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ABSTRACT 

 

The 2008-2009 global financial crisis, and the protracted European sovereign debt 

and banking crisis that followed, re-shaped the institutions that govern Europe’s financial 

system. Despite demands for comprehensive and integrated reform, patterns of regulatory 

change varied significantly across core elements of the financial system.  Through case 

studies of the banking, securities, insurance and pensions sectors, this study documents 

the emergence of a patchwork of European financial regulatory institutions that entail 

new divisions in the responsibilities held by the European Commission, the European 

Central Bank (ECB), and domestic governments.  Employing an historical institutional 

framework, the study finds that the distribution of financial regulatory authority between 

member states and the European Union preceding the onset of the 2008 global financial 

crisis was instrumental in shaping changes to EU regulatory institutions during and in the 

immediate aftermath of the crises. Sectoral variation in levels of regulatory integration 

among member states prior to the crises shaped state preferences and predisposed 

institutions to particular patterns of institutional change. Where high levels of regulatory 

integration existed before the crisis, EU institutions expanded through a process of 

institutional layering, gradually hardening enforcement mechanisms, extending 

regulation to new markets, and issuing more binding technical standards. This contrasts 

with the displacement in the locus of supervisory authority experienced in the creation of 

a European banking union in 2013, in which supervisory control over eurozone banks 

was transferred from domestic authorities to the ECB. Low-levels of regulatory 

integration are found to have been a necessary condition for this transformative change to 

occur, while the protracted eurozone sovereign debt crisis is found to have provided a 
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period of heightened contingency during which the ECB was able to exert significant 

political agency at the European Council to effect the resulting shift.  In explaining the 

emergence of a complex financial regulatory system in Europe after 2008, the study 

contributes to deeper understanding of the political processes that shape the evolution and 

integration of national and international institutions of economic governance in the early 

21st century. 
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CHAPTER 1 

 

ORIGINS AND POLITICS OF EUROPEAN FINANCIAL REGULATION 

  

Introduction 

 Jean Monnet, seen by many as the founding father of what became the European 

Union (EU), famously predicted that “Europe will be forged in crises, and will be the 

sum of the solutions adopted for those crises” (Monnet, 1978: 417). The seven years 

since the onset of the global financial crisis in 2008 have provided the EU with numerous 

opportunities to prove Monnet correct. While many regions in the developed world have 

largely rebounded from the 2008-2009 crisis, most notably including the United States 

and Canada, the eurozone has experienced protracted and tumultuous economic and 

political aftershocks. Europe has been buffeted by recurring sovereign debt crises and 

sustained high unemployment levels, particularly in the peripheral economies of Greece, 

Spain and Italy. What began in 2008 as a global financial crisis, had by 2010 suddenly 

become a distinctly European crisis that shook the stability of its monetary and political 

union.  

This dissertation is precisely about those political and regulatory solutions that 

emerged, and those that did not, during and immediately following the five years of acute 
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European financial crisis beginning in 2008.1  It situates the crisis, and the resulting 

institutional developments, in the historical context of a multilateral system of European 

financial governance that was only just beginning to be constructed during the previous 

decade.  Motivating this study is the puzzle of why the distribution of regulatory 

authority between the EU and its member states that emerged from this period of crisis 

differs so significantly across the three pillars of EU financial regulation: banking, 

securities, and insurance and pensions.2  Despite an exogenous shock that resulted in 

widespread economic and financial losses across European financial sectors, the 

comparative regulatory reforms among the pillars present striking variations. Post-crisis 

changes to the institutions that regulate Europe’s financial economy differed both in 

terms of the locus of supervisory authority between member states and the institutions of 

                                                           
1 From 2008-2013, the eurozone experienced two sequential waves of crisis: the global 

financial crisis from 2008-2009 and the European sovereign debt and banking crisis from 2009-

2013. There is scholarly consensus that the European sovereign debt and banking crisis resulted 

from macro-economic and political factors unique to the eurozone (e.g Lane, 2012; Kalemli-

Özcan, Reinhart and Rogoff, 2016). Throughout this study, I distinguish between these crises 

when describing a particular time period or in analyzing their unique effects. For general 

descriptions, I refer to the period of 2008-2013 as one of European financial crisis.   

2 “Regulatory authority” is an encompassing term used throughout this dissertation and 

includes both the authority to create and modify rules, as well as the authority to monitor and 

enforce compliance. However, in analyzing the specific features of regulatory institutions, 

distinctions are made clear between regulatory authority (the power to establish and modify rules 

and decision-making processes) and supervisory authority (the power to enforce rules and 

monitor compliance). 
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the European Union, as well as in the level of supranational integration of the rules 

governing each sector.  As the institutional outcomes varied across cases, so too did the 

politics and processes of institutional change.3  Whereas the banking sector experienced a 

rapid displacement of previous regulatory institutions, post-crisis institutional changes in 

the securities, insurance and pensions sectors were characterized by a gradual process of 

layering new rules alongside existing ones.4  This study therefore focuses not only on 

explaining why the balance of regulatory authority varies across regulatory pillars, but 

also on identifying the factors that caused markedly different processes of institutional 

change to occur during and immediately following the crisis.  

The establishment of a new European banking union in 2013, in which the 

European Central Bank (ECB) assumed supervisory authority over eurozone banks, 

represents one of the most significant transfers of regulatory authority from member 

states to the EU since the decision to adopt the euro in the 1992 Maastricht Treaty. 

                                                           
3 The definition of “institution” referenced throughout borrows from Hall and Taylor 

(1996: 938), and is considered to include “the formal or informal procedures, routines, norms and 

conventions embedded in the organizational structure of the polity or political economy.”  

4 The two modes of change referenced, “displacement” and “layering,” draw from 

Mahoney and Thelen’s (2010: 15-22) theory of gradual institutional change. Mahoney and 

Thelen’s focus on displacement as a slow-moving process that occurs when “existing rules are 

replaced by new ones” is too narrow to encompass the form of rapid replacement of preexisting 

institutions that occurred in the case of the banking union. For purposes of this study, I broaden 

the definition of displacement to include any process(es) of institutional change that results in the 

removal and replacement of extant institutions. Displacement may occur gradually over time or 

more quickly as the result of a sudden shock.  
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Through 2011, the year in which the new European System of Financial Supervision 

(ESFS) was implemented, regulatory reforms to the banking sector progressed gradually, 

paralleling the process of institutional layering occurring in the other two regulatory 

pillars. However, during the June 2012 euro area summit, which coincided with the apex 

of the European sovereign debt and banking crisis, this pattern abruptly changed. Under 

the agreement on the banking union reached at the summit, the ECB became responsible 

for the prudential supervision of approximately 6,000 eurozone banks, with direct 

supervisory responsibility for 123 of Europe’s largest banking groups; the combined 

assets of these groups represent nearly 85 percent of the euro area’s total banking sector. 

The new banking union provides the ECB with the authority to monitor compliance with 

EU regulation, conduct bank asset stress tests, and, during times of crisis, to either inject 

emergency funding or manage the resolution of failing banks.  

In contrast to the rapid and radical shift in European banking supervision, and 

despite the spotlight on investment firms’ perceived risk-taking behavior in contributing 

to the global financial crisis, the Commission’s authority to supervise financial securities 

markets was only incrementally hardened in the years following the crisis. Much of the 

supervisory authority for European investment firms remains with member states and 

their domestic regulatory institutions. The gradual post-crisis expansion of the EU’s 

“single rulebook” for securities regulation to encompass new markets and products, such 

as hedge funds, private equity and other non-marketable assets, represents a continuation 

of the considerable progress on integrating European financial markets that had occurred 

in the early 2000s. As a result, regulation of European financial securities markets is now 

a shared enterprise between the Commission and member states, with the rule-making 
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authority having shifted to the Commission and expanded under its control, but with the 

authority to enforce those rules remaining largely with domestic agencies. 

European Union regulatory authority in the insurance and occupational pensions 

sectors remains the least well-developed of the three pillars, both in terms of rule-making 

and supervisory authority. This is despite the critical role that both sectors play in 

providing financial capital in domestic European economies,5 the significant losses they 

suffered as a result of the global financial crisis,6 and the increasing pressures on both 

sectors due to an aging European population and increased cross-border labor mobility 

(Hennessy, 2014a; Shoenmaker and Sass, 2014).  The Commission’s proposed post-crisis 

reforms to the rules for capital requirements of European insurance and pensions markets, 

known as Solvency II, were met with strong resistance by member states. As a result, the 

scheduled implementation of new European regulations in the insurance and pensions 

markets was continually delayed with some not scheduled to come into force until 2030, 

leaving both supervisory and rule-making authority largely a responsibility of member 

states. 

                                                           
5 For example, primary and reinsurance firms in Germany had an investment portfolio of 

nearly €1.4 trillion in 2013, while the comparable UK figure was €2.2 trillion. Sources: 

Gesamtverband der Deutschen Versicherungswirtschaft e.V (Germany Insurance Industry 

Association), Statistical Yearbook of German Insurance 2014 (2014: 1); and Association of 

British Insurers, UK Insurance Key Facts 2014 (2014: 15). Note: exchange rate based on 

December 31, 2013 weekly rate of 1.20 GBP/EUR.  

 
6 In 2008 European pension funds lost 20% of their real value (Casey, 2012: 247). 
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What distinguishes this study from other recent analyses of post-crisis European 

regulatory reforms (e.g. Kudrna, 2012; Howarth and Quaglia, 2013) is that, instead of 

viewing the outcomes as responses to regulatory weaknesses and gaps exposed by the 

crisis, it situates these political processes and developments in a broader historical 

context. It explains variations both in the process of post-crisis institutional change and 

the resulting distribution of regulatory authority as a function of specific temporal-causal 

mechanisms. Drawing upon the theoretical and methodological toolbox of historical 

institutionalism (Steinmo, et al., 1992; Pierson, 2000, 2004; Fioretos, 2011; Fioretos, et 

al., 2016), and by analyzing the sequence of political events and processes in the decade 

preceding the 2008-2009 crisis, this study identifies three temporal-causal factors that 

contribute to our understanding of the distinct post-crisis institutional developments 

within each regulatory pillar.   

First, the degree to which the transfer of regulatory authority from member states 

to the EU had occurred within a particular financial sector before 2008 exerted a causal 

impact on the type of institutional change that transpired during and immediately 

following the crisis. In cases where extensive integration of regulatory authority occurred 

prior to the crisis, as in the securities sector, changes to these institutions during the 

period of heightened contingency proceeded gradually, by a process of institutional 

layering. Layering is observed when an institution’s core authorities remain intact and 

new rules are added to accommodate endogenous or exogenous pressures (Mahoney and 

Thelen, 2010: 15). Political statements and responses to the crisis show that historical 

experience and interactions between firms, domestic regulators and the Commission in 

adopting and adapting to EU regulation in the years prior to 2008 generated path-
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dependent processes which militated against replacement of these institutions. These 

path-dependent processes are further entrenched by the EU’s legislative politics with its 

multiple formal and informal veto points (Tsebelis and Garrett, 2001; Kleine, 2013). 

Combined, these factors structure policymaking in ways that make gradual regulatory 

change the likely pattern of institutional development under most conditions.  

Financial sectors in which the balance of regulatory authority resided with 

member states prior to the crisis with comparatively less supranational integration, as was 

the case in the banking and insurance and pensions markets, are found to have been more 

susceptible to being displaced when the crisis emerged. This does not imply that weak 

supranational integration is a sufficient condition for institutional displacement. Low 

levels of pre-crisis regulatory integration must combine with additional causal 

mechanisms in order for institutional displacement to occur  

The second temporal causal mechanism central to explaining institutional 

developments resulting from the European financial crisis is the presence of a critical 

juncture. Capoccia and Keleman (2007: 348) define critical junctures as “relatively short 

periods of time during which there is a substantially heightened probability that agents’ 

choices will affect the outcome of interest.” This definition of a critical juncture, and 

Soifer’s (2012) helpful sharpening of its political dynamics, draw attention to two main 

features. Critical junctures temporarily loosen political constraints and allow actors to 

consider policy options that were previously unavailable. They also provide increased 

opportunity for political agents to effect change in the status quo by instrumentally 

pursuing these newly-available policy options.  
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However, this study finds strong support for the theoretical argument that 

institutional developments prior to critical junctures shape the policy options that are 

considered during periods of heightened contingency. The antecedent conditions (Slater 

and Simmons, 2010), in this study defined as the pre-crisis level of European regulatory 

integration, exerted a causal effect on the politics of the critical juncture and shaped the 

resulting distribution of regulatory authority. For financial sectors, in which European 

regulatory integration was extensive prior to the crisis, political agents did not consider 

replacing existing institutions during the period of heightened contingency generated by 

the financial crisis. In contrast, weak preexisting institutions did not exert a similar 

constraint on agents’ policy choices when the critical juncture emerged.  This lack of 

political investment in sustaining pre-crisis regulatory institutions, combined with a 

severe exogenous shock and the exertion of strong political agency by EU actors were 

necessary for the option of displacing existing domestic institutions to be considered a 

viable alternative.  This sequence of necessary conditions demonstrates why sightings of 

institutional displacement in European Union regulation are rare.  

A third historical factor is essential to explaining post-crisis European regulatory 

developments. Accounting for state preferences, particularly among the most powerful 

European financial economies – the United Kingdom (UK), Germany and France – is 

central to any explanation of EU policy outcomes (Moravcsik, 1998). Given the potential 

economic distributive consequences of transferring regulatory authority from states to the 

supranational level, the designs of regulatory institutions in securities, banking and 

insurance and pensions are significant objects of contestation by member states. 
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European regulatory integration in the early 2000s, and specifically the proposals 

in the 1999 Financial Services Action Plan (FSAP) and the subsequent establishment of 

the Lamfalussy committees between 2001-2005, were seen as evidence by some scholars 

of a convergence of member state preferences around support for a liberal, market-based 

European financial system (Eichengreen, 2006; Mügge, 2006). During this period, 

continental Europe led by France and to a slightly lesser degree Germany realized a rapid 

growth in financial firms pursuing securities trading, private equity, and international 

financial activity (Hardie and Howarth, 2009). While the comprehensive adoption of the 

FSAP’s measures, and specifically those designed to support formation of a single 

European securities markets, lend credence to the claim of preference convergence, this 

study finds that distinct European “varieties of capitalism” (VOC) remain influential in 

shaping member states’ preferences toward EU financial regulation (Iversen, et al., 2000; 

Fioretos, 2001; Hall and Soskice, 2001; Deeg, 2005). The cases in this study support the 

argument that state preferences toward changes in EU regulatory institutions are 

conditioned by distinct, historically-developed domestic models of capitalism. States seek 

to develop EU regulatory institutions that are complementary to their domestic 

counterparts. 

Due to the significant economic and political consequences of transferring 

financial regulatory authority, combined with multiple veto opportunities in the 

legislative process, an outcome of institutional displacement is only possible when there 

is an alignment of preferences among the key member states. European banking union 

was realized through the aligned support of Germany and France for transferring 

regulatory authority to the ECB, and with Britain and other non-eurozone countries 
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opting out. When EU regulatory proposals are perceived to be incompatible or in conflict 

with domestic institutions, these proposals either are normally rejected or are modified to 

accommodate member state preferences; this often leads to regulatory outcomes 

representing the lowest common denominator among the three most powerful member 

states. 

The cases in study present variation across all three of the primary temporal-

causal mechanisms and provide robust opportunities to observe and compare their effects 

on the resulting institutional outcomes and the processes of institutional change.  Table 

1.1 provides a general coding of the cases across each pillar of financial regulation and 

summarizes the main findings of this study. It draws attention to the improbable sequence 

of events leading to the displacement of domestic banking regulatory institutions by the 

European Central Bank. Low levels of regulatory integration at the European level prior 

to the 2008 crisis meant that little positive feedback was generated between EU agencies 

and member states; as a result, neither the Commission nor the ECB were invested in 

maintaining the existing institutional arrangements. This stands in stark contrast to the 

securities sector, which by 2008 had adopted 39 of the 42 proposals in the FSAP to 

integrate European financial markets, with nearly 100 percent of the new EU regulation 

already transposed into domestic law.  
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 Banking Securities Insurance and Pensions 

Critical Juncture Yes  
(and protracted) Yes Yes 

EU Regulatory 
Integration, 
1999 - 2008 

Low High Low 

Alignment of State 
Preferences 

High 
(within eurozone) Medium Low 

Outcome Displacement Layering Layering 

Table 1.1 Coding of temporal-causal mechanisms across cases 

 

The temporal and political dynamics of the critical juncture that developed from 

the financial crisis also differs across cases and contributes to our understanding of the 

outcomes. The global financial crisis that adversely impacted all financial sectors evolved 

into a distinct and acute European sovereign debt crisis by 2010 that asymmetrically 

impacted the banking sector. Until 2011, reforms to all three pillars of financial 

regulation were following a process of institutional layering in the form of the newly-

established ESFS, which represented a series of reforms to the Lamfalussy Committees 

that incrementally hardened their rule-making authority. However, the protracted 

European sovereign debt and banking crisis from 2010-2012, which threatened the 

stability of the monetary union, extended the period of heightened contingency for the 

banking sector well beyond the end of the global financial crisis in 2009.  

It was during this extended window of heightened contingency that the ECB, with 

the notable support of Germany, was able to displace preexisting institutions and 

establish a European banking union. This agreement among eurozone countries, 

combined with the ECB’s subsequent commitment to act as the lender of last resort, 

effectively brought the critical juncture to a close.  This draws attention to the important 
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role that state preferences, and in particular Germany, played in forging this solution.  

Germany, which by 2012 had become the central actor with the most political and 

economic capital invested in the European sovereign debt crisis, aligned with the ECB in 

advocating for the creation of a European banking union. Germany’s historical support 

for a strong and autonomous central bank within its domestic economy shaped its 

preferences that the ECB, rather than the Commission, assume regulatory authority over 

eurozone banks. This alignment of preferences both among eurozone countries, and 

equally important between Germany and the ECB, represents a unique characteristic 

among the cases and helps explain the extraordinary transfer of regulatory authority to 

the EU.  

 The two-level analysis conducted throughout this study, with its focus on the 

interaction between state preferences and EU politics, advances our understanding of the 

developments in European financial regulation after the recent history of financial and 

economic crises. It demonstrates how historical decisions and events, both at the 

domestic and at the supranational level, structure the politics of regulatory developments 

during periods of heightened contingency. This builds upon existing historical 

institutional analyses of European financial regulation, which tend to view EU-level 

developments in terms of their relationship and complementarity to domestic financial 

systems (Deeg, 2005; Quaglia, 2010; Howarth and Quaglia, 2013).  

The three cases in this study show how important variations in the legacies of pre-

crisis EU regulatory institutions contributed to shaping actors’ preferences toward post-

crisis regulatory policies.  Equally important, the cases explicate how the global and 

European financial crises generated a critical juncture in European financial regulation, 
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and specify the causal mechanisms that led to the displacement of existing institutions in 

one case, but a process of institutional layering in the others. As a result of these 

differentiated outcomes, post-crisis European financial regulation has now become an 

increasingly complex and multilayered patchwork of institutions, concurrently shared and 

contested between the Commission, the ECB, and member states. 

 

Politics and Processes of Institutional Change 

 

Each of the cases in this study – banking, securities, and insurance and pensions – 

highlight the importance of studying how the initial processes of institutional formation 

and historical events transform contemporary political and economic institutions.  It 

draws attention to the fact that the institutions that govern the global political economy 

are very often the unintended outcomes of historical processes and deeply embedded state 

preferences. Historical institutionalism, with its theoretical and methodological focus on 

understanding how the sequence and timing of events shape political processes, is well-

suited to explaining how institutions may develop in ways that are often unanticipated 

and sub-optimal.  

This study begins with the assumptions that changes to political institutions 

unfold over time, rather than at fixed points in history, and that the rational “design” of 

institutions often does not reflect the reality of their implementation. The gaps that 

emerge between design and practice represent an important potential source of 

endogenous change to institutions (Pierson, 1996a: 126; Conran and Thelen, 2016: 57). 

Thus, the challenge for political science research that views temporal processes and 



14 
 

historical events as explanations for contemporary outcomes of interest is “to go back and 

look” (Pierson, 2004: 47) and identify the specific mechanisms and foundational 

decisions with potential causal importance.   

At the heart of the puzzles posed in this study are questions about the politics and 

processes of institutional reproduction and change. Regulatory institutions are analyzed 

not just as objects of contestation among states, but also as exerting independent 

constitutive effects across time and space on the current system of European financial 

market governance. These effects manifest at the domestic level, as variation across 

member states in the historical organization of capitalism and its governing institutions is 

demonstrated to shape state preferences toward new multilateral regulatory institutions. 

Internationally, at the EU level, past investments in particular regulatory institutions are 

found to endogenously condition and alter the type of change that occurs after a period of 

significant disruption, often leading to unanticipated and unintended outcomes.  

This study is replete with examples of European financial regulatory institutions 

gradually diverging from their original mandate in ways that condition subsequent 

political developments. One illustrative example, which highlights the value of studying 

the long-term political effects of formative decisions, is the development of the 

Committee of European Securities Regulators’ (CESR) quasi-rule-making authority 

during the first years of its existence. Established in 2001 as “an independent body for 

reflection, debate and advice for the Commission in the securities field,” the CESR 

exploited the gaps in this vague mandate and wrote its own operating charter within 

months of being created. This charter provided the CESR with authority to “issue 

guidelines, recommendations and standards that the members will introduce in their 
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regulatory practices on a voluntary basis” (CESR, 2001: 5). As actors’ behaviors and 

expectations conformed to the CESR’s expanded mandate, by 2007 – without any further 

legislation – the CESR had established the de facto authority to compel member states to 

“comply or explain” with its rules and standards. The institutionalization and hardening 

of the CESR’s rule-making capabilities, prior to the 2008-2009 crisis, subsequently 

conditioned how European securities regulation evolved after the crisis. Rather than 

displacing the CESR with an entirely new governing institution, it was delegated 

incremental rule-making authorities, leading to the development of a vast new single 

European rulebook for securities regulation. 

The long-term consequences of these initial decisions, and the changes that 

subsequently unfolded, were not anticipated by member states and are not easily 

explained by alternative institutionalist theories. This example draws attention to a central 

distinguishing trait of historical institutionalism. Even while the original rationale for the 

design of the institution faded as exogenous economic and political conditions changed, 

historical institutionalism emphasizes that factors endogenous to the institution play a 

primary role in structuring actors’ political preferences. Historical institutionalism 

assumes that actors’ preferences are as much motivated by protecting past investments as 

they are in realizing the prospective benefits from potential changes to existing 

institutions. Pierson (1996: 135-136), in his analysis of the politics of European 

integration, attributes this phenomenon to member states discounting the prospective 

benefits of new policies. In complex policy domains such as financial regulation, in 

which issues are often technical and interconnected, member states are not easily able to 

assess either the distributive consequences of policy changes or the potential for the loss 
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of control to European Community (EC) institutions. Because the transactional costs of 

shifting away from extant institutions are easier to evaluate, member states become more 

focused on the short-term consequences of these changes than the long-term prospective 

benefits of adapting to new ones. 

 If actors’ preferences are conditioned by endogenous institutional traits rather 

than external factors alone, this means that political institutions may often develop self-

reinforcing properties. Much of the historical institutionalist literature focuses on the 

notion that the institutions that govern the political economy are inherently “sticky” or 

path dependent. Jacob Hacker (2002: 54) views the defining characteristic of path 

dependence as an institution possessing “developmental trajectories that are inherently 

difficult to reverse.” Paul Pierson (2004), in his seminal contribution Politics in Time, 

expands our understanding of how institutions become path dependent by identifying 

how the social process of positive feedback shapes actors’ preferences. Pierson argues 

(2004: 21) that when positive feedback is present, “the probability of further steps along 

the same path increases with each move down that path. This is because the relative 

benefits of the current activity compared with once-possible options increases over time.”  

The comparative benefits of existing institutional arrangements may compound 

over time through a variety of causal mechanisms that alter the incentives for 

participating actors.7 Repeated interaction and coordination among institutional actors 

can generate positive externalities, such as better sharing of information or efficacy in 

decision-making. Over time institutions may also realize economies of scale or develop 

comparative advantages relative to other institutions, thereby increasing the economic 

                                                           
7 These definitions are drawn from Pierson (2004), Page (2006), and Fioretos (2011). 
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returns to participating actors. Finally, a characteristic that is highly prevalent in the 

European political economy, is that institutions may develop complementary institutions 

both within and across economic domains, as well as at the domestic and international 

levels (Deeg, 2005; Deeg and Jackson, 2007). As EU regulatory institutions develop, this 

leads domestic regulatory actors to change their arrangements and practices. As these 

multilayered, complementary institutional ecosystems develop, they may also then 

exhibit similar positive externalities and increasing returns to both domestic and 

international actors.   

 The presence of one or more of these causal mechanisms generates positive 

feedback effects and leads to a distinct set of expectations for how institutions develop. 

The first corollary is that institutions will continue to be resilient and relatively stable, 

even when the original rationale for the institution is no longer applicable. Institutional 

displacement or a radical change in design are therefore expected to be infrequent 

occurrences. Second, when policy gaps emerge or when exogenous political or economic 

conditions change, actors are expected to protect the core institutional design and make 

only the marginal adjustments necessary to accommodate the changing environment. 

This serves to protect the main features of the institution’s design that provides actors 

with positive returns.  

The final corollary is that the absence of the previous two mechanisms means that 

an institution is susceptible to a transformative change from its original design, as actors 

are not realizing positive returns and are therefore less interested in protecting the 

institution in its current form. However, for a radical change to occur, the absence of 

positive feedback which might otherwise sustain an existing institution must combine 
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with a productive force for change and do so within a political environment that supports 

consideration of such action.   

The main theoretical implication of these corollaries is that endogenous temporal-

casual effects structure the type of change regulatory institutions are likely to experience 

over time. Institutions, in which actors have adapted to existing rules and practices and 

are realizing positive externalities, are likely to develop gradually to accommodate either 

endogenous or exogenous economic and political pressures. Absent such historical 

investments, institutions are susceptible to more sudden and transformative modes of 

changes. These often occur as a result of a critical junctures that produces a period of 

heightened contingency in which political agency may result in significant change to 

existing institutions. The institutions that govern Europe’s financial economy have 

experienced both modes of change within recent years. The subsequent section explicates 

the causal mechanisms of gradual modes of change, as well as those that may lead to 

more radical and rapid institutional transformation. 

 

Modes of Institutional Change  

 

If the institutions that govern domestic and transnational global financial markets 

are constantly evolving, how do scholars theorize and analyze how and when institutional 

“change” occurs? This study borrows from Orren and Skrowronek’s definition (2004: 

123) of political development as being marked by a “durable shift in governing 

authority.” This definition is particularly useful as applied to the key question of this 

study, which considers when member states transfer the locus of regulatory authority 
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from the domestic to the international level. A “shift in authority” therefore signifies the 

legal transfer of regulatory authority to the EU (or conversely from the EU to member 

states). Characterizing these shifts as “durable” acknowledges that the shift may not be 

permanent, but rather its “stability or change in any given historical instance must be 

regarded as contingent” (Orren and Skrowronek, 2004: 123).  

 The question of institutional durability draws attention to a central theoretical 

concern of historical institutionalism. What are the causal mechanisms that lead 

institutions to be durable over time? Or, conversely, what causes institutions to be 

susceptible to radical changes or dissolution? Historical institutionalist scholarship over 

the past decade has moved away from a focus on simply explaining institutional stability 

and stickiness toward understanding the political processes that lead to particular modes 

of institutional change (Thelen, 2004; Mahoney and Thelen, 2010; Conran and Thelen, 

2016). Institutional durability does not imply that institutions are inert or static entities, 

but rather it assumes that “change and stability are in fact inextricably linked” (Mahoney 

and Thelen, 2010: 9). Because institutions distribute material benefits to certain actors, 

these actors prefer to maintain existing structures. This requires the beneficiaries to 

continually mobilize political support for their maintenance and to address any gaps that 

may emerge. Thus, the conception of durability is a dynamic one, in which actors are 

constantly contesting and adjusting institutional designs in order to sustain their core 

distributional benefits. 

Because institutions structure the provisioning of material benefits among 

participating actors, institutional change can often be the result of actors making 

incremental adjustments to accommodate political demands but while attempting to 
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preserve the core design.  Mahoney and Thelen (2010) identify four modes of gradual 

institutional change that can emerge from these conscious strategies of adjustment: 

layering, drift, conversion and displacement. Layering involves attaching new rules, or 

making amendments to existing ones, which may cause the original rules to function 

differently. A process of institutional layering is most likely to occur within a political 

environment in which challengers lack the capacity to change or replace the rules. 

Constraints on challengers’ political agency are often due to veto possibilities that allow 

the institution’s defenders to block proposed reforms. However, layering can lead to 

significant changes to the institution’s core functions. Closely paralleling Hacker’s 

(2004) analysis of institutional layering in U.S. social security system, the European 

Commission’s 2014 proposal to introduce a pan-European personal pension plan 

alongside domestic pension systems exemplifies how this may occur.8 While not directly 

impinging upon domestic pension institutions, this proposal for an additional portable 

European pension plan has the potential to gradually erode and change the logic of 

domestic social security systems as consumers may opt for this alternative.  

While layering is a strategy employed when the possibility for veto is strong, if 

there is room for reinterpreting or changing the enforcement of existing rules, this may 

allow actors to affect institutional distributive outcomes without requiring changes or 

additions to the law. Mahoney and Thelen (2010) and Hacker (2005) describe this form 

of gradual change as institutional drift. Drift describes a situation in which formal rules 

are left unchanged but the environment shifts in ways that alter how they function. This 

                                                           
8 For further details on the proposal, see: http://ec.europa.eu/finance/pensions/personal-

pensions/index_en.htm [Accessed online: January 2016]. 

http://ec.europa.eu/finance/pensions/personal-pensions/index_en.htm
http://ec.europa.eu/finance/pensions/personal-pensions/index_en.htm
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does not imply that the rules are left unattended, leading to unintended changes to their 

interpretation. Rather drift is “a matter of deliberate, contested and not-so-benign 

neglect” (Conran and Thelen, 2016: 64). For example, one could posit that with 

demographic changes to average life expectancies, decisions to leave eligible retirement 

age unchanged represents a deliberate strategy of institutional drift.  

Both layering and drift represent adjustment strategies that are responsive to 

exogenous constraints or changes. Layering is a strategy employed in the presence of 

veto constraints in the legislative process, while drift leverages changes in the external 

political, economy or social environment to alter the distributive outcomes of existing 

rules. Conversion normally occurs in the absence of strong veto possibilities and when 

“rules are ambiguous enough to permit (often starkly contrasting) interpretations” 

(Mahoney and Thelen, 2010: 21). This permits actors to work within existing institutions 

to affect changes to the rules or their enforcement. It is an inherently endogenous mode of 

change.  

Whereas layering and drift represent slow-moving processes of adjustment, 

displacement typically occurs in the presence of an exogenous shock that leads to the 

sudden replacement of existing institutions. Displacement also requires that an agent of 

change, what Mahoney and Thelen (2010: 23) refer to as “insurrectionaries,” exploit the 

crisis to replace previous institutions.9 As part of Mahoney and Thelen’s theory of 

                                                           
9 As discussed further below, Soifer (2010) refers this agential force as a “productive 

condition” that is necessary during critical junctures to affect radical and durable institutional 

change. These concepts all share the observation that a crisis alone is insufficient to affect 

displace existing institutions, and that political agency is required for displacement to occur. 
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gradual institutional change, displacement represents an unnatural fit. They assert that 

displacement can also be a slow-moving process that “may occur when new institutions 

are introduced and directly compete with (rather than supplement) an older set of 

institutions” (2010: 16). While this definition is meant to distinguish displacement from 

layering, affecting gradual change through the introduction of “competing” institutions 

(displacement) versus “supplemental” institutions (layering) represents a very fine line. 

Introducing supplemental rules through a process of layering in fact often represents a 

deliberate attempt to compete with existing ones. For the purposes of this study, 

displacement is defined as the process of replacing existing institutions with new ones; 

and it considers displacement to be a comparatively fast-moving temporal process that 

most often occurs during critical junctures.  

Displacement is a process of institutional change that shares affinities with many 

other strains of institutionalist theory. Most notably, rational choice institutionalism 

points to exogenous shocks as a primary cause for sudden and transformative changes to 

existing institutional equilibria (Greif and Laitin, 2004: 633). Institutions, as conceived 

by rational choice institutionalism, are “a framework of rules, procedures, and 

arrangement – [that] prescribes and constrains the set of choosing agents, the manner in 

which their preferences may be revealed, the alternatives over which preferences may be 

expressed, the order in which such expressions occur, and generally the way in which 

business is conducted (Shepsle, 1986: 52). Institutions then serve to produce a “structure-

induced equilibrium” among self-interested, rational actors. A severe external shock, 

such as a global financial crisis or war, may destabilize this equilibrium by either 

changing the preferences of participating actors, altering the payoffs from the original 
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agreement, or through a combination of both. Rational choice institutionalism and 

historical institutionalism therefore both predict that exogenous shocks may exert a 

causal effect on existing institutions that lead to their displacement. 

This formulation of institutional change resulting from “punctuated equilibriums,” 

in which exogenous shocks change either the balance of power or states’ preferences is 

particularly common in the literature on international financial regulation. Daniel Drezner 

(2007) provides one such rationalist account for regulatory coordination and change. 

Drezner argues that political power is the key determinate in the design of international 

regulatory institutions, and that “the likelihood of a coordination equilibrium at one 

country’s standards is an increasing function of that country’s market size” (2007: 55-

56). Following this logic, for a particular regulatory institution to experience disruption in 

this equilibrium, requires certis peribus a shift in balance of market power among the 

coordinating states. The underlying assumption is that only exogenous factors can alter 

the political power dynamics and lead to a radical change in global regulation.  

Where historical institutionalism departs significantly from rational choice 

institutionalism is it assumes that sources of institutional change can also have 

endogenous origins and may develop gradually rather than through a process of rapid 

displacement. As Conran and Thelen (2016: 64) note, historical institutionalism “has 

never forgotten that institutional outcomes have losers. And these losers often do not go 

away; they live to fight another day, and they typically carry out this fight from within the 

institutions who imposition they unsuccessfully resisted, as participants in the (apparent) 

equilibrium.” These participants seek to exploit ambiguities or gaps in existing 

institutions and are often successful in affecting change from within. Strategies of 
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conversion, drift and layering all represent the instrumental actions of actors gradually 

changing institutions in ways that may lead to significant transformations in the 

institutions over time. These changes will not be caused by exogenous factors, but rather 

through participants pursuing changes in the distributive properties of an institution by 

reinterpreting existing rules or introducing new ones, which over time will gradually 

produce new outcomes. 

Historical institutionalism expects incremental processes of change, with 

endogenous origins, to be a common and recurring feature within European regulatory 

institutions. With the notable exception of the European banking union, which represents 

a clear example of institutional displacement, developments in EU financial regulation 

over the past fifteen years are expected to be marked by a recurring pattern of 

institutional layering. Neither institutional conversion nor drift are likely to be a frequent 

strategies in European financial regulation because the rules and their enforcement are 

typically highly prescribed. 

Two features of the EU political system are hypothesized to predispose it toward 

gradual forms of institutional change and specifically a process of institutional layering. 

First, the EU is characterized by a high number of veto players in the legislative decision 

making process (Tseblis and Garrett, 2001). Consistent with Mahoney and Thelen’s 

typology, high veto possibilities presents an exogenous constraint on actors’ actions that 

militates against processes of displacement or conversion. EU regulation is proposed only 

by the Commission, which may then be revised or rejected at multiple points by the 

European Parliament and European Council through a complex legislative dance known 
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as the co-decision (or “ordinary”) process.10 The presence of multiple veto points and 

actors in the legislative process makes more significant institutional changes unlikely. 

Those seeking transformative changes are faced with the high hurdle of assembling a 

coalition that accommodates the preferences of each actor with veto power (Mahoney and 

Thelen, 2010: 19).  

 A second characteristic of much of EU law, but especially financial regulation, is 

that it is highly technical and generates complex interdependences between the 

Commission and member states. It is usually also highly prescribed and regularly 

enforced and monitored, leaving little room for actor discretion. Financial regulation 

within the EU can take many different legal forms, ranging from directives, which 

establish policy goals that require member states to implement domestic laws in order to 

achieve them, to regulations that establish binding rules directly applicable to member 

states.11 Resulting from this range of legal instruments that regulate financial markets is a 

                                                           
10 The specific process includes three legislative “readings” by the Parliament and 

Council respectively. After the Commission’s proposal, the EP may adopt or amend the 

legislation (1st reading). The legislation then passes to the Council to read the EP’s position, at 

which point the Council can accept the EP’s decision or it may make further changes. If the 

Council makes amendments, the legislation returns to the EP for a second reading. At this point, 

the EP may adopt the Council’s amendments, in which case the legislation becomes law, or make 

further adjustments and return it to the Council. This process may continue for up to three 

readings each by the Parliament and Council, after which the legislation is either adopted or 

rejected.  

11 How EU policymakers select between coordinating directives and hard-law 

regulations, and what member states prefer in particular spheres of regulation, is under-theorized 
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high degree of technical interdependence between domestic and supranational regulators 

(Thatcher and Woll, 2016: 506). Domestic regulators must coordinate implementation of 

EU directives both with other member states and with the EU agencies that establish 

regulatory guidelines and standards. This may include complex procedures for 

information sharing, compliance and enforcement that are necessary to govern 

multinational financial institutions.  

 The myriad of multilayered formal and informal technical coordination 

procedures in European financial regulation suggest that member states and the 

Commission are seeking to maximize control over how regulatory measures are 

implemented. Given the potential distributive consequences of financial regulation, there 

is little room left for interpretation of how financial regulation is implemented or 

enforced. A corollary of these institutional traits is that it is expected to be rare that 

financial regulation drifts away from its original design. Rather, to affect gradual change, 

the Commission’s standards-setting agencies are likely to layer new guidelines or 

administrative procedures atop of existing rules. As the following chapters demonstrate, 

issuance of these technical guidelines and standards may accumulate over time in ways 

that fundamentally shift the original regulatory design and result in significant 

distributive consequences for member states. 

 This draws attention to the important role that the European Commission plays as 

an agent of change in financial regulation. There is almost unanimous agreement in the 

                                                                                                                                                                             
in the EU literature; but recent evidence in financial regulation suggests that the European 

financial crisis has led to an increased use of binding regulations particularly in the banking 

sector (Hennessy, 2014b). 
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literature, across a variety of theoretical frameworks, that the Commission possesses 

strong pro-integration preferences (Majone, 1996; Moravcsik, 1998; Pollack, 2003; 

Franchino, 2007).12 These preferences manifest through seeking to expand the pooling 

and centralization of its policy authority.13 In its role as the single EU institution with the 

ability to propose legislation, the Commissions wields considerable power in setting the 

regulatory policy agenda. Although legislative proposals, either in the form of directives 

or regulation, often undergo amendments from the Parliament and Council, a 

distinguishing feature of the EU political system, as compared to the U.S., is that 

Commission proposals have a high likelihood of eventually becoming law.14 This high 

adoption rate means that even with the possibility of amendment through the co-decision 

                                                           
12 Less well understood by existing scholarship is the role and preferences of the 

European Central Bank in the EU political process. While delegated no formal legislative role, it 

is evident in the creation of the European banking union that the ECB plays a strong indirect role 

in shaping the regulation of financial markets, particularly in the banking sector. Further analysis 

and theorization of the mechanisms by which the ECB exerts political influence would greatly 

benefit our understanding of the modern system of European financial regulation. 

13 Empirical research suggests that the source of the Commission’s preferences for 

expanded policy competencies is not due to a process of socializing individual commissioners to 

this belief structure, but rather may stem from a desire to protect and grow the institution’s legacy 

(Franchino, 2007: 142). 

14 Mohoney (2008: 64) estimates that in 2008 only 10% of legislative proposals were 

passed as bills by the U.S. Congress, whereas 80% of Commission proposals eventually became 

directives or regulations. As cited in Thatcher and Woll (2016, fn. 4).  
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process, the EC’s agenda-setting power is likely to result in more EU regulation over 

time.  

 The Commission’s role in financial regulation has evolved recently in another 

important way with the potential for long-term consequences in the balance of regulatory 

authority between member states and the EU. Its administrative capacity to establish, 

monitor and enforce technical rules and standards has grown considerably over the past 

decade. Earlier theories, based on principal-agent approaches to delegation, assumed that 

in complex policy areas such as financial regulation “delegation to national 

administrations is guided by the fact that they have far greater resources and technical 

expertise than the Commission” (Franchino, 2007: 143). While further research in the 

shifting balance of regulatory administrative capacity between member states and the EU 

would be fruitful, it is evident that the resources provided to the Commission’s sub-

agencies have grown considerably in recent years. For example, from December 2011 

through December 2014 the size of the European Banking Authority staff grew from 52 

to 146.15  

This provides the Commission with an increased ability to monitor rules and layer 

on new standards where gaps or inconsistencies exist in member states’ interpretation of 

EU regulation. From 2011-2013, the Commission’s financial supervisory agencies issued 

over 150 binding technical standards interpreting and clarifying previously-established 

regulation (EC, 2014: 6). This increased administrative capacity and technical expertise 

strengthens the Commission’s political agency in successfully advocating for and 

implementing endogenous incremental changes to existing regulation. 

                                                           
15 Figures drawn from 2012 and 2014 European Banking Authority annual reports. 
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Critical Junctures 

 

 While gradual processes of endogenous institutional change are expected to be 

most frequently observed in EU financial regulatory institutions, historical 

institutionalism also views exogenous crises as a potential source of transformative 

change to existing institutions. The analysis of critical junctures is often central to 

historical political studies, because these junctures signify potential turning points in 

previously path-dependent processes and cause a new sequence of events and institutions 

to emerge. Indeed, defining, identifying and analyzing the potential causal mechanisms of 

a critical juncture is highly relevant to this study with its focus on the regulatory 

outcomes in the aftermath of the global and European financial crises.  

 Rather than conducting ex post analyses of critical junctures, which look to the 

resulting institutional change to determine whether an event was indeed a turning point, 

historical institutionalists now focus attention on political agency and choice as key 

characteristics of a critical juncture. This recognizes that for an event to be appropriately 

considered a critical juncture, it is the possibility that a radical change could occur which 

is its distinguishing characteristic. Capoccia and Kelemen (2007: 348) extend this logic 

and define critical junctures as “relatively short periods of time during which there is a 

substantially heightened probability that agents’ choices will affect the outcome of 

interest.” During these brief periods, the structural conditions that previously shaped the 

institution’s developmental trajectory are relaxed and increase the likelihood that political 

action will lead to consequential changes in the institution.  
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 Emphasizing the important role that agency and choice play helps analyze the 

causal mechanisms that may be present during periods of heightened political 

contingency. During critical junctures, policy options that were previously unavailable 

because of prior political constraints are now plausible outcomes. This does not mean 

actors must choose the newly-available path; but it opens the possibility for a 

counterfactual analysis of the significant institutional change that may have occurred 

were the alternative option selected. Methodologically, a key analytical task then is to 

trace “what choices were historically available and not simply hypothetically possible, 

[and] how close actors came to selecting an alternative option” (Capoccia, 2016: 92).   

Soifer (2012) provides further clarity on the conditions that must be present 

during a critical juncture for a radical change to occur. Separating the analysis of the 

conditions that cause a period of heightened contingency to emerge (“permissive 

conditions”) from the agential factors that operate within this time and space (“productive 

conditions”), allows for greater precision in analyzing historical outcomes. The presence 

of permissive conditions alone is insufficient to cause a critical juncture; however, in 

combination with productive conditions, a transformative change is possible. The 

corollary of this argument is that for institutional displacement to occur, constraints 

present at a previous time must be lifted and present policymakers with the opportunity to 

consider radically different institutional options. For this change to be realized however, 

actor(s) must also provide a productive push during this period of heightened 

contingency.   

 Specifying that both permissive and productive conditions are necessary to cause 

institutional displacement does not fully resolve a central puzzle of this study. Assuming 
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that the global financial crisis generated the necessary permissive conditions, and that 

either the Commission, the ECB or another EC institution advocated for shifting 

regulatory authority to the EU during this period, why do we observe displacement in one 

case, with an outcome of layering occurring in the other two? Missing from this 

theoretical account is an explanation for why specific policy choices may be “historically 

available” (or may represent more or less likely outcomes) during periods of heightened 

contingency.  

Slater and Simmons (2010: 889) offer an important additional temporal-casual 

mechanism that structures actors’ decision-making during the presence of a critical 

juncture. They argue that “causal factors preceding a critical juncture can sequentially 

combine with causal factors during a critical juncture to produce divergent long-term 

outcomes.” These critical antecedents describe important variations in institutional 

structures in cross-case analyses of critical junctures. It is important to stress that the 

presence of critical antecedents does not cause subsequent independent variables to 

emerge, which in turn generate divergence. Rather, a critical antecedent predisposes 

cases to develop in a certain manner before the period of heightened contingency occurs. 

A primary theoretical assertion of this study is that the level of European 

regulatory integration preceding the critical juncture generated by the twin European 

financial crises represents a critical antecedent that conditioned the available policy 

options during the period of heightened contingency. Despite the crises, positive 

feedback generated through processes and experience with regulatory integration from 

1999-2008 is expected to condition actors’ preferences toward gradual processes of 

institutional change. Conversely, where the balance of regulatory remained with member 



32 
 

states prior to the crisis, with comparatively low-levels of supranational integration, this 

constraint is not expected to be present.   

Applied to the cross-sectoral analysis of European financial regulation, this study 

finds that variation in degree of regulatory transfer from member states to the EU 

preceding the onset of the 2008 global financial crisis structured the policy options 

available when the crisis hit. In other words, cross-case variation in the antecedent 

conditions shaped the crises’ permissive conditions in ways that limited the choices 

available to European policymakers. The comparatively dramatic transfer of regulatory 

authority to the EU in the financial securities market between 2001-2005 is shown to 

have militated against consideration of fundamentally altering or displacing the existing 

institutions when the crisis occurred. Weak preexisting EU regulatory institutions in the 

banking sector cannot be said to have caused the ECB to act forcefully during the 

sovereign debt crisis. However, the relatively low levels of investment in preexisting 

European banking regulation may have allowed the ECB to pursue a more radical change 

to extant institutions. 

Table 1.2 provides a stylized application of the critical juncture framework to the 

case of European banking regulation.16 It demonstrates how weak preexisting institutions 

were likely to have broadened the set of available policy options during the twin financial 

crises in ways that would not have been historically available in the presence of strong 

existing EU regulatory institutions (as was the case in the securities market). The ECB 

provided the productive conditions necessary for the significant transfer of regulatory 

authority to the EU. It also used the power of its monetary policy to effectively close the 

                                                           
16 The structure of this table borrows from Soifer (2010: 1579).  
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period of heightened contingency in July 2013 by agreeing to backstop European 

sovereign debt. 

 

Critical Antecedent Weak level of European regulatory integration from 

2001-2008 

Permissive Condition Twin financial crises from 2008-2013, beginning 

with the global financial crisis from 2008-2009 and 

extending to the European sovereign debt and 

banking crisis from 2010-2013 

Productive Condition Political agency of the European Central Bank 

Outcome Formation of a European banking union, resulting 

in the radical transfer of regulatory authority from 

member states to the EU 

End of Critical Juncture ECB President Mario Monti’s “do whatever it 

takes” to stabilize the European economy statement, 

July 2013 

Table 1.2. Formation of the European banking union as a critical juncture 
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Institutional Origins of State Preferences 

 

 Despite the focus on critical junctures and the long-term causal impacts of 

historical decisions and events, most political scientists agree that the preferences of 

states still matter in determining the institutions that govern the international political 

economy (Drezner, 2007; Lake, 2009). A key point of differentiation among the main 

theories of the international political economy sub-field is their conception of how state 

preferences are generated. The ontological root of this difference is whether interests can 

be deduced based upon neoclassical economic theory or whether actors’ interests are 

constituted through the domestic political institutions in which they are embedded. In 

other words, are actors’ interests (and by extension state preferences) exogenously given 

by their relative position in the global economy or do preferences develop endogenously 

within a particular institutional environment?   

The Open Economy Politics (OEP) framework draws upon economic theories, 

such as Stolper-Samuelson, to explain how differences in firm- or sectoral-level 

production profiles or factor endowments shape actors’ preferences toward international 

economic policy (Rogowski, 1989; Frieden, 1999; Frieden and Martin, 2002; Lake, 

2009). If, for example, a particular domestic economic sector is considered to have a 

comparative advantage given the strength of its local production factors, then it is 

expected to favor liberalizing regulatory policies that allow it more access to international 

markets. Conversely, domestic industries that have material disadvantages relative to 

their international competition are said to favor more protectionist policies. In this 

conception of preference formation, firm-level economic interests, which can be derived 

by their relative position in the global economy, are the building blocks for how states 
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arrive at preferences toward international regulation. Domestic institutions serve to 

establish the rules by which these interests are then aggregated at a national level (Lake, 

2009: 227). 

This theoretical account assumes that firm-level interests are analytically prior to 

the study of politics. There is no role for institutions themselves in shaping the 

preferences of participating actors. If actors’ interests toward international trade and 

regulatory policies are exogenously given by their production profiles, this generates a 

number of predictions relevant to this study. For example, this formulation would expect 

large, multinational financial firms with significant cross-border business to prefer 

economic policies that increase international openness. These firms are generally 

“export-oriented,” as they seek to gain access to foreign markets and customers. Middle- 

and small-tier financial institutions, such as the Landesbanken (regional) and Sparkassen 

(savings) in Germany, which compete primarily domestically, are expected to prefer 

trade and regulatory policies that protect them from foreign competition.   

One limitation of the OEP model is, while it can explain how states arrive at a 

general preference orientation in particular toward international trade policy, it cannot 

explain preferences for the substance of specific international regulation. Whereas 

historical institutionalism would expect states to prefer international regulatory policies 

that sustain and extend the design of its domestic institutions, OEP can only provide 

broad classifications of policies that states are expected to prefer based on their material 

interests. This generalizable approach to deducing state preferences on the basis of their 

comparative material interests in the global economy may have merit in certain analytical 

applications. However, it cannot easily reconcile the recurring observation in this study 
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that domestic actors with comparable production profiles across member states are often 

found to express divergent preferences toward specific provisions of EU financial 

regulation.  

Sociological institutionalism and historical institutionalism both differ with the 

OEP framework in assuming that institutions endogenously shape actor preferences, 

rather than preferences being produced by material interests alone. The formation and 

development of preferences and institutions are considered to be deeply connected and 

intertwined in both sociological- and historical- institutionalism. What differentiates the 

sociological tradition (Finnemore and Sikkink, 1998; Blythe, 2002; DiMaggio and 

Powell, 2012) is its conception of institutions as shaping preferences by homogenizing 

actors’ ideas and routinizing their behaviors and interactions. Underlying the sociological 

approach is the core observation that much of “organized life is explicable not by 

reference to individual, maximizing actors but rather by a view that locates the 

persistence of practices in both their taken-for-granted quality and their reproduction in 

structures that are to some extent self-sustaining” (DiMaggio and Powell, 2012: 9). 

Emphasizing cognitive processes, such a mimicry and learning, institutions are seen to 

cause preference convergence among actors around behaviors and norms that are 

perceived as legitimate.   

 Scholars of sociological institutionalism therefore look for the socialized norms 

and behaviors as the source of actor preferences, and then examine how institutions 

reproduce and reinforce them. While historical institutionalism leaves room for the 

possibility that institutions may condition preferences through the transmission of 
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accepted norms and behaviors17, its primary focus is on the material returns that actors 

receive over time from extant institutions. One challenge for sociological institutionalism 

is to specify the conditions under which actor preferences and institutions themselves 

may change. If actors are socialized around a set of legitimized norms, this account 

leaves little space for the politics and conflict that occur within institutions and that may 

be an important source of change.  

Situating historical institutionalism in the context of the other two main 

institutionalist traditions draws attention to its primary differentiating theoretical claims. 

First, historical institutionalism like sociological institutionalism emphasizes that 

institutions, rather than individual economic interests, are the primary building blocks of 

how preferences are formed and political outcomes reached. The temporal dimension 

inherent to historical institutionalist analysis is critical because the foundational moments 

establish and continually shape future political processes and maneuvering (Thelen, 

1999: 387). Once established, an institutional developmental trajectory often leads to 

political outcomes that appear antithetical to certain individual interests. Importantly, 

historical institutionalists do not make predictive claims about how a particular institution 

or the preferences of political actors may develop. Rather, historical institutionalism 

“acknowledges more extensive endogeneity and the ubiquity of complex interaction 

                                                           
17 However, this is an underdeveloped strain of historical institutionalism. Further work 

on the interaction between ideas and material interests in the formation of state preferences 

toward international policies is fruitful ground for future research. One particularly salient 

forthcoming analysis is The Euro Crisis and The Battle of Economic Ideas by Markus 

Brunnermeier, Harold James, and Jean-Pierre Landau.  



38 
 

effects” (Hall, 2003: 387) and seeks to explain political outcomes by investigating the 

causal sequence of events over a defined period of time.  

A second distinct feature of historical institutionalism is its claim that the 

distribution of material benefits or power derived from existing institutional structures 

often motivates actors’ desire to sustain them. For historical institutionalists, the 

sociological macro-structural account of institutions “seems curiously bloodless” (Hall 

and Taylor, 1996: 954). Institutions distribute both economic returns and power to actors 

and are therefore objects of ongoing contestation, both at the time of their initial design 

and through any subsequent reforms. Winners and losers exist in any institutional 

arrangement and preferences will be shaped by which end of the spectrum an actor is 

located.  

An early and fruitful application of historical institutionalism’s main theoretical 

tenets, which offers important insights for this study, was analyzing how actor 

preferences are shaped by the legacies of the domestic political and economic institutions 

in which they are embedded (Zysman, 1994; Hall and Soskice, 2001; Streeck and Thelen, 

2005). Zysman (1994: 244) observes that “markets do not exist or operate apart from the 

rules and institutions that establish them and that structure how buying, selling and the 

very organization of production takes place. Consequently, inherently, there are multiple 

market capitalisms.” Domestic firms, industry associations, and government agencies 

realize benefits from operating within their distinct constellation of domestic capitalist 

institutions in ways that condition their preferences. Many of the contemporary 

institutions that govern Europe’s domestic economies have long legacies that can be 
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traced at least back to the 1950s (Fioretos, 2011). Domestic actors are therefore seen to 

be highly invested in adapting and maintaining these institutions. 

Building upon this work, a specific research program in the varieties of capitalism 

emerged at the beginning of the 21st century (Hall and Soskice, 2001). The VOC research 

program is germane to this study, as it specifies institutional patterns and relationships 

among key domestic economic actors that have developed over decades, and to 

categorize (mainly) European states along these dimensions. These historically 

institutionalized economic and political relationships are found to shape the preferences 

that actors hold toward the policies that govern the domestic and international political 

economy.  

The original research program conceptualized distinct European post-war models 

of capitalism, and identified two archetypes, the liberal market economy (LME)18 of 

Britain and the coordinated market economies (CMEs) of Germany and France. This 

typology draws attention to contrasting institutional relationships between the market, 

private sector firms, labor, and the state. LMEs are generally marked by a focus on short-

term profits, a relationship between private sector employers and employees which is 

dictated by market demand, and comparatively less state regulation and intervention in 

the functioning of the market. In contrast, CMEs are generally more oriented toward 

medium- to long-term corporate profits, “patient” financing from banks rather than 

through securities markets, a labor market coordinated between employers and unions, 

and higher levels of regulation to mitigate market failures.  

                                                           
18 “Anglo-Saxon” capitalism is a common synonym for liberal market economies. 
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Subsequent to Hall and Soskice’s seminal volume, a range of critiques emerged 

that served to refine the original typology.19 One prominent criticism was that VOC’s 

firm-centric approach underemphasized the role of the state in economic coordination, 

which served to blur important distinctions particularly between Germany and France. 

Schmidt (2003: 527) argues that the VOC framework “tends to overlook the continuing 

importance of the state or state-related institutions in the economic management systems 

of countries which have evolved from post-war ‘state-led’ capitalism to what one might 

today call ‘state-enhanced capitalism.’” This led to an important correction of the original 

typology by adding a dimension of “closeness” in state-economy relations (Hancke et al., 

2007: 25). Along this dimension, both Britain and Germany are regarded as having 

relatively low levels of state intervention (“arms-length”) in the economy, while the post-

war French state continues to control many strategic levers of the economy, including 

public ownership of firms, and coordination and implementation of regulatory policy.  

This distinction does not imply that British and German models of institutional 

capitalism are more closely aligned than originally conceived. Rather, the source of 

Germany’s comparatively high level of economic regulation is from voluntary 

agreements reached by business and labor associations, and then sanctioned by the state. 

This serves to distinguish between what Mark Thatcher (2007: 152) characterizes as 

state- versus industry-led models of regulatory institutions. In Germany, domestic 

                                                           
19 The initial criticisms are well documented in an issue of Comparative European 

Politics primarily devoted to VoC (Comparative European Politics 1 (2), 2003.) Also, a synthesis 

of this feedback is found in Hancke et al. (2007: 5-9) Beyond of Varieties of Capitalism: Conflict, 

Contradictions and Complementarities in the European Economy. 
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regulatory policies generally emanate from industry groups, while in France the state is 

actively involved in their development.  

While the varieties of capitalism typology cannot predict the preferences that 

actors will hold toward the specific design of financial regulation, by locating the source 

of preferences in the historical legacy of domestic institutions, it posits that states will 

prefer multilateral institutions that do not undermine the comparative advantage of 

domestic institutions. Actors from coordinated market economies are expected to favor 

European regulatory policies that protect long-term models of corporate financing in the 

banking, insurance and pensions sectors. In contrast, the UK is likely to prefer 

multilateral regulation that reduces barriers to the provision of market-based capital, 

through securities, private equity and hedge funds. Divisions in preferences over the 

regulation of insurance and pensions market are expected to align those states with a 

legacy of industry associations generating regulation, such as the UK and Germany, 

against those where regulation is primarily in the domain of the state (e.g. France).     

 This study finds strong evidence in the case of EU financial regulation that 

historical institutional legacies structure the preferences of states and domestic actors 

toward multilateral regulation. These preferences are also found to be relatively durable, 

both in times of economic growth and expansion, as well as in periods of crisis. 

Negotiations over the transfer of financial regulatory authority from member states to the 

EU is therefore highly contentious and coordination is generally only achieved when 

preferences align among the powerful European economies of the UK, Germany and 
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France.20 However, it is incorrect to assume that strongly held preferences for the 

maintenance of existing institutions lead member states to consistently oppose any 

transfer of regulatory authority to the EU. This study provides examples of states 

preferring multilateral regulatory integration when the institutional designs are 

complementary to their domestic counterparts and when there are anticipated material 

benefits from harmonizing standards across member states.  

Tracing state preferences during this fifteen year period also demonstrates that, 

while the legacy of past institutions remain highly salient in explaining EU regulatory 

outcomes, domestic institutions themselves are also dynamic and evolving in ways that 

subtly shift state preferences. For example, the emergence of multinational commercial 

banks in France and Germany in the late 1990s and early 2000s, which are increasingly 

engaged in international investment banking activity, has led to important changes in how 

these states formulate preferences toward European securities regulation in ways that 

were not anticipated by the classic varieties of capitalism model. Such developments 

emphasize the value of analyzing institutions as dynamic entities, which are constantly 

adapting and in the process shifting distributional outcomes and preferences among 

actors.   

                                                           
20 More recently, as in the case of the European banking union (detailed in chapter two), 

strongly entrenched preferences have caused deep fissures in the governance of European 

financial markets and have led to the development of a “two-speed” approach to regulatory 

integration. Germany, France and the other eurozone countries have transferred significant 

regulatory authority to the ECB, while the UK has opted-out, preferring domestic regulatory 

institutions to retain regulatory authority over its banks. 
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Research Design  

 Why study the integration and distribution of European financial regulatory 

authority at the turn of the new millennium? Political and economic developments in 

European financial regulation from 1999-2014 provide an extraordinary period for 

studying how past institutions and events shaped changes to the institutions that now 

govern the European financial sector. The timeframe of this study begins with the genesis 

of the modern EU financial regulatory architecture and specifically the establishment of 

the EU committees (Lamfalussy committees) responsible for regulating the three pillars. 

As each of the three pillars originated from the same blueprint in the 1999 Financial 

Services Action Plan with comparable mandates and institutional designs, this provides a 

common baseline against which to analyze subsequent variation in their developments 

and the sources of these changes. This study is organized to trace variation in institutional 

developments over time across each pillar of financial regulation. 

  Potential sources of variation in the distribution of European financial regulatory 

authority are analyzed at two levels within each case: accounting for the preferences of 

powerful member states toward new EU regulation, and identifying how the legacy of 

past EU policies and decisions affect future outcomes. At the state level, this study builds 

upon and broadens the application of a rich research tradition of examining EU-level 

developments as a function of variation in domestic systems of capitalism (Story and 

Walter, 1997; Fioretos, 2001, 2011; Quaglia, 2010; Howarth and Quaglia, 2013). Despite 

the thick economic integration of European states, these studies generally point to the 

variation in the organization of domestic capitalist institutions as a primary explanation 

for the persistent differences in preferences toward EU institutions and policies.  
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 The design of this study provides distinct advantages to analyzing how states 

formulate preferences toward international regulation and to test the salience of historical 

events and institutional origins in shaping state preferences. Alternative theoretical 

explanations for the sources of state preferences toward international financial regulation 

are evaluated along two dimensions. First, it examines state preferences toward 

international regulation across financial sectors – banking, securities, insurance and 

pensions. This provides variation in the levels of interstate economic integration by 

sector. With comparatively high levels of market integration in EU securities and banking 

sectors, this allows for testing OEP theory which expects firm-level preferences to be 

given by their material interests and to converge around support of regulatory policies 

that integrate and liberalize financial markets. An historical institutionalist framework 

expects firms to only support multilateral regulatory institutions that do not erode the 

comparative advantage provided by domestic institutions.  

Second, state preferences toward EU financial regulation are evaluated under 

dramatically different international economic conditions, contrasting the pre- and post-

financial crisis periods. The rupture in the European political economy at approximately 

the temporal midpoint of this study provides an opportunity to examine state preferences 

under different exogenous conditions, and to trace any change to these preferences over 

time.   

Few studies of contemporary European financial regulation have explicitly set out 

to study EU policy outcomes as function of both state-level preferences and their 

interaction with EU-level institutional legacies and processes. Historical institutional 

analyses of EU financial regulation tend to privilege statist ontologies, explaining 
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international regulatory designs in terms of their complementarity with the domestic 

institutions of powerful member states (Deeg and Posner, 2016: 445). This study expands 

our understanding of how international regulation develops by examining the 

independent effects that preexisting EU regulatory institutions have on structuring future 

political processes and on the preferences of firms and states themselves.  

Specifically, the study evaluates whether and how past investments in EU 

regulatory institutions shape the processes and future modes of institutional change. The 

pre-crisis levels of EU regulatory integration across financial sectors provide important 

variation by which to test the hypothesis that high levels of regulatory integration during 

implementation of the FSAP generated positive feedback among states, firms and the 

Commission and constrained the options that policymakers considered during the critical 

juncture of the global financial crisis. Conversely, low levels of integration and the 

comparative absence of path-dependent processes prior to the critical juncture are 

hypothesized to have allowed policymakers to consider more radical institutional 

transformations, including displacing member state regulatory authority, during the 

period of heightened contingency. Cross-case observations of the policy options that were 

historically-available during the critical juncture allows for testing the causal effect of 

antecedent conditions on decision-making without straying toward explanations that rely 

upon post hoc analyses.   

To analyze developments in contemporary EU financial regulation at the domestic 

and international levels, this study employs the methodological toolbox of systematic 

process tracing (Hall, 2006, 2013). A primary goal of conducting process tracing at two 

levels is to generate a robust and nuanced understanding of domestic and international 
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events and political processes with the potential to affect the current design of EU 

financial regulatory institutions and the distribution of authority with its member states. 

The task of systematic process tracing crucially then involves making “general causal 

inferences that can be drawn from observing the sequence and timing of events and 

contemporary interpretations of those events” (Hall, 2013: 22). The benefit of designing 

research that studies the detailed unfolding of events is that it generates a multiplicity of 

observations with which to assess how past events and decisions interact over time to 

affect the outcome of interest.  

A key challenge for this investigation is to test the competing theoretical 

corollaries of institutional change between historical institutionalism and rational choice 

institutionalism against these observations, and across cases, in order to establish a likely 

causal sequence that led to the current system of EU financial regulation. Similarly, the 

expressed preferences of firms’ toward EU financial regulatory proposals provide 

observations to test the theoretical applicability of OEP and historical institutionalist 

frameworks. 

 Unpacking and tracing the sources of and changes to financial regulatory 

institutions within the European Union has significant advantages for research execution. 

Through its market consultation processes for new legislative proposals, the EU collects 

and publishes online the written preferences of key stakeholders for many regulatory 

legislative proposals. Written responses to regulatory proposals from major financial 

firms, industry associations, state regulatory agencies, and federal ministries across 

member states are readily accessible. These responses, which often detail concerns with 

specific provisions of proposed regulation, are utilized extensively within each case of 
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this study to evaluate differences among domestic actors, to compare interests among 

similar economic actors across states, and to track evolutions in these preferences over 

time. The EU also provides a comprehensive electronic archive of legislative drafts 

across the many steps of its complex policy-making process. This provides researchers 

with the ability to sequentially trace policy developments through the course of the 

legislative processes, from the initial Commission proposal through the various European 

Council and European Parliament readings and negotiations. Wherever possible, these 

documents are synthesized with secondary research and sources to develop the richest 

possible context for the work of evaluating causal sequences in the development of EU 

financial regulation. 

 

Conclusion 

What becomes clear in the chapters that follow is that historical origins of the 

institutions that govern pan-European and domestic financial markets were instrumental 

in shaping policymaking during the global financial crisis and the subsequent European 

sovereign debt crisis. Member state preferences toward reforms during this period of 

heightened contingency were conditioned by long-term investments in domestic 

regulatory institutions which they perceived as providing a comparative advantage in the 

global economy. For financial sectors, in which re-regulation at the European level was 

comparatively extensive prior to the crises, these EU institutions generated positive 

feedback to member states, financial firms and domestic regulators alike and predisposed 

the institutions to a process of institutional layering. Because of these temporal-causal 

effects on domestic and international institutions, the current locus of financial authority 
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differs across cases, ranging from the ECB’s highly centralized authority over 

multinational eurozone banks, to the Commission’s increased technical authority over 

financial securities markets, and with a loose network of domestic supervisors governing 

the insurance and pensions industry.  

That each pillar would evolve along such distinct pathways from their common 

institutional origins in the FSAP could not have been anticipated by member states or the 

Commission. This does not imply that states failed to act strategically or even that their 

preferences changed in significant ways during this period. Rather, these varied paths 

reinforce key concepts of an historical institutionalist framework. First, the gestational 

phase of institutional development structures subsequent political processes in ways that 

are often unanticipated. The UK’s strong push to reduce trade barriers in European 

securities markets by extending its “light touch,” Anglo-Saxon principles of regulation 

across the EU represented a rational goal in the formative period of the FSAP. The 

extensive technical re-regulation that occurred at the EU level, and the parallel growth in 

authority of the Committee of European Securities Regulators, was necessary to achieve 

this. However, these initial decisions and developments also structured how the 

institutions subsequently evolved. Even as economic and financial market conditions 

changed dramatically in 2008, the significant prior investment in EU regulatory capacity 

in securities markets predisposed actors to protecting existing institutions and making 

layered adjustments rather than displacing existing ones. As Germany and France 

advocated for more interventionist regulatory policies in securities markets in the wake of 

the crisis, they were able to affect changes (in ways that were often opposed by the UK) 

through layering new rules on top of the robust pre-existing institutions.  
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This draws attention to the important role that sequence plays in understanding 

institutional outcomes. The accelerated development of EU securities regulation in the 

years prior to the crisis provides a contrast with the lack of parallel developments in the 

banking, insurance and pensions regulation. Variation across sectors in these antecedent 

conditions is found to have shaped policy options when the financial crises occurred. It 

possible to imagine a counterfactual scenario in which pre-crisis regulatory developments 

in the banking sector had proceeded apace with those in the securities markets. Had this 

occurred, it is questionable whether the policy option of shifting regulatory authority to 

the ECB would have represented a feasible alternative. Thus, the comparative sequence 

of developments and events across cases manifestly impacted the current institutional 

designs.  

Despite the radical change in European banking supervision in 2014, the origins 

of the contemporary architecture of European financial regulation, as established by the 

Financial Services Action Plan in 1999 and governed by the Lamfalussy committees, 

have structured political processes in ways that favor gradual modes of institutional 

development. In particular, the Commission with an increased administrative capacity 

and agenda-setting power, has been the driving force in promoting the growth of 

centralized, multilateral regulatory authority. However, its ability to more fundamentally 

displace domestic regulatory authority is significantly curtailed by the multiple veto 

points present in the EU legislative process. Through these veto points, member states are 

able to strongly exert their preferences for regulatory institutions that closely align with 

their own. The protracted regulatory developments in the European insurance and 

pensions markets, and in particular the nearly decade-long process of establishing new 
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capital requirements for insurance and pension firms (known as Solvency II) provide a 

case study of how state preferences and the EU political system interact to condition 

gradual institutional change.  

Institutional developments in each pillar of European financial regulation are 

analyzed in the following three chapters. Chapter two analyzes historical developments in 

European banking regulation before the twin financial crises and evaluates how these 

developments shaped policymaking during the critical juncture and led to the creation of 

a European banking union. The third chapter focuses on developments in securities and 

financial markets regulation, and provides a contrasting case to the banking sector with 

the extensive EU regulatory integration that occurred prior to the 2008-2009 crisis. The 

final case study in chapter four demonstrates how strongly embedded state preferences, 

with origins in the historical organization of domestic welfare state institutions, have 

militated against the transfer of regulatory authority over insurance and pensions sectors 

to the EU. This case also shows how the EU, and in particular the Commission, 

instrumentally pursues processes of institutional layering to gradually affect change over 

time. The conclusion explores the implications of these findings, both for future historical 

institutional scholarship on international financial regulation and European politics, as 

well as for the continued development of EU financial regulatory policy.  

The findings of this study contribute to our understanding of how the current 

patchwork system of European financial regulation emerged by focusing on how the 

historical and temporal effects of past decisions conditioned policymaking during the 

financial crises that engulfed Europe from 2008-2012. The cases demonstrate that the 

regulatory reforms that resulted from these crises were not the product of states rationally 
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addressing regulatory gaps or weaknesses during a period of crisis; rather institutional 

developments across cases progressed along independent temporal trajectories, each 

shaped by the legacy of prior decisions and events. Thus, while crises may present 

opportunities for Europe to forge new solutions, these outcomes are in fact very often 

guided by the forces of history.
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CHAPTER 2 

 

DEVELOPING A EUROPEAN BANKING UNION 

 

Introduction 

 The development of a European banking union represents the most significant 

transfer of regulatory authority from the national to the supranational level since the 

formation of the European Monetary Union (EMU) in 1992. As recently as 2011, after 

the initial wave of regulatory reforms following the global financial crisis, this outcome 

could not have been anticipated. From 1999-2011, institutional developments in 

European banking supervision followed a similar trajectory to the insurance and pensions 

sectors. Domestic supervisors were responsible for implementation and enforcement of 

bank regulation. For multinational banks operating across European borders, domestic 

supervisors shared information and coordinated compliance activities primarily through 

“colleges” of supervisors. The establishment of the European Banking Authority (EBA) 

in 2011, as one of the three pillars in the European System of Financial Supervision, 

represented an incremental hardening of the agency’s soft power to compel supervisory 

convergence and regulatory consistency among domestic authorities. Direct supervisory 

authority for banks remained with member state institutions. However, statements from 

the eurozone and European Council summits in June 2012 signaled a shift in member 

state preferences and presented a significant new opening for EU institutions, namely the 

European Central Bank, to pursue a radical change in the balance of supervisory authority 

over European banks.  
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 What emerged in the subsequent eighteen months was a new supervisory 

architecture for eurozone banks, in which the ECB displaced national competent 

authorities (NCAs) as the direct micro-prudential supervisor for over 120 “significant” 

eurozone banking groups (with assets greater than €30 billion). In 2014, the combined 

assets of these groups represented 85 percent of the eurozone banking sector. Among 

other new powers, the ECB notably became the competent authority for the issuing or 

withdrawal of all banking licenses within the eurozone. It must also approve acquisition 

and disposal of bank shareholdings. When compared to the supervision of financial 

securities and insurance markets, this outcome represents a significant variation in the 

post-crisis distribution of supervisory authority between the EU and the 19 member states 

of the eurozone.  

This chapter accounts for the distribution of banking supervisory authority 

between participating member states and the EU – and its variation to the other cases in 

this study – as a result of two contingent factors in the recent history of the European 

Single Market. First, the long history of banking nationalism among West European 

states limited regulatory integration during the decade preceding the 2008-2009 global 

financial crisis and these pan-European institutions generated little positive feedback 

(Alford, 2006; Epstein and Rhodes, 2014; Véron, 2015: 21). Second, the emergence of 

the European sovereign debt and banking crisis beginning in 2010 generated an extended 

critical juncture, unique among the three cases, during which the ECB displaced 

preexisting supervisory institutions. 

Prior to the global financial crisis, member state preferences were oriented toward 

protecting supervisory authority over the banking sector given the central role the 
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industry played in domestic European economies. Compared to the extensive regulatory 

integration that occurred in EU securities markets from 2001-2005, the European 

Commission recognized in 2007 that regulatory integration was “develop[ing] at a 

different pace across sectors” and that the banking sector was lagging (EC, 2007: 3). 

Paradoxically, this slow progress in institutionalizing EU-level banking regulation prior 

to the global financial crisis meant that there were comparatively few EU institutional 

antecedents which member states were invested in maintaining. This lack of strong 

legacy effects allowed member states to consider a broader set of institutional alternatives 

for pan-European banking supervision than in securities or insurance markets. 

Historical patterns of bank protectionism among West European states, and in 

particular the intertwining of national banks and sovereign debt, is also a key factor in 

explaining how the 2008-2009 financial crisis evolved into a distinctly-European banking  

crisis by 2010. The asymmetrical effects of the financial crisis on the European banking 

sector provided unique conditions for institutional change, which the ECB was able to 

exploit to displace the authority of eurozone member states’ over banking supervision. 

This argument holds not only that the temporary window, in which previous constraints 

on policy options were eased, lasted longer in the case of the banking sector, but also that 

the impact of the crisis on member states’ political economies was comparatively more 

severe. For EU periphery countries (Greece, Ireland, Italy, Portugal and Spain) the risk 

was the mutual instability of both state economies and national banks due to their 

extensive sovereign debt holdings. More fundamentally, this so-called “doom loop” 

represented an existential threat to the euro at a point when no strong safeguards existed 
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to protect the rest of the eurozone from the negative contagion that would result from the 

collapse of one or more member state economies. 

     Both arguments advanced in this chapter draw attention to the critical role of 

historical sequence in determining institutional outcomes. Paul Pierson (2004: 68) defines 

event sequences as “cases where different temporal orderings of the same event or 

processes will produce different outcomes.” In the case of European banking supervision, 

the relative lack of pre-crisis institutional development in regulatory or supervisory 

functions at the EU level may have expanded the options available to policymakers as the 

crisis accelerated. There were few extant EU institutional models generating positive 

feedback and creating path dependent conditions following the financial crisis. The 

timing of the European sovereign debt crisis, which peaked in mid-2012, followed 

implementation of the European Banking Authority in January 2011. The sovereign debt 

and banking crisis extended and exacerbated the economic conditions that allowed the 

ECB to pursue a dramatic transfer of supervisory authority from eurozone countries to 

the EU. This event sequence over a five year period demonstrates how the sinuous 

development of the European financial crisis provided the necessary political conditions 

for replacing the fragile existing supervisory institutions. 

Sequence is also central to understanding how and when critical junctures emerge 

in history. A critical juncture framework (Pierson, 2004: 135; Capoccia and Keleman, 

2007; Soifer, 2012) draws attention to the conditions that ease existing structural 

constraints and provide the possibility for a transformative political change to occur. 

While the European banking union is still in a gestation phase, it undoubtedly marks a 

radical shift in the locus of authority to the EU and is highly likely to prove durable over 
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time. A study of critical junctures helps specify the causal conditions that distinguish “a 

juncture in which dramatic change is possible from other historical moments in which 

continuity is favored” (Soifer, 2012: 1572-1573). Recent scholarship in historical 

institutionalism and critical junctures is applied to the analysis of banking union to 

identify the historical factors that temporarily provided room for agency in affecting a 

significant change in banking supervision.  

Three causal conditions are in turn examined. First, the pre-crisis supervisory 

institutions are considered as critical antecedents to the financial crisis and ultimately to 

the development of the banking union. Slater and Simmons (2010: 889) define critical 

antecedents “as factors or conditions preceding a critical juncture that combine with 

causal forces during a critical juncture to produce long-term divergence in outcomes.” 

Second, employing Soifer’s (2012: 1574-1576) specification of the discrete elements at 

work in critical junctures, the European financial crisis – extending from the global 

financial crisis in 2008 through the easing of the sovereign debt crisis in early 2013 – is 

viewed as providing the permissive conditions that changed the underlying political 

context and increased the causal power of agency.21 The ability of the ECB to exploit the 

crisis represents the productive condition which, together with the presence of crisis, 

                                                           
21 The timing of the European sovereign debt crisis can be demarcated many different 

ways, including arguably being ongoing at the time of writing in July 2015. For the purposes of 

this analysis, I borrow Mody and Sandri (2012: 202-203) definition of a “distinctive European 

dimension” of the crisis as beginning in March 2008 with the Bear Stearns rescue and rapidly 

accelerating through early 2012. I consider the crisis to have dissipated by early 2013 when the 

risk of negative contagion (or spillover) was significantly mitigated by ECB bond-buying actions. 
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combines to significantly affect the dependent variable, i.e. the distribution of supervisory 

authority between member states and the EU. While the permissive and productive 

conditions “do the work” during the period of heightened instability and contingency in 

banking supervision, it is important to emphasize that it is the institutional legacies of the 

pre-crisis period (the critical antecedents) that interact with these conditions to 

differentiate the outcome across cases in this study.    

Deploying this framework, the remainder of this chapter traces the political 

developments in European banking supervision from the Financial Services Action Plan 

(FSAP) in 1999 through implementation of keys elements of the eurozone banking union 

by the end of 2014. The next section specifies the antecedent conditions of the critical 

juncture in European banking supervision. This includes examining the institutional 

sources of state preferences for continued protection of domestic banking industries. 

These preferences constrained EU level regulatory and supervisory integration both 

during the Lamfalussy period and the subsequent development of the European Banking 

Authority in 2010. This leads to an analysis of the formation of the current system of 

bank supervision in the eurozone. It shows how the timing and increasing severity of the 

European sovereign debt and banking crisis generated negative contagion that threated to 

destabilize the currency union and in turn provided the permissive conditions for 

transformative change. Specifically, this analysis highlights how the ECB served as an 

agent of change within this political environment, displacing preexisting supervisory 

institutions, and dramatically shifting the locus of regulatory control away from member 

states. 
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States Preferences and European Banking Supervision 

The institutionalization of political and economic protections for national banks 

has long been a feature of West European capitalism (Barth, Caprio, & Levine, 2006: 

149-150). A central rationale for these domestic protections is the prominent role that 

banks play in the domestic economies of these countries. Bank of International 

Settlements data (as referenced in Goldstein and Véron, 2011: 39) provide one general 

measure of the comparative criticality of the banking sector to European economies. In 

2006 the combined assets of the top five banks within each country represented 301% of 

GDP in the UK, 277% in France, 161% in Germany, compared to 96% in Japan and 45% 

in the U.S. (The ratios among European countries are roughly three to four times larger 

than they were in 1990.) The banking sector not only represents a large sector of member 

states’ economies, but European banks are also integral to the financing of other domestic 

industries and to the state as well.  In 2011, domestic banks held 26.5% of total 

government securities within the euro area, compared to 2% in the U.S (IMF, 2012: 9). 

This interdependency generates strong national interests in maintaining the comparative 

advantage for their banking sectors.   

While the importance of the banking sector is common to most West European 

economies, states have developed distinct institutional structures for regulating and 

supervising their banking industry.  Much of the explanation for why the EU was 

historically unable to integrate and centralize supervisory authority within the banking 

sector is due to member states seeking to preserve the existing domestic supervisory 

structures, which they perceived as providing a comparative advantage in global banking 

markets. The differentiated supervisory institutions protected domestic banks from 
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foreign competition or acquisition because of the high barriers to entry and costs of 

adapting to specific national regulatory policies. As such, policymakers tended to 

“analogize a transfer of regulatory control over the banking system to a transfer of 

sovereign power” (Alford, 2006: 391). Disclosure and consumer protection laws, 

insurance requirements, and audit and investigative practices were specific to each 

member state. 

The unique institutional architecture of banking supervision among European 

economies is a direct result of historically-developed varieties of capitalism (Hall and 

Soskice, 2001). In their classic historical analysis of the institutional foundations of 

contemporary European economies, Hall and Soskice identify two types of European 

economies – Liberal Market Economies (LMEs) and the Coordinated Market Economies 

(CMEs). Differentiating these two modes of economic governance is the level of 

coordination, networking, and institutional complementarity that develops among 

businesses with broadly similar interests (Hancké, et al., 2007: 16-17).  

CMEs are characterized by high levels of economic coordination among firms, as 

well as within related industry and labor associations. A prevalent trait of CMEs is the 

provisioning of long-term financial capital to domestic firms, which is not solely reliant 

upon firms’ current returns or balance sheets (so-called “patient capital”). This means 

that funders, including banks and other firms, must develop alternative means for 

obtaining information about firm’s long-term prospects. Industry associations, and 

models of shared corporate governance, which often includes cross-firm shareholding 

and board membership, create dense networks that provide access to information beyond 
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publically available financial data (Hall and Soskice, 2001: 23). These networks also 

produce agreements and common interpretations of regulatory standards. 

In liberal market economies, such as Britain and the United States, these strong 

networks among firms do not exist, in large part because of anti-trust regulation which 

precludes collusion among firms. Rather than relying upon the type of inside information 

that allows banks to provide patient capital in CMEs, in LMEs financial markets provides 

firms with capital. Funding through securities and financial markets places a focus on 

firms’ profitability and balance sheet strength. This model encourages market 

competition, innovation, and labor and capital mobility, and is commonly cited as a 

comparative advantage in attracting new investment in Britain’s financial services sector 

over the past two decades (Zimmerman, 2010: 136).  

This general typology of CMEs and LMEs masks an even greater variation in 

domestic banking supervisory institutions that existed in the EU until the most recent 

transfer of authority to the ECB.  Across the EU, Eddy Weeymeersch (2007: 255) 

identifies twenty-five distinct financial supervisory systems operating in the early 2000s, 

“many composed of multiple national supervisors, each acting within its own State and 

coordinating their action bilaterally, multilaterally and within the European networks.” 

This domestic variation in supervisory architecture across member states follows the 

expectation of varieties of capitalism. For example, in Germany, while much of the 

micro-prudential supervisory authority for large banks rests with a central agency (BaFin) 

as well as the Bundesbank, considerable authority remains with the Länder for the 

supervision of regional banks (Schüler, 2004: 12-13; Weeymeersch, 2007: 297). This 

supervisory model aligns with the two-tiered German banking system, with an integrated 
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federal agency responsible for supervision of Germany’s large financial conglomerate 

and the Länder and regional offices of the Bundesbank accountable for supervising the 

retail-oriented regional and savings banks. In contrast, France has three distinct agencies 

responsible for the supervision of banks, insurance and securities respectively. The depth 

of state intervention in each sector can be seen as closely following the mode of state 

economic coordination, étatisme, associated with post-war France (Hancké, Rhodes and 

Thacher, 2007: 25).  

From the transfer of supervisory authority from the Bank of England in 1998 

through recent reforms in 2013, the Financial Services Authority (FSA) in the UK served 

as the single supervisor over most of the British financial services sector. Following its 

establishment, the FSA is generally regarded as having followed “the institutional 

legacies of ‘club’ supervision and self-regulation in UK financial services” (McPhilemy, 

2013: 750). Pejoratively described as a “light-touch” model of supervision, the FSA’s 

risk-based supervision was characterized by the closeness in cooperation between the 

supervisors and the supervised. The FSA and the financial services industry mutually 

promoted principles of competition and integration within the sector, leading to 

increasingly blurred lines between retail- and investment-banking and the insurance 

market.  

Each of these three models of supervision vary in terms of the relationship 

between the state and financial services sector, as well as the discrete requirements they 

place on financial institutions. Variation in the institutional architecture of financial 

supervision across France, Germany and the UK represents a wide continuum of models. 

These models are designed to support the relative competetive position and strengths of 
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each country’s banking sector in the global economy.  A brief comparison between 

France and Germany is illustrative. Until the late 1980s, the French banking sector was 

dominated by a few, state-owned banks and it remains one of the most concentrated 

sectors in the Europe. Besides the two largest banks – BNP Paribas and Société Générale 

– the other largest banks are “mutual banks,” majority owned by their depositors. This 

reflects the sector’s continued strong orientation toward retail banking as the primary 

form of business for French banks. As profits from domestic retail banking activity 

declined in the early 2000s, French banks moved to expand their retail banking activity 

abroad, but they did not enter new lines of business (e.g. investment banking) as 

aggressively as their Germany counterparts (Hardie and Howarth, 2009: 1020). By 

contrast, the German banking sector became increasingly differentiated in the 1990s and 

early 2000s, with the largest banks (e.g. Deutsche Bank and Dresdener) entering in the 

investment banking market and shifting toward the provision of market-based financing 

(Deeg, 2010: 117). The regional banks however continue to represent the majority of the 

German banking sector, leaving the sector as a whole very fragmented both in terms of 

sheer numbers of banks and the types of businesses in which they are engaged. 

Bank supervisory models in each country reflect the relative composition and 

character of their banking sectors. The French supervisory structure represents a 

prototypical “institutional” or “three-pillar” model, in which banking, securities and 

insurance firms each fall under the aegis of separate domestic supervisory agencies 

depending on how the firm is legally incorporated. This model is complementary to 

financial markets in which there is a higher degree of specialization by firm; in other 

words, that a bank is primarily engaged in traditional retail banking activity (Wymeersch, 
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2007: 251-252). Germany, by contrast, has an integrated supervisory approach, led 

predominately by the BaFin. Within this model, a firm is supervised by a single agency 

across all of its lines of business. This model provides supervisory flexibility that is 

complementary to a sector with broad diversity, in terms of both the multiple lines of 

business that may operate within a firm and significant variation of firms within the 

sector as a whole. Each economy’s distinct supervisory institutions reflect the unique 

characteristics of their banking sector ensuring that the transaction costs of regulatory 

compliance are lowest for domestic banks whose businesses have developed within and 

around these supervisory structures.  

The inherent tension that emerged in the early 2000s against this landscape of 

diverse supervisory institutions and regulatory policies was the rapid growth of cross-

border banking activity, including retail and other lines of business. Between 1997 and 

2006, the proportion of assets held by the fifteen largest listed European banks outside 

their home countries grew from 10% to 30%, as a percentage of EU GDP (Véron, 2007: 

1). Supervisory coordination was increasingly vital to the functioning of the European 

banking market as banks expanded both their retail and investment businesses beyond 

“home” country markets. As banks increasingly established branches in other European 

“host” countries, the cost of complying with host country regulation and supervisory 

practices grew.  

In 1999, the European Commission published the Financial Services Action Plan, 

which recognized that the “continuing process of internationalization, disintermediation, 

and globalization of financial services challenges the way in which we have structured 

the present means of cooperation and coordination between authorities.” Despite 
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recognizing this emerging friction, the Commission concluded in the FSAP that it “does 

not subscribe to the view that present [supervisory] arrangements are unsuitable for the 

present state of the single banking market” (EC, 1999: 13-14). Thus, what resulted from 

the FSAP, are a series a proposals largely designed to integrate the Single Market for 

securities regulation and to provide increased consumer protections (as detailed in 

chapter three). Existing multilateral forums for communication and coordination among 

national supervisors were preserved with no new supervisory authorities proposed for the 

EU. 

Prior to the establishment of the Committee of European Banking Supervisors 

(CEBS) in 2004, this coordination among European supervisory authorities was primarily 

conducted through the Banking Supervision Committee (BSC) within the European 

System of Central Banks. Composed of representatives from states’ central banks and 

supervisory authorities, the primary function of the BSC was as “a forum for the 

exchange of views and information among EU banking supervisors and central banks at a 

high level” (EC, 2000: 4). In practice, much of the multilateral supervisory coordination 

is done by a college of supervisors that exists for each EU banking group that operates 

across borders.22 The supervisory colleges are responsible for coordinating supervisory 

functions between home and host countries, and for identifying and monitoring risks for 

the particular banking firm.  

                                                           
22 These supervisory colleges continue to operate within the current supervisory 

framework. Under the agreement, the ECB acts as the competent “home” country supervisory for 

large eurozone banks. 
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With the FSAP and the so-called Lamfalussy report (Committee of Wise Men, 

2001), named after committee chairman Alexandre Lamfalussy, the focus was on 

integration of financial markets and modifying the EU legislative process in order to 

expedite re-regulation of the securities market at the EU level.  Banking sector 

supervision and regulation was a secondary priority until 2004 when the CEBS was 

established. During the formative period of the FSAP and the Lamfalussy process from 

2000-2003 member states signaled an unwillingness to pool supervisory authority at the 

EU level. In 2001 intergovernmental negotiations over institutional reforms to the 

financial services sector, Britain and Germany dismissed French proposals for the 

creation of a single European “super-regulator,” responsible for the harmonization of 

European financial regulation, and advocated for a legislative framework that would 

protect national fiscal sovereignty and decision-making powers (Quaglia, 2007: 283).  

The CEBS, established in 2004 three years following the implementation of the 

Committee of European Securities Regulators, replaced the BSC as the primary EU 

coordinating institution between national supervisors.23 Representatives from national 

central banks, as well as a delegate from the European Commission also participated in 

the committee.24 The CEBS was charged with two primary responsibilities (see Table 

2.1). The first function was to advise the Commission on draft implementing measures 

and to issue non-binding standards and guidelines on legislation in force (Articles 2-3). 

                                                           
23 2004/10/EC: Commission Decision of 5 November 2003 establishing the European 

Banking Committee. 

24 By 2007, this broad representation on the CEBS equated to 51 members (Véron, 2007: 

4).  
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The CEBS possessed no de jure authority, but could interpret and further specify the 

regulatory directives. This related closely to the Committee’s second responsibility, 

which was to promote the convergence of domestic supervisory practices and monitor the 

adoption of EU bank regulation (Articles 4 and 6). In this capacity, the CEBS was 

charged with establishing a common approach among the colleges of supervisors, 

providing technical advice and training, and facilitating any bi- or multi-lateral mediation 

among NCAs at their request. Absent from these delegated responsibilities was any direct 

supervisory authority for national supervisors or financial institutions themselves. The 

CEBS could only use soft powers, such as standard-setting and publicizing incidents of 

regulatory non-compliance, to compel behavior. 
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 April 2005 – 
December 2010 

January 2011 – 
December 2014 

January 2014 – Present 

 
Committee of European 

Banking Supervisors European Banking Authority 
European Banking 

Authority 
Applies to all member states 

European Central Bank 
Applies to participating member 

states (eurozone) 

Rule-Making 
Issues advice to the 
Commission on guidelines and 
standards for regulation. 

Drafts technical standards, 
subject to Commission 
adoption, that directly regulate 
member states.  

Commission adoption, that 
directly regulate member 
states. 

- May issue rules, guidelines and 
standards (Article 6(5a))   

- Participates in drafting of EBA 
regulatory standards. (Article 
4(3)) 

Supervision Voluntarily participates in 
supervisory colleges. 

- Participates in supervisory 
colleges. 
- Non-binding meditation in 
cases of disagreement between 
NCAs (Article 31) 
- Binding mediation between 
NCAs, at the request of at least 
one NCA involved in the 
dispute. Subject to Commission 
legislative endorsement (Article 
19). 

Charged with establishing 
supervisory handbook 

- Has investigatory and inspection 
authority (Articles 11-12) 

- Becomes competent supervisory 
authority for all banks with assets 
> €30B.  

- Authorize and withdraw bank 
licenses (Article 14) 

- Assessing assets and ensuring 
compliance with capital 
requirements (Articles 15-16) 

Crisis 
Management N/A 

- Coordinates NCA responses 
during periods of crisis 
- May compel NCA to take 
specific action (Article 10), 
subject to a “safeguard” clause 
(Article 23) that allows member 
states to appeal. 

No change from prior 
responsibilities, though 
relationship to ECB remains 
unclear. 

- Single Resolution Board can 
initiate bank resolution 
procedures. (Article 10) 

- SRB can instruct NCAs to take 
range of measures to resolve 
failing banks.  

- Resolution Fund can be 
deployed to support banks in 
difficulty.  

Table 2.1. Developments in EU banking supervisory functions 
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While the CEBS fulfilled and centralized an important role in its capacity as the 

technical rule-making arm of the Commission, the European system of banking 

supervision remained highly decentralized and fragmented in the period preceding the 

onset of the 2008 financial crisis. This system included the CEBS, nine distinct EU 

committees with various responsibilities for the financial sector, and by 2007, 

approximately 80 bilateral supervisory agreements between home and host countries.25 In 

a prescient analysis regarding the lack of European preparedness for a financial crisis, 

Nicolas Véron observed in 2007 that the existing patchwork system of supervision meant 

that “no national or European authority presently has routine access to supervisory 

information on all pan-European banks, and in-depth knowledge of their developments” 

(Véron, 2007: 5). In case of a systemic crisis or even one specific to a financial 

institution, no single coordinating forum existed for resolution.  

  The global financial crisis and subsequent sovereign debt crises revealed these 

fault lines. It demonstrated that no single multilateral European institution had become a 

focal point for actors across the banking sector, including either financial institutions or 

their supervisors. This presents a point of institutional contrast and variation with the 

securities market, in which the Committee for European Securities Regulators had 

assumed significant rule-making and convergence authority in the process of enacting the 

FSAP from 2001-2005. Had actors’ interactions converged around the CEBS prior to the 

                                                           
25 ‘Challenges for EU supervisory arrangements in an increasingly global financial 

environment’, speech by Charles McCreevy, European Commissioner for Internal Markets and 

Services. June 26, 2007. Accessed online: http://europa.eu/rapid/press-release_SPEECH-07-

432_en.htm [July 2015].   

http://europa.eu/rapid/press-release_SPEECH-07-432_en.htm
http://europa.eu/rapid/press-release_SPEECH-07-432_en.htm
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crisis, this would likely have provided significantly different political conditions for how 

resolution to the crisis was managed, as well as shaped considerations of post-crisis 

institutional reforms. 

 

Retrofitting the Committee of European Banking Supervisors 

The global financial crisis of 2008-2009 marked the beginning of a protracted, 

and distinctly-European, financial crisis that lasted through 2012. The shock of the initial 

crisis prompted a review of the existing system of European financial supervision that 

revealed deep divergences among member states regarding both the causes of the crisis 

and proposed remedies. Despite the crisis, state preferences toward supervisory reforms 

remained strongly oriented toward the maintenance of existing supervisory institutions, 

either preferring to retain authority at the domestic level or pursuing complementary 

supranational institutions. What resulted from the initial wave of post-crisis supervisory 

reforms, from 2009-2011, was a new European System of Financial Supervision (ESFS). 

The ESFS converted one-for-one the previous supervisory committees into new agencies, 

including the establishment of the European Banking Authority. All three new European 

Supervisory Agencies (ESAs) became operational in January 2011.  

The resulting design of the EBA, as well as its two counterparts in the securities 

and insurance markets, incrementally strengthened the institution’s soft power, including 

enhanced capabilities to monitor and enforce compliance and to compel NCAs to act in 

periods of crisis (subject to member state appeal). Rather than transfer supervisory 

control to the EU, the initial proposals “focused on deepening the pre-crisis co-ordinated 

regime” (Kudrna, 2012: 296). Regulatory technical standards issued by the EBA became 
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binding for member states (subject to Commission endorsement) and the agency was 

charged with developing a supervisory handbook for NCAs. Proposals to provide the 

EBA with direct supervisory authority over NCAs or financial institutions in periods of 

crisis or disagreement between supervisors were blocked or were made subject to 

unanimous approval of the European Council. This provided strong possibilities for 

member states to veto supervisory decisions with which they did not agree. 

Intergovernmental negotiations over the design of the ESFS revealed strongly entrenched 

positions toward ensuring any institutional reforms either complemented (or did not 

impinge upon) existing domestic supervisory regimes.  

In designing the new ESFS, the European Commission replicated the political 

process that established the initial three pillar supervisory system eight years prior. In 

October 2008, the Commission convened an independent committee chaired by the 

former president of the European Bank for Reconstruction and Development, Jacques de 

Larosière, and asked it to recommend reforms to the existing regulatory and supervisory 

system. The “de Larosière Group” (DLG) issued its report in February 2009, which 

consisted of 31 distinct recommendations to enhance the EU’s macro- and micro-

prudential financial supervision (DLG, 2009).  These recommendations provided the 

basis for a range of subsequent legislative proposals, including the establishment of a new 

European Banking Authority.  Before adapting the report’s recommendations into 

legislation, the Commission requested public comment from national supervisory 
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agencies, as well as from private sector banks and trade associations.26  In conjunction 

with independent reports issued by domestic government institutions, the expressed 

preferences of domestic economic actors toward the recommendations of the DLG reveal 

distinct differences between the UK, and Germany and France both in their analyses of 

the cause of the crisis and the appropriate institutional responses.   

A focal point of the De Larosière Report, as well as many other national 

commissions charged with assessing the crisis, was the failure of European and domestic 

financial supervisors to coordinate the resolution of failing or at-risk multinational banks. 

An early episode of the emergent crisis highlighted the growing interdependency of 

European banking system, following the internationalization of banks in the preceding 

decade, as well as the unintended consequences that resulted from uncoordinated 

domestic crisis management policies. With the bankruptcy of Lehman Brothers in 

September 2008, European cross-border financial flows dried up as investors repatriated 

assets and reduced their international exposure. Some EU countries, such as Ireland, were 

asymmetrically impacted by this movement, as their banks were heavily dependent upon 

foreign investment. To stem these outflows, in late 2008 the Irish government issued a 

guarantee for all bank deposits. The Irish guarantee in turn led to an outflow of deposits 

from other EU countries back into Irish banks, forcing other states – in particular the UK 

– to take protective measures for their domestic banks who were swiftly losing capital. 

Furthermore, the Irish deposit guarantee put the country’s fiscal solvency into question, 

                                                           
26 All public comments on the 27 May 2009 Communication on the Financial Supervision 

in Europe can be accessed here: 

https://circabc.europa.eu/faces/jsp/extension/wai/navigation/container.jsp. [Accessed April 2012] 
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which had spillover effects into other EU periphery countries and was seen as a trigger 

event for the sovereign debt crisis that subsequently engulfed Greece, Portugal and 

Spain.27 Describing this period with four years of hindsight, ECB President Mario Drahgi 

pointed to “fragmented crisis management arrangements” as leading to “policy responses 

that were rational from a national perspective, but suboptimal from a European point of 

view.”28 

This account highlights that the multilayered network of agreements and 

institutions for bank supervision proved inadequate when placed under the systemic 

pressures caused by the initial shock of the crisis. Governmental reviews in the 

immediate aftermath of the crisis also identified this lack of coordination as a central 

failing of the European supervisory system. The DLG found that “the regulatory response 

to [the crisis] was weakened by an inadequate crisis management infrastructure in the 

EU, both in terms of the cooperation between national supervisors and between public 

authorities” (2009: 12). Similarly, Britain’s Turner Review concluded that bank failures, 

such as Lehmans and Landsbanki, “revealed major fault lines in existing approaches to 

the regulation and supervision of cross-border financial institutions” (FSA, 2009: 96).  

While European states agreed that the crisis exposed a weakness in supervision over 

cross-border banks, this did not ameliorate deep political divisions between member 

states regarding other contributing factors to the crisis.  

                                                           
27 For a more complete account of the sequence of these initial events and the 

interrelationship, see Lane, 2012; Mody and Sandri, 2012: 201-204; Kudrna, 2012: 283-284.  

28 Mario Draghi ‘Financial integration and stability: towards a more resilient single 

financial market’ speech at ECB-EC conference. April 26, 2012.  
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The initial statements from key European actors revealed stark political 

differences, particularly between the UK and broadly aligned Franco-German interests. It 

also was an early signal that political conditions would curtail the pursuit of significant 

institutional reforms to the CEBS. French president Nicholas Sarkozy described the crisis 

as resulting from a “free-wheeling Anglo-Saxon” model of capitalism and stated that he 

“want[ed] the world to see the victory of the European model, which has nothing to do 

with the excesses of financial capitalism.” German Finance Minister, Wolfgang 

Schäuble, echoed this sentiment, stating that he too was “convinced that the markets are 

really out of control.  That is why we need really effective regulation…”29 To the 

German and French governments, the crisis represented a systemic failure of the liberal 

Anglo-American capitalism model and reinforced the need for coordinated state 

intervention in financial markets and institutions.  In contrast, a 2009 report from 

Britain’s Treasury office concluded that the financial crisis “was not simply a question of 

the institutional structure of regulation…Many different institutional frameworks exist in 

different countries around the world, but no model of regulation has been successful in 

fully insulating a country from the current crisis” (HM Treasury 2009a: 4).  The British 

government did not see a failure of the Anglo-American regulatory model but rather of 

domestic supervisory agencies.  From its position, the latter lacked the necessary 

technical and analytical capabilities to sufficiently regulate increasingly complex, 

international financial institutions.  

                                                           
29 Patience Wheatcroft, “City Shouldn’t Rise to Sarkozy Rhetoric.” The Wall Street 

Journal (online ed.), 3 December 2009. 
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As the Commission moved to adapt the DLG recommendations into legislation, 

much of the intergovernmental political debate centered on provisions that could lead to a 

transfer of supervisory authority away from domestic institutions. At issue was a proposal 

to grant the EBA  

a legally binding mediation role, allowing the new Authorities to solve 
disputes between national supervisors. They should be able to, when no 
agreement can be found between the supervisors of a cross-border 
institution, take certain supervisory decisions directly applicable to the 
institution concerned (DLG, 2009: 52). 
 

This recommendation proposed delegating significant new supervisory powers to the 

EBA over cross-border banks, through issuing binding orders to national supervisors or 

to the banks themselves.  The recommendation, and its subsequent adoption in the draft 

legislative text, signaled the Commission’s belief that strengthening domestic supervisory 

institutions alone would be insufficient to mitigate future crises in cross-border banking. 

This proposal would have equipped the EBA with a powerful new tool for generating 

supervisory convergence between member states. 

 This proposal drew a strong reaction from the UK, which served to define the 

political boundaries for subsequent negotiation over the EBA’s proposed new authorities. 

In a letter to the ECOFIN Council, Alistair Darling, Chancellor of the Exchequer, 

provided a detailed response to the DLG recommendations.  Mr. Darling asserted the 

government’s position that the ESAs should be treated as  

a forum in which the effectiveness of national supervisors can be peer 
reviewed.  But it would not supervise individual banks, insurers or 
investment firms, leaving that to national authorities…Similarly, it would 
not have powers over national supervisors, for example to change 
supervisory decisions, and it would not prescribe detailed supervisory 
practices. (HM Treasury 2009a) 
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The letter stipulates that the UK viewed regulatory authority as inextricably linked to 

domestic financial responsibilities.  As such, decisions taken by the EBA could infringe 

on its fiscal sovereignty, for example, by requiring the government to rescue a failing 

bank.  This represented the UK’s fundamental critique of EBA legislation throughout the 

negotiations.  

With the UK’s position firmly established in the June 2009 Council meeting, 

much of the subsequent negotiations focused on rules and decision-making processes that 

would impose limits on the EBA’s supervisory authority. Draft legislation proposed by 

the Commission in September 2009 included a series of safeguards, which provided 

member states with a complex appeal process for EBA decisions (Commission 2009b).  

Under these provisions a member state could appeal an EBA decision within one month.  

If, upon review, the EBA upheld its decision, the appeal would be voted on in the 

Council under qualified majority voting rules (QMV).  These safeguards allowed member 

states to exert control over the EBA by providing for a set of institutional checks and 

balances.  These oversight procedures are regularly adopted in EU legislation, as they 

allow “the Council to set ‘conditions’ for the exercise of the Commission’s implementing 

powers” (Pollack, 2006: 180).  Although the proposed safeguards provided for an appeal 

process, the use of QMV meant that two large member states, such as France and 

Germany, could potentially override a British appeal.   

 The newly-proposed safeguards were met with skepticism by the British 

government. British success in further strengthening their ability to block EBA 

supervisory authority can be explained as a result of intergovernmental power politics, in 

which the UK leveraged the comparative market size of its domestic banking industry to 
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affect negotiations (Drezner, 2007; Donnelly, 2014).  Two weeks prior to the December 

2009 ECOFIN Council meeting, the British House of Commons Treasury Committee 

published a report on the proposed EBA legislation and reiterated the government’s 

concerns that the rules still provided the EBA with too much discretionary power over 

national supervisors and financial institutions (House of Commons, 2009).  The issuance 

of the report was followed almost immediately by the appointment of Michel Barnier, the 

former French foreign minister, as the new European Commissioner for the Internal 

Market.  This added to British concern that France and Germany were successfully 

moving European financial supervision toward a more interventionist model through 

changes in both the institutional structures and leadership.  On the eve of the ECOFIN 

meeting, Alistair Darling wrote an op-ed that emphasized Britain’s comparative strength 

in the European banking market and implicitly threated to block passage of the EBA.30  

Citing its “regulatory framework [as] a comparative advantage,” Darling noted that 600 

overseas financial institutions operated in the UK, of which 420 were European, and that 

the City managed 50 per cent of the world’s sovereign wealth fund assets.  At the 

ECOFIN Council meeting, Britain leveraged this market power to gain further 

concessions on institutional safeguards for the EBA. This outcome is likely the result a 

calculation by other member states that the scope for an agreement for enhanced banking 

supervision must include the UK and its many financial institutions operating within 

many other host countries.  

                                                           
30 Alistair Darling. “A strong City is not just in Britain’s interest.” The Times (of 

London). December 2, 2009. 
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A new draft provision (Article 18 of the final legislation) stipulated that only the 

Council could declare the existence of a financial emergency.  Only after the Council’s 

declaration of an emergency could the EBA issue binding decisions to national 

supervisors and financial institutions.  Changes were also made to the EBA’s appeal 

rules. In cases of an appeal to the Council regarding binding dispute resolution between 

national supervisors, the Council would vote using absolute majority rather than QMV.  

For appeals in declared periods of financial emergencies, the Council would vote by 

simple majority, providing a moderately lower threshold for appeals to be denied.  While 

the voting rules in both instances would seem to militate against the ability of a single 

member state to block EBA rulings against the will of the majority, the European Council 

most often operates under an informal norm of consensus-based decision making 

(Heisenberg, 2005). This meant that an appeal of an EBA ruling, particularly by a 

powerful state seeking to guard its fiscal and regulatory sovereignty, would have a high 

likelihood of succeeding.  

The new institutional checks and control mechanisms represented a significant 

curtailing of the EBA’s authority.  During the seven month period following the initial 

Commission communiqué, the scope of the EBA’s power was reduced so that it could 

neither declare a state of financial emergency nor issue binding decisions that impacted a 

member state’s fiscal sovereignty.  Member states were concurrently granted the right to 

delay and appeal its decisions.  The UK did concede to both a reduced appeal timeframe 

and to a simple majority vote in the Council during times of financial crisis. Elections and 

the change of government in the UK during the spring of 2010 further delayed adoption 

of the new ESAs.  With a Conservative government replacing the Labor Party, the newly-
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elected government reevaluated the ESA framework.  While the new government was 

broadly supportive of the proposed supervisory architecture, they sought further 

concessions for the UK.31  However, negotiations in Brussels in early September 

finalized the design of the institutions without changes to the legislation other than 

accommodating the British request that the EBA be located in London.  By a process of 

co-decision, the European Parliament and Council adopted the final legislation in 

November 2010 and the EBA officially opened in January 2011.   

Tracing the legislative development of the EBA highlights the importance of three 

political conditions that were present between the onset of the crisis in 2008 and the final 

legislation in late 2010. First, after four years of CEBS operations, the state of regulatory 

and supervisory authority in European banking remained highly fragmented and 

decentralized in 2008, particularly when compared to the extensive re-regulation at the 

EU level that occurred in the securities market resulting from the FSAP. The CEBS was 

one of many fora for supervisory coordination among NCAs and generated limited 

positive feedback for the participating actors. That the CEBS was not displaced by a new 

European authority with centralized supervisory powers, but rather retrofitted with 

limited new powers for rule-making and supervisory convergence is a function of the two 

other conditions present – the power politics of international regulatory development and 

veto opportunities in the European legislative process (Tsebelis and Garrett, 2001).  

                                                           
31 Mark Hoban, MP (Financial Secretary to the Treasury). “The UK’s Approach to 

European, Global and Domestic Financial Regulation.” Speech at Breugel. June 2, 2010. 
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Second, the UK was able to wield significant leverage during intergovernmental 

negotiations, particularly through ECOFIN, as a result of their extensive market power in 

the banking sector. Given the high concentration of large multinational banks in the UK, 

it was considered necessary to ensure their participation in any negotiated outcome. That 

the UK insisted on retaining supervisory autonomy through the bargaining process lends 

credence to the claim that, despite the initial global crisis, “power politics and national 

interest focused on preserving relative gains within the EU dominate over demands to 

provide financial stability” (Donnelly, 2014: 981). UK opposition to EU supervisory 

integration remained a constant condition during negotiations over the EBA and 

subsequently led eurozone leaders to consider reforms that excluded them.  

Finally, the EU legislative process, with its multiple veto points, favors outcomes 

at the lowest common denominator of agreement. New regulation is developed by the 

Commission, and then passes through multiple “readings” in which either the Council or 

the Parliament may amend or reject the proposal. Approval of legislation in the Council 

is then subject to qualified majority voting rules and simple majority in the Parliament. In 

particular with respect to regulatory measures, these multiple review points tend to favor 

incremental and gradual reforms over more radical ones (Thatcher and Woll, 2016). 

Although the EBA was delegated incremental new powers through this process, 

supervisory authority remained a domestic function until the ECB assumed supervisory 

control within the eurozone two years later. The twin political constraints of a powerful 

opposition from the UK and a legislative process that bends toward regulatory continuity 

were sufficient conditions to block proposals for an integrated European supervisory 

system. 
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Emergence of a European Banking Union 

 The initial establishment of the EBA in January 2011 was the result of 

incremental reforms within a longer sequence of European supervisory integration. 

However, the institutional developments that occurred from 2011-2013, following 

establishment of the EBA, dramatically shifted the epicenter of supervisory authority 

within the eurozone from member states to the EU and displaced both the authority of the 

EBA and member states. The development of a Single Supervisory Mechanism (SSM) 

under the authority of the ECB paralleled a distinctly European turn in the financial crisis 

from 2011-2013 that temporarily threatened the fiscal solvency of national banks and 

governments not only in the periphery eurozone countries, but also within France, Spain 

and Italy.  The emergence of the ECB as the primary supervisor of eurozone banks, but 

not of the entire European Union, also marked a significant bifurcation in European 

political integration. This was the result of continental European preferences that broadly 

converged around the need for greater supervisory integration during a sovereign debt 

crisis that was particularly acute for members of the currency union.  

