 2017), which set the SRB, the Spanish government, the Commis-
sion and Santander in motion. In contrast to Intesa, Santander acquired both the
assets and the liabilities so that state aid was avoided, but also a bail-in as well in
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a way that preserved local financial stability, preventing disruption to depositors
(SRB 2017).

But here the similarities with the Italian case end, and the centrality of local
financial stability to European institutions is underlined. French Socialist MEP
Pervenche Ber¢s asked what would have happened had there been no buyer for
Popular. The V&V/Intesa case demonstrates that EU authorities would have
found another way to avoid closure. While Spain focussed on taking initiatives
in the context of EU law, the Italian government put more effort into bending the
rules on state aid, eventually with the constructive permission of the Commis-
sion. While resolution had taken place in Cyprus in 2013 in ways the national
government did not fully support, the circumstances were special — the country
was receiving financial assistance from the ESM, and therefore subject to Troika
demands. This was not the case for Spain and Italy in 2017.

This means that within the context of EU resolution, the directive has fulfilled
its purpose in Spain precisely because the Spanish government was willing to
implement it faithfully, while in Italy that was not the case (Donnelly 2017a).
German objections were not headed. A great deal of the difference in respecting
the rules of directive appear to be whether the national government was willing
to intervene early and forcefully in banking resolution the earlier they intervened
the easier the problems were to stop without resorting to stay it. In both cases as
well, handling resolution in this way avoided the sticky details of trying to access
the SRF and the conditions Germany would surely demand.

A further consequence of these developments is that the Commission remains
responsible for making decisions and negotiating with national authorities over
issues that it no longer intended to deal with after the directive entered into force.
DG Competition noted that after the Great Financial Crisis erupted into 2008
that it spent an enormous amount of time negotiating the terms of state aid with
national authorities and then pushing them to look for an exit strategy. They also
expected that these negotiations would become a thing of the past. While the
directive did not forbid state aid it ensured that state aid should be the last resort.
It stood to reason therefore that the Commission would only really be called upon
to make a decision about sticky situations in which financial stability would be
threatened in unforeseen ways.

What does this tell us about the outcome of the SRM? It tells us that decision-
making authority and resolution proceedings still remain profoundly national.
What happened later under the Juncker Commission was the expansion of finan-
cial stability concerns from large banks to small ones. Confronted with the lack
of alternatives, the Commission and the SRB have elected to provide the widest
scope passable to national authorities in normal times and to not challenge national
authorities even when the rules of the directive are broken. This re-legitimizes
national stabilization through government, which continues to be allowed as a last
resort. This in turn reinforces responsible sovereignty in principle, at least with
the consequence of limiting transfers. The responsible component is less than
the original design intended, showing limits to the enforcement pyramid strategy
within the EU legal framework.
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Deposit insurance

As with resolution, there were two predominant visions of how deposit insurance
systems should be structured in Europe — one with significant powers and finan-
cial resources at the EU level, and another based on a coordination of national sys-
tems without financial transfers. Financial transfers were the key issue, but also
divergent risk behaviour of different banking institutions, and related demands
that any European DGS have differentiated premia, to avoid establishing a system
in which safe banks would not only subsidize banks engaging in riskier behaviour,
but encourage that behaviour through cheap insurance. The result is that Commis-
sion efforts to get Germany in particular to accept a common DGS were unsuc-
cessful, given that it would likely be a net payer for liabilities elsewhere.

The lessons of the global financial crisis underlined that deposit insurance had to
be significantly reformed and upgraded to ensure a positive contribution to finan-
cial stability, but also to prevent enhanced insurance from leading to enhanced
risk-taking. The key features designed to keep such effects to a minimum are: lim-
its on insurance coverage, higher deposit insurance premiums charged for institu-
tions with higher-risk portfolios, and excluding certain kinds of depositors from
insurance (Reidhill 2013).

They therefore complement the single supervision mechanism and constitute
core components of a Banking Union in Europe. They also complement each
other, since both are involved in managing the affairs of insolvent banks. In 2008,
and again in 2010, the European Commission proposed a European Deposit
Guarantee System (DGS) as part of a broader package of legislative initiatives to
improve financial stability in the EU. The 2010 legislation led to raising minimum
standards of coverage, and including a duty of the member states to inform the
others of major impending changes to their coverage. Attempts to transfer or lend
money between systems failed.

Deposit guarantee systems require a number of attributes if they are to contrib-
ute to financial stability. Broad protection of depositors is required to ensure that
bank clients do not panic when a bank collapse is feared or underway and shift
their deposits elsewhere. International guidelines on deposit insurance schemes
recommend covering 90-95% of depositors (not deposits) and all banks, includ-
ing systemically important and public banks in order to ensure that the incentive
to contribute to a bank run is low for most clients. The costs of covering so many
depositors can be compensated by limiting the amount of insurance that each
depositor enjoys (Reidhill 2013). This has a dual beneficial effect of preventing
mass panic and giving rich, above all professional, depositors the incentive to
monitor the bank’s behaviour closely. The expectation is that such creditors will
exercise market discipline by moving their deposits to another bank when they see
that the bank is acting too risky for their comfort. The same principle applies to
unsecured creditors in resolution situations. /nformation and a system that is not
too complex are also required to make the coverage effective. Public awareness
of coverage and reimbursement methods and times are also important to prevent
runs (IADI 2013: 4-6). Finally, timely intervention, including the infrastructure
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and capacity to reimburse depositors within a week must be in place before a cri-
sis ensues to forestall depositor runs before they occur (Reidhill 2013). Otherwise,
delays can occur that fuel panic (Mayes 2013).

Beyond coverage, information and timely intervention, two funding elements
are also considered essential to a deposit insurance system being able to perform
its job properly. The first is that deposit insurance requires independent, dedicated
funds that are funded by banks in advance of a crisis and replenished after the
crisis has passed. Ex ante funding ensures that banks are not called on to contrib-
ute to a fund at the moment when they are least able to do so, leaving the public
purse to pay the bill. The use of the reserve during an economic downturn affect-
ing one or many banks also has a beneficial macroeconomic impact, of acting in
a countercyclical fashion that softens the blow of economic downturn and makes
a faster, more robust recovery possible. Replenishment, which is also ex ante
funding for the next crisis, ensures that banks, rather than taxpayers, continue to
be the primary paymasters of deposit insurance (the polluter pays principle). The
intent is not simply to save public money, but to combat moral hazard by giving
banks and their stakeholders (shareholders, creditors and employees) an incentive
to monitor their own risk of collapse and restrain reckless behaviour (Datwati
2013). Deposit guarantees can be applied to more than cash deposits depending
on how balances are kept. Money market funds experienced a run after the col-
lapse of Lehman, for example, as most deposits were kept in that form (ESRB
2012: 17-18). This would cover issues such as junior bondholders in Italy if so
designed.

While it is conceivable that national deposit insurance premiums could be cali-
brated to cope with national bank collapses, an integrated European banking mar-
ket in which depositors and banks are often from different countries would be
unstable unless the funding were aggregated and deployed at the European level.
In Europe, attaining this would mean raising the level of protection in some coun-
tries, establishing depositor preference in the case of a bank’s collapse (so that
they would be paid before other creditors) in other countries, and more broadly,
ensuring harmonized rules in Europe that depositors with accounts in more than
one country would understand easily.

Beyond ex ante funding by banks, deposit insurance also requires a public
backstop to deal with the collapse of multiple banks simultaneously that would
otherwise bankrupt the deposit insurance fund, a position supported by the Euro-
pean Systemic Risk Board (ESRB 2012: 18). Since the cost of a systemic crisis is
large and unpredictable, the Financial Stability Board underlines that guarantees
need to be open-ended rather than capped (FSB 2012). In Europe, the mismatch
between pan-European bank activity and the capacity of national DGSs to cope
with collapses is aggravated by the unequal capacity of EU member states to pro-
vide financial guarantees that reinforce national deposit guarantee systems. For
this reason, the dedication of pooled resources at the EU level to support banks
once deposit insurance has reached its capacity is considered essential. In the
absence of a fiscal union that some analysts consider essential to providing this
public backstop, an independent fund backed by the member states like the ESM
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with sufficient funds, and the capacity to leverage its assets through the issue of
euro bonds is considered the next best option (Wolff 2013).

Supply of European deposit insurance

Beyond the 2010 directive, demand was still high for an EDIS capable of trans-
ferring funds across borders and having the attributes outlined above. Despite the
functional necessities of establishing EDIS and resolution systems at the Euro-
pean level to handle the financial risk of banks operating across European bor-
ders, there are a number of distributional issues that drive conflict. These issues
primarily revolve around who should pay for financing the public backstop. They
also involve the question of whether banks should all pay equally into the system,
regardless of how high the risk of bankruptcy is. Here, financial institutions pro-
viding for deposit insurance and bank investment profiles set out divergent pref-
erences. While large commercial banks favoured EDIS, cooperatives and public
savings banks (Sparkassen) in Germany and Austria did not. Their low risk and
built-in supervision as part of insurance meant that they were likely to pay in but
never benefit, and shift to a system without the risk-averse supervisory influence
(Bernet & Walter 2009). These concerns led Germany and Austria to view EDIS
sceptically, to resist proposals to allow national funds to borrow from one another
in an emergency, and to resist pressure to allow states to call on the ESM as an
alternative to an EDIS fund. This undersupply of European deposit insurance was
chosen despite the fact that all key decision-makers were interested in ensuring
that deposit insurance and resolution mechanisms are provided throughout the
European market, to minimize financial stability emanating from other countries.

Distributionally, there are choices to be made regarding the mix of public and
private funding in such systems. For those countries that are most likely to be
net contributors to the systems, there is an incentive to minimize costs by ensur-
ing that private actors pay as much as possible, and that the collective funds are
kept smaller rather than larger. They are also likely to be concerned that the fund
can provide asymmetric benefits to countries with the weakest banking sectors,
thereby damaging the competitiveness of their own banks, and providing coun-
tries with weaker banking sectors with incentives for reckless behaviour that the
funds will bail out (IADI 2013: 5-7). For countries more likely to require outside
assistance for national banks, the reverse is true.

Where disagreement existed was on the extent to which common European
funds would be established, and on the threshold at which public guarantees
would take over from privately funded deposit guarantees and resolution funds.
The third is to what extent banks should have to pay risk-weighted premiums into
deposit guarantee systems and resolution funds. Countries with a large share of
banks and similar financial institutions (credit unions, building societies, coopera-
tives and public sector savings banks) with low risk profiles have an interest in
paying a lower rate than their riskier, often larger counterparts.

An additional issue for national deposit insurance systems in Europe is the
coordination of national practices in the absence of EU institutions. This extends
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not only to the technicalities of sorting out who pays and how in the event of
bankruptcy affecting depositors in more than one country, but the issue of beggar-
thy-neighbour policies that force other states to spend more on deposit insurance.
The Irish introduction of unlimited deposit insurance in 2008, without consulting
other EU member states, was viewed in other European capitals and in Brussels as
such an act, as it threatened capital flight out of other countries into Ireland until
other countries followed suit and provided greater deposit guarantees.

The initial response of the European Commission regarding deposit guarantee
systems came in 2008, and was limited to modest technical measures to enhance
efficiency in national systems. The draft directive proposed to shorten the pay-
out times for depositors (to three days from three to nine months) to increase
the amount covered (from 20 000 euros to 100 000) and to mandate cooperation
between national systems in an unspecified manner.

The experience of bank failures during the Eurozone crisis led to a reformulation
of the draft directive in 2010, as the previous draft had not been agreed upon. The
Council counterproposal to that document in 2011 emphasizes that it intended to
set minimum standards for national systems and provide for coordination between
them, rather than introducing European deposit guarantees. Key issues were eli-
gibility of deposits for reimbursement, liability for payment in closure involving
two or more member states, and whether insurance premiums would reflect risk
of failure or not. Measures were included to disallow coverage for deposits shifted
across borders after the point of failure (in memory of such activity when Ireland
offered unlimited coverage in 2008) (European Council 2011: 6). While not for-
bidding countries like Ireland from raising their deposit guarantees to unlimited
levels, no European guarantee would exist to bolster the national capacity to act.
Pressure by countries seeking to prevent such behaviour would have to be exerted
outside the framework of European law — in a self-help fashion. Financial pay-
ments of national DGSs to depositors of multinational banks with branches in
other EU member states were to be made by the host country in the first instance,
but reimbursed by the DGS of the home country that supervises the bank (Euro-
pean Council 2011: 21). National governments would then be responsible indi-
vidually for shortfalls in the system as the public backstop. These last details are
important in confirming that the member states used this method of coordina-
tion to strengthen, not weaken the link between national governments and banks
headquartered in their jurisdictions (Kapstein 1994). Commission plans to require
risk-weighted premiums were rejected in favour of member states deciding how
to charge banks (Council 2011: 10).

The European Parliament’s main goal in the legislation in 2012 was to move
the member states to agree to making 100 000 euros of deposit guarantee a per-
manent, rather than temporary measure. Other goals were to ensure guarantee
funds equal to 1.5% of assets, reflecting international consensus on appropriate
funding levels rather than the 0.8% that the Council would eventually agree on, to
ensure subsistence money of 5000 euros within a week, and for riskier banks to
pay higher insurance premiums than other banks, up to 2.5 times the low risk pre-
mium (European Parliament 2012). These demands, contrasted with the Council’s
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position, underline how weak the latter’s provision of European deposit guaran-
tees was.

The Commission tabled a new DGSD proposal in September 2012, as consen-
sus in financial circles had advanced on how deposit guarantees could be involved
in bank resolution, but still no agreement on DGSD had been reached. The pro-
posed right to borrow across national DGSs was expressed again as an option
(Council 2011: 31), and then withdrawn entirely in a later Commission proposal,
following German objections (Berschens, Kroner & Hildebrand 2017). The draft
also provided for national DGSs to be used in recapitalization, rescue and restruc-
turing efforts prior to failure in an attempt to ward it off. The logic that the DGSs
would pay out less if helping to prevent a failure than in reimbursing depositors
for an actual collapse reflected the state of the art in maximizing the contribution
of deposit guarantee funds to financial stability.

The revised proposal was considered insufficient by a number of outside spe-
cialists. Rather than national coordination, the IMF made it clear that a truly
European DGS which could insure depositors throughout the EU was essential
for financial stability (IMF 2013: 11). Gros and Schoenmaker also argued for an
EDIRA whose powers and funds would be phased in to take over from national
authorities and funds over a 20-year period, minimizing the potential resistance
of national governments to a European solution on the basis of transaction costs.
The European authority and funds they proposed would initially exist alongside
national schemes, acting where national schemes do not (so as to avoid a duplica-
tion of costs for banks), and then gradually assume responsibility for losses over
a 20-year period. The fund would be based on ex ante contributions. Countries
with such systems would transfer assets gradually to the European system, while
countries with ex post systems, like the Netherlands, would be required to build
up their contributions over time (Gros & Schoenmaker 2012).

Gros and Schoenmaker also tried to minimize the concern of Germany and
others likely to have to be net payers into the system that they would be burdened
with paying for the toxic assets of foreign banks. For this reason, they argued that
only well-capitalized banks should enter the system, so that the fund’s establish-
ment does not make large transfers to cover past losses (legacy problems). Those
debts will need to remain the problem of the member states in question, and have
to be dealt with prior to the launch of the EDIRA. They point out that this would
allow Banking Union to make a proper start (without distributional issues divid-
ing the states). Countries would have to sort out whether the ESM could be used to
help transfer toxic assets from the balance sheets of the banks to the public sector.

The Gros/Schoenmaker plan attempted to bring the member states closer toward
a common system in part so that zombie banks, which had grown in number with
the duration of the Eurozone crisis, could be brought back to health or shut down
without jeopardizing the financial system. The alternative would have been to let
them continue doing business, which merely delays the day of reckoning (in hope
of staving off disaster, or at least waiting for economic recovery to turn the non-
performing loans around), which was the status quo at the time of writing. This
concern of zombie banks backed by public authorities that cannot afford to do
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so represents a fear by the countries that would have to pay that there are hidden
liabilities in the banking sector. This is a principle reason why Germany insisted
that any European DGS would only be allowed after the establishment of the
ECB as the single supervisor for the European banking system (Economist 2012).
As Gros and Schoenmaker underline, however, supervision and resolution would
have to go hand in hand to make this happen, with the assistance of a deposit
guarantee system.

Nevertheless, the Council remained firm on its plan for a coordinated national
approach coupled with minimal cross-border transfers at the discretion of mem-
ber states. It reached agreement on the outline for a European DGS in June 2013.
Those principles included the coordination of national DGS, plus exemptions for
certain categories of banks, such as credit unions, public sector savings banks
and banking cooperatives, which the German government had defended heavily
(Bundesregierung 2016). Funds from national deposit guarantee systems could be
used in resolution systems, but subject to national discretion. Likewise, national
systems would be able to request assistance from other national systems, but no
legal right to aid was established.

The Cyprus Crisis of 2013 tested the implications of this nationally based
regime of deposit insurance for weak links in the European financial system when
two banks — Laiki and Bank of Cyprus — went bankrupt. Despite the fact that the
European Commission still took an accommodating view to state aid for failing
banks, the Cypriot government was not able to raise the cash required to provide a
public backstop on capital markets. It then turned to the Eurogroup and requested
assistance from the EFSF/ESM, triggering a defensive reaction from the Nether-
lands, Germany and Finland, who insisted that the ESM not be used. In the pro-
tracted negotiations that followed, the Eurogroup insisted that ESM funds would
only be used under strict conditions, and as a last resort. The country requesting
assistance would have to initiate resolution procedures for the banks in question,
bailing in shareholders and private creditors first, and then using up whatever
funds were available in national resolution and deposit insurance systems before
a call could be considered.

Considerable concern was raised over whether the ESM should go so far to
protect itself as to undermine the sanctity of deposit insurance in the event of
such a resolution. Eurogroup Chairman Jeroen Dijsselbloem suggested that not
only unsecured creditors and deposits should be subjected to radical haircuts, but
accepted that deposits guaranteed by national deposit insurance should be sub-
jected to haircuts as well. Whether Dijsselbloem himself made the suggestion or
not is unknown,! but the fact that he actively and openly promoted it as the pre-
ferred approach to resolving Laiki and Bank of Cyprus without ESM assistance
and a ‘new model’ for the Eurozone said a great deal about the lengths he was
willing to go to push national problems back onto national governments, busi-
nesses and citizens. It also demonstrated the willingness to send a message to
depositors throughout the Eurozone periphery that their deposit insurance would
be worthless in the event it was needed. Indeed, it should have been known that
the flow had already started. The Bank for International Settlements had released
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data in 2012 showing that deposits had been flowing out of Greece, Ireland and
Portugal since 2010, and out of Italy and Spain since 2011 and flowing into north-
ern European countries of Finland, Germany and Luxembourg (Bank for Inter-
national Settlements 2012: 2). This state of affairs required the introduction of
capital controls to stem the outflow.

Seeing that this Dijsselbloem Principle (Salmon 2013) would destabilize the
entire Eurozone economy if allowed to stand, Schduble announced the next day
that secured deposits would not be touched in a resolution (Kirschbaum 2013).
However, according to Austria’s Finance Minister Maria Fekter, the Eurogroup
finance ministers indeed discussed imposing haircuts on covered deposits, while
the ECB and Austria, the Cypriot government and presumably Germany opposed
it. Luxembourg Prime Minister Jean-Claude Juncker also made clear his opposi-
tion to such plans (Shields 2013).

The Cyprus Crisis was instrumental in bringing the Eurogroup to articulate
in detail the relationship between national responsibility and the terms and con-
ditions of group assistance through the ESM. The Cypriot government unsur-
prisingly sought financial assistance in the form of loans from the ESM in the
same way that the Spanish government had done a year previously. It was will-
ing to accept the condition of Troika supervision in principle in exchange for
loans per se, but was opposed to the detailed demands on its banking sector and
economic policies while negotiating the loans. But the Eurogroup’s trust in Spain
was higher, given its full willingness to accept ESM terms, and also because most
problem banks could be absorbed by healthier ones without closure, which lim-
ited politicization. The Eurogroup insisted that ESM loans could only be made if
all other measures had been exhausted, meaning haircuts by private investors and
depositors, national resolution and deposit insurance funds and national public
backstops, and if the assistance was combined with the closure of insolvent banks.
The ESM was therefore not to be used primarily as a public backstop to national
public backstops (although it formally does this), but to act as a firewall, some-
times in combination with capital controls, that prevents the collapse of a bank
from having uncontrolled effects beyond the country in question.

This doubling down of reliance on national deposit insurance systems, on
responsible sovereignty, results in an undersupply of financial stability when
measured against the requirements of banking sector officials discussed above.
The discretion of member states in granting loans to the DGSs of other countries
reflects not only an undersupply of the public backstop to deposit guarantees,
but an asymmetric one at the European level. Countries with higher credit rat-
ings enjoy a stronger capacity to borrow to shore up their systems in an emer-
gency, meaning that in order to ensure appropriate buffers, the banking systems
of financially weaker countries would be forced to reduce their balance sheets
more vigorously than elsewhere. It also ensures that the EU’s more financially
powerful countries are more fully capable of coercing national governments faced
with a failing bank to close it against their will. Germany, the Netherlands and
Finland recognized and showed in the 2013 Cyprus bank crisis that cost sharing
in a deposit guarantee system would reduce pressure that the powerful can exert
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on program countries to restructure and resolve banks in trouble without resort to
common European resources. What was remarkable was how far the Eurogroup
was willing to go to compel the Cypriots to solve their problems with their own
resources to the greatest extent possible, and with the greatest amount of national
leeway possible, using the limited assistance of the ESM as a coercive tool to
bring about Cypriot acceptance.

Thus, the Eurogroup’s willingness to use coercion through ESM conditional-
ity showed up fairly early, but left room for escalating demands based on the
cooperative or combative nature of the Cypriot government. Its engagement with
Cyprus was markedly different with its experience with the Spanish government,
for example, which accepted the terms fully and without an attempt to (re)negoti-
ate. The Eurogroup’s later resort to imposition of terms on an unwilling Cypriot
government was intended to preserve a measure of financial stability under con-
tinued interdependence of national economies in the Eurozone, based ultimately
on national responsibility to pay for the country’s own rescue in the medium to
long term. This pattern came directly from Germany, after all other options had
been exhausted. The decision to institutionalize to preserve interdependence and
a well-functioning Eurozone did not come from the Eurogroup or its president
(Campbell 2013), but from Germany alone, and unapologetically — as an Octo-
ber 2017 interview on his retirement as Finance Minister revealed (Chazan, Brun-
sden & Khan 2017).

In 2014, the Commission again attempted to get the Council to agree to a fully
fledged EDIS, but changed course to pursue a harmonization of national deposit
insurance systems instead, in accordance with Northern European demands to
avoid the cross-border transfer of funds. The 2014 Deposit System Guarantee
Directive consolidated incremental changes in line with international standards
since 2010 — the mandatory establishment of deposit insurance covering 100k of
deposits, the gradual shortening of payout periods from a month to seven days,
and in particular reflection of German concerns — the switch to an ex ante funding
system and continued exemptions for systems based on alternative, but ostensibly
safer foundations (for the Germany Sparkassen in particular — see as follows).

The difficulties of moving further than this harmonization to a true EDIS were
fed by differing attitudes in Germany and Italy in particular over state aid and
risk-averse supervision standards, and amplified by different intensities of state-
bank financial links and oversight features (Howarth and Quaglia 2016 & 2018;
Cerrone 2018) In Germany, depositors are not insured directly, but indirectly
through a system of institution insurance that is designed to keep the bank afloat
in case of catastrophe and avoid the messy stranding of creditors and potential
financial contagion that is typical for deposit insurance. It also contains a measure
of mutual peer pressure and supervision designed to contain moral hazard. In the
Sparkassen sector in particular, participating banks pay into a mutual insurance
fund, and participate in an oversight board of all their peers in a given region.
This board determines the insurance premiums, making them more expensive if it
deems the bank’s behaviour is too risky, and retaining the power to block a bank’s
further loan and investment activity if it persists. They in turn are financial liable
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for shortfalls in the insurance fund if they prove to be insufficient. Although pub-
lic authorities were in theory also ultimately liable, the quasi political independ-
ence of the Sparkassen required ensuring that recourse to public funds was not
sought. Larger banks have a similar system of mutual bank insurance, oversight
that functions in addition to statutory oversight by the financial services regula-
tor BaFin and the Bundesbank, though the institutional culture allows for riskier
investment activity in accordance with the traditional market making and shaping
activities of universal banks in Germany.

The existence of this system meant two things: that German Sparkassen in par-
ticular viewed any alternative system as inherently inferior. Introducing it would
mean shifting to a system that opened up banks to poorer oversight, riskier behav-
iour and subsidization of excessive risk by other banks, by their more conserva-
tive Sparkassen and cooperative (Volksbank and Raiffeissenbank) brethren. This
would not only generate moral hazard and redistribution in principle, but clearly
in practice. Sparkassen saw the unbridled expansion of credit in Southern Europe
during the decade preceding the Eurozone crisis as evidence that their Southern
counterparts could not be trusted to run their banks properly, and that paying into
the same fund would punish Sparkassen for good governance. It also saw an enor-
mous problem in any system which would be liable for the existing inventory of
non-performing loans in Southern Europe.

In this context, the German government found itself attempting unsuccessfully
in 2015 to avert a renewed initiative by the Juncker Commission to introduce
an EDIS. While the Commission returned to the notion of a phased-in, mutual-
ized deposit insurance system in its November communique, Chancellor Merkel
herself underlined at a Sparkasse meeting the time for EDIS had not come (Bun-
desregierung 2016). Schiuble undertook a successful effort to get the Council to
agree to what the preconditions for negotiating EDIS would be. By June 2016,
the Council had backed a list of preconditions designed to place responsibility for
financial stability on banks, but within a set of supervisory standards to be embed-
ded in EU law. They included a review of capital adequacy standards — capital
banks must hold that can be bailed in (total loss-absorbing capacity — TLAC and
minimum requirements for own funds and eligible liabilities — MREL) in suf-
ficient quantity to avoid a bailout; restricting bank borrowing in accordance with
Basel Committee standards (leverage ratio and net stable funding ratio); a further
harmonization of insolvency law to help get rid of non-performing loans in the
European banking sector; and most controversial of all, new rules to end the prac-
tice of treating national treasury bills as if they had zero risk of default (European
Council 2016; Donnelly & Wessel 2018). Although Basel II capital standards
linked sovereign risk weights to national credit ratings, it also allowed ratings of
zero risk on the basis of internal models, which allowed banks to circumvent the
regulatory implications of sovereign defaults and haircuts. Basel III standards did
not change this. The practice had been further solidified in Europe through the
Capital Requirement Directive (CRD-1V) of 2013 (CRD IV), which assumed a
zero risk of default (Mansilla-Fernandez 2016), but was challenged again by the
ESRB in 2015. Effectively, Germany had succeeded in getting the Council to
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promote using Basel Committee standards, existing and future (Basel Committee
2017), as a tool for downsizing risk in the European banking market. Already in
2013, the Bank for International Settlements, which hosts the Basel Committee,
had noted that sovereign risk weights could no longer objectively be zero-rated
(Bank for International Settlements 2013), and the ESRB (2015) had followed up
by suggesting that zero-rating might not be appropriate in all cases, depending
on the sovereign’s credit rating. These measures put together would force banks,
particularly in Southern Europe, to raise significant amounts of fresh capital or be
sold to larger entities.

In this context, the German government got into a bitter dispute with the
Italian government in 2016 and 2017 regarding the conditions under which it
would consider an EDIS involving limited transfers between national systems.
There were two components. For Germany, it was vital that Southern European
banks reduce their stock of non-performing loans. It was also imperative that
they reduce their holdings of national state treasury bills, which had proven to
be an unreliable store of value during the Eurozone crisis. Second, sovereign
risk weights had to be tackled. In Southern Europe, bank holdings of state treas-
uries amounted to roughly 10% of assets, more than double the average. This
placed both the banks and the sovereigns in a bind, in that the holdings could
not be reduced without placing state finances under stress, and leading to an
uncontrolled collapse in the value of the remaining bonds held on their balance
sheets. Although this should have been an impossible demand for any Southern
European state, public confrontations between Italy and Germany were the ones
that were visible.

The second and third German demands were that there be a clear order of which
creditors would be bailed in during a resolution where deposit insurance could
be deployed, and that the bail-ins actually occur in accordance with the BRRD
(Donnelly 2017b). The case of junior bondholders being reimbursed by the state
in lieu of deposit insurance and circumventing the requirement of a bail-in with
the approval of the Commission meant that the sides in the conflict had hardened
without any prospect for bridging.

The German government also managed to get the Council to agree, much like
the case for the SRF, that any EDIS fund be agreed by intergovernmental agree-
ment and therefore be outside the reach of EU law. Releasing funds would there-
fore require unanimity, rather than qualified majority vote as the Commission
had proposed (European Council 2016). The fund itself would consist of national
compartments under international law available for use in national circumstances,
and cross-border transfers would be extremely limited. National funds would be
responsible for half of all costs followed by national compartments, then common
funds in the last instance.

By 23 November 2016, the Commission had conceded defeat and prioritized a
Banking Reform Package that pushed forward part of the Council’s agenda, with
a focus on reducing risk with banks. This included a binding leverage ratio, a net
stable funding ratio (to compel banks to find stable sources of finance rather than
volatile financial markets) (European Commission 2017). Both this proposal and
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the assessment of the EBA recommended an increase in the volume of capital that
could be bailed in (European Banking Authority 2017).

In light of poor common backstop (Brandt & Wohlfahrt 2018), attention
focussed on an alternative once more. This came in the form of newly-elected
French President Macron resurrecting the proposal of a finance minister, budget
and European Monetary Fund for the Eurozone (Chassany 2017), and a (contro-
versial) alternative from the Commission for the ESM to function as a European
Monetary Fund within the context of EU law (Wyplosz 2017). On departing the
Eurogroup as German Finance Minister in October 2017, Schéuble (2017) made
it clear that the ESM could only provide sparing aid to member states (not the
SRM), subject to strong conditionality for national structural reforms and fiscal
conservatism, and underlining the principle of using national, not European auto-
matic stabilizers (fiscal policy) to steer the economy. The likelihood of the Ger-
man coalition of the 2017 elections deviating from that vision seems low, given
the increased hostility toward mainstream politics and the strong claim of the
economically conservative Free Democratic Party to the Finance Ministry.

Conclusion

This chapter outlines the great gap between the functional need for and the sup-
ply of two key elements of a prospective European Banking Union: a European
deposit guarantee system and a European resolution mechanism. It outlined how
distributional power politics by Germany in particular (H2) but largely within
the EU led to a structure that reinforces responsible sovereignty on the financial
consequences of bank insolvency (H1) with increased enforcement (H3), but in
ways that were partly outside the EU at the behest of Germany (H1). The use of
power to veto other options in doing so remained important (H1), as for other
components of the EU’s financial stability architecture.

These outcomes differ strongly from expertise and transnational actors steer-
ing toward an EDIRA with a sizeable fund capable of intervening throughout the
Eurozone. By keeping the crucial financial resources outside European law, the
EU reinforces responsible sovereignty and allows Germany to set effective rules
on resolution. At the same time EU law is used where protecting money isn’t
required and others agree to an enforcement pyramid, to secure possible future
access to the Fund.

Both of these projects — resolution and deposit insurance — contribute to finan-
cial stability directly by intervening at the end of a bank’s life, ensuring that what
is salvageable can be transferred to another institution and winding down the rest
with a minimum of harm to the rest of the financial system. A number of char-
acteristics are considered by the international policy community to be key to the
design of effective institutions that do this: deposit guarantee and resolution funds
that banks pay into before a crisis occurs and that resolution authorities man-
age with the assistance of the deposit guarantee body; wide-ranging powers of
the resolution authority to restructure the assets and sell off the parts of a dying
bank; clear rules for bail-ins that provide institutional investors with incentives
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to monitor the behaviour of the banks they invest in; an effective public backstop
large enough to supplement the use of pre-paid funds and bail-ins in winding
down a bank in an orderly fashion; and a good match between the powers of
the competent authorities and the activity of banks for which they are responsi-
ble. The starting point of international expert bodies was that a single European
market in which banks operate throughout the EU requires a European DGS, a
European Resolution Authority and Resolution Fund; a single set of rules for bail-
ins; and a European public backstop for large emergencies in the form of a fis-
cal union, or barring that, an enhanced European Stability Mechanism. None of
this functionally necessary infrastructure has been developed in Europe. Instead,
national responsibility for national banks has been preserved and reinforced as
the main organizing principle of deposit guarantees and resolution in the EU. The
consequence is a choice between lasting financial instability in Europe, or the
renationalization of banking within national borders. To the extent that there are
common rules, they favour a long-term ratcheting down of banking in Southern
Europe and Ireland. What went wrong?

Conflicting national interests within the EU, particularly with regard to the
sharing of costs between states for deposit guarantees, resolution funds and a pub-
lic backstop for both of these, played a large role in Europe not agreeing on their
establishment. Those countries that stood to benefit, including Southern Europe
and France, favoured their introduction. Countries that would have to pay did not,
and used the Cyprus Crisis and its aftermath to insist that national governments
would remain responsible for their banks and the costs associated with winding
down a dying bank or a zombie bank. Also noticeable is the Council’s dual recog-
nition that resolution authorities wield enormous power over banks, and that they
must retain significant powers. The SRB therefore gets formal powers to decide,
but in a context in which money remains national and solutions therefore tend to
be national as well. The apparent mis-match between the international activity of
banks and the national nature of the resolution authority is resolved in a way that
benefits countries with the EU’s strongest banking sectors and strongest public
sector credit ratings in Western Europe: the authorities in charge of those banks
will effectively make the decisions for all countries where the bank does business.
Authority transfers to the European level on paper, but in practice remains with a
small, select number of member states who retain the capacity to treat their own
national banks with lenience (forbearance) when desired, a luxury not available
to others. Both the Commission and the SRB have provided the leeway for this to
happen in their interpretation of national discretion.

Chapter 2 drew three specific hypotheses about likely state behaviour in a real-
ist institutionalist world. The first and second hypotheses, that Germany shapes
European economic governance using institutions (outside the EU) determine
whether cooperation takes place and in what form in response to distributional
cleavages, where relative gains are important, is confirmed. The hypotheses do
not shed light on what elements are ‘merely’ intergovernmental a priori, but insti-
tutions are nested to allow pressure to be applied from the outside where required.
The more an institution is nested in other frameworks, the more likely it can be
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negotiated by regular intergovernmental means within that context. National
positions are therefore limited. Nevertheless, intergovernmental compromises are
more likely to result in institutional weakness (seen in both the EBA and SRB).
The specific expectation that strong states choose individual state responsibil-
ity for regulation and financial matters, unless enforcing agreements on weaker
states, also is confirmed in negotiations on the deposit guarantee and resolution
directives, in addition to the handling of the collapse of the Cypriot banking sec-
tor. The institutional and policy solutions found do not establish rules beyond the
nation state that tie the hands of or impose obligations on most national govern-
ments. Only countries whose banking sectors and public finances have collapsed
will experience obligations — that are determined by the political negotiations
of the Eurogroup rather than the transparent rules of a supranational institution.
The findings in this chapter study underline that realist foundations for managing
interdependence must not be discounted.

Note

1 Some analysts suspected that the Cypriot government itself had suggested the measure
to protect Russian depositors from bearing the full brunt of haircuts on unsecured depos-
its. A significant portion of the Cypriot banking sector, and of the Cypriot economy on
which it was unusually dependent, comprised deposits from Russians seeking to protect
their assets from the reach of the Russian state.
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7  Realist institutionalism and
international order

This chapter begins by returning to the general propositions of realist institu-
tionalism outlined in Chapter 2, the specific hypotheses derived from them and
assessing how the evidence laid out in the chapters above confirm them or not.
Realist institutionalism is built on three propositions: that great powers manage
interdependence by building institutions that serve their interests; that distributive
gains matter greatly in their demands on others (though they will use policy ideas
to guide their behaviour); and that great powers exercise economy that favours
incremental change over radical solutions, and favours enforcement pyramids that
use coercion and imposition sparingly, where necessary to protect and promote
the system.

This in turn led to three hypotheses and associated sub-hypotheses to be tested:
that Germany would reshape European economic governance to suit its interests,
including the use of non-EU institutions; that distributional concerns (including
its understanding of them) would dominate its demands on others; and that it
would seek to establish an enforcement pyramid through incremental changes to
European economic governance to achieve its ends.

The evidence supporting the hypotheses laid out in this book is considerable,
and presented in Table 7.1 alongside competing theories of international relations
and European integration. What stands out first of all is that the expectations of
neofunctionalism — above all the means by which spillover is expected to lead to
institutional development — cannot be verified. Indeed, there are new institutions
that emerge out of the Eurozone Cerisis, but they do not reflect the input of actors
which neofunctionalism expects to be influential. Europe’s institutional develop-
ment attracted a great deal of international, transnational and supranational sup-
port for US-style federal institutions to correct the financial instabilities of the
Eurozone, but they were not influential in any meaningful way. Even the ECB,
which gained supervision responsibilities, acquired less than it and others consid-
ered necessary in order to get the job done (Coussens 2012). Instead, the EBA as
a body dominated by national representatives, remained involved in coordinat-
ing national supervisors and carrying out stress tests, while the SRB, similarly
dominated by national authorities, began its tenure by providing ample leeway to
national authorities to manage resolutions on their own terms. Bodies and institu-
tions within the EU that were established as part of Banking Union or a reformed
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EMU therefore had hallmarks of continued national involvement and subsequent
institutional weakness.

Second, Liberal Intergovernmentalism and New Intergovernmentalism provide
insights into the politics of institutional development and system design, but they
bracket new political developments that affect those outcomes. Liberal Inter-
governmentalism sheds light on the interests involved and the power relations
involved in negotiating new EU institutions within the context of EU law and
decision-making procedures in a way that New Intergovernmentalism does not
focus on, and therefore remains of particular value in shedding light on why coun-
tries want what they do. Its expectation that new institutions will be supranational
can and should be modified, however, to take a wider range of institutional fixes as
suggested by the New Intergovernmentalism literature, rather than supranational
agents. What this amounts to, in the context of proposals to establish suprana-
tional institutions, is that intergovernmental negotiations within the EU generate
weak institutions for the most part.

This can be accounted for in part because there are voting requirements that
limit the capacity of powerful states like Germany to override the interests of oth-
ers. Some German proposals like a Finance Minister to control national budget
processes failed to get far for this reason. New Intergovernmentalism provides
an explanation for the development of responsible sovereignty, but in voluntary
situations that provide a great deal of national leeway. What about when there is a
serious conflict about what needs to be done?

The answer, unforeseen by any of these theoretical camps, is that Germany sup-
ported responsible sovereignty — and therefore EU institutions that placed respon-
sibility on national governments — as a component of its strategy to have member
states take care of their own financial stability problems to the greatest extent
possible and stop asking Germany to pay for it. Strong EU institutions not only
require powers, but require resources and raise concerns about unintended future
consequences of Brussels imposing solutions on national governments.

Within the context of EU laws and decision-making, however, it is difficult to
see how responsible sovereignty alone in the context of directives could have come
to be seen as a part of the solution to Europe’s financial stability problems. It first
becomes comprehensible in light of extensive demands that national administrations
and banking systems take action to make their finances more resilient — demands
that become debatable once (limited, conditional and Eurozone-leveraged) German
financial assistance comes into discussion. Similarly, Germany’s capacity to pull
the strings within the Eurozone and the Troika to demand responsible sovereignty
in granular detail for states in financial distress (to the extent that sovereignty was
truly organized hypocrisy) makes sense in the light of Germany’s financial capac-
ity and the lengths they would go to use it to reconfiguring European economic
governance.

The result was Germany’s use of an overwhelming resource — money — to
establish a Shadow Europe that coerces others into commitments outside the EU’s
institutional order (TSCG, ESM), that forces a repurposing of the EU’s institu-
tional architecture to harden those commitments (European Semester, MIP and
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revised EDP), that legalizes the involvement of Shadow Europe (ESM) in impos-
ing rules on deviance, and keeps the funds (ESM, SRF and potentially an EDIS
Fund) required for financial stability firmly outside of the reach of EU law and
institutions. German power is thereby not justiciable by the ECJ, and although the
Commission can propose changes to incorporate those institutions into EU law,
it can do nothing to break into institutions founded in international, rather than
EU law.

