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Our plans may be technically all right. They may fit into the present
economic context. But our chances of realising them will be slim if we seem
to be approaching the problem merely in a technocratic way or as a routine
matter. Our ideas will only ‘sell’, to use a marketing expression, if we can
prove their political and social utility. We should, therefore, think of the

broader context of what we are trying to achieve.!

Christopher Samuel Tugendhat, British

Member of the European Commission, 1981

Introduction

In the history of European integration, the second half of 2012 will come
to be known as the start of an unprecedented overhaul of the European
Union (EU) banking policy. In response to the destructive ‘vicious circle’
between strained banks and indebted sovereigns in the euro area?, at the
historic June 2012 Euro Summit the euro area member states committed
to implementing a fundamental change in their banking policies.
Notwithstanding the fact that the actual decisions were less ambitious
than the initial proposals, the implemented reforms shifted a significant
part of national control over banking supervision and resolution to the
supranational level. Moreover, by placing the European Central Bank
(ECB) at the centre of the new EU supervisory system, they also
substantially expanded the role and powers of the central bank. These
landmark changes, which soon came to be universally known as the

‘banking union’, have been viewed as the most significant step towards

1 Tugendhat, C. (1981) Speech to the Legal and Economic Committee of the European
Federation of Building Societies. Quoted from Mourlon-Druol, E. (2016) Banking Union
in Historical Perspective: The Initiative of the European Commission in the 1960s -
1970s. Journal of Common Market Studies. 54(4), pp. 913-927, p. 924.

2 Euro Area Summit (2012) Statement. Brussels, 29 June. Available from:
https://www.bankingsupervision.europa.eu/about/milestones/shared/pdf/2012-06-

29 euro area summit statement en.pdf [Accessed 9 September 2017].
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deeper EU integration since the start of the euro.3 Emphasising their
transformational nature, some policymakers have even described the
initial proposals as a greater pooling of sovereignty than the creation of
the single currency itself.

In general, the term ‘banking union’ refers to the transfer of
national competence over banking policy to the EU level. In response to
the lessons of the financial and sovereign debt crises, in 2012 the EU
Member States reached a rapid political agreement, concluding that the
banking union would consist of a European banking supervisor and a
European bank resolution scheme. There also appeared to be a broad
consensus on the principle that the new EU banking policy architecture
should be based on common bank regulatory requirements, otherwise
known as the ‘single rulebook’. Nevertheless, the start of practical
discussions soon revealed substantial differences in the Member States’
willingness to surrender banking policy autonomy as well as share
possible bank risks. These differences influenced not only the ‘breadth’ of
the established banking union, or the necessary elements of a fully-fledged
new EU banking policy framework, but also its ‘depth’, i.e. the actual
ambition of deeper integration in the EU financial policy domain.

This dissertation aims at answering two interrelated questions.

First, why did the euro area member states decide to surrender national

3 Draghi, M. (2013) Address at the new year’s reception of the Frankfurt Chamber of
Commerce and Industry, Frankfurt am Main, 22 January; Wolf, G.B. (2014) European
banking union and financial integration. Bruegel [blog]. 19 December. Available from:
http://bruegel.org/2014 /12 /european-banking-union-and-financial-integration/
[Accessed 22 August 2015]; Howarth, D. & Quaglia, L. (2014) The Steep Road to
European Banking Union: Constructing the Single Resolution Mechanism. journal of
Common Market Studies. 52 (Annual Review), pp. 125-140, p. 125.

4 E.g. Bowles, S. (2013) Banking Union is a greater pooling of sovereignty than signing
up to the Euro. Available from:
http://sharonbowles.org.uk/en/article/2013/0689223 /banking-union-is-a-greater-
pooling-of-sovereignty-than-signing-up-to-the-euro-sharon-bowles-mep [Accessed 7
February 2015]; Buti, M. (2013) Economic governance: Restoring confidence and
anchoring stability. Presentation at the conference ‘The Blueprint for a deep and
genuine EMU: Debating the future economic, monetary and banking and political union’,
Brussels, 7 May.
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control over their banking systems by creating an EU banking union? Or,
more precisely, why did governments decide to transfer national
competence over bank supervision and resolution to the EU level in 2012-
2013 despite the fact that similar proposals had been constantly rejected
since the start of drafting the statute of the ECB? Second, what accounts for
the content of the established banking union? Why did the EU Member
States agree on such an EU-level resolution framework in which they are
likely to bear the initial fiscal costs for supranational supervisory failures
and decisions on whether and how to resolve troubled banks? And did an
isolated German vision of an EU banking union with limited supranational
supervisory powers and a relatively low degree of bank risk sharing
actually prevail over more ambitious proposals? From a broader
perspective, the research work analyses the recent overhaul of the EU
banking policy with an attempt to shine new light on, first, why and when
the EU Member States decide to transfer national competence to the
supranational level and, second, what factors determine whose policy
preferences will ultimately prevail.

The dependent variables of this research are the timing of the
creation of the banking union and its content or form. While the first
variable derives from the first of the above-mentioned research questions
and is related to the process of European integration in the long run, the
second variable stems from the latter puzzle and is linked to the results.
The content variable is further broken down into four values, which are
presented as ‘ideal’ types of the banking union, namely the ‘full banking
union’, ‘corrective banking union’, ‘preventive banking union’, and
‘incomplete banking union’.

It is argued that the timing of the creation of the banking union can
be best explained by four explanatory variables. To begin with, the
research sees the European sovereign debt crisis as a necessary but

insufficient condition for the creation of the banking union. Building on
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elaborated punctuated equilibrium theory (PET), it, therefore, argues that
the timing of the decision can be best explained by changes in two
intervening variables: the banking policy image held by key national
governments and the banking policy-making venue. The former variable is
understood as prevailing assumptions about the current challenges that
the banking policy is expected to address as well as the most effective
ways of dealing with them, while the latter - as a closed circle of
policymakers who take authoritative policy decisions. It is showed that the
timing of the creation of the banking union was determined by, first, a
rapid shift in the main objectives of the EU banking policy - from
‘preventive’, i.e. future-oriented, to those also including ‘corrective’ (crisis
management) aspects - and, second, substantially increased politicisation
of the policy that resulted from the involvement of new political actors in
the previously mostly expert-led EU banking policy domain. This picture
of how the crisis led to the transformation of the EU banking policy
domain would, however, be incomplete without a third intervening
explanatory variable - interdependence among the euro area countries. As
it will be showed, mutual interdependence was the primary source of
change in both the EU banking policy image and the policy-making venue,
at the same time reinforcing the links between them.

Regarding the second dependent variable, the research proposes
that the content of the banking union corresponds to the preference
intensity of Member States and the political legitimacy of national
positions, which forced Germany - the country with the lowest preference
intensity - to make concessions to others. It is showed that while at the
final stages of negotiations Germany preferred an ‘incomplete’ form of the
banking union, and the majority of other decision-makers - a ‘complete’
one, the final agreement could be defined as a ‘preventive’ type of the
banking union. It is also suggested that while the France-led group of

countries, including the EU institutions, agreed to limit their preferred
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degree of bank risk sharing, Germany made relatively larger concessions
on the scope of transferring decision-making powers to the EU. In this
context, the research highlights an open-ended ‘definition” of the banking
union and ‘constructive ambiguity’ with regard to its final form that
contributed to reaching politically-difficult agreements.

With a view to answering the afore-mentioned questions, the
research contributes to three bodies of scholarly literature. First, it adds to
the literature on the political economy of EU financial services regulation
in general and, more specifically, to emerging research on the political
economy of the banking union. In this regard, it aims at filling the gaps in
research on the timing and content of the banking union: the research
offers a theoretical contribution on the ‘varieties’, or ‘ideal’ types, of the
banking union and an empirical one on the evolution of the post-crisis EU
banking policy. Second, by identifying conditions necessary for policy
stability, as well as incremental and transformational policy change, this
work advances the theory of the policy process®. Finally, the research also
adds to the theory of European integration. More precisely, with the aim of
explaining the content of the banking union, the author combines rational
and sociological explanations of the EU bargaining process into one
analytical framework. The empirical analysis suggests that the
explanatory strength of the proposed analytical framework is superior to
individual (either rational or sociological) accounts and transcends the
main theories of European integration.

The dissertation consists of four parts. The first part reviews several
bodies of scholarly literature on the banking union and identifies its gaps.
The second part introduces the research design. More specifically, it

presents independent, explanatory variables and the theoretical

5 As it will be mentioned in the second part of the dissertation, the research assumes
that the theories of the policy process originally developed for the analysis of national
policy can also be applied to EU decision-making and its institutional transformation, i.e.
not only to a change in policy, but also a change in polity.
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framework, i.e. the main causal mechanisms that are most likely to
explain, first, the timing of the decision to create the banking union and,
second, its content or form. The third - empirical - part examines the
timing of the banking union. Finally, the fourth continues with an
explanation of the content of the agreements, including both the ‘breadth’
and ‘depth’ dimensions of the banking union. The research concludes with

a summary of findings and discussion on the implications of the results.

1. The Politics of EU Financial Services Regulation

The first part reviews several bodies of scholarly literature relevant to this
research. With a view to identifying the state of the art and the main gaps
in academic research, in the first section the author turns to the emerging
literature on the banking union. The second section focuses on the theory
of European integration to distil the most likely explanations of, first, the
timing of the creation of the banking union and, second, the content of the
Member States’ agreements. It also aims at assessing the extent to which
the dominant theoretical perspectives are capable of providing convincing

answers to the two questions of the research.

1.1. Literature on the Banking Union

1.1.1. Rationale and Institutional Structure

The pre-crisis literature on banking regulation in the EU emphasised
challenges created by the emergence of pan-European banks on the one
hand and national accountability for financial stability, notably banking

supervision and bank crisis resolution, on the other. As famously pointed
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out by Mervyn King, former Governor of the Bank of England, banks are
‘global in life but national in death’¢. This issue was also raised and
explored in the early literature related to the banking union, which
proposed possible policy solutions.

In an IMF Working Paper of 2007, Cih4dk and Decressin proposed to
address the problem by creating a ‘European Banking Charter’, ‘equivalent
to a 28t regime for the operation of financial institutions in Europe’.”
According to the proposal, the creation of such a Charter would allow
European banks to freely choose between a European licence,
distinguished by fully-harmonised EU-level banking regulation, and
national licenses based on different national-level regimes. The authors
argued that for the Charter to work it should meet two conditions: first,
national supervisory authorities should have joint responsibility and
accountability for EU-chartered banks and, second, these banks should
operate under ‘a complete EU-wide financial stability arrangement'.
According to the authors, the latter arrangement should have to
encompass ‘harmonized supervisory powers and practices’, ‘uniform
prudential regulation’, ‘a single deposit insurance scheme’, and a Charter-
specific bank insolvency regime.8 At the same time Véron® argued for
establishing ‘a two-tier financial stability framework’ with a similar ‘EU-
level regulatory and supervisory regime’ for pan-European banks.
However, in contrast to Cihdk and Decressin, he went even further,
proposing to transfer ‘some supervisory functions’ to one or several EU

agencies10,

6 FSA (2009) The Turner Review: A regulatory response to the global banking crisis.
London: FSA, p. 36.

7 Cihdk, M. & Decressin, J. (2007) The Case for a European Banking Charter. IMF
Working Paper. WP /07 /173, p. 13.In 2007, the EU consisted of 27 Member States.

8 Ibid., p. 14.

9 Véron has been recognised for his ‘early advocacy of European banking union’. See
Bruegel (2015) Nicolas Véron. Available from: http://bruegel.org/author/nicolas-
veron/ [Accessed 25 October 2015].

10 Véron, N. (2007) Is Europe Ready for a Major Banking Crisis? Bruegel Policy Brief.
2007/3, pp. 6-7.
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More recently, Schoenmaker proposed a well-known formal
illustration of the issue. Similarly to the famous Mundel-Flemming's
monetary trilemma, the scholar put forward the concept of ‘financial
trilemma’, stating that governments are able to reconcile only two out of
three objectives at a time: (1) financial stability; (2) financial integration;
and (3) national financial policies. According to Schoenmaker,
governments have an incentive to opt for the nationally-cheapest
solutions to ailing cross-border financial firms despite the fact that they
may be sub-optimal from a broader financial stability perspective.
Emphasising the aforementioned tension between cross-border banking
and national financial stability arrangements, the financial trilemma,
therefore, implies that financial stress and the search for financial stability
forces the EU Member States to choose between two options: either to
reverse financial integration and achievements of the single market or to
transfer national banking policies to the EU level with no national bias.11

Schoenmaker’s economic arguments are echoed in the former
United Kingdom single supervisor’s - the Financial Services Authority’s
(FSA) - review of the causes of the global financial crisis. In response to
the lessons of the collapse of the Icelandic banking sector, the FSA argued
for ‘more Europe’ or ‘more national powers’ in financial regulation.1?2 The
supervisor criticised the current rules of the EU single market, according
to which any bank from any EU or European Economic Area country is
entitled to operate in another Member State as a branch, which - in
contrast to a subsidiary - is subject to home country supervision. As a
result, before the global financial crisis, Icelandic banks were able to raise
deposits in the United Kingdom without being supervised by the FSA. But
when they faced financial difficulties, the ‘too big to save’ size of the

Icelandic banking sector prevented the Icelandic government from bailing

11 Schoenmaker, D. (2011) The financial trilemma. Economics Letters. 111(1), pp. 57-59.
12 FSA (2009), p. 100.
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them out or immediately compensating the banks’ depositors. As a
possible solution to the problem, the FSA even suggested to consider the
introduction of a ‘pan-European arrangement for the deposit insurance of
banks operating across-border in branch form’.13

Other authors have recently emphasised additional arguments in
favour of the banking union. Gros analysed the nexus between the banking
and fiscal unions. Building on the US experience, he argued that ‘the US
Banking Union’, which consists of common bank supervision, resolution
and deposit insurance, provides a greater shock-absorbing capacity than
explicit federal transfers. Against this background, he suggested that in
order to ensure stability, a well-functioning banking union did not need a
fiscal union.’* Similarly, the staff of the European Commission offered a
more detailed assessment of cross-border risk sharing in the euro area
and the US. According to their findings, in comparison to the US, where
around 75% of an asymmetric output shock is shared among different
states, in the euro area this share is only around 25%. The main reason for
the gap comes from the insufficiently-developed European capital
markets.!> The Commission has, therefore, ardently argued that
‘enhancing private risk sharing in the euro area <..> through the
completion of the Banking Union <...> and a true Capital Markets Union’ is
‘a key policy priority’’e and ‘the most effective way to increase the
resilience of the Eurozone as a whole, and each of its member states, to

economic shocks’17.

13 Tbid., p. 102.

14 According to the author, it naturally follows that a monetary union with a fully-
fledged banking union does not need a political union too. See Gros, D. (2013) Banking
Union instead of Fiscal Union? In: Allen, F., Carletti, E. & Gray, ]. (eds.) Political, Fiscal
and Banking Union in the Eurozone? Philadelphia, PA: FIC Press, pp. 65-77, p. 73.

15 European Commission (2016) Quarterly Report on the Euro Area. 15(2), Luxembourg:
Publications Office of the European Union, p. 5.

16 |bid.

17 Buti, M., Leonardo, J. & Nikolov, P. (2016) Smoothing economic shocks in the
Eurozone: The untapped potential of the financial union. VoxEU.org [online]. 25 August.
Available  from:  http://voxeu.org/article/smoothing-economic-shocks-eurozone-
untapped-potential-financial-union [Accessed 3 December 2016].
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Research emphasising rationale of the banking union is inevitably
linked to the analysis of its institutional features and optimal form. At one
end of the spectrum, the majority of authors stress the importance of
establishing all three pillars of the banking union: (1) single supervision,
(2) common resolution, and (3) common deposit insurance. For instance,
Herring argued that the first pillar of the banking union - the Single
Supervisory Mechanism (SSM) - alone would neither be effective, nor able
to ensure financial stability, although he recognised that it was much more
difficult to agree on the other two pillars of the banking union than on the
first one.18 The IMF staff also highlighted the need for progress on all three
pillars.1® In line with this view, Gros and Schoenmaker concentrated on
the ‘crisis management stage’ of the banking union and argued for
combining the second and the third pillars of the new EU banking policy
framework into ‘a European deposit insurance and resolution authority
(EDIRA) with financing from a European deposit insurance and resolution
fund’.20

At the other end of the spectrum, White questioned the importance
of the SSM and, building on the US experience, argued that ‘the most
important elements of a banking union are the resolution and
recapitalisation functions, followed by deposit protection’.2! The author,
however, pointed out the political purpose of a single supervisory

authority - to give ‘some control over the way in which banks in other

18 Herring, R. ]. (2013) The Danger of Building a Banking Union on a One-Legged Stool.
In: Allen, F., Carletti, E. & Gray, ]J. (eds.) Political, Fiscal and Banking Union in the
Eurozone? Philadelphia, PA: FIC Press, pp. 9-28.

19 Goyal, R. et al. (2013) A Banking Union for the Euro Area. IMF Staff Discussion Note.
SDN/13/01.

20 Gros, D. & Schoenmaker, D. (2014) European Deposit Insurance and Resolution in the
Banking Union. Journal of Common Market Studies. 52(3), pp. 529-546, p. 530; also see
Schoenmaker, D. (2015) Firmer foundations for a stronger banking union. Bruegel
Working Paper.2015/13.

21 White, P. (2012) What a banking union means for Europe. London: Centre for
European Reform, p. 3.
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countries are supervised and run’ for countries that may be asked ‘to
contribute to bank rescues outside their borders’.22

As it will be elaborated in the next part, since the time of Maastricht
the dominant argument against pan-European banking supervision was
its negative fiscal implications for Member States. In other words, national
governments did not accept the possibility of having to pay up the costs of
supranational actions (or lack thereof). Spendzharova, for instance, found
the potential fiscal consequences of supranational supervisory decisions
to be the main reason why in the aftermath of the crisis the EU
governments rejected calls for bigger integration of national supervisory
policies.z3 This argument, nevertheless, highlights the importance of
alignment between the levels on which financial institutions are
supervised and resolved, thus emphasising the mutual interdependence of
all three pillars of the banking union.24

To summarise, this body of literature deals with the rationale of the
creation of the banking union, including its institutional form. It
emphasises the importance of the historic move for the stability of the EU
financial system and offers arguments in favour of establishing all three
pillars of the banking union: supranational supervision, resolution and
deposit insurance. However, the same pieces of work tend to
overemphasise the benefits of the banking union, failing to elucidate
distributional consequences of the historic move. Given their search of an
‘ideal’ institutional structure of the banking union, these accounts also
tend to overlook related political obstacles in the way of establishing the
proposed framework. Finally, this body of literature leaves a gap in more

formalised (in contrast to normative) work on the elements of the banking

22 |bid.

23 Spendzharova, A. (2012) Is More ‘Brussels’ the Solution? New European Union
Member States’ Preferences about the European Financial Architecture. journal of
Common Market Studies. 50(2), pp- 315-334, pp. 318-3109.

24 E.g. Gros, D. & Schoenmaker, D. (2014), pp. 535-536; Schoenmaker, D. (2015).
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union that are necessary for it to bring more stability than national

arrangements.

1.1.2. National Preference Formation

The second body of research focuses on the national level with the aim of
explaining government preferences on the new EU banking policy
framework. In one of the initial accounts Howarth and Quaglia reviewed
intergovernmental debate on the banking union and key policy actors’
positions in negotiations.25 Despite their implicit emphasis on domestic
political economy considerations, their work, however, did not offer any
comprehensive framework for explaining national preference formation.
Nevertheless, in their more recent contribution the authors proposed a
‘financial inconsistent quartet’ concept that they applied to explain the key
determinants of national positions on the Single Resolution Mechanism
(SRM)26 and the SSM?7. The authors argued that ‘the effective absence of
the ‘lender of last resort’ function at the national level in EMU and its legal
elimination at the supranational level’ makes it more difficult for the euro
area governments to deal with financial instability, ‘especially in the
context of the growth in cross-border banking and the rapid expansion of
bank balance sheets during the first seven years of the single currency’.28
Therefore, in addition to the ‘financial trilemma’2%, created by the
interplay between cross-border banking on the one hand and national

financial policies on the other, Howarth and Quaglia proposed to consider

25 Howarth, D. & Quaglia, L. (2013) Banking union as holy grail: Rebuilding the single
market in financial services, stabilizing Europe’s banks and “completing” economic and
monetary union. Journal of Common Market Studies. 51 (Annual Review), pp. 103-123.
26 Howarth, D. & Quaglia, L. (2014).

27 Howarth, D. & Quaglia, L. (2015) The Political Economy of the Single Supervisory
Mechanism: Squaring the Inconsistent Quartet. Paper presented at the 14t Biennial
Conference of the European Union Studies Association (EUSA), Boston, 5-7 March.

28 Howarth, D. & Quaglia, L. (2014), p. 126.

29 Schoenmaker, D. (2011).

23



the fourth element - participation in the single currency. Building on the
concept, the authors argued that fewer tools at the euro area countries’
disposal to safeguard financial stability reinforce the rationale for the
creation of a banking union. At the same time the ‘inconsistent quartet’
suggests that the non-euro area Member States, whose national central
banks are able to issue currency and buy government debt without limit
(i.e. the lender of last resort functions remain intact), have fewer
incentives to opt in. Besides the proposed framework, the authors also
identified additional explanatory factors, arguing that national
preferences of the euro area member states are influenced by moral
hazard concerns stemming from existing ‘BU-level’ financial support and
configuration of their national banking systems, notably, the degree of
their internationalisation.30

Similarly to Howarth and Quaglia’s argument about the importance
of the structure of the domestic financial sector in determining
government preferences, Spendzharova explicitly focused on two
explanatory variables: foreign ownership of the national banking system31
and internationalisation of domestic banks32z, In her early account of the
official positions of ten Central and Eastern EU Member States on the post-
crisis de Larosiére financial regulatory reform proposals, Spendzharova
found a positive correlation between foreign ownership of a country’s
domestic banking system and its government’s reservation about
transferring regulatory competence to the EU level.33 Her empirical

analysis suggested that general Euroscepticism of governing political

30 Howarth, D. & Quaglia, L. (2014), pp. 127-128.

31 Spendzharova, A. (2012); Spendzharova, A.B. (2014) Banking union under
construction: The impact of foreign ownership and domestic bank internationalization
on European Union member-states’ regulatory preferences in banking supervision.
Review of International Political Economy. 21(4), pp. 949-979.

32 Spendzharova, A.B. (2014).

33 Spendzharova analysed Member States’ reservations on three policy issues: the
division of national and supranational supervisory competences, national discretions,
and the proposed dispute settlement mechanism. See Spendzharova, A. (2012).
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parties mattered as well.3* In her later analysis of the EU Member States’
preferences on the post-crisis banking supervision reforms3s, she put
forward an additional explanatory variable, notably, internationalisation
of domestic banks. According to the findings, there is ‘sufficient empirical
evidence’ in support of her hypotheses that ‘countries with low levels of
foreign ownership and high internationalization of domestic banks <...>
are in favour of further banking supervision harmonization at the EU
level’, while ‘countries where foreign ownership is very high and domestic
bank internationalisation low <...> favour more autonomy’.3¢ The author,
nevertheless, acknowledged that the two variables cannot fully account
for the observed variation in preferences of all Member States and
proposed two alternative explanatory variables: government
Euroscepticism and dominant ideas about European integration and the
single market. However, Spendzharova found them to be only
complementary to her research.3?

In a recent explanation of national preferences on the threshold for
direct ECB supervision, Howarth and Quaglia proposed an implicit
improvement to Spendzharova’s work. They criticised aggregate
internationalisation measures, such as the presence of cross-border banks
in a national banking system and international exposure of domestic
banks, due to their failing to account for the full picture of

internationalisation.3® However, instead of discarding the variable3?, the

34 Ibid., p. 327.

35 In this work Spendzharova analysed the following issues: preferences on binding
regulatory powers of European Supervisory Authorities (ESAs), the distribution of
competence between the home and host supervisors of cross-border financial firms,
and national discretions in the IV Capital Requirements Directive (CRD IV). See
Spendzharova, A.B. (2014).

36 Ibid., p. 973.

37 Ibid., pp. 971-972.

38 Howarth, D. & Quaglia, L. (2016) Internationalised banking, alternative banks and the
Single Supervisory Mechanism. West European Politics. 39(3), pp- 438-461.

39 While Spendzharova’s interpretation of internationalisation distinguishes between
foreign ownership of the domestic banking system and cross-border activities of
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authors put forward the concept of the ‘reach of internationalisation into a
national banking system’ defined as ‘the extent to which even smaller
banks were exposed to foreign banking operations’.40 In their
comprehensive analysis of national banking systems in seven EU Member
States, the authors found the reach of internationalisation as the core
explanatory factor for their governments’ positions on the threshold for
direct EU-level supervision. According to them, the more smaller banks
were internationalised in terms of holding international assets and, more
importantly, exposed to larger banks with a strong international presence,
the more they supported direct ECB supervision.#! Although in all seven
EU countries larger financial institutions supported direct supervision of
all banks, Howarth and Quaglia’s research emphasised the importance of
preferences of smaller banks to explain the full variation of national
positions.

One should also mention Lombardi and Moschella’s research on
domestic regulators’ preferences, providing an alternative perspective on
the creation of the SSM.42 Motivated by the fact that structural
characteristics of the domestic economy and the banking sector fail to
explain domestic regulators’ views, i.e. they did not always align with
those of the domestic financial sector, the authors put forward an original
institutionalist framework to address the puzzle. In their comparison of
the German and Italian banking regulators’ preferences on the SSM,
Lombardi and Moschella found that the institutional environment in
which a regulator operated had significant influence. Specifically, the
authors argued that regulators with responsibility for the stability of the

financial system as a whole (the so-called macro-prudential competence)

domestically-owned banks, this distinction in Howarth and Quaglia’s research is not
explicitly clear.

40 Howarth, D. & Quaglia, L. (2016), p. 438.

41 [bid.,, p. 440.

42 Lombardi, D. & Moschella, M. (2016) Domestic preferences and European banking
supervision: Germany, Italy and the Single Supervisory Mechanism. West European
Politics. 39(3), pp. 462-482.
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and those with concentrated monetary and supervisory mandates were
more likely to support the SSM than their counterparts with only micro-
prudential responsibilities and those which operated in institutional
arrangements with separate monetary and supervisory authorities.

An alternative account of the national preference formation has also
been recently offered by Skuodis and Kuokstis. Motivated by the fact that
high foreign ownership in the Lithuanian banking system and low
internationalisation of its domestic banks fail to explain the country’s
support for the transfer of banking policy autonomy, the authors focused
on this relatively small Baltic financial market.#3 In contrast to the
dominant explanations in the literature, Skuodis and Kuokstis did not find
empirical evidence that the structure of the national banking system was
an important determinant of the national position. Their research,
however, argued that Lithuania’s support for further banking policy
integration ‘can be explained by the general pro-European orientation of
the political system in the context of ambiguous aggregate economic costs
and benefits of the new institutional framework’.44

Finally, a number of works analysed what factors determine a
country’s position on whether to join the banking union or to opt out. As it
has already been mentioned, Howarth and Quaglia suggested that the
ability of non-euro area national central banks to perform the lender of
last resort function and its effective absence at the euro area level create
fewer incentives for the non-euro Member States to opt in.#> In a more
comprehensive account, Schimmelfennig put forward ‘a historical-

institutionalist path-dependency argument’ to explain this variation.46

43 Skuodis, M. & Kuokstis, V. (2018) Explaining National Preferences in the New
European Banking Policy Framework: The Case of Lithuania. To be published in Journal
of Baltic Studies.

44 [bid.

45 Howarth, D. & Quaglia, L. (2014), p. 127.

46 Schimmelfennig, F. (2016) A differentiated leap forward: spillover, path-dependency,
and graded membership in European banking regulation. West European Politics. 39(3),
pp. 483-502.
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Having observed that the current pattern of participation in the banking
union ‘does not reflect the international interdependence and
competitiveness of the banking sector, nor is in line with governance
capacity and policy paradigms of the member states’#7, the author focused
on original differentiation between the euro area member states and non-
euro area countries, which, according to him, resulted in different paths of
integration. More specifically, the scholar argued that the banking union
was designed to address specific pressures, notably for the euro area.
Moreover, ‘its institutional setup reinforced the original reasons why
NEA48 member states decided to abstain from the euro area’49, thus even
widening the gap between the euro area and the remaining countries.
Therefore, according to Schimmelfennig, the current variation in
membership could be best explained by membership in the euro area.
Meanwhile, Spendzharova and Bayram partly built on
Schimmelfennig’s work to explain why Sweden decided to opt out of the
banking union despite the fact that its banks had a large cross-border
presence in Estonia, Latvia and Lithuania - the three Baltic States that are
all members of the euro area and the banking union.>? The authors argued
that Sweden’s position was shaped by three domestic considerations:
inability to equally participate in the decision-making process of the SSM
(as compared to the euro area member states), reluctance to assume fiscal
and accountability risks associated with the possible recapitalisation or
resolution of non-Swedish banks, and preference for greater regulatory
autonomy in crisis management situations. In the meantime, for the three

Baltic States, ‘the overriding political decision was whether to join the

47 Ibid., p. 484.

48 Non-euro area.

49 Schimmelfennig, F. (2016), p. 484.

50 Spendzharova, A.B. & Bayram, L.E. (2016) Banking union through th