These changes draw attention to two central arguments within this study. First, the 

permissive conditions for a critical juncture in supervisory authority was longer in 

duration and increasingly more severe in the eurozone banking sector as compared to the 

securities or insurance cases. A global financial crisis that began in 2008 evolved and 

extended into a eurozone sovereign debt and banking crisis that only began to dissipate in 

2013. This provided the political space for eurozone leaders, the ECB and Commission to 

learn from the initial two-year experience in developing the EBA and be able to apply 

new strategies to deepening supervisory integration.  Second, incremental institutional 
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developments, particularly in the extended presence of permissive conditions, can lead to 

significant institutional change over time. While the EBA only gradually hardened the 

CEBS’ rule-making and supervisory competencies, what emerged in late 2013 was 

“Europe’s radical banking union” (Véron, 2015). The critical juncture in European 

banking supervision was not closed with the establishment of the EBA, but rather it 

sharpened the strategic actions of EU actors, and in particular the ECB. As the permissive 

conditions extended through the sovereign debt crisis, the ECB was able to exert political 

agency and displace previous regulatory institutions. 

 The political and economic factors contributing to the European sovereign debt 

and banking crisis are by now well-understood (e.g. Mody and Sandri, 2012; Lane, 2012; 

Mourlon-Druol, 2014). However, the timing and sequence of these economic and 

financial developments and their causal relationships to the political processes that 

ultimately led to a European banking union can only now be evaluated with the benefit of 

time. After the initial spillover of the global crisis into European markets during 2008, 

which led to the Irish deposit guarantee and nationalization of Anglo Irish bank in 

January 2009, it took on a uniquely European character in late 2009. Large European 

economies, such as Spain, Italy and France, reported larger-than-expected increases in 

deficit/GDP ratios due to declining revenue (Lane, 2012: 56). Then, in October 2009, the 

newly-elected Greek government revised their budget deficit forecast from 6.0% to 

12.7% of GDP, sharply above eurozone fiscal rules. This marked the beginning of over 

three years of turbulence in the European sovereign debt and banking markets. 

Sovereigns and national banks were inextricably linked during this period, as large 

national banks were the primary holders of sovereign bonds. As the yield (spread) on 



82 
 

sovereign bonds began to spike, reflecting the market’s perceived risks in these 

economies, neither domestic governments nor the banks were able to sell these bonds.  

 The contagion from Greece’s revised budget deficit announcement was relatively 

limited until spring 2010, when eurozone leaders approved the first tranche of emergency 

bailout funding. This bailout heightened market perceptions of risk and led to a 

significant rise in sovereign debt spreads across most of the eurozone periphery (Mody 

and Sandri, 2012: 203). Given their high levels of public debt, France, Italy and Spain 

also became adversely affected by the negative contagion stemming from the Greek 

bailout (Figure 2.1). At their apex in July 2012, yields on French and Italian sovereign 

bonds were approximately 600 basis points above German bonds, with Greek, Portuguese 

and Irish spreads at even higher levels. 

 While reactions from member state officials to the increasingly fragile European 

sovereign debt market were more muted than during the 2008-2009 crisis, warnings 

emerged in early 2012 of a continued systemic threat to the eurozone. The second 

eurozone Greek bailout package, approved in mid-March 2012, spurred another spike in 

European sovereign debt yields, sending Spanish and Italian spreads to historic highs. 

Later that month, the Financial Times reported on two confidential Commission analyses 

prepared for the March Copenhagen ECOFIN meeting, which warned that “contagion 

may . . . re-emerge at very short notice, as demonstrated only a few days ago, and 

relaunch the potentially perverse triangle between sovereign, bank funding risk and 

growth.”32 By spring 2012, it was evident both to the markets and to eurozone 

                                                           
32 Spiegel, P. and Johnson M. ‘Spain unveils tough budget as secret reports warn EU 

crisis is not over’, Financial Times, March 31, 2012.  
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policymakers that existing supervisory structures, crisis management procedures and 

monetary policies were proving insufficient to stabilize national banks and their 

sovereigns. The rapidly increasing instability within the sovereign debt market between 

March and June of 2012 marked a distinct phase in the European financial crisis which 

began four years prior. The causes of the sovereign debt crisis were largely endogenous 

to the eurozone, and not only led to systemic risks in the banking sector, but also posed 

risks to the financial solvency of many eurozone countries. 

 

 

Figure 2.1. Sovereign spreads over 10-year German Bund overlaid with key political 
developments33 
 

These conditions provided the necessary political space for the ECB and, to a 

lesser extent the Commission, to advocate for a transformative change in the architecture 

of European banking supervision. In the four year period after the onset of the global 

financial crisis, and particularly following the beginning of its program to make outright 

                                                           
33 Source: Véron, 2015: 15, with vertical lines added by author. 
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purchases of eurozone periphery sovereign debt in May 2010, the ECB’s power and 

influence within the eurozone had grown considerably (Torres, 2013; Epstein and 

Rhodes, 2014). With the intensifying crisis in early 2012, the ECB was perceived as a de 

facto lender of last resort for at-risk sovereigns (Buiter, & Rahbari, 2012). However, a 

long-standing concern for the ECB was that backstopping national banks and their 

sovereigns through bond-buying or other means would create conditions of moral hazard 

for domestic supervisors. Without supervisory authority, the ECB could not ensure that 

injecting funds would not distort the behavior of banks or their domestic supervisors 

(Bini Smaghi, 2013: 89).  

As consideration of a second Greek bailout began in early 2012, a chorus of ECB 

board members began calling for renewed attention to the balance of banking sector 

supervisory authority within the eurozone. In a speech in February 2012, an ECB 

executive board member cited an “institutional gap” in which “only national 

arrangements for interventions to resolve crises of big pan-European banks” as a leading 

cause of instability in the eurozone.34 This was followed a week later by a call for the 

establishment of a single European resolution authority for banks.35 This rapid sequence 

of public statements culminated with ECB President’s Draghi’s remarks to the 

                                                           
34 Speech by Peter Praet, ‘Sound money, sound finances, a competitive economy – 

principles of a european culture of stability’, February 27, 2012. Accessed online: 

https://www.ecb.europa.eu/press/key/date/2012/html/sp120227.en.html [July 2015]. 

35 Speech by Benoît Cœuré, ‘The reform of financial regulation: priorities from an ECB 

perspective’, March 6, 2012. Accessed online: 

https://www.ecb.europa.eu/press/key/date/2012/html/sp120306.en.html. [July 2015].  

https://www.ecb.europa.eu/press/key/date/2012/html/sp120227.en.html
https://www.ecb.europa.eu/press/key/date/2012/html/sp120306.en.html
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Committee on Economic and Monetary Affairs of the European Parliament in April 

2012, in which he described the current crisis as being one of the “defining moments in 

the history of our union” and called for “strengthening banking supervision and 

resolution at European level.”36 The ECB’s coordinated entrance into the debate over 

multilateral bank supervision, which was previously held within intergovernmental 

domain, proved to be decisive in subsequent negotiations and outcomes. With its 

perceived independence, technical expertise and immediate position as the critical lender 

of last resort to failing eurozone periphery countries, the ECB developed a strong 

political position supported in particular by those dependent on its financing, including 

France, Spain and Italy. 

During the two month’s following Draghi’s testimony to the EP, the ECB and the 

Commission combined to utilize their respective policy credibility and expertise in EU 

legislative politics to mount an effort to secure government commitments for the transfer 

of bank supervision to the ECB. The Commission employed a strategy of forum-

shopping, seeking to bypass more technical venues (e.g. ECOFIN), and working instead 

to secure broad commitments from heads of state in the European Council (Epstein and 

Rhodes, 2014: 17). Particularly with respect to the issue of supervisory authority, Council 

members were considered to have a broader perspective than the bureaucratic self-

interests that often characterize negotiations within ECOFIN. From late-May through 

June of 2012, Draghi and Commission President José Manuel Barroso co-authored with 

                                                           
36 Mario Draghi, ‘Introductory statement’, Hearing at the Committee on Economic and 

Monetary Affairs of the European Parliament. April 25, 2012. Accessed online: 

https://www.ecb.europa.eu/press/key/date/2012/html/sp120425.en.html [July 2015]. 

https://www.ecb.europa.eu/press/key/date/2012/html/sp120425.en.html
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European Council President Herman Van Rompuy an extensive plan for the transfer of 

bank supervision power to the ECB. In the course of several weeks, this report went 

through 11 iterations, indicating an extensive process of elite persuasion (De Rynck, 

2015: 12). Although negotiations were pointed, they were resolved within a remarkably 

short period of time as compared to the design of the EBA. All major points of contention 

were addressed between the first drafting of the “Van Rompuy Report” (Van Rompuy, 

2012) in June 2012 and the final Council agreement on the legislative details at the 

December 2012 Council meeting. In fact, most of the key points were concluded by 

September when the Commission issued the draft SSM legislation. This indicated a broad 

convergence of eurozone state preferences around both the need for a supranational 

banking supervisor, as well as agreement that the ECB was best-positioned to assume this 

role.  

Two key dimensions emerged from these six months of negotiations, both 

emanating from Germany. First, in early June 2012, German Chancellor Angela Merkel 

called for a “multi-speed Europe” in which eurozone countries would work to address the 

crisis independent of those in the broader EU. This was perceived as a direct signal that 

eurozone states should work to deepen economic and political integration, even if it 

meant excluding the UK from proposed solutions.37 Second, Germany resisted proposals 

for the ECB to become the single supervisor for all banks, irrespective of size.38 Germany 

wanted to retain supervisory control over its regional banks, a position shaped by the long 

                                                           
37 Wiesmann, G. ‘Merkl insists on two-speed Europe’, Financial Times, June 7, 2012.  

38 Barker, A. and Wiesmann, G. ‘Euro blueprint maps way to banking union’, Financial 

Times, June 24, 2012. 
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institutional history of Germany seeking to protect the close connection between this 

sector of the banking market and the small- and medium-sized enterprises. As Germany’s 

support was critical to reach agreement, these preferences defined the scope of the 

eventual final proposal. The banking union proposal covered eurozone countries only and 

would transfer supervisory authority over large, multinational banks to the ECB. Primary 

supervisory authority for smaller eurozone banks would remain with the NCAs. 

 When the Euro Area Summit concluded on June 29, 2012, it issued a statement 

calling for the establishment of a single supervisory mechanism led by the ECB, which 

the Commission would draft in the coming months.39 This statement provided a strong 

vote of confidence for the ECB and provided it with the political support necessary to 

pursue other market-stabilizing measures (Véron, 2015: 18-19). In the subsequent weeks, 

the ECB announced the Outright Monetary Transaction (OMT) program, in which the 

ECB would purchase short-term sovereign bonds on secondary markets in an effort 

restore market confidence. The OMT had an immediate effect on the market, with 

sovereign bond spreads declining quickly following its announcement (see Figure 2.1). 

While this step did not resolve the many fiscal challenges still facing eurozone periphery 

countries, and Greece in particular, it effectively ended the most acute phase of the 

sovereign debt crisis that began two years prior with the first Greek bailout plan. The 

transfer of authority to the ECB and the OMT program signaled to the market that the 

ECB would provide a credible and powerful backstop to eurozone finances.  

                                                           
39 Euro Area Summit Statement, June 29, 2012. Accessed online: 

https://www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ec/131359.pdf [July 2015]. 

https://www.consilium.europa.eu/uedocs/cms_data/docs/pressdata/en/ec/131359.pdf
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 The Commission’s communication on a “roadmap towards a banking union” and 

accompanying draft legislation in September 2012 proposed to fundamentally reorder the 

balance of supervisory power within the eurozone (EC, 2012b). The communication 

framed four elements of a banking union – a single supervisory mechanism (SSM) for 

banks; a single resolution mechanism (SRM) for failed banks; a common deposit 

guarantee; and a single regulatory rulebook. These proposals would shift two primary 

competencies from domestic authorities to EU institutions, including direct supervisory 

responsibility for eurozone banks, and crisis management and bank resolution power. 

Intergovernmental negotiations over the SSM proved to be less contentious than either 

the SRM or the common deposit guarantee (the latter of which was not yet passed at the 

time of writing in summer 2015).40 The most significant adjustment to the proposed SSM 

legislation was to accommodate German concerns regarding supervisory control over its 

regional banks. The compromise in the final legislation, agreed upon by the EP and 

Council in March 2013,41 was that the ECB would have direct oversight of euro area 

banks but that it would be “differentiated” between banks whose assets are greater than 

€30 billion or whose assets exceed 20% of the member state’s GDP (Article 6). 

Supervision of banks that do not meet these criteria would be carried out in cooperation 

the NCAs, allowing the ECB the possibility to intervene if it deemed necessary. 

                                                           
40 For a detailed account of the negotiations over the SSM and SRM, see Howarth and 

Quaglia (2013 and 2014).  

41 Council Regulation No 1024/2013 ‘Conferring specific tasks on the European Central 

Bank concerning policies relating to the prudential supervision of credit institutions’. October 15, 

2013.  
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 Closer supervisory integration within the eurozone had direct implications both 

for non-euro EU member states, as well as the EBA. With the approval of the SSM, the 

ECB became the competent supervisor for the largest banking market in the world. As 

such, it represented the eurozone member states in all bilateral or multilateral 

coordinating institutions, including the EBA. At the December 2012 European Council 

meeting, an agreement was reached to change the scope of the SSM legislation away 

from only those “whose currency is the euro” to allow EU member states not in the 

eurozone to adopt the legal framework and provide the ECB with supervisory authority.42 

The more significant concern, particularly from the UK, was what a two-speed Europe 

portended for voting on other EU bank regulatory policies. Specifically, the British were 

concerned about eurozone states having a permanent voting majority on standards and 

rules within the EBA (Howarth and Quaglia, 2013: 115). As a condition for their 

approval of the SSM, the UK demanded that EBA voting rules be amended to require a 

so-called “double majority.” This compromise required a majority vote on proposed 

regulation by member states within the SSM, as well as a majority vote by the non-

participating member states.43 

 When implemented in January 2011, the displacement of the EBA and eurozone 

states’ regulatory authority by the ECB could not have been anticipated. The sharpening 

of the eurozone sovereign debt crisis in late 2011 provided the permissive conditions for 

                                                           
42 At the time of writing in July 2015, no non-euro member states had adopted the SSM. 

43 An additional provision of the “double majority” rule was that, if more non-euro 

member states joined the SSM, so that the number “outside” the SSM was less than four, then 

votes in the EBA would revert to needing only a single majority.  
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the ECB and Commission to reengage a subset of member states in pursuing the 

supranationalization of banking supervision. While the role of many central banks around 

the world became more prominent in aftermath of the global financial crisis due to their 

ability to use monetary tools to provide market stability, the ECB initially resisted 

assuming this responsibility within the eurozone. It was not until the Greek debt crisis 

threatened to destabilize other eurozone periphery countries, as well as many of its 

creditors, that the ECB began arguing that preexisting European institutions “fell short” 

of what was needed to resolve the crisis.44 Domestic regulators and the Commission 

possessed neither the multilateral supervisory authority nor the financial tools necessary 

to mitigate the escalating crisis. As the option of centralizing increased supervisory 

authority with the Commission was effectively blocked by strong British opposition, the 

ECB became the leading institutional alternative for eurozone states.  

 

Conclusion 

 That a European banking union, representing a massive transfer of political 

sovereignty from member states to the EU, emerged from the patchwork of preexisting 

supervisory institutions draws attention to how contingent factors can generate 

transformative change within unsettled institutional environments. One of the significant 

– and counterintuitive – findings of this chapter is that the lack of market integration in 

European banking, and the relative absence of supporting EU regulation and institutions, 

                                                           
44 Draghi, M. 2012. ECB: Introductory Statement to the Press Conference (with Q&A). 

May 3. Frankfurt am Main: European Central Bank. Online: 

http://www.ecb.europa.eu/press/pressconf/2012/html/is120503.en.html [March 2016]. 

http://www.ecb.europa.eu/press/pressconf/2012/html/is120503.en.html
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enabled the politics necessary for more radical institutional change. The multiple 

supervisory colleges and an unwieldy coordinating forum in the CEBS meant that neither 

banks nor their domestic supervisors became invested in the maintenance of EU level 

supervisory institutions.  

 Strong member state preferences for developing EU regulatory institutions that 

complemented their domestic counterparts were also instrumental in determining the 

scope of the banking union. Britain’s unwillingness to cede banking supervisory authority 

to the ECB was motivated by a desire to protect a domestic regulatory model, which it 

perceived as providing a competitive advantage in the global banking sector. The 

decision to limit the transfer of regulatory authority to the ECB from eurozone area 

countries only is a key source of the increasingly complex and multilayered financial 

governance system across Europe.  

A counterfactual possibility to this outcome is that the CEBS could have assumed 

additional de facto responsibilities for bank supervision prior to the global financial 

crisis. Through incrementally layering new standards and guidelines on top of its original 

mandate, an outcome of institutional displacement would have been less likely. Greater 

convergence of supervisory practices among NCAs may have been achieved by through 

enacting enhanced review and monitoring activities. This would have generated more 

frequent consultations and feedback opportunities between the NCAs and CEBS, 

potentially strengthening the institution and predisposing it to processes of future change 

that were more gradual.  

 A critical juncture analysis of European bank supervision emphasizes an 

important factor missing from other recent accounts of the formation of the banking 



92 
 

union: how antecedent institutional conditions interacted with other independent 

variables to determine the scope and type of resulting institutional change. Many analyses 

draw attention to the twin factors of the exogenous financial shock and the role of agency 

in generating institutional change (e.g. Epstein and Rhodes, 2014; De Rynck, 2015; 

Véron, 2015), while others emphasize the continued importance of power politics, and in 

particular the role of Germany, in constraining and shaping the banking union through 

intergovernmental negotiations (Donnelly, 2013; Howarth and Quaglia, 2014). This 

chapter, and indeed this study, highlight how institutional legacies (or the lack thereof) 

that precede the arrival of a critical juncture determine how “productive” those conditions 

may become in affecting the dependent variable, in this case the distribution of regulatory 

authority. Weaker institutional foundations are found to enable the political possibility for 

greater institutional change.  

This finding does not diminish the critical causal factors of the financial crisis and 

political agency of the ECB in leading to the displacement of preexisting supervisory 

institutions. The financial crisis asymmetrically affected the European banking sector, as 

compared to the securities or insurance markets, and provided uniquely permissive 

conditions for political agency to be effective. These conditions were unique in two 

respects. First, the duration of the crisis from the global financial crisis in 2008-2009, 

which spilled over into a European sovereign debt crisis from 2010 to early 2013, was 

markedly longer for European banks than any other financial. This protracted period of 

heightened contingency effectively allowed for two opportunities to reform EU banking 

supervision, first with the EBA in 2009-2010 and then with the SSM from 2012-2013. 

member states and EU institutions alike learned from their experience in negotiating the 
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EBA. Eurozone states learned than any meaningful transfer of supervisory authority 

would have to exclude the UK. The Commission experienced the EBA getting 

constrained due to bureaucratic self-interest in ECOFIN and pushed for subsequent 

negotiation over the SSM to occur within the Council.  

 Second, the sovereign debt and banking crisis was unique because it appeared to 

represent an existential threat to European monetary union. Without independent 

monetary policy levers available to the eurozone periphery economies, that would have 

allowed them to devalue their currency, the ECB was compelled to engage in measures 

designed to backstop failing banks and domestic economies. Without these measures, the 

risk of Greece and others defaulting on their sovereign debt was high. One of the most 

intriguing developments during this latter phase of the crisis was the emergence of the 

ECB as a force within the EU political sphere. While ECB leaders made theoretical 

claims about the need to reduce moral hazard by coupling fiscal support with enhanced 

supervision, the political decision-making process that led to their entrance into the 

debate is an area that warrants further study. The ECB has emerged from the critical 

juncture as one of the most powerful and central actors in the governing of European 

financial markets. 

Although the banking union represents a significant transfer of regulatory 

authority over European banks, this outcome paradoxically has the potential to create 

more institutional complexity in the governance of European banks. Exclusion of non-

euro member states from the banking union, and most notably the UK, the largest 

banking market in Europe, means that the ECB now represents eurozone states in 

coordinating micro-prudential regulatory activity with non-euro member states and with 



94 
 

the Commission. This places the ECB in a distinctly new political environment from its 

traditional domain in setting eurozone monetary policy. The ECB’s ability and capacity 

to pursue its distinct responsibilities for micro-prudential bank supervision and monetary 

policy represents a key question for the future of European economic governance.  

More fundamentally, the decision by eurozone countries to proceed with 

regulatory integration without other EU member states, and most notably Britain, can be 

expected to generate its own institutional path dependencies. As eurozone countries 

deepen their regulatory coordination with the ECB and each other, this may facilitate 

regulatory agreements across other financial sectors. Over time, a bifurcated system of 

financial governance may emerge across Europe, with the coordinated market economies 

in the eurozone further centralizing regulatory authority with supranational institutions, 

and with the UK protecting the institutions of its liberal market economy.  

The rapid emergence of the ECB and the extensive growth in their political 

authority also casts a shadow on the future of the EBA. Its primary responsibility – as a 

technical rule-making body – remains intact. However, in its capacity as an institution 

designed to promote supervisory convergence among NCAs, it now sits in an uneasy 

position between the ECB and non-participating member states, namely the UK. A 2014 

European Court of Auditors’ report on “the EBA and its changing context” found that 

there were “risks of overlapping tasks and unclear responsibilities in some areas between 

the ECB, NSAs and the EBA” (European Court of Auditors, 2014: 9). One such example 

is that both the EBA and the ECB, under the SSM legislation, are concurrently charged 

with developing a supervisory handbook for NCAs. With the ECB’s expanded authority, 
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it appears likely that the EBA’s scope of responsibilities will be narrowed to focus on 

developing implementing measures for new banking regulation. 

Even if the EBA retains its rulemaking responsibilities, the ECB will become a 

dominant actor in the process, combining political power as the competent authority for 

eurozone states and the technical expertise of the central bank. Domestic supervisors 

within the eurozone are left in a comparable position to the EBA, relegated to supervision 

of mid- to small-sized banks. With the benefit of time, a useful research program would 

be to trace the evolution of domestic bank supervision following the transfer of eurozone 

member state supervisory authority to the EU.  
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CHAPTER 3 
 
 
 

INSTITUTIONAL LAYERING IN EU SECURITIES REGULATION 
 

 

Introduction 

 

In the aftermath of the global financial crisis, much focus and public attention was 

paid to the rescue of multinational banks and the need to stabilize and reform the 

institutions that governed them. The European sovereign debt crisis that engulfed the 

eurozone in the period shortly thereafter brought the banking regulatory reform agenda 

into even sharper relief. Within a year of the crisis, a well-articulated international 

program on bank regulation emerged, which included greater liquidity requirements, 

enhanced cross-border supervision, and rules on managing “systemically important” 

banks. This led some observers of the global regulatory response to the crisis to wonder 

“is it all about banks?”45  

 While the initial European Union regulatory reforms implemented between 2009-

2011 focused on stabilizing Europe’s banks, arguably the most significant developments 

in EU financial regulation during the subsequent three years was the explosion of new 

binding securities regulation and directives under the rubric of creating a “single 

                                                           
45 Speech by Paul Tucker, former Deputy Governor at the Bank of England, at Princeton 

University Bendheim Center for Finance, October 17, 2014, online: 

http://www.princeton.edu/jrc/news/news_archive/?id=14009.  

http://www.princeton.edu/jrc/news/news_archive/?id=14009
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rulebook” for regulating financial services.46 During this period the Commission adopted 

a wide range of binding directives recommended by the newly-implemented European 

Securities and Markets Authority (ESMA), including governing short-selling, multilateral 

trading facilities, hedge funds, over-the-counter (OTC) derivatives, credit rating agencies, 

prospectuses and investor disclosure practices, and a host of other investor protection 

measures.  

These new EU regulations, pejoratively described as “death by a thousand 

directives” (Chance, 2010: 2), stand in stark contrast to the legislative approach in the 

U.S., in which similar regulations were incorporated into the vast 2010 Dodd-Frank Act. 

The absence of a comparable watershed legislative response to the financial crisis in the 

EU should not be interpreted to mean that the scale or impact of post-crisis regulatory 

reforms was any less significant, however. When considered together, the gradual 

layering of directives and regulations during the five year period following the crisis 

represents a widening of the EU’s regulatory perimeter, as well as an incremental shift in 

the supervisory power of Commission to monitor and enforce these measures.  

 While the scope of EU securities regulation expanded significantly following the 

global financial crisis, the Commission’s supervisory authorities over financial markets 

and their participants were only incrementally hardened. This outcome presents a stark 

                                                           
46 This chapter focuses on major policy developments adopted through April 15, 2014, 

dubbed “super Tuesday,” when the European Parliament voted on the final tranche of regulatory 

reforms before the end of its 2009-2014 term. (E.g. “Super Tuesday for EU Bank Regulation,” 

The Financial Times, April 15, 2014, online: http://www.ft.com/cms/s/0/93dc374e-c4ba-11e3-

9aeb-00144feabdc0.html#axzz3QbP7QXND).  

http://www.ft.com/cms/s/0/93dc374e-c4ba-11e3-9aeb-00144feabdc0.html#axzz3QbP7QXND
http://www.ft.com/cms/s/0/93dc374e-c4ba-11e3-9aeb-00144feabdc0.html#axzz3QbP7QXND
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contrast to the displacement of preexisting domestic and EU regulatory institutions in the 

banking sector. What resulted from these developments was a regulatory framework in 

European securities markets with extensive rules and standards, covering a broad array of 

actors and products, but with the authority to monitor and enforce compliance of these 

rules still largely residing with domestic regulators. 

This chapter explains this outcome as resulting from the twin factors of extensive 

experience among member states cooperating in the development of the Financial 

Services Action Plan (FSAP) from 2001-2005, which generated positive feedback for the 

EU institutions that governed securities markets, as well as a function of the 2008-2009 

crisis which loosened constraints on the Commission to pursue regulatory authority over 

an expanded sphere of financial markets and products. Tracing the historical development 

of ESMA, beginning with its institutional predecessor the Committee of European 

Securities Regulators (CESR), highlights a pattern of institutional layering, particularly 

with respect to its soft law power to establish and enforce regulatory standards. These 

developments draw attention to how the formative period of the FSAP produced lasting 

political and institutional processes, which were highly determinative in shaping member 

state preferences toward both the substance and scope of post-crisis securities regulation, 

as well as the supervisory authority granted to the Commission to regulate and enforce 

laws on the book. As the global financial crisis unfolded, the extensive coordination 

required between member states and the Commission to develop the CESR and its rules 

and standards shaped actors’ preferences toward maintaining the core institutions in 

which they had already invested. Layering new rules atop existing ones addressed 
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functional weaknesses and gaps exposed by the crisis without jeopardizing previous 

institutional agreements. 

The layered developments that led to the CESR’s evolution into ESMA, and its 

greatly expanded rulebook, are analyzed by locating the preferences of the three member 

states with the largest EU securities markets, UK, Germany and France, and then 

assessing how these intersected with the preferences and actions of the Commission. This 

chapter finds that the stylized depiction of Britain preferring a “light touch” (i.e. 

deregulated and decentralized) model for securities regulation, contrasting with France 

and Germany’s preference for more coordinated, interventionist regulation at the EU 

level, overlooks important shifts in preferences, nuances, and points of agreement 

between the three states. Process tracing these developments from 2000-2014 highlights a 

pattern of the three member states working together to solve a wide range of regulatory 

coordination problems with particular national interests determining the fine points.  

The period of 2001-2005 is particularly noteworthy for the broad alignment of 

preferences between member states for developing integrated European securities 

markets. The extensive re-regulation of European securities markets at the EU level, 

which transferred significant rule-making authority to the Commission, resulted from 

shared material interests among large European investment firms for more open and 

coordinated regulatory regimes.  

The concepts of historical institutionalism are particularly well suited to analyze 

regulatory developments in financial securities markets. Much of the financial regulatory 

focus in the decade preceding the financial crisis was characterized by member states 

seeking to overcome collective action problems to build a more integrated and 
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internationally competitive market for financial services in the EU. The UK, often 

considered a recalcitrant participant in pan-European financial regulatory integration, in 

fact largely supported the significant upgrades to the European regulatory architecture 

during this period (Quaglia, 2010: 42). The multilateral coordination among member 

states required to develop the FSAP was facilitated by institutionalized EU processes of 

consultations with national authorities and market actors. These consultations generated 

positive feedback between the Commission, domestic regulators, and market participants 

by providing a mechanism for the Commission to solicit feedback on proposed regulation 

and to adjust draft regulation in response. Many national competent authorities, trade 

associations, and large investment firms participated in these consultative processes. This 

pattern recurred through the development of approximately 40 regulatory proposals 

between 2001-2005, nearly all of which were adopted.  

The development of the new financial market regulatory institutions and policies 

that composed the FSAP is also notable for the significant amount of “learning by doing” 

required by the CESR, national competent authorities and financial firms. A key insight 

of historical institutionalism is that when actors are presented with rapid, successive 

opportunities to learn and adapt to new, complex political systems, they “exhibit 

substantial resilience” over time even in the face of significant exogenous shocks 

(Pierson, 2004: 47). Market participants become invested in maintaining the existing 

institutions, which they negotiated and to which they have adapted. With time and 

repeated experience, the distributive properties of current institutions become 

increasingly transparent to actors. As a result, actors discount the prospective benefits of 
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making significant changes to these institutions, because future benefits are not as easily 

identifiable as the costs of leaving current ones. 

Historical institutionalism also highlights that the anticipated long-term outcomes 

and effects of initial institutional designs often are not realized and that these choices may 

generate unintended consequences. While the main policy objective in the formative 

stage of the single European securities market was to remove cross-border regulatory 

barriers, a goal with considerable support and influence from the UK, the most durable 

legacy of the FSAP was the extensive new regulation created at the EU level and the 

subsequent domestic transposition of these laws. It is this shift the location of regulation 

and policymaking authority from the member states to the EU that is the defining legacy 

of this period. As the financial crisis prompted a considerable rethinking of global 

regulatory objectives generally toward more interventionist policies, the institutions to 

develop and enforce these within the EU were already in place.  

This chapter proceeds in four sections. The subsequent section defines and 

provides a broad overview of EU securities regulation as of April 2014. It identifies the 

key components of securities regulation and provides a general description of the balance 

of supervisory authority between the EU and the member states. It then examines the 

developments in securities regulation from 1999-2007, most importantly the introduction 

of a wholly new EU securities regulatory architecture under the Financial Services Action 

Plan, accompanied by significant reforms to the regulatory legislative process, under 

what came to be known as the Lamfalussy committees. This section describes Germany, 

France and the UK’s preferences toward regulatory integration during this period, and 

locates the sources of the preferences within their domestic political economies.  



102 
 

The third section analyzes two significant areas EU securities regulation, 

regulation of alternative investment products such as hedge funds and private equity and 

the proposed implementation of a financial transaction tax, and seeks to explain their 

development. This section explains the resulting rules in each area by first accounting for 

member state preferences during intergovernmental negotiations, second through tracing 

legacy effects of preexisting regulatory institutions from the FSAP period, and finally by 

examining the role of the European Securities and Markets Authority in shaping 

regulatory outcomes through widespread use its new authority to issue “binding technical 

standards” (BTSs). Across both policy areas, this section highlights the importance of 

preexisting institutions in framing and limiting the set of likely outcomes. Finally, the 

chapter concludes by exploring whether the rapid expansion of the EU’s securities 

rulebook may eventually lead to the disintegration of the single market for financial 

services as the UK and City of London, the largest financial center in the world, consider 

opting-out.  

 

State of EU Securities Regulation and Supervision 

Securities and financial markets regulation is a distinct category of financial 

regulation, with its own theory, methods and tools. In particular, it is useful to define and 

distinguish securities and financial markets regulation from banking regulation. Securities 

and markets regulation is designed to address the functioning of financial markets and the 

conduct of actors within them. Regulation and supervision occurs at multiple layers 

within the financial system, including market infrastructure (i.e. trading venues), financial 

intermediaries such as brokerages and credit rating agencies, issuers of securities and 
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regulation of specific financial products, and investor disclosure and protection. 

Securities and financial markets regulation intends to correct market failures and to 

ensure that markets function efficiently. In financial markets failures typically occur due 

to information asymmetries or externalities.47 Regulation of these forms of market failure 

are often differentiated between the spheres of conduct and prudential regulation. 

Conduct regulation is concerned with how financial actors behave relative to clients and 

the market. Transparency and disclosure regulations are examples of conduct regulation. 

Prudential regulation, by contrast, focuses on the stability of financial markets and the 

actors therein. (This is further refined as a differentiation between macro- and micro-

prudential regulation.) The primary objective of prudential regulation is the management 

of risks to the financial system. 

By now many accounts have been written about the market failures that occurred 

during the 2008-2009 financial crisis.48 The consensus among European regulators 

regarding the global financial crisis is that it was “not merely a crisis of specific 

                                                           
47 “Externalities” are generally characterized as occurring when the actions of one actor 

“have an impact on the consumption and production opportunities of others, but the price of the 

product does not take those externalities into account” (IMF, 2012). Online, accessed February 

2015: http://www.imf.org/external/pubs/ft/fandd/basics/external.htm.  

For broader theoretical discussions of market failures and regulation, see “Externalities in 

economies with imperfect information and incomplete markets”, (Greenwald and Stiglitz, 1986); 

The Structure and Regulation of Financial Markets (Spencer, 2000) and Regulation, Legal Form 

and Economic Theory (Ogus, 1994).  

48 For a summary of some, see “Reading about the Financial Crisis: A Twenty-One-Book 

Review” (Lo, 2012). 

http://www.imf.org/external/pubs/ft/fandd/basics/external.htm
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institutions, but also of markets” (FSA, 2011: 26). The decade preceding the financial 

crisis witnessed rapid innovation in financial markets and products, remarkable growth in 

the European securities market (see Figure 3.1) and the increased availability and use of 

market-based capital alongside the more traditional bank-based model of the coordinated 

market economies. By the mid-2000s, after the historic market performance of the 1990s, 

issuers and many investors looked to new complex, low-quality synthetic securities 

products (e.g. sub-prime securitized mortgages) for continued yield. The IMF (2013: 3) 

succinctly described the resulting phenomenon as “a powerful self-reinforcing system of 

misaligned incentives – comprising loan originators, securitization intermediaries, credit 

rating agencies, and investors – [which], when combined with easy monetary policy, 

culminated in systemic risk.” In this view, the financial crisis was not a failure of a few 

bad actors engaging in risky activity, but rather of dysfunctions and asymmetries in 

global financial markets. 
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Figure 3.1. Annual securitization issuance in Europe (in billions of euro)49 

 

 Securities and markets regulatory reform in the EU proceeded in two phases 

following the crisis. These can broadly be distinguished by a focus first on the soundness 

and continued functioning of the financial system (i.e. prudential regulation), coupled 

with attempt to increase supervisory authority at the EU level, followed by a second 

phase that was remarkable for its thickening of the EU regulatory rulebook, particularly 

with respect to the conduct of financial institutions. The sequence and priorities of these 

reforms largely mirror the global regulatory agenda emanating from the G20.50 While 

much of initial micro-prudential regulation focused on mitigating risks to banks through 

implementation of the Basel III reforms and other liquidity-related measures, the period 
                                                           

49 IMF, 2013. 

50 In its statement from the September 2009 summit in Pittsburgh, the G20 leaders 

reported, “substantial progress has been made in strengthening prudential oversight, improving 

risk management, strengthening transparency, promoting market integrity, establishing 

supervisory colleges, and reinforcing international cooperation” (G20, 2009: 7).  
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from 2009 through 2012 was also notable for the expansion of the regulation to additional 

categories of financial entities and products previously not covered by the EU.  

A prominent aspect of the De Larosiére Group (DLG) report in 2009 was its focus 

on regulating the “parallel banking system.” The DLG recommended that “regulation 

must be extended, in a proportional manor, to all firms or entities conducting financial 

activities which may have a systemic impact…even if they have no direct links with the 

public at large” (DLG, 2009: 23). In the subsequent three years, the EU expanded its 

regulatory reach to include new markets, such as OTC derivatives (through the 2012 

European Market Infrastructure Regulation)51, new market participants, including hedge 

funds and private equity (under the 2011 Alternative Investment Fund Managers 

Directive)52, and financial gatekeepers, most notably through three successive, post-crisis 

regulatory regimes for credit rating agencies.53 While there was debate among member 

states over the specific rules within each area of regulation driven by discrete national 

interests, the consensus among national regulators that was that the vast network actors 

                                                           
51 The European Market Infrastructure Regulation is an umbrella term that encompasses 

12 distinct regulations, all of which are highly technical and operational and nature. The 

framework for these regulations is best captured by the Commission Proposal COM (2010) 484. 

52 Directive 2011/61/EU of the European Parliament and of the Council of 8 June 2011 

on Alternative Investment Fund Managers. 

53 Hereafter these three regulations are referred to the CRA Regulation, except when 

greater specificity is required. CRA regulation is composed of: CRA Regulation I, Regulation 

(EU) No 1060/2009 [2009]; CRA Regulation II, Regulation (EU) No 513/2011 [2011]; CRA 

Regulation III, Regulation (EU) No 462/2013 [2013]; and the 2013 CRA Directive, Directive 

2013/14/EU [2013]. 
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within the so-called shadow banking sector warranted expanded micro-prudential 

regulation and supervision, and that pan-European institutions were best-positioned to 

assume these responsibilities. What resulted from 2009-2012 was not only a broadened 

perimeter for EU regulation, which now included many new types of firms and asset 

classes, but also a recognition and reaffirmation that the EU was the appropriate location 

for this authority.  