This means that the provision of international order relies on power more than
existing institutions, and that great powers are willing to go to great ends to get
the institutions that they want. The EU could have provided for financial stability
under continued interdependence under existing institutional rules, but it would
have meant a much more federal Europe with fiscal transfers from Germany —
and Northern Europe more generally — to the periphery in Southern Europe and
Ireland.

These findings make sense from a realist perspective on international relations,
in which institutions are reflections of power, shaped by great powers periodically
rather than imposing significant shackles on them. But it is a modern realism, a
realist institutionalism that is distinct from the deep paradigm on which it ulti-
mately built.

Based on the results above, the following comparison can also be made with the
Europe-specific hypotheses outlined in Chapter 2. Hypothesis 1, that Germany,
as a financial great power, will reshape European economic governance to man-
age interdependence in its own interest, stepping outside the EU if necessary, is
confirmed. Rather than allow the Eurozone to collapse, to remain in gridlock, or
to move in the direction of a federal fiscal union as so many supranational and
transnational coalitions had demanded, Germany reshaped European economic
governance to suit its own demands for responsible sovereignty.

That Germany would resort to establishing an institutional order outside the
EU to do away with the need for intergovernmental and interinstitutional com-
promise is confirmed as well. The critical infrastructure of Banking Union and
the backstop to EMU is outside the EU, at the express will of the German gov-
ernment. That government determinedly thwarted the massive push by European
institutions, the IMF, OECD and US government and the French government for
an essentially federal Europe as the guarantor of European financial stability, and
imposed its own view on the rest. In most cases it needed at least one or two
allies in its quest, the Netherlands and Finland in particular, but the decisions were
uniquely German.

Hypothesis 2, that Germany would focus on distributional goals and try to
upload its own preferences into new institutions as rule maker for others to adopt
is reflected as well in the cases of the TSCG, the ESM, as well as in bank super-
vision and resolution. Hypothesis 3.2, that Germany would resort to coercion
and imposition if necessary to secure its goals in the context of an enforcement
pyramid, is confirmed in the cases of the TSCG, the ESM and the treatment of
Cyprus and Greece in particular. Hypothesis 3.1, that institutional change would
be incremental, nesting old institutions in new ones that provide a new purpose
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and new commitments for others to follow, is confirmed as well. Much of the new
architecture of EMU and Banking Union is designed with this in mind. Hypoth-
esis 3.2, that Germany would incorporate an enforcement pyramid to direct and
enforce behaviour in an economic but decisive way, is also borne out by its use
of the ESM and its strong shielding of that tool of leverage and sanctioning from
EU meddling.

Institutional review

The package of initiatives and the sequencing had a redistributive logic that deter-
mined national positions. The preferences of national governments for what com-
ponent came first, and what obligations member states would have to bear once
those components were established, varied by the likelihood that they would need
assistance themselves — either because their own financial system was in direct
peril of collapse — or because the collapse of another country’s banking system
threatened to spill over into a collapse of their own. While Ireland, Spain, and the
rest of Southern Europe saw a European bailout fund as Banking Union’s most
pressing and important feature, countries that were likely to have to pay into the
fund prioritized components and features that reduced the likelihood of a payout.
This not only included keeping ESM disbursements small in an emergency, but
insisting that a European bank supervisor help prevent those kinds of emergencies
in the first place. That could be done by ensuring that banks lend money more con-
servatively, that they hold on to more cash and more high-quality financial instru-
ments to ensure that they can better weather economic and financial turbulence,
and that they err on the side of caution during an economic downturn by getting
rid of risky investments that could turn sour and hurt the financial position of the
banks. There was no support for making a European bank supervisor responsible
for the entire banking system. Instead, it was designed to be more limited, so that
its initial purpose would be fulfilled. The ECB, as a European bank supervisor,
was therefore a necessary precondition for Germany and other potential paymas-
ters of Banking Union, to ensure that banks would act conservatively in the future,
so that money would only be spent in the rarest of circumstances — events that no
one saw coming and that were out of Europe’s control.

For other matters, the logic of net payers that drove the establishment of a bank
supervisor alongside the ESM was precisely that banks in Southern Europe were
in trouble due to their own profligate tendencies dating back to the launch of EMU,
and that they could only be helped with European money if a European supervisor
simultaneously ensured that they would be less daring when lending money in the
future. This logic eventually won out over international consensus and lobbying
by European institutions, all of which favoured another road to financial stability
that involved a common European treasury, fiscal transfers between the member
states and European authority to regulate, supervise and intervene in the affairs of
European banks.

In contrast, other components of Banking Union failed to acquire support
by Germany in particular, as they were less central to this quid pro quo. They
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consequently were designed to coordinate national authorities and keep tabs on
them, or they did not come into being at all. A single resolution authority, an
EDIRA capable of shutting down and restructuring banks and equipped with its
own fund, was considered by banking regulation experts to be essential to dealing
with banks that had collapsed and needed to be shut down safely without infecting
damage on the rest of the economy. But the prospect of yet another European fund
for banks that were certifiably dead was more than either the German government
or German banks were happy to contemplate, a position that was echoed in other
countries like Finland, the Netherlands and Austria as well. Nor was anyone at the
national level, among these or other countries, keen on establishing a European
Resolution Authority that would have the power to take apart a bank, sell parts
off to rival banks, and do this across national borders. Although a Single Resolu-
tion Board (SRB) for the Eurozone was eventually agreed on, its recommenda-
tions to the Commission remained subject to approval by the European Council
and based on plans drafted by national resolution authorities. It therefore disap-
pointed many of the proposals and recommendations that the expert community
had made. Similarly, the SRF was established, but small enough that national
funds come quickly into action at their own discretion and capacity, and under
intergovernmental rather than EU control. Instead of European institutions and
funds, each national authority and fund remained responsible for implementing
resolutions. The SRB has the right to review what each of them does, and propose
improvements, but plans are nationally determined. An even worse fate was in
store for proposals that Europe develop an EU-wide system of deposit insurance.
Again, the prospect of pan-European insurance for depositors against the loss of
their savings during a bank collapse was more than the prospective paymasters of
the plan could contemplate, with the result that plans to mutualize deposit insur-
ance went nowhere.

All of this indicates that banking is high politics, in which there are high eco-
nomic and political stakes for national governments and banks that decide what
is considered a component of Banking Union, and under what conditions. The
paymasters decide, picking and choosing what they find essential. The conditions
they are confronted with are not of their choosing, and not of their liking, but their
reactions represent the attempt to make the best of a bad situation, when measured
against the national interest. Key here is that it is the national interest of credi-
tor states, not that of financially precarious states that is relevant in determining
capacity to act, pick and choose. The others respond. There is real and meaningful
change to the EU’s regulatory framework, but far less than experts deem neces-
sary to function properly. The result is that like monetary union, the components
are selected for political expediency rather than technical merit or necessity, with
the result that Banking Union is unable to deal sufficiently with threats to financial
stability in the EU. These threats are not only the state of the global economy, but
long-term contractions of economic activity in Southern Europe. These contrac-
tions feed the doom loop of mutually reinforcing insolvency of banks and national
governments in those areas, which in turn generate further economic downturn
and further problems for both banks and sovereigns. Considerable national bias
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is built into the architecture of Banking Union that undermines the capacity of
the institutions to contribute significantly more to financial stability than what the
member states contribute themselves. Indeed, the chief impact of European output
in the area of Banking Union is to enhance national responsibility for ensuring
financial stability in the context of European guidelines and monitoring. Although
the establishment of the ECB as a single supervisor is a significant exception to
this trend, the national bias in the EBA and SRB limits the bank’s capacity to do
the job it considers necessary to fulfil its mission. In this, the ECB is put in a simi-
lar situation in Banking Union as it is in monetary union: powerful in one area, but
unable to affect directly the environment in which it operates, or the behaviour of
other actors — both banks and national authorities — on whom it relies to do its job
properly. To the extent that it encounters national resistance to its capacity to act,
as has been the case in monetary union with fiscal policy, the ECB may be forced
to alleviate problems of financial instability through loose monetary policy and
extraordinary liquidity injections. This book reviewed just how large that gap is,
the reasons why and elaborates on the consequences.

Implications for Europe

There are two implications of the findings above for Europe and the world, and for
our understanding of international relations, international institutions and great
power politics more generally. I discuss first the implications for Europe, and
then conclude with observations of why and how this is important for our study
of international relations.

The economic and financial crisis that began in 2008 shook the world’s advanced
economies and challenged them to do more to ensure financial stability and resil-
ience, both in the banking sector, and in public finance. Within Europe, the chal-
lenges were far greater. There was a mismatch between the transnational scope
of banking activity on the one hand, and on the other, the primacy of national
governments in banking regulation and serving as lenders of last resort to banks.
The consequence was financial instability in the banking sector and a Eurozone
crisis in the public sector, which became intertwined and mutually reinforcing.
Only one of two outcomes could put an end to this instability: the establishment
of supranational authorities and budgetary power at the European level, to provide
security, regulation and oversight for a European single market, or the renation-
alization of authority, public finance and the activity of banks. For the first time in
Europe’s history, all actors, public and private, supranational and national had to
choose which way to go. Not choosing would have torn Europe apart.

The path Europe chose involved one significant headline advance in suprana-
tionalism — the ECB’s responsibility for part of banking supervision, but the over-
whelming development reaffirms the primacy of the member states in overseeing,
regulating and financing rescue plans for the European economy in time of need.
As a result, Europeans continue to provide stability on a largely national basis,
albeit with new instruments with the capacity to prevent total disaster. Instead of
an integrated European economy with European authorities, funds and budgetary
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powers, Europe continues to have a network of national economies with strength-
ened national authorities working within the context of a thin supranational coor-
dinating layer. The ECB acts as the flagship institution for banking supervision,
and is the most impressive development toward some sort of governance beyond
the state, but national supervisors remain in charge of overseeing nearly 6000
banks, for telling them whether it is acceptable to hold assets from other member
states, and in cooperation with the EBA, for performing the stress tests that are
so critical for ensuring that banks cleanse their balance sheets of toxic assets.
The Single Resolution Board and the Commission play a role in recommending
and initiating the resolution of failed banks that the ECB supervises, but national
authorities are the primary resolution authorities elsewhere, even when the Com-
mission and SRB decide. Similarly, national resolution funds and national gov-
ernments remain the primary sources of capital large enough to assist with the
orderly resolution of banks in the event of an emergency, particularly emergencies
of a systemic nature.

The institutional underdevelopment of financial stability in Europe, due to its
ordering principle of responsible sovereignty in financial matters, also potentially
influences the ECB’s capacity to make the most of its new powers to supervise
banks, to force them to clear up their balance sheets and to raise sufficient capital
to ensure their resilience to economic shocks. This is not because the ECB is not
proficient or unwilling, but because pressure on banks to improve might need to
be balanced against the potential unleashing of another banking and Eurozone cri-
sis from which Europe might not recover. As one sees in the difficult relationship
between the ECB and Italian banks and government, putting an end to the forbear-
ance that prevents both crisis and recovery is easier said than done under these
conditions. The fear that Europe will enter a long period of economic decline as
Japan has done may very well become reality.

What is more, the most important aspects of Europe’s economic policy reforms
were built outside the EU, on the basis of international treaties, with the specific
intent to circumvent the EU. Nor is there any reason to believe that these are tem-
porary innovations that the EU will absorb shortly. The German desire to impose
responsible sovereignty would be undermined if the institutions were brought into
the EU legislative and judicial architecture. In this Shadow EU, the TSCG com-
pels member states, with the exception of the UK, to balance their budgets and
pay down their overall debts. The ESM Treaty effectively establishes a European
Monetary Fund mirroring the IMF, acting and operating in much the same way,
outside the EU. The Single Resolution Fund similarly remains outside the EU
legal and institutional framework. Meanwhile, as the single supervisory mecha-
nism and the single resolution mechanism try to break the link between state and
bank insolvency on the bank side of the equation within the EU, the TSCG and
ESM are the elements that try to break the link on the public side. States are to
bring their finances into the black for the first time since the 1960s in many cases
by treaty obligations and changes to their constitutions (TSCG), and to be subject
to coercion and conditionality for aid if financial markets sense that they will fail
to meet their targets (ESM).
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None of these stability features are supranational in the sense that responsibility
for economic management is transferred or pooled. On the contrary, they mas-
sively heighten national responsibility for getting national finances in order. The
consequences of not doing so, as seen in Greece, Portugal and Ireland, are severe.
The thrust of these treaties and mechanisms, both inside the EU and outside of it
(rein)forces national authority and responsibility for ensuring financial stability
in their own jurisdictions. As a consequence, one must expect an extended period
of economic contraction in Southern Europe in particular as government budgets
and bank balance sheets shrink in line with the obligations that governments have
entered into, and the deterrent effect that Germany, the Troika and the ESM have
shown against those governments (Greece and Cyprus) that have not lived up to
those expectations or have outright fought them. The firmness with which politi-
cal and economic tutelage has been imposed on those two countries in particu-
lar, despite their resistance, underlines to all member states the consequences of
resistance — an existential threat to the survival of the country. Even more, those
treaties provide far more detailed prescriptions on the acceptable limits of public
policy, unlike the development of the EU to date. This means that the Shadow EU
is not a radical change simply because of its non-EU nature, but because of the
demands it makes on the signatories.

The defining reason why these events took place is that a single powerful coun-
try, sometimes with allies and sometimes without, demanded them of Europe in
exchange for financial assistance that would avert disaster. This was not the finan-
cial assistance that most EU countries, international organizations and the US
government called on Germany and the EU to support. It was the bare minimum
required to prevent the total collapse of states, their capacity to repay German
banks, and with it, to prevent a collapse of the Eurozone itself. Instead of a Euro-
pean federal government with a Secretary of the Treasury, European treasury bills
and a fiscal union, Europe got a Shadow EU imposed through coercion that is far
more relevant than EU rules, institutions and procedures themselves.

The German focus on ordering principles for Europe also seems to be clear. On
a regular basis, the German government also made it clear that its own doctrine
of national responsibility, and of responsible sovereignty, lay at the core of its
vision for a renewed Europe cast on principles it would accept. At the 2014 World
Economic Forum in Davos, German Finance Minister Wolfgang Schiuble stated
that Germany wanted to see the EU as an organization made up of sovereign states
and not a federation like the United States. He elaborated that this meant that each
nation state would largely assume responsibility for its own banks, and have its
own funds, with the additional EU layer. He directly rejected the suggestion that
there should be stronger powers and funds (Schauble 2014).

His parting communications on his retirement as Finance Minister in 2017 rein-
force this even further. Rather than embrace French President Macron’s sugges-
tions to establish a European Minister of Finance, a sizeable European budget
and to transform the ESM into an EU body acting as a European Monetary Fund,
Schéuble (2017) insisted on using the ESM as a lever of conditionality to further
institutionalize responsible sovereignty. Indeed, this would have further shifted



Realist institutionalism and international order 189

EMU powers from EU institutions to non-EU ones. Given the election results
favouring nationalists and anti-government liberals, there is little reason to believe
that the policy will change under his successor.

Again, the methods used to introduce those ordering principles were also clear.
In negotiations over Banking Union at that time, Germany was also keen to maxi-
mize its leverage in the Council in favour of intergovernmental agreements on the
modalities of bank supervision and resolution in advance of European Parliamen-
tary elections. This leverage was required, and the approval of the EP required
if the EU would accept the arrangements of the IGA outside the EU itself, but
using some EU institutions to assist in the process. In that context, the Council
pressured the Parliament to accept the IGA-based solution on Banking Union,
noting that the Parliament would risk increasing financial instability if it did not.
The Parliament had expressed great reservations in March 2014 at the IGA-based
nature of the agreements, stating that they deliberately undermined the law and
spirit of the treaties on the European Union by bypassing the Parliament and the
normal legislative procedure.

One of the last attempts of the Parliament to push back the rise of intergovern-
mentalism was attached to the choice of a new Commission president after Parlia-
mentary elections in May 2014. The Party of European Socialists in particular saw
the Commission’s complicity in accepting the rise of intergovernmentalism and
of extra-EU institutions in Europe as the work of Manuel Barroso, who hails from
the conservative European People’s Party, whose replacement candidate, Jean-
Claude Juncker, had negotiated many of the deals that Germany had demanded
of other member states. In this, they saw the likelihood that the hollowing out of
the EU and its replacement by a Shadow EU would be strengthened, not opposed.

In the drive to secure its preferred ordering principles for Europe, the German
government was also prepared to go on the offensive to undermine attempts and
candidates pushing for a federal or supranational alternative. In the context of
negotiations in 2014 over the appointment of a new Commission President, the
President of the European Parliament and member of the Socialist Party, Mar-
tin Schulz announced that he would run as a candidate to replace the incumbent
President of the European Commission when his term of office expired later that
year. If successful, he would have been in a position to end the Commission’s
reluctant support for the creation of a Shadow EU outside the legal framework of
the European Union. This could have been accomplished via the Commission’s
sole right to propose legislation in the EU legislative context, coupled with a
Commission position that EU institutions could only be used if the activities they
carried out were brought inside the EU’s legal architecture, where the Council
and qualified majority voting rights would be restored with more balance and
voluntarism to intergovernmental negotiations, where the Parliament would be
able to insist on arrangements with more supranational elements, as it consist-
ently demanded, and where the European Court of Justice would have jurisdic-
tion to adjudicate disputes and enforce legislation. If Schulz had been successful,
it would have forced the German-led coalition to choose between one of three
options: accepting more supranationalism in exchange for using EU institutions
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to implement what remained of intergovernmental agreements, altered to become
EU law; strengthening the Shadow EU even further to carry out the financial sta-
bility functions that the formal EU would not; or accepting a permanent state of
financial instability, which would tear the single market apart. During this contest,
on 10 March 2014, Schéuble shed light on fears in the Council that the Parliamen-
tarian leading the opposition to the IGA model could run as a candidate for Presi-
dent of the European Commission, stating that Martin Schulz, who was President
of the European Parliament, was misusing his office in order to run for the posi-
tion (Euronews 2014). The controversy continued after Parliamentary elections
favoured Juncker as the key candidate, only to be vehemently opposed by the UK
government. At the global level, the German government lobbied for the head of
the IMF, Christine Lagarde, to take the position, as a person who had shown in the
Troika dealings with Greece and Cyprus that she could be trusted to uphold the
principles that Germany held so dear (Taylor 2014).

Realist institutionalism and international relations

A great deal was riding on the outcome of the contest analyzed in this book, not
only in concrete terms for the citizens of the EU, but for how we understand and
look at not only integration and cooperation within the EU, as well as regionalism
and international relations more generally. Until the Eurozone crisis, Europe had
gone much further than other regions of the world in terms of not only interna-
tional cooperation and regimes, but also supranational institutions with the power
to constrain or displace national sovereignty. Were those advances irreversible —
would international institutions constrain and shape the room for manoeuvre of
even a great power like Germany, or could that great power undermine EU insti-
tutions, circumvent them and establish its own preferred vision of international
order in its neighbourhood? Banking Union and EMU reform are stress tests for
the power of institutions to guide member state behaviour in a particular direction,
and just as importantly, to prevent them from moving in other directions. At the
minimum, the rules and ethos of the European Union are built to prevent domina-
tion of one state or a minority of states over the others, and to prevent member
states that disagree with validly established treaty provisions and EU law from
going their own way in violation of the obligations those treaty and legal provi-
sions impose.

The European Union is different from other regionalisms precisely because
it has developed common institutions and law far more strongly than ASEAN,
MERCOSUR, NAFTA, the CACM, the GCC and a few other regional organiza-
tions. These other organizations are built on the principle of national sovereignty
and autonomy within the context of an international agreement (Breslin et al.
2002). None of the other regionalisms, with the exception of the Caribbean dol-
lar area, have supranational aspects. While none of these regional organizations
give definitive evidence on the question of whether institutions are the product
of power (Strange 1983, 1998), or whether they significantly modify it (Krasner
1983; Krasner 1982), or whether they thoroughly transform it (Keohane & Nye
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1984), Europe has always held the prospect that liberal institutionalist expecta-
tions about the hold of international regimes, and neofunctional expectations
about the gradual establishment of supranationalism might be confirmed in a
dramatic fashion. This would mean a lack of significant defection from existing
commitments at the least (NLI) and the pursuit of deeper cooperation and supra-
nationalism to buttress existing institutions and secure even greater gains (NF).
Although neofunctionalism typically expresses these gains in terms of spillover
and positive benefits, the neoliberal institutionalist conclusion that states might
cooperate to insure themselves against the prospect of loss should be reflected in
the Banking Union crisis by compelling evidence that states can rise above com-
petitive, predatory and above all coercive power relations that are standard fare
for the realist view of world affairs. On the contrary, if the Banking Union crisis
demonstrates the latter characteristics, then it says a great deal about whether
regimes and institutions can really rise above the interests of the member states
indefinitely.

We should also be clear about the fungibility of power and the extent to which
real hegemony can be exercised. The point of hegemony is easily overstated, even
if realist tactics and strategy dominate the politics of regional integration. Ger-
many is not attempting to establish an all-encompassing order over all policy
areas, but it is imposing order in a significant range of policy issues. In the case of
Europe, to the extent that hegemony is being established, it is financial hegemony,
extending into broader economic hegemony as other countries are forced to shrink
their economies in line with German demands (Bulmer & Paterson 2013). These
are the areas in which Germany can exploit the vulnerabilities of other EU mem-
ber states to establish order and to impose it if need be. Changing the EU treaties
from within, in which every state has a veto that must be deterred at the very least,
is beyond the scope of German capabilities. They would then have to engage in
more side payments to compensate what they want, which in turn degrades their
strategic goals — to constrain costs and impose national responsibility. This is
not only part of EMU’s legacy, but of the general pattern within the EU that the
Germans pay for (the lion’s share of) whatever initiatives Europe has to offer.
Germany’s efforts on Banking Union and on the TSCG, by reinforcing national
rather than collective responsibility and resources serve to limit Germany’s finan-
cial burden in a decisive way that they can live with into the future. But this is
precisely where realist institutionalism is different than its other institutionalist
rivals. Rather than accept such institutions, the great power builds its own to get
the job done. Gulliver’s giant is free of his chains — not to seek destruction or to
withdraw from interdependence — but to reshape it on his own terms, whether the
neighbours like it or not.

Whether that is sustainable for Europe is dubious, but remains to be seen. The
scale and depth of economic reforms that the TSCG mandates and that Bank-
ing Union continues, coupled with market pressure on national governments
to engage in structural reforms, budget retrenchment, internal devaluation and
shifting capital from consumption to savings in the most depressed areas of
the EU have never been tried before in the developed world, and rarely in full
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democracies. Much has been made of the comment that Europe is starting to go
down the same path as Japan did in the 1990s, so that austerity and deflation are
likely to persist for decades to come. That is probably true in the richer, credi-
tor countries of Northwestern Europe. However, the Eurozone crisis, and the
response of European governments under the guidance and insistence of the Ger-
man government may bear greater resemblance for the southern periphery of the
Eurozone, and perhaps for the newer member states of Eastern Europe to the East
Asian financial crisis of 1997-1998. In that crisis, the IMF and financial markets
imposed pressure on national governments to do the same things that Germany is
now imposing on Southern Europe and Ireland in the context of speculative finan-
cial markets. As we now know of the East Asian Crisis, the long term result was
strong fiscal conservatism and high savings rates on a national basis, buttressed by
international cooperation on a regional monetary fund, rather than supranational
cooperation. Fiscal conservatism and high savings rates contained inflation and
unit labour costs, and fuelled export-led investment and growth, which in turn was
made possible in part by investment from Japan. It is possible that at a later stage
of retrenchment in Europe, that the periphery of the Eurozone will strengthen
its dependence on German and other investment to fuel recovery by the 2020s.
Before then though, deflation and retrenchment will have to take place. All of this
will be made possible by the imposition of responsible national sovereignty at the
hands of Europe’s new economic hegemon.
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