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Abstract

This dissertation provides a comprehensive historical study of extraordinary financial assistance
in the European Economic Community and European Union, a topic with growing relevance in
political science. The analysis covers the development of the European financial assistance regime
from 1968 until 2023 using a combined historical institutionalist approach. The built theoretical
framework for this study is composed of a critical juncture and a legacy analysis and is applied to
four typical cases of crisis-induced change in the regime’s development. These four cases are the
monetary instability of 1968-1969, the first oil shock of 1973-1974, the international financial
crisis starting in 2008 and the Covid-19 crisis starting in 2020. Through the application of the
theoretical approach of ‘actor-centred historical institutionalism’, this dissertation explains first,
the necessary conditions for the occurrence of punctuated change, and second, the long-term
implications of punctuated change in the form of processes of piecemeal adjustment. The findings
demonstrate that crisis-induced change is facilitated by exogenous and endogenous factors linked
to the financial impact of crisis and the resilience of the ex ante assistance regime, as well as by
rationalist considerations of relevant actors reflected in a mix-preference game. In addition, this
dissertation argues that crisis-outcomes need to be analysed in subsequent periods to fully grasp
their causal force and to uncover legacy mechanisms accounting for continuity and piecemeal
adjustment of punctuated changes. Based on the findings presented in the four cases, this
dissertation furthers the understanding of crisis-induced integration in financial assistance and

provides a detailed explanation of the development of financial assistance instruments since 1971.
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CHAPTER 1: INTRODUCTION

Introduction

This chapter introduces the dissertation with the title 50 years of crises: the development of the
European financial assistance regime and serves as overview for this dissertation. The first part
of this chapter introduces the topic of crisis-induced change and states the purpose of this study as
well as the research question. The second part of this chapter summarises the historical
institutionalist approach applied in this dissertation. The third part provides the operationalisation
of the different parts of the actor-centred historical institutionalist framework, which constitutes
of a twofold analysis of crisis moments and their legacy. The fourth part of this introduction
summarises the theory-building process tracing method applied in this dissertation, including the
abstracted mid-range causal mechanism for the critical juncture analysis. The fifth part explains

the case selection and the sixth part outlines the structure of this dissertation.

1.1 European integration and the study of crisis outcomes

“[...] recent processes of European economic integration [...] and the mounting world
currency crises have made it absolutely indispensable for us to go beyond the letter of the

Rome Treaties towards an economic and currency union.”
Pierre Werner, 1971

“J’ai toujours pensé que l'Europe se ferait dans les crises, et qu’elle serait la somme des
solutions qu’on apporterait a ces crises.”
Jean Monnet, 1976

Economic crises are a recurring phenomenon of modern capitalism. Scholars of European
integration have analysed these situations by focusing on the causes of crises as well as the crises’
impact on the European political landscape. They attribute moments of crisis relevance in the
process of institutional change and European integration in general. Literature in political science
has considered crises more generally as formative moments arising from the necessity to react to
a situation of uncertainty, which threatens the political system in place (see, e.g., Riddervold,
Trondal & Newsome, 2021). A crisis can be defined as an ‘extraordinary moment when the
existence and viability of a political order are called into question’ (Ikenberry, 2008: 3; see also

Cross & Ma, 2015; Riddervold & Newsome; 2018). Thus, a crisis moment constitutes a



historical juncture at which conflict within the political order has risen to the point that the
interest, institutions, and shared identities that define and undergird the political system are

put into jeopardy (Ikenberry, 2008: 3).

D’Erman & Verdun (2018: 2) consider crises as occurring on a spectrum between ‘a problem [and]
full chaos’ comprising the potential of disaster and opportunity. They include the progression of
(European) integration as a response to crises. They further argue that this progression is not
necessarily moving towards a finality of the European project and rather means change to the status
quo than completion of the integration process. The general thesis of crisis-induced change is a
major theme in the study of European integration. Jean Monnet famously wrote that ‘Europe will
be made in crises and that it would be the sum of solutions adopted in response to these crises’

(Monnet, 1976: 488; author’s translation).

Crisis-induced integration continues to be a timely topic for present and future research on
European integration. When analysing crisis moments, researchers have focused on different units
of analysis and explanatory variables.! Research on continuity and change in European integration,
in particular in the area of EMU, gained momentum with each apparent crisis. Scholars have
focused on the way the EU has responded to these crises, and on how these moments produced

significant policy-outcomes, also in the longer-term.

1.1.1 Purpose of the study and research question

Since 1971, the European Economic Community (EEC) and later the European Union (EU) had
several instruments at their disposal to provide financial assistance to governments, many of which
were created during periods of major economic difficulties. These instruments not only increased
in size and number but worked in parallel to international structures such as the International
Monetary Fund (IMF) — the international lender of last resort since 1944. Most notably, EEC and
later EU financial assistance shifted its focal area from balance of payments support for monetary
purposes to fiscal problems. Assistance increased in size and scope, often in the context of

economic shocks. Stieber (2015) provides one of the few historical accounts of the development

! Note: For different angles and an overview of the topic see, e.g.: Pandemic Politics and European Union responses,
Journal of European Integration, Volume 42, Issue 8 (2020); European integration in times of crisis: theoretical
perspectives, Journal of European Public Policy, Volume 22, Issue 2 (2015); the Palgrave Handbook of EU crises by
Riddervold, Trondal and Newsome (2021); or The Politics of Crisis Management: Public Leadership Under Pressure
by Boin et al. (2017).
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of what he calls ‘macro-financial solidarity’ with a detailed overview of the assistance instruments.
He argues that monetary instability and the oil shock in 1973 triggered the creation of two EEC
instruments and provides a detailed description of how assistance was used by European
Communities (EC) countries (Stieber, 2015). The creation of the Greek Loan Facility (GLF) and
the European Financial Stability Facility (EFSF) in 2010, and the establishment of the
intergovernmental European Stability Mechanism (ESM) in 2012 also fall into this category of
‘crisis-triggered’ creations for financial assistance instruments, as do the SURE and Recovery and

Resilience Facility (RRF) instruments of 2020.

Even though the apparent connection between crisis and the adjustment of financial assistance
appears obvious — crisis results in change — the question of how economic crises impact the
structure of the financial assistance regime requires further study, as not all economic crises
effectively brought about new assistance instruments or even any change. More importantly,
trigger events in the 1970s, 2010 and 2020 took place in substantially different contexts, and
constitute different forms of shock. It is unclear how and if at all, these moments are equivalent,
what makes a crisis decisive for change, and if there are re-occurring patterns of crisis-induced
change. At the same time, financial assistance instruments from the past and present have
indisputable similarities, which illustrate the continuity of specific elements of financial assistance
over longer or shorter periods of time. This raises the question of how specific elements of
assistance endure and how they find their way into apparently new constructs. And lastly, some
change to financial assistance happened out of the scope of apparent crises, suggesting that crises
alone do not provide the full picture of the development of financial assistance. So, while crises
are undeniably relevant for the development of assistance, a thorough understanding of this
development should provide an insight into the factors linking crises to change and answer what

role periods outside of the scope of crises play for assistance.

This study is first and foremost motivated by the lack of a comprehensive study of the development
of financial assistance in the European Union, and the role economic crises played in this
development. The aim of this study is twofold. First, it is intended to explain the development of
financial assistance in the EU from its origins in 1971 until today. Second, and building on the first
part, this study seeks to contribute to European integration theory by building a new eclectic

framework for the institutional analysis of crises and their outcomes, which allows us to theorise



how economic crises contribute to change of financial assistance instruments in the EEC and later

EU. The central research question of this dissertation is:
Under what conditions did European financial assistance develop between 1968 to 2023?

To answer this question and to uncover the role of crises in this development, the following

secondary research question serves to guide the research:

How and under what conditions did economic crises contribute to the development of the

European financial assistance regime?

1.2 Theoretical Approach: Actor-centred historical institutionalism

This study has the purpose to explain institutional change to financial assistance in moments of
crises and in periods outside of the scope of such moments. Therefore, this dissertation utilises an
eclectic theoretical framework based on two streams of historical institutionalism which focus on
different forms of change in the institutional development.? The first part of the framework is
focused on the punctuated change model. This model considers that change happens comparatively
fast and alters the ex ante institutional structure to a substantial degree, often in the context of
crises (Mahoney, 2010). Punctuated change is contrastive to adjustment occurring in periods of
relative stability of the institutional structure. This part is based on the analytical framework of the
study of critical junctures. The second part is focused on incremental or gradual forms of change

often inherent in periods of relative stability. This form of change is piecemeal and cumulative.

Critical junctures are episodes of structural indeterminacy which allow a larger range of choices
available for actors (Mahoney, 2001; Capoccia, 2016). Most studies consider critical junctures as
relatively short moments in comparison to their subsequent path dependent development
(Capoccia & Kelemen, 2007; Mahoney, 2010). The main argument for the existence of a critical
juncture is that it carries significant change from the previous status quo, which was only possible
in this specific moment (see, e.g., Collier & Collier, 1991; Soifer, 2012). Mahoney (2000)

emphasises contingency, as the change happening within a critical juncture is not explained by

2 Note: Part of this study has been published in two articles Rehm (2021) and Rehm (2022). In addition, results from
this research have been presented at the Council of European Studies Conference in Lisbon in 2022, and at the UACES
conference in Lille in 2022. The four case studies and the historical institutionalist approach resemble closely Rehm
(2022). This dissertation refrains from referencing these works in the text in order to maintain readability.
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prior conditions. The critical juncture framework is particularly promising for the analysis of
crisis-induced change, as periods of crises are potential facilitators of extraordinariness which
allows for coalition-building with the aim of inducing change (Hall, 2016). This study applies a
consequentialist understanding of critical junctures as periods or moments of increased agency
which carry punctuated change, i.e., substantial deviation from the ex ante structure, and which
account for legacy of this punctuated change in subsequent periods. In addition, it accepts that
heightened contingency is required for the availability of an increased range of choices for this

change (Capoccia & Kelemen, 2007).

The conditions that are needed for the existence/occurrence of a critical juncture can be divided
into two categories. The first category regroups permissive conditions, which account for increased
agency due to factors that exert pressure on actors to adjust the institutional construct (Soifer,
2012). These factors include the contextual uniqueness of (economic) crises, occurring in the form
of exogenous shocks to the system (see also Collier & Collier, 1991). Next to the exogenous
factors, permissive conditions also account for the internal institutional preparedness and/or
vulnerability vis-a-vis the exogenous shock (Mahoney, 2010; see, e.g., Braun, 2015). The presence
of permissiveness defines the frame in which punctuated change can occur and is also the carrier

of increased agency (Soifer, 2012).

The second category regroups productive conditions, which act within the margin of increased
agency, in which they can deploy their causal forces. In the absence of increased agency, however,
they are unable to significantly alter the institutional picture (Soifer, 2012; see also Mahoney,
2010). Productive conditions account for actor preferences and actions within the frame provided
by the permissive conditions. These conditions have been analysed by scholars using ideational
(e.g., Soifer, 2012; Hall, 2014) or more rationalist approaches (see, e.g., Biithe, 2016a). This study
chooses a rationalist approach to explain outcomes of moments of increased agency, in line with
liberal intergovernmentalist studies that emphasise material interests of governments and their
respective bargaining power (Schimmelfennig, 2018a; Moravcsik, 2018; see also Scharpf, 1997;
Ziirn, 1992). The analysis of critical junctures is based on these two building blocks that include
permissive and productive conditions. While the permissive conditions explain the emergence of

increased agency, the productive conditions account for the choices and the detailed outcome.



The second part of the framework is based on the analytical frameworks of path dependence and
incremental (or gradual) change. These frameworks are used to analyse the legacy of critical
junctures. Legacy is an inherent part of the concept of critical junctures, given that the core
argument of a critical juncture is the presence of a causal force with an impact on the subsequent
path of the institutional structure, also referred to as distal causation (Capoccia, 2015; see also
Pierson, 2000). For the analysis of path dependence, scholars have used mechanism of
reproduction to account for the stability of the critical juncture outcomes (Collier & Collier, 1991;
Greener, 2005). The novelty of the approach applied in this dissertation is the combination of path
dependence with insights from the gradual change literature. Gradual change literature argues that
change is not just distinguishable between institutional stasis and phases of abrupt change, but
rather that enduring small doses of change can equally result in major change, which tends to be
overlooked in the punctuated model (Streeck & Thelen, 2005). The analysis of gradual change is
orientated around works by Streeck and Thelen (2005; see below) referring to specific modes of

change and actor strategies in the gradual change process (Mahoney & Thelen, 2009).

The advantage of combining a critical juncture framework with a legacy analysis focusing on
gradual change and path dependent mechanisms helps to explain parallel institutional change and

continuity in moments of crises as well as in periods of relative stability.

1.3 Operationalisation

The phenomenon researched in this study is defined as financial assistance regime within the EEC
and later EU. The ‘financial assistance regime’ is defined as the formal rules, practices and bodies
accompanying the provision of extraordinary financial assistance to Member States of the EC and
later the EU. The regime is operationalised as a composite of three main features: 1) the formal
policy elements, i1) the financing elements, and iii) the procedural elements. The formal policy
elements define the purpose, legal rights and obligation, as well as the eligibility of assistance for
Member States. The financing elements of assistance refer to the forms of assistance as well as the
structure of the financial instruments used. The procedural elements include the implementation

of assistance in practice, including the conditions that are part of the provision of assistance.

This dissertation operationalises the two forms of change in the development according to the

theoretical concepts and mechanisms derived from literature of historical institutionalism. Crisis-



induced punctuated change is explained with the help of a critical juncture analysis using
permissive and productive conditions. The longer-term consequences of punctuated changes are

operationalised in the legacy analysis using mechanism of gradual change and path dependence.

1.3.1 Permissive conditions

Permissive conditions are operationalised as the financial impact of exogenous shocks and as the
impediment of the institutional structure. The first permissive condition is linked to the financial
pressure exerted from the exogenous shock. The financial impact of these shocks is assessed based
on the increased need for public financial assistance. Only if one or several EC/EU Member States
actually or potentially require public financial assistance, the first permissive condition is present.
The reason Member States request assistance can be linked to constraints arising from common
policies, a lack of a domestic lender of last resort, a lack of market financing, or the form of
government indebtedness. The (expected) use of public assistance shifts the actors’ attention
towards the application of assistance, and thus to the potential vulnerability of the assistance
regime in the new context. Differently put, if no need for assistance exists, the assistance regime

will not be (expected to be) used and therefore cannot (potentially) fail to deliver.

The second permissive condition is the endogenous impediment of the assistance regime, which
prevents the institutional structure to effectively provide financial support. This dissertation
distinguishes impediment according to the three main features mentioned above. These
impediments are expected to occur due to the breakdown of specific mechanisms of reproduction
proposed by Mahoney (2000; see below). Simultaneously, this dissertation expects that regime
elements are equally maintained by these mechanisms. In short, these mechanisms can be
summarised to build on 1) the availability of formalised regulations of financial assistance, 2) the
functionality of the financing instruments in place, and 3) on the adherence to the regime’s practice
in the provision of assistance. If one or more regime elements are impeded, e.g., due to legal or
functional constraints or reluctance of Member States to engage in assistance, the assistance

regime is impeded.

1.3.2 Productive conditions
The productive conditions are operationalised in line with a mixed-preference game by which
governments agree to solve the economic difficulties collectively but disagree about the

distribution of adjustment costs (Scharpf, 1997; Ziirn, 1992). These conditions are separated



between the shared and the individual Member State preferences. The productive condition of
shared EEC, EU or euro area preference is based on the interdependence derived from economic
integration for these countries (Moravcsik & Schimmelfennig, 2019; Schimmelfennig, 2015).
Countries are expected to follow a cost-benefit consideration and favour joint crisis resolution over

the potential breakup of common policies.

The individual preferences are operationalised based on the diverging preferences in the reform
process based on rationally derived national cost-benefit considerations (e.g., Copelovitch,
Frieden, & Walter, 2016; Schimmelfennig, 2018a). Those individual national preferences are
formed domestically, and, in a situation of economic shock, are linked to the general welfare of
the society and autonomy (Moravcsik, 2018). In the context of financial assistance, these
rationalist considerations are related to specific elements of assistance, including the financial
involvement by each country, the decision-making competences, as well as the rules and control
mechanisms of the institutional structure. The negotiation process is analysed based on the
governments’ positions and their respective bargaining power linked to their financial involvement
in assistance (Moravcsik, 1993; Schimmelfennig, 2018a; see also 2018b). In the context of
financial assistance, states with expected higher financial involvement and lower direct benefits
from a joint solution are expected to have an increased bargaining position, as the assistance regime

is asymmetrically dependent on their participation.

1.3.3 Path dependence

This dissertation assesses the longer-term outcomes of critical junctures and the continuity of
regime elements based on mechanisms of reproduction elaborated by Mahoney (2000). This
dissertation retains two of these mechanisms in line with the theoretical assumptions linked to a
rationalist approach in the operationalisation of productive conditions. The first of these
mechanisms is the utilitarian mechanism, which focuses on the cost-benefit calculation of
reproduction by rational actors to maintain the institutional construct (Mahoney, 2000). Thus,
stability occurs due to the rational interest of actors to keep the institution going. Reversely, change
occurs if the institution does no longer serve the interests, or change can prevent otherwise negative
consequences or achieve increased benefits. The second mechanism is the functional mechanism,
which relies on reproduction based on the role an institution plays in the overall system (Mahoney,

2000). Stability emerges from the need that the institution serves. If an institutional construct no



longer serves the need envisaged for it, actors will resort to change. Change is often linked to a
changing environment and thus to exogenous influences changing the need of the institution
(Beyer, 2010). Therefore, the functional mechanism is expected to play an important role for crisis-

induced change.

1.3.4 Gradual change

In parallel, critical juncture outcomes are analysed based on mechanisms of gradual change. This
dissertation borrows from the gradual change framework from Streeck & Thelen (2005; see also
Mahoney & Thelen, 2009) using the four ideal types of gradual change: layering, displacement,
drift, and redirection. This typology is also used to assess punctuated change in the critical juncture
analysis (Mahoney, 2010; see also Salines, Glockler & Truchlewski, 2012; Verdun, 2015),
according to its immediate and longer-term impact. Conferring the logic of simultaneous
continuity and discontinuity, be it gradually or abruptly, helps to build a more encompassing model
of institutional development. This model merges punctuated and small doses of change, and links

stability with parallel gradual change.

Thus, the proposed framework constitutes a veritable dual mode of development. Understanding
an institution as a composite of several elements does not only give a better insight into which
elements are prone to change in which contexts and through which factors, but also helps to explain
how these elements are, even though forming an institutional whole, differently experiencing
(significant) discontinuity in one and continuity in another element over time. This combined
theoretical framework of ‘actor-centred historical institutionalism’ is operationalised based on the
permissive and productive conditions for the critical juncture analysis and on mechanisms of

reproduction and gradual change for the legacy analysis.

1.4 Method: Theory-building process tracing

The historical analysis in this dissertation aims to unravel the development of the European
financial assistance regime between 1968 and 2023 and to explain and highlight the role of
economic crises in this development. The main part of the research is therefore dedicated to
moments of crisis, i.e., economic shocks. This dissertation applies theory-building process tracing
methodology. This form of process-tracing compares empirical observations in two or more typical

cases (see below) in order to build a mid-range causal mechanism (Beach & Pedersen, 2019: 274).



In an outcome-explaining or theory-building approach of process-tracing, the predicted causal
mechanism is built from the empirical findings in an iterative fashion, which implies that the
mechanistic evidence is often gathered before the theorised mechanism is put forward. Despite the
empirics-first approach, using a mid-range causal mechanism can help to make the theoretical

claim more robust through the application and testing of the mechanism in several typical cases.

This dissertation uses theory-building process tracing (PT) to build a mechanism which explains
the causal link between economic shocks and punctuated change. Thus, this method serves the
first part of the analysis of this study. Theory-building PT starts with the gathering of empirical
data from cases in which the trigger cause (economic shock) and the outcome (punctuated change)
were present and compares the findings to existing theories (Beach & Pedersen, 2019). As outlined
in the operationalisation, this dissertation adopts a historical institutionalist approach and works
with permissive and productive conditions in the critical juncture framework, which are translated
into parts of the mid-range causal mechanism called ‘critical juncture mechanism’. In the first part
of the analysis, the critical juncture mechanism is tested for mechanistic homogeneity in four
typical cases (see below). The purpose of this exercise is to test the presence of the causal
mechanism and thus the validity of an approach combining permissive and productive conditions

for the analysis of punctuated change.

The second part of the analysis tests the longer-term outcomes of punctuated change for
mechanisms of reproduction and gradual change. This part tests the theoretical complementarity
of the punctuated and gradual change models, as well as the reciprocity of path dependence and
gradual change. The results from these tests help to state the validity of the eclectic theoretical
framework, as well as the overall theoretical value of the concept of critical junctures in historical

analysis.

This dissertation refrains from the formulation of hypotheses considering that case-related
(theoretical) assumptions derive from the extensive pre-screening of empirical observations and
not from theory itself. Thus, the research question outlined above does not strive to confirm or
disconfirm theories of European integration as such but serves the purpose of explaining the
development of financial assistance and allows to academically enrich the theoretical debate about

crisis-induced change.
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1.5 Four case studies

The case selection for this dissertation follows a simple set theoretical approach. Cases with the
presence of economic shocks and legal change are typical cases and good candidates of critical
junctures. However, legal change is not necessarily punctuated change, therefore this dissertation
works with an iterative process of empirical-informed selection to refine typical cases with a more
nuanced interpretation of change as punctuated change. Punctuated change is assessed based on
the adjustment/change in the three main features of assistance, as well as the longevity of this
change. Out of several moments of economic shock, this dissertation identifies four relevant
moments in which economic difficulties co-occurred with punctuated change: 1) the monetary
crisis in the EEC beginning in 1968, 2) the first oil shock of 1973, 3) the international financial
and the subsequent euro area crisis beginning in 2008, and lastly, 4) the Covid-19 crisis beginning
in 2020. In the context of the monetary crisis, the EEC introduced the first intra-EEC assistance
instruments for short- and medium-term financial assistance. The first oil shock brought about a
new financing instrument in the form of Community loans. In the context of the international
financial crisis the euro area introduced assistance for countries participating in the single

currency, and in the public health crisis non-repayable assistance was used for the first time.

These cases share the trigger cause of some form of economic shock. These shocks were different
in symmetry, coverage, and origin, but they all carried some form of a rapidly worsening financial
position of one or more EC/EU Member States. These cases also share punctuated change in the
financial assistance regime as outcome. For the assessment of the significance and longevity of

change, i.e., legacy, the entire timespan of the institutional development is relevant.

If the critical juncture mechanism is present in a translated form in all typical cases, the confidence
in the first part of the proposed theoretical framework is strengthened, including the rationalist
assumptions regarding government preferences. If, in the following periods, mechanism of
reproduction and mechanism of gradual change are present and work in parallel, the confidence in
the actor-centred historical institutionalist framework is increased. The purpose of this selection is
on the one hand to explain crisis-induced change, and on the other hand to highlight the longer-

term impact of this change, which allows to designate these cases as critical junctures.
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1.6 Structure of the dissertation

This introduction stated the purpose and research question of this study and summarised the
theoretical approach, the operationalisation, and the method applied in this dissertation. Chapter 2
will provide a brief introduction into the topic of financial assistance, and a selection of theoretical
approaches tackling the study of crisis-induced change in European integration. A large part of
this chapter is contributed to the summary and review of several streams of historical
institutionalism as theoretical approach of European integration, and the operationalisation of a
comprehensive form of HI called ‘actor-centred historical institutionalism’, which is used in this
dissertation. Chapter 3 will discuss the methodology. This chapter explains the use of eventful
analysis as the overall historical approach of the dissertation and the theory-building process-
tracing method applied to the case studies. This variant of PT starts from the empirical
manifestations and intends to construct a theoretical framework from these findings, which is then
tested in the form of a causal mechanism. Further, this chapter provides the case selection and the
data used for this dissertation. The following chapters 4 to 7 constitute the analytical parts of this
dissertation. These chapters will test the mid-range causal mechanism and provide a legacy
analysis of the punctuated change introduced in moments of crisis. The four case studies will be
presented in chronological order according to eventful analysis (Kreuzer, 2023). Chapter 4
presents the case of the monetary crisis of 1968-1969. Chapter 5 presents the case of the first oil
shock. Chapter 6 presents the case of the international financial crisis, and chapter 7 presents the
case of the Covid-19 crisis. The conclusion in chapter 8 summarises the main findings and provides
an assessment regarding the theoretical innovation, as well as an outlook regarding financial

assistance in the EU.
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CHAPTER 2: CRISES AND EUROPEAN INTEGRATION -
LITERATURE REVIEW AND THEORETICAL FRAMEWORK

Introduction

This chapter introduces the study of crisis-induced European integration and outlines the
theoretical framework applied in this study. The chapter is separated into four main parts. Part one
provides a brief introduction to the topic of financial assistance. It gives an overview of the relation
between government financing and financial assistance, and a basic breakdown of government
financing possibilities in the EU. Part two presents two theoretical streams for crisis-induced
European integration, namely scholarship using rationalist and neofunctionalist approaches. Part
three introduced the theoretical frameworks of historical institutionalism (HI). This part is

organised according to the two main streams of HI and their relevant conceptual frameworks.

The second part of this chapter discusses two main theoretical frameworks of European integration
and how they explain integration in moments of crises, as well as their respective shortcomings.
This dissertation focuses on rationalist and neofunctionalist theories as exemplary explanatory
framework of European integration. First, liberal intergovernmentalism as the main rationalist
approach to European integration is discussed, as well as its advantages and disadvantages in
explaining crisis-induced change. Then rational choice institutionalism is presented, and
specifically the principal-agent approach. Next neofunctionalism as pertinent theory of crisis-
induced change is presented. This section first identifies the main concepts of neofunctionalism in
the form of spill-over mechanisms, and then gives an overview of how scholars have adapted the
approach to fit a crisis-focused analytical framework. In the following the merits as well as the

shortcomings of neofunctionalism are discussed.

The third part of this chapter provides a selective in-depth review of the main streams of historical
institutionalism and is organised according to the main concepts. First the core streams of studies
focussed on punctuated and on gradual change are outlined as supposedly opposing explanatory
approaches of HI. The following section discusses the concept of critical juncture, which is the
main element of the HI analysis applied in this dissertation. This section provides the main, but
also different conceptualisations of critical juncture, distinguishing between ex post and ex ante

concepts. It then provides further terminological clarification for this dissertation. The third section
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introduces the concept of path dependence and the respective mechanisms of reproduction applied
in the literature to explain the causal link between institutional outcomes. The last section on HI
discusses the gradual change literature and the four main forms of gradual change applied in this

stream of historical institutionalism.

Part four of this chapter explains the selection of historical institutionalism as the most promising
analytical approach for this dissertation, and how its application can contribute to the literature
focused upon European integration as crisis-induced. This part introduced the analytical
framework of ‘actor-centred historical institutionalism’, and its operationalisation for this study.
This part justifies the compatibility of punctuated and gradual change analyses and outlines the
possibilities of how to combine them. It further provides the definition of the institutional elements
analysed in this work and explains how gradual change is assessed. This part then continues to
discuss the main building blocks of the critical juncture analysis in this dissertation, namely
permissive and productive conditions. Here, the use of permissive conditions as enabling factors
which bound the potential critical juncture, and which increase agency is illustrated. Further, the
role of Member States and their preferences are discussed as part of the productive conditions,

which emphasise agency and economic interdependence.
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2.1 A brief introduction to financial assistance

2.1.1 Financial Assistance and in the European Union

Financial assistance in the European Union (EU) can be broadly separated into two types of
assistance: first, financial assistance with the purpose to support a country’s socio-economic
development and second, financial assistance with the purpose to mitigate episodes of economic
difficulties. The first form of support is integrated in more permanent policies with the application
of financial resources over a prolonged period, while the second type is used in extraordinary
episodes of economic difficulties. Thus, this dissertation will refer to these different forms of

support as ‘permanent policies’, and ‘financial assistance’ respectively.

EEC and later EU permanent policies occurred in the form of long-term objectives or permanent
financial envelopes either integrated in the budget covered by the Multiannual Financial
Framework (MFF), funded through the collection of Own Resources, or provided via the European
Investment Bank (EIB). The main share of the MFF, around 68 per cent for the 2020-2027
envelope, is attributed to cohesion and agricultural policies. This share is covered by several
agricultural and structural development funds — both policies forming substantial parts of the
overall EU budgetary expenditure. These permanent policies use non-repayable support to directly
fund projects and farmers in EU countries through a collection and transfer of resources between

countries being net contributors and net recipients of the EU’s Own Resources.

In addition to more permanent project related financing policies, the EU and the euro area have
several exceptional financial assistance instruments targeted directly at Member States facing
economic difficulties. These support instruments are generally not a permanent budget position of
the EU, but either work within the margin available between the MMF and the Own Resources, or
are financed directly by Member States, or a common extra-budgetary instrument. As
extraordinary support is targeted at mitigating episodes of economic difficulties, its funds are
directly allocated to governments to improve their financial position. Using financial assistance
between governments is one possible way to counter the impact of economic crises and thus a
potential integral part of a crisis-resolution mechanism. Studying extraordinary financial
assistance between EU Member States is one way of understanding how governments with
integrated economies respond to economic crises. This intergovernmental assistance is, however,

also an interesting case as it constitutes the only explicit policy targeted to mitigate sudden
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economic difficulties controlled directly by EU national governments. This dissertation will focus
on this latter form of support in episodes of economic difficulties and defines financial assistance
as the extraordinary financial support between EEC and EU Member States, which is directly

allocated to governments with the purpose of mitigating economic difficulties.