Also part of the initial wave of reforms, stemming from the 2009 DLG 

recommendations, was an emphasis on increased supervisory authority over national 

competent authorities and over financial institutions themselves. The Lamfalussy level 3 

committees were reconceived as European Supervisory Authorities (ESAs), with the 

European Securities and Markets Authority replacing the Committee of Securities 

Regulators. However, the authority of ESMA and the other ESAs to directly issue 

binding decisions was limited through intergovernmental negotiations. The ESA’s 

authority to issue binding decisions in cases of breach in law, crisis situations, or as a part 

of a mediating function (Articles 17-19), was curtailed by the inclusion of numerous 

opportunities and processes for member state appeal, which from the Commission’s 

perspective, “do not favour decisions or proceedings against national authorities” (EC, 

2014: 7). While it is still early in their two-and-a-half year existence, as of August 2014, 

none of the ESAs had issued a single binding decision.  

  Experience over the past three years demonstrates that the most transformative 

change in both the substance and governance of EU financial market regulation was not 

the highly-contested supervisory authority, but rather the “incremental hardening of 

CESR’s quasi-rule-making powers” (Moloney, 2014: 908) embedded in Articles 8 and 16 
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of ESMA’s founding regulation. Respectively, these articles provide ESMA with the 

authority to issue binding technical standards, as well as recommendations and guidelines 

to NCAs or other market participants in order to promote compliance. Each of these “soft 

law” competencies reveal strong legacy effects from the institutional design of the CESR. 

Codifying ESMA’s role as the technical rule-setting agency, and implementing a 

“comply or explain” clause to its guidelines and recommendations, have become the 

institutional foundation for the development of the single rulebook for governing EU 

financial markets. Indeed in its first annual report, ESMA described its mission as a 

“standard setter in relation to securities legislation,” citing its authority as the author of 

technical regulatory standards as the primary means of accomplishing this objective 

(ESMA, 2011: 11-12).    

 When implemented in January 2011, these new administrative rule-making 

authorities triggered the second phase of developments in securities regulation. Whereas 

the first phase was marked by establishing a widened perimeter for EU financial 

regulatory authority, the period from 2011-2014 is notable for the significant growth in 

technical regulation governing financial market participants, goods and services, all under 

the rubric of the single rulebook. In the two year period from their inception through 

December 2013, the ESAs submitted more than 150 BTSs to the Commission, 92 of 

which were submitted by ESMA. Only three of these were returned by the Commission 

to the ESAs for further amendment (EC, 2014: 6). This pace is set to continue, as the host 

of new regulations adopted on “super Tuesday” in April 2014 including high-frequency 

trading (i.e. “algorithmic trading”), commodity trading, and new rules for multilateral 
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trading facilities, necessitate technical interpretation and standards by ESMA before their 

January 2017 implementation.  

 The close coordination between ESMA and the Commission, coupled with the 

post-crisis formalization of ESMA rule-making authorities, has since 2011 cemented the 

EU as the dominant and agenda-setting regulator of securities and financial markets in 

Europe. This outcome would not have been likely without the equally significant 

institutional developments represented by the FSAP and the Lamfalussy Committees. 

Those institutions, with quasi-rule-making capacity and coordinating functions, were 

available “off the shelf” and were familiar to NCAs, and provided an accessible model to 

the DLG and the Council for considering how to strengthen regulation in the aftermath of 

the crisis. As policymakers considered alternative options for correcting the regulatory 

failures exposed by the global financial crisis, displacing preexisting institutions was not 

considered a viable or necessary option. The Commission already possessed much of the 

rule-making authority necessary to address the functional weaknesses, and member states 

had previously adjusted their domestic regulatory laws and practices in response to this 

transfer of regulatory authority.  

 However, it is not evident that the expansion of the Commission’s regulatory 

authority from 2009-2014 resulted from consensual and deliberate decisions by member 

states seeking to correct pan-European market failures in the wake of the financial crisis. 

During the period of heightened contingency resulting from the crisis, the availability of 

preexisting institutions provided the Commission with an opportunity and template to 

make subtle but significant enhancements to its rule-making capacities. Because of 

member states’ adaptation to the CESR’s de facto responsibilities before the crisis, the 
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Commission was successful in advocating for the codification of its rule-making and 

standards setting authorities as a functional response to the crisis. As the post-crisis focus 

of securities regulation shifted increasingly from away from the “market-making,” 

liberalization policies that characterized the Lamfalussy period (Quaglia, 2012) to a focus 

on managing risk, this generated increased conflict between the UK and Germany and 

France over the distributive consequences of new regulation. However, by this point, the 

shift in rule-making authority had already occurred, leaving debate focused on the 

technical provisions of the regulation.  

   

Institutional Foundations of European Securities Regulation 

 The hardening of the Commission’s rule-making responsibilities following the 

global financial crisis was a direct result of the gradual development of the Committee of 

European Securities Regulators soft powers during the decade preceding it. One of the 

most striking features in the institutional design of the CESR is the relative lack of 

analysis or articulation of organizing principles and objectives underlying its creation.54 

The March 2001 Council resolution on “more effective securities market regulation,” 

which endorsed the Lamfalussy recommendations establishing the level 3 committees, 

stated broadly that “the regulation of securities markets needs to be sufficiently flexible 

to be able to respond to market developments and to ensure that the European Union is 

                                                           
54 Naihm Moloney (2008: 1088) refers to the FSAP in general as “a creature of an 

unusual combination of the attractiveness of the Commission’s use of a regulatory package, 

exuberant stock-market conditions in the shape of the dotcom boom, [and] strong market 

support…” 
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competitive and can adapt to new market practices…” (European Council, 2001: 1). This 

vague mandate, coupled with numerous monitoring and review processes, meant that the 

CESR and its responsibilities were very much a work-in-progress during the period 

preceding the financial crisis. When the financial crisis began in 2008, the CESR and the 

two other committees were in fact just emerging from a self-imposed “regulatory pause” 

upon completing the initial directives established in the FSAP.55 The CESR had by then 

established the contours of a legal and functional identity, mainly through establishing a 

range of harmonizing standards at the EU level, but was still malleable enough to be 

repurposed to fit the needs of the post-crisis era without overtly threating the authority of 

the NCAs.   

 Prior to the CESR’s introduction in 2001, the only institution which existed in the 

European Economic Area (EEA) to coordinate securities regulation was the 1997 Forum 

of European Securities Commissions (FESCO). FESCO was not a formal institution of 

the European Community, but rather a transgovernmental regulatory body composed of 

and managed by the national securities commissioners. Within FESCO, regulatory 

authority resided squarely with the member states. Its charter outlined three main 

objectives: to foster the realization of the European single market in financial services by 

close cooperation; to develop common regulatory standards regarding the supervision of 

financial services markets; and to enhance market surveillance and enforcement in the 

EEA by mutual assistance and cross-border cooperation (EC, 2000: 41). As a collective 

                                                           
55 The goal of the pause in regulation was in fact to review and restate guiding principles 

and objectives for EU securities and financial markets regulation. This work culminated in the 

Commission’s 2005 White Paper on Financial Services Policy 2005-2010. 
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of domestic regulators, FESCSO operated by consensus and its decisions were non-

binding. Although self-described as a “club of nice persons working together,”56 FESCO 

did adopt some important standardizing measures particularly in the regulation of 

wholesale financial markets area and in conduct rules for investor protection. These rules 

were later translated into CESR’s advice to the Commission for the first Markets in 

Financial Instruments Directive (MiFID) (Moloney, 2008: 1019).  

 The lack of mandate or specificity in the CESR’s initial design (it was later 

substantively amended in 2009 after the crisis),57 owes much to the global and European 

political economy of the time. With the introduction of the euro in 2002, the EU and its 

member states saw immense opportunity to gain a comparative advantage in the global 

securities market by reducing transactional barriers between member states. The 

Lamfalussy Report argued for the economic benefits of rapid integration in European 

securities markets, stating that “providing European financial markets are open, 

competitive and innovative, the benefits of integration will spread to all Member States” 

(CWM, 2001: 9-10). A 2002 London Economics report, commissioned by the EC’s 

Directorate-General for the Internal Market, attempted to quantify the economic benefits 

of an integrated European securities market. The report made bold claims, including that 

integrated financial markets would raise real GDP by 1.1%, raise employment by 0.5% 

and reduce the cost of market capital on average by 50 basis points (London Economics, 

                                                           
56 This according to a senior member of FESCO, as quoted in Quaglia, 2010: 70. 

57 The founding legislative is Commission Decision 2001/528/EC establishing the 

Committee of European Securities Regulators [2001]. The 2009 amendments are in Commission 

Decision 2009/77/EC establishing the Committee of European Securities Regulators [2009].  
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2002). The overarching goal set out for the Commission in the Lamfalussy report was 

therefore to make transacting business in European financial markets as efficient as 

possible through the reduction of inconsistencies in national regulatory standards. 

The report focuses far less on how the Commission might achieve this goal 

through specific regulatory policy than on the policymaking process itself. The 

Committee’s primary concern was rectifying, what it viewed, as the main impediment to 

realizing the economic benefits of a single securities market, namely that “the European 

Union’s current regulatory framework is too slow, too rigid, complex and ill-adapted to 

the pace of global financial market change” (CWM, 2001: 7). The report noted that the 

average time for financial services legislation was over two years from the Commission’s 

proposal through the co-decision process by the Council and European Parliament and, in 

some cases, longer including more than twelve years to adopt the Takeover Directive. 

The major recommendation in the Committee’s proposals was therefore to expedite 

financial services legislation by separating the political process for establishing 

regulatory principles and norms (level 1) from the technical measures required to 

implement these decisions (level 2). Level 3 is designed to monitor that regulation is 

implemented consistently across member states, while the primary function at level 4 is 

to enforce the legislation.  

The logic behind the proposals was clear. To avoid debate between member states 

regarding specific regulatory provisions, level 1 principles are adopted as “framework 

measures” normally under a process of co-decision between the Council and Parliament58 

                                                           
58 The co-decision process or “ordinary” legislative procedure is used for most all 

Regulation and Directives in the financial services sector. It gives the EP a much greater role in 



114 
 

and after consultation with relevant market actors. This requires member states only to 

agree to the objectives of the regulation. Under the process of comitology, the 

Commission adopts the regulation or directive and requests advice from the responsible 

regulatory committees (e.g. CESR for securities) on the technical measures required to 

implement the legislation. Because every nuance and question cannot be anticipated or 

addressed in actual legislation, the level 3 committees often then issue further guidelines 

or standards after the legislation is in force. This process therefore empowers the CESR 

with opportunity to issue both ex ante and ex post standards and rules. When assessed 

from a governance perspective, the Lamfalussy model was seen as successful in 

expediting the legislative process.59  

With its focus on improving the governance model for financial regulation, the 

2001 Commission Decision establishing the CESR is remarkably void of guidance or 

prescription for how the committee was to proceed in fulfilling its mandate. The 

legislation charges the CESR with being “an independent body for reflection, debate and 

advice for the Commission in the securities field” (Article 1, recital 8), composed of 

senior representatives from member states’ NCAs. It is further tasked with drafting 
                                                                                                                                                                             
the formation of policy, notably the opportunity to amend proposed Commission legislation 

before it reaches the Council. For more on the politics and implications of the co-decision 

procedure, see Shackelton, M. (2000) “The Politics of Codecision”; and Farrell, H. and A. 

Héritier (2003) “Formal and Informal Institutions Under Codecision: Continuous Constitution-

Building in Europe.” 

59 Visscher, et al. (2008: 36) conclude that, “there is now widespread agreement among 

the interested parties that the Lamfalussy approach has fulfilled its general purpose, providing an 

appropriate process for passing primary and secondary legislation in the securities field.” 
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“implementing measures” (Article 2), and “securing more effective cooperation between 

national supervisory authorities, carrying out peer reviews and promoting best practice” 

(recital 9). Notably, these is no direct mention of any direct or quasi-rule-making 

capability, just reference to its supervisory function of creating implementing rules and 

conducting peer reviews. However, at CESR’s first meeting in September 2001 it adopted 

a charter, which included under Article 4 - Tasks, the provision that “it will issue 

guidelines, recommendations and standards that the members will introduce in their 

regulatory practices on a voluntary basis” (CESR, 2001: 5).  CESR’s first annual report 

highlights the use of its quasi-rule-making authority through publication of technical 

standards, including conduct rules for retail investors, alternative trading systems, and 

investor protection (CESR, 2002: 4). Eilis Ferran (2012: 119-120) argues that CESR’s 

scope-increasing move toward quasi-rule-making is likely due to the fact it was “formed 

more or less contemporaneously with a massive package of new legislation that 

inevitably required interpretation and elaboration as it was put into effect.” Given the 

volume of legislation proposed and subsequently adopted under the FSAP, the CESR’s 

authority had expanded in its infancy from a dedicated level 3 committee focused on 

coordination and supervision among NCAs, to include de facto level 2 rule-making 

responsibilities.   

 Although the non-binding character of these standards was identified as a 

weakness in the EU’s regulatory regime and became a target for corrective action in the 

aftermath of the financial crisis,60 the CESR employed other soft power techniques to 

compel compliance. By the time the crisis occurred, the CESR had institutionalized an 

                                                           
60 Specifically Recommendation 22 in the DLG Report, p.56. 



116 
 

ethos and expectation of “comply or explain” for its standards among the NCAs. One its 

most frequently used compliance tools was conducting ex post peer reviews of regulatory 

implementation at the national level. By 2004, the CESR established a Review Panel, the 

charge of which was to develop “correspondence tables” that detailed gaps between EU 

regulation and its adoption among member states. The stated goal of this process to 

generate “pressure by all market participants and overall stakeholders…through the 

publication of reports of the Review Panel and correspondence tables” (CESR, 2004: 6). 

In a further step to promote transparency of NCA digressions, the CESR regularly 

published “Q&A/FAQ” documents. Under CESR’s editorial discretion, these documents 

highlighted specific questions from market actors regarding new regulation, provided 

national supervisors’ responses, as well as the CESR’s interpretation of the laws. 

Questions and answers were chosen in those particular instances in which the NCAs 

provided responses deemed to be inconsistent with the CESR’s position.  

In a politically deft move with lasting implications, the CESR bolstered its 

compliance authority in 2006 in the area of credit rating agency supervision. Following 

the Enron scandal in 2001, the US, led by the SEC, undertook major reforms to 

regulation of CRAs. This work eventually led to the publication of the 2006 Credit 

Rating Agency Reform Act; but the work was concurrently seized on by the International 

Organization of Securities Commissions (IOSCO), which in 2004 published an 

influential code of conduct on CRAs (Moloney, 2008: 695). Central to this code was a 

self-reporting “comply or explain” mechanism that required CRAs to document evidence 

of compliance or disclose deviations from regulation and the rationale behind these gaps. 

Because European CRAs (which are largely subsidiaries of global agencies) followed the 
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IOSCO, in 2006 the Commission recommended that the CESR “monitor compliance with 

the IOSCO Code and report back to it on an annual basis” (EC, 2006). The CESR 

assumed this responsibility and subsequently applied the same “comply or explain” 

expectation to other areas of EU securities regulation. This enforcement mechanism was 

then codified in the 2009 amendments to the CESR founding legislation in Article 14, 

which stipulated that “members of the Committee which do not follow the guidelines, 

recommendation, standards and other measures agreed by the Committee shall be 

prepared to present the reasons for this choice.”61  Publication of rationales for non-

compliance provided the CESR with the ability to name and shame NCAs, and has 

proved to be the most durable and frequently used compliance tools through present day.  

 Considering developments in the CESR’s three primary functions of quasi-rule-

making, monitoring and enforcement over the approximately eight year period preceding 

the crisis there is evidence of both organic and deliberate incremental growth in its 

authority. By 2009, CESR had assumed a hazy, hybrid role of quasi-rule-maker, 

supervisor-of-supervisors, and, in some instances such as with credit rating agencies, 

direct supervisor of market participants.62 Although its role was multifaceted, the volume 

of regulation adopted and implemented as part of the FSAP over a short time period, 

including directives on market transparency, prospectuses, and credit rating agencies, 

provided legislative and market actors experience in working with CESR across its 

functions. It also helped, as is described below, that the primary objective of the FSAP 

                                                           
61 Commission Decision C(2009) 176. January 2009. 

62 By 2009, the CESR had become the central, European clearinghouse for CRA 

application and registration and the central repository for data from the CRAs. 
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and, by extension many of CESR’s guidelines and standards, was the removal of barriers 

to access securities markets across borders. While member states raised objections to and 

debated certain regulatory provisions, the market-making nature of the legislation was 

generally less controversial than that of the post-crisis period. This gave CESR political 

room to gradually expand its scope of responsibilities, while not threating the 

competencies of domestic regulators. 

 As the global financial crisis unfolded and the DLG formulated its responses, the 

Lamfalussy level 3 committees provided a preexisting institutional template to build upon 

in regulating securities and financial markets. Table 3.1 shows how CESR’s functions 

evolved over time and eventually developed into the European Securities and Markets 

Authority following the crisis. This development path over the three stages highlights 

incremental growth, first organically and then legally with ESMA, in the institution’s 

ability to issue binding technical standards and to enforce convergence and compliance 

among member states. The latter stage of development, from the CESR in 2009 to EMSA 

in 2011, in which ESMA’s authorities were codified into law, resulted from 

recommendations in the DLG report that would likely not have been attainable absent the 

2008-2009 global financial crisis. In other words, the crisis follows Kelemen and 

Capoccia’s (2007) definition of a “critical juncture,” in which constraints are temporarily 

lifted on policy choices that were previously infeasible.  

This can be seen particularly in the development of ESMA’s authority to issue 

binding technical standards under Article 8 of its founding legislation. In pursuing this 

authority and the creation of a single rulebook for securities regulation, the DLG report 

(2009: 27) emphasizes that the “present regulatory framework in Europe lacks 
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cohesiveness…this situation stems from the options provided to EU members in the 

enforcement of common directives.” Providing Commission authorities with the ability to 

issue binding standards would reduce divergence in the transposition of directives into 

national law. The report subsequently states that “most of these issues relate to the 

effectiveness of the single financial market more than to the crisis…[but] the mandate of 

this Group is not limited to recommendations directly related to the issues that have 

arisen in the crisis.” This frank admission shows the Commission, through the DLG, 

opportunistically taking advantage of the crisis to pursue objectives and new authorities 

admittedly unrelated to the causes of the crisis.  

The DLG report also recommended a significant strengthening of the 

Commission’s hard law power to supervise national supervisors and financial institutions 

and enforce regulation. The report attributed the crisis in part to “a significant number of 

instances of different types of failure in the supervision, by national supervisors, of 

particular institutions” (DLG, 2009: 40). Resulting from this observation were a series of 

recommendations designed to bolster the authority of EU regulatory agencies, including 

providing them with the “significant new responsibility of ensuring that all national 

supervisors meet necessary standards, by being able to challenge the performance by any 

national supervisor of its supervisory responsibilities…and to issue rulings aimed at 

ensuring that national supervisors correct the weaknesses that have been identified” 

(DLG, 2009: 54). Articles 17 and 18 provide ESMA the power to take action against 

NCAs or financial institutions in cases of noncompliance with EU regulation. However, 

as is discussed in the chapter on banking, member state negotiations regarding these new 

supervisory powers were highly controversial and eventually resulted in significant 
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opportunities for member states to challenge any direct supervisory actions by the ESAs. 

While it remains to be seen how extensively and effectively ESMA’s supervisory power 

will be utilized, it is unlikely member states would have agreed to granting this authority 

in any form without the financial crisis providing the right political conditions for the 

Commission to advocate for them. 

The institutional developments in securities regulation and supervision reveal a 

strong capacity for innovation and “learning while doing” through institutionalizing 

regularized feedback processes. This is, in many ways, an inherent feature of their design. 

In 2002, shortly following the creation of CESR, the Council, Parliament and 

Commission convened an “inter-institutional monitoring group” (IIMG) composed of 

independent experts to review CESR’s functions and report on proposed improvements. 

The IIMG solicited comment from a wide array of financial market participants, both in 

private and public sectors. It issued three reports between 2003-2004 and was then 

renewed in 2005. Frequent reports (three between 2002-2004, three “interim reports” 

from 2005-2007 leading to final “Review of the Lamfalussy process”), an extensive 

comment period with broad participation, and independent experts synthesizing input, 

provided CESR and market participants alike an institutionalized vehicle for feedback 

which they could use to learn and adapt their behaviors. When the IIMG completed its 

work in 2007 and the Commission shared the resulting conclusion that “the overall 

experience to date with the Lamfalussy process has been positive – a view broadly shared 

by member states, the European Parliament, market participants and regulators,”63 this 

                                                           
63 Commission Communication, COM(2007) 727. 
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was an important signal that political and market actors supported the existing 

institutional architecture and were likely to want to preserve it. 

That the EU and its member states ultimately decided to retrofit rather than 

replace CESR following the financial crisis is consistent with the expectations of 

historical institutionalism. As political and market actors adapted to the CESR through 

the FSAP period, and they were able to reach successful regulatory outcomes, this 

lowered both the cost to financial firms in conducting trading activity across borders, as 

well as reduced the effort required by NCAs to monitor compliance across disparate 

domestic regulatory regimes. The IIMG reports, with their extensive market 

consultations, institutionalized this feedback mechanism and allowed CESR and market 

participants to adapt to the reports’ findings. When considered in a historical context, the 

institutional incubation period before the crisis, and the resulting shift in regulatory 

authority toward the EU, exhibits greater legacy effects and impact than the 

developments following the crisis. As is examined in the next section, this outcome was 

shaped by the twin factors of having a virtual institutional tabula rasa in securities 

regulation, coupled with a sustained period of global economic and financial market 

growth that led to a broad confluence of economic interests among member states 

between approximately 1998-2005 regarding the goals and perceived benefits of 

establishing regulatory consistency within European single market.  
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Function CESR – 200164 CESR – 200965 ESMA – 201166 

Rule-Making 

No delegated 
authority. 
De facto standard 
setting power 
established in CESR 
Charter, 2001. 

Article 3: issues non-
binding guidelines, 
recommendations and 
standards 

Article 8 (2) (a & b): 
Develops binding 
technical standards, 
subject to Commission 
endorsement 

Article 8 (2) (c): Issues 
guidelines and 
recommendations. 

Monitoring & 
Convergence 

Recital 9: Peer 
reviews and best 
practice sharing. 

Article 14: Peer review, 
with comply and explain. 

Article 16: Comply and 
explain applicable to all 
market participants. 

Article 30: Peer reviews 
that may lead to issuance 
of new guidelines. 

Supervision No delegated 
authority. 

Article 4: Facilitates non-
binding mediation 
between NCAs 

Article 17: May address 
actions directly to NCAs 
in cases of non-
compliance. 

Article 18: May address 
action to NCAs or other 
market participants in 
cases of emergency 

Article 19: Facilities 
mediation between 
NCAs and may issue 
binding actions. 

Table 3.1. Functional developments and their legislative basis from CESR to ESMA 

 

 
                                                           

64 Commission Decision 2001/527/EC establishing the Committee of European Securities 

Regulators. 

65 Commission Decision C(2009) 176. January 2009. 

66 Regulation (EU) No 1095/2010 establishing a European Supervisory Authority 

(European Securities and Markets Authority), amending Decision No 716/2009/EC and repealing 

Commission Decision 2009/77/EC. 
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National Preferences toward the FSAP and Lamfalussy 

 The significant regulatory and institutional reforms ushered in as part of the 

Financial Services Action Plan and Lamfalussy process are remarkable for their scope 

and the rapidity of their adoption over an approximately four year period between 2001-

2005. This outcome reflects favorable economic and political conditions, and broad 

consensus among the most powerful member states regarding the objectives of these 

reforms. During this wave of reform, 39 of 42 of the original FSAP proposals were 

adopted. This included directives on prospectus issuance for securitized products, market 

abuse and insider trading, transparency rules, and the large Markets in Financial 

Instruments Directives (MiFID I) that enabled the single passport (i.e. mutual recognition 

across member states) for financial firms by setting common rules for securities and 

derivate trading across member states. By May 2008, virtually all of the FSAP directives 

were transposed into national laws.67  

The alignment of preferences among states, and particularly Germany, France and 

the UK, results from 2000-2005 from two primary factors. First, the introduction of the 

euro and the economic opportunity of a single passport for financial services and 

securities trading provided powerful material incentives for member states to harmonize 

their regulatory standards. This allowed European firms to operate more seamlessly 

across EU borders. Equally important for harmonizing standards across member states is 

that international firms, namely from the US, could operate and invest in Europe without 

                                                           
67 Grossman E. and Leblond, P. (2011: 5-6). 60% of member states had transposed 100% 

of the directives into national law. All other member states had transposed over 90%, with the 

exception of the two newest EU members, Bulgaria and Romania.  
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needing to navigate diverse regulatory regimes. The second factor contributing to the 

institutional developments of this period was that the political structures of the 

Lamfalussy committees were largely complementary and posed little supervisory 

challenge to domestic institutions. As a coordinating body composed of representatives 

from the NCAs and operating under a norm of consensus decision-making, member state 

NCAs were not threatened by the new institutional architecture.  

 Potential economic and material gains from an integrated market for financial 

services conditioned the preferences of member states and was the driving rationale 

behind the FSAP. With studies heralding the potential gains from financial market 

integration (e.g. London Economics, 2002), the Commission advocated in the FSAP for 

equipping “the EU with a modern financial apparatus in which the cost of capital and 

financial intermediation are kept to a minimum” (EC, 1999: 3). To achieve this, the 

FSAP proposed a wide range of regulatory measures designed to harmonize standards 

across member states by removing domestic barriers to market entry. A stylized view of 

preferences toward the potential removal of these national protections assumes that the 

UK, favoring a liberalized, Anglo-Saxon model of capitalism, would support these 

proposals, while Germany and France would seek to safeguard regulatory protections to 

the “patient capital” model that characterized their domestic bank-based financial 

systems. However, during this exuberant period of global stock market growth, many of 

these expectations were relaxed as German- and, to a slightly lesser extent, French-banks 

aggressively entered the investments services sector.68   

                                                           
68 Hardie and Howarth (2009: 1018-1025) describe the increased “financialization” of 

German and French banks during the 2000s prior to the crisis. “Financialization” is defined as 
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 As evidenced in Figure 3.1, European financial firms invested sharply in 

securitized financial products in the early 2000’s. While this represented growth in an 

already sizable UK securities market, much of the story behind these data is the shift in 

French and German banks toward investment banking and expanded international 

activity. The “financialization” of German and French banks began in 1990s, and then 

grew rapidly from 2002 to 2007. Despite their banking sectors having very different 

compositions, with French banking activity being heavily concentrated in a few large 

firms compared to the multi-pillar German system, the trend toward financialization 

affected all segments of their respective banking markets. Through a series of 

international acquisitions and expansion, the largest domestic banks – Deutsche Bank in 

Germany, and BNP Paribas and Société Générale in France - moved sharply toward 

increasing their investment banking operations beginning in the 1990s. And, although not 

strictly “profit- maximizing” banks, French mutual banks as well the German 

Landesbanken were “virtually indistinguishable in their range of operations from the 

large commercial banks” (Hardie and Howarth, 2009: 1022). 

This clouds the traditional varieties of capitalism expectation that firms in 

coordinated market economies prefer regulatory institutions that support bank-based, 

patient capital. The opening of financial markets to increased competition and the 

provisioning of securitized capital would seem to be a threat to this model, and thus 

policies that Germany and France would oppose. However, the growth (both in terms of 

valuation and sheer number of) investment firms in coordinated market economies from 

                                                                                                                                                                             
increased exposure to trading of and exposure to risk, including derivative trading and investment 

in complex securities.  



126 
 

1999-2008 generated strong material interests within a sub-sector of the German and 

French economies for EU regulatory institutions that liberalized internal financial 

markets. This led to a bifurcation of state preferences in Germany and France toward 

banking and securities regulation that, on one hand, sought to protect the interests of 

traditional retail banks in maintaining domestic regulatory institutions, while, on the 

other, supported the material interests of its large international investment firms for pan-

European regulatory integration. 

It is also notable that the UK enjoyed particular influence and “strongly supported 

the thrust of a financial services action plan”69 during this formative period in EU 

financial regulation. First, as the world’s largest financial center, other member states 

were hoping to emulate and extend the model that had promoted significant international 

investment through the City of London during the previous decade. The rationale was 

that US investment banks and financial services were accustomed to conducting business 

in the UK and replicating that model within the EU would allow other member states, 

namely German and France, to realize economic gains of comparable investment. This 

meant that the EU adopted initially the UK’s principles of “better regulation,”70 with its 

focus on simplification and consistency of regulatory standards across member states. 

Second, although opening other European markets to international investment may have 

increased competition with London, many domestic and international firms based in 

                                                           
69 Quote from Howard Davies, UK FSA Chairmain, in Peel, M. “Caution urged in 

Financial Reform” The Financial Times. March 21, 2000, p.3.  

70 In a term not favored by the British government, many people refer to this approach as 

“light touch” regulation.  
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London sought access to other European markets and were interested in reducing barriers 

to their entry. 

With these interests in sight, the UK, supported by both the financial services 

industry and the Financial Services Authority, became a catalyst in the development of 

EU securities regulation. This had not only a profound effect on the EU but also the UK’s 

own domestic laws. To create a single market for securities meant that liberalization and 

deregulation at the national level occurred simultaneously with re-regulation at the EU 

level. In other words, as the data on domestic transposition of EU regulation suggest, as 

EU regulation was developed it replaced domestic laws on the book. Over the course of 

the FSAP implementation, the parallel development of EU regulation and its 

transposition at the domestic level exhibited strong feedback effects. This was 

particularly impactful in shaping how the FSA developed its regulatory institutions and 

practices. The 2006 “Joint Implementation Plan for MiFID,” published by the UK 

Treasury and the FSA, exemplifies this pattern and is worth quoting from more 

extensively. Under the heading of “Better Regulation and MiFID” the report highlights 

the FSA’s intent to 

use ‘intelligent copy-out’ – that is, using the Directive language as far as 
practicable as the basis for implementing the MiFID requirements in the FSA 
Handbook…As part of the Commission’s efforts to promote better regulation in 
respect of European legislation, it has included a provision in the draft 
implementing directive, Article 4, which seeks to limit Member States freedom 
to add additional obligations at the national level to those contained in 
MiFID…Treasury and FSA will take responsibilities in relation to Article 4 
seriously. This means looking carefully at existing legislation and rules to see 
where they might go beyond the Directive, and then considering whether or not 
there is a case for their retention in the light of the tests applied under Article 4. 
(HM Treasury and FSA, 2006: 6) 
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This passage is revealing in a number of respects. It highlights the FSA’s 

institutionalized practice of “intelligent copy-out,” under which the FSA sought to apply 

EU regulation where possible to replace domestic law in order to mitigate inconsistencies 

between the two. The report also frames the increasing Europeanization of its laws as a 

result of the EU’s adoption of (the UK’s) “better regulation” principles. In other words, 

as a victory for the UK’s regulatory approach. Article 4 of MiFID, which seeks to 

minimize “gold-plating” of regulation at the domestic level by applying a series of 

analytical tests, represents a primary example of better regulation principles. It argues for 

enacting the minimum regulatory standard(s) required to address the market failure or 

asymmetry, in this case allowing European investment firms to issue securities 

seamlessly in both home and host countries. Setting EU standards at the minimum level 

required to lower cross-border transaction costs was the preferred outcome for the UK, 

even if it meant shifting rule-making authority toward the Commission.  

What is clear from the UK’s actions and comments during this period is that they 

had “moved a long way towards positively embracing an EU-level approach to financial 

services regulation” (Ferran, 2012: 26). Less certain is the assertion by some that the 

enactment of the FSAP represented the codification of a “neo-liberal consensus” among 

European Member States and their financial services sectors (e.g. MaCartney 2009: 464-

465). This pluralist argument holds that as French and German firms increasingly 

pursued investment banking business both domestically and internationally their material 

interests were determinative in reorienting states’ preferences toward a deregulatory, 

Anglo-Saxon regulatory model. Missing from this argument is the fact that the revised 

EU institutional structures through Lamfalussy encroached minimally on the authority of 



129 
 

domestic supervisory institutions. Consistent with the VOC literature, the remaining 

weakness in EU financial supervisory authority was a consequence of capitalist diversity 

among member states. As a coordinating institution, composed of national regulators and 

operating by consensus, CESR initially represented a forum for NCAs to overcome 

problems of collective action in creating the single market. While the CESR focused on 

convergence of supervisory practices, supervision of financial actors and domestic 

markets remained a function of the FSA in the UK, the BaFin in Germany, and the AMF 

in France.   

Further, as Wymeersch (2007: 288) notes, the “institutionalist” or functional 

structure of the Lamfalussy committees (and later the ESAs), in which supervisory 

responsibilities are divided between banking, securities and insurance, was the prevalent 

domestic supervisory model among Member States at the time. Proposals for an 

integrated, single European regulator were repeatedly dismissed both before and after the 

crisis because they were seen as incompatible with domestic political institutions. The 

most important and lasting analytical nuance of this pre-crisis period is to not conflate the 

sources and substance of Member State preferences toward the FSAP regulatory agenda 

with their preferences regarding EU supervisory institutions under Lamfalussy. Shifting 

material interests among large German and French investment firms, and their desire to 

complete a single European market for securities, were instrumental in the rapid adoption 

of harmonized regulatory standards. However, maintaining supervisory control over the 

implementation of these laws meant that domestic regulators could better insulate 

smaller, regional banks from competitive pressures. For Germany and France, the split in 

the locus of regulatory- and supervisory-authority therefore represents an outcome that 
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attempts to accommodate the material interests of large investment firms and the interests 

of all other firms in maintain extant domestic institutions.   

 

State Preferences and Regulatory Developments After the Crisis 

A stylized account of EU securities and financial markets regulation following the 

crisis holds that the financial collapse vindicated and strengthened the position of 

member states which favored more interventionist regulatory institutions and policy. 

Political rhetoric from policymakers and analysts alike argued that the crisis was a 

repudiation of Anglo-Saxon “better regulation” principles. Accordingly, the UK would 

enter into post-crisis EU and international regulatory negotiations in a weakened position, 

pitted against a heightened alliance between Germany and France, who would favor 

greater government intervention in financial markets. However, the empirical record of 

preferences and negotiations over EU securities regulation during this period reveals a 

more nuanced and varied account of its development.  

  These generalized descriptions overlook the reality that questions regarding the 

location of securities regulatory control (but not supervisory) were largely settled through 

the preexisting deep harmonization of rules and standards at the EU level resulting from 

the FSAP. The extensive transposition of EU financial regulation into domestic law in the 

years leading up to the crisis made pursuing isolated domestic responses infeasible. In the 

years immediately following the crisis member states, including the UK, did not 

challenge the EU’s position as the primary rule-making authority for securities 

regulation. The head of the UK’s Financial Services Authority (FSA), the domestic 

agency responsible for financial market regulation, openly acknowledged in 2010 that the 
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FSA’s primary role was the implementation of financial regulation established at the EU 

and international levels, and that the FSA was “not a decision-maker.”71 A 2015 report 

from the European Union Committee of the UK’s House of Lords reviewing the financial 

regulatory response to the crisis similarly concluded that “it was highly desirable that 

regulation should be produced for the EU as a whole, both to strengthen the Single 

Market and avoid regulatory arbitrage” (UK House of Lords, 2015: 5). This acquiescence 

over shifting regulatory authority from the domestic to the supranational level provided 

the EU, and the Commission in particular, with significant agenda-setting power in 

determining regulatory responses to the crisis. Intergovernmental contention about 

regulatory reform in the wake of the crisis therefore focused less on the appropriate 

location for regulatory control and more on the substance and economic effects of newly-

proposed securities regulation.  

  The Commission seized on the DLG’s recommendation on the need for a single 

rulebook in securities regulation as the primary rationale and vehicle for pursuing 

regulatory reform. Owing to the overlapping Eurozone sovereign debt crisis that gripped 

Europe in the years following the 2008-2009 recession initial regulatory reform in 2009 

and 2010 focused on stability-enhancing measures in the banking sector. However, 

closely following these new directives, which mainly focused on bank capital 

requirements, the Commission sought to address perceived regulatory and supervisory 

gaps in securities and financial markets. Compared to the first major wave of EU 

                                                           
71 Hector Sants, “UK Financial Regulation: After the Crisis” (speech, March 12, 2010). 

Online: http://www.fsa.gov.uk/pages/Library/Communication/Speeches/2010/0312_hs.shtml 

[accessed March 2015]. 

http://www.fsa.gov.uk/pages/Library/Communication/Speeches/2010/0312_hs.shtml
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securities regulation a decade earlier, the post-crisis regulatory developments from 2009-

2014 were no less significant or far-reaching. Naihm Moloney has described EU financial 

markets regulation as being in a “state of permanent revolution” since 2008 (Moloney, 

2014: 36). During the five year period from 2009-2014, the EU passed legislation 

regulating private equity, property-, commodity-, venture capital-, social 

entrepreneurship- and hedge-funds, over-the-counter derivatives, short-shelling, and 

credit rating agencies among others. Resulting from this period is an EU securities 

regulatory regime with a significantly expanded scope (i.e. perimeter) of institutions, 

markets and firms for which it is responsible. Restating the breadth of these reforms 

serves as an important reminder that, while states negotiated at times strenuously over the 

details of particular regulation, this period was most notable for the acceptance and 

reaffirmation of the EU’s legitimacy as the primary producer of European securities 

regulation.  

 The shared experience in the rapid growth and liberalization of European 

securities markets in the early 2000s exerted strong legacy effects on member states’ 

responses to the financial crisis not only in legitimizing the EU’s authority, but also in the 

substance of the regulation itself. Evidence points to these effects manifesting themselves 

in two ways over the five year period following the crisis. First, the historical lines of 

capitalist variation between the coordinated market economies of continental Europe and 

the Anglo-Saxon model were increasingly blurred during the decade preceding the crisis. 

Liberalization of the single market through the FSAP led to growth in transnational 

financial activity and increased regulatory interdependence among member states. This in 

turn shaped member state preferences toward EU intervention in securities markets, and 
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led to what Ferran (2012: 29) has characterized as, a “meeting in the middle” among the 

regulatory preferences of Germany, France and the UK. This should not be misconstrued 

as harmonization of preferences, but rather that preferences in the immediate aftermath of 

the crisis diverged on the specifics of proposed regulation but not broadly on the basic 

objectives. The deepened integration between domestic European financial markets also 

means that even the most powerful member state has limited recourse in challenging 

proposed regulation due to the potential its financial firms losing access to other 

European markets.  

 The second resulting effect of the FSAP period is that member states gained 

experience with the Lamfalussy legislative process, which favored expediency through 

separating high-level objective-setting at the Council from the establishment of technical 

standards through the Commission’s various agencies. What is striking about the period 

from 2009-2014 is that it represented a second wave of rapid and extensive financial 

regulatory development within a decade, and that it shared many of the same legislative 

characteristics as the FSAP. Whereas the blank institutional canvass that preceded the 

FSAP provided opportunities for the Commission and member states to innovate new 

supranational regulatory institutions, the 2008-2009 crisis provided the conditions for 

regulatory expansion and innovation within new securities markets. A common 

legislative feature of both periods was inbuilt mechanisms for extensive market 

consultation and timeframes for designated institutional reviews. These processes served 

to both minimize the perceived risks of the reforms for member states, but also allowed 

leeway for the new EU institutions to learn and innovate while on the job.  
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 Member state responses to the crisis revealed underlying changes in the 

composition of their domestic political economies, the seeds of which germinated in the 

1990s and came to fruition parallel to the formation of the FSAP. While not erasing the 

classic varieties of capitalism typology, distinct trajectories in the French and German 

banking systems during the late 1990s and 2000s meant that the two countries did not 

always align (against the UK) in favor of greater state regulatory intervention in financial 

markets following the crisis. A significant development of this period was the entrance of 

the large, privately-held German banks into the investment banking business. This shift 

was facilitated by a series of investment modernization laws, under the programmatic 

title of Finanzplatz Deutschland, implemented by the Schröder government during the 

1990s. In addition to opening new lines of revenue for these banks, Finanzplatz 

Deutschland promoted venture capital investment in the Neuer Markt, a special segment 

of the Frankfurt stock exchange opened in 1997 that consisted of small, startup German 

technology firms. Taken together, these changes marked a concerted effort to strengthen 

and bolster the international competitiveness of the German equity markets (Vitols, 2005: 

387). Even following the crisis, this goal remained central to German policymaking. In a 

2009 speech, German Finance Minister Steinbrück argued that Germany should continue 

its focus on keeping “Frankfurt more or less at eye-level with London and New York 

and…ensure that one of the largest global economies has an at least competitive financial 

sector.”72 

 With the largest German banks, such as Deutsche Bank and Commerzbank, 

pursuing new fees in investment banking and asset management both domestically and 

                                                           
72 Steinbrück, 2009; as quoted in Zimmermann (2010: 131). 
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abroad, this led to a bifurcation in the Germany banking system with smaller, not-for-

profit banks still comprising a large segment of the retail banking sector. This 

stratification led Germany to take varied positions on securities regulation following the 

crisis, in some cases favoring more supranational intervention and in other areas 

defending its domestic regulatory authority. Zimmermann (2010: 130) characterizes the 

German position as generally being “ambiguous about new actors and instruments, partly 

welcoming them, and sometimes rather indifferent if their autonomy is not constrained.” 

This resulted in German preferences often being difficult to pinpoint in 

intergovernmental regulatory negotiations, as they often sought to protect the 

Landesbanken, the regional retail banking sector, through increased EU regulatory 

intervention, while arguing against regulation that might impair the growing 

competitiveness of their large investment banks. 

 Germany’s role in the development of the 2011 Alternative Investment Fund 

Managers Directive (AIFMD), which was popularly associated with its regulation of 

hedge funds, typifies this pattern and highlights the comparative developments in 

Germany and France’s banking sectors. Prior to the crisis, during the formative period of 

the EU single market for securities, it is notable that hedge funds were not identified as 

requiring further regulatory integration at the EU level. A 2006 report on the European 

hedge fund industry written by an expert group convened by the Commission argued that 

“the existing light-touch regulatory approach has…served the industry, its investors and 

the wider market well” and called for domestic regulators to “adopt a policy of 

enlightened self-interest” (EC, 2006: 4). The group, composed of representatives from 

many of Europe’s largest commercial banks including Deutsche Bank, Allianz, Axa, 
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Goldman Sachs, and Morgan Stanley, reflected the consensus at the time that hedge 

funds were a well-functioning and integral part of the European financial services sector. 

The report also emphasized, what later came to be a central point of tension in the debate 

over the AIFMD, that hedge funds were inherently an international business, often 

domiciled in one country, managed from another, and then marketed and sold in a third 

location.  

One of the paradoxes of the response to financial crisis is that while hedge funds 

were not widely seen as a primarily culprits of crisis, the perception of them as opaque, 

unregulated products made the industry a prime target for regulation. Discussions began 

as early as the fall of 2008, with a consensus emerging by the November 2008 G20 

meeting in Washington that hedge funds needed greater regulatory coordination among 

the leading economic nations. The political development of this global regulatory 

framework, and European countries’ role therein, have been thoroughly assessed 

previously (Fioretos, 2010; Quaglia, 2011). These analyses view the intergovernmental 

negotiations over hedge fund regulation as largely following the expectations of a VOC 

approach, with the coordinated market economies of France and Germany aligning in 

favor of greater disclosure and registration rules for hedge funds, while the UK and US 

favored less government oversight and an increased reliance on self-regulation. While the 

differences in these countries’ political economies explain the broad differences in state 

preferences toward the need for greater international prudential regulation of hedge 

funds, the record of the AIFMD’s legislative development from December 2008 through 

its adoption in November 2010 reveals Germany to be more flexible in its preference 
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toward the directive’s specific technicalities, as well as the UK to be more accepting of 

the need for EU intervention. 

 In response to the November 2008 Washington G20 Summit, the European 

Commission issued a public consultation on European regulation of hedge funds (EC, 

2008). The contours of the subsequent legislative debate can been seen in member states’ 

responses. A key dimension of the response centered on the location of regulatory 

authority particularly between the EU and global institutions such as the G20 and 

IOSCO. The responses from the domestic authorities are arrayed between the UK, which 

accepted that “a re-examination of the EU regulatory framework” for hedge funds was 

necessary but warned against “a heavy-handed EU response which was not matched by 

action elsewhere,” and France which argued for the creation of a “European label” for 

hedge funds that involved “introducing a strict common framework appropriate to this 

type of product as well as to the players involved and the methods by which their units 

are sold.” Germany’s Finance Ministry took a position in the middle, stating that “a 

European initiative would be an essential step to reach an international consent on the 

framework for hedge funds. A global response is urgently needed in order to avoid 

regulatory arbitrage.”73  

 The issue of extraterritorial access to EU securities markets later became one of 

the central sticking points in negotiations regarding the AIFMD. Early Commission 

legislative proposals, promoted by France, required that strict equivalence standards be 

                                                           
73 The complete set of responses to the Commission consultation is available online: 

http://ec.europa.eu/internal_market/consultations/2008/hedge_funds_en.htm. [Accessed: April 

2015]. 

http://ec.europa.eu/internal_market/consultations/2008/hedge_funds_en.htm


138 
 

met by “third country” parties before issuance of an EU label (or passport) for Alternative 

Investment Funds (AIFs).74 The stringency of these standards threatened to effectively 

close access to European markets for non-EU countries and was met with strong reaction 

from investment firms75 and the US government alike. Timothy Geithner, US Treasury 

Secretary, writing to Michel Barnier, the EU commissioner responsible for financial 

regulation, warned that regulatory discrimination against US funds might result in 

retaliatory action by the US.76 In a significant shift, which generated a backlash from 

French officials,77 final revisions to the AIFMD allowed, albeit with significant 

complexity, for third country AIFs to be marketed and sold in the EU. This revision is 

widely attributed to Germany aligning with the UK in its support for third country access 

to EU markets (Ferran, 2012: 33).  

Germany’s support of this position is not surprising when considering that its 

largest commercial banks had significantly increased their exposure to international 

                                                           
74 The details of these proposals are documented in Moloney (2014: 307). Closing EU 

markets to third country AIFs would have likely had a profound effect on EU securities markets. 

Moloney notes that 94% of global assets under management of hedge funds were domiciled 

outside the EU at the time of the directive’s negotiation (fn.715). 

75 For example, see Masters, B., Arnold, M. and N. Tait “Hedge Fund Managers Warn on 

EU Plans.” The Financial Times. April 29, 2009.  

76 Politi, J. “Geithner Urges EU Fund Rules Rethink.” The Financial Times. April 7, 

2010.   

77 Hollinger, T., Tait, N. and M. Aarnold. “Paris Attacks EU Plans on Hedge Funds.” The 

Financial Times. April 28, 2009. 
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markets in the decade preceding the crisis.78 Retaliatory measures by the US government 

would have disproportionately affected British and German investment banks as 

compared with France. However, Germany’s broad support of the AIFMD’s central 

objectives, indicate that it occupies a unique position between the UK and France, aiming 

to protect the authority of multilateral regulatory institutions, while promoting 

competitive access to global financial markets for its commercial banking sector. Hubert 

Zimmermann (2010: 131) argues compellingly that the roots of Germany’s split 

personality, favoring greater international regulatory intervention in some cases, while 

pursuing open markets and global competitiveness for its firms in others, can be found in 

its domestic political institutions. This bifurcated position on multilateral financial 

regulation is reflective of Germany’s political institutions, in which the Bundesrat, 

Germany’s upper house of parliament composed of representative from Germany’s 

regions (Länder), possesses significant veto opportunities. The Bundesrat uses this power 

to pursue defensive regulatory positions that protect regional banks and preserve the 

state’s capacity for market intervention. The ability of the Bundestag, Germany’s lower 

chamber, to implement regulatory policies that promote international competitiveness is 

thus constrained to those policies which only affect its largest commercial banks. While 

the material interests of the German banking sector inform regulatory preference choices, 

political institutions act as an intervening variable between these interests and German 

state preferences. An EU regulatory regime with the power to intervene in financial 

                                                           
78 A primary example is Deutsche Bank, who international business grew from 25.8% in 

2000 to 44.7% in 2007. By comparison, France’s BNP Paribas had 20.9% international exposure 

in 2007 (Hardie and Howarth, 2009: 1027, table 2).  
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markets, but whose policies do not limit global firms’ competitive interests and protect 

regional economic interests, is highly complementary with Germany’s own domestic 

institutions and is a major motivator of its preferences.  

 This description very much fits the final negotiated outcome of the AIFMD and 

points to Germany as a key swing vote in post-crisis regulatory negotiations. In addition 

to siding with the UK on extraterritorial access for non-EU hedge funds, Germany’s 

influence in the AIFMD can also be seen in the regulatory scope of other security 

markets covered by the AIFMD. Reflecting its regional interests and the institutional 

characteristics of its coordinated market economy, Germany took a defensive stand on 

the AIFMD’s proposal to regulate so-call Spezialfonds (special funds), hoping to exclude 

them from EU legislation. Spezialfonds are domestic investment structures for 

institutional investors, such as pension funds and insurance companies, and represent a 

significant vehicle for German savings’ plans. These funds are designed to encourage 

savings and long-term investments, hallmarks of Germany’s “patient capital” economic 

model. During negotiations over the AIFMD, the German Investment Funds Association 

(BVI) warned that the proposed regulation would add $1.5 billion in annual costs to this 

unique German funds segment.79 The BVI was joined in its opposition of a “one size fits 

all” directive by the UK’s Association of Investment Companies, which sought to 

exclude investment trusts, the British variant of Spezialfonds, from the AIFMD’s scope.80 

                                                           
79 Wilson, J. “Germans Warn on EU Regulation.” The Financial Times. December 14, 

2009. 

80 Sullivan, R. “Investment Trusts Oppose One Size Fits All Legislation.” The Financial 

Times. July 13, 2009. 
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This alignment of interests likely contributed to a key exemption under Article 3(2) of the 

final Directive. Article 3(2) applies a “light touch, registration-based regime” (Moloney, 

2014: 290) for AIFs with less than €500 million assets under management, and which are 

unleveraged and have no redemption rights within five years of the initial investment. 

These exclusionary criteria protect the smaller, long-term investment savings funds, 

notably the German Spezialfonds, from the conduct obligations applicable to larger, 

international AIFs. 

   

Conclusion 

A popular characterization of the current state of EU financial regulatory politics 

is that Germany, France and the UK are “condemned to cooperate” (Mügge, 2014: 27). 

That continued coordination and adjustment through a process of institutional layering is 

the predominant mode of institutional change in European securities regulation is a result 

of the recent history of these member states adopting and adapting to a broad range of 

new multilateral financial regulatory institutions and political processes. The extensive 

transposition of EU financial markets regulation into domestic law that occurred by 2006 

through the FSAP means that financial firms and domestic regulators had nearly a decade 

of experience working within this reorganized European regulatory system. In practice, 

the effects of this coordination across the single market is that firms developed 

sophisticated means of trading and issuing securities across member states and adapted 

these businesses to be compliant with EU prudential- and conduct-regulation. Any 

prospective benefits of opting out of these institutions are likely to be outweighed by the 

cost of re-regulating at the domestic level and having to adapt to new institutions.  
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EU securities and financial market regulatory institutions possess other unique 

characteristics that militate against institutional displacement and are likely to do so in 

the future as well. Changes to the legislative process through the Lamfalussy framework 

effectively separated the setting and coordination of broad policy objectives from the 

development of the discrete regulatory measures. Particularly during the significant 

legislative periods of 2001-2005 and 2008-2011, the UK, Germany and France were 

largely aligned on the design of securities regulation (i.e. what specific actors and 

products should be covered). The Lamfalussy framework delegated significant authority 

to the Committee for European Securities Regulators and its successor, the European 

Securities and Markets Authority, to develop and issue technical implementing measures. 

Member states developed trust in this delegation of authority through experiences gained 

in the implementation of the FSAP. The CESR exhibited a strong capacity to engender 

support from national authorities and financial actors alike by instituting regular feedback 

mechanisms (“market consultations”) and by establishing defined legislative review 

periods. This practice continues today, including ESMA’s forthcoming review the 

AIFMD in 2017.   

The post-crisis development of securities regulation and ESMA provides an 

interesting contrast to EU institutional regulatory developments in the banking sector. 

Whereas the development of the European banking union, and the shift in both regulatory 

and supervisory authority to the European Central Bank, entailed a process of displacing 

and significantly reforming extant institutions, developments in securities regulation were 

characterized by a process of layering of new rules and authority atop of the CESR. The 

analysis in this chapter finds two reasons for this difference. First, when compared the 
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banking sector, domestic authorities, the Commission and financial firms had extensive 

experience developing new securities regulation within the complex EU political system 

before the crisis began. These institutions proved highly resilient when the 2008-2009 

crisis transpired. The crisis temporarily loosened constraints on the key issues of whether 

ESMA could issue binding standards and rules and how they were allowed to compel 

compliance among member states. Evidence indicates that this incremental hardening of 

the Commission’s authority may have a significant regulatory and distributional effects 

over time as ESMA issues extensive new standards and forces member states to comply 

or explain. However, the location of regulatory authority among EU political institutions 

remained unchanged and the core competencies of the responsible Commission authority 

were also left intact. 

It would be incorrect to conclude that the 2008-2009 crisis was not a turning point 

in the development of EU securities regulation because preexisting authorities were not 

displaced as compared to the creation of the single supervisory mechanism in banking. 

The fact that the Commission was able to pursue increased hard law power in setting 

regulatory standards, a power with potentially significant long-term distributional 

consequences, fits Kelemen and Capoccia’s (2007: 348) definition of a critical juncture 

as a period of time in which agents of change are provided the opportunity to pursue 

previously infeasible political options. The layers of new securities regulation addressing 

new markets and actors, as well as the breadth of binding technical standards issued by 

ESMA to prescribe implementation of these rules, amount to a significant expansion of 

EU securities regulation. Without the global financial crisis, these changes are likely to 

have progressed much more slowly and would have faced more strenuous opposition. 
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When compared to major U.S. securities regulation, such as the Dodd-Frank Act, 

the volume of individual EU securities regulations enacted through both the FSAP and 

post-crisis periods provides an interesting contrast with potential implications for the 

resiliency of the overall EU financial regulatory model. Whereas the U.S. adopted a large 

and highly politicized legislative act resulting from the crisis, the EU continued its model 

of pursuing comparatively limited regulatory acts addressing specific types of securities 

or actors. This likely provided any one act fewer points of political exposure, but more 

importantly this pattern continues to reinforce and develop experience among all 

stakeholders in the regulatory-setting process. Similar to the market consultations, 

frequent interactions among stakeholders in the political process of establishing new 

regulation may condition expectations and provide greater stability to existing 

institutions.  

The harmonization of regulatory standards and the centralization of regulatory 

authority at the EU level that occurred through the FSAP also provides the EU with 

increased leverage in international regulatory negotiations relative to the US (Posner, 

2009; Quaglia, 2014). Throughout the institutional developments chronicled in this 

chapter, it is evident that member states were keenly aware that an integrated European 

securities market would provide the EU with increased power in international regulatory 

forums by virtue of its significant market size (Drezner, 2007). Member states’ 

preferences toward EU securities regulation were influenced not only by protecting their 

domestic interests, but also by the consideration that supranational regulatory integration 

might bolster their collective comparative advantage and bargaining power in the global 

political economy. Because of the extensive integration and re-regulation at the EU level 
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that occurred between 2001-2008, the EU was in a much stronger position following the 

global financial crisis to export its preferences and standards globally through the G20 

and other institutions. This militates against the securities sector developing a two-speed 

approach to regulation, comparable to what emerged in the banking sector, as it would 

threaten to diminish the EU’s capacity to influence global regulatory outcomes. The 

importance of setting complementary regulation through international institutions, such 

as the G20, provides a powerful exogenous incentive for member states, and specifically 

Germany and France, to continue cooperating on securities regulation, moving forward 

with future regulatory integration at the same pace.  
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CHAPTER 4 

 

NASCENT DEVELOPMENTS IN EU INSURANCE AND  

PENSIONS REGULATION 

 

Introduction 

 In spite of the failures of Fortis, a leading European insurance and financial firm, 

as well as global insurance giant AIG in 2008, the European insurance and pension 

sectors received comparatively less regulatory and supervisory scrutiny following the 

crisis as either securities or banking markets. The influential 85-page de Larosiére Group 

report dedicates only three paragraphs to insurance supervision and none to pensions. 

Given the immediate and asymmetrical effects of the financial- and eurozone sovereign 

debt crises on the banking sector, and to a lesser extent securities markets, the scant 

attention paid to the “third pillar” of financial supervision is not surprising.  

However, the insurance and pensions markets are systemically important 

components of the European economy that represent long-term risks due to their lack of 

regulatory and supervisory integration. Recognizing these potential risks, in 2008, prior 

to the onset of the crisis, the Commission proposed the largest set of regulatory reforms 

to the insurance sector in more than four decades. The omnibus directive known as 

Solvency II was designed to substantially increase capital requirements and improve 

financial reporting transparency and consistency for multinational insurance firms. 

Despite widespread losses to the insurance sector assets during the global financial crisis, 
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member states repeatedly contested adoption of Solvency II and delayed implementation 

until 2016, with some rules not scheduled to come into force until 2030. As compared to 

the other two pillars of financial regulation, the effects of the global financial crisis on the 

distribution of regulatory authority in the insurance and pensions sectors were minimal. 

Efforts by the Commission to layer new supranational micro-prudential rules on 

preexisting institutions were not accelerated by the exogenous shock of the crisis, and the 

newly formed European Insurance and Occupational Pensions Authority (EIOPA) 

remains a coordinating forum for domestic supervisors. 

This chapter explains why EU regulation and supervision of both sectors remain 

highly fragmented and domesticized despite the systemic implications they have acquired 

in recent decades. Central to this explanation is that insurance and pensions are deeply 

embedded institutions in the distinct varieties of European capitalism and generate strong 

member state preferences for maintaining domestic regulatory authority. Insurance and 

pension plans are primary components of the social and economic safety nets within 

European societies. As such, the institutions that regulate the insurance and pensions 

sectors have extensive institutional complementarities within the domestic economy and 

exhibit strong, path-dependent characteristics.  

In addition, insurance and pension plans are an integral source of financial capital 

in domestic European economies. European coordinated and liberal market economies 

have developed distinct pathways for how this capital is provisioned and distributed 

throughout the economy. Domestic regulations governing insurance and pension funds’ 

asset allocations and capital requirements are designed to support and protect long-term, 

conservative investments in CMEs, while LMEs privilege investments in equity markets, 
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with comparatively shorter time horizons. These two historical institutional factors 

generate a strong cleavage in state preferences, particularly between Germany and the 

UK, toward the Commission’s proposals to integrate domestic regulatory institutions.  It 

also makes these institutions much less susceptible to being displaced during periods of 

heightened contingency.  

Although insurance and pension institutions have developed as integral parts of 

domestic European political economies, there are many factors supporting the need for 

greater regulatory integration of these sectors. These include increased European labor 

mobility and the growth of cross-border insurance and pensions businesses, as well as the 

central role these sectors play in the provisioning of capital in the European economy. 

Assets held by insurance and pension institutions represent among the largest sources of 

investment capital in Europe. European insurance firms invested over €8.3 trillion in 

201281, while occupational pension funds held over €3.5 trillion in assets in 2013 

(EIOPA, 2014: 31).  

Tracing the limited supranational integration of these markets through the 

implementation of the EIOPA reveals institutional configurations and regulatory fault 

lines similar to early developments in the banking and securities markets. European 

insurance firms in fact have greater cross-border business than the banking sector, with 

36% of total premiums written in countries outside of a firm’s home country in 2012 

                                                           
81 ‘Statistics No. 48, European Insurance in Figures’, Insurance Europe (p. 54), February 

2014. Accessed online: http://www.insuranceeurope.eu/uploads/Modules/Publications/european-

insurance-in-figures-2.pdf [August 2015].  

http://www.insuranceeurope.eu/uploads/Modules/Publications/european-insurance-in-figures-2.pdf
http://www.insuranceeurope.eu/uploads/Modules/Publications/european-insurance-in-figures-2.pdf
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(Shoenmaker and Sass, 2014: 3).82  The number of foreign branches and subsidiaries 

outside of firms’ home countries are growing as well. Despite the internationalization of 

the insurance sector, the main supervisory and regulatory law covering the insurance 

sector was written more than forty years ago (in 1973)83 and was only revised by the 

Solvency II directive in 2014. The challenges arising from different domestic supervisory 

regimes and practices echo those facing the banking sector in the decade preceding the 

crisis. No single supervisory agency can easily get a complete picture of an insurance 

group’s international activity, leading to challenges in identifying either systemic or 

group-specific risks. And firms face high transactional costs from operating within 

multiple regulatory environments.  

There are equally many factors that could compel greater regulatory convergence 

in European pension regulation and supervision. These include demographic changes, 

most notably the growth in EU citizens living and working in countries outside of their 

own with very few pension plans operating across borders,84 as well as an aging 

                                                           
82 The comparable figure for the European banking sector, as measured by total assets, is 

25%. 

83 Council Directive 73/239/EEC of 24 July 1973 on the coordination of laws, regulations 

and administrative provisions relating to the taking-up and pursuit of the business of direct 

insurance other than life assurance 

84 In 2015, the EIOPA estimated that 6.6 million EU citizens worked and lived in a 

country other than their own, with another 1.2 million people working and living in two different 

countries. Only 75 institutional cross-border occupational pension plans existed in 2015. Speech 

by Gabriel Bernardino, Chairman of EIOPA, ‘European pensions: regulatory achievements and 

the way forward’, June 24, 2015. 
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European population that challenges the fiscal solvency of publicly-funded pensions.  

The 2008-2009 global financial crisis also emphasized the systemic importance of 

pension funds to certain member state economies. In 2007, pension funds held assets 

corresponding to 86% of GDP in the UK, 132% in the Netherlands, and comparatively 

less in Germany (4%) and France (0.1%).85 Countries with a high ratio of pension fund 

value to GDP typically have much a greater proportion of “direct contribution” pension 

plans (occupational and personal), which are susceptible to financial market volatility. In 

2008 European pension funds lost 20% of their real value, disproportionately impacting 

countries with large direct contribution plans (Casey, 2012: 247). The effects from these 

shocks not only impact employers and individual investors, but also have the potential to 

spillover over into other member states. If firms or private institutional pension plans 

themselves fail, most governments have safety funds allocated to guarantee employee 

benefits. In Germany, payouts of domestic pension safety funds increased from €140 

million euro in 2009 to €4 billion euro in 2010 (Ebbinghaus and Wiss, 2011: 25). While 

Germany could absorb these costs, less fiscally-stable eurozone countries may not be able 

to support this safety net potentially requiring support from other member states.  

However, pension plans are even more local in orientation and control than 

insurance markets making them comparatively inert to political change. Rooted in the 

varieties of European domestic welfare state institutions (Esping-Andersen, 1990; 

Pierson, 1996; Ebbinghaus, 2011), there is a wide spectrum of national pension plan 

systems, each with its own social and institutional origins. Variation in the structure of 

                                                           
85 OECD Global Pensions Statistics. Accessed online: 

http://www.oecd.org/finance/private-pensions/globalpensionstatistics.htm [July 2015] 

http://www.oecd.org/finance/private-pensions/globalpensionstatistics.htm
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occupational pensions – private plans made available to employees by their employers – 

within member state political economies represents a key source of preferences for EU 

pension regulations. Occupational pension plans are highly embedded institutions within 

distinct European domestic varieties of capitalism (Hall and Soskice, 2001).  

Firms in coordinated market economies, such as Germany, utilize occupational 

pension plans to support long-term retention of their workforce and reduce the risk of 

competitors poaching their employees.  By offering generous defined benefit pension 

plans, which vest after long waiting periods, these plans “increase the long-term 

investment horizon of firms and strengthen the incentives of employers to invest in the 

skills of their staff members” (Hennessy, 2014a: 15). In contrast, liberal market 

economies, such as the UK, favor defined contribution plans in which the employee bears 

the responsibility for contributing to and managing the investment risks associated with 

the plan. These plans tend to be administered by financial firms separate from the 

employer, and employees’ investments are held by the external entity. In coordinated 

market economies, occupational pension assets are most often held on the balance sheet 

of the sponsoring firm.  

An important consequence of these distinctions, with direct bearing on member 

state preferences toward the Solvency II directive, is that the investment allocation of 

pension assets complements cross-country variation in occupational pension models. For 

example, to help ensure that the distribution commitments of defined benefit plans are 

met, Germany regulates firms’ pension asset investment allocation by limiting the 

percentage of assets held in equities (domestic and international), effectively requiring 

more a conservative and long-term allocation. By contrast, the UK’s “flexible 
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[occupational pension fund] investment rules fit with the comparative institutional 

advantage Britain enjoys in the areas of investment services, asset management, and 

financial product innovation” (Hennessy, 2014a: 60). EU financial regulation of pension 

fund capital requirements and asset allocation is therefore expected to be highly 

contentious among member states, not only because these rules protect distinct forms of 

occupational pension plans, but also because the investment of these assets are central to 

how financial capital is provisioned in domestic economies. British firms rely upon the 

capital that pension funds provide through equity markets, while German firms use 

pension assets held on their balance sheets to make long-term investments.  

The highly institutionalized domestic environments in which insurance and 

pension regimes operate does not make immune to change however. The degree of 

institutionalization results in a different form of institutional change and transfer of 

regulatory authority to the supranational level which is comparatively more gradual and 

leaves intact the core features of domestic welfare states. Institutional layering, in which 

changes are added alongside existing components of an institution, is likely to be 

dominant form of change in a highly institutionalized environment. Hacker (2004) 

demonstrates this pattern of layered reform in the U.S. social security system as 

individual pension plans were added to the central publicly-supported institution. This 

chapter therefore pays close attention to incremental, small-scale shifts in European 

regulatory authority that occurred from 1999-2014 within the insurance and pension 

sectors. Neither the global financial crisis nor the eurozone sovereign debt crisis created 

the permissive conditions necessary for a major shift in the balance of domestic-

supranational supervisory authority.  
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Yet, significant incremental institutional changes have occurred in both sets of 

institutions. The Solvency II Directive regulating the insurance sector86 and the proposed 

Institutions for Occupational Retirement Provision (IORP) II Directive are both prime 

examples of a process of institutional layering. Each directive retains the extant 

supervisory authority of domestic regulators, but adds new supranational regulatory 

requirements for which domestic firms and supervisors are accountable. This chapter 

traces the reforms in each sector in turn, and demonstrates how entrenched social 

institutions produced a particular gradation of institutional change. The conclusion 

evaluates the state of European regulatory supervision in pensions and insurance, 

assuming both directives are implemented as planned by 2017, and hypothesizes about 

the future trajectory of supervisory integration and what political conditions and 

mechanisms may shape it. 

 

Diversity and Interdependence in European Insurance Markets 

 By virtue of its business model, the insurance industry plays a central and 

multifaceted role in all European economies. Through the issuance of insurance contracts 

(e.g. life, property, casualty, private health), insurance companies function by pooling 

individual risk exposures and offering insurance against losses at lower premiums than 

would be possible on an individual basis. Contracts are provided to individuals, either 

directly or through employers, as well as to the commercial market. Although insurance 

contracts generate profits for insurance firms, they are considered liabilities as they raise 
                                                           

86 Directive 2009/138/EC of 25 November 2009 on the taking-up and pursuit of the 

business of insurance and reinsurance (Solvency II directive). 



154 
 

the potential risk of needing to cover policyholders for their losses. Insurance firms hold 

significant financial assets that serve as back up for these liabilities. In this capacity, 

insurance firms represent among the largest institutional investors within European 

financial markets and are subject to risks caused by market volatility. For example, 

primary and reinsurance firms in Germany had an investment portfolio of nearly €1.4 

trillion in 2013, while the comparable UK figure was €2.2 trillion.87  

This dual role, as supplier of social and corporate protection, as well as financial 

capital, embeds the insurance industry within multiple domestic political and economic 

institutions. This includes a high level of interaction with domestic pension plans, which 

commonly places them under joint regulatory supervision at the domestic and 

supranational level. The source of this connection is twofold. First, life insurance – 

usually the largest segment of domestic insurance markets – and pension plans often 

serve as complementary or competing long-term individual savings vehicles. Individuals 

pay into life insurance plans, which either distribute benefits upon death or are structured 

as annuities, paying regular fixes amounts over defined time periods. Second, there is a 

growing pattern of insurance companies becoming investors in pension plans themselves. 

Pension plans are seen as stable assets that provide capital to backstop insurance 

                                                           
87 Gesamtverband der Deutschen Versicherungswirtschaft e.V (Germany Insurance 

Industry Association), Statistical Yearbook of German Insurance 2014 (2014: 1); and Association 

of British Insurers, UK Insurance Key Facts 2014 (2014: 15). Note: exchange rate based on 

December 31, 2013 weekly rate of 1.20 GBP/EUR. 
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companies’ liabilities.88  From a regulatory perspective, this creates an overlapping 

sphere of activity. Both pensions and insurance provide common long-term savings 

products. To guarantee these products, both must also have sufficient capital and be able 

to appropriately manage the risk of asset value fluctuation.  

The role of insurance companies, as well as pension funds, as institutional 

investors is a key dimension that differentiates the UK from continental European 

economies and shapes preferences for new regulation. Insurance and pension funds 

represent a key source of capital and liquidity for the Anglo-Saxon model of market-

based financing. Companies in the UK predominately raise capital through equity and 

corporate bonds. In contrast, much of the insurance assets in coordinated market 

economies (CMEs), such as Germany, are provided as loans to credit institutions (banks). 

These loans are used by banks to finance small- to mid-sized companies within the 

domestic economy. Data from the UK and Germany demonstrate this stark contrast. In 

2007, before the financial crisis, 36% of UK insurance fund assets were invested in 

equities. This subsequently declined to 29% in 2013 as funds shifted their portfolios to 

less risky investments. By contrast, equities as a share of insurance fund asset allocation 

has never been above 4% in Germany and was 3.4% in 2013. Loans to credit institutions 

and states were the largest segment of German insurance fund investments representing 

24% of their portfolios in 2013. Government- and mortgage-backed bonds and real estate 

                                                           
88 For an example of this trend, see Collins, M. et al. ‘Insurers get shot at $3 trillion in 

Hatch’s pension plan’, Bloomberg News, August 7, 2013. Accessed online: 

http://www.bloomberg.com/news/articles/2013-08-07/insurers-get-shot-at-3-trillion-in-hatch-s-

pension-plan [July 2015].  

http://www.bloomberg.com/news/articles/2013-08-07/insurers-get-shot-at-3-trillion-in-hatch-s-pension-plan
http://www.bloomberg.com/news/articles/2013-08-07/insurers-get-shot-at-3-trillion-in-hatch-s-pension-plan
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were also significant.89 Institutional investors represent a crucial source of financial 

capital in both economies; but the channels through which capital is provided is a 

fundamental difference between Anglo-Saxon economies and coordinated market 

economies. 

These institutional differences in the provision of capital have complements in 

domestic regulatory and supervisory structures. Broadly speaking, coordinated market 

economies apply more social regulation to their insurance and pension markets than do 

liberal market economies. Social regulation in the insurance and pension sectors “aims to 

insert ‘social’ elements into the market…by defining and securing benefits standards (e.g. 

by establishing minimum benefits or requiring guaranteed returns on capital” (Leisering, 

2011: 213). In practice, this means there are quantitative restrictions on the composition 

of investments made by insurance and pension funds. Not only does this provide security 

to individual beneficiaries and policyholders, but regulating toward a conservative 

approach to asset allocation helps assure that capital is available for loans to credit 

institutions and thereby to businesses. By contrast, the UK adheres to principles of self-

regulation in its insurance and pension markets (Majone, 2011: 38-40). These principles, 

also referred to as “prudent person rules”, provide fewer standards for capital 

requirements or restrictions on investment. This shifts the risk of market volatility both to 

insurance and pension funds, as well as to their individual beneficiaries.  

                                                           
89 Figures from Gesamtverband der Deutschen Versicherungswirtschaft e.V (Germany 

Insurance Industry Association), Statistical Yearbook of German Insurance 2014 (2014: 16); and 

Association of British Insurers, UK Insurance Key Facts 2014 (2014: 15). 
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A pronounced development in insurance markets across liberal- and coordinated-

market economies is that many firms are increasingly operating across borders within the 

EU and, to a lesser extent, in other international markets. This development provides 

regulatory and supervisory challenges for both home and host countries. 

Internationalization of the European insurance sector takes two related forms. First, as a 

result of Single Market “passporting” laws within the European Economic Area90, a 

significant proportion of premiums are written outside of insurers’ domestic markets. In 

2012, 29% of gross written premiums were written by European insurers in non-domestic 

EU markets and a further 7% outside of the EU (Schoenmaker and Sass, 2014: 15). 

Second, in order to pursue business outside of domestic markets, European insurers are 

increasingly opening subsidiaries and branches in other EU host countries and conducting 

activity through these foreign entities (Figure 4.1). Subsidiaries and branches have 

different legal character, with the former being a distinct and registered legal entity 

within the host country, while branches typically remain part of the legal structure of the 

parent company. The increase in non-domestic EU insurance branches confers economic 

advantages to insurance firms. Beyond providing a market presence in new countries to 

pursue new business, branches have lower barriers to entry, as the legal, governance and 

tax requirements are generally less than opening a subsidiary. Another primary benefit of 

branches relative to subsidiaries is that they allow for greater flexibility in the movement 

of capital between the branch and the parent company. 

 

                                                           
90 The applicable directive for the insurance market for EEA passporting is Directive 

2002/92/EC on insurance mediation. 
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Figure 4.1. Total insurance business by the number of branches in the EU (as a %) 
(Shoenmaker and Sass, 2014: 30). 

 

The growth in insurance branches across the EU exemplifies the supervisory 

challenge facing European regulators. The International Association of Insurance 

Supervisors (IAIS, 2013: 5) notes that “a centralized organization structure that operates 

through branches outside the home jurisdiction is able to transfer funds from healthy 

entities to a troubled entity, or draw on excess capital from the host jurisdiction.” While 

this may be beneficial for the financial management of a particular firm, it poses 

coordination challenges for supervisors within the EU. First, the fluidity of capital 

between parent and branch (and home and host country) means that it is difficult for 

member states that have higher levels regulation on assets required to back commitments 

(liabilities), or restrictions on how those assets may be invested, to ensure firms operating 

within their borders are compliant. For example, if the UK-based Aviva operated a 

branch in Frankfurt, German supervisors would face challenges guaranteeing that assets 

held in its local branch were sufficient to back its liabilities and could be accessed when 

necessary to protect German policyholders.  
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The second challenge presented by the discrete issue of transferability of assets 

relates to solvency and systemic risk mitigation. With the potential for decentralization of 

an insurance group’s assets across member states, it is hard for either home or host 

country supervisors to get an accurate picture of an insurance group’s fiscal health. 

Solvency risks to systemically important insurers, such as Axa or Allianz, would 

destabilize the home country’s economy and would likely cause contagion in other host 

countries. An inability to get a complete picture of these firms’ financial well-bring 

therefore represents a significant potential risk to the European economy.91 

These gaps in supervisory coordination among member states, produced by the 

diversity in domestic insurance institutions and exacerbated by their increasing 

internationalization, strongly resemble the factors that led to the pan-European spillover 

effects during the initial stages of the eurozone banking crisis. Supervisors were unable to 

identify systemic risks to international banking firms because assets were distributed 

among member states; and EU supervisory institutions proved inadequate in coordinating 

multilateral reviews between national competent authorities. When banks faced solvency 

issues, uncoordinated actions by home and host country supervisors produced unintended 

economic consequences across member states. For example, the Irish government’s 

guarantee on retail bank deposits in 2008 caused a ripple effect across other European, 

                                                           
91 The lack of international supervisory coordination between U.S. and European 

regulators over AIG is often cited as contributing to insufficient monitoring and reporting of its 

investments, particularly related to credit default swaps. For example, see Gerth, J. ‘Was AIG 

watchdog not up to the job?’, Propublica, November 10, 2008. Accessed online: 

http://www.propublica.org/article/was-aig-watchdog-not-up-to-the-job [July 2015]. 

http://www.propublica.org/article/was-aig-watchdog-not-up-to-the-job
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forcing them to make similar commitments or risk capital flight. These uncoordinated 

decisions contributed directly to the systemic stability of the eurozone in the months that 

followed. 

The comparability between the two regulatory institutional environments – 

banking and insurance – before recent reforms to the former, has led some analysts to call 

for a version of a European insurance- or capital markets- union (e.g. Schoenmaker and 

Sass, 2014; Véron, 2014). Why neither emerged during the crisis to displace preexisting 

institutions can largely be explained as a result deeply rooted domestic socio-economic 

institutions, control over which member states were unwilling to cede to the Commission. 

Furthermore, whereas the global financial crisis evolved into a more severe European 

sovereign debt crisis in the banking sector that lasted for another four years, the period of 

heightened contingency in the insurance and pensions sector was comparably short. This 

curtailed efforts by the Commission to affect more significant or rapid changes to the 

distribution of regulatory authority. 

 

Layering and the Distribution of European Insurance Supervision 

 The insurance industry has long been the least developed and institutionalized 

pillar of financial supervision in the European Community. Regulatory integration also 

lagged comparable developments that occurred in the banking and securities sectors with 

the formation of the Single Market. Until the Lamfalussy process introduced the 

Committee of European Insurance and Occupational Pensions Supervisors (CEIOPS) in 
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200492, coordination of multilateral European insurance supervision and regulation was 

the responsibility of two institutions – the Insurance Committee (IC) and the Conference 

of Insurance Supervisory Authorities of the Member States of the European Committees 

(hereafter “the Conference”.) The IC, established in 1992, provided a policy advisory 

function to the Commission on the technical application of existing regulation across the 

European Community. 93 It was chaired by a member of the Commission’s Financial 

Institutions Directorate with membership consisting of representatives from national 

competent authorities. Notably absent from the IC’s authority was the ability to “consider 

specific problems relating to individual insurance undertakings” (Article 3(2)). The IC 

had no supervisory responsibilities for individual insurance firms; it was a purely a 

technical rulemaking advisory body.  

From 1957 until 2004, supervisory coordination among member states was a 

function of the Conference of Insurance Supervisory Authorities of the Member States of 

the European Committees. The Conference was neither attached to any EU institutions 

nor was it a recognized institution under public international law. The primary output of 

the Conference was the generation of “protocols,” which were effectively memoranda of 

understanding between national supervisors, specifying rules and procedures of 

operations between home and host countries. Because the Conference had no legal 

personality, the protocols and agreements reached by national supervisors were not 

                                                           
92 Commission Decision 2004/9/EC of 5 November 2003 establishing the European 

Insurance and Occupational Pensions Committee 

93 Council Directive 91/675/EEC of 19 December 1991 setting up an insurance 

committee 
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considered legal instruments (EC, 2000: 27). European insurance supervision pre-

Lamfalussy was therefore primarily institutionalized through a series of non-binding 

bilateral and multilateral agreements made within a forum that had no legal standing.  

Over the two decades preceding the development of Solvency II, the Commission 

issued a number of directives attempting to clarify supervisory responsibilities for the 

insurance sector.94  The directives reveal the extent to which member states controlled 

supervisory authority in this area and how this local authority restrained institutional 

developments to include only limited new coordinating functions between national 

supervisors. With the formation of the European Economic Area (EEA) in 1992, which 

enabled the passporting of financial services across member states, the Commission 

adopted the Third Non-Life Insurance Directive, which specified that insurance firms “be 

subject to the grant of a single official authorization issued by the competent authorities 

of the member state in which an insurance undertaking has its head office.”95 This meant 

that licensing and supervision of an insurance firm would be conducted by national 

competent authority in which the firm was home-based. The Directive further specified 

that authorization of an insurance firm (i.e. passing supervisory inspection) by the home 

country allowed the firm to conduct business within other member states of the EEA.  

                                                           
94 Directives establish common goals for member states, but do not legislate how 

countries choose to implement policies to achieve them.  

95 Council Directive 92/49/EEC of 18 June 1992 on the coordination of laws, regulations 

and administrative provisions relating to direct insurance other than life assurance and amending 

Directives 73/239/EEC and 88/357/EEC (third non-life insurance Directive). 
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In the mid-1990s, the Conference conducted a self-assessment of existing 

supervisory practices, particularly as they related to solvency of insurance groups within 

the EEA (Müller et al., 1997) The report found no systemic issues with the current 

system of domestic supervisory coordination or with the original solvency requirements 

established in 1973 (Solvency I), but did observe that the group did not possess “a 

theoretically exact scientific definition of the solvency rules, mainly relying on empirical 

market observations instead” (Müller et al., 1997: 3). This led the Conference to establish 

a new protocol (the “Helsinki Protocol”) in 2000, which provided guidance on 

supervisory accounting standards for measuring solvency for insurance groups operating 

across borders (the Conference, 2000). The Helsinki Protocol also recommended the 

establishment of “coordination committees” (Co-Cos) for international insurance groups, 

composed of national supervisors from each member states in which the group operated.  

The findings of the Müller Report and provisions in the Helsinki Protocol masked 

the degree of domestic divergence in insurance regulation and supervision among 

member states, particularly with respect to the capital requirements of home-based 

insurers. The social regulation in European coordinated market economies established 

more stringent requirements on the levels of capital insurers were required to hold. The 

terrorist attacks of September 11, 2001 prompted a renewed focus on the solvency of 

insurers by the Commission, as the losses – now estimated at $42.7 billion (in 2013 

dollars)96 – threatened the solvency of many insurers, including in the EU. The 

Commission contracted with accounting firm KPMG to assess the methodologies used to 

evaluate insurance group solvency within the EEA (KPMG, 2002). This marked one of 

                                                           
96 http://www.iii.org/fact-statistic/terrorism  

http://www.iii.org/fact-statistic/terrorism
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the early developments of, and references to, the “Solvency II” project. Among its 

findings, the report emphasized that 

Member States are allowed a high degree of freedom to establish more stringent 
rules for the undertakings they authorise…The flexibility allowed has resulted in 
some countries having a solvency regime that is superequivalent, i.e. 
implementation of rules over and above the minimum required by the EC 
directives. The ability to set additional capital requirements, combined with the 
freedom to determine the rules governing the valuation of assets and liabilities 
for regulatory purposes, has led to significant differences in approach adopted 
towards prudential supervision between Member States. (KPMG, 2002: 2) 
 

The report identified two important points of divergence between member states. First, 

variation existed in the capital requirements across member states meaning that an 

insurance group headquartered in a state with less stringent capital requirement could 

operate in other European markets without having to meet the host country equivalent 

standards. More fundamentally, the report also highlighted that member states employed 

different accounting standards for measuring solvency. Insurance groups could exploit 

discrepancies in countries’ accounting practices, and the lack of coordinated multilateral 

supervision, by employing tactics such as “double gearing.” Double gearing occurs when 

insurance firms use the same capital resource more than once within its group to meet 

solvency requirements across member states (Swain and Swallow, 2015: 8).  The 

combined differences in regulatory requirements and systems of evaluation across 

member states generated high levels of complexity and opacity in the monitoring of a 

group’s potential solvency risks.   

Despite the systemic risks caused by this variation among member states, 

differing regulatory, supervisory and accounting standards within the insurance sector 

were deeply embedded into the political economic institutions of member states and 

proved highly resistant to change. As a large source of institutional investment, the 
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movement of capital within an insurance group, or between insurers and the banking and 

securities markets, was predicated upon a common understanding of the domestic rules 

governing these financial institutions. Other financial intermediaries, such as credit rating 

agencies or stock exchanges, had also adapted their reporting practices based on 

experience with local solvency standards and regulation. Thus, the effort by the 

Commission that began in the early 2000s to develop new, common solvency standards 

across the EU unfolded into a political process that lasted nearly 15 years before the final 

implementing standards of Solvency II were agreed upon in October 2014. 

 Comparable to the European banking sector, there was minimal 

institutionalization of EU-level insurance regulation or supervision during the period 

from when the Lamfalussy framework was applied to the sector in 2004 through the 

beginning of the financial crisis in 2008. The Lamfalussy process converted the IC and 

the Conference into two new institutions, both with EU legal standing.97 The European 

Insurance and Occupations Committee (EIOPC) replaced the IC as the body responsible 

for advising the Commission on implementing measures for new insurance and 

occupational pensions directives, while CEIOPS became the new institution responsible 

for supervisory coordination among member states. Both EIOPC and CEIOPS continued 

the work program of their predecessors with minimal change in their responsibilities or 

authorities. Supervision of international insurance groups was managed by the 

                                                           
97 2004/9/EC: Commission Decision of 5 November 2003 establishing the European 

Insurance and Occupational Pensions Committee; and 2004/6/EC: Commission Decision of 5 

November 2003 establishing the Committee of European Insurance and Occupational Pensions 

Supervisor. 
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cooperation committees and operated under the Helsinki Protocol until CEIOPS issued a 

revised set of guidelines in 2005 (CEIOPS, 2005). However, these guidelines provided 

very generic information for the Co-Cos, such as suggestions on how to prepare for 

committee meetings98 and example questions which supervisors might consider.   

Political development of Solvency II therefore occurred within an EU institutional 

environment, in which actors had little experience coordinating and advancing small- or 

large-scale regulatory changes. Extensive re-regulation at the European level had only 

occurred in the securities market. This lack of coalescence around EIOPA prior to the 

financial crisis provided antecedent institutional conditions comparable to the banking 

sector. Between 1973-2007 insurance supervision and regulation in the EU experienced a 

very gradual process of incrementally layering new coordinating and information sharing 

mechanisms atop the original Solvency I directive. With a weak EU supervisory 

environment, similar to the banking sector prior to the crisis, the comparable lack of 

institutional change in the insurance industry resulting from crisis marks an important 

point of variation in this study. It points to variable effects of the financial- and the 

eurozone-crisis on the insurance sector, as compared to the banking industry, as the likely 

source of difference. 

                                                           
98 Examples include “Thorough preparation is essential in order to accomplish relevant 

and fruitful discussions and conclusions” (p.6); and “Language may be a practical interference in 

the smooth cooperation and exchange of information within the Co-Co. For example, reports or 

other information from the insurance group which are relevant to all Co-Co members may be 

submitted in a language not understood by all Co-Co members” (p.7).  



167 
 

Although the European insurance sector became more internationalized than 

banking and did so within a regulatory environment characterized by a high degree of 

variation among member states, most assessments of the financial crisis concurred that it 

“hit the insurance industry in a less dramatic way than the banking industry” (Masciandro 

and Quintyn, 2010: 3). As a large source of institutional investment, the financial crisis 

caused a significant loss in insurance firms’ assets. The ECB estimated that major 

European insurers experienced a 17% decline in equity between January and September 

2008 alone (ECB, 2008). Despite these losses, evidence indicates that the insurance and 

pensions sectors were comparatively less affected by the downturn in global equities and 

may have in fact had a stabilizing effect on the financial markets. A central reason for 

this is both insurance and pension funds tend to have longer-term investment horizons, 

and “thus have the capacity to hold a relatively large part of their investments to maturity, 

which helps the system withstand short-term shocks” (Schich, 2009: 2).99 Insurance firms 

that were most negatively impacted by the crisis were those, such as Fortis, with larger 

proportions of investments or insurance contracts in various complex financial 

instruments (e.g. insurance against credit defaults) that were more susceptible to market 

pressure. However, more traditional life- and non-life insurers held their assets through 

the crisis and corresponding market recovery. As a result, no European insurer was under 

serious threat of default due to the crisis. 

                                                           
99 Bloomberg estimated that the global insurance write-downs and losses from 2007-2008 

were $261.2 billion compared to $1,102.3 billion in the banking sector. As quoted in Schich 

(2009: 19). 
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The soft landing of the insurance sector following the financial crisis explains the 

minimal focus on reforming EU supervision of the industry and the prolonged process of 

layered changes in the years following the crisis. Despite the short-term losses to asset 

values, the crisis failed to generate the political conditions necessary for policymakers to 

consider redistributing supervisory authority toward multilateral institutions. In other 

words, the productive conditions necessary for a critical juncture in European insurance 

supervision were not present. Neither the Commission nor another EU actor, such as the 

ECB, were able to successfully exert influence during the period of heightened 

contingency.  

The financial crisis, and the insurance sector’s comparative resiliency, may have 

in fact generated positive feedback to actors already engaged in Solvency II negotiations 

that existing models of domestic supervision were sufficient. This was precisely the 

conclusion of the German Insurers Association, which in 2013, in the midst of Solvency 

II negotiations, argued that “insurance supervision has proven to be successful during the 

financial market crisis” and that “the major goal of the German insurance industry with 

respect to the reorganisation of supervision is therefore that the reform of banking 

supervision does not impair the functionality, quality or standing of insurance 

supervision.”100 Unlike the experience in the European banking sector, which by 2013 

had spiraled into a severe crisis, the lesson from the global financial crisis for European 

insurers was that existing domestic regulation and supervisory institutions were 

                                                           
100 GDV (2013: 16). “The positions of German insurers, 2013.” Accessed online: 

http://www.en.gdv.de/wp-content/uploads/2013/05/GDV_Positions_of_german_insurers [March 

2016]. 

http://www.en.gdv.de/wp-content/uploads/2013/05/GDV_Positions_of_german_insurers
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sufficiently robust to withstand the exogenous shock. This limited the political agency of 

the Commission to effect significant changes to European insurance regulatory 

institutions during and in the aftermath of the crisis.  

 

Solvency II and Pension Protection 

“Now I know what childbirth prepared me for: Solvency II. It is almost as 

agonizing.”101 This quip from a key EU parliamentarian followed a 2013 agreement to 

postpone implementation of the Solvency II Directive until January 2016, with some key 

provisions not coming into force until the early 2030s.102 The sentiment reflected a 

political process that was notable for the multiple revisions and implementation delays to 

the directive, in part due to the financial crisis and the development of the European 

System of Financial Supervision that intervened in its development, but more directly as 

a result of member states’ resistance to changing their domestic systems of social and 

business insurance. Tracing the revisions and debate over the directive and its technical 

implementing measures between its original 2009 adoption and the final agreement on its 

implementing measures in late 2014 demonstrates that insurance systems are a highly 

institutionalized segment of domestic European economies with variances across 

countries generating strong preferences toward proposals for multilateral regulation and 

                                                           
101 Sharon Bowles, chairwoman of the European Parliament’s monetary affairs 

committee, as quoted in Gray, A. ‘Insurers Welcome Solvency II deal’, Financial Times, 

November 15, 2013.  

102 Directive 2013/58/EU of 11 December 2013 postponing the application date of 

Solvency II. 
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supervision. Proposed changes to these systems, including capital requirements and 

greater EU-level supervision, were met with an array of criticisms from the insurance 

industry and domestic supervisors.  

In a political environment that remained constrained despite the financial crisis, 

intergovernmental negotiations over Solvency II were marked by member states seeking 

to protect domestic interests. Objections to the directive were pronounced over proposals 

that sought to apply the capital requirement and supervisory practices of Solvency II to 

states’ occupational pension plans. Pension plans, a key pillar of the domestic welfare 

state, are among the most protected and inert institutions in the political economy due to 

high levels political opposition to reforms, as well as extensive institutional 

complementarities (Pierson, 2001). Member states voiced significant opposition to any 

perceived loss of authority over the domestic management of these plans. Negotiations 

over Solvency II from 2007-2014 resulted in a reduced scope, limiting application to the 

insurance sector, and also further weakening many of the implementing standards. While 

Solvency II marked a layer of supranational institutional reform to the insurance sector, 

pension systems were left untouched. Reflecting this lack of progress, the chairman of 

EIOPA observed in 2015 that “the European pensions landscape of today reminds me of 

an impassible forest with diverse flora.”103 

 Solvency II and the regulation of occupational pensions became intertwined due 

to a specific technical provision in the 2003 directive on the activities of institutions for 

                                                           
103 Speech by Gabriel Bernardino, ‘European pensions: regulatory achievements and the 

way forward’. PensionsEurope Conference, June 24, 2015.  
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occupational retirement provision (IORPs).104 The primary intention of the IORP 

directive was to facilitate the provision and management of occupational pension plans 

across borders within the Single Market. Specifically, it allows pension fund companies 

to operate plans for companies based in other EU countries. It also permits businesses 

that have subsidiaries in other countries to utilize a single plan for all its employees 

irrespective of where they are employed. The directive explicitly reaffirms that “in 

accordance with the principle of subsidiarity, member states should retain full 

responsibility for the organisation of their pension systems as well as for the decision on 

the role of each of the three "pillars" [public, occupational and personal pension] of the 

retirement system in individual Member States” (Recital 9). However, the directive 

includes broad provisions on minimum capital requirements that were designed to 

safeguard against pension plan insolvency. To achieve this, Article 17 of the IORP 

directive refers to life insurance plan solvency requirements as the technical formula for 

measuring capital funds adequacy of IORPs. Any changes to the capital requirements, or 

calculation thereof, for life insurance would also impact solvency requirements for 

IORPs.  

 As proposed by the Commission in July 2007, Solvency II introduced new capital 

requirements, as well as new measures for insurance group supervision and risk 

management, and related reporting and disclosure requirements. 105 The directive also 

instructed the Commission to “develop a proper system of solvency rules concerning 

                                                           
104 Directive 2003/41/EC of the European Parliament and of the Council of 3 June 2003 

on the activities and supervision of institutions for occupational retirement provision. 

105 COM/2007/0361 final. 
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institutions for occupational retirement provision” (Recital 138). Shortly after introducing 

the proposed directive, the Commission launched a public consultation to explore 

whether to apply Solvency II capital requirements to IORPs. Responses reflected a high 

degree of consensus among member states, and importantly between the UK and 

Germany as the two largest pension markets, that capital requirements should be 

considered distinctly for the insurance and occupational pensions sectors. The UK 

Department for Work and Pensions warned that “the unintended consequences of a more 

onerous funding regime would have effects across the EU. Most of the largest listed 

European companies have sizeable pension obligations. The additional costs for major 

employers in many EU countries would likely affect employment and investment 

adversely, as well as inducing major disruptive shifts in occupational pension scheme 

structures.”106 Allianz, the largest German insurance firm and a major provider of 

occupational pensions, stressed that insurers and occupational pension providers 

warranted distinct solvency requirements because IORPs could rely on compulsory 

memberships (i.e. employees have to contribute), whereas insurance policies could be 

cancelled by consumers more readily. Steady contributions allowed IORPs to employ 

long-term investment strategies for their assets that were less sensitive to market risk, and 

                                                           
106 ‘UK Department for Work and Pensions response - European Commission 

Consultation on Solvency in Pension Funds’, March 17, 2009, p. 3. Accessed online: 

http://ec.europa.eu/internal_market/consultations/2008/occupational_retirement_provision_en.ht

m [August 2015]. 

http://ec.europa.eu/internal_market/consultations/2008/occupational_retirement_provision_en.htm
http://ec.europa.eu/internal_market/consultations/2008/occupational_retirement_provision_en.htm
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therefore should have less stringent capital requirements than insurance firms.107 With 

broad agreement among member states, the Commission agreed to consider solvency 

requirements for IORPs as a distinct regulatory and political process.  

However, the changes proposed by Solvency II to capital requirements and their 

applicability for the insurance sector alone proved highly contentious and delayed 

implementation of Solvency II for over five years. Capital requirements for the insurance 

sector were proposed across two dimensions. First, insurers were required to hold 

sufficient capital to guard against solvency risks. The Solvency Capital Requirements 

(SRC) provided two alternative methods for calculation – insurers could adopt a standard 

formula applicable to all EU insurers, or they were allowed to develop an internal 

formula subject to approval by the group’s supervisor. The latter option was considered 

more advantageous and less restrictive to insurers because the formula could be tailored 

to an insurer’s specific assets and liabilities; but developing a proprietary formula and 

getting it approved by supervisors required significant time and cost. The second set of 

capital regulations related to the composition of insurance fund investments. Specifically, 

the proposals on the “quality” of investments required insurers to “hold capital against 

market risk (i.e. fall in value of insurers’ investments).”108 Investments held in assets 

                                                           
107 Allianz Global Investors, ‘Consultation of the European Commission on the 

Harmonisation of Solvency Rules applicable to Institutions for Occupational Retirement 

Provision (IORPs) covered by Article 17 of the IORP Directive and IORPs operating on a cross-

border basis’, March 17, 2009, pp. 2-3. [Accessed with above.] 

108 European Commission, Memo/07/286, ‘Solvency II: Frequently Asked Questions 

(FAQs)’, July 10, 2007. 
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subject to greater market volatility would need to be backstopped by insurance funds 

holding a proportional amount of conservatively-invested capital.  

 The proposed “quality of capital” requirements regulating market risk in insurers’ 

investment portfolios drew the strongest opposition from the UK. These expressed 

preferences are consistent with a varieties of capitalism approach, which would expect 

Britain to protect its liberal, market-based financing system. With insurance funds 

providing a comparatively significant portion of institutional investment in domestic 

equity markets (typically considered more volatile assets), these requirements would 

force insurers change their asset allocation, but could also disrupt an important supply of 

capital into UK financial markets. Emphasizing this potential effect, British insurers 

warned they might not able to contribute a planned £2 billon toward public infrastructure 

projects because of the new capital requirements.109 Prudential, the UK’s largest insurer, 

also publically threated to relocate to Asia because of fears that the EU might not 

recognize foreign country – and particularly the U.S. – regulatory regimes and capital 

requirements as being equivalent.110 This would force overseas subsidiaries to comply 

with EU capital standards, which as proposed were more stringent than most all OECD 

countries.  

 Germany joined the UK to express a more narrow concern with the quality of 

capital requirements as they pertained to a key component of their insurance and social 

                                                           
109 Pickard, J., et al. ‘Insurers Warn on EU Threat to Investment Plan’, Financial Times, 

March 2, 2012.  

110 Gray, A. ‘Cameron Joins Insurers’ Fight Against New EU Rules’, Financial Times, 

March 8, 2012.  
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welfare system. Although German insurance funds are less invested in equities, a primary 

line of business for the life insurance (and supplementary pension) market is the issuance 

of annuity-type contracts, such as Pensionkasse, that guarantee a financial distribution 

once beneficiaries reach an eligible age. This type of private defined benefits plan 

represents an important and growing segment of the German welfare state (Ebbinghaus, 

Gronwald and Wiss, 2011: 124-132). Given their guaranteed benefit to policyholders, 

Pensionkasse and other annuity-type products, are treated as long-term liabilities on the 

books of insurers. Insurers often hold comparable long-term assets with higher potential 

rates of return, such as corporate bonds, to back the annuity liability. At issue was that, 

under the quality of capital requirements, corporate bonds and other higher-yield 

investments are considered riskier investments and require insurers to carry more capital. 

German insurers were particularly concerned “that many of the proposed regulations did 

not work or did not work as planned under the current low-interest-rate conditions. In 

particular, insurers will hardly be able to provide their customers with long-term 

guarantees, as is typical for German life insurance.”111 With interest rates of less-risky 

assets, such as German bonds, at historical lows (and other European sovereign debt not 

considered safe), German insurance funds were concerned they would be unable to 

simultaneously meet obligations to policyholders and EU quality of capital regulation.  

 Strong member state preferences toward these technical provisions continually 

delayed Solvency II’s implementation. Between 2005 and 2013, CEIOPS and later 

EIOPA conducted six quantitative impact studies and drafted over 4,000 pages of 

                                                           
111 GDV (Association of German Insurers), ‘Key Positions: Solvency II’, September 9, 

2013. Accessed online: http://www.en.gdv.de/2013/09/solvency-ii-2/ [August 2015].  

http://www.en.gdv.de/2013/09/solvency-ii-2/
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technical advice on the implementing measures (EC, 2014: 1). Many of these studies and 

reports were designed to address specific member state concerns. A 166-page document 

from the EIOPA on “technical findings on the long-term guarantees assessment” 

(EIOPA, 2013a) proposed loosening and delaying implementing requirements related to 

annuities and other “long-term guarantee” insurance products. Insurers were granted 

sixteen years following the implementation of the directive in 2016 to phase-in new 

capital requirements to backstop these guaranteed commitments. An additional 

concession was made to the German position by allowing capital requirement levels for 

annuities to be based on “extrapolations” of future interest rate levels.112 In other words, 

if interest rates were projected to remain low creating pressure on the types of assets 

insurance funds held to meet their commitments, EU capital requirements would be 

adjusted to reflect this economic environment.  

Core British objections to the implementing measures were also addressed in the 

final regulation.113 Multiple delays to implementation allowed time for large insurers to 

develop and receive supervisory approval for independent capital requirement formulas, 

rather than having to adopt the common EU standards. EIOPA, responsible for drafting 

the technical implementing measures, also softened their position on the quality of capital 

requirements related to insurance fund equity investments. Introducing a mechanism 

                                                           
112 Gray, A. and Barker, A. ‘Insurers welcome EU solvency deal’, Financial Times, 

March 16, 2012. 

113 Commission Delegated Regulation (EU) 2015/35 of 10 October 2014 supplementing 

Directive 2009/138/EC of the European Parliament and of the Council on the taking-up and 

pursuit of the business of Insurance and Reinsurance (Solvency II). 
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referred to as a “volatility balancer,” the implementing measures allow insurers “to 

smooth the impact of a change in the level of equity markets on its capital requirement 

over an appropriate period of time in order to mitigate undue pro-cyclical effects and 

avoid the risk of forced sales in the face of short-term adverse movements in equity 

markets” (EC, 2014: 20). This reflected the insurers’ position that, unlike banks, equity 

investments were typically held over long durations and that capital requirements should 

therefore not fluctuate with short-term financial market cycles. Left undefined in the 

implementing measures was what constituted an “appropriate period of time” for the 

adjustment to remain in effect, potentially providing more flexibility to both insurers and 

supervisors.  

Under the new directive, insurance supervisors are delegated extensive authority 

to establish and review capital requirements giving them a central role in implementation 

of the new regulatory regime. That this delegation of authority did not cause significant 

concern among member states is reflective of Solvency II’s supervisory framework, 

which extended and codified into EU law preexisting supervisory institutions and 

practices. Many of the institutions established in the Helsinki Protocol in 2000 and 

Solvency I were left intact by the Solvency II directive. This included continuation of the 

framework of layered supervision, in which supervision of insurance firms without 

subsidiaries in other member states was left to the “sole responsibility of the home 

Member State” (Article 30). The supplementary layer, established in the Helsinki 

Protocol, of supervising multinational insurers within the EEA by coordination 

committees was institutionalized under Solvency II as formal “colleges of supervisors” 

(Article 248). Comparable to the coordination committees, the supervisory colleges are 
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chaired by a group supervisor from the member state in which the insurance group is 

headquartered (Article 247(2a)). Other participants in the college are representatives of 

domestic authorities in which the insurance group has subsidiary operations.  

Unlike either the banking or securities markets, in which EU agencies have 

supervisory control over systemically important eurozone banks and financial 

intermediaries including credit rating agencies, Solvency II left responsibility for direct 

insurance sector supervision solely with member states. Domestic authorities, either 

acting independently or coordinating with other NCAs through the colleges, are 

responsible for all direct supervisory actions over insurance firms including 

implementation of the Solvency II standards. Because many insurance groups developed 

internal models for evaluating their compliance with the solvency capital requirements, 

domestic supervisors possess significant responsibility for transposing and interpreting 

Solvency II measures.  

This outcome was a function of two unique political conditions related to the 

insurance and pension sectors. First, although the structure and complexity of the 

insurance industry (and to a lesser extent pensions) resembles that of the banking sector, 

with high levels of international operations, fragmented domestic markets and diverse 

lines of business, there is no EU institution comparable to the European Central Bank in 

the insurance market. As discussed in chapter two, the ECB possesses high levels of trust 

and authority due to its technical expertise, administrative capacity and perceived 

independence from intergovernmental politics. Even if the financial crisis had provided 

the political conditions necessary to centralize supervisory authority in a form of 
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European insurance union, it would have been unlikely to occur given no existing EU 

agency has the capacity or authority to assume supervisory leadership. 

Second, the maintenance of preexisting insurance supervisory institutions and the 

degree of protracted bureaucratic politics over Solvency II’s technical provisions reflect 

divergent preferences among member states resulting from historically-distinct varieties 

of capitalism. Insurance and pension firms are unique among the three pillars of the 

financial system in that they provide both social protection and financial capital within 

domestic political economies. Although Solvency II works to harmonize regulatory 

standards across diverse national systems, the directive and its implementing standards 

leave space for supervisory judgement and discretion. This flexibility allows supervisors, 

for example, to determine how long to adjust capital requirements for an insurer based on 

market volatility. For a liberal market economy such as the UK, in which insurance funds 

provide an important source of equity capital, this form of discretion provides supervisors 

some room to adapt their practices to existing domestic institutions.  

EIOPA’s standing and authority as a rulemaking institutions does not appear as 

diminished or threatened when compared to the European Banking Authority, whose 

mandate and authority is now in question with the emergence of the ECB. This is due, in 

large part, to the nascent development of European occupational pension regulation. Left 

unaffected by Solvency II capital requirements, EIOPA and the Commission have now 

returned to the issue of updating the regulatory requirements for occupational pensions.  

While the financial crisis temporarily depressed asset values of pension funds, European 

pension systems face systemic risks due to long-term demographic and economic factors. 

The trend of Europe’s aging population is well-documented. There is an increase of 
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around two million EU citizens aged 60 or older each year, while the number of people in 

prime employment age (20-59) is projected to fall annually for the next decade (EC, 

2012c: 2). With fewer people contributing to pension funds relative to those drawing 

benefits, the fiscal sustainability of pension plans throughout Europe is threatened by 

these demographic changes. Sustained economic weakness following the financial crisis 

throughout the EU also negatively impacts pension plans. High unemployment means 

fewer people contributing to the funds, while budget deficits and lower return on 

investments challenge the solvency of defined benefits plans and annuities which 

guarantee annual payouts to their beneficiaries. 

A 2012 Commission White Paper entitled “An Agenda for Adequate, Safe and 

Sustainable Pensions” provided the political rationale and legal argument for greater EU 

regulatory and supervisory intervention in domestic pension markets (EC, 2012c). The 

paper recognized that “the EU has been addressing very specific issues related to 

pensions in a somewhat fragmented way,” but argued that Article 9 of the Treaty on the 

Functioning of the European Union (TFEU) required the EU to take the provision of 

social protection into account in defining and implementing its policies (EC, 2012c: 8). 

Provided this legal basis, the Commission recommended a range of potential policy areas 

warranting EU action. This included working with member states on raising the eligible 

age for retirement and supporting complementary policies that would enable people to 

work later in life.  

The White Paper also emphasized the growing role of private retirement funds 

relative to public pensions across member states and the need for regulation to support 

their solvency and further development (Figure 4.2). As the most specific of all 
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recommendations in the white paper, the Commission called for a review of the 2003 

IORP Directive “with the aims of further facilitating the cross-border activity for IORPs 

and modernizing their supervision, taking into account different types of IORPs in 

Member States” (EC, 2012c: 13). The Commission in its “call for advice” to the EIOPA 

stressed the scale of the regulatory challenge facing private pensions (EC, 2011). It cited 

the rapid growth of private, defined contribution plans (i.e. plans requiring individuals to 

contribute rather than just receive benefits) since the original IORP directive was drafted. 

Nearly 60 million European citizens now have private defined contribution plans. Unlike 

governmental social security entitlements, no existing EU regulation guarantees the 

benefits of IORPs if people move out of their home country. Cross-border IORPs are also 

extremely rare, representing a challenge both for consumers and employers who may 

want to operate a single plan across multiple member states. Of the 140,000 EU IORPs in 

2011, less than 80 operated across multiple EU countries. For the Commission, these 

statistics signaled that preexisting regulation was insufficient in removing legal and 

administrative barriers to forming a single market for IORPs. 
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Figure 4.2. Actual and projected share of occupational pension funds 
as a percentage of overall domestic pension systems, based on survey 
of 16 EU member states.114 
 
 
In a 515-page response to the call for advice based on extensive market 

consultations, the EIOPA outlined a series of policy positions for the Commission to 

consider in proposing revised IORP regulation. The advice began by noting that a 

significant number of stakeholders did not believe there was sufficient merit for revising 

the 2003 IORP directive; those responses generally held that “it is for the advocates of 

change to demonstrate the need for it, not for change to be the presumption unless 

evidence is provided of its harm” (EIOPA, 2013b: 8). Reflecting this position, the UK 

National Association of Pension Funds argued in its response to the consultation that “the 

Commission should be challenged to substantiate its assertion that the current form of the 

                                                           
114 European Commission, ‘Revision of the Occupational Pensions Fund Directive – 

frequently asked questions’, March 27, 2014.  
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IORP Directive is a key barrier to the growth of cross-border pension schemes.”115 The 

largest association of German private pension funds, the Arbeitsgemeinschaft für 

betriebliche Altersversorgung (AbA), echoed this, commenting that “given the diversity 

of State pension systems, employment practices and taxation regimes across Europe it is 

difficult to see how the facilitation of cross-border activity of IORPs could be one of the 

best ways for the Single Market to support fiscal sustainability and pension adequacy.”116 

These comments cited distinct differences in domestic social and labor laws, as well as 

tax policy, as being the primary barriers to the growth of cross-border IORPs. The 

implication of these positions was that the EU could not reasonably (or legally) re-

regulate the private pensions market because of its embeddedness in other political 

economic institutions.  

Much of the consultation feedback returned to the issue of capital requirements 

and systemic risks for pension funds, and the distinctions with the insurance market. The 

EIOPA in its draft advice proposed adopting a solvency framework it referred to as a 

“holistic balance sheet” approach, which would be applicable to all EU IORPs (EIOPA, 

2013b: 70-73). This concept was designed not only to evaluate the assets and liabilities 

on an IORP’s balance sheet, but also to consider complementary policies and funds that 
                                                           

115 National Association of Pension Funds (NAPF), ‘Response to Call for Advice on the 

review of Directive 2003/41/EC: second consultation’. Accessed online: 

https://eiopa.europa.eu/Publications/Comments/IORP-Cfa-2nd-Response_NAPF.pdf [August 

2015].  

116 AbA ‘Response to Call for Advice on the review of Directive 2003/41/EC: second 

consultation’. Accessed online: https://eiopa.europa.eu/Publications/Comments/IORP-Cfa-2nd-

Response_AbA.pdf [August 2015].  

https://eiopa.europa.eu/Publications/Comments/IORP-Cfa-2nd-Response_NAPF.pdf
https://eiopa.europa.eu/Publications/Comments/IORP-Cfa-2nd-Response_AbA.pdf
https://eiopa.europa.eu/Publications/Comments/IORP-Cfa-2nd-Response_AbA.pdf
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may affect an IORP’s solvency. For example, many employer-sponsored private pension 

plans have recourse to obtain additional funds from the sponsor in cases when the 

pension plan is underfunded. A holistic financial evaluation of IORPs would also take 

into account reserve funds that governments hold to support pension solvency. However, 

the perception among pension funds associations and many domestic supervisors was that 

the holistic balance sheet requirements represented an attempt by EIOPA to apply 

Solvency II standards to occupational pensions.117 These concerns were amplified when 

EIOPA found during its first quantitative impact study of the holistic balance sheet 

approach in 2013 that most private pension funds in the UK, Belgium, Ireland and the 

Netherlands would likely fail the solvency test and thus require pensions to boost their 

reserve capital (EIOPA, 2013c: 7-8).  

 The results of the impact study, likely coupled with the recent experience of 

negotiating the Solvency II directive, pushed the Commission to omit any capital 

requirements from its proposed revisions to the IORP directive made in March 2014.118 

(The directive has not yet been adopted at the time of writing in August 2015.) Countries 

opposing application of new solvency requirements to IORP, including the UK and 

Germany, would likely have had sufficient votes in the Commission to block the 
                                                           

117 For example, see Grene, S. ‘Outcry over IORP ‘advice’’, Financial Times, February 

20, 2012; and Ottawa, B. ‘German pension fund association vows to keep fighting HBS [holistic 

balance sheet]’, Investment & Pensions Europe, March 17, 2015.  

118 Speech from EU Commissioner for Internal Market and Services, Michel Barnier, as 

reported in Sourbés, C. ‘Brussels postpones introduction of pillar one for revised IORP’, 

Investment & Pensions Europe, May 23, 2013. Accessed online: http://www.ipe.com/brussels-

postpones-introduction-of-pillar-one-for-revised-iorp/52577.article [August 2015].  

http://www.ipe.com/brussels-postpones-introduction-of-pillar-one-for-revised-iorp/52577.article
http://www.ipe.com/brussels-postpones-introduction-of-pillar-one-for-revised-iorp/52577.article
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proposed standards. The scope of the revised directive was therefore limited to new 

measures on consumer disclosure, including specifying information required for pension 

plan benefit statements, standards for pension fund governance (i.e. guidance on structure 

and qualifications for managing a fund), and specific measures designed to facilitate the 

transfer of private pension plans across member states. The authority to manage and 

supervise the transfer of pension plans remained a function of the NCAs within the 

relevant member states.  

 Despite the omission of capital requirement standards in the revised IORP 

directive, EIOPA controversially planned to continue “stress tests” and a second impact 

study of EU pension plan solvency, with the latest results to be published in early 

2016.119 These tests will employ versions of the holistic balance sheet approach and will 

be conducted for both defined benefit and contribution plans across 17 EEA states. 

Without applicable regulation to mandate any resulting action by pension funds or 

domestic supervisors, the stress tests can be seen as achieving two objectives for EIOPA. 

First, even without supervisory authority, the published results of the stress tests and 

related impact study provide a visible political mechanism for the EIOPA to facilitate 

regulatory monitoring and supervisory convergence among member states. The stress 

tests are a way for EIOPA to exert soft power absent supervisory authority. Second, the 

tests and impact study help develop and demonstrate a second important qualification for 

EIOPA within the pension sector – its role as the leading technical expert and standards-

                                                           
119 Williams, J. ‘EIOPA ignores industry ire in stress test crusade’, Investment & 

Pensions Europe, June 15. Accessed online: http://www.ipe.com/analysis/analysis/eiopa-ignores-

industry-ire-in-stress-test-crusade/10008189.article [August 2015].  

http://www.ipe.com/analysis/analysis/eiopa-ignores-industry-ire-in-stress-test-crusade/10008189.article
http://www.ipe.com/analysis/analysis/eiopa-ignores-industry-ire-in-stress-test-crusade/10008189.article
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setter within the EU. In a pattern developed during formation of Solvency II, EIOPA 

effectively uses its administrative capacity to generate extensive technical advice, studies, 

and market consultations as a means of fostering political support for its policy 

objectives. With highly diverse domestic systems of pension regulation and supervision 

across member states, establishing it qualification as the sole institution capable of 

monitoring systemic risks and implementing monitoring tools across the EU provide 

EIOPA with unique power relative to domestic pension supervisors. If the pattern follows 

development of Solvency II, EIOPA and the Commission more broadly may utilize the 

stress tests and vast technical advice to slowly force convergence around the new 

standards before layering new binding regulatory standards atop of the revised IORP 

directive.  

 

Conclusion 

 The gradual development of EIOPA soft power, leading to incremental layering 

of EU supervisory authority within insurance and pension markets, represents a unique 

case within this study. Post-crisis institutional developments were not conditioned by 

either extensive market-making integration during the Lamfalussy period or displaced 

through the critical juncture of the financial crisis. Whereas the Committee of European 

Securities Regulators rapidly gained authority through implementation of the Financial 

Services Action Plan, supported by high levels of convergence among member state 

preferences, and the ECB displaced previous institutions in extraordinary political 

conditions caused by the eurozone crisis, EIOPA faces strong resistance to any perceived 

infringement on domestic insurance and pension supervision.  
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With the Solvency II directive adopted and most of the technical standards 

developed and scheduled for implementation, the future role of EIOPA in the new 

supervisory architecture is ambiguous. Like the other supervisory authorities established 

as part of the ESFS, EIOPA is charged with fostering supervisory convergence among 

NCAs. This includes contributing to the “consistent and coherent functioning of the 

colleges of supervisors” and developing a single rule book for the insurance and pensions 

market (Article 8).120 However, the reaffirmation of member states as the primary 

supervisors for insurance firms reduces EIOPA’s supervisory authority to a monitoring 

function, ensuring that domestic authorities appropriately transpose and implement the 

Solvency II standards. With most systemically-important, cross-border insurance firms 

establishing internal capital requirement formulas, which are reviewed and monitored by 

a college of domestic authorities, EIOPA’s supervisory influence is minimal.  

Path dependency and resistance to institutional change have long been understood 

as dominant features of domestic welfare states. However, as Hacker (2004) 

demonstrates in his study of institutional change in U.S. social policy, lack of action by 

domestic authorities to respond to the erosion of social protection provides opportunities 

for policy layering and drift. Demographic and related solvency risks to EU pension plans 

are shifting domestic pension systems toward an increasing reliance upon defined 

contribution plans. The layering of EU occupational pension plans in many ways 

parallels Hacker’s account of the growth of Investment Retirement Accounts (IRAs) and 

                                                           
120 Regulation No. 1094/2010 of the European Parliament and of the Council establishing 

a European Supervisory Authority (European Insurance and Occupational Pensions Authority). 

November 24, 2010. 
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401Ks in the U.S during the 1990s. This shift, as well as the regulatory gap emerging 

with the increasing mobility of the European workforce across borders, presents a 

political opportunity for EIOPA to incrementally gain supervisory authority relative to 

NCAs.  

 In addition to pursuing incremental growth in regulatory authority relative to the 

changing dynamics of domestic pension systems, the EU may also be able leverage its 

existing authority in financial and securities markets to increase its power over the 

insurance and pension industries in their capacity as institutional investors. In a 

communication to the Council in March 2014, the Commission cited a need for over €1 

trillion of investment transport, energy and telecom infrastructure by the year 2020 (EC, 

2014). The communication noted that the financial crisis disrupted the pattern of banks as 

the primary source of long-term capital investment across Europe, and emphasized that 

“the diversification of funding is important in the short run to improve the ability of 

financing, as well as in the long run, to help the European economy sustain future crises 

better” (EC, 2014: 4). Solvency II is recognized in the communication as facilitating 

increased infrastructural investment by insurance funds due to EIOPA’s classification of 

them as less-risky assets. To promote comparable investment by pension funds, the 

communication notes the Commission has asked EIOPA to study the creation of a “29th 

regime” (in addition to the 28 member states) for personal pension funds “whereby EU 

rules do not replace national rules, but are an alternative to them” (EC, 2014: 6). There 

may be no clearer example of the EU attempting to advance a shift in regulatory authority 

through institutional layering than this proposal. Using its power to create a new pan-

European market for personal pensions would strengthen EIOPA’s supervisory authority 
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and may over time erode investment in domestic private pension plans. Such a proposal 

would likely be met with strong opposition from many member states. 

 Finally, by providing a third variation of institutional change across spheres of 

European financial supervision, this case advances and provides support for the main 

theoretical claims of this study. Parallel temporal developments in the banking sector 

provide the most useful contrast. EU-level banking and insurance and pensions 

institutions were the least developed of the three sectors prior to the crisis. The respective 

Lamfalussy coordinating committees were established in 2004, three years following 

creation of the Committee of European Securities Regulators. Both the banking and 

insurance and pensions industries are historically strongly institutionalized and protected 

sectors of European domestic economies. Particularly among coordinated market 

economies, the two industries were often intertwined through the provision of capital 

from insurance and pension funds to domestic banks for their use in financing small- and 

medium- enterprises. As such, the antecedent conditions prior to the financial crisis are 

comparable across both cases.  

The financial crisis – both the initial global market shock and the subsequent 

eurozone sovereign debt crisis – asymmetrically impacted the banking industry as 

compared to the insurance and pensions fund business. Whereas the banking sector crisis 

grew increasingly severe between 2010-2012, asset values in the insurance and pension 

sectors rebounded during this same period. Long-term investment strategies, combined 

with more secure and less elastic revenue sources, protected insurers and pension funds 

from existential threats. In fact, the subsequent rebound of asset values from 2009-2011 

reinforced a perception that existing domestic regulatory structures were adequate and 
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provided positive feedback to member states that these institutions supported the sectors’ 

financial resiliency. Although the critical juncture of the financial crisis did not 

precipitate the displacement of preexisting institutions and a significant shift in the 

distribution of authority, the increased layering of new multilateral regulation 

demonstrates that experience with the banking sector and a heightened sensitivity to 

solvency risks may allow for incremental change to occur over time. Adoption of 

Solvency II and the recently-proposed revisions to occupational and personal pensions 

exemplify this development.   
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CHAPTER 5 

 

CONCLUSION: THE FUTURE OF EUROPEAN  

FINANCIAL REGULATION 

   

The 2008-2009 global financial crisis and the subsequent European sovereign 

debt and banking crises had profound effects on the domestic and international 

institutions charged with governing European financial markets. The twin crises forced 

policymakers to re-evaluate potential risks to the EU’s financial regulatory architecture, 

including its linkages with domestic and other multilateral regulatory institutions. Despite 

broad financial losses in banking, securities, insurance and pensions assets, as well as the 

high profile failures of large European financial firms, post-crisis reforms to European 

financial regulation varied significantly across sectors. What emerged from this acute 

period of crisis and regulatory change was a patchwork system of European financial 

regulation, with multilateral regulatory authority in the banking sector highly 

concentrated among eurozone countries (but notably excluding Britain), and with 

securities, insurance and pensions regulation remaining a shared responsibility between 

member states and the European Commission. 

This study explained these varied outcomes by situating them in the context of the 

historical decisions and events that preceded the global financial crisis. The regulatory 

changes that emerged from the tumultuous period of 2008-2013 were not simply a result 

of addressing functional weaknesses in existing financial regulation and supervision. 

Rather, the historical origins and developments in domestic and EU regulatory 
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institutions in the decade preceding the crisis conditioned policymaking during the 

critical juncture of the twin crises. The period from 1999-2008 was itself remarkable for 

the extensive and varied developments in European financial regulation. EU member 

states sought to capitalize on the global boom in financial securities by rapidly integrating 

the rules governing their domestic financial markets and constructing a single European 

financial securities market. Banks and insurance firms operated increasingly across 

European borders, but grappled with highly fragmented domestic regulatory regimes that 

were only loosely coordinated among member states. The European labor force was 

increasingly mobile, yet many people faced the challenge of holding pension plans that 

were not portable and were subject to local regulatory standards. Historical developments 

across each of these sectors exerted causal effects on the decisions taken by member 

states, the Commission and other actors, such as the ECB, when the crises unfolded. 

This study focused on explaining two key observations in the how European 

financial regulation developed during and in the immediate aftermath of the twin crises. 

First, the resulting distribution of regulatory authority between member states and the EU 

varied significantly across each of the three pillars of regulation – banking, securities, and 

insurance and pensions. The establishment of a banking union in 2013 and the 

corresponding transfer of supervisory authority over eurozone banks from member states 

to the European Central Bank represented one of the most dramatic shifts in regulatory 

authority since the formation of the monetary union. Regulatory reforms to the securities 

sector resulted in a broad expansion in EU rules governing financial markets, products 

and actors; but the authority to supervise their enforcement remained a shared 

responsibility between member states and Commission. European insurance and pensions 
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regulation continued to be the least integrated of the three pillars, with new EU capital 

requirement standards, known as Solvency II, being highly contested by member states, 

and with the authority to supervise insurance and pensions firms remaining squarely in 

the domain of member states. 

 The second primary observation is that institutional regulatory changes within 

each sector progressed at varying speeds and through different political processes. 

Drawing upon Mahoney and Thelen’s (2010) typology of institutional change, post-crisis 

reforms to the banking sector were notable for the rapid displacement of existing 

regulatory institutions at the apex of the European sovereign debt crisis in 2012. Changes 

in the securities, and insurance and pensions sectors progressed more gradually, with new 

rules and standards being incrementally layered atop of existing institutions during the 

five years following the global financial crisis. 

To explain the observed variation along both dimensions, this study utilized the 

theoretical and methodological toolbox of historical institutionalism. It identified and 

tested four temporal-causal mechanisms that were hypothesized to effect the distribution 

of regulatory authority and the mode institutional changes observed across the three 

cases: the role of antecedent institutional conditions in shaping the set of available policy 

options during the period of heightened contingency caused the crises; the emergence of 

a critical juncture leading to conditions of heightened political contingency; the presence 

of a change agent acting instrumentally during the critical juncture and advocating for 

shifting the locus of regulatory authority; and the relative alignment of member state 

preferences toward to the proposed solutions. 
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Each of these mechanisms produces a number of corollaries, which were 

evaluated across cases. The study explained the resulting mode of institutional change 

(i.e. displacement, layering, drift and conversion) observed across sectors by evaluating 

how variations in institutional development during the formative stages of each 

supervisory pillar exerted legacy effects on subsequent changes. Cases in which extensive 

transfer of financial regulatory authority from member states to the EU had occurred 

from 1999-2008 produced positive feedback that militated against displacing them when 

the exogenous shock of the crisis hit. The antecedent conditions in these cases were 

expected to produce positive feedback as firms’ transactional costs of operating across 

borders were reduced, and regulators had more consistent and transparent regulatory 

standards to monitor and enforce. Subsequent changes to these institutions would seek to 

protect these investments and positive externalities by making only incremental 

adjustments through a process of layering.  

Conversely, for cases in which comparatively weak supranational integration 

occurred prior to the crisis, preexisting institutions were expected to be more susceptible 

to radical change. This does not imply that low levels of EU regulatory integration were 

sufficient to cause member state institutions to be displaced when the exogenous shock 

occurred. Rather, during the critical juncture of the financial crises, the absence of 

positive feedback generated from existing multilateral institutional arrangements allowed 

policymakers to consider making more radical changes. However, for institutional 

displacement and the transfer of regulatory authority to occur, two further conditions had 

to be met. First, the preferences of powerful member states, namely Germany, France and 
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the UK, must be aligned in support of the proposed solution. Second, a productive force 

for change must act during the period of heightened contingency to effect the outcome.  

That each of these conditions had to be met within a particular temporal window, 

and in a specific sequential order, demonstrates why a rapid process of displacing 

existing regulatory institutions occurs so infrequently. Long-term processes of firms, 

regulators and trade associations adapting to existing institutional arrangements, both 

domestic and international, and realizing positive externalities, make them highly 

resilient even in the face of a once-in-a-generation exogenous shock. However, a key 

insight from historical institutionalism is that institutional resiliency itself requires 

constant processes of adjustment. A process of institutional layering serves to protect the 

core of the institution; but is also allows actors to accommodate pressures on the 

institution that may be either exogenous or endogenous in origin. This mode of change is 

most common in EU financial regulation, as the Commission, ECB, and member states 

address functional weaknesses or seek to accommodate new pressures and opportunities 

in the global political economy.  

The broader implication of this study is that, in order to understand the 

contemporary designs of multilateral regulatory institutions, one must relax the 

assumption of actors negotiating rationally at a fixed moment in time, and instead look to 

the foundational moments of these institutions and examine how past decisions shaped 

actors’ preferences and channeled subsequent developments. Even when faced with the 

functional gaps and weaknesses exposed by a financial crisis, actors consider alternative 

policy options with reference to existing institutions as opposed to just weighing their 

prospective benefits. The findings of this study reinforce and extend Paul Pierson’s 
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(1996) insight that EU member states are far better at assessing the potential losses of 

changing existing institutions than they are at identifying the prospective gains of new 

ones. This is particularly true with respect to complex and technical policy areas, such as 

financial regulation, in which the distributive consequences of institutional change are 

difficult to determine. These factors predispose actors to making incremental adjustments 

to existing regulatory institutions, rather than displacing them. 

 

Findings 

 

The three cases in this study, banking, securities, and insurance and pensions, 

demonstrated that the distribution of financial regulatory authority between member 

states and the European Union preceding the onset of the 2008 global financial crisis 

structured how states considered reforming EU regulatory institutions during and in the 

immediate aftermath of the crisis. Sectoral variations in the level of regulatory integration 

among member states prior to the crisis shaped state preferences and predisposed 

institutions to particular patterns of institutional change. Where high levels of regulatory 

integration existed before the crisis (i.e. the distribution of regulatory authority had 

shifted toward the EU), institutions expanded gradually, through a process of institutional 

layering; this included hardening supervisory enforcement mechanisms, extending 

regulation to new markets, and the issuances of more binding technical standards.  

Institutional reforms to the securities sector strongly exhibited this pattern of 

layered development. The extensive EU re-regulation of securities markets from 2001-

2005, during which a remarkable 39 regulatory measures were adopted, shaped 
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policymakers’ decisions during the global financial crisis. Positive feedback generated by 

the integration of domestic securities trading rules militated against consideration of 

replacing the institutions, which they had recently adopted. Rather than displacing the 

preexisting Committee of European Securities Regulators, the period of heightened 

contingency allowed the Commission to pursue the incremental hardening of the CESR’s 

rule-making authority and to expand the scope of its rules to address regulatory gaps 

exposed by the crisis. 

This form of policy layering contrasts with the radical shift in supervisory 

authority experienced in the creation of a European banking union. Weak preexisting EU 

supervisory institutions were displaced through the ECB’s assumption of supervisory 

control over eurozone banks in 2013. Before the protracted European sovereign debt and 

banking crisis, member states sought to protect domestic banking institutions, which they 

perceived as providing a comparative advantage in the global economy, by minimizing 

the erosion of domestic regulatory authority. Established in 2004, the Committee of 

European Banking Supervisors provided a forum for information sharing among 

domestic regulators, but delegated minimal authority to the Commission to monitor and 

enforce regulatory standards across Europe. The protracted eurozone sovereign debt 

crisis, which extended over three years following the end of the global financial crisis in 

2009 and threatened the stability of European monetary union, provided an extended 

period of uncertainty that was unique among the cases. This period of heightened 

contingency revealed the systemic weaknesses of existing institutions and re-shaped 

preferences among eurozone states toward centralizing regulatory authority. The ECB’s 
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push in 2012 to assume supervisory authority over eurozone banks provided a solution 

that member states ultimately supported.  

The insurance and pensions market provided a valuable counterfactual case. 

European insurance and pensions regulation prior to the 2008 crisis was characterized by 

low levels of European regulatory integration, comparable to the banking sector. Both 

sectors suffered dramatic financial losses during the global stock market sell-offs in 2008 

and 2009. However, two factors differentiated this case from the banking sector and were 

determinative during the critical juncture in producing an outcome of institutional 

layering rather than displacement. First, insurance and pension plans are among the most 

deeply embedded institutions in European domestic political economies (Esping-

Andersen, 1990). Both represent important components of European social welfare 

systems and have extensive institutional complements in other areas of the economy. 

Despite the increasing mobility of the European workforce, member states were highly 

invested in protecting social insurance institutions from a transfer of regulatory authority. 

These preferences proved to be resilient throughout the financial crises. Second, whereas 

the global financial crisis evolved into a more severe sovereign debt and banking crisis, 

the period of crisis for European insurance and pension plans was comparatively brief 

and less damaging. Asset values had largely rebounded by 2011, which provided positive 

feedback to member states that existing regulatory models were sufficient to withstand a 

strong exogenous shock.    

The varied outcomes resulting from the twin crises demonstrate the value of 

identifying and testing the specific causal effects of an exogenous shock on existing 

regulatory institutions. Across all three cases, the critical juncture caused by the global 
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financial crisis provided the permissive conditions necessary for policymakers to consider 

significant changes to existing institutions. What differentiated the banking sector case 

was that the duration of the permissive conditions was comparatively longer than in 

either the securities or the insurance and pensions sectors. One measure of this fact is that 

the duration of heightened contingency and instability in the European banking sector, 

from 2008-2012, represents approximately half of the entire lifespan of the CEBS, the 

first EU banking agency established in 2004. Over the past decade, EU banking 

institutions have experienced times of crisis more than periods of relative stability.  

The political agency of the ECB represents a second causal mechanism that was 

necessary to produce displacement of existing institutions. No comparable force was 

present in either the insurance and pensions sector or in the regulation of financial 

securities. This demonstrates that an exogenous shock alone is insufficient to produce a 

transformative change. A credible institutional alternative must be presented and gain the 

support of key actors. Support for the significant transfer of regulatory authority from 

member states to the ECB, rather than the Commission, was aided by the scope of its 

authority over eurozone countries only. Divergent preferences among EU member states 

for the creation of a banking union, and most significantly opposition from the UK, made 

the transfer of authority to the Commission a far less likely outcome.  

The sequence of events leading to a banking union emphasizes the highly 

contingent nature of this form of transformative change to multilateral regulatory 

institutions. It also demonstrates the value of historical institutionalism’s focus on 

temporality as a key dimension of explaining institutional change. Weak preexisting 

supranational regulatory institutions generated low levels of positive feedback among 
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actors prior to the critical juncture. This was followed by a period of heightened 

contingency lasting from the onset of the global financial crisis in 2008 through the first 

signs of the European sovereign debt crisis resolving in 2012. Only during the last year of 

this period were eurozone member states and ECB able to forge a solution that displaced 

previous regulatory regimes. Omitting or re-ordering one or more of these causal 

mechanisms would very likely have caused a different outcome. A reasonable conclusion 

from this analysis is that further radical changes to current EU regulatory institutions, 

experienced during relatively brief period of crisis, are likely to be infrequent and 

exceptional.  

The cases in this study provide strong evidence that future developments in EU 

financial regulation will most often be characterized by a process of institutional layering. 

This conclusion is not only due to the extraordinary sequence of events that were 

necessary to cause displacement in the banking sector, but also because the EU political 

system supports gradual processes of change due to the multiple veto points it affords. 

Consistent with Mahoney and Thelen’s (2010) theoretical framework, veto possibilities 

mean that changes to existing institutions must normally accommodate the preferences of 

all member states.   

The process of developing new capital requirement rules for the insurance and 

pensions industry in the 2008 Solvency II directive highlighted how deep, historically-

developed cleavages in member state preferences, combined with veto possibilities in the 

EU legislative process, often bend regulatory outcomes to the lowest common 

denominator. With strong industry association concerns from Germany and the UK that 

the proposed EU capital requirements threatened to undermine their institutional 
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investment decisions, and more generally the provisioning of capital in domestic markets, 

both countries repeatedly sought revisions and delays to the implementing measures. 

Accommodating these preferences led to a nearly decade-long delay in establishing the 

specific implementing rules, with some provisions not scheduled to come into force until 

2030. A scheduled process of institutional layering became a deliberate design strategy 

necessary to address member state concerns.  

While the EU political system orients future regulatory developments to gradual 

modes of change, developments in financial securities regulation over the past fifteen 

years demonstrate that the accumulation of incremental changes over time can lead to 

significant economic distributional consequences, often in ways that are unanticipated at 

the time of their initial design. The increased “financialization” (Hardie and Howarth, 

2009) of German and French banks in the decade prior to the crisis, coupled with strong 

British advocacy for harmonizing member states’ securities regulation, were instrumental 

in leading to the rapid adoption of the 1999 Financial Services Action. By 2008, nearly 

all of the original 45 FSAP proposals for integrating European securities regulation were 

adopted and transposed into domestic law. To support this regulatory integration, the 

Committee of European Securities Regulators developed comparably significant 

administrative capacity and de facto authority to interpret, monitor and enforce securities 

regulation across member states.  

When the global financial crisis occurred, many in Europe attributed its causes  

to, what French President Nicholas Sarkozy described as, the “free-wheeling Anglo-

Saxon” model of capitalism, implicitly blaming the growth of lightly regulated securities 

markets with causing the financial collapse. Despite this apparent return of a European 
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“clash of capitalisms,” analysis of the post-crisis inter-state negotiations over the CESR’s 

development show that displacing it with a new institutional design that more closely 

complemented French and German regulatory models was never considered as a 

plausible policy alternative. Member states had transposed into domestic law nearly 

100% of the EU securities regulations developed between 2001-2005, and firms and 

regulators had subsequently adapted their practices to these new rules. Rather than 

displacing these institutions, the empirical record showed that each of the three member 

states preferred to incrementally harden the institution’s rulemaking authority and to 

expand the scope of EU regulation into new securities markets and activities, such as 

hedge funds, derivatives, disclosure laws, and high-frequency trading desks. The gradual 

accumulation of new layers of rules and standards across a broad array of financial 

markets and actors transformed governance of European financial markets. 

The pre-crisis development of EU securities regulation provides evidence for 

another important shift in the traditional conception of European coordinated market 

economies with potential long-term consequences for European financial regulation. 

German and French support for FSAP securities legislation is indicative of a bifurcation 

in their domestic banking sectors, with large multinational banks increasingly active in 

securities trading and international commercial banking. Analysis of firm-level, as well 

as financial industry association, preferences toward EU securities regulation showed that 

multinational commercial banks in France and Germany were supportive of greater 

regulatory integration, while the smaller regional banks opposed these liberalizing 

measures. While evidence in this study conflicts with those scholars who see a 

convergence in regulatory preferences among European states, the broadly aligned 
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preferences for continued integration of EU securities markets suggests that a more 

nuanced approach to locating the sources of state preferences – particularly one which 

provides more analytical specificity between bank- versus market-based varieties of 

European capitalism – is a fruitful future path for varieties of capitalism research.  

This study identified the role of insurance and pension firms as significant 

institutional investors in domestic economies as an important source of state preferences 

toward EU financial regulation. UK and German insurance and pension funds represent a 

sizeable share of financial capital in both states’ economies. This distinguishes both 

countries from France, particularly with its comparatively low adoption of private 

occupational pension plans. However, the financial channels through which German and 

British insurance and pension funds invest their capital back into the domestic market are 

markedly different. German firms primarily loan capital to banks (and often specifically 

regional banks), which in turn provide long-term financing to the private sector. In 

contrast, the investment portfolios of UK insurance and pension funds are more oriented 

toward investing in securities, which are usually characterized by a focus on short-term 

profits and capital flexibility. Analysis of the legislative development of Solvency II 

showed that the distinct institutions through which insurance and pension capital are 

allocated in each country’s economic system shaped state preferences for the specific 

capital requirement proposals.  

The UK sought regulatory designs that allowed for continued investment in 

securities, and which placed more of the risk of potential investment losses on individual 

policyholders (so-called “prudent person” rules). Germany favored regulation that 

provided greater social protections by imposing quantitative restrictions on the 
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composition of funds’ asset allocation. These findings provide evidence that supports the 

ongoing salience of a varieties of capitalism approach to understanding regulatory 

developments. Whereas an Open Economy Politics (OEP) framework would expect 

insurance and pension funds with comparatively large assets to prefer regulatory policies 

that supported increased competition, the expressed preferences of German firms to 

maintain highly regulated domestic capital standards demonstrates the critical role that 

domestic institutions play in shaping firm-level preferences.  

State preferences were channeled through and conditioned by EU political 

institutions, each with their own distinct historical legacies, shaping the outcome of 

contemporary European financial regulation. The parallel developmental paths in the 

domestic and EU institutions that govern European financial markets, characterized by 

high levels of interdependence, help explain why the single market did not collapse under 

the strain of over five years of economic crisis. That the crisis precipitated distinct 

patterns of institutional development within each of the three pillars of European 

regulation demonstrates how the historical legacies of past institutions, both domestic and 

international, continue to structure present day regulatory politics. 

 

Implications 

 

 Applying an historical institutionalist framework to the study of European 

financial regulation draws attention to the remarkable growth and change that has 

occurred over a relatively short period of time to the institutions that govern Europe’s 

political economy. Within the fifteen year span of this analysis, EU member states 
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established the basic pillars and processes by which integrated European financial 

markets are now regulated, developed the competencies and capacities of these 

institutions, and then were forced into an abrupt period of reexamination and change 

when the financial crises occurred. Attention to the specific sequence of events and 

financial regulatory developments from 1999-2014 demonstrates how past decisions 

condition and guide preferences and policymaking even during periods of acute crisis. An 

emphasis on the causal effects of institutional legacies differentiates historical 

institutionalism from theories that view regulatory developments as rational responses to 

functional gaps or weaknesses.  

 The findings of this study show the importance of examining how temporal 

phenomena, such as sequencing, layering and critical junctures, can explain patterns of 

multilateral regulatory development. Unlike rational choice accounts, which emphasize 

efficient bargaining processes among economically rational (and powerful) actors at fixed 

points in time, each of the cases in this study demonstrate how existing institutions can 

independently exert constitutive effects on state preferences, as well as structure the 

multilateral political processes by which these preferences are reconciled. Historical 

institutionalist literature on European economic governance has already made significant 

contributions to explaining a part of this puzzle. These studies generally focus on 

demonstrating how the historical legacies of domestic models of capitalism shape firm 

and state preferences toward EU financial regulatory policy (Fioretos, 2001, 2010; 

Quaglia, 2007, 2011; Zimmerman, 2010). Cases in this study build upon this approach, in 

particular by extending it to account for regulatory preferences in new capital markets, 

such as the insurance and occupational pensions industries.  
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 What differentiates this analysis from a rational choice approach is seeking to 

explain patterns of EU financial regulatory change as a combined function of historical 

developments in both EU and domestic institutions. While a strong complementary 

literature exists on how EU political institutions condition the legislative bargaining 

process (Tseblis and Garrett, 2001; Tseblis and Yataganas, 2002; Slapin, 2008), fewer 

studies identify how and whether EU institutions shape state preferences in ways that 

have consequential effects on future regulatory policymaking. While the EU political 

system, with its numerous veto opportunities, normally prevents radical changes to 

existing institutions, this study provides evidence that gradual processes of institutional 

change in turn condition state preferences as states seek to preserve their existing 

investment in these institutions. As member states transpose EU regulation into domestic 

law, as domestic regulators adapt to new monitoring and enforcement practices, and as 

financial firms increasingly conduct business across European markets with common 

regulation, their own interests become increasingly intertwined with the maintenance of 

EU regulatory institutions. This pattern is most strongly evidenced in the development of 

European securities regulation between 1999-2014, but future developments in banking, 

insurance and pensions markets are likely to follow form. 

 Maintenance of existing regulatory institutions does not presume they become 

static entities. Rather, a key insight from historical institutionalism is that institutional 

stability and institutional change are in fact the two sides of the same coin (Conran and 

Thelen, 2016). For an institution to reproduce over time,  it must constantly adjust as 

internal conflicts emerge among actors and as exogenous conditions change. Even in the 

face of severe shocks, two of the cases in this study – securities, and insurance and 
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pensions regulation – demonstrate that gradual change, represented by institutional 

layering, can accommodate these pressures and sustain institutions over time. This 

implies that future research on international financial regulation should not just look to 

regulatory change emerging from moments of crisis or the establishment of new grand 

bargains among the global powers, but should apply equal focus to understanding how 

small shifts in existing institutions may accumulate over time and lead to significant 

changes in regulation and its impact on economic distribution. 

 The unique case in this study – and a unique event in the modern history of EU 

financial governance – is the formation of a European banking union. Application of a 

critical juncture framework helps specify the sequence of events and causal mechanisms 

that led to the transfer of banking supervisory authority to the ECB. Similar to the other 

cases, understanding the institutional developments in EU banking supervision prior to 

the onset of the crisis was necessary to explain how the possibility of a dramatic shift in 

authority to the ECB became a viable policy option. Comparatively low levels of 

regulatory integration in the banking sector did not produce strong state interests in 

maintaining the nascent European Banking Authority, and the sequential combined 

effects of a protracted sovereign debt crisis and the political agency of the ECB generated 

the shift in authority. 

 The development of a European banking union raises a number of questions, 

which could contribute to a future research agenda on European financial regulation. 

With a scope that covers only eurozone banks, and not the systemically important UK 

banks, the banking union may precipitate future “two-speed” financial regulatory 

developments, separating eurozone from non-euro member states. This may prove to be 
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the most consequential long-term outcome of this period. As firms, eurozone 

governments and the ECB adapt to the banking union, this can be expected to produce 

path-dependent processes that lead to increased coordination and regulatory integration in 

other financial sectors. What factors led member states to arrive at this decision, and how 

they may structure future regulatory developments, would be a fruitful line of research. 

 Historical institutional analysis of the political development of the European 

Central Bank also provides important insights into the contemporary system of EU 

financial governance. The ECB emerged from the sovereign debt crisis with greatly 

expanded regulatory authority which, when combined with its power over eurozone 

monetary policy, arguably makes it the most central EU institution in the governance of 

the European political economy. A more comprehensive understanding of the politics of 

the ECB would not only benefit our understanding of European financial regulation, but 

also global financial regulatory agreements in which the ECB plays an increasingly 

prominent role. Some initial questions could include how the institutional legacy of the 

ECB differs from the Commission and other EU agencies, and how this distinct history 

explains its recent relative gains in supervisory authority. Analysis of the internal politics 

of the ECB, and the various units that compose it, could also yield productive research on 

how decisions on policies and political action are made. What factors compelled the ECB 

to push for greater supervisory control at the height of the sovereign debt crisis remains 

an open question from this analysis. 

 The rise of the ECB also emphasizes the increasing and overlapping institutional 

layers of European financial regulation. In many ways, the complexion of the European 

system of financial regulation is becoming a patchwork of agencies similar to the United 
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States, in which the Federal Reserve Board, the Federal Deposit Insurance Corporation, 

the Securities and Exchange Commission, and the recently established Consumer 

Financial Protection Bureau all have regulatory responsibilities in the banking and 

securities markets.121 In their historical institutional analysis of American political 

development, Orren and Skowronek (2004: 108) argue that “all political change, even at 

critical junctures, is accompanied by the accumulation and persistence of competing 

controls within the institutions of government.” What results is a phenomenon they 

describe as “intercurrence,” in which the interaction between competing and overlapping 

institutions pushes forward institutional developments. 

  The growth of the ECB’s authority is likely to exacerbate this same institutional 

competition and friction, in particular with respect to the Commission. One clear example 

of this trend is the now ambiguous mandate and role of the European Banking Authority. 

Cooperation and competition between these two agencies is likely to be a prominent 

source of future change to European financial regulation. With British banks not under 

the ECB’s supervisory control, this also leaves open the question of how the ECB will 

coordinate its activities with the Bank of England’s Prudential Regulation Authority, 

which in 2012 replaced the Financial Services Authority as the competent domestic 
                                                           

121 In a telling synopsis, a recent U.S. Congressional Research Services report (CRS, 

2015) entitled, Who Regulates Whom and How? An Overview of U.S. Financial Regulatory 

Policy for Banking and Securities Markets, began by noting that “some agencies regulate 

particular types of institutions for risky behavior or conflicts of interest, some agencies 

promulgate rules for certain financial transactions no matter what kind of institution engages in 

them, and other agencies enforce existing rules for some institutions, but not for others. These 

regulatory activities are not necessarily mutually exclusive.”  
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supervisor of UK banks. These changes highlight that the critical juncture in European 

banking supervision was consequential not just because it resulted in a significant shift in 

regulatory authority from member states toward the ECB, but also because it changed the 

balance of authority between EU institutions themselves and may lead to distinct 

regulatory development paths in eurozone and non-eurozone member states.  

 In addition to addressing the emerging institutional frictions in European banking 

supervision, it appears likely that the next frontier for EU regulatory integration is the 

development of a capital markets union.122 This study emphasized the budding tension 

between insurance and pension funds, which are increasingly operating and investing 

capital across borders, and the challenges in developing common regulatory standards 

among member states. Distinct institutional legacies for how capital is provisioned in 

European economic systems have made this one of the most contentious areas of 

regulatory integration. However, the Commission argues that facilitating greater issuance 

of securitized capital (as compared to bank-based capital) by harmonizing regulatory 

                                                           
122 President of the European Commission, Jean-Claude Juncker, in his opening speech at 

the European Parliament Plenary Session on July 15, 2014 argued that, “to improve the financing 

of our economy, we should further develop and integrate capital markets. This would cut the cost 

of raising capital, notably for SMEs, and help reduce our very high dependence on bank funding. 

This would also increase the attractiveness of Europe as a place to invest.” Accessed online: 

http://ec.europa.eu/priorities/docs/pg_en.pdf [December 2015]. 

http://ec.europa.eu/priorities/docs/pg_en.pdf
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standards could generate between €100-150 billion of new funding for the European 

economy.123  

 Formation of a capital markets union is likely to follow a process of institutional 

layering. Nicolas Véron, a leading EU policy analyst, argues that the “incremental 

nature” of the Commission’s capital markets union action plan is due to a combination of 

opposition from some domestic banking industries interested in protecting their “national 

champions” and the Commission’s “self-imposed restraint on any change in the 

institutional architecture.”124 This synopsis neatly encompasses many of the main 

arguments in this study. Interests in preserving existing institutions, including domestic 

systems of capital financing and the current system of EU regulatory agencies, structures 

political processes in ways that favor gradual modes of regulatory change.  

However, the critical question for those interested in the future of the project to 

integrate European financial markets is not whether incremental regulatory developments 

are more or less preferable than creating a system of regulatory “unions” each with its 

own supervising agency. Rather, the future hinges on the ability of policymakers to 

dynamically adjust domestic and EU regulatory institutions in order to accommodate the 

natural conflicts and pressures that emerge in a system of multilateral economic 

governance. 

  

                                                           
123 The Commission subsequently published an action plan for the capital markets union 

in September 2015, in which this figure is cited. Accessed online: http://europa.eu/rapid/press-

release_IP-15-5731_en.htm [December 2015]. 
124 Nicolas Véron, “Europe’s Capital Markets Union and the new single market 

challenge” 30 September 2015. Accessed online: http://bruegel.org/2015/09/europes-capital-

markets-union-and-the-new-single-market-challenge/ [December 2015].  

http://europa.eu/rapid/press-release_IP-15-5731_en.htm
http://europa.eu/rapid/press-release_IP-15-5731_en.htm
http://bruegel.org/2015/09/europes-capital-markets-union-and-the-new-single-market-challenge/
http://bruegel.org/2015/09/europes-capital-markets-union-and-the-new-single-market-challenge/
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