2.1.2 The relation between government deficit financing and assistance

In moments when governments of advanced developed countries generate insufficient revenues to
cover their expenditures, they tend to run deficits instead of fully adjusting their current account
balances. OECD national governments’ main source of income derives from the collection of taxes
and social contributions (OECD, 2019). In case a government spends more on investment in, for
example, infrastructure or for the provision of automatic fiscal stabilisers, it can resort to the
issuance of debt via the selling of government bonds and bills (debt certificates) to balance its
accounts. As of 1 January 2022, all national governments in the EU have debt. The raising of
capital via debt is an important tool for governments to cover costs occurred through the
refinancing of existing debt and investments, but also through the maintaining of welfare in periods
of lower revenue, without decreasing expenditure. Before the introduction of the euro, the stability
of exchange rates, which was considered fundamental for the functioning of trade-related growth,
was another factor. The access to the private market is fundamental for the functioning of
government financing, as euro area governments’ borrowing is entirely channelled via private
institutions without having recourse to direct central bank last-resort lending or currency
devaluation (Parguez, 1999; Kelton, 2011). The latter can have an easing impact on balance of

payments imbalances (Copelovitch, Frieden & Walter, 2016)

The difference between internal sources of financing (e.g., via revenue, private markets, and in
some instances central bank credits) and financial assistance is that the latter is neither determined
by market actors nor by political institutions or the governments from within the economy that
receive it. The funding either comes from other governments or from supranational institutions
(see figure 1). Theoretically, default on public debt is not possible for a government that
denominates its debt in its own currency and has monetary autonomy (Greenspan, 1997). Some
scholars argue that euro area governments face the possibility of sovereign default (and in fact

Greece has had a large debt restructuring during the euro area crisis), due to the lack of unlimited
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last-resort lending via the ECB, which makes the euro area countries — in their vocabulary — not

the issuers of their own currency, but rather the users (see, e.g., Kelton, 2011; Parguez, 1999).

Figure 1: Sources of government financing

Private bond
market (issuance
of debt
certificates - bills
and bonds)

Sources of Central Bank
government credits (domestic
financing LLR)

External financial
assistance

Government
revenue - taxes,
social
contributions and
other

(Source: the author)

If a government has no access to domestic last-resort lending and the access to private market
capital is impeded, only two roads are available to balance the accounts, to finance public debt,
and to avoid (partial) default: first, external financial assistance, or second, increased revenues
from taxes and social contributions. For the second road, governments can either reduce their
expenditure or increase their revenues (Williamson, 2002). Reducing expenditure and increasing
the tax burden comes with internal devaluation to the detriment of the citizen, both being somewhat
unpopular, and can create a vicious circle of decreasing expenditure and income in times of crisis.
External financial assistance can reduce the burden the government has to shoulder and smooth
the potential adjustment that is necessary to regain access to the private markets. It can also help
to avoid unnecessary currency depreciation (Kindlerberger & Aliber, 2011). The last point only
holds in a system where exchange rates are adjustable, and states retain autonomy over their
monetary and fiscal policies. Similarly, financial assistance could be used to bridge a dysfunctional

debt market where funding rates exceed sustainable and adequate interest rates represented by
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economic fundamentals. Generally, assistance for balance of payments deficits could also reduce
the actual costs of governmental borrowing as it prevents a run due to the availability of potential

safeguards.

In moments where government revenue is diminished, policy makers largely have two options.?
The first option is to use monetary policy to service government obligations, assuming the debt is
denominated in the domestic currency. In this instance, central banks could take the role of a
domestic lender of last resort to ensure reserves via monetary financing of government deficits.
Prior to the introduction of the euro, German governments had been especially concerned with the
potential inflationary impact of last resort lending via the central bank and thus granted the
Bundesbank (the German central bank) only limited intervention possibilities (Bundesbank, 1995).
If debt is denominated in a foreign currency, which was especially the case for dollar-denominated
debt in the 1970s, the central bank’s role of lender of last resort is dependent on its foreign currency
holdings, as monetary financing can have an inflationary pressure on the domestic currency. The
second option is to use fiscal policy such as reducing expenditure and or increasing taxes to
generate more revenue. When no external financing is available, one or both options are necessary,
independent of the size of the deficits. Thus, having the possibility to finance deficits via external
financial assistance allows governments to maintain welfare and employment rates on the
prospects of future government income. Such a deficit support system was envisaged in 1944 in

the Bretton Woods agreement.*

In this international monetary cooperation, countries tried to establish stable exchange rates and
capital mobility to foster trade among one another and to achieve balanced growth (De Vries,
1969). Originally, the International Monetary Fund was designed to be both a regulatory actor and
an emergency fund for its member states in payment difficulties (De Vries, 1969). Indeed, the IMF
was seen by White as a mechanism to facilitate trade and balance international payments
(Boughton, 2002). The IMF worked as institutional guarantor for balance of payments assistance.

Its agreement states that:

3 Note: These options apply especially to countries with open economies. In addition to fiscal and monetary measures,
governments could introduce capital controls and import/export quotas to avoid balance of payment deficits.

4 Note: It was meant for reversable financing needs, provided that the economy did not have structural deficiencies
creating overspending.

18



To give confidence to members by making the general
resources of the Fund temporarily available to them under adequate safeguards, thus
providing them with opportunity to correct maladjustments in their balance of payments
without resorting to measures destructive of national or international prosperity (IMF

Agreement Article 1; IMF, 2020a).

While today the private market plays an important role for countries to finance deficits and roll-
over debt, financing from public bodies was the dominant modus operandi until the first oil shock
in 1973 (Cohen, 1982). Market financing only became an actual alternative to official public
financing, when the recycling process of surplus petrodollars from oil exporting countries by
private international banks accelerated the rise of private institutions as international liquidity
provider to states (Aliber & Kindleberger, 2015; Cohen, 1982). Thus, assistance in itself was the
availability of funds, not the cheaper pricing of credits nor direct transfer. The original role of the
IMF as lender to its Member States was in this regard uncontested as no comparable mechanism

existed. Spiro (1999: 4) underlines that

without the balance-of-payments adjustment financing, the resort to protectionist or
nationalist policies that violate the international monetary order is too attractive for

politicians to avoid.

As conceptualised above, assistance can be provided via an institutional setting or between states.
After the Second World War, Western European economies were organised around the Bretton
Woods exchange rate system and membership in the IMF.> Apart from Luxembourg and Germany,
all founding EEC countries made use of the Fund at least once. Private debt markets became
relevant in financing increasing government expenditures in Europe in the 1970s (Braun, Krampf
& Murau, 2021; Landsberg, 1976). With the rise of the Eurocurrency markets, public debt in
European countries increased in parallel, as many funds were channelled through this market to
banks, which were lending money to governments to finance their deficits due largely to the
increased prices of petroleum products. In this period the composition of publicly held government

debt shifted significantly to private creditors (Panizza, Sturzenegger & Zettelmeyer, 2010).

5 Note: Germany being the last of the EEC six to join the IMF in 1952.
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2.1.3 The market and financial assistance

The composition of a government debt gives an indication where and from whom its financing
comes. In 2017 the Bundesbank published the composition of German BUNDs, stating that almost
a quarter (23.5 per cent) of German public debt is held by the Bundesbank, 16.5 per cent by the
private sector of the euro area, and 44.6 per cent outside of the euro area (Bundesbank, 2018).7
Altogether, the public sector (in and outside the euro area) held about 48.6 per cent of German
federal securities in 2017 (Bundesbank, 2018). Thus, Germany’s public debt was, even though
only slightly, in its majority held by the private sector — specifically, financial institutions,
including pension and investment funds. After the restructuring of Greek public debt, bond holders
of Greek public debt shifted from 84 per cent of private sector in 2010 to 85 per cent of public
sector creditors in 2013 (Public Debt Management Agency, 2021). The share of privately held
Greek public debt grew steadily since then and represented almost a quarter in the composition of
debt in 2021. In the euro area in 2021 around 30 per cent of the total public debt was held by
private financial institutions and around 20 per cent by euro area central banks, including the ECB;
while in 2010 the former held about 40 per cent and the latter far below 5 per cent of government
debt (Pavot & Valenta, 2021). The share of public creditors increased in the euro area since 2010
because of the impact of the international financial crisis and the introduction of purchase
programmes (Pavot & Valenta, 2021). These examples are to illustrate that the private market
plays a major role in the financing of governments and that disturbances in the market can pose a
threat to a country’s possibility to refinance its deficits. The first, and so far, only time an EU
Member State defaulted occurred with the restructuring of Greek debt in the wake of the debt crisis

in 2012 (Colasanti, 2016).

In the euro area, the ECB does not have the possibility to use monetary financing to support
governments directly through the primary purchase of sovereign debt due to Art. 123(1) TFEU
prohibiting monetary financing (see figure 2). Therefore, starting from 2010, the ECB acted in the
private, secondary, markets instead. The ECB did so by using several bond-purchasing initiatives
on the secondary market and low-priced long-term refinancing operations for financial institutions.

Euro area central banks have to go via the private market in order to purchase government debt,

 Note: BUND is the denomination of the common German government bonds.
" Note: Federal securities holdings of the ECB and euro area central banks are not registered in the statistics of the
Bundesbank.
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which means the initial purchase of new-issued bonds has to be undertaken by private operators in
the primary market putting a market component between the central bank and euro area
governments. However, in a situation where the primary market of government debt is impeded
from providing financing, due to either no or low demand and high yields, the central banks have
no possibility to ensure immediate stability on the bond market and relief for governments.
Governments can in this case only rely on internal revenue and external financial assistance.
Assistance can, for example, be provided by other governments of the euro area, or international

institution like the IMF.

Figure 2: Sources of government financing with monetary financing prohibition

Private bond
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of debt
certificates - bills
and bonds)

External financial
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loans (External
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social
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(Source: the author)

Balanced accounts are technically not necessary within a currency union, as the common central
bank cannot run surpluses and deficits within its own account. In the euro area a formal distinction
between national capital flows is registered within the TARGET?2 system, showing liabilities of
central banks vis-a-vis the system, while the general euro area account is balanced, illustrating that
the balance of payments within the euro area is always balanced. In other words, balance of
payments deficits can only occur towards the exterior and thus do not require financial adjustment

mechanisms within a currency union (see also Marzinotto, Pisani-Ferry & Sapir, 2010; Merler &
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Pisani-Ferry, 2012). However, countries within a currency union can face fiscal difficulties and as
mentioned above, require support to stabilise their fiscal position if the market is not providing the

needed funds to finance these deficits.

Thus, countries use financial assistance to secure first and foremost financing to bridge the gap
between increased financing needs and the availability of funds — a situation that arises in the
context of economic difficulty. These financing needs can be due to diverse causes requiring
increased public spending, such as exogenous economic shocks in the form of intense market
speculation against a specific currency peg, a financial crisis, or from an economic crisis creating
high levels of unemployment and lower state revenue (see, e.g., Falkner, 2016). Often these
situations arise from exogenous shocks to the economy, which countries try to absorb via financing
safeguards. In public discourse, moments of such economic difficulty are frequently equated with

economic crises, a concept frequently used by policy makers.

2.2 Theoretical approaches of European integration in the study of crises

The following sections provide an overview of rationalist and neofunctionalist theories of
European integration. After summarising their main approaches, their contribution to the study of

crisis-induced change, as well as their explanatory shortcomings are discussed.

2.2.1 Rationalist scholarship and crises

Rationalist approaches offer a useful take on understanding steps in European integration in critical
moments such as presented by economic crises as they use first and foremost a state-centred lens,
putting utility maximisation and actor preferences in the centre of their analytical framework. This
calculous premise works with bounded rational actors (Keohane, 1984; Braun & Guston, 2003;
Pollack, 1997; 2007; Tallberg, 2002; Moravcsik & Schimmelfennig, 2019), only restricted in their
relative cognitive limitations. In the policy area of financial assistance, the role of Member State
governments is also particularly relevant as the European legal framework either designated an
exclusive competence to national governments in providing assistance, or it did not include
assistance in the EU framework at all, in which case national governments were to find agreements
on how to accommodate financial assistance in the European institutional setting. Importantly,
rationalist approaches do not see structural shifts, such as crises, as the carrier of change, but rely

on government preferences as the cause for stability and change.
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Liberal Intergovernmentalism (LI) has often been used for analysing the impact of economic crisis
in the development of Economic and Monetary Union (EMU), presenting the state as a bounded
rational actor at the centre of the analysis (Moravcsik, 1998; Moravcsik & Schimmelfennig, 2019),
as resolution of these crises were often handled by Member States outside of the ordinary decision-
making procedure of the EU. What Moravcsik (2018) designates as the baseline integration theory-
role of LI is linked to the validity of its premise in moments of major integration steps in the EU,
which in the case of EMU since 2008 often coincide with economic crises (see, e.g.,
Schimmelfennig, 2015). L1 is an explanatory approach using domestically formed preferences and
leverage of governments in intergovernmental bargaining to account for the institutional outcome
of the negotiations. This approach emphasises that states act according to their respective
preferences with the general objective of achieving the most preferred outcome in the least costly

way (Knight, 2018).

Moravcsik  (1998) provides a three-stage framework for assessing the outcomes of
intergovernmental negotiations. First, governments form their preferences domestically. This
process is dependent on the issue at hand and the respective constituency at the national level
(Moravcsik & Schimmelfennig, 2019). This can, on the one hand, mean that the government
assumes the position of a small number of stakeholders in a very specialised area (e.g., agriculture).
On the other hand, preference merge with the ‘macro-economic preference of the ruling coalition’
in specific areas such as monetary and fiscal policy (Moravcsik, 1998: 3), which do not have clear
implications for specific constituencies (Schimmelfennig, 2015), but which are associated with the
broader interest of the tax-payers (Moravcsik & Schimmelfennig, 2019). Thus, in a moment of
economic crisis, which is generally associated with a threat to a broader base of interested parties,
democratic governments focus on and favour general welfare and autonomy to protect their
taxpayers’ financial interest (Moravcsik, 2018), as clientelism could cause a loss of the popular
support of the government. As the implications of financial assistance are more predictable in
terms of potential expenses and certain in financial terms, this issue-specific area fits well into a
liberal intergovernmentalist framework. National governments respective interests in the financial
assistance regime would therefore represent their general financial interest, derived from the cost-
benefit and risk assessment in consideration of their future involvement and role in the assistance

structure.
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The second stage focuses on the negotiation between national governments for a joint European
solution. LI emphasises the relative actors’ bargaining power and asymmetric interdependence in
this process (Moravcsik & Schimmelfennig, 2019). Governments with lower gains at this stage
have lower incentives to compromise and enjoy a stronger bargaining position (Moravcsik, 1993;
Schimmelfennig, 2018). Especially in a situation of economic interdependence, as it is the case for
integrated market, financial and monetary policies, interests for joint solutions merge with national
preferences in a two-level mixed-preference game (Scharpf, 1997; Ziirn, 1992), in which national
governments agree to resolve the common difficulties at hand, but disagree about the modalities,
which represent different costs and benefits for Member States (Moravcsik & Schimmelfennig,
2019; Schimmelfennig, 2015). In the context of financial assistance, national governments with
expected higher financial involvement and lower direct benefits from a joint solution have
therefore a strengthened bargaining position, as the assistance regime is asymmetrically dependent
on their participation. At the third stage, governments pool or delegate power to the European level
in the form of specific institutional constructs (Moravcesik, 1998). This delegation is generally
limited and under the control of national governments (Moravcsik, 1993). Due to the leverage of

countries with more bargaining power, solutions tend to reflect their positions more than others.

Schimmelfennig (2015) uses a liberal intergovernmentalist approach to explain the outcome of the
euro area crisis. In his contribution, he argues that a mixed motive situation of common preferences
for safeguarding the currency union,® resulting from negative interdependence, and diverging
national preferences based on Member States’ respective fiscal positions, led to hard bargaining
and solutions largely corresponding to Germany’s preferences. The dominance of the German
position is explained by its de facto leadership role in designing core features of EMU (Heipertz
& Verdun, 2010; Verdun, 1999), and its asymmetric bargaining position in the context of several
core moments of economic difficulties. In these moments other countries were more dependent on

Germany’s agreement than vice versa.

LI, but also other actor-centred approaches were used for studies concentrated on reforms in the
euro area, emphasising the role of Member State governments. Dinan (2011) argues that the

European Council cemented its role as crisis manager during the euro area crisis and that the

8 Note: This dissertation refers to ‘shared preferences’ and ‘mixed-preference’ in its own theoretical framework, which
is equivalent with Schimmelfennig (2015) ‘common preferences’ and ‘mixed motive’ concepts.
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Franco-German partnership was crucial for advancing joint solutions. Similar Boin & Rhinard
(2022) argue that the EU’s crisis management is done on the national level by governments, and
as a second order by the political class at European level, often including the European Council

and the Council of the EU.

One point of criticism of LI is often the stable set of preferences that rationalists assume for the
state as unitary actor, leaving little space for dynamics of endogenous institutional and social
effects of earlier choices (Pierson, 1998). This point is particularly relevant as crises are not solely
exogenous shocks to the system in place, which is what LI studies assume (see, e.g.,
Schimmelfennig, 2018). The reason that shocks, in particular economic ones, become crises is by
equal measure explained by conditions of the institutional setting in place which were not able to
absorb the shock or to defuse the situation in an adequate fashion, attributing LI an episodic
explanatory value regarding the negotiation part of the handling of crisis, but not a time-sensitive
understanding of why an economic shock led to a crisis for a specific institutional construct in the
first place. Bulmer (2009) criticises that an approach focussing on dramatic moments, such as LI,
misses out on the relative stable non-dramatic moments which are part of the explanation of long-
term processes in institutional development as well. With regard to change to institutional elements
which are part of policy arrangements, stability and change would in LI depend on the agreement
reached at the moment of negotiation and thus on the preferences of the state or coalition of states
with the highest leverage. Stability is thus the result of a stable coalition or the preference of the
states with more powerful bargaining position in favour of the status quo. Lastly, Heipertz &
Verdun (2010) stressed in their work on negotiations of the SGP that, even though LI had its merit
in explaining dominance and preferences, it had equally shortcoming in pinpointing the form of

negotiation between Member States and defining the origins of national preferences.

To address some of these shortcomings, scholars have combined LI with other approaches of
European integration such as neofunctionalism to account for changing preferences due to
endogenous integration dynamics. Jones, Kelemen, and Meunier (2016) developed an approach,
which argues that intergovernmental bargaining led to an incomplete EMU due to diverging
preferences only allowing for policy and institutional outcomes that reflect the lowest common
denominator. This incompleteness causes the occurrence of crises, which themselves are again

resolved by incomplete solutions, which furthers a step-by-step deepening of integration (see, e.g.,
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Howarth & Quaglia, 2021). Through a more advanced combination of neofunctionalism with
intergovernmentalism, this failing forward thesis tried to allow for endogenously derived
preferences (Riddervold, Trondal & Newsome, 2021), which are linked to the in-between solutions
adapted coupled with their inherent problems, and diverges to some extent from the exclusive

exogenous shock understanding of crisis that is inherent in LI.

In addition, institutional structures can change without explicit choices by decision-makers, e.g.,
through contextual shifts which impact the status quo structure and as a consequence actors favour
other solutions, or the expected impact of the structure changed. Here, the concept of bounded
rationality is too broad to meaningfully explain how gradual, apparently small changes, take place,
or how choices in critical moments impact later developments of arrangements. Answering
research questions with a long-term timeframe might prove difficult with a solely LI-based
research approach, as it takes no account of changing contexts and slow-moving institutional
adjustments which are not based on explicit negotiation between national governments and is less
adequate for analysing processes of integration taking place outside of the realm of episodic
government decision-making. Most importantly, LI does not take into account previous ineffective
or deficient institutional structures as part of the cause for crises, as shocks are considered
exogenous (Moravcsik, 2018; Schimmelfennig, 2015; 2018; 2021). Despite these restrictions LI
is well suited to analyse the short, episode-like resolution of crisis in those policy areas controlled
by EU Member State governments, accounting for the explanation and consolidation of

preferences.

Another often-used theoretical approach to EU policy making and EU developments is rational
choice institutionalism (RCI), which is one of several new institutionalisms that emphasise the role
of institutions in the actor’s choices and the process or origin and change of institutions themselves
(see, e.g., Hall & Taylor, 1996: 5). Shepsle (2006: 23) separates RCI’s understanding of
institutions into two forms: 1) externally given rules working with constraints, which set the actors
in a structured environment for interaction leading to a structural-induced equilibrium, and 2)
institutions as the outcome of actors’ way of interacting leading to equilibrium institutions. The
determining factor in the ‘selection, persistence and decline’ of institutional settings is linked to
fixed (materialist) preferences of actors (Kassim, Saurugger & Puetter, 2020: 467). A policy or
polity outcome in an RCI framework is therefore the equilibrium of strategic interests of states

(Schneider & Ershova, 2018). RCI approach on crisis-induced change or institutional change per
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se is linked to the actors’ preference to change the structure due to their interest to achieve utility
maximisation. The defining element which distinguishes it from intergovernmentalist views, is the
expected role institutions play and how they constrain actors and create unintended consequences

(Pollack, 2012).

On the other hand, RCI is not particularly interested in providing an explanation of crises as such.
It is rather focused on how state actors resolve these moments and what institutional structure
arises that ensure their utility maximisation (Pollack, 2006). While scholars have used several
forms of game constellations to explain the dynamics of actor interactions (see, e.g., Scharpf,
1997), the institutional outcome in EU integration focuses in particular on how new bodies and
agencies are designed and what competences are delegated and what control mechanisms are in
place for Member State governments. In this principal-agent model, governments pool or delegate
competences to supranational bodies to better cope with certain problems, which are difficult to
resolve unilaterally or at the national level (Tallberg, 2002; Pollack, 2010). The design of an
institution (here synonymous with institutional body) therefore reflects the preferences and
expectations of the principal(s) (Pollack, 1997). A post-crisis institutional setting in financial
assistance is therefore expected to be an equilibrium of the actors’ preferences in terms of
delegation of competences and the expected material and non-material costs. Tallberg (2002) also
emphasised that the process of delegation is dynamic and ongoing through feedback loops, which
allow states to learn from their delegation and allow them to adjust the system in place to meet

their expected objectives.

The principal-agent model presents a useful tool to analyse the relationship between the Member
State governments and the executive agencies of assistance, mostly the Commission and later the
EFSF and the ESM. A principal-agent analysis helps to determine the constraints for the
institutional body, its margin of manoeuvre, as well as the loss of agency by the principal. The
focus of this model is often to explain to what extent a common body is able to formulate and
follow its own preference in an opportunistic fashion, so-called ‘shirking’, and how the delegation
contract enables the agent to behave contrary to the principal’s preferences, so-called ‘slippage’
(Pollack, 1997; see also Delreux & Adriaensen, 2017). Analyses are therefore particularly
interested in how principal(s) ensure the intended action by the agent. McCubbins and Schwartz

(1984) conceptualised ‘police-patrol’ and ‘fire-alarm’ as control mechanism, the former requires
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the principal to monitor the agent through hearings, reports and other constant forms of
surveillance, while the latter is outsourced to stakeholder to signal any wrongdoing by the agent.
Fontan and Howarth (2021) use this approach to explain the German Federal Court’s role in ECB
oversight. While the use of this analysis can help to understand the tasks delegated to financial
assistance institutions (EFSF and ESM, but also the Commission), and the control mechanisms in
place for the collective principal (EU or euro area governments) to ensure the proper execution of
this policy, it is less well suited to explain the emergence of the crisis, nor when an institutional

construct undergoes adjustment outside of explicit governmental decision-making.

Further allows RCI to theorise change to the institutional construct as well as decisions within the
constraints of the very same. While RCI is helpful to understand constraints and rationality of the
actors’ behaviour, it does not explain when actors have the possibility to dramatically change an
institutional structure and when an institution is in fact in equilibrium. Given the fixed set of
preferences, RCI appears less well suited to explain an institutionally induced preference shift in
newly unfolding contexts. If preferences were indeed flexible the institutional structure would
require constant change in order to meet the equilibrium. However, legal barriers pose clear
institutional constraints, which equally are meant to ensure some form of stability. Especially in
gradual and unexpected institutional adjustments, this form of analysis appears less meaningful.
Overall, the RCI framework is much better suited to model the everyday business of the

implementation of EU policy via institutional and national actors (Pollack, 2010).

2.2.2 Neofunctionalism

As one of the earlier foundational theories of European integration, neofunctionalism has re-
emerged in the study of crises in the European Union. Neofunctionalism works with a continuant
process of integration driven by functional spill-over, a functional pressure leading to a sort-of
chain reaction of integration from one policy area to another, and cultivated spill-over, a process
in which supranational actors facilitated positive sum outcomes in favour of integration (Niemann
& Schmitter, 2009). With this notion of continuous and automatic spill-over, neofunctionalism
implicitly favoured an integration by gradual or incremental steps, being somewhat less open to a
crisis-induced approach to institutional change. However, from this automaticity, neofunctionalist
contributions reconsidered the concept of spill-over to include the possibility of reverse (spill-

back) or the possibility to avoid the increase of power to supranational institutions by attributing
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power to intergovernmental agencies (spill-around) (Niemann & Schmitter, 2009). They also
emphasised the conditions under which spill-over is possible, arguing that functional spill-over is
only possible where the functional pressure is also perceived and subsequently translated by actors
into more integrated outcomes (Niemann & Schmitter, 2009). In this regard, Schmitter (1970)
identifies crisis as issuant from internal progress in integration, thus as inherently endogenous,
even though the initial shock might have exogenous roots (Bergmann & Niemann, 2018). Niemann
& Ioannou (2015) argue convincingly that functional pressure between asymmetric integrative
steps in EMU and parallel national policies led to crisis where these pressures were not diffused
through further integration. In this regard, neofunctionalism could use these functional pressures
to explain the emergence of crisis, which then had to be resolved by the diffusion of pressure. This
can be achieved through integration, or, and this makes it different to the first version of the theory,
dis-integration as well. NF accounts of the euro area crisis point to functional dissonances in the
integration of financial markets and monetary policy and national fiscal and national banking
regulations, which ultimately had to be resolved through integrative steps (Niemann & Ioannou,

2015).

Similar to rationalist literature, NF argues for rational actors with self-interest, who, and here it
diverts from traditional rational accounts, are able to adjust their preferences according to learning
processes (Niemann, 2021). It also opposes rationalist views in their understanding of states as
non-unitary actor and argues in favour of plurality of actors (Niemann, 2021). One element of NF
is the emphasis on elites in the process of reform. In the context of the euro area crisis the
arguments of business and banking representation as the basis for change appears less tenable.
What is called political spill-over, is less able to explain the detailed outcomes of euro area crisis
resolution tools or banking union. Niemann and Ioannou (2015) argue that Brussels based interest
representation was decisive in the framing of the six-pack because its position was in sequence
issued before the Commission’s proposal and demands about the fiscal compact were found in the
final document. This illustrates one weakness of NF in terms of crisis resolution, as it deliberately
exaggerates the role of elites and does not explain the process of influence of elites on the final
position of governments. In the case mentioned above the simple congruence of preferences might
be a potential case of equifinality, and the position of non-governmental elites could coincidently
be equivalent with governments’ rationally derived preference. Similarly, it is argued that the

banking sector, even though not organised as unitary actor, was the ‘revealer’ of functional
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pressure in the case of the sovereign-bank doom loop (Niemann, 2021). While this is a useful
illustration of the translation of functional pressure, and thus functional spill-over, it is much less
in terms of active influence of elites in the banking sectors on government positions. Other
examples including the crisis management of the ECB are better suited for an elite or supranational
institutional lens, as they are by design less intergovernmental, the dynamic between non-
governmental elites in parliament and other supranational institutions are illustrated in theoretical

distinct studies as well (see, e.g., Fontan & Howarth, 2021).

Overall, NF is well-suited to inform about the resilience of an institutional structure in terms of
functional pressures arising between rapid shifts in the environmental conditions due to internal
dysfunctionalities. Also, the argument of incomplete integrative steps leading to subsequent
functional pressures, which are again resolved through further incomplete integrative steps put
forward by the failing forward approach is based on this functional premise and gives insights into
the step-by-step movement applicable in subsequent crises. As mentioned before, scholars of other
approaches have repeatedly borrowed the concept of functional pressure in their studies of crises
(see also Genschel & Jachtenfuchs, 2018; Falkner, 2016). It appears that the validity of NF relies
predominantly on the concept of functional spill-over, which without the automaticity, is easily
extracted and used by other theories without undermining their core assumptions (see, e.g.,
‘functional mechanisms of reproduction’ in Mahoney, 2000). In addition, the reliance on non-
governmental and supranational elites as drivers of integration is simply overemphasised as their
interaction is part of the previously designed political process of the EU and do therefore not
contradict nor eliminate state-centred theories (see, e.g., the role of the Monetary Committee in
Heipertz & Verdun, 2010). NF accounts on explaining the emergence of the ESM e.g.,
conveniently disregard the intense negotiations between governments (see, e.g., Niemann &
Ioannou, 2015), as this case contradicts the supranational interest and elite action as illustrated by
other case studies (see, e.g., Gocaj & Meunier, 2013) or even institutional own accounts (ESM,
2019). Heipertz and Verdun (2010) argue similarly, when emphasising that the development of the
SGP does bear evidence of neo functionalism, it also lacks the explanation for intergovernmental
decision-making and German dominance. Thus, the theory is useful to some extent in explaining
the dynamics of crisis resolution in the area of financial assistance and might be porous in

explaining its developments as the policy area is predominantly in the hand of government actors.
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2.2.3 Choice of theory and contribution to the literature

As financial assistance is a policy targeted at mitigating economic difficulties, studies of how this
policy emerged and how it developed should take episodes of economic difficulty and their impact
on the design of assistance into account. Such an approach requires on the one hand a focus on the
resilience of the financial assistance regime vis-a-vis these episodes, or shocks, and on the other
hand an explanation when and how the assistance regime underwent change. Financial assistance
in the European Communities and later the EU was, and still is, predominantly based on a support
structure fuelled by direct Member State contributions or guarantees, which was decided by and
given to national governments. Even though assistance was partially channelled via the EEC and
later EU, it, for most of the time, had some form of budgetary implication for governments, either
in the form of risks or direct expenditure, or in the form of favourable financial terms for recipients
of assistance. This point underlines the importance of the national governments’ respective
interests in the design of assistance. In addition, financial assistance is not a typical policy area
with a well-defined domestic interest group such as the Common Agricultural Policy (CAP) and
the farming sector, instead it is a macro-economic tool, bearing risks and distributional costs as
well as benefits for the general welfare of the provider and recipient alike, underlining the overall
societal interest on the domestic level in terms of its welfare impact and strengthening the societal-
cleavage between taxpayers of potential providers and recipients of assistance. Furthermore,
financial assistance has existed within the EEC and later the EU for over half a century. Conditions
surrounding financial assistance have significantly shifted in these years, while the EEC and later
the EU have faced several episodes of economic distress. The relevance of context and its
development over time supports an analytical framework that takes temporality into account. Such
a framework helps to connect the re-occurring economic shocks in a broader picture of the
regime’s development and explains how episodes of economic difficulty impacted the financial
assistance regime, including national government preferences and interactions in these episodes.

One way of doing this is via an historical institutionalist approach.

Historical institutionalism (HI) is traditionally interested in explaining the impact of formative
historical moments on institutional developments and how these moments initiate path dependent
processes, which are difficult to reverse (Pierson, 2004). Often, they identify crises as critical
junctures carrying significant change in the institutional construct (Collier & Collier, 1991).

Episodes of economic difficulties in general are thus preferred research targets for scholars of this
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tradition. The emphasis of historical institutionalism in the study of crises is threefold: First, HI
explains the emergence of crisis via the emergence and disappearing of specific conditions
marking the start and end points of crisis moments. Second it uses several theoretical premises to
explain the process of policy adjustments within the dynamics of the arising junctures,
emphasising agency, but not limiting itself to ideational nor rational accounts (Hall & Taylor,
1996). Third, HI analyses how decisions in these moments impact the later development of the
specific policy, often explicitly linked to path dependency. HI can emphasise, other than most
theories of European integration, as much stability in crisis as change, helping to highlight when
an institutional structure undergoes more superficial and in-depth reform. Lastly, state preferences
and agency are not per se limited to purely rationalist approaches and can be integrated in versions
of historical institutionalisms (Biithe, 2016a; Mahoney & Thelen, 2009). In these forms Member
State governments and other private and institutional actors are designated ‘change agents’ whose
preferences are centred around self-preservation, power and material considerations (Biithe,
2016b). Different to rationalist approaches, these preferences are however not fixed and are

adaptable with the development of the institutional structure (Biithe, 2016b).

The advantage of historical institutionalist studies in episodes of economic difficulties, is the
openness of the theoretical framework to concepts and analytical tools from other strands of
European integration and its emphasis on gradual and critical change. HI can therefore not be
considered a full-blown integration theory as it allows for bricolage of concepts and fundamental
elements from other theories. Thus, the strength of HI lies in its theoretical adaptability and case-
specific focus, which is reversely its most accentuated weakness, as one can only limitedly derive
more general theoretical insights from a case-specific application, nor can one presume

universality of its claims.

As the objective of this dissertation is to provide an analytical explanation of the development of
financial assistance within the European Union, including the conditions under which economic
shocks contributed to its design, applying an HI approach is expedient. In order to answer the
research question, this work combines theoretical elements of a rationalist approaches in an in-
depth historical institutionalist analysis. The broader historical institutionalist framework
combines continuity and change in episodes of economic shock, as well as the processes following

these episodes. Even though some HI studies have used the insights from the literature of gradual
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institutional change in their analysis of crises, this study develops its own, more integrated
theoretical framework of tools form gradual and punctuated change literature, with the purpose to
further the understanding and use of historical institutionalist tools in the study of European
integration. In addition, it attempts to widen the compatibility of rationalist elements for
institutional choice, while equally emphasising the structural and institutional constraints. This
case study thus engages in bricolage (Kreuzer, 2023; see also Heipertz & Verdun, 2010), with an
innovative eclectic theoretical framework, able to better explain and shed light on the last fifty

years of the European financial assistance regime’s development.

2.3 Historical Institutionalism as theoretical framework of change and
continuity

The following section provides a review of the theoretical elements of the broader historical
institutionalist theory. After introducing its main concepts, this section provides an
operationalisation of HI using elements of both main streams of the theory, and the way this
dissertation intents to apply a combined analytical framework of critical juncture and legacy

mechanisms.

History matters is a slogan recited by some advocates of historical institutionalism (see, e.g.,
Steinmo, 2008; Schwartz, 2004; Pierson, 2004). What is meant by this statement is not so much
that the thickly spread narrative of history is all that matters, but rather that political processes
should and must be analysed within their temporal embeddedness. This emphasises that the
moment when something happens has a significant impact on how it happens (Pierson, 2004: 71).
On the one hand the temporal context is thus the core element of HI, which also separates it from
other branches of new institutionalisms (Hall & Taylor, 1996). On the other hand, this allows HI
to borrow theoretical building blocks from other theories, such as rationalism or constructivism
without abandoning its main premise. It can thus by the same token use actor preferences for a
calculous analysis as well as belief systems for a cultural analysis (Fioretos, Falleti & Sheingate,
2016). Some approaches of HI use an explicit rationalist and agent-centred approach (e.g., Biithe,
2016a), while others research the role of belief systems and ideas in historical processes (Hogan
& Doyle, 2007; Verdun, 2007). What combines these somewhat distant ontological foundations is
the role of historical processes in the explanatory framework of the tradition, which, fittingly,

developed a rich set of broadly applicable temporal concepts over time, allowing to look at the
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evolution of single policies as much as entire systems. Fioretos, Falleti & Sheingate, (2016: 3)
state that ‘[HI] is a research tradition that examines how temporal processes and events influence
the origin and transformation of institutions that govern political and economic relations’. A
historical institutionalist explanation is therefore as much interested in the causal relationship
between the process and the final outcome, as in the sequencing of events or steps situated along

the timespan.

Historical institutionalists used several different concepts by which institutional developments and
outcomes can be analysed and hypothesised. Often these concepts are attached to specific
approaches on how to analyse institutional developments. Critical juncture and path dependence
literature understands the historical development as a process initiated by punctuated formative
moments, which through mechanisms of reproduction causally link the origin and further evolution
of the institution (see, e.g., Capoccia, 2016). Literature on gradual institutional change, understand
institutional development as a less abrupt process, entailing longer processes of gradual
transformation which significantly alter the institutional structure through constant interaction of
actors within the institutional structure (Streeck & Thelen, 2005; Mahoney & Thelen, 2009). These
approaches are often treated as opposed to each other by scholars (e.g., Streeck & Thelen, 2005;
Capoccia, 2016), even though their mutual benefit has been demonstrated by several studies
(Ackrill & Kay, 2006; van der Heijden, 2011; Thelen & Conran, 2016). Lastly, scholars of US
politics problematised the variety of overlapping institutional structures within a political system
(Orren & Skowronek, 1994). They emphasise that many different institutions, created in different
moments in time and which function according to a variety of rules and norms, exist in parallel
and form a mosaic of multi-layered, sometimes conflictive structures within a polity (Orren &
Skowronek, 2004: 108; Fioretos, Falleti & Sheingate, 2016: 13). The following section introduces
the main concepts and building blocks of historical institutionalism and puts forward a possibility

to consolidate separate forms of change in a detailed institutional analysis.

2.3.1 Punctuated vs gradual change

When analysing the impact of economic crises in the EU, the concept of critical juncture is
prevalent. As mentioned above, many scholars have used this concept to explain changes in
moments of crises. Surprisingly the choice by many scholars of EMU or European integration to

use the critical juncture lens in recent studies was done within a few years after crises, without
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giving much insight into the path dependent processes the juncture might have triggered, nor to

the previous structure to which it was supposed to be critical.

Traditionally, critical junctures were linked to the punctuated equilibrium model, in which periods
of short institutional creation were followed by long periods of institutional stasis (Krasner, 1984;
see also Katznelson, 2003). The concept assumed stability linked to the chosen equilibrium at a
critical moment, resulting from an exogenous shock, constraining subsequent evolution, and
leading to path dependent endurance of the institutional construct. The ‘comparatively big and
comparatively fast change’ linked to punctuated change was mainly associated to critical juncture
analysis (Mahoney, 2010). The subsequent path dependent institutional development is piecemeal
and comparatively slow-moving. Literature conceptualises path dependence as the process
following a critical juncture ‘in which institutions exert their causal force’ (Fioretos, Falleti &
Sheingate, 2016). This causal force is often associated with the endurance of institutional

constructs and their stickiness through time.

The inherent connection between critical junctures and path dependent outcomes assists in
showing how formative moments created divergence across cases or how they disrupted
institutional stability and reoriented the subsequent development. In their work on the labour
movement in Latin America, Collier and Collier (1991: 29) define critical junctures as ‘significant
change, which typically occurs in distinct ways in different countries [...] and which produces
distinct legacies’. For them, critical junctures were thus inherently comparative and
consequentialist. Thus, apparent change and a comparative case with deviation in the outcome
were decisive requirements for a critical juncture analysis. In the following scholars fine-tuned
their understanding of critical junctures as ‘moments of structural indeterminacy and fluidity
during which several options for radical institutional innovation are available’, (Capoccia, 2016:
101; see also Mahoney, 2001). In these relative brief moments, the range of choices for
policymakers is increased through the relaxation of previous constraints, making change, even
though not necessarily an outcome of the critical juncture, more probable (Capoccia & Kelemen,
2007). Similarly, Mahoney (2000; 2001) emphasised the importance of the availability of choices
and subsequent closing-off of the non-chosen alternatives. Thus, agency plays a decisive role in
critical junctures. Soifer (2012) adds to the understanding that critical junctures can equally shape

divergence from the past and are not solely applicable across cases but also across time. This
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understanding of critical junctures allows an application of this type of development in many non-
comparative studies and broadens the focus on eventualities and also decisive moments of inaction
by policymakers. Hence, critical junctures are explicitly contextual through the easing of
constraints. However, most scholars would, for good reason, analyse moments of significant
change, because even though the concept of ‘near miss critical juncture’ is an interesting

theoretical exercise, it offers little insights into actual institutional outcomes in the real world.

The path dependence, or the legacy, resulting from the critical juncture (Collier & Collier, 1991),
was seen by scholars predominantly as a process of positive feedbacks or increasing returns (see,
e.g., Mahoney, 2010; Fioretos, Falleti & Sheingate, 2016), which through continuous investment
in the institutional structure made its reverse unlikely (Pierson, 2004; Skocpol & Pierson, 2002).
This feedback process was conceptualised as a sequence of events, reinforcing the initial choice
via each step. Traditionally, gradual change was associated with path dependent developments
emphasising the relevance of rather small contingent events as causal factors for later outcomes
(Pierson, 2000). While small steps and change were possible parts of a path dependent sequences
(Mahony, 2000; Pierson, 2004), scholars also emphasised continuity carried via the path dependent
process since the occurrence of the critical juncture (Collier & Collier, 1991). Overall, path
dependent processes would not account for significant abrupt change, but for small steps along a
long-lasting gradual development (Pierson, 2004). The dynamic that makes a process path
dependent is the sequence of causally linked events that cannot be explained differently than by
the precedent event, which ultimately leads to the critical juncture as initial cause (Mahoney,
2000). In other words, critical juncture outcomes carry causal weight in the subsequent institutional
development, often studied as a sequence of change causally linking the initial outcome of the
juncture to subsequent ones (Capoccia, 2015), which can lead to continuity or transformation in

equal measure (Mahoney, 2000; Mahoney, Mohamedali & Nguyen, 2016).

The new literature of gradual change emerged out of lack of alternatives to the punctuated
equilibrium model propagated by scholars of critical junctures (Streeck & Thelen, 2005). Its main
premise was that institutions for the most part did not follow the prominent punctuated mode of
change and that transformation was a continuous process, which, over time, led to significant
change without exogenous shocks rupturing the institutional equilibrium in one decisive moment

(Mahoney & Thelen, 2009). Gradual change literature emphasises the role of both, endogeneity
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and exogeneity of change-inducing factors in the institutional development. The central argument
is that actors within the institutional setting are continuously working to shape the outcome and
that the objective of a gradual change analysis is to ‘understand [...] the way actors cultivate
change around elements they cannot change while attempting to harness and utilise others in novel
ways’ (Streeck & Thelen, 2005: 19). This allows for significant transformation in the long-term
and can be considered as opposing dynamic to path dependence as theorised through increasing

returns (see table 1).

Table 1: Types of institutional change

Result of Change
Continuity Discontinuity
Process of Change Incremental Reproduction by Gradual
adaptation transformation
Abrupt Survival and Return ~ Breakdown and

Replacement
(Streeck & Thelen, 2005: 9)

However, scholars have also theorised that path dependence is rather an ‘inherent logic’ of
sequence, equally allowing for reactive processes leading to discontinuity (Mahoney, 2001). The
presumably core difference between the two approaches lies within the argument of path
dependence that the ex ante institutional construct is (co-)causing the subsequent outcome
(Mahoney, 2001), while in gradual change the piecemeal steps are regarded as intermediary
outcomes in a process of constant interaction between the involved parties. Instead of focusing on
constraints that ease in critical ruptures, gradual change focuses on the continuous constraints on
actors and on their different strategies of transforming the institutional construct (Mahoney, 2010;
see also Thelen & Conran, 2016). Gradual change models do however consider the endurance of
institutional elements, as only some forms of change allow for an overall institutional construct to
remain relevant. Hence, making a clear separation between these two streams of analysis would
certainly fall short of the complex nature of actual institutional evolution, as abrupt and piecemeal

change are neither mutually exclusive nor logically opposed.

Scholars have pointed out that gradual change and path dependence are ‘two sides of the same
coin’ as mechanisms explaining continuity conversely give insights into how the breakdown of

reproduction processes create change (Thelen & Conran, 2016). Scholars also pointed out that
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theorised types of gradual change work well within path dependency, in particular to explain how
elements of the institutional framework experience change while the core institutional structure
remains in place (see, e.g., Ackrill & Kay, 2006; van der Heijden, 2011; Collier & Collier, 1991).
Mahoney, Mohamedali, and Nguyen (2016) argue that continuity requires change and goes
therefore hand in hand with institutional stability. The typology of gradual institutional
transformation can equally be useful in analysing forms of punctuated change (Mahoney, 2010;
Salines, Glockler & Truchlewski, 2012; Verdun, 2015), according to its imminent and long-term
impact. Verdun (2015) has implicitly pointed to this parallelism by proposing ‘copying’ as form
of institutional development, even though the idea in her analysis was that institutional forms were
borrowed from other institutional structures. North (1990: 6) argues in a similar direction when
pointing out that informal constraints on societies often change incrementally and survive
apparently critical episodes such as revolutions, which are never completely disruptive. A similar
thought is to situate an institution within an interdependent construct of several institutions, or to
embed the institution within a broader institutional configuration or system (Lieberman, 2002;

Ackrill & Kay, 2006; see also Biithe, 2016b).

Conferring the logic of simultaneous continuity and discontinuity, be it gradually or abruptly,
allows to form a more encompassing model of change, which merges both approaches. Thus,
applying such a model would provide a veritable dual-mode of development combining punctuated
and gradual change and allowing for continuity and change to occur in parallel. Understanding an
institution as a composite of several elements, formal and informal rules, and procedures, does not
only give a better insight into which elements are prone to change in which contexts and through
which factors, but also helps to explain how these elements are, even though forming an
institutional whole, differently experiencing (significant) discontinuity in one and continuity in

another element over time, while the core constructs endures.

2.3.2 Critical junctures

The critical juncture is probably the centre piece of many historical institutionalist analyses and
marks the end and beginning of path dependent developments, by significantly altering the
institutional outcome or introducing a completely new one. A critical juncture analysis requires
however much more than simply the juncture itself. Scholars have pointed to several relevant

conditions and to the following path dependent process as important parts to pay attention to. An
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HI analysis employing this framework is thus concentrated on two larger parts with several
building blocks, the study of the critical juncture and the study of its subsequent institutional

development.

Critical junctures are defined as episodes of structural indeterminacy with increasing ranges of
choices available for actors (Mahoney, 2001; Capoccia, 2016). It is generally assumed that critical
junctures are relative short moments in comparison to their subsequent path dependent
development (Capoccia & Kelemen, 2007; Mahoney, 2010) and that substantial deviation from
the previous status quo is possible and often the outcome. Kickert and van der Meer (2011) argue
that the initial choice at the outset of an institutional development should also be considered a
critical juncture, given that the original choice at the beginning of an institutional construct, even
if occurred in context of comparatively little upheaval, can be considered a relatively significant
change. This underscores the quality of a critical juncture in its respective contexts, which might
not require the same degree of contextual stress to force structural indeterminacy in the earlier
stages of the development than in the later ones (Pierson, 2004 ). The structural indeterminacy eases
the constraints on actors, thus attributing a crucial role to agency and underlining the increased
range of choices including substantial alteration to the status quo (Capoccia & Kelemen, 2007;

Capoccia 2016; see also Peters, Pierre & King, 2005).

Critical junctures can be seen as contextual marker for subsequent legacies (Fioretos, Falleti &
Sheingate, 2016). In this regard, many accounts of historical institutionalism emphasised the role
of Member State governments in the resolution of crises. Ladi and Tsarouhas (2020) adopted an
approach by combining historical institutionalism with policy learning and argued that the 2020
public health crisis presented a critical juncture for the EU, in which fundamental change occurred
to economic governance. In their analysis coalition of Member States in favour and against grant-
based assistance led to a compromise combining both. The question of fundamental change was
in this case differently answered by scholars, e.g., Howarth and Quaglia (2021) argue that the
change introduced did rather contribute to existing asymmetries, while Fabbrini (2022)
understands the outcome of the pandemic as transformative for economic governance. This
underlines the importance of setting the analytical lens and defining the institutional level to which

the change is significant to.
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Scholars emphasised the role of contingency, seen as the occurrence of outcomes, which are not
explained by prior conditions (Mahoney, 2000). For Capoccia and Kelemen (2007) increased
agency as the range of choices available to actors, as well as the potential impact of these choices,
are defining characteristics of contingency. In their eyes the counterfactual argument derived from
this allows to draw conclusions on potential alternative choices and their potential consequences.
At the same time, this part of the analysis gives insights into the actual context and how political
actors understood the situation underscoring the relevance of temporality of the analysis. Agency
within critical junctures can be conceptualised as the agreement and action of relevant actors to
change the institutional construct. Here HI is particularly open to integrate insights from rationalist
approach or other actor-centred approaches, which explain positions of actors and their respective
preferences. While Biithe (2016a) emphasises self-interest of supranational institutional and
individual actors as part of the explanation for further integration, policy areas which are almost
exclusively in the hand of Member State governments are better analysed through an analytical
lens focusing on national governments and their preferences. As outlined above, stage two of
liberal intergovernmentalism is a good candidate to explain national government preferences and

the negotiations in these episodic moments of agency through a rationalist lens.

Soifer (2012: 1575) argues that heightened contingency is not enough for a critical juncture,
because these moments do not necessarily carry substantial change, or an immediately following
second moment of heightened contingency wipes out the first choices. This understanding of
critical junctures in line with Collier and Collier (1991) is consequentialist and slightly different
to the notion introduced by Capoccia and Kelemen (2007). They point out that change is not

necessarily part of a critical juncture, and this ‘no-change’ can equally carry legacy:

Contingency implies that wide-ranging change is possible and even likely but also that re-
equilibration is not excluded. If an institution enters a juncture, in which several options
are possible, the outcome may involve the restoration of the pre-critical juncture status quo.
Hence, change is not a necessary element of a critical juncture (Capoccia & Kelemen, 2007:

352).

In addition, while institutional legacy is a substantial part of a critical juncture analysis, the
timeframe of how long an institutional element has to endure to be considered legacy, is fairly

open and depends on the analytical framework adopted. The succession of moments of heightened
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contingency is only then to be discarded as multiple critical junctures, if the previous moment did
not carry any enduring element reproduced, and the interval between the moments did not allow
for any consequence to unfold before the subsequent juncture. So, if moments of heightened
contingency succeeded each other rather swiftly, but each moment can bring new enduring
elements to the institutional construct, we have a situation of a common legacy from multiple or a
longer-enduring critical juncture. A thorough critical juncture analysis can then be equally relevant
in explaining institutional ricketiness, as much as path dependence, especially if the choices
replacing or reversing previous ones occur within the broader institutional framework and keep
core aspects of the institution in place. A focus on heightened contingency in the form of factors

easing the constraints on actors, are thus good candidates (to test) for critical junctures.

In order to identify moments of increased agency, Soifer (2012: 1574) defines permissive
conditions as ‘those factors or conditions that change the underlying context to increase the causal
power of agency, or contingency and thus the prospect for divergence’. Similarly, Mahoney (2010:
21) sees permissive conditions as vulnerabilities and opportunities within the institutional
construct, making it susceptible to significant change. The contextual significance of permissive
conditions is the opportunity provided via the shift in the institutional environment. Permissive
conditions are thus the necessary conditions which ease the constraints on agency, accounting for
the ‘temporal bounds’ of critical junctures (Soifer, 2012). Soifer (2012: 1574) argues that these
conditions bound a window of opportunity for divergence that can be quite lengthy, even if the
change itself is produced in a more punctuated manner. Thus, appearance of permissive conditions
equals the opening of a potential critical juncture and their disappearance the closure. These
conditions occur as the reproductive mechanism (see below) of the previous institutional construct
is temporally impeded (Soifer, 2012). The use of permissive conditions is also concomitant with
the selection of the unit of analysis, as the conditions are linked to the institutional construct under

investigation.

By using a package of necessary conditions for the permissive conditions, the critical juncture
analysis allows for the combination of several contextual exogenous and structural endogenous
conditions, whose co-occurrence might be comparatively short, but which individually might
persist for longer time, and allows to be more precise in the definition of what constitutes a

potential critical juncture. It should be noted that an (abstract) permissive conditions may take
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different values, along the timeline of the institutional construct, some of which will be sufficient
for the re-occurrence of the condition (e.g., economic crisis), or that several combinations of
unnecessary conditions form a different sufficient permissive condition (see also Mahoney,
Kimball & Koivu, 2009). These conditions are often associated with crisis moments (Collier &
Collier, 1991), as major change in an institutionalised setting requires exceptional circumstances
to facilitate the needed coalition-building (Hall, 2016). Verdun (2007) suggest that economic
pressure arising from the asymmetric design of EMU would lead in the face of a major (exogenous)
shock to the need of reforming the institutional design. Her approach is thus a combination of
endogenous asymmetries and exogenous pressure. Equally, Braun (2015) emphasised the
importance of preparedness of crisis resolution tools. These conditions suggest at least partly a
functional explanation of endogenous disparities between the shift in the environment and internal
preparedness or resilience. The heightened pressure to change or to adjust a structure should
therefore be always linked to some form of endogenous vulnerability vis-a-vis the newly unfolding

situation.

Critical juncture literature discusses missed opportunities or ‘near miss critical junctures’
(Capoccia & Kelemen, 2007), however these terms too readily imply that the institutional construct
might continue without change. Even though the premise of path dependence suggests that the
cause of change disappears while its effect continues, the environmental conditions in the real
world are not likely to fully return to the ex ante value. Thus, the ex post moment after the presence
of permissive conditions is unlikely to be the exact same as the ex ante moment. It appears
hypothetical that the inaction in a critical juncture does not bear at least some consequences.
However, if one accepts the temporal boundness of the potential critical juncture, one will equally
accept the temporal nature of permissive conditions, and that the ex post moment can through
contextual similarity to the ex ante moment diffuse the contingency of the potential critical
juncture. Thus, return, or better maintenance of the status quo would be possible. Using the concept
of permissive conditions, the implied inaction can certainly deteriorate a situation and further
increase the permissiveness, and it will also highlight the endogenous vulnerability and reduce the
actors’ acceptance of the institutional construct as such. Thus, scholars need to be aware that a
designated ‘near miss critical juncture’ could be a good candidate for less explicit forms of change
such as punctuated drift (see below). This does not per se question the argument of Capoccia and

Kelemen (2007) that change is not a necessary outcome of a potential critical juncture, but it
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underlines that its occurrence is less likely than at the occurrence of at least some form of change.
Caution is necessary in a situation which might be branded a near miss critical juncture, despite it
carrying significant change in the applicability of the institution, and thus tick the box of change.
If a critical juncture emerges and no difference between the ex anfe and ex post institutional
structure in its environment is detectable, the question arises whether the permissive conditions
were well enough defined or if the situation caused sufficient pressure on the endogenous
condition. A situation that is fully reversable without leaving a trace appears to be a very rare, if
not impossible, occurrence. Even if formally restoration happens, an underlying trace might be

present.

In addition to permissive conditions, Soifer (2012) defines productive conditions as necessary
conditions accounting for the variation or divergence in the case, and the choices taken in the
critical juncture. Productive condition act within the margin of eased constraints of the permissive
conditions, in which they can deploy their causal forces, but without they are unable to
significantly alter the institutional picture (Soifer, 2012; see also Mahoney, 2010). They are
necessary for significant change but only sufficient in combination with permissive conditions
(Soifer, 2012). Mahoney (2010) similarly theorises generative causes, which unfold their potential
for punctuated change only in combination with permissive conditions. He argues that generative
causes are agents which produce first and foremost incremental change in small doses and only
have the potential to create significant change when met by permissive conditions (Mahoney,
2010). Soifer and Mahoney both understand the outcome of the combination of necessary
permissive and necessary productive conditions as critical juncture. This understanding follows
the consequentialist conceptualisation introduced by Collier and Collier (1991), in which a critical
juncture necessarily carries significant change. Within permissive conditions, agents work as part
of the causal chain, adding interests and interaction of political actors to the explanatory framework
(Capoccia, 2015). In his analysis Soifer (2012) refers to economic ideas and economic nationalism
as productive conditions, while Mahoney (2010) considers particular forms of change agents as
generative causes. Both concepts are connected via the understanding that permissive conditions
alone are just the window in which change can happen, thus forming the potential critical juncture,
and that additional factors, such as ideas or interests, are necessary to produce change. This
understanding allows to adopt an ideational as much as a rationalist approach, including agency

on the one hand and on the other hand explaining why outcomes are only partially structurally
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determinate. Lastly, productive conditions are not solely actor preferences per se, but a factor
acting within the constraints of the permissive conditions, impacting the outcome. From a
rationalist perspective one could argue that interdependence resulting from the process of
European integration itself accounts for a productive condition. While from an ideational
perspective one could suggest that economic doctrines representing economic core values function

as productive condition leading to integration outcomes (see, e.g., Hall, 2014).

As the different interpretation and conceptualisation of critical junctures (either as ex ante windows
of opportunity, or as ex post consequences) have created confusion as to the precise meaning of
the concept, this dissertation offers a clarification of the terminology of a critical juncture analysis.
A critical juncture should be defined as an outcome of change deviating from the ex ante
institutional construct in a significant way, and which carries legacy, i.e., a longer-term impact
surpassing the moment in which it occurred. If a change does not carry legacy, it should thus not
be considered a critical juncture. Researchers should thus ask the question of ‘where and how did
critical junctures occur’, and not ‘what the outcomes of critical junctures are’, as they are per
definition change. The formative moment in which enduring change occurred can be ex post
designated as critical junctures but should not be confused with the understanding of a critical
juncture as the formative moment itself. These formative moments might have the ‘potential’ to
cause a critical juncture and should be defined accordingly as potential critical juncture or windows
of opportunity. Using the concept of permissive condition, this dissertation argues that the
occurrence of such conditions defines the window of opportunity, or the bounds of the potential
critical juncture, which can or cannot lead to an ‘actual’ critical juncture. While the permissive
conditions remain the necessary conditions for a critical juncture, they only set the temporal
bounds for productive conditions to have the possibility to cause a critical juncture. Near miss
critical junctures are defined as the occurrence of productive conditions, which did not lead to
change. Here, this dissertation makes a useful addition to the critical juncture literature by adding
the notion of duration to the framework. The occurrence of permissive conditions can only lead to
change when the occurrence persists sufficiently long for productive conditions to unfold. This
aspect adds a temporal element explicitly into the analytical framework of critical junctures. A
premature collapse of permissive conditions before the productive conditions are able to unfold
their causal force fails to create punctuated change, as the occurrence of permissive conditions in

the potential critical juncture is not sufficiently long, and thus the moment does not fulfil the
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requirements of a critical juncture in the institutional development.” Thus, the explanation of a
near miss critical juncture can be attributed to the premature disappearance of the permissive
conditions. The permissive conditions do not co-occur sufficiently long for productive conditions
to create change. Likewise, the prevailing, or persistence of permissive conditions, even after
productive conditions are at work, can help to explain how some solutions do not allow for the
resolution of pressure arising from permissive conditions. Thus, the persistence of the permissive
conditions (occurrence and disappearance) is key to understanding the difference between the

‘near miss’ critical juncture and a critical juncture (see figure 3).

From this understanding one can explain, through the disappearance of permissive conditions, why
in some instances the outcome decided by decision-makers is short of significant change. The
answer is linked to the insufficient temporal nature of the permissiveness, i.e., the duration of the
permissive conditions was insufficient to exert (persisting) causal pressure on actors for increased

agency.

Figure 3: Depiction of the interplay between conditions in a critical juncture

(Source: the author)

As part of the critical juncture framework, antecedent conditions could be included to not only rule
out constant causes that account for equifinality (Collier & Collier, 1991), but also to identify
causally relevant critical antecedent conditions that react with causes in the critical juncture to

produce the outcome (Slater & Simmons, 2010: 889). Slater and Simmons (2010) define critical

9 Note: This does not exclude that agency and change per se are excluded in these moments. They would however not
carry legacy, if they did, the temporal boundness of the permissive condition was sufficient.
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antecedents as ‘factors or conditions preceding a critical juncture that combined with causal forces
during a critical juncture produce long-term divergence in outcomes’. These factors or conditions
are opposed to causally irrelevant antecedents. Descriptive contexts are seen as solely thickly
historical, without providing any additional causal insights, constant causes might be a rival
explanation for the outcome, contradicting the critical juncture argument (see above), and
background similarities in divergent cases are used as control and not causal variables (Slater &
Simmons, 2010). The distinction of critical antecedents from permissive conditions is that the
former precedes the latter and that the critical antecedent influences the value of the productive
condition (Soifer, 2012). The concept of critical antecedent imports causality from prior conditions
into the critical juncture outcome and lends explanatory power to the range of options available in
the juncture. Mahoney, Mohamedali, and Nguyen (2016: 79) define it as “filters prior to potential
critical junctures that play an independent role in directing a case towards an outcome, though
secondary next to the critical juncture’. Differently put, they are part of the explanation why actors
acted in the way they did in the potential critical juncture but are not the cause of the potential
critical juncture as such. Critical antecedents are particularly useful in a comparative research
design, as they can contribute to the explanation of divergence across cases in addition to agency.
HI analysis of crises included pre-crisis institutional particularities which have a critical
contributory impact to crisis moments, in this regard Verdun (2015) identified such a moment in
the establishment for EMU, which influenced the actors’ choice in the subsequent critical juncture

in the form of the euro area financial crisis.

For this dissertation, the critical antecedents are included in the ‘antecedent conditions’ which
contribute to the value of the productive condition. The analytical part of the critical juncture is
constructed by the building blocks of antecedent conditions, the permissive conditions, and the
productive conditions (see figure 4). While the permissive and productive conditions explain the
emergence of agency and choices in a critical juncture, the antecedent helps to explain the choices

derived from the productive conditions.
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Figure 4: Critical Juncture framework
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(Source: the author)

2.3.3 Path dependence and the mechanism of reproduction

Path dependent developments follow the occurrence of a critical junctures and are the outcome of
what can be referred to as distal causation (Capoccia, 2015; see also Pierson, 2000). Collier and
Collier (1991: 31) understood that this legacy from a critical juncture is a composite of several
mechanisms leading to the build-up and stability of the core attributes of the legacy. They also
evoked that legacies end at some point or can be disrupted by the re-occurrence of a critical
juncture (Collier & Collier, 1991: 771). Path dependence suggests on the one hand that the
institutional construct exhibits continuity throughout a longer period, and on the other hand that
change, if it occurs at all, is only minor at times in comparison to a potential punctuated change in
critical junctures. HI studies have argued how the creation of the EFSF in the height the critical
juncture of the euro area crisis led to path dependent developments in the subsequent establishment
of the ESM (Gocaj & Meunier, 2013). Scholars emphasise however, that path dependence does
not determine subsequent outcomes, it is rather a conceptual tool to illustrate the margin of choices
available to political actors in the given time (North, 1990). Scholars have theorised different
processes related to path dependency. Most prominent has been the process of increasing returns,
which is a self-reinforcing process, which links positive feedbacks issuant from the institutional
construct to a decreasing probability to deviate from the chosen path (Mahoney, 2000; Pierson,
2000; 2004). Second, scholars have theorised other processes, which do not necessarily include
continuity and can explain the outcome through a chain of causally connected events (reactive

sequence), in which each event is the outcome of the preceding and the cause for the subsequent
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event, or through interference from other processes (Thelen, 1999; Mahoney, 2000; Thelen &
Conran, 2016). Reactive and increasing return sequences tend to emphasise the disproportionate
impact of earlier events (Pierson, 2004; Mahoney, 2000; see also Mahoney, Mohamedali &
Nguyen, 2016), however reactive sequence gives more relevance to these events as the causal
chain is much more sensitive to these stages and their potential impact on the subsequent outcomes
(Mahoney, 2000). The (from critics) somewhat suggested deterministic nature of path dependence
is thus not only errant as the process can as much ‘involve elements of both continuity and
(structured) change’ (Thelen, 1999: 384), but also because the self-reinforcing process has choice-

points further down the path, which makes the final outcome unpredictable (Pierson, 2004).

A careful analysis of path dependence should however not rely either on increasing returns, nor on
reactive sequences, but should distinguish which part of the institutional development follows
which trend and what explains these developments. To understand these dynamics, scholars have
theorised mechanism of reproduction which keep institutions on track or lets them deviate from
the ‘path’ (Collier & Collier, 1991; Mahoney, 2000). Thelen (1999) accounts for change in path
dependent sequences with the argument that the sequence of positive feedbacks can be interfered
with by interactions with other processes, which impede the particular mechanisms of reproduction
and thus lead to change. Mahoney (2000: 517) differentiates mechanisms of reproduction and
change based on dominant theoretical premises, which illustrates that these mechanisms can find
their explanation in various theoretical foundations of political science, allowing researchers a
great flexibility in the way they operationalise these mechanisms (see below). Collier and Collier
(1991) suggest that a mechanism of production following the logic of a reactive sequence
crystallises the legacy, which itself relies on the mechanism of reproduction following the second
sequence of increasing returns. This understanding illustrates one important limitation of reactive
sequences, which is that an institutional construct is very unlikely to follow this dynamic for a long
period of time, making it only useful to assess immediate outcomes of contingency, however not
their legacy. As Schwartz (2004) argues, it remains mostly a sequence of events rather than a set
of coherent mechanisms, as its causality relies in the sequence, not in an overlying mechanism that
keeps it in line. However, an important insight from reactive sequence is the understanding that a
backlash process allows for reversal in the institutional development (Mahoney, Mohamedali &

Nguyen, 2016).
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An implicit element of the use of mechanisms of reproduction is however, that it is not necessarily
reinforcing the institutional structure, but can equally sustain it over longer periods of time in a
constant fashion (Greener, 2005). Even though it appears that constant institutional development
is the bread and butter of a path dependent analysis, the inclusion of a critical juncture framework
does not necessitate a reinforcement process to causally link the juncture to the legacy. The
punctuated change occurring in a critical juncture replaces a substantial part of the initial gradual
process that exclusively gradual path dependent developments normally entail, thus making
increasing returns as an explanatory element of the relevant earlier choices, not essential. The large
leap in a punctuated change model jumps so-to-speak several steps in the gradual model of
exclusive path dependence (see, e.g, Mahoney, 2010). It should be noted that the borrowed concept
of increasing returns from economics is mostly concerned about efficiency gains of the initial
choice, which is only secondary for political science (Beyer, 2010). The more relevant conceptual
tool is the limitation of options available to actors and the mechanism which keep the institutional

structure in place.

While often these mechanisms are seen as constant or perpetual processes (see, e.g., Collier &
Collier, 1991), one should bear in mind that in practice attention to a particular policy is sporadic
and might, in particular if the policy in question is part of European Union politics and not
implemented in a permanent fashion, only draw attention to itself in specific moments. For
example, attention on the EU’s Multi-Annual Financial Framework is mostly centred around its
reformulation every seven years and the mid-term review halfway through the framework. Other
policy areas might get into the centre of attention due to specific situations as in the example of

the Dublin III regulation and the increase of refugee flows to the EU.

Path dependence is therefore a varied concept with several tools to analyse institutional
development. However, the general point of using path dependent tools is not simple to show that
an institutional development is path dependent, but to unravel the mechanisms behind the
development illustrating which elements proved to be continuous and how. By focusing on several
elements of an institutional construct, it will be possible to differentiate between path dependent
developments of continuity and discontinuity. An institution, which does not follow a path
dependent development, will not bear evidence of any legacies, by which is meant that an

alternative solution would be congruent to the observed outcomes at any moment in time.
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2.3.4 Gradual change and modes of institutional change

When theorising what mechanism keep an institutional construct stable, scholars reversely brought
insights into the literature of what accounts for institutional change (Thelen & Conran, 2016).
However, scholars saw the emphasis of path dependence as a misplaced assumption of institutional
development, in particular in accounting for change in a gradual fashion. Streeck & Thelen (2005;
see also Mahoney & Thelen, 2009) conceptualised several modes of change as a response to the
historical institutionalists focus on change due to punctuated equilibria. In their interpretation,
institutions followed a more gradual form of change which could significantly alter the institution
in question over a long period of time. This theoretical approach is per se not new as Pierson and
others had already pointed out that discontinuity is also part of institutional developments,
however, gradual change scholars argued that path dependence works are better suited to explain
resilience rather than change (Streeck & Thelen, 2005). While the work on gradual change did not
disregard the possibility of reproduction, nor abrupt change through punctuated change, it provided
specific insights into how institutions can change incrementally. Streeck & Thelen (2005: 19) point
out that actors’ involvement in institutional adjustment is not reduced to moments of institutional
indeterminacy ‘when agency defeats structure’, but that institutions are constantly contested from
within and exposed to incremental change. The main argument derived from gradual change
literature is that change is not just distinguishable between phases of stability and minor change,
and phases of abrupt and major change, but rather that long periods of change can equally result
in major change, which tends to be overlooked in the punctuated equilibrium model (Streeck &

Thelen, 2005).

The literature on gradual change does not refer to mechanism of reproduction, but rather to forms
of change, entailing different strategies of actors and their role in the adjustment process (Mahoney
& Thelen, 2009). These forms have been systematically collected and presented in the work of
Streeck and Thelen (2005) and slightly changed by Mahoney and Thelen (2009) and discussed in
many works on particular modes of change (see, e.g., Thelen, 2003; Hacker, 2005; von Hejden,
2011) or generally on historical institutionalism. The four modes of change focus on incremental,
or gradual forms of change, by which it is not explicitly excluded that other forms might also

occur:
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The process of layering generally refers to the introduction of new rules to an institutional
construct in parallel to already existing ones (Mahoney & Thelen, 2009). Streeck & Thelen
(2005) point towards differential growth of the in parallel existing institutional elements,
which might over a longer period lead to the replacement of the previous element by the
layered element. An interesting insight is that layered parts generally do not immediately
and directly undermine the previous structure, and therefore do not generate strong
oppositional movements against it (Streeck & Thelen, 2005). The layered element
gradually and indirectly can undermine the previous structure. Actors can actively follow
the strategy to replace and undermine an institutional structure by layering a new element,
or the ex post outcome could be an unexpected consequence due to exogenous or
endogenous factors not foreseen in the time of the introduction. Mahoney & Thelen (2009)
point out that layering neither removes, neglects nor changes the enactment of previous
rules, it rather influences the impact of the previous structure in such a way that actors’
support for it decreases (Streeck & Thelen, 2005). Thelen & Conran (2016: 63) describe
that ‘change occurs through seemingly marginal amendments, revisions, or additions to
existing institutions or rules that have downstream implications for how the original
institutions operate’. One relevant aspect when discussing layering in combination with
other forms of gradual change, is that the introduction of the new rules is momentous,
which initiates a process that can lead to the displacement of the previous element, but it
can also create a situation where two existing elements with the same objectives exist
(Streeck & Thelen, 2005).

The process of displacement is the replacement of older rules with new ones without the
continued existing of the former (Mahoney & Thelen, 2009). While punctuated
displacement is often an outcome of large-scale changes in critical moments such as
represented by critical junctures, displacement can equally occur in a gradual fashion when
the rules are introduced to directly compete with previous ones (Mahoney & Thelen, 2009).
Thus, one can argue that gradual displacement is the outcome of a process followed by
layering, leading to the institutional demise of the previous element. In that sense gradual
displacement is always linked to layering, as the previous structure still exists in parallel.
While layering refers to the beginning of a process, displacement refers to its potential

outcome. This clarification is useful because scholars analysing an institutional
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development, which is still unfolding will have difficulty arguing for displacement without
knowing the ‘final’ outcome, even though it might very likely be the case. Similar to
layering, the actor’s intention can be to undermine the existing institutional structure via
layering, or that the outcome of displacement is unintended.

The process of redirection (also referred to as conversion) is the redeployment of existing
rules to steer the institution towards new objectives (Thelen, 2003; Streeck & Thelen,
2005). The formal rules in redirection remain largely untouched while their enactment and
interpretation change (Thelen, 2003). Rules can intentionally be formulated in a broader
way, or use interpretative concepts, so that political actors are able to keep a margin of
manoeuvre in their enactment, or exogenous factors influence the previous implementation
of the rules so that the underlying understanding of what the rule should implicitly achieve
is changed (Streeck & Thelen, 2005). Endogenously, redirection can be the result of
shifting coalition constellations in the decision-making (Thelen, 2003). As rules remain
formally mostly unamended, redirection is particularly strong in elements that are not
formulated to the detail and which allow interpretation gaps, while very clear formulations
are more resistant to redirection. Thus, one would expect redirection in public policy to be
more prominent in informal parts of institutional constructs such as procedural or
implementation aspects.

The process of drift occurs when rules remain the same in the face of a changing context,
which also alters the impact of the rules (Mahoney & Thelen, 2009). The deliberate neglect
of adapting the institution by political actors changes the impact of the institution, which
can result in a significant shift in the outcome rendered by the system (Mahoney & Thelen,
2009), leading potentially to the erosion of the institutional construct (Streeck & Thelen,
2005). Streeck & Thelen (2005) argue that institutions require active maintenance in order
to remain relevant and that this non-action in the face of a changing context has to be
considered an active holding back. In a sequence one should therefore not confuse the drift
of the changing context with the process of drift, which only occurs if the actors remain
deliberately inactive ‘after’ the changing context has been identified. While the changing
context is explicitly focused on exogenous factors, the inaction is an endogenous process

linked to the actors in question. To identify drift, scholars need to be aware of the impact



of an institution in the implementation as the rules remain on the surface untouched

(Streeck & Thelen, 2005).

The mechanism of change in these modes are based on actors’ reaction to the institutional structure.
Layering requires ‘active sponsorship’ of the additional institutional element by the actors (Streeck
& Thelen, 2005: 24). Actors having not enough support to overthrow the institution might opt to
add new elements, while other actors in favour of the status quo are unable to avoid the addition
of new elements for the sake of preservation (Mahoney & Thelen, 2009). Displacement is marked
by the actors’ cultivation and defection to an alternative institutional structure (Streeck & Thelen,
2005). The mechanism of change can start by the invasion of factors exogenous to the institution,
which are subsequently cultivated, or by favouring an alternative already present in the overall
institutional configuration (Streeck & Thelen, 2005). For drift the mechanism of change is the
deliberate choice by actors not to act in an altered environment. Thus, inaction can be due to
neglect as ‘the world surrounding an institution evolves in ways that alter its scope, meaning and
function’, or due to political manoeuvring (Streeck & Thelen, 2005: 25). In redirection, actors
exploit the ambiguity inherent to the institution (Mahoney & Thelen, 2009). In public policy, this
is particularly fruitful in institutional constructs with margin of interpretation in the formal setting,
or generally less formal institutional constructs, which are not based on legislative arrangements
(see also Hacker, 2005). These informal ‘gentlemen’s agreements’ should not be confused with
informal institutions, such as norms, which carry relevant cultural values and are arguably far less

prone to be changed through agent efforts to reinterpret (see also North, 1990).

Hacker (2005) argues that the level of institutional convertibility is linked to actor preferences and
the status quo bias created by procedural rules of the institutional structure in place. Depending on
the level of procedural barriers and the level of divergent preferences, an institution is more
vulnerable to a particular mode of change than another. Mahoney & Thelen (2009: 19)
conceptualise this in terms of strong to weak veto possibilities and high to low opportunities for
discretion in the interpretation or enforcement of rules. Table 2 illustrates which mode of change

is more likely to appear in combination with the above-mentioned characteristics.
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Table 2: Modes of change and veto possibilities

Low level of discretion = High level of

in interpretation/ discretion in
enforcement interpretation/
enforcement
Strong veto Layering Drift
possibilities
Weak veto Displacement Redirection
possibilities

(Mahoney & Thelen, 2009: 19)

In the context of European Union rules and procedures on financial assistance two elements are of
particular interest in this research. First, the decision-making modalities for establishing or
changing the rules and laws on financial assistance, and second, the interpretation of specific
aspects of the laws itself, in particular on implementation of conditionality. As the overall process
of integration advanced, the modalities of decision-making changed accordingly and might need
to be reconsidered for each adjustment. In this sense, one can associate high veto possibilities with
unanimous decision-making in the Council and low possibilities with Simple Majority Voting,
while the level of discretion can be associated with the clarity of the decision, regulation or

directive, and the level of enforcement with the adherence to the rules by actors.

2.4 Operationalisation of the analytical framework — Actor-centred historical
institutionalism

To answer the research question, this dissertation will use a combined historical institutionalist
approach. The purpose is first to identify critical junctures in the development of financial
assistance and explain how they came about. Second, the legacy of these critical junctures is
analysed via mechanisms of reproduction and mechanisms of gradual change, which explain the

endurance and the parallel discontinuity of specific institutional elements.

2.4.1 Combining a punctuated and gradual change analysis

This dissertation combines the two larger streams of HI into one coherent analytical framework,
including a critical juncture and a legacy analysis of path dependence and gradual change.
Mahoney (2010) provided a possible understanding of punctuated change being more significant

and far-reaching in comparison to gradual change, which occurs in smaller doses. The significance
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must be assessed in accordance with the lens applied by the researcher, which could be focused on
large scale historical developments of entire state systems or specific legislation or areas of public
policy. While the gradual processes of change are clearly the strong suit of a gradual change
analysis and generally in the understanding of incremental change, these modes of change can be
equally applied to punctuated change. The reader can easily imagine a situation in which policy
makers simply add, replace, or redeploy elements of the institutional structure in a critical moment
(see also Mahoney & Thelen, 2009) and thus significantly alter the institution in place. Or
similarly, that inaction in a critical juncture leads to drift of the institutional construct and can even
lead to immediate erosion. Most importantly, using the typology of change for the decisions in a
critical juncture complements the further use of this typology for the subsequent gradual
development, which carries the impact of the decisions to term. As shown above, path dependence
is not opposed to the modes of gradual change, nor is it solely linked to increasing returns. Instead
of using the broader concept of path dependence, a more nuanced focus on mechanism of

reproduction can be more fruitful in understanding continuity of the legacy.

A combination of these approaches consists of several elements. First, it accepts that institutional
development can occur in both critical junctures and legacy processes, while punctuated change is
assigned to the first and reproduction and gradual change to the latter. Second, it borrows
mechanisms, which account for path dependent reproduction, adaptation, but also for the survival
and return of the institutional elements, maintaining the core parts of the institutional structure.
Several mechanisms of reproduction can be at play at the same time for different elements of the
institutional construct. Identifying the mechanisms of reproduction for these elements can help to
explain when reversely abrupt change occurs due to the breakdown of these mechanisms of
reproduction. From the critical juncture framework, it borrows the permissive conditions
consistent of exogenous factors and endogenous institutional vulnerability leading to the
impediment of one or several regime elements, which open the possibility for actors to change
these element(s), for which reproduction ceased. Legacy mechanisms are thus inherent parts of the
necessary conditions. This is in so far pertinent as no need for change occurs if all mechanisms of
reproduction keep working as before. The outcome of the critical juncture is either carried on
through mechanisms of reproduction, or is gradually transformed through gradual processes of
transformation, which replaced the previous mechanism of reproduction. As the transformative

force of critical junctures can be gradual as much as punctuated, the subsequent episodes are
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analysed for continuity and change. The modes of change borrowed from gradual change literature
are used to assess each form in their punctuated variant in the context of critical junctures and in

their gradual processes in the episodes following them.

These two main approaches of historical institutionalism are not mutually exclusive, however the
literature on both sides has particularly focused on exemplary cases of institutional change, which
were either a strong argument for gradual transformation or critical junctures. Studies of crisis-
induced change have often resorted to the use of critical junctures to explain the outcomes derived
from these moments. This appears reasonable in so far as significant change is often part of the
resolution of crises, on the other hand however, visible, and sometimes superficial, adjustments
are treated as the outcome of critical juncture, even though the development would have been
much better understood through the lens of reproductive mechanisms or gradual transformation.
In addition, processes of gradual change can be essential in understanding long-term consequences
of critical juncture outcomes. Collier and Collier (1991: 32) theorised that a critical juncture
outcome might as well take longer and only crystallises gradually. The advantage of combining
both approaches (see figure 5) is inherent in the explanation of continuity and change in critical

junctures and the continuity and change in the moments following it.

Figure 5: Actor-centred historical institutionalism
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The phenomenon researched in this study is defined as financial assistance regime within the EEC
and later EU. The institution of financial assistance is conceptualised as a ‘regime’ (see also
Streeck & Thelen, 2005; Dougherty & Pfaltzgraff, 2001), including the legal constructs, actors,
and procedures which are part of the European system of assistance. It so defines ‘financial
assistance regime’ as the formal rules, practices, and bodies accompanying the provision of
extraordinary financial assistance to national governments of the EC and later the EU. The regime
is operationalised as a composite of three main features: i) the formal policy elements, ii) the
financing elements, and iii) the procedural elements. The elements of the formal policy framework
define the legal rights and obligation and the eligibility of assistance for national governments.
This feature is the gatekeeper for Member States to be included in assistance and sets the general
framework of how assistance is to be provided. It includes the objectives and is the legal surface
of the other features. The financing elements of assistance are concerned with the forms of
assistance as well as with the structure of the financial instruments used. This feature is linked to
the effective allocation of financial means between governments and the practicability of the
assistance scheme in place. It is the functional part of assistance. The procedural elements include
the implementation of assistance in practice. This feature is linked to the practice of the assistance
and the conditions that are included in the provision of assistance. Procedural elements are the
bridge between formalised rules and procedures and the actual implementation and interpretation
of these rules. Here acceptance or adherence to the intended procedure and workings of assistance

are decisive.

This research begins with the broader distinction of the development of financial assistance into
moments of economic shock and moments of relative stability. For practical and analytical
purposes, a heuristic approach limiting the timeframe and scope is a reasonable way forward in
the use of historical institutionalism. The decision on where to start the analysis should be chosen
with caution and mark a point in which the case develops in significant ways (Mahoney 2001;
Pierson 2004). In order to study the development of financial assistance in the EEC and later in
the EU, the first step is to set a starting point of the respective timeframe. While international
financial arrangements did exist in the form of the International Monetary Fund (IMF) and other
financial institutions before the EEC introduced mutual support, the most reasonable starting point
would be around the introduction of the first formal assistance tool within the framework of the

EEC in 1971. This point is around the end of the 1960s, a period of monetary instability that
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brought about the Werner Plan for closer monetary cooperation between EC Member States
including a mechanism for mutual support. Thus, this dissertation will focus on the timeframe

starting from 1968 until 2023.

2.4.2 Permissive conditions of a critical juncture: exogenous and endogenous elements

Derived from the theoretical foundation of critical junctures as the composition of necessary
permissive and necessary productive conditions, this dissertation operationalises the permissive
conditions as exogenous and endogenous conditions. As mentioned previously financial assistance
is particularly targeted at moments of economic difficulties, which generally result from a trigger
event in the form of some sort of shock. According to Boin et al. (2017: 5) the key factors of crisis
are threat, uncertainty, and urgency. A threat can be anything from material to physical damage.
Uncertainty refers to a situational phenomenon, which is difficult to properly assess nor to mitigate
in terms of its potential damage and perseverance. Difficulties arising from contextual shifts carry
uncertainty as policymakers might not have historical reference nor experience in reacting in the
new setting. Lastly, urgency is the consequence of a concrete threat coupled with uncertainty,
which creates high pressure for measures to resolve the crisis at hand. When translating these
factors to economic difficulties, one gets a situation of contextual shifts creating a concrete
material threat to a one or several Member States of the EU and to the material and eventual
physical wellbeing of the people within them, leading to the urgency to react. Urgency suggests a
sort of rapid worsening of the economic situation, which embodies an extraordinary material
threat. From this point, economic difficulties can be seen as the worsening of the overall economic
performance of a polity, often linked to increasing unemployment, increasing state’s expenditure

for fiscal stabilisers, a lower, or negative GDP growth, or balance of payment difficulties.

Economic indicators have served studies on macro-economic crises to identify appropriate cases
for critical junctures (Hogan & Doyle, 2007). Similarly, this work utilises the rapid decline in GDP
growth in core Member States and the EU in general as the contextual markers of economic
difficulties or ‘shocks’, which help to identify permissive conditions and potential critical
junctures. Even though the measurement of GDP growth is mainly used to grasp the tendency in
the economy, it is a useful indicator to understand in which moments rapid movements in the
economic output occurred. The causes for the economic shocks are diverse, thus, the use of GDP

growth is in so far adequate, as it indicates the decline of a countries’ economic output,
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disregarding the nature of the shock. Other indicators are used to complement the general
economic trend and to give a general sense of the economic positions such as inflation rates,
balance of payments positions, central bank reserve movements for monetary aspects, public debt,
and interest rates on government bond for fiscal aspects. Second, in addition to economic
indicators, the assessment of the situation as urgent by relevant political actors is used to identify
an economic crisis (see also Hogan & Doyle, 2007). In this way the dissertation avoids the purely
numerical definition of an economic crisis, nor the solely political utilisation of the term crisis by
relevant actors. As shown in figure 6, GDP growth in four EU core Member States was largely
similar, even though not entirely aligned, to consider the overall economic context as an adequate

indicator for the situation in the majority of Member States.

Figure 6: GDP growth in per cent by country and average EEC/EU
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(Sources: World Bank (2021); Statistisches Bundesamt (2002); European Commission (2020c);
*forecast; author’s compilation)

The endogenous permissive condition is linked to the resilience of the institutional structure. This
resilience is analysed by the impediment of specific elements in the three main features of
assistance. The definition of the financial assistance regime previously proposed suggests that
different main features compose the regime, and that these features rely on different mechanisms

of reproduction (see below). These mechanisms are in dialogue with different elements of an
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institutional structure. Broadly, the utilitarian mechanism focuses on the support for the overall
function the institution severs, as well as on the translation of this function into practice. The
functional mechanism focuses on the match between the contextual aspects and the institutional

construct.

In more detail, the formal policy element of assistance is based on the legal institutionalisation
including the purpose and the availability of financial assistance instruments within the EEC/EU.
This element is linked to the utilitarian mechanism reproducing the institutional structure and its
objective, but also to the functional translation of this objective into available instruments. The
financing elements of assistance are based on the effective application of assistance in the form of
practicable financial instruments. This element is linked to the functional mechanism. The
procedural elements are linked to implementation of the rules included in financial assistance. This
element is linked to the utilitarian mechanism reproducing the implementation of the formalised
rules. In short, these mechanisms can be summarised to build on 1) the availability of formalised
regulations of financial assistance, 2) the functionality of the financing instruments in place, and
3) on the translation of the formalised rules into practice in the provision of assistance. If one or
more elements of the three main features are impeded, e.g., due to legal or functional constraints
or loss of support by Member States, the assistance regime is impeded. Table 3 proposes a
distinction of the main feature of financial assistance and their most likely mechanism of

reproduction.

Table 3: Main feature and most likely mechanism of reproduction

Main feature Mechanism of reproduction
Formal policy elements Utilitarian, functional;
Financing elements Functional;

Procedural elements Utilitarian;

(Source: the author)

2.4.3 Productive conditions of a critical juncture: agency and bargaining

In episodes where both permissive conditions occur, agency is increased. Agency derives from the
actor’s acceptance and willingness to react vis-a-vis the shifting context. Thus, the opening of
increased agency is determined by active affirmation by actors. This increased agency is

operationalised on the one hand through productive conditions, representing a shared preference
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of EEC, EU, and euro area national governments, and on the other hand through individual
government preferences and positions within the reform process. This operationalisation is based
on an intergovernmentalist approach of mixed preferences. The productive condition of shared or
common EEC, EU or euro area preference is based on the interdependence derived from economic
integration for these countries (Moravcsik & Schimmelfennig, 2019; Schimmelfennig, 2015).
Countries are expected to prefer integrative solution over the breakdown of common policies. In
moments where this condition is not met, the responses by governments to the challenge proposed
by the permissive conditions do not necessarily lead to a joint solution and are more likely to lead
to disintegration or standstill of a particular policy. When interdependence is present, it leads to a
situation of mixed preferences in which governments agree to solve the economic difficulties
collectively but disagree about the distribution of adjustment costs (Scharpf, 1997; Ziirn, 1992).
This ‘coordination game with distributional conflict’ (Wolf, 2002: 39) allows Member State
governments to follow their national interests, while still supporting the EEC’s and later EU’s

broader institutional configuration without abandoning its common rules.

The individual preferences are operationalised based on the diverging preferences in the reform
process. Similar to previous studies on intergovernmental negotiations, the diverging preferences
are assessed based on rationally derived national cost-benefit considerations (e.g., Copelovitch,
Frieden, & Walter, 2016; Schimmelfennig, 2018). Those individual national preferences are
formed domestically, which in a situation of economic shock is linked to the general welfare of
the society and autonomy (Moravcsik, 2018). In the context of financial assistance, these
rationalist considerations are related to specific elements of assistance including the financial
involvement by each country, the decision-making competences, as well as the rules and control
mechanisms of the institutional structure. Based on these preferences Member States will engage
in negotiations on how to resolve the economic difficulties. States with lower gains in this stage
have lower incentives to compromise and enjoy a stronger bargaining position (Moravcsik, 1993;
Schimmelfennig, 2018). In the context of financial assistance, states with expected higher financial
involvement and lower direct benefits from a common solution have therefore an increased
bargaining position, as the assistance regime is asymmetrically dependent on their participation.
Lastly, the outcome is expected to favour these countries positions, while still providing a solution

for the difficulties at hand. Due to this asymmetry, this dissertation will work with the preferences
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of representative core-states and their respective coalitions with other Member States in the

bargaining processes.

2.4.4 Dual mode of reproduction and gradual change

Outcome of critical junctures will be analysed as punctuated forms of change according to the
typology provided by Streeck & Thelen (2005). Their long-term consequences, i.e., legacy, will
be operationalised using mechanisms of reproduction and mechanism of gradual change. The
mechanisms of reproduction used for this dissertation are borrowed from Mahoney (2000: 517-
525). Derived from the rationalist approach in the productive condition, this dissertation focuses
on reproductive mechanisms which are compatible with this calculous approach. Thus,
reproduction is conceptualised according to the following mechanisms (Mahoney, 2000): the
utilitarian mechanism focuses on the cost-benefit calculation of reproduction by rational actors to
maintain the institutional construct (Mahoney, 2000). Thus, maintenance or continuity occurs due
to the rational interest of actors to keep the institution or institutional element going. Reversely,
change occurs if the institution does no longer serve the interests, or change can prevent otherwise
negative consequence or achieve increased benefits. This mechanism borrows explicitly from the
rationalist literature and the concept of equilibrium institutions linked to rational choice
institutionalism (see above). The functional mechanism relies on reproduction based on the role
an institution plays in the overall system (Mahoney, 2000). Continuity emerges from the need that
the institution serves. If an institutional construct no longer serves the need envisaged for it, actors
will resort to change. Often change is linked to the changing environment and is thus linked to
exogenous influence changing the need (Beyer, 2010). The functional explanation is related to
what NF conceptualised as functional pressure. While these mechanisms represent ideal types, this

dissertation intends to carve out the dominant mechanisms.

In parallel, the mechanisms of gradual change are assessed based on the four forms of change
proposed by Streeck & Thelen (2005): layering, displacement, redirection, and drift. This dual
mode of the legacy analysis helps to highlight the potential reciprocity of path dependence and

gradual change, and the causal force of punctuated change on subsequent developments.
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CHAPTER 3: METHODOLOGY

Introduction

This chapter discusses the method and data used for this research. The first two sections provide
the methodological framework of the historical explanation of the overall case (development of
financial assistance in the European Union) and the theory-building variant of process tracing
methodology for the critical juncture analysis. The subsections discuss the case selection based on
set-theoretical mapping. For the selection, necessary conditions and the presence of the outcome
are gathered for typical, deviant-consistent, and deviant-coverage cases. The third section explains
when and how this dissertation expects to observe mechanism of reproduction outside of critical
junctures in other moments of shock and periods of relative stability. The last two sections outline
the data used for this work and its respective limitations, as well as the overall limitations of the

applied methodology.

Analysing how financial assistance developed and under what conditions economic shocks
contributed to this development poses two questions. The first is an outcome-oriented explanation
which illustrates how the assistance regime developed, what patterns are visible and how the
(intermediary) result came about. The second question emphasises the role of formative moments
linked to economic shocks. As depicted in theory building process tracing (Beach & Pedersen,
2019), the second question tries to shed light on the role of economic shocks, and what causal
mechanisms connects the emergence of shocks and the institutional change following the shock.
The purpose of this research is to theorise a mid-range causal mechanism which explains under
what conditions critical junctures were the outcome of moments of economic difficulty, or crises,
and explain their respective impact on the institutional structure. The cumulation of these
formative moments are then used to build a minimal sufficient causal explanation of the whole

development of financial assistance in the EEC and EU.

3.1 Historical explanation and causal ordering

In this historical process, the outcome is a cumulation of several events taking place over time. A
suitable depiction of this would be to see each event as a passing-through filter which are necessary
for the outcome to occur (Mahoney, Mohamedali & Nguyen, 2016). In the historical process the

events work cumulatively to form a sufficient cause for the final (or most recent) outcome.
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Counterfactually, the exact same outcome would not have occurred if one of these filters was
missed by the development. This sequence is the explanation of the outcome of today’s regime
through history. Derived from the theoretical premise of historical institutionalism, the
development is segmented into formative moments, here conceptualised as critical junctures
occurring within moments of economic shock and periods of gradual or incremental change. These
shocks represent the trigger cause (C) for potential punctuated change to one of the three main
features (O). These shocks are selected and causally ordered, by which is meant that the outcome
of the regime is sensitive to the sequence of events considered formative moments or critical
junctures. This type of ordering is associated with ‘eventful analysis’. Kreuzer (2023: 88)

emphasises that

paying attention to chronology makes it possible to describe and establish what is going on
during particular events, how those events connect across longer time spans, and at what

specific moments those events mark major discontinuities.

As depicted in figure 7 the causal order of the development can be shown with the help of several
causal events (here called X-X4) which carry the case across time to a specific outcome. The
outcome Y of each event X is part of the cause X+1 leading a case to a subsequent outcome Y+1.
This causal order depicts that even in a stable environment, events are unlikely to be the same, as
each outcome is part of the context of the next event. The analysis of this particular case is thus
first and foremost designed to sufficiently explain the outcome of today’s financial assistance
regime, without the intention to generalise from this case for the entire process of European
integration. The purpose is thus not to explain how policies or financial solidarity mechanisms can
generally develop, but how this particular outcome came about in a unique political and temporal

environment of the EEC and later EU.

Apart from formative moments triggered by economic shocks, stability of the institutional
structure in these moments is equally of relevance in order to explain the resilience and the
conditions necessary for punctuated institutional change to occur. In addition, a thorough
explanation includes the long-term impact of formative moments on the development of the
regime, outside of the scope of punctuated change, but as a process that unfolds gradually over

time.
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Figure 7: Depiction of causal ordering
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(Source: the author)

The segmentation of the development into shorter moments of shock and longer periods of relative
stability is on the one hand informed by pre-screening of empirical evidence and on the other hand
applied from the theoretical framework of the punctuated equilibrium model of historical
institutionalism. This iterative process can be referred to as abduction (Peirce, 1955 in Beach &
Pedersen, 2013: 19), a mix of inductive examining of evidence and deductive application of a

theorised mechanisms (Beach & Pedersen, 2013: 20).

3.2. Theory building process-tracing method

Process-tracing is a qualitative method for small N or single case studies using causal mechanisms
to make within case inference in real world cases (Beach & Pedersen, 2019: 1). The main objective
is to identify the ‘causal mechanism in between’ cause and outcome unravelling the black box of
how a cause is linked to an outcome (ibid: 1). Beach & Pedersen (2019: 1) argue that process
tracing has three components: first, the theorising of a causal mechanisms, second, the ‘[analysis
of] the observable empirical manifestations’ of this mechanism, and third, the generalisation of

findings via comparison with similar cases.

In many forms of process-tracing the goal is to connect a cause with an outcome through a causal
mechanism. This implies that in many case studies the outcome and suspected cause are already
known or expected to be known by the researcher. This is different to other approaches in social
science which are interested in testing hypotheses with statistical means. In small N studies of
process tracing, the within-case inference is a central building block in explaining how a specific
cause and outcome are connected. A causal mechanism in process-tracing needs to identify the
key constituent parts of the mechanism leading the cause to the outcome and how these parts are

logically connected (Beach & Pedersen, 2019: 70). As it is often not possible to recreate the real-
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world conditions of a unique case (e.g., the Cuban missile crisis) and then test its outcome, the
within case inference is central. Process tracing is ontological deterministic, which makes it
different to probabilistic research methods of large N studies in social science (see, e.g., King,
Keohane & Verba, 1994: 78ff), which argue about the impact of an explanatory variable on an
outcome variable in terms of counterfactual difference or ‘mean causal effect’. These different
methodological approaches are suited for different research questions, with probabilistic models
being better suited to carve out the mean causal effect of X on Y in a randomised population of
cases, and deterministic models to explain how an outcome occurred based on a set of reasons
(Beach & Pedersen, 2019: 15). Process tracing claims asymmetric causality, which means that the
causal process from X to Y, does not reversely make inference about the process of ~X to ~Y

(Beach & Pedersen, 2019: 62).

Theory building process-tracing is an iterative exercise between gathering and interpreting
empirical findings and adapting and applying a theoretical framework to the case. The objective is
to craft a mid-range theoretical mechanism that is also advancing the application of a theoretical
framework. By creating an eclectic mechanism from multiple theoretical backgrounds (Beach &
Pedersen, 2019), theory building process-tracing is more interested in which concrete mechanism
helps to explain the outcome, as on a validation of an existing theoretical framework. Thus, it
combines theory building informed by empirical evidence and the application of this theorised
causal mechanism on the case in order to explain the causal relationship between cause and
outcome. The understanding of causes is often associated with a trigger that starts the causal
mechanism (Fontaine, 2020). This dissertation applies theory-building process tracing
methodology, by ‘compare[ing] empirical narratives in two or more typical cases and [by]
attempt[ing] to distil the essence of the operation of a midrange, more abstract mechanism [...]
(Beach & Pedersen, 2019: 274). As the depiction of an interactive process is less suitable for the
structure of academic work, this dissertation begins with the empirical-informed theorised mid-
range causal mechanism (see table 8, p.74) and tests its applicability and validity in the typical
cases outlined below. Through the empirics-first approach, the formulation of hypotheses is less
relevant considering that case-related (theoretical) assumptions derive from the extensive pre-
screening of empirical observations and not from theory itself. Thus, this dissertation choses a

research question which does not strive to confirm or disconfirm theories of European integration
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but serves the purpose of explaining the development of financial assistance and allows to

academically enrich the theoretical debate about crisis-induced change.

To explain the causal relationship between economic shocks and punctuated change, this method
starts with the gathering of empirical data and its parallel comparison to existing theorisation
(Beach & Pedersen, 2019). As outlined in the critical juncture framework in chapter 2, this causal
mechanism includes permissive and productive conditions. Even though the dissertation’s
intention is to explain the development of the European financial assistance regime over time, it
uses an abstracted mid-range causal mechanism applicable for the typical cases included in the
financial assistance development. To build this mechanism, several cases involving the occurrence
of economic shocks are compared based on their conditions and direct outcomes. These cases form
the basis for the explanation of and the major factors for the occurrence of punctuated institutional
change within the policy area of EEC and EU financial assistance. These cases are then compared
for mechanistic homogeneity, via a snowballing-outward strategy of testing the limit of the

generalisability of the mechanism in similar cases (Beach & Pedersen, 2019: 278).

3.2.1 Case selection

This dissertation works with several conditions derived from the empirical analysis and the
theoretical framework. Economic shocks work as part of the permissive conditions and as trigger
cause derived from exogenous (to the institution) pressure. Moments of shock, either to the entire
EU or only parts of it, are by default asymmetric as countries are differently resilient and able to
cope with these situations. It is therefore reasonable to focus on these moments, as they would not
only carry the potential to trigger assistance but test the regime’s resilience. The comparison of
these moments helps to ‘recognise a distinct pattern of change’ embedded in the transformation of

the regime (Kreuzer, 2023: 88).

In a second step, legal changes are arranged by economic shocks and categorised. The working
assumption is that punctuated change can occur for different features of the assistance regime
separately, implicitly allowing for significant change and continuity to occur in parallel. This
dissertation works with the consequentialist understanding of punctuated change as significant
transformation similar to critical junctures. Considering the regularised nature of financial
assistance as a formal policy within the EEC and later the EU, the sampling of events is done

where moments of economic shocks coincided with legal adjustments. Attention is also given to
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potential moments of drift, which do not translate into immediate legal change. However, as

heuristic tool, the case selection is focused on (formalised/legal) change.

In terms of causal ordering, the shock is treated as the trigger-cause starting the causal mechanism.
The combination of exogenous shock and internal vulnerability as necessary conditions deriving
from an economic shock are translated as first, the increased need of public financial assistance,
and second, as the impediment of the financial assistance to effectively provide this support. The
logical connection between the economic shock (cause) and increased public financial assistance
(part 1 of the causal mechanism) is explained below illustrating that governments might need to
resort to public assistance when other channels helping to serve increased financing triggered by

shocks are not available.

The increased need of public financial assistance 1s not a given result from economic shocks.
Governments can tap several sources for increasing their available financial means. Generally, the
increase of state revenue via taxes is not feasible as an immediate increase of expenditure in
moments of economic shock. However, a state can use several external sources, such as central
bank credit or issuing public debt to mitigate the shock’s impact, which are then repaid with the
increase of revenue in the phase of recovery. Several aspects increase the need of public assistance.
In the EEC several attempts existed to align European currencies, these monetary arrangements
(pegging of European currencies or the single currency) restrain or unable governments to
intervene via re- or devaluation of their currencies vis-a-vis their partner countries in moment of
economic difficulties. Equally, the role of central banks as lender of last resort for the governments
can be restricted via these policies, or via the national law. Private markets are another source of
financing, however, in moments of economic difficulty, market actors might avoid, or price
government debt in a way which is extremely costly. The need for public financial assistance
increases in moments where a high need of financing cannot be met by these other means of
ordinary and/or extraordinary financing arrangements and policies reduce the margin of
manoeuvre for governments engaged in monetary arrangements. Thus, the increased need for
public financial assistance is a condition that arises out of economic shocks due to several aspects
linked to government financing and political arrangements. The reason to include this as a
condition is linked to the expected use of assistance and its potential vulnerability vis-a-vis the

new context. Differently put, if no need for assistance exists, the assistance regime will not be used
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and therefore cannot fail to deliver. The increased need for public financial assistance is therefore
the first indicative condition to identify formative moments and the first part of the causal

mechanism.

The second condition is linked to the internal vulnerability of the existing institutional structure.
The impediment of the assistance regime would create a situation where governments are unable
to secure financing for their policies. As the normal channels of ordinary and extraordinary
financing are capped, the reliance on extraordinary public financial assistance is crucial. Without
the latter, governments stand the risk of having to scale back their expenditure and, in a situation
of unexpected difficulties of rolling over debt, go into (partial) default. This risk and unfavourable
situation create an interest and pressure to reform the assistance regime to the level that the
financing needs can be met and the risk reduced. Arguably governments do not only have the
channel of public financial assistance to rely on and other sources of financing might be tapped in
order to tackle the issue. These alternative paths might reduce or even resolve the issue of an
impeded financial assistance regime through the adaptation of parallelly affected policy areas,
which creates a new environment in which the assistance regime is unblocked. However, due to
the heightened contingency, the possibility to react timely through alternative means is limited.
Vulnerability can be assessed through the breakdown of mechanisms of reproduction. As
operationalised in this chapter, mechanisms of reproduction are assessed regarding the regime’s
main features. Thus, vulnerability is analysed in terms of the collapse of the functional and
utilitarian mechanisms of reproduction linked to specific regime features. The impediment of the
assistance regime is the second condition to identify formative moments and part 2 of the causal
mechanism. The usefulness of using this endogenous condition helps also to identify episodes in

which the regime proves resilient vis-a-vis the exogenous pressure derived from economic shocks.

Interdependence between EC and EU countries results from integration in general and in the area
of financial assistance from specific policies of economic and monetary cooperation more
particularly. Interdependence is a condition in which Member States of the EC and later EU are
mutually benefiting from cooperation in the economic sphere. This means that EEC and later EU
Member States engage in common action as they would not be able to achieve an equally beneficial
outcome unilaterally (Schimmelfennig, Leuffen & Rittberger, 2015). Reversely, the breakdown or

disturbances of these policies have a common negative impact for all integrated countries. The
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dependencies arising from common policies have been framed as contagion risks in the
international financial crisis in 2008 (Colasanti, 2016; Schulz & Verdun, 2022), which had the
potential to cause a systemic crisis to the financial sector. This interdependence from economic
policies is acknowledged under several formulation in the EEC and EU treaties. In the treaty of
Rome (Art. 108) it is referred to situations ‘where [...] difficulties are liable in particular to
jeopardise the functioning of the Common Market or the progressive implementation of the
Common Commercial Policy [...]’, a similar formulation is found in the TFEU Art. 143 for
Member States with derogation. More generally the structure of the IMF also refers to the
interdependence arising from economic exchange through the instrument to keep exchange rates
stable through the use of stand-by arrangements. The interdependence arising from the mutual
constitutive nature of monetary cooperation and economic exchange is particularly relevant for
EEC and later EU Member States. The condition of economic interdependence is thus linked to
the proper functioning of the acquis communautaire and its benefits, as well as its potential costs
in case of breakup. Even though this condition is practically present to different degrees from the
outset of this study, it is a relevant condition to include in the contextual factors, because it helps
to explain, on the one hand the rationale for the shared preferences on which punctuated
institutional change is founded, and on the other hand on the particular situation in the EEC and
EU in comparison to other institutional arrangement through which financial assistance could and
can be alternatively channelled. While interdependence between EC and EU countries is a
somewhat constant condition, it becomes productive in part 3 of the causal mechanism, in which

Member State governments root for a joint solution (see table 8).

In order to build a theorised mechanisms of how economic shocks led to substantial institutional
adaptation; typical cases, in which the trigger cause, the contextual conditions and the outcome are
present, need to be carefully selected. As described above, these cases are unique due to their
temporal and political contexts and their sequential dependence on each other. However, a mid-
range causal mechanism informed by theory allows to abstract a causal mechanism which can be
applicable in each individual case. In a set theoretical table (table 4), presence of economic shocks
and legal change are typical cases and good candidates of critical junctures (see table 5). However,
legal change is not necessarily significant institutional change, thus this dissertation works with
two forms of outcomes to refine typical cases. First, the outcome of legal change as such is

considered (outcome 1), and second, a more nuanced interpretation of the change as significant
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institutional change is used (outcome 2). Typical cases would need to score positive on economic

shocks and outcome 2.

Table 4: Case selection — set theory

Shock present Shock absent
Punctuated change present Typical cases Deviant  coverage  cases
(alternative causal
explanation)
Punctuated change absent Deviant consistency cases | Irrelevant cases
(theoretical revision)

(Source: the author)

Table 5: Mapping typical cases for contextual similarities'”

Case 1969: 1973 : oil | 2010: Euro 2020:
monetary shock area debt Covid-19
crisis* crisis crisis

Interdependence from EEC/EU | + + + +

policy

Increased need for public + + + +

financial assistance

impediment of effective + + + +

assistance

Cause: Economic shock + + + +

Outcome 1: formal/legal change | + + + +

to assistance structure

Outcome 2: Punctuated change | + + + +

(Source: the author)

Cases with a presence of shock but an absence of punctuated change are deviant consistency
cases (see table 6). These cases help to identify which conditions in addition to the trigger cause
are necessary for the outcome to occur (Beach & Pedersen, 2019) and are good candidates to
analyse institutional resilience and mechanism of reproduction accounting for stability. Lastly,
cases where the cause is absent and punctuated change is present are candidates for an alternative
theoretical explanation (see table 7). These deviant coverage cases (see also Beach & Pedersen,

2019) illustrate the limitations of the theorised mechanism and can be used to find new causes

19 Note: + = present, - = absent.
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for the outcome. From the sampling provided below only one instance fits a deviant coverage
case.

Table 6: Mapping of deviant consistency cases

Cause and contextual 1979: 1992: EMS | 2000s | 2008:  int. | 2009:  int.

similarities second oil | collapse shock | financial financial
shock crisis crisis

Interdependence from + + + + +

EEC/EU policy

Increased need for public | + -/+ - + +

financial assistance

impediment of effective - - - - -

assistance

Cause: Economic shock + + + + +
Outcome 1: formal/legal + - - + +
change to assistance

structure

Outcome 2: Significant - - - - -
institutional change

(Source: the author)

To explain the final outcomes of formative moments, processes of incremental change are used to
explain the impact of these moments on the institutional structure in periods of relative stability
over a longer term. They illustrate how decisions in formative moments are not simply carried
through time, but that they also impact the dynamics within the regime leading to small doses of

change and even unintended consequences.
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Table 7: Mapping of deviant coverage cases

Cause and contextual similarities 1977 | 1978 | 1985 | 1988 | 2002 | 2011 | 2015
Interdependence from EEC/EU policy + + + + + + +
Increased need for public financial - -+ |-+ |- - - -
assistance

impediment of effective assistance - - - - - - -

Cause: Economic shock - - - - - - R

Outcome 1: formal/legal change to + + + + + + +
assistance structure
Outcome 2: significant institutional change | - - - - + - -

(Source: the author)

In this dissertation four relevant moments of shock (typical cases) as contextual factors are
identified: 1) the collapse of the international monetary system beginning in 1968, 2) the first oil
shock of 1973, 3) the international financial and the subsequent euro area crisis beginning in 2008,
and lastly, 4) the Covid-19 crisis in 2020. The collapse of the international monetary system is
included because of the substantial reserve losses of France. Monetary instability occurred from
1968 and had negative economic impact on Community members, and political actors had a sense
of urgency to act in light of the collapsed system and the expected need for a new monetary system
in the future. Economic shocks in the 1990s and early 2000s did not trigger legal adjustment and
are therefore considered less relevant cases for analysing the potential impact of economic shocks,
nor for the development of the assistance regime in general, they are however used to assess
continuity. One legal change in 2002 is considered as deviant coverage case (marked in darker
grey, table 7), giving that change to the coverage of countries included in financial assistance
reduced significantly. As part of eventful analysis, Kreuzer (2023) suggests periodising the
timeline from a purely chronological ordering into periods of distinct characteristics that separate
particular timespans from each other due to their qualitative difference. This provides a
complimentary tool for understanding the development apart from the episodic distinction of
shocks and relative stability. In this dissertation a qualitative difference is made between the time
before the introduction of the euro and the time after its adoption, due to the important difference

of monetary policies available to the participants in the Single Currency.
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Table 8: Mid-range causal mechanism: 'critical juncture mechanism'

Scope conditions:
Geographical boundaries (EEC/EU)
Temporal boundaries (1968-today)

Abstracted Exogenous shock Internal Vulnerability Rationalism: Rationalism: Integration
theoretical European level national outcome
form government level
Trigger Part 1 Part 2 Part 3 Part 4 QOutcome
Cause
economic (Exerted pressure) (Breakdown!) (Economic Negotiation of detailed ~ Punctuated
shock Increase need for public ~ Impediment of the financial interdependence) modalities of the change to the
financial assistance due  assistance structure Impeded assistance reformed regime financial
to counter measures by structure endangers assistance
countries and or common policies regime

increased expenditure /
reduced revenue

Entities Member States, European Member States, European Member States Member States
Commission, Commission,
Activities Use of/Call for public Argue against the Follow cost-benefit Follow their natioanl
financial assistance by usefulness/effectiveness of  consideration for cost-benefit
one or several EC or EU  the current assistance reforming the consideration in the
Member States structure assistance regime negotations
(shared preference) (individual preference)

(Source: the author)

3.2.2 Observation of causal parts and mechanistic evidence

In order to be able to confirm the posed causal mechanism, the empirical findings need to be
assessed according to their empirical uniqueness and certainty (Beach & Pedersen, 2019).
Uniqueness refers to the ability by the researcher to justify that the found observations are
trustworthy and prove their meaning in a given context (Beach & Pedersen, 2019: 196). In an
outcome-explaining or theory-building approach of process-tracing, the predicted causal
mechanism is built from the empirical findings in an iterative fashion, which implies that the
mechanistic evidence is often gathered before the theorised mechanism is put forward. However,
using a mid-range causal mechanism can help to make the theoretical claim more robust through
the application and testing of the mechanism in several typical cases. The empirical-informed
choice of theory is based on the predetermined high uniqueness of the data. The certainty of this

data is linked to the ability to infer from its existence (Beach & Pedersen, 2019) and to be open to
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theoretical adaptation in order to fit the present observables. While certainty plays a role in
confirming the presence of predicted observables in a theory-testing process, in theory-building
this process is reversed with certainty being the outset (Beach & Pedersen, 2019: 200). The
gathering of empirical data stops when it is considered sufficient in order to provide a valid
explanation of the outcome envisaged. While this dissertation relies on a theory-building approach
for the causal mechanism in formative moments, the bias to confirm a theory is less acute, as in a
theory-driven starting point, however, the danger of this bias is taking into account in the

application of the mid-range causal mechanism to the individual typical cases.

3.3 Mechanisms of reproduction

In addition to process-tracing accounting for the emergence of unfolding of a critical juncture, this
dissertation also looks at the mechanisms of reproduction which facilitate institutional legacy, and
which lead to resilience in moments of economic shock and episodes of relative stability. In order
to do so, legacy is analysed based on elements of the three main features and their mechanisms of
reproduction. This approach follows a theory testing exercise of confirming the presence of these
mechanisms of reproduction based on the ex ante structures and the reasoning for keeping them in
place. One difficulty in identifying legacy in a historical institutionalist approach is the causal
connection between a critical juncture and the ongoing mechanisms of reproduction that account
for legacy. Scholars have different stances on how long this period should be in practical terms in
order to be able to demonstrate legacy (see, e.g., Boas, 2007). The second difficulty is to identify
when mechanisms of reproduction are at play throughout the period of institutional stability, and

how one expects them to manifest.

As argued in chapter 2, legacy is recognisable if an element of the critical juncture is reproduced,
even if this reproduction is interrupted in an almost immediate second critical juncture. Thus, this
dissertation works with the assumption that a reproduced element of the critical juncture
constitutes already a sufficient timeline to identify some form of legacy. To tackle the second issue
of timing for reproduction, this work relies on several moments to pinpoint these mechanisms.
First, the legal texts, e.g., on medium-term financial assistance (MTFA) had built-in renewal
clauses which offered the possibility for debate about the law before being renewed or amended.
Second, the moments when the assistance regime was used allowed for the evaluation of the

regime’s application (see table 9). Third, the moments in which developments in the institutional
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environment took place (i.e., in economic or monetary cooperation), gave opportunity for
translating these developments onto the assistance regime. Last, periods of economic difficulty,
potentially constituting critical junctures, likewise offer opportunity for policymakers to adjust the
regime. Even though these moments are not cases which can be analysed in the same fashion as
the critical juncture premise, they all have in common that they direct the attention of policymakers
and experts onto the regime and its workings. Thus, they pose plausible points in time which can
bear manifestation of mechanisms of reproduction as well as help to assess the form of potential
gradual change which occur in parallel. As shown above, legal change to the assistance regime

occurred several times without, however substantially changing the regime.

Table 9: Use of assistance by EEC/EU country and year (excl. SURE & RRF funds)

1974 | 1977 | 1977 | 1983 | 1985 | 1991 | 1993 | 2008 | 2009 | 2009 | 2010 | 2010 | 2011 | 2012 | 2012 | 2013 | 2015

IT IT IRL FR GR IT GR HU RO LV GR IRL | PT ES GR CY GR

(Source: the author)

Similarly, part 2 of the causal mechanism, ‘impediment of the financial assistance regime’, is also
analysed in deviant consistency cases. The legacy arising from formative moments is thus also
tested in subsequent moments of shock. This helps to understand how mechanisms of reproduction
are concomitant with institutional resilience and to theoretically solidify the necessary conditions
of institutional breakdown as part of the endogenous factors leading to punctuated change in the
assistance structure. Table 6 illustrates which deviant consistency cases meet the occurrence of
shock and the increased need of public financial assistance, while no punctuated institutional
change is present. These cases are good candidates to inform about the necessity of permissive

conditions and which factors are important to account for institutional resilience.

3.4 Data used for this research and their limitations and drawbacks

In order to ensure high uniqueness, or in other words, high representativeness of the validity of the
empirics found (Beach & Pedersen, 2019: 203), this dissertation consulted documents with a high
degree of reliability regarding their production, conservation, and trustworthiness. They are also

assessed according to their ‘historic, situational, and communication contexts’ (Beach & Pedersen,
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2019: 201). Several different sources are used in this dissertation and are assessed according to

their reliability and usefulness to provide sufficient evidence for a causal claim.

Archival material, such as internal documents of public entities or governments, can be considered
‘hard primary evidence’ (Moravcsik, 1998: 82; Beach & Pedersen, 2019: 215). The reliability of
these documents is comparably high as their purpose is to transfer information and discussion
points between actors, often forming the basis for subsequent action, and are therefore less likely
to be inaccurate or not representative of the account (see also Trachtenberg, 2006: 147 in Beach &
Pedersen, 2019: 215). Especially documents such as meeting minutes, draft opinions, proposals,
and debates provide valuable account evidence of the internal procedures leading to a decision.
The European Union as well as national governmental bodies keep archives of such documents
generally open to the public after thirty years. These documents are more difficult to obtain for
more recent events, of which two are included in this dissertation (economic shocks starting in
2008 and 2020). The authenticity of archival material is on the one hand supported by actual known
outcomes, and on the other hand by findings in other documents and press coverage of that time.
Lastly, the institutional rules ensure to a high degree a complete collection and publication of these
documents, e.g., through digitisation or via the access of this material in designated reading rooms,

both of these options have been used for this research.

The Monetary Committee (MC) was the central European bodies which treated the topic of
financial assistance in the Community. This body was composed of high-level representatives from
the Member States and of the Commission. The Monetary Committee was charged with the task
to advice the Council on matters of monetary and financial issues, and to review and deliver
opinions on the economic policies related to balance of payments (Art. 105, Rome Treaty). In this
capacity the MC would be expected to exchange views on any situation causing economic
difficulty and issues to the balance of payments of the Community countries. Documents from this
body are of high relevance to understand the context and reasoning for specific policies and allows
to assess, were available, the different viewpoints from national and Community representatives.
Due to the nature of the Committee, it also gives insight into the economic and political context
and its members understanding how situations of economic difficulty could be resolved. As
documents were produced while situations unfolded, they are of high temporal accuracy and allow

to retrace the ‘at-the-time’ sensibility that is required to understand actions ex post. In addition,
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MC meetings were not decision-making per se but more of an advisory nature, which allows to
also get an insight into how arguments were formed and delivered to the Council. Lastly, national
representatives and their different views on the issues treated by the MC can give an indication of

their respective government’s preferences and of the points of agreement and contestation.

This dissertation uses meeting documents of the Monetary Committee (from 1967 to 1998), of the
Economic and Financial Committee (selected documents of 2008 and 2009), of the German
Bundesbank (1968-1974), of the Council of the EU (1969-1974), of the Committee of Governors
of the Central Banks of the Member States of the European Economic Community (1968-1993),!!
as well as diplomatic cables from the German Foreign Service (1968-1983). A list of archive
documents with their respective source, identification, and extracts from their contents is in the

appendix of this dissertation (see Appendix table 1 to 5).

Public communication from official sources such as statements by national governments and
European bodies, or press communiqués are ‘soft’ primary evidence (Beach & Pedersen, 2019,
Moravcsik, 1998), as they do not necessarily include information of high relevance, especially if
the collective behind it disagrees. Even though these documents are intended for the public and
thus unlikely contain highly sensitive information, they are reasonably well suited to grasp a
tendency of the national governments’ positions, if included, in the respective situation. Speeches
from ruling parties in their national parliaments in defence of their action on the European level,
or press releases for the public in that regard, can include the position of the government and its
reasoning for supporting, or not, the specific legal initiative. This data is helpful to produce limited
account evidence, however, the narrative of the source and its interest in framing needs to be taken
into account. Within EEC and EU politics it is less likely for a government to straight-out mislead
the public and its partners about its position, as the threat that the outcome is then actually not in
their interest is rather high. This is true for governments in a minority position, which want their
citizens to observe them as defending their interest. However, there might be a situation in which

governments have an interest in obscuring their position to avoid public scrutiny of their action.

Data consulted for this dissertation include statements by European bodies such as the Eurogroup,

the European Council and Council of the EU, the European Commission and the European Central

' Note: Documents from the ECB archives are included in the references and not in the appendix list.
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Bank, national statements, such as ‘doorsteps’ before Council and European Council meetings,
speeches in parliament and press interviews. In addition, legal documents of the EEC and later EU
are consulted. These documents are publicly available in the EUR-lex database, which include
laws adopted in the EEC/EU (decisions, directives, and regulations) through the Official Journal
as well as the primary law enshrined in the treatise. A full list of these legal documents as well as
Memoranda of Understanding and non-papers are separately listed in the references. These
documents allow to determine the legal construct and changes of financial assistance within the

EEC and later EU.

Next to official documents and archival material, this dissertation also consults newspaper articles,
which can contribute to account evidence. Even though it is criticised by some (e.g., Moravcsik,
1998), rigorous journalism done by quality newspapers can be used to reconstruct the contextual
conditions and government positions. It could be argued that journalists of relevant newspapers
have privileged access to governmental sources (e.g., through interviews) and do not simply rely
on the press briefings provided by spokespeople, it is thus helpful to see how quality newspaper
assess and evaluate the situation in question and what accounts they present in contrast to public
sources. Naturally, the credibility of the newspaper needs to be critically assessed and should only
limitedly form the basis of the observation, more fittingly it should be considered an additional
source for triangulation. Examples of newspapers consulted for this dissertation are the Financial

Times, Le Monde, Der Spiegel, Siiddeutsche Zeitung and Handelsblatt.

Particularly developments after 1993 rely more heavily on official documents and statements, as
well as on quality press reporting, which gives this dissertation an asymmetric use of data. As the
first two chapters are built through archive material, the last two chapters rely more on reporting
and briefings. This lack of access constitutes a limitation regarding the thoroughness of collecting
data regarding the debate, negotiation, and deliberation behind closed doors, which this
dissertation tries to counter-balance through publicly available reports and information from

trustworthy sources.

Statistical data of economic growth can be used as pattern evidence of economic difficulties and
to distinguish these moments from other more economically stable periods. This data can be used

to construct the contextual conditions. However, this form of data is merely descriptive and often
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an ex post measurement, which helps to situate a specific context, but not enough to accurately
retrace events nor how they were perceived by actors. The reverse holds for institutional
documents including economic outlooks, which give a good sense of the expectation of economic
development at the time but are often subject to changes and might work with provisional statistical
data subject to later rectification. This data is a good way to measure specific claims by political
actors, such as economic difficulties, and can be used to triangulate these claims with
demonstrative measurements such as GDP decline or increase of unemployment. Statistical data
consulted for this dissertation on GDP growth, unemployment, debt and deficit, and refinancing
rates were retrieved from public institutions such as the World Bank, the OECD, Eurostat, the

ECB, and the German Federal Statistical Office.
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CHAPTER 4: THE MONETARY INSTABILITY 1968-1969

Introduction

This chapter analyses the establishment of the first intra-EEC financial assistance instruments.
These short-term and Medium-Term Financial Assistance (MTFA) instruments were established
in the context of monetary instability in the late 1960s and early 1970s. The MTFA marks the
origin of the European financial assistance regime and constitutes a critical juncture by organising
financial assistance within the EEC, a break with the previous support structure in the international
setting. This dissertation chose the beginning of the analysis when the European assistance regime

begins to significantly develop (see, e.g., Mahoney, 2001; Pierson, 2004).

As pointed out in the case selection in chapter 3, monetary instability of 1968-1969 represents a
typical case for the analysis of the critical juncture mechanism. In this case the cause of economic
crisis, here in the form of financial difficulties for France, and the outcome in the form of
punctuated change for the European financial assistance regime are present. The analysis of this
case serves to test and demonstrate the validity of the eclectic theoretical framework of actor-
centred historical institutionalism, including the abstracted critical juncture mechanism. Through
presence of this mechanism, this case allows to explain how crisis and punctuated change are
causally linked. To further the understanding of critical junctures, the punctuated change is
analysed by means of path dependent and gradual change mechanisms, which serve to illustrate
legacy through the connection between continuity and change of crisis outcomes beyond the crisis

momentum itself.

The first section of this chapter provides a summary of the ex ante situation including a descriptive
part about the forms of financing and financial assistance available to EC Member States. The
following sections provide the analysis and are organised according to the two composing parts of

the actor-centred historical institutionalist framework.

The second section of this chapter analyses the permissive conditions. It explains how speculative
attacks against the French franc and the vulnerability of the international assistance mechanism
around the IMF and SWAP arrangements led to increased agency. This section demonstrates the

necessity of these conditions as well as the relevance of their persistent co-occurrence.
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The third section of this chapter analyses the productive conditions. It explains the role of Member
States and their respective preferences in the moment of increased agency. This section
demonstrates how economic interdependence between EC Member States formed the shared
preference for the establishment of an intra-EEC assistance mechanism. It further illustrates,
through the application of a rationalist approach, that the material interests of national governments
explain the punctuated change outcome according to diverging preferences and the dominant

bargaining position of economists countries in the negotiation.

The fourth section of this chapter analyses the long-term impact of the punctuated change using
path dependent and gradual change mechanisms. The legacy of the layered intra-EEC assistance
is assessed via the reproduction of the economic rationale for assistance. This section also
demonstrates how the punctuated layering of EEC assistance onto the international system started
a process of de facto displacement of the IMF, which is explained through the changing incentive
structure provided by the new regime, leading government actors to defect the IMF system and

favour intra-EEC assistance. The last section concludes.

4.1 Ex ante context and financial assistance structure

This section briefly summarises the embeddedness of EC Member States in international
assistance mechanisms and in EEC economic policies, and the economic context linked to capital
liberalisation and short-term capital fluctuation. Before the establishment of the European financial
assistance regime in 1971, EC Member States were embedded in two institutional settings related
to monetary cooperation and financial support. The first institutional setting for all EC Member
States was the Bretton Woods monetary system of fixed but adjustable exchange rates and the IMF
as the common fund to provide support to keep these parities stable. Through the Bretton Woods
system EC Member States currencies were pegged to the US dollar, creating an indirect peg
between EC countries, which was further narrowed by the European Monetary Agreement (EMA)
allowing a maximum margin of 1.5 per cent fluctuation vis-a-vis the US dollar (Ryan, 1978). The
second embeddedness resulted from the integration within the EEC through the establishment of
the Common Market, the Common Commercial Policy and the Common Agricultural Policy
(CAP). The EEC embeddedness restricted the margin of manoeuvre of its Member States

regarding national safeguards such as quotas and tariffs. Through integrating trade, Member States
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were more exposed to disequilibria in the balance of payments, which could put pressure on the

exchange rate and thus on the stability of the common policies itself.

When in 1957 the Treaty of Rome was signed to establish the EEC, the six founding members
included a safeguard clause into the treaty (Art. 108),'? which allowed Member States to provide
mutual support in the form of limited credits to each other. As monetary policy, in particular the
exchange rate, are linked to the position in the balance of payments, the common policies had the
potential to exacerbate imbalances through the reduced possibilities to intervene in exchange rates.
Disequilibrium, if not met by other means, requires a state to adjust its peg or to introduce trade
restrictions to balance the accounts (Ryan, 1978). The reason to include a mutual support clause
was thus linked to the potential negative effect that the common EEC policies might have on the

balance of payments and currency reserves:

Where a Member State is in difficulties or is seriously threatened with difficulties as
regards its balance of payments either as a result of an overall disequilibrium in its balance
of payments, or as a result of the type of currency at its disposal, and where such difficulties
are liable in particular to jeopardise the functioning of the Common Market or the
progressive implementation of the Common Commercial Policy][...|the Commission shall,
after consulting the Monetary Committee, recommend to the Council the granting of

mutual assistance and appropriate methods therefor. (Art. 108(1), Treaty of Rome)

On the international stage, the IMF incorporated the role of international lender of last resort, in
particular to provide balance of payments support via its stand-by arrangements (Spitzer, 1969).
On the European level, the EMA of 1958 established a fund for balance of payments support within
the Bank for International Settlements (BIS) in Basle. The EMA included sixteen European
countries and kept a relatively stable amount of $600 million for medium-term balance of
payments support from 1958 to 1968, a comparatively small amount in comparison to IMF funds
of roughly $21 billion, and availabilities of international SWAP lines of about $19 billion (IMF,
1969). While the EMA funds were used predominantly by developing European countries at the
time (Turkey, Greece, Iceland, and Spain), its low amount was kept stable since 1958 and did not

follow the international trend of increasing short and medium-term balance of payments support

12 Note: The full legal reference can be found in a separate list in the references.
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(BiS, 1968). Within the Bretton Woods system, most European central banks also participated in
several SWAP arrangements with other central banks to allow for short-term borrowing, e.g., with
the Federal Reserve in the US, without the necessity to meet or follow specific policy requirements

which were demanded by the IMF via its stand-by arrangements (IMF, 1969).

Throughout the late 1960s major European currencies received assistance via these instruments,
notably the UK, which faced several speculative attacks until the British pound was devalued in
late 1967 followed by an assistance from the IMF (de Vries, 1986; IMF, 1969). The Bank of
England used short-term support facilities and its own reserves to intervene in the exchange
markets, and together with measures taken to increase economic output, achieved a stabilisation
of the pound with announcement of additional external support for the pound by other central
banks (IMF, 1968). However, the expected economic recovery failed to appear, and foreign trade
issues linked to the Suez Canal closing in June 1967 came on top of internal issues (IMF, 1968).
The resulting difficulty to match capital outflows and internal recessionary tendencies through
monetary policy exacerbated the flight of capital, leading to a depletion of foreign central bank
support, which finally forced the UK to devalue the pound by 14.3 per cent (IMF, 1968). The role
of short-term support of central banks towards the stabilisation of the parity were underlined by
the momentary easing of speculative attacks on the pound. The UK used most of the IMF funds to
reimburse its SWAP obligations under the Federal Reserve system (FRS) (Federal Reserve, 1968).
The relevance of these instruments and the increasing need of these tools to counter speculative
attacks against Western currencies led the Federal Reserve system (including all EC countries) to
increase the amount of short-term support from $7 billion to over $9 billion by March 1968
(Bundesbank, 1968).!* The experience from the UK case illustrated the costs and risks associated

with large scale speculation.

4.2 Analysis: Permissive conditions

As part of the critical juncture mechanism, this dissertation uses permissive and productive
conditions to analyse the case. The following section applies permissive conditions to the case of
the monetary crisis of 1968-1969 and analyses how the combination of increased need for public

financial assistance resulting from speculation, and the impediment of the assistance regime

13 Note: All EC countries participated directly in the Federal Reserve System. Luxembourg was integrated in the
currency area with Belgium.
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facilitated increased agency in late 1968. The first part of the analysis is focused on the nature and
impact of the monetary crisis and how the short-term capital flights in France increased reserve
losses. The second part explains how the ex ante IMF-based stand-by system and ad hoc monetary
arrangements did not help to abate speculation. Through the co-occurrence of both conditions, the

exerted pressure from the exogenous shock persisted from May 1968 to August 1969.

4.2.1 Financial pressure from speculative attacks against the franc

The first permissive condition for increased agency was the material threat caused by large scale
capital flights from France and policymakers’ assessment of the necessity to use financial
assistance to solve the issues relating to speculation. The pressure on the French financial position
prevailed from mid-1968 until August 1969, with changing intensity. This intensity was
temporarily curtailed through interventions in the form of several rounds of capital controls and
ad hoc support. However, these interventions could not abate the persistence of capital flights. The
occurrence and persistence of speculation led to material losses for France and simultaneously

increased the French government’s need for external financial assistance to counter capital flights.

The occurrence of the financial pressure resulting from the exogenous shock of speculation began
in May 1968 when France entered a period of social upheaval, leading to a strong reduction of
economic output and a current account deficit (IMF, 1969; Howarth & Schild, 2017). The
speculation was triggered by the expected losses linked to the almost stand-still of the French
economy and continued further in fear of a wage-price spiral resulting from an increase of salaries
(Federal Reserve, 1968). In May and June France lost about $500 million of its reserves to defend
the franc in the exchange market and started to draw support from the FRS and the IMF of about
$1 billion by August 1968 (IMF, 1969; Federal Reserve, 1968). These funds were readily available
as they were part of French reserves and of a previous SWAP agreement. Thus, the French
government quickly mobilised its claims to these systems to balance capital outflow. The
Commission pointed out that the EEC internal de-regulation of capital flows played its part in the
accelerated flight of capital from France, which could only take hold of the situation by introducing
exchange controls in May 1968 (Federal Reserve, 1968). The increased French deficit was also

met by monetary financing and other monetary measures to increase liquidity (IMF, 1969).

However, the drawn funds by the French government were not enough to cover its reserve losses,

and thus increased the need for public financial assistance. This need was covered by an ad hoc
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arrangement with several central banks and the BIS increasing their SWAPs to France in July
1968. The Federal Reserve provided $600 million and the Bundesbank $300 million of the total
$1.3 billion of credit lines (Bundesbank, 1970). By July the material threat from speculation drew
policy makers’ attention towards the necessity to provide financial assistance. This is pointed out
by a Commission’s proposal in June 1968 for a support facility between EC Member States to
allow drawing by central banks in moments of increased financing needs. These needs arising from
the capital outflows from France was the impetus the Commission used to exemplify the
advantages of a system of pooled reserves and simulated how the French government could draw
up to 3.3 billion Unit of Account (U.A.) (equivalent to $3.3 billion in 1969) from the system (BAC,
268).!* The basic idea was that the Member States allocate 20 per cent of their reserves to an EEC
mechanism, to which Member State governments could draw up twice as much as their country’s
quota (BAC, 268). The material threat from speculation shifted national government actors’
attention towards financial assistance, which is also underlined by the ad hoc solutions agreed

between central banks.

After a period of economic recovery, the lifting of exchange control in September 1968 facilitated
continued capital outflows by November 1968. (Federal Reserve, 1968). Even though France was
able to repay large parts of its short-term credits, with the re-occurrence of speculation in
November it required again assistance, and another ad hoc solution of SWAPs worth $2 billion
was agreed at the Bonn Conference, of which Germany and the US provided each $600 million
(Federal Reserve, 1968; Bundesbank, 1969). France then reintroduced capital controls and the
situation after November 1968 was again temporarily contained. In 1969 the situation continued
to worsen, and France chose to devalue its currency in August 1969, as a continued defence of the
franc would have drained the French reserves entirely and would have left the franc overvalued
(Federal Reserve, 1969). Throughout this time, France drew from SWAP arrangements and other
support facilities, as well as sold several tranches of gold to reimburse its credits under these
facilities (Federal Reserve, 1969). These interventions point to the material threat from
speculation, which produced high costs for France. Due to the simultaneous reserve loss of France,
these support facilities required increasing amounts covering reserve loss and repayment of

preceding support credits simultaneously.

14 Note: The full archive references are in the appendix
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At the same time, capital flew into Germany, with German reserves rising by over $2 billion (Gray,
2006). Alone in 1968, the French net reserves dropped by almost 50 per cent from about $7 to $3.7
billion (Bundesbank, 1970). This shift of reserves illustrates the asymmetry of this shock, as it
exacerbated deficit and surplus positions, and put the financial burden on France to keep the parity.
The pressure from the exogenous shock starting in 1968 remained present until the devaluation of
the franc in August 1969 and was only temporarily diffused through exchange controls. The
financial pressure from speculation posed a material threat through continued costs to keep the
parity, which became untenable for France after losses were judged to completely drain French

reserves (Federal Reserve, 1969).

The impact of the exogenous shock on the French financial position is well demonstrated through
the loss of reserves and the final acceptance to devalue the franc in fear of draining all French
reserves. The increased need for public financial assistance by France put the topic of financial
assistance on the agenda, as it is shown by the Commission proposal for pooling reserves in June
1968, and by several rounds of ad hoc support for France. The necessity of increased need for
assistance is further outlined by the inaction of the Council in regard to a Commission proposal on
closer monetary cooperation within the EEC of February 1968. The Council only gave a mandate
to the Monetary Committee and the Committee of Central Bank Governors to report on the
possibilities of closer cooperation in September 1968 (BAC, 804; Ministere d’Etat, 1968), in the
context of speculation against the franc. The increased need for public assistance triggered by the
exogenous shock thus provided the necessity to deal with implementing financial assistance either
through considering the expected needs or through its application in the French case. The increased
need for public financial assistance in this case demonstrates the presence of the first part of the

critical juncture mechanism.

4.2.2 The impediment of the assistance regime

Different than in other cases analysed in this dissertation, the first establishment of an EEC-internal
financial assistance structure is largely permitted due to the impediment of EEC-external
assistance, which in the context of the monetary instability in the EEC illustrated significant short-
comings. The impediment was in the formal element linked to availability of assistance at different
periods of the speculative attacks against France, as well as in the financing element of stand-by

assistance. The following part explains how different assistance mechanisms were impeded in this
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case and how the co-occurrence of the need for public assistance and its impediment led to

increased agency in December 1968.

The support system for EC countries at the beginning of the first severe monetary instability in
1968 was organised outside of the framework of the EEC. EC Member States had access to several
facilities. First, stand-by arrangements, which were IMF loans for three to five years and which
required the borrower to fulfil specific policy conditions (IMF, 1969). Within the framework of
the IMF, Member States could also draw from their gold (reserve) tranche, which allowed for the
use of a certain amount of their own quota without the need to follow specific conditionality
(Ainley, 1984). Second, Member States were involved in several SWAP arrangements, the largest
being the one established around the US Federal Reserve through the Basle Agreement (Ainley,
1984).

4.2.2.1 The impediment of IMF standby assistance

The IMF system, which presented the largest institutional lender of last resort, was functionally
impeded in the French case. This impediment was caused by the mismatch between the financing
elements of the stand-by credits and the nature of the exogenous shock in the form of short-term

capital outflows. This impediment contributed to the practice of using SWAPs for support.

IMF stand-by arrangements were generally designed as less flexible medium-term (three to five
year) credits, and their provision were designed to go hand in hand with structural adjustments,
which required a more cumbersome ex ante process between the government requesting assistance
and the IMF. The expectation that the capital flows were rapidly reversed made the use of a stand-
by less beneficial for governments, due to its financing design, which had the purpose to provide
a buffer for countries undergoing structural reform. Thus, the use of IMF credits was not
considered effective to counter speculative flows, which points to an impediment in the financing
element. This impediment was a functional mismatch between instrument and purpose (see table
10). This impediment also contributed to the practice of disregarding IMF credits in periods of

speculation as outlined below.

As short-term capital flows did not necessarily reflect structural imbalances in a country’s
economic output, governments were generally less willing to turn to credit facilities with
conditionality (IMF, 1969), considering the increasing alternative of unconditional short-term

loans. The trend between Group of Ten countries was to offset speculative flows through SWAP

88



arrangements, which had increased in size from $1.7 to $19.8 billion from 1961 to the end of 1968
(IMF, 1969). The typical dynamic of speculation was that capital flows were rapidly reversed (see
also IMF, 1969), and thus short-term credits easily reimbursed. This view was advanced by experts
in the French case in mid-1968 (ECB, 1968). In line with this practice, French policymakers
proposed to use SWAPs from the Federal Reserve and EEC central banks to counter speculative
flows, while balance of payments deficits were covered by French reserves. An approach
supported by other central banks (Bundesbank, 473/3), and considered an ‘appreciable support
[...] to counter speculation’ by the Monetary Committee (BAC, 268: 79; author’s translation),
which agreed unanimously that the French franc should and could be defended (Bundesbank,
473/3). Thus, the practice of using alternative financial support and the disregarding of the IMF
instrument was fuelled by the functional shortcomings of IMF medium-term credits in the context
of speculation. This shortcoming explains why the French government did not directly consider
an IMF credit, and the latter was more seen as collateral for creditors, if France was unable to
reimburse its short-term loans (Bundesbank, 473/2). The only part of IMF financing and support
that the French government accessed to counter speculation was the unconditional tranches and
reserves. In mid-1968 France withdrew its entire claims from the GAB, and super gold tranche, as

well as its gold tranche, amounting to $885 million (Bundesbank, 472/3; 473/ 1.5

4.2.2.2 The impediment of ad hoc monetary arrangements

SWAP arrangements were also functionally impeded. The impediment of the monetary
arrangements was situated in the formal element of ad hoc SWAP arrangements. While IMF
assistance was in practice ruled out to counter large scale speculation, central bank short-term
credit lines were an effective way to counter speculation (Bundesbank, 1970). However, their ad

hoc nature did not pose a credible deterrent against speculation.

The largest share of assistance came through the multilateral SWAP system of the Group of Ten
around the Federal Reserve agreed in Basle in 1962, which had the purpose to provide a short-

term defence against exchange market fluctuations (Ainley, 1984). Generally, SWAPs were ad

15 Note: The gold tranche represented 25 per cent of the quota that a country could withdraw unconditionally, whereas
the super gold tranche represented additional reserves that a country transferred to the IMF. The super gold tranche
could thus be drawn without repayment to the IMF as it was like a surplus position vis-a-vis the IMF (Bundesbank,
1970). In addition to these options, the participation of countries in the General Agreements to Borrow (GAB) could
be mobilised, which meant that outstanding country claims to the system were transferred back to the creditor in times
of need. All these options did not require any further conditions and could be quickly allocated.
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hoc, and not permanent, short-term credit lines (normally for three months). In the beginning of
1968, the amount via the FRS stood at roughly $9 billion, of which France had a line of $100
million. Simultaneously with the IMF (surplus and gold tranche) drawings, France made use of
the total of this line in mid-1968. This small amount was increased ad hoc on two occasions in
July and November 1968. In July the central banks increased their SWAP lines to France, to cover
the capital outflows. Government actors agreed that a parity adjustment of the franc should and
could be avoided with the support at hand (Bundesbank, 473/3), thus governments did not accept
the need for reform. A similar solution was agreed in November 1968 at the Bonn conference.
However, neither solution helped to abate the speculative outflows. In a Commission
communication of November 1968, it was pointed out that a pooled EEC reserve system would
have helped France to mitigate the impact of the November speculative attacks, if not entirely
avoided their occurrence (BAC, 272). It further pointed to the unwillingness of Community
governments to tackle this issue, as the ad hoc arrangements used for the $2 billion support in
November was agreed in an internationally setting side-lining the EEC and its bodies (BAC, 272).
The notable difference between July and November was that the franc was estimated to be
overvalued by about 15 per cent by November 1968 (BAC, 271; Gray, 2006), and more action was
needed, which led the German government to agree on temporary taxes to favour imports over its

exports to help balance the French imbalance (Bundesbank, 477/1; Zimmermann, 2014).

However, these agreements were more rehabilitative than preventive, agreed in moments when
monetary pressure was exuberant and already caused significant reserve losses. As short-term
facilities had to be reimbursed within several months, continued outflows could only be covered
if the reserve position allowed reimbursement of these credits. The increased credit obligations did
not allow to create enough buffer to accumulate reserves, as the economic disparities continued.
This problem is illustrated by the repeated use of SWAPs by France and a simultaneous reduction
of reserves (Federal Reserve, 1969; Bundesbank, 1970). Economic issues linked to a worsened
trade position, rising inflation, and an accentuated budget deficit dimmed the economic prospects

of France in Autumn of the same year (Bundesbank, 1969).

The speculative movements which first were triggered by social unrest, refocussed on the economy
issues of France and the resulting disequilibrium between the franc and the mark (Bundesbank,

1970). Even with the repeated setup of larger SWAPs for France, the French government was
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unable to restore trust in the parity. The ad hoc nature of the SWAP agreements, agreed at
emergency monetary meetings, did not provide a credible deterrent to market actors against
speculation, but rather pointed to a systemic issue and lack of effective mutual support. This issue
was underlined by the Commission, which assessed that unconditional large-scale short-term
support could have significantly mitigated or resolved the French difficulties in good time
(Bundesbank, 477/2; BAC, 272). The issue of ad hoc support points to an impediment in the formal
element, as the purpose of monetary stability was not translated into a functional instrument (see

table 10).

Before the French devaluation, the Commission judged the international system as less

resourceful:

Certes, comme par le passé, il a été possible a un Etat membre en difficulté de faire appel
aux concours nécessaires dans un cadre plus large que celui de la Communauté. Mais ni
les possibilités offertes par le Fonds Monétaire International, ni la mise en ceuvre d'accords
de swap n'ont permis jusqu'ici de prévenir les crises successives du systeme monétaire

international ni la crise récente au sein de la Communauté (BAC 804: 25).1°

The impediment of the assistance regime in two forms demonstrates the presence of the second

part of the critical juncture mechanism.

16 Note: A similar evaluation was given by the Bundesbank in 1969 arguing that ‘[t]he multitude of assistance
operation, some of which were only organized under the acute pressure of events, have often been considered mere
“patchwork” and proof of the fact that the system designed in 1944 at Bretton Woods has become obsolete and stands
in need of basic overhaul’ (Bundesbank, 1969: 30).
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Table 10: Impediment of the regime

Impeded assistance structure | Impeded element Breakdown of reproduction

Standby credits via IMF Financing element: | Functional mechanism — the
instrument not suited to deter | instrument’s design was not

speculation matched with the purpose.

Ad hoc SWAPs Formal element: ad hoc nature | Functional mechanism: the
not suited to deter speculation | lack of permanency of the

instrument did not achieve its

purpose.

(Source: the author)

4.2.3 The persistence of permissive conditions

The necessity of both conditions is demonstrated by the example of Italy in 1963. In this case the
Italian government received substantial ad hoc monetary support from its partners illustrating that
the financial pressure from an exogenous shock increased the need of public assistance.!” The
striking difference between the Italian and French cases, and the supporting argument for the
necessity of the endogenous impediment, is that speculation against the Lira immediately ceased
after a large ad hoc package of SWAPs was agreed and announced by Italy in 1964 (Federal
Reserve, 1964). Thus, in the Italian case, the ad hoc nature of short-term support was resilient and
diffused the pressure from the exogenous shock. This case also illustrates that the occurrence of
an exogenous shock causing an increased need of public financial assistance is not sufficient for
punctuated change. This within-case comparison of similar contexts contributes to the confidence

of the theorised endogenous impediment as necessary permissive condition.

The relevance of the persistence of permissive conditions is illustrated by the ad hoc agreements
in July and November 1968. Both solutions maintained the system in place with only temporary
increased envelopes. Neither of the two ad hoc solutions did resolve the pressure from the

exogenous shock, which was only diffused through devaluation in August 1969.'® Thus, even

17 Note: The Commission compared the French case of 1968 with the Italian case of 1963 (BAC, 268), because of the
similarity of speculative flows.
18 Note: Devaluation came as the French government feared a complete draining of its reserves due to the continuous
drop of the French reserves, (on average $500 million per month in the second half of 1968, and $300 million per
month in the first half of 1969).
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though the combination of permissive conditions led to emergency meetings, the solution found
in these meetings did not diffuse the exerted financial pressure as speculation persisted. This
persistence supports the theoretical argument that near miss critical junctures can only form the
final solution of a moment of shock if the permissive conditions disappear prematurely, otherwise
the pressure from the combination of the permissive conditions remains, as in the case of the

monetary instability in France.

That agency was not increased by November 1968 is demonstrated by a Commission proposal.
The Commission used the November difficulties as evidence for the need of pooled reserves within
the Community as the speculative attacks were judged to be linked to the absence of a clear intra-
EEC monetary commitment via financial assistance (BAC, 269).'” This view, and the repeated
proposal by the Commission for pooled reserves in the EEC, was not shared by central bankers of
Germany and the Netherlands (Bundesbank, 477/2). As the adoption of any legal act regarding an
EEC financial mechanism was dependent on the agreement of governments, the increase of agency
is synonymous with the agreement to act by government actors. Thus, while urgency was evoked
by the Commission, government actors did not yet support this assessment, putting a hold on the

proposal and effectively limiting agency on that matter, only leading to ‘more of the same’.

The presented case demonstrates the presence of both permissive conditions as passing-through
filters. As demonstrated below, increased agency was only possible after the need for assistance
increased due to speculative flows and after several rounds of ad hoc assistance failed to deliver
the purpose of monetary stability within the EEC. This dynamic can be described as trial-and-

error.

4.3 Analysis: Productive conditions

The following sections analyses agency within the permissive conditions based on a mixed-
preference game including shared and individual government preferences. The former presents the
bridge between the permissiveness and the agreement on reform. The latter focuses on the

individual government preferences and bargaining positions which determined the reform

19 Note: The Commission’s approach to establish an EEC support structure rested on the idea that a European structure
could also ensure the readily availability of funds and present a clear commitment between EEC partners to allocate
support, exceeding the envisaged fluctuation of currency support needs within the Bretton Woods system, and thus
resolving the impediment of ad-hoc SWAP arrangements.
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outcome. First, the role of economic interdependence as productive condition for the shared
preferences is analysed. The shared preference provided the economic rationale for establishing a
European financial assistance regime. From this outline Member State positions and interests are
analysed in the intergovernmental negotiation process, which ultimately determined the details of

the design and implementation of the assistance regime.

4.3.1 Economic interdependence and common policies

Whereas capital flows were per se not an issue and even fostered through the liberalisation of
capital movements, the rapidity, and the amount of the movements in 1968 were unprecedent for
the EEC and posed a risk for monetary stability. The Commission saw in the parity modification
a danger for economic expansion due to uncertainty for market actors, jeopardising the functioning
and achievement of the Common Market and further integration (BAC, 804). When France
introduced exchange controls, the benefits derived from the proper functioning of common
policies, i.e., free trade between EC Member States was reduced, and government representatives
demanded to keep these safeguards as brief as possible to not compromise the Common Market

(BAC, 268).

In addition, the price agreements and subsidies of the CAP worked with a designated unit of
account, which were fixed to the gold price.?’ The re- or devaluation of currencies therefore
reduced or increased the price of agricultural products in these currencies and required significant
subsidies from the government of the country that revalued its currency to compensate for value
loss of the U.A. (Bundesbank, 481/2). In the French case, the German and the French government
did not accept the responsibility of monetary instability, nor did they accept to bear the costs
associated with de-and revaluation of their respective currencies.?! Not only did the movement to
re-or devalue include an underlying responsibility for the imbalances and thus an answer to which

government must structurally adjust, it also allocated the costs of the realignment in future trade

20 Council Regulation (653/68/EEC).

2l Note: In 1968 and 1969 the German government was not in favour of revaluing the mark due to the negative
economic impact, in particular of EEC policies, on the domestic economy, even though the Bundesbank did voice its
concern regarding maintaining the disparity between the franc and the mark in 1968 (Bundesbank, 477/1). The German
government feared increased compensation for its agricultural and other economic sectors over several billion mark
and the signalling effect a German revaluation might have for governments following an inflationist policy
(Bundesbank, 481/2). At the same time France was not ready to devalue its currency, similarly regarding the economic
and political costs, and blaming the speculative attacks on the German government. While France demanded the
revaluation of the mark, the German government saw deficit countries responsible for adjusting (Schwarz et al,
1999/388 & 389).
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movements.>? The potential costs of devaluation for weaker and revaluation for stronger currencies
thus contributed to the preference of both governments’ positions toward the resolution of
instability through the use of financial assistance to maintain the parity. The German government
proposed in the Group of Ten that deficit countries should borrow the necessary funds from the
financial market of the surplus countries (Bundesbank, 481/1; see also Bundesbank, 479/1), which
would create market pressure for deficit countries to adjust their balance of payments
(Bundesbank, 5877/1), and at the same time reduce the funds to be provided via the central banks.
However, this idea was withdrawn in light of the unreliable financing available on financial
markets. This issue illustrates the lack, or unreliability, of market financing as an important
contextual factor. This lack made credits to governments predominantly a matter between public

entities, a factor which changed over time (see chapter 5).

Whereas the November agreement at the Bonn conference was still ‘more of the same’, the
persistence of speculation provided the needed pressure for government to acknowledge a month
later the necessity to [...] ‘examine the possibilities of an intensified monetary cooperation’ after
France reintroduced exchange control (BAC, 804: 33). In February 1969 the Commission
proposed in its Memorandum de la Commission au Conseil sur la coordination des politiques
économiques et la coopération monétaire au sein de la Communauté two financial assistance
instruments within the EEC, which institutionalised the assistance structure of SWAPs and
medium-term credits among EC Member States (BAC, 804), mirroring the international structure
of support. The Commission’s proposal was based on the predetermined options presented to the
Council on December 12, which excluded pooled reserves and only mentioned short-term support

between central banks and medium-term support between governments.

The embeddedness of EC countries in common policies and the material costs of parity alignment
represented the economic interdependence between Member States. This economic

interdependence formed the productive condition to translate the pressure from the permissive

22 Note: If only one government devalued its currency within the EEC, all other economies would increase their
imports from that partner, thus sharing the impact on ex- and imports. If only one government revalued, it alone would
reduce its exports to and increase its imports from all partners. Government of countries with strong currencies and
capital inflows had thus an interest in sharing the adjustment costs with the other partners by insisting on devaluation
of weaker currencies and capital outflows, while governments of countries with weaker currencies had an interest in
the revaluation of the stronger currencies to avoid a general decline of purchasing power of their currency vis-a-vis
all partner countries and thus reducing the inflationary impact of the realignment.
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conditions into institutional change. The involvement of all EC countries in mutual support via
international arrangements and the ad hoc increase of SWAPs illustrates the overall willingness to
engage in financial assistance within the EEC to avoid parity alignments in either direction. The
arguments put forward by the policymakers of EC Member States to establish an intra-EEC
financial assistance structure evidence this economic interdependence in the form of the negative
impact of monetary instability on trade, and on the common commercial and agricultural policies

(BAC, 804; Bundesbank 481/2).

Au stade de développement actuel du Marché Commun, des modifications de parité
comporteraient de graves répercussions sur la mise en ceuvre des politiques
communautaires en particulier de la politique agricole, augmenteraient 1’incertitudes des
agents économiques, affecteraient sans doute durablement les perspectives d'expansion
économique des pays membres et mettraient en péril leur interpénétration progressive. Il
convient donc de prendre toutes les mesures nécessaires, pour prévenir une telle éventualité

(BAC, 804: 24).

Thus, the support for a common financial assistance structure was linked to the domestic costs of
re- and devaluation respectively, and the interdependence derived from common EEC policies for
domestic economies, in particular agriculture and trade. In addition, no alternative financial source
was sufficiently large and reliable to take over central bank lending (Bundesbank, 481/1). Whereas
the treaty referred to assistance in relation to the Common Market and commercial policy, the 1962
introduced CAP deepened this interdependence further. These shared material interests provided
thus the economic rationale for the establishment of intra-EEC assistance. This rationale was
intrinsically linked to the agreement of governments to increase agency on detailed reform and
provided the shared preference. This economic rationale explains why EC countries sought a
solution within the EEC, and not to reform the international system of assistance, which previously
supported France. However, considering the embeddedness of EEC countries in the international
monetary system and the IMF as such, the strategy of Community governments and of the
Commission was to introduce their own instrument onto the international system, without
necessarily abandoning the latter. The presence of the cost-benefit considerations deriving from

economic interdependence is demonstrated by respective government preferences linked to
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common policies and their agreement to reform assistance. This presence confirms the third part

of the critical juncture mechanism.

Before permissiveness was diffused through the devaluation of the franc in August, the Council
gave its general agreement on establishing a short- and medium-term support system within the
EEC on July 17, 1969 (CM2/1969 No.36). Thus, while permissiveness provided the temporal
bounds for agency to unfold, economic interdependence formed the bridge between the permissive

conditions and increased agency.

4.3.2 A cautious step towards European financial assistance

Based on the shared preference, the Commission proposed a short-term and medium-term
assistance instrument. The proposal for short-term assistance between central banks followed the
same lines as practices in the international system with unconditional three-month credit lines
established between EC central banks. Even though the Commission did not refer to an exact
amount, it previously referred to 20 per cent of EEC reserves (BAC, 268), and that the amount
should be sufficiently large to effectively deter speculation (BAC, 271). Similar to SWAP lines,
each country was to finance to a certain quota the intra-EEC short-term instrument and was
allowed recourse to the system to a certain limit (BAC, 804). The use of the instrument was to be
activated by a ‘simple call’ to the other Member States, which should in equal parts shoulder the
assistance (BAC, 804). Different than ad hoc SWAP agreements, the use of the intra-EEC short-
term support should not work with the requirement to have approval of the creditor central banks
in the moment of need, but to have a readily available EEC pool of capital that central banks can

tap automatically to rapidly react.

The second part of the proposal regarding a medium-term instrument was comparably vague. The
Commission’s proposal only included a limited allocation of credit to the system by each Member
State, but explicitly refrained from setting a limit of usage, as the amount for assistance would also
be dependent on potential international support (BAC, 804). The use of the medium-term credits
was linked to the previous use of short-term support, thus implicitly setting the debtor’s credit limit
to the previously received short-term assistance, which was to be rolled over with the medium-
term instrument. The risks associated with economic interdependence was incorporated in Art. 108
of the Rome treaty (see above), which allowed for safeguards to shield countries from adverse

effects and to provide mutual support through financial assistance.
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The Commission’s proposal was integrated in the plan for Economic and Monetary Union (EMU)
by the Luxembourgish finance minister Pierre Werner in 1970. Whereas the decision on the short-
term support was delegated to the EC central banks in 1969, the medium-term support became an
integral part of the negotiations between governments in the set-up of EMU. As part of its
memorandum, the Commission underlined the necessity to coordinate economic policies to
achieve a proper monetary cooperation mechanism. In light of economic disparity within the EC
Member States, several governments and the Commission saw the move towards an intra-EEC
assistance only in parallel to convergence of economic policy (CM2/1969 no. 36; see also
Bundesbank, 480/1). The Belgium representative called this resulting coordination need from
economic interdependence ‘the point of no return’ for EC countries (CM2/1969 no. 36). The
parallel coordination of economic policy was the main argument for most governments, in
particular the German and the Dutch, as well as for EC central banks, to support financial

assistance mechanisms within the EEC in general (CM2/1969 no. 36).

The EC central banks adopted relatively quickly short-term support, as similar instruments were
already in place and repeatedly adopted, in particular bilaterally between Germany and its EC
partners. The main point of debate was the automatic access to short-term support, which surplus
countries feared might prevent necessary reform and could inadvertently lead to a consolidation
via medium-term support (BAC, 281). Governments of countries with a strong balance of
payments position (mostly Germany, but also the Netherlands) were cautious about the
establishment of an assistance regime without any conditions as they feared that the availability of
support could undermine some governments’ balance of payments discipline, which would create
even greater disparities between EC economies (Bundesbank, 5877/1). In addition, surplus
countries would be the main creditors for such as system, which also placed the financial risk with
their reserves. France previously used its own reserve to finance balance of payments deficits and
borrowed reserves to counter speculations (Bundesbank, 473/3), illustrating that deficits were a
domestic issue within a country’s responsibility and short-term capital flows were a common issue
linked to monetary cooperation. Thus, the French position was in favour of an automatic
mechanism as the gaps it should finance were either not homegrown or reversible. To keep
automaticity in the system, central banks agreed on a rather modest amount of $1 billion, which

could be increased by another billion with agreement of the central banks (Bundesbank, 5873/2).
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This sum reflected the previous assistance to France. The decision to establish short-term

assistance by the central banks was taken in early 1970.

As the establishment of medium-term assistance was coupled to the agreement on EMU, the
negotiations were more political and included the fundamental debate between economists and
monetarists on how to achieve a monetary union (see also Danescu, 2012). The decision-making
barrier for assistance under Art. 108 required officially qualified majority voting (QMV), however,
the provision of limited credits worked with unanimity, as it required explicit agreement from each
creditor government. This gave governments with stronger currencies (Germany and the
Netherlands) a better bargaining position, as potential debtor countries (France and Belgium) were

more dependent on their contributions than vice versa.

The individual preferences parted between the line of monetarists and economists, with the
economists governments (Germany and the Netherlands) fearing an increased financial burden and
loss of control over correcting balance of payments disparities. Derived from the design of the
IMF as a pool of reserves and provider of medium-term liquidity, Member State governments
foresaw that the medium-term instrument would take up the form of a reserve fund for EC
countries. However, there was disagreement when this should happen. The German and Dutch
governments’ position was that the medium-term assistance would only be converted into a reserve
fund at a later stage of EMU when economic policies had converged (see also
Bundeswirtschaftsministerium, 1970), while France and Belgium preferred the set-up of the fund
at an earlier stage (Bundesbank, 5876/2). Balance of payments assistance via a reserve fund would
not require credits and would make assistance less dependent on major EC countries as the fund
would hold part of the entire EEC reserves outside of the sphere of control of individual
governments or central banks, an aspect that France and Belgium saw as favourable considering
their dependence on Bundesbank SWAPs. The German government had concerns about moral
hazard and feared that the pooled reserves represented an incentive to continue running deficit for
other countries, leading to a loss of reserves without gaining control over economic policy
(Schwarz et al, 1999/389). Thus, the German government insisted on policy conditionality being
attached to the use of medium-term support, which they saw as a driver of harmonisation of
economic policies (BAC, 298). It also demanded a conditionality clause, which would make the

continuity of medium-term assistance dependent on the progress in EMU (Schwarz et al, 2002/59).
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Another issue was the question on how to mobilise funds used for medium-term assistance.
Whereas IMF stand-by arrangements were often refinanced via the GAB, which was highly liquid
and therefore easy to mobilise in case another country was facing difficulties, an EEC medium-
term credit was not as easily refinanced and could dimmish creditors reserves for the period of the
assistance. To be certain that claims against the system could be mobilised, the German
government proposed that debtors should pledge their gold reserves, IMF gold and credit tranches,
as well as other refinancing possibilities at the international level as collateral to the reimbursement
of EEC credits (BAC, 298). A similar proposal was put forward by the Belgian government,
including the use of IMF-like conditionality for medium-term support (BAC, 290). The
Commission saw the exigent mobilisation safeguards as counterproductive as it would make the
EEC instrument more stringent than IMF assistance (BAC, 301). Potential creditors to the system
were in general more cautious and favoured technical solutions less accommodating than IMF
assistance. They preferred interest rates equivalent to respective market rates for credits,? a shorter
repayment period of three years, and a strict limit of the amount financed by each Member State.
Potential debtors were favouring a technical solution more analogue with the IMF, which meant
low interest rates and a longer repayment period of five years, following the economic interest of
their respective potential roles in an assistance system. The question of policy conditionality for

the use of medium-term credits was accepted as the modus operandi of similar IMF assistance.

In March 1971 the Council adopted the medium-term financial assistance with an envelope of 2
billion Units of Account (representing about the ceiling of the short-term instrument of $2
billion).>* The mechanism was built on pre-allocated limited callable credits from Member State
governments, which could be drawn upon after a decision by the Council under QMV. The
asymmetric bargaining position for governments with stronger currencies gave them the advantage
of stipulating specific technical aspects for the established regime. First, the instrument included a
conditionality clause for four years, making the continuity dependent on progress in EMU, thus
stressing economic convergence as necessary part of assistance in the medium-term. Second, the
amount each government was to contribute was set by an individual limit. Third, debtors needed

to make use of their reserves, in the form of gold or IMF funds, to reimburse the creditor if need

23 Note: The reference to ‘market rates’ in 1970 means financing via public investment and development banks.
2 Note: 1 U.A. was pegged to 0.88867088 grammes of fine gold, thus changing its value to the dollar after the closing
of the dollar gold window and the fluctuation of currencies.
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be. Fourth, potential creditors could opt out of assistance in case of financial difficulty. Last,
assistance was only provided together with economic conditionality, which was supposed to be at
least as strict as the IMF conditions for stand-by arrangements to avoid a systematic preference for

EEC support over IMF support (BAC, 281; see table 11).

The establishment of short- and medium-term support constituted punctuated layering of intra-
EEC assistance onto the international system of IMF stand-by credits and SWAPs. Even though
both support instruments were proposed jointly in the context of monetary instability, they were
negotiated and adopted separately, and immediately constituted independent instruments. The
former being explicitly a monetary support tool, the latter a credit tool for governments, either to
roll-over monetary support, or to directly adjust balance of payments imbalances. The latter

represents the first legal instrument and the origin of the European financial assistance regime.
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Table 11: MTFA characteristics and respective preferences

its balance of payments and/or that there is
persistent deterioration of its reserves shall, on
the strength of its statement, be exempt from
contributing to the financing of that operation.’
‘[...] If one or more Member States which are
creditors under the medium-term financial
assistance system experience difficulties or are-
seriously threatened with difficulties as regards
their balance of payments, the Council shall,
acting in accordance with the procedure laid
down in Article 1 (1), decide to mobilise the
claims of that or those States.’

Article Content Assessment

Art. 1 ‘Member States shall make available, up to the | Limited liability for each
ceilings set out in the Annex, medium-term government to contribute to
credits granted in the form of mutual assistance | mutual assistance; potential
by directive or decision taken by a qualified creditor preference of
majority [...]. providing loans and not

pooling reserves.

Art. 1(2) “This obligation shall apply for a period of four | Conditionality clause;
years commencing 1 January 1972, [...] potential creditor preference

to limit applicability and
ensure convergence.

Art. 3 ‘[...] the Council shall, acting in accordance Disincentive in the form of
with the procedure laid down in Article 1 (1), conditionality; potential
determine what undertakings in respect of creditor preference to avoid
economic policy the recipient Member State moral hazard and ensure
must enter into, [...]° convergence.

Art. 4 ‘[...] any Member State which maintains that Safeguard from contributing

Art. 5 difficulties exist or can be foreseen as regards in times of difficulties;

potential creditor and
potential debtor preference to
avoid overburdening in
periods of respective
economic difficulties.

(Source: Council Decision (71/143/EEC)?*; author’s compilation)

The shared preference of establishing a European financial assistance in the form of a monetary

support framework derived from the interdependence of EC economies linked to the acquis of

Common Market and agricultural policies (BAC, 804). The concrete proposals for the instruments

had, due to the nature of monetary support in a pegged system, a distributional component, which

25 Note: The full legal reference is provided in the references.
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included a lower direct cost-benefit ratio for countries with stronger currencies, as they would
expect to contribute more and thus take on more direct financial risks than countries which ran
deficits and were expected to make use of assistance. Due to the asymmetric bargaining position
for governments of countries with stronger currencies, in particular Germany, the resulting regime
included many disincentives for its use by potential debtor countries and safeguards and control

mechanisms to financially protect potential creditor countries.

The mixed-preference game provides a convincing explanation how Member State governments
on the one hand decided to integrate financial assistance into the EEC, but on the other hand how
they formed the outcome including safeguards, limits, and a modest amount for support. The latter
part increased the confidence of a rationalist approach regarding the negotiations of a joint system.
This approach helps to explain why the amounts were not in line with other more integrative
solutions envisaged by the Commission, and why Member States were not ready to pool reserves
but insisted on credits of limit size instead. The findings from the negotiation confirms the presence

of the fourth part of the critical juncture mechanism

4.3.3 A critical juncture for EEC assistance

This case demonstrates that permissive conditions without increased agency in the form of
agreement to reform are not sufficient for punctuated change, and thus for critical junctures to
occur. It also demonstrates that conceptualised near miss critical juncture can help to explain why,
in the case of France, after government actors found a solution in July and November 1968,
permissiveness prevailed, and why these near misses did not constitute the actual outcome of this
moment of shock. Finally, focusing on government preferences and their bargaining positions in
the negotiation of reform helps to explain how the shared preference for assistance emerged, and
how the detailed assistance structure came about. Even though cost-benefit consideration were not
the only base for government positions, they constitute the dominant explanatory factors in the
outcome presented in this case. Table 12 illustrates how the respective parts of the mid-range
causal mechanism are present in the case study and how it explains the outcome of the short and

medium-term assistance in the Community.
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Table 12: Application of critical juncture mechanism (case 1)

Contextual conditions:
Geographical boundaries (EEC — DE, FR, NL, BE, LU, IT)
Temporal boundaries (1968-1971)

Trigger
Cause

Part 1

Speculatio Increase need for

Part 2

France unable to

Part 3

France introduces

Part 4

Negotiations on

Outcome

Introduction of the

n against public financial deter speculation exchange controls the details of intra-EEC short-
the assistance due to  with ad hoc and other short- and and medium-term
French France’s use of SWAPs; monetary medium-term financial assistance
franc reserves to counter measures to financial instruments;

speculative attacks increase reserves; assistance punctuated change

in the formal
regime element

Entities = Member State Member State Member State Member State

governments, governments, governments, governments,

European European European

Commission; Commission; Commission;
Activities Ad hoc SWAPs by Argue against the Agree on Governments

Group of Ten and  effectiveness of  reforming defend their

call for EEC international assistance and on  respective

internal assistance instruments to closer monetary interests along

linked to monetary prevent and cooperation to the line of

cooperation to mitigate the maintain proper potential

avoid national impact of the functioning of creditor and

safeguards and monetary crisis; common policies  debtor

devaluation positions

(Source: the author)

The punctuated change for assistance was the formal exclusive eligibility for EC countries within
an intra-EEC system of support, which derived from the economic rationale of the shared
preference for assistance. The mechanism of production for short- and medium-term assistance is
thus utilitarian. The utilitarian mechanism of reproduction points to the cost-benefit linked to the
potential availability of support for EC countries in need, and the financial underpinning of
maintaining the functioning of EEC policies, which have an economic benefit for all Member
States. Thus, the economic rationale derives from the purpose to maintain the functioning of the
Common Market and other common policies and their resulting economic benefit. As the
impediment of assistance was dominantly functional, the solution was to establish a permanent
and immediately available credit tool in order to mitigate the short-comings of ad hoc SWAPs and

to ensure a combination of short- and medium-term support (see figure 8).
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Figure 8: Production based on utilitarian mechanism (case 1)

/Impediment | /Utilitarian mechanism ‘ /Punctuated layering
formal element: *shared preferences: «formale element:
*ad hoc SWAP *safeguarding functioning sestablishment of
arrangements of the Common Market permanent short- and
+financing element: and other common medium-term facilities
*medium-term credits vs policies within the EEC
speculation

€ ' &

(Source: the author)

The establishment of intra-EEC medium-term assistance marks the beginning of the European
financial assistance regime and constitutes the first critical juncture in its development from which
point financial assistance in the EEC developed autonomously from the international setting.
Broadly, the regime used the economic rationale for assistance as the purpose for the MTFA, while
the procedural and financing aspects were taken over from the IMF (as well as from SWAP
arrangements for short-term support). As explained in the following section, the decision by the
Council in July 1969 and the subsequent establishment of the MTFA created a distinct legacy for
the financial assistance regime, which was not the case for other moments of shock as in the case
of Italy in 1964, or for France in July and November 1968, which kept the existent assistance
framework unchanged with temporary larger envelopes. The establishment of the short-term
monetary support and the MTFA constitute change in the form of punctuated layering, as
government actors decided to add new financing tools onto the international support system of
SWAP arrangements and the IMF. Their strategy was to change the assistance within the EEC as
it posed its own embeddedness and economic rationale. In addition, the choice for the EEC was

not considered a choice against the existent assistance structure, a typical dynamic for layering.

4.4 Analysis: The legacy of intra-EEC financial assistance

The punctuated layering of EEC-internal assistance impacted the interplay between EEC and
international assistance mechanism in the long-term. In the following section these longer-term
consequences of the punctuated change are analysed using a dual approach of path dependent and
gradual change mechanisms. The first part assesses the reproduction of the utilitarian mechanism
for intra-EEC financial assistance based on the economic rationale. The second part explains how

the punctuated layering of EEC assistance onto the international system led to de facto
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displacement of IMF assistance over several decades due to repeated defection by Member State

governments, which favoured intra-EEC assistance over external support.

4.4.1 Reproduction through the utilitarian mechanism

The punctuated layering in the formal element represented a critical juncture for the European
financial assistance regime, accounting for the origin of the common assistance structure. The
introduction of EEC-internal support was a significant deviation from the ex ante status quo of
EEC embeddedness in international monetary and financial assistance centred around Bretton
Woods and the US Federal Reserve. With deepening integration over the years, the mutual benefit
from the common policies in the EEC and later EU increased substantially. As it will be
demonstrated in the following typical cases of this dissertation, the proper functioning of
Community economic and monetary policies resurfaces repeatedly in periods of economic

difficulty and reproduced the mutual constitutive economic rationale for assistance.

Policy makers continuously referred to the purpose of assistance as means to tackle balance of
payments difficulties. After the first oil shock in 1973, the Commission claimed that the increased
balance of payments deficits caused by this shock jeopardised the proper functioning of the
Common Market and that this situation justified the use of assistance within the Community (BAC,
352). The same assessment and reasoning led the Council to prolong the MTFA by another four
years in 1975 and several more times thereafter.?® With the agreement on the European Monetary
System (EMS) in 1978, the commitment for monetary cooperation and thus the economic rationale
for assistance was strengthened, leading the Council to increase the amount for short and medium-
term assistance several times.?’” In 1980, the Monetary Committee stressed in an opinion to the
Council that the aftermath of the second oil shock made the use of financial assistance necessary
in order to protect the market, monetary cohesion, and economic convergence (BAC, 419). The
utilitarian mechanism thus reproduced the purpose of assistance in two following periods of
economic difficulty. The benefit from assistance was highlighted in moments where the need for
public assistance and the availability of instruments matched and avoided a worsening of the

financing position of Member State governments. These moments of individual economic

26 Council Decision (75/785/EEC).
27 Council Decisions (78/49/EEC) and (78/1041/EEC).
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difficulty occurred before the introduction of the euro for Italy in 1974, 1976 and 1977, for Ireland
in 1976, for France in 1983, for Greece in 1985 and 1991, and for Italy again in 1993.

The economic rationale for assistance was only partially overridden once agreement on the Single
Currency was reached. However, after the adoption of the euro, Member States with derogation
could still require assistance due to balance of payments disequilibria vis-a-vis the euro area (or
vis-a-vis other Member States). As most Member States with derogation were expected to join the
euro after fulfilling the convergence criteria, including currency stability, the recourse to assistance
was also useful for avoiding devaluation in cases where balance of payments difficulties arose in
the process of adopting the euro (Commission 1992a; 1992b). This reproduction of the economic
rationale kept balance of payments assistance for Member States with derogation in place
(Commission, 1992b; Commission, 1996). After 2002, the use of assistance to Hungary in 2008,
Latvia in 2009, and Romania in 2009 reproduced the economic rationale for assistance as its use

avoided fiscal problems and the devaluation of the lat.

The legacy of the purpose of financial assistance was intended to end with economic convergence
and the adoption of the euro (see also Commission, 1992a). The prevalent argument was that
balance of payments disequilibria were not possible in the euro area, as the currency union would
run a common balance of payments position towards the exterior (Marzinotto, Pisani-Ferry &
Sapir, 2010). Governments and market actors expected stability from the introduction of the euro,
which itself led to a lowering and harmonisation of refinancing rates for governments, reducing
their potential need for financial assistance (Stieber, 2015). This trend reinforced the expectation
that balance of payments assistance was not needed for euro area governments. With the adoption
of the euro, the formal aspects of the regime reduced the eligibility of assistance significantly.
However, as several Member States had and still have not adopted the euro, the assistance regime’s

purpose for balance of payments support remained intact to this date (for over fifty-one years).

Thus, applying the lens of path dependence on the introduced European financial assistance regime
helps to uncover how the overall regime was maintained. The utilitarian mechanism of
reproduction based on the economic rationale for assistance ensured continuity of having European
assistance available for EC and later EU Member States in subsequent periods of economic

difficulty. The emphasis on the assistance’s purpose as balance of payments and monetary

107



integration tool also helps to understand the intentional end of the legacy, which phased out euro

area countries from eligibility with the introduction of the euro.

4.4.2 Layering and the de facto displacement of the IMF

The adoption of the new regime followed the dynamic of punctuated layering, by introducing an
intra-EEC instrument onto the SWAP arrangements in place at the FRS, as well as an instrument
onto the medium-term assistance structure of the IMF. The intention by Member State
governments and the Commission was not to replace existing international arrangements, but to
complement them considering their previous inability in helping to prevent monetary instability in
the EEC. The repeated emphasis by national representatives that the medium-term assistance
needed to be analogue to the IMF and that potential support from outside of the Community was
referred to in the decision on the medium-term instrument underlines this intention of compatibility
and complementarity (BAC, 281; 290). The only time the MTFA was used, EEC assistance was
provided jointly with IMF and bilateral central bank loans to Italy in 1974, underlying this
complementary nature (see also Bundesbank, 6724/2).?% Another example of this complementarity
was a large stand-by for the UK in 1976 which was informally backed by potential recourse to
EEC assistance in case needed (Hodson, 2015). In 1976 and 1977 the EEC provided financial
assistance to Italy. In the latter case, support of $500 million was paralleled with an IMF stand-by
of 450 million SDR, which was however only marginally used as the balance of payments situation

of Italy improved significantly (Bundesbank, 1978; IMF, 1978; see also Banca d’Italia, 1979).

The first years after the establishment of assistance within the EEC, the regime worked in parallel
to the IMF for medium-term support with no intention to replace or undermine the international
system. However, the parallelism gave way to unintentional gradual displacement of IMF support
as after the 1977 stand-by arrangement, the IMF ceased to be involved in assistance to EEC and
later EU Member States for thirty-one years until 2008. This shift from a dual support approach to
a solely EEC/EU support had to do with the changing context after the breakup of the international
monetary order and the common float of Community currencies, making the EEC the centre for

currency-related interventions.

28 Note: Financial assistance to Italy was financed by $1.2 billion from the IMF, $1.4 billion from the MTFA, and a
6-month $2 billion renewable bilateral credit-line by Germany (Bundesbank, 1975).

108



Community governments prioritised their own loans over IMF interventions, which had the
advantage to consolidate monetary cooperation and economic convergence in line with EEC policy
objectives (BAC, 451), and did not involve the Washington based institution. The active defection
of governments from IMF support is well illustrated by the case of France in 1983. The French
government made clear that it might need financial assistance after the realignment of March 1983
(Moller, Schollgen & Wirsching, 2014/148), with Member State representatives considering the
economic reform introduced by France already sufficient for the Community assistance (BAC,
448). The French upper house was against requesting IMF support and considered it as a potential
‘perilous path’, due to strict economic reforms targeted at internal depreciation, which had led to
negative consequences in previous IMF interventions (Sénat, 1984: 116). Thus, EEC assistance,
despite economic conditionality, was expected to be more accommodating to the French
government’s proposed structural reform and considered to carry less political costs as IMF
support. Thus, the EEC-internal practice of conditionality, even though similar to the IMF, and the
economic costs associated with IMF support led governments to defect the IMF stand-by

assistance.

While the EEC did not demand parallel IMF recourse in the case of France in 1983, some
government representatives voiced their disapproval of a sole-EEC-financed support for Greece in
1985 (BAC, 477). The same occurred in further assistance of 2 billion ECU to Greece in 1991. In
this case government officials of the MC demanded Greece to ask for IMF support, but the Greek
government refused because of the expected harsh conditions of an IMF loan and the wish for
convergence-related conditionality in order to participate in EMU (BAC, 106). The statement by
the Greek minister ‘if [Greece] wanted to go to the IMF, [it] could have done so earlier’ (BAC,
106) clearly indicates the defection of EEC governments in favour of intra-EEC assistance. In
1992 Italy requested a loan for 8 billion ECU and justified it based on EEC-internal monetary
unification, which did not include IMF support (BAC, 112). Thus, the defection by governments
was the other side of path dependent reproduction of the economic rationale of intra-EEC
assistance. While the economic rationale kept the purpose and formal eligibility for assistance in

place, governments shifted their loyalty from the international system to the Community regime.

By 1999, IMF assistance was practically displaced. Member States preferred recourse to EEC-

internal instruments, with more tailored economic conditionality linked to the purpose of EEC
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policies, in particular monetary integration. The initial intention was not to replace the IMF, but
the new incentive structure in the regime led to unintended consequences in the form of de facto
displacement. This case highlights the dynamic of layered institutional elements, which, even
though without intention, provide different incentives for government actors to shift their loyalty

from one assistance mechanism to another.

Thus, assessing the legacy of punctuated change through the lens of gradual change allows to
uncover the long-term consequences of the introduction of intra-EEC assistance and the new
incentive structure incorporated in the assistance regime. The reproduction of intra-EEC assistance
facilitated the gradual displacement of IMF assistance. This finding underlines the theoretical
argument that path dependence and gradual change are concomitant of the longer-term impact
constituting the legacy of critical junctures and are an inherent part of the analysis of the outcome

of crisis-induced change.

4.5 Conclusion

This chapter analysed the monetary crisis of 1968-1969 as the impetus for the establishment of
short- and medium-term financial assistance in the EEC and as the first critical juncture in the
development of the European financial assistance regime. The case study in this chapter
demonstrates the validity of the actor-centred historical institutionalist framework. The analysis
demonstrates the presence of the respective parts of the critical juncture mechanisms representing
necessary permissive and productive conditions. Further, the findings of the legacy analysis
evidence that the longer-term outcome of punctuated change is well explained through a parallel

development of path dependence and gradual change.

With the help of permissive conditions, this chapter explains under which conditions the
exogenous shock provided increased agency for reform. The exogenous shock of speculation
against the French franc increased the need for public financial assistance for France. The
persistence of capital flight represented repeated and persisting costs for the French reserve
position. As the assistance structure presented by the ad hoc SWAP arrangements and the IMF
was functionally impeded from providing a credible defence against speculation, government

actors agreed to reform the assistance system.
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The exogenous shock, through the increased need for public financial assistance, provided the
necessity to deal with implementing assistance and tested the internal resilience of this assistance.
As illustrated by the example of other bouts of speculation, the exogenous shock exerted the
necessary pressure, but was itself not sufficient for increased agency. Combined with the
endogenous impediment in the formal and financing element of IMF and SWAP arrangements,
the pressure from the exogenous shock was maintained. The internal vulnerability was linked to
the ad hoc nature of the SWAPs including the lack of commitment among EC Member States for
permanent availability of sufficient capital to off-set speculation, and the mismatch of IMF stand-
by arrangements to be used to counter speculative movements. Increased agency was marked by
the agreement by EC governments on the Commission’s assessment to intensify the monetary
cooperation between Member States, including the establishment of a common support structure

in December 1968.

The analysis of the productive conditions in the dynamics within the permissive conditions helps
to capture the economic rationale for governments to favour a joint solution. A focus upon
productive conditions also clarifies the main determinants of the negotiations between government
actors within the EEC. Through the application of a mixed-preference game, a focus upon
productive conditions enabled to distinguish between the shared preferences derived from
economic interdependence and the individual government preferences in the detailed design of
assistance. The evidence gathered for this dissertation points to the explanatory merits of a
rationalist explanation focused on the material interests directing government preferences and their
respective positions in the negotiations. The shared preference for setting up intra-EEC assistance
were intrinsically tied to the economic interdependence of the functioning of common policies.
The shared preferences did however only produce change in the context of persistent
permissiveness. The national preferences aligned largely with potential creditor versus potential
debtor coalitions, with the German and Dutch governments being more cautions on reserve pooling
and insistent on safeguards for funds used for medium-term assistance, and the French and Belgian
governments preferring the pooling of reserves at the beginning of monetary cooperation. These
findings confirm previous studies on the monetarist versus economists in the negotiations of EMU
(see, e.g., Wyplosz, 1997; Maes, 2004; Maes & Verdun, 2005). The negotiations and establishment
of short- and medium-term support emphasise the assertion of potential creditor government

preferences including policy conditionality and credits instead of pooled reserves.
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Lastly, this chapter analysed the legacy of punctuated change, highlighting the duality of path
dependence and gradual change. Economic interdependence reproduced the economic rationale of
assistance as balance of payments support and as part of monetary cooperation over decades. In
parallel, the layered EEC assistance facilitated the gradual displacement of IMF assistance for
Community countries. The examination of longer-term consequences proved to be essential to
ensure a complete critical juncture analysis, as the significance of the punctuated change is
explained by the impact of this change on subsequent developments. The application of the gradual
change framework of Streeck & Thelen (2005) and the theorised mechanisms of reproduction
developed by Mahoney (2000) helped to uncover the mechanisms of these longer-term
consequences. These findings illustrated the usefulness of the actor-centred historical
institutionalist framework and its focus on the moment of crisis and on the subsequent gradual

processes of change and continuity linked to the outcome of this case.

The long-term legacy of the critical juncture is explained by the reproduction of the economic
rationale to maintain financial assistance within the EEC and later EU, to tackle balance of
payments and monetary problems. With further integration the economic interdependence, which
forms the basis of mutual support, was strengthened and fed into the rationale for assistance.
Notably, the purpose of financial assistance was gradual phased out for countries which later
adopted the euro, as the economic rationale no longer applied. However, due to the persistence of
euro area in- and outsiders, the purpose was reproduced and balance of payments assistance for

countries with derogation was maintained to the present day.

The second part of the long-term development explains how the setup of intra-EEC assistance led
to de facto displacement of IMF support for EC countries. The changing context after the collapse
of Bretton Woods, and the prioritisation of EEC assistance by Community governments, led to a
relatively quick phasing out of IMF assistance. The latter was not called upon by the EC and EU
Member States for thirty-one years. This displacement is explained by the layered EEC regime,
which incentivised governments to defect the IMF system and demand assistance from EEC
partners, which provided more tailor-made conditions for EEC purposes and were less rigorous in

the application of conditions.
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This case demonstrated that the exogenous economic shock arising from monetary instability
carried causal weight in the development of the European financial assistance regime. This
causality is conditioned by the inability of the ex ante assistance mechanisms to diffuse the
persisting pressure from the exogenous shock. The persistence of the pressure provided the needed
frame for government actors to accept reform, and thus to increase agency. This acceptance of
reform ultimately based on economic interdependence led to the establishment of European

financial assistance and to the economic rationale for intra-EEC assistance.

113



CHAPTER 5: THE FIRST OIL SHOCK

Introduction

This chapter analyses the establishment of the Community Loan Mechanism (CLM), which was
introduced in the context of the first oil shock of 1973 and constituted the second critical juncture
in the development of the European financial assistance regime. The CLM introduced intermediary
financing of financial assistance by using back-to-back lending via the Community, a break with

the previous purely bilateral form of assistance and a decisive change for the regime.

The 1973 oil shock represents the second typical case analysed in this dissertation. In this case the
exogenous shock, in the form of rapidly increasing prices of petroleum products, and punctuated
change, in the form of an innovative intra-EEC assistance instrument, were present. The analysis
of this case serves to test and demonstrate the validity of the eclectic theoretical framework of
actor-centred historical institutionalism, including the abstracted critical juncture mechanism, as
well as path dependent and gradual change mechanisms. Through presence of the causal
mechanism, this case demonstrates how the oil shock and the establishment of the CLM are

causally linked.

The first section of this chapter provides a summary of the EEC monetary developments in the
early 1970s and of financial assistance available to EC Member States. The following sections are
organised according to the two composing parts of the actor-centred historical institutionalist

framework, beginning with the analysis of the punctuated change followed by the legacy analysis.

The second section of this chapter analyses the permissive conditions in the context of the oil
shock, which constituted a symmetric shock for the entire EEC. This section explains how
increasing deficits led to an increased need of public financial assistance for Italy and caused
economic difficulties throughout the EEC. While some governments were able to refinance their
deficit via external sources, Italy used several assistance instruments in- and outside the EEC.
Further, this section illustrates how impediment of short-term assistance and the MTFA represents
the second permissive condition. This part of the permissive conditions explains the impediment
of bilateral credits in the context of symmetric exogenous shocks. The continued pressure exerted
from the exogenous shock led to increased agency in June 1974, after Italy and Denmark chose to

use national safeguards to restrict trade.
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The third section on productive conditions explains how national safeguards posed a threat for the
Common Market and gave the impetus for national governments to agree to reform the assistance
regime to match the new context of oil-price induced common imbalances. This section explains
how the shared preference based on economic interdependence functioned as a bridge between the
permissive conditions and the agreement by governments to reform. The second part of the
productive condition illustrates the role of Member State governments economic interest in the
design of the Community Loan Mechanism. Through the application of a rational-materialist
approach, this part explains the outcome according to diverging preferences and the dominant
bargaining position of the German government as potential largest guarantor of the CLM in the

negotiation.

The fourth section analyses the legacy of the punctuated change. The layered CLM is assessed via
the functional mechanism of reproduction of intermediary financing in the context of commonly
experienced shocks. This part of the legacy demonstrates that repeated economic shocks in 1979,
1991-2, 2010, and 2020 led to the solidification of intermediary financing due to its functional
resilience in these contexts. While in parallel the form of government financing underwent
substantial change, this financing mode proved resilient over almost five decades. As the other
side of functional reproduction, the punctuated layering of intermediary financing started a process
of displacement of the bilateral MTFA, which, even though government actors actively tried to
uphold its use over several decades, was gradually replaced by intermediary financing.
Displacement of the MTFA is on the one hand explained by the re-occurrence of similar exogenous
shocks after 1973 — thus the similarities of the contexts of economic difficulties — and on the
other hand by the incentive structure provided by Community loans, which helped Member State

governments to avoid direct costs for financial assistance. The last section concludes.

5.1 Ex ante context and financial assistance structure

The financial assistance structure in 1973 was not different to the situation since the establishment
of the MTFA in 1971 (see chapter 4), which means that the IMF and SWAPs of the international
monetary system existed in parallel with the EEC financial assistance regime. The MTFA was a
credit-based instrument to which each EC Member States pledged a specific quota, which could
be requested if need be. The maximum contribution by each Member State was limited to this

quota, which for France and Germany stood with 30 per cent each at 600 million U.A. In 1971 the
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MTFA amounted to 2 billion U.A. representing about $2 billion. The monetary situation had
however substantially changed since the closing of the gold window by US president Nixon and
the failure of a fixed but adjustable exchange rate system around the dollar in the Smithsonian
agreement of 1971. Community governments decided to jointly float against the dollar with a
common peg by 1973. However, due to continuous speculation against EEC currencies, the system
experienced some instability in 1972 and 1973 with several EC countries (Denmark, the United
Kingdom, and Italy) leaving the peg, and others revaluing their currencies by Autumn 1973
(Germany and the Netherlands), effectively creating a tendency of clustered weak and strong
currencies (Gros & Thygesen, 1998). This flexible application of the monetary peg reduced the
applicability of very short-term monetary support introduced between central banks to keep the

new parity (National Bank of Belgium, 1973).

The divergence between strong and weak currencies accrued with the increasing oil prices starting
in 1973 (Gros & Thygesen, 1998). With the occurrence of the Yom Kippur war in late 1973, the
OPEC countries policy against Israel and its allies caused massive disruption in the supply of oil
to the West, leading to a substantial increase of oil prices in the EEC (CVCE, 2022a), and
constituting an exogenous shock to Community economies. The economic impact for 1974 was
an at-the-time estimated $30-40 billion deficit for OECD countries (Bundesbank, 1975), of which
a share of $25 billion was expected to occur in the EEC (BAC, 347). As a direct result of the oil
shock, EC countries registered a large reduction in economic output, translated by GDP decline
between 1974 and 1975, a significant rise in inflation, an unprecedented unemployment rate, and
a rise in the overall Community government deficit (Commission, 1978; see also CVCE, 2022a).
The economic difficulties arising in the aftermath of 1973 were different in nature and impact as
the previous monetary instability. First, the increase of the oil price was a symmetric shock as it
deteriorated the balance of payments position of the overall EEC vis a vis the oil exporting
countries, with most countries running a deficit. The monetary instability of 1968 was in
comparison asymmetric as it effected EC countries differently. Second, even though the shock was
symmetric and the impact for all countries was negative, some governments experienced larger

deficits and problems than others.
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5.2 Analysis: Permissive conditions

As part of the critical juncture mechanism, this dissertation uses permissive and productive
conditions to analyse the case. The following section applies the permissive conditions to the case
of the oil shock. It analyses how the co-occurrence of increased need for public financial assistance
resulting from the oil price increase, and the functional impediment of the MTFA increased agency
in mid-1974, after Italy and Denmark introduced national safeguards. The first part of the analysis
is focused on the nature and impact of the oil shock, and how the increase of oil prices caused
symmetric economic decline in most EC countries. Italy, France, and the UK required external
financial sources or public assistance to cover their financing needs. The second part explains how
the newly established MTFA was impeded by the changing context of the exogenous shock, which
put a functional limit on the applicability of bilateral credits in a period of symmetric economic
difficulties. Through the co-occurrence of both conditions, the exerted pressure from the
exogenous shock persisted from March 1974 to March 1975, when Italy prolonged German

bilateral loans, and drew its last IMF tranche.

5.2.1 The financial pressure from oil deficits

The exogenous shock of increased oil prices created a significant deficit in the EC and other
industrialised countries and a respective surplus in the oil exporting countries. The increase of
overall EEC-external deficits reduced the ability to balance the accounts internally and increased
the necessity of external capital inflows. The increased need to finance deficits with public
assistance resulted from the structural need to attract capital from oil exporting countries. While
this recycling need was met by external sources in some EC Member States, others had more
problems and turned to public assistance. One of the first institutional responses came from the
IMF, which started a process of recycling oil surplus capital in its ‘oil facilities’, which was a
lending facility of 3 billion SDR (later extended to 5 billion) financed with capital from oil
exporting countries (IMF, 1974; 1975).%

2 Note: At the same time the OECD started a process to set-up a similar fund with a much larger volume of $25
billion, which was however never established and abandoned by 1977 (Cohen, 1997; see also Bundesbank, 6724/2).
Internationally, the financing from the private market were not expected to attain the level of funding needed by oil
importing countries, which led to a series of recycling initiatives using public sources as the solution to increased
financing needs (ECB, 1974c).
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In the EEC the pressure from the exogenous shock was most severe for Denmark, Italy, Ireland,
France, and the United Kingdom. These countries registered a (exacerbated) current account
deficit by 1974.% In early 1974 Italy made use of the short-term monetary support from the EEC
central banks of 1.562 U.A. (~$1.8 billion), even though Italy was at that time not participating in
the monetary snake. The reason to support Italy was to facilitate its fast reintegration into the
mechanism (BAC, 338), which was covered by the instrument’s objective as a tool to foster
monetary cooperation and ensure stable parities. With the pressure from the exogenous shock, the
Italian structural deficit became more exacerbated. Therefore, the short-term EEC assistance was
renewed until the end of December 1974 and then rolled over by the MTFA with about 1.15 billion
U.A.A!

However, the Italian government still had to borrow an additional $2 billion bilaterally from the
German government in September 1974, which in return received an equal amount of Italy’s gold
reserves as collateral (Bundesbank, 1975). The Italian government, which already ran a significant
public deficit before the oil shock, also requested an IMF stand-by arrangements of 1 billion SDR
(BAC, 338; BAC, 349),%? and received additional support from the IMF’s oil facility of about $800
million in 1974 (Banca d’Italia, 1979). Thus, the pressure from the exogenous shock exerted on
Italy remained constant throughout 1974 and was met by the IMF and EEC assistance facilities,
as well as via ad hoc bilateral support. Throughout 1974 Italy raised about $5.9 billion of public

financial assistance (Bundesbank, 1975).

Simultaneously the exogenous shock put financial pressure on France, which experienced
speculative flows in addition to the exacerbated balance of payments deficits, which translated into
a significant loss of reserves between September 1973 to early 1974 (about 2.5 billion U.A.) and
the decision of the French government to leave the exchange rate mechanism of the snake (BAC,

346).% As the Italian government had already stated mid-1973 its need for an exceptional high

30 Note: The only exceptions were Belgium-Luxembourg and the Netherlands; Germany even increased its current
account surplus between 1973 and 1974 (Commission, 1978; Bundesbank 1975).

31 Council Directive (74/637/EEC).

32 Note: About $1.87 billion (Federal Reserve, 1974).

3 Note: After France left the snake, effectively separating the EEC Member States into parity insiders and outsiders,
the offsetting of speculative attacks within the EEC was not a concern as the countries with the weakest balance of
payments positions had their currencies floating. Due to problems arising with currency fluctuation and the CAP, the
EEC had already introduced ‘monetary compensatory amounts’ (MCA) in 1971, which offset the trade gains from
devaluations through the introduction of specific taxes and subsidies (see also CVCE, 2022b). With the separation of
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short-term monetary support of 1.57 billion U.A. (ECB, 1974a), the availability of potential short-
term support for France was less than 430 million U.A., an amount substantially inferior to the 2.5
billion U.A. losses that France suffered between September until the end of 1973 (BAC, 346).
French representatives stressed the need to increase the volume of short-term monetary support
and, most importantly, to establish a mechanism to recycle oil surplus capital in the EEC (BAC,
346). Only days later the Commission confirmed these points in a communication to the Council,
which referred to the potential harming effect national protectionist policies could have on the
common policies and furthered the call to increase the short-term support and an orderly recycling
process of oil surplus (BAC, 347). The increased pressure on France was also illustrated when the
Banque de France considered to be exempted from participating in short-term support to Italy in
March 1974 (ECB, 1974a). While the French and British government were able to offset their
increased need for public assistance by attracting unconditional capital inflow through large-scale
credits from the private sector, Italy’s financing requirement could only be met by public financial

assistance.

The pressure of the exogenous shock increased the actual and potential need of financial assistance.
This increased need steered the government actors’ attention on the actual and potential use of
assistance. The empirical observations illustrate that the assistance use by the Italian government
throughout 1974 and the move to leave the monetary snake by the French government brought the
topic of financial assistance on the agenda in relevant EEC bodies. Monetary Committee experts
expected that France, if it had not left the snake, would have required to finance its balance of
payments deficit via the use of reserves or a credit line (BAC, 346). Hence, they perceived the
situation of France as potentially requiring financial assistance. French experts themselves called
for a new assistance instrument to recycle oil-surplus capital in the EEC in the form of a loan
provided via the Community (BAC, 346; 347). Thus, the first permissive condition — increased
need for public financial assistance — was present as of March 1974 and constituted the first part

of the critical juncture mechanism.

EEC countries into parity in- and outsiders, the MCA was adjusted in early 1973 in order to capture and balance the
distortions resulting from fluctuation. Even though the rates of MCA were adjusted on several occasions, they reduced
the distortion in the CAP linked to fluctuation and thus the necessity to keep the parity aligned for the functioning of
this common policy.
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5.2.2 The impediment short-term and bilateral credits

As outlined in chapter 4 the economic rationale of assistance was derived from the benefits of
maintaining the functioning of common policies and the exchange rate system between EC
countries. However, the assistance instruments in place did not help to achieve these objectives,
as several EC Member States introduced national safeguards, and the franc started to fluctuate
outside the parity already in January 1974. As the shock rapidly deteriorated EC countries’ balance
of payments, the Italian and Danish governments introduced unilateral safeguards measures for
their economies by restricting imports (BAC, 352; see also Bundesbank, 6718/1). These national
restrictions reduced the free movement of goods and jeopardised the proper functioning of the

Common Market and the Common Commercial Policy (BAC, 352).

The Commission declared in its communication in June 1974 regarding the introduction of national

safeguards:

[...]JLe développement d'une telle situation, non seulement rendrait dérisoires les
engagements pris sur I'Union économique et monétaire; mais, par la répétition de décisions
nationales, prises unilatéralement, mettrait en danger une partie tres importante de I'acquis

méme des Communautés, c'est-a-dire la libre circulation des marchandises (BAC, 352: 45).

The reason the financial assistance regime was not able to protect from these safeguards was due
to the impediment of the financing elements of EEC assistance. The Italian government utilised
the short-term support between central banks and IMF facilities to finance its deficits, which were
however not caused by short-term monetary flows, and therefore not expected to reverse rapidly.
While the IMF provided credits over a medium-term, the 3-months EEC credits were not effective
for this sort of deficit financing. Policymakers were aware of this issue and predestined the MTFA
to be used by Italy to roll-over its short-term debt, thus taking the instrument out of reach for other
larger economies (BAC, 348).3* The Italian short-term support was exceptionally prolonged until

December 1974, which was linked to the bilateral credit design of the MTFA. Several governments

3 Note: While the MTFA was discussed already in May 1974, the understanding in the Monetary Committee was that
the MTFA was to be used to roll-over the short-term support and given that short-term support was able to be
prolonged several times, the MTFA was de facto blocked until the short-term support was to be refinanced. This aspect
also helps to understand that short and medium-term support were not to be used simultaneously by the same Member
State, even though this was legally possible.
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considered the use of MTFA not realisable due to their own deficits and preferred a prolonging of
short-term support instead of credits (ECB, 1974b). Thus, the high amount of short-term support
for Italy de facto depleted all EEC assistance (short and medium-term) between March and
December 1974. This indicates a breakdown of the functional mechanism of reproduction in the

context of symmetric economic difficulties.

This impediment is further demonstrated by the failure to fully roll-over the short-term credit with
the MTFA in December by Italy. The Community could only provide 1.15 billion U.A., because
the UK did not participate with its share of the bilateral credits.>> Given that most EC Member
States ran balance of payments deficits, the willingness and/or ability to provide credits to other
Member States was generally reduced and in extreme cases refused, as done by the UK (BAC,
365; 462), and as contemplated by France (ECB, 1974a). Even a higher amount of the MTFA
would not have helped to mitigate the financial difficulties, as Member States running deficits
were less likely to participate with larger amounts, considering their own need for reserves. This
impediment was also linked to the budgeting design of bilateral credits, as some Member State
governments accounted the provision of credits as government expenditure increasing their public
deficit (BAC, 462).% Italy’s patchwork of assistance instruments illustrates this issue as over a
half of the financial assistance came not from Community instruments (the MTFA was merely
used to roll-over short-term support) and the largest (6-month) credit-line was given by the German
government, which was the only Member State increasing its current account surplus in this period

(Commission, 1978).

The share of short-term credits to Italy were repeatedly prolonged (EEC and Bundesbank credits)
as the structural adjustment to sort out the imbalance required a more medium-term timeframe.
However, the amount of available MTFA financing was comparably small. Thus, the initial design
of the financing element of assistance in the form of bilateral credit had a significant shortcoming

vis-a-vis the new context of common overall deficits and economic decline.

35 Note: With the use by Italy, and the UK and Italy not being able to allocate their credit quota to the MTFA, the
instrument’s overall envelope stood theoretically at only 500 million U.A. by the end of 1974, an amount not sufficient
to support another larger EEC country.

36 Note: These countries were France, the Netherlands, and the United Kingdom.
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Whereas bilateral credits in a situation of internal asymmetry (surplus vs. deficit) were financially
functional to balance the accounts via the return flow of capital, this financing mode did not work
well in a situation where the internal situation was mostly symmetric in the form of overall deficits
vis-a-vis the exterior. In this situation the only differences were in the financial ability to cope with
the difficulties at hand. A bilateral credit in this situation does not balance asymmetries but
provides deficit relief from stronger to weaker economies. The symmetry of the shock undermined
the functionality of the MTFA, which was dependent on bilateral credit lines from other Member
States. The impediment of the assistance regime is not only illustrated by the insufficient size for
assistance to Italy, but also by the failure to protect the common policies from national safeguards,

which posed an economic threat to all EC countries.

The necessity of the impediment is illustrated by the Council giving a mandate in July only after
the Italian and Danish governments had introduced safeguards and the Italian government
requested an IMF stand-by which included economic policy conditions. The French government
had already in January 1974 proposed the use of Community bodies to recycle the oil surplus with
loans with a maturity of five to forty years (BAC, 347). However, the Monetary Committee did
not ‘seriously consider’ these Community loans, and the German central bank even considered it
a dangerous proposal which would fuel high oil prices and reduce incentives to structurally adjust
(Bundesbank, 6714/2). Only with the introduction of trade restrictions by Denmark and Italy, did
the German government rally behind the Commission’s proposal of recycling capital through a
community instrument and was ready to defend a community instrument towards its tax-payers
and the Bundestag. However, the German government was rather reluctant to provide financial
help to Italy if the latter was not ready to engage in structural reform (Schwarz et al., 2005/162).
Thus, the failure of the assistance regime to safeguard the Common Market was a necessary

condition for governments to accept increased agency and reform of assistance.

5.2.3 The persistence of permissive conditions

The presence of the permissive conditions brought the topic of financial assistance to the front in
relevant policy bodies. Even though the topic of public support was already on the agenda for Italy
in July 1973, and for France in January 1974, permissiveness only emerged with the use of
assistance by the Italian government. As the debate about reform of financial assistance was

initially not taken seriously by government actors as potential assistance to France and the UK was

122



avoided via market financing, the persistence of the financial pressure on Italy shifted actors’
evaluation of the situation. The Italian government requested IMF support in parallel to its drawing
from EEC short-term mechanism, as it needed a large sum for its deficit financing. With these two
drawings the Italian government used all available financing sources at once, while still requiring
assistance to finance deficits and to maintain reserves (IMF, 1975). As the MTFA was foreseen
for rolling-over short-term credits, the Italian government had no immediate access to further
assistance and thus introduced safeguards. As illustrated below, the introduction of safeguards was

the impetus for governments to agree on reform.

The example of France demonstrates that the impediment of assistance was key for the
permissiveness to persist. While the French government initially requested monetary support from
the Bundesbank,’” it was able to finance its deficit via market financing and not via public
assistance, which allowed it to avoid trade restriction (Schwarz et al., 2005/162). In this case the
assistance regime would not have been impeded, even though the initial move from France to leave

the exchange rate was also linked to the lack of short-term support available.

While the increased deficits from exogenous shock did not immediately lead to assistance needs,
the pressure from the oil shock started its permissiveness with the Italian government drawing its
EEC short-term assistance in March 1974. The impediment of the assistance regime was apparent
when the Italian and Danish governments unilaterally introduced safeguards in May 1974. In
addition, Italy required more assistance, even though it already received public assistance from the
EEC and IMF. Thus, the permissive conditions persisted in the case of Italy. With the co-
occurrence of the permissive conditions, the Commission send a communication to the Council
entitled ‘urgent measures in economic and monetary matters’ (author’s translation), which
included a general call to investigate the possibility to recycle capital within the EEC for assistance
purposes (BAC, 352). In this communication the Commission proposed a ‘dispostif de solidarité
communautaire’ in the form of a common credit, or Community loans, which was to be guaranteed

in a solidary fashion (BAC, 352: 47), and which was to balance the common EEC external deficits.

The present case demonstrates that the permissive conditions worked as passing-through filters.

The application of assistance to Italy did not diffuse the financial pressure from deficits and

37 Note: Which was refused by the Bundesbank in February 1974.
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facilitated a sufficient timeframe for European and government actors to push for and accept
increased agency (see below). The pressure from the exogenous shock continued until early 1975,
when the Italian situation improved and the country received its, for that time being, last short-
term support prolonging for its credit from the Bundesbank and it drew the last tranche from the

IMF stand-by (Bundesbank, 1975).

The application of different forms of assistance (short- and medium-term EEC loans, IMF loans,
and bilateral loans) and the failure of this assistance to provide the needed balance of payments
support to ensure the proper functioning of the Common Market can be described as trial-and-

error approach.

5.3 Analysis: Productive conditions

The permissive conditions provide the temporal bounds for the productive conditions to unfold. In
the following sections the productive conditions of the critical juncture are analysed based on a
mixed-preference game including shared and individual government preferences. First, the role of
economic interdependence as productive condition is analysed. From this interdependence derived
the shared preference and the economic rationale for effective assistance and thus for reforming
the impeded financing element of the assistance regime. From this basis Member State government
preferences are analysed in the intergovernmental negotiation process, which determined the
details of the reformed financing element — namely intermediary financing — introduced with the

CLM.

5.3.1 Interdependence: external imbalances and the benefits of common policies

The economic interdependence between EC Member States through the Common Market was
similar to the previous period of monetary instability (see chapter 4). The benefits from the
common policies were reduced if large balance of payments disparities occurred between countries
as it was the case in the late 1960s. The nature of the oil shock was symmetric, by which all
economies suffered decline and reduction of output. However, there were disparities in the coping
capabilities of national governments, which made the impact asymmetric in severity. Thus, the
Italian and Danish government tried to improve their imbalance through trade restrictions within
the EEC. These national safeguard measures were a hinderance to trade and thus reduced the

benefits derived from EEC-internal trade for other Member States. This situation created a
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potential beggar-thy-neighbour dynamic. Thus, the need for assistance was twofold, first, it was
supposed to balance the account from EEC-external sources, and second, to avoid the distortion of
the Common Market.*® In comparison to 1968-1969, the internal monetary stability carried less
weight for the functioning of common policies in general, and governments were more concerned
by potential competitive devaluation and the trade losses associated with similar beggar-thy-
neighbour policies as a response to the deficits accumulated by EC Member States (BAC, 346;
342).

The Commission emphasised that in the absence of community assistance, the safeguard measures
previously introduced by Denmark and Italy represented a threat to the proper functioning of the
common policies (BAC, 352). The general argument by the Commission was based on the
economic interdependence which derived from the Common Market and the Common
Commercial Policy, emphasising the impact on the free movement of goods. The regional
government of Bavaria supported this argument and emphasised that more than half of its region’s
agricultural products were exported to Italy, and since the trade barriers introduced by Italy, the
regional agrarian sector suffered large losses (BAC, 351). Similarly, the German federal
government considered its export-led growth model threatened by safeguards of Italy and

Denmark and potential safeguards of France (Schwarz et al., 2005/162).

The situation was similarly evaluated by the German and British governments, which were
concerned by the negative impact these trade barriers could have on their economies. They saw
the setup of balance of payments assistance as a way to maintain proper trade between EC countries
and thus as a way to pursuing their economic interests by sustaining their economic model
(Deutscher Bundestag, 1974; UK Parliament, 1974). The Belgian government brought forward the
idea of linking the assistance with ways of re-entering the exchange rate mechanism by Member
States (Schwarz et al., 2005/268), thus emphasising the link between assistance and the proper

functioning of monetary cooperation.

38 Note: One could argue that the need to keep a strict parity was reduced through the introduction of MCAs, however,
these amounts only balanced the currency fluctuation as long as the disparity between a floating currency was not too
high from its initial value. In cases where the disparity worsened, the MCA-used rate of the U.A. had to be adjusted
to not overburden the Member States with weaker currencies. An adjustment to the U.A. caused similar problems as
in 1968-1969 for countries with stronger currencies, as their products became more expensive in EEC comparison and
the value of U.A.-based subsidies meant losses for the agricultural sector.
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In addition, governments of countries with increased deficits had an economic interest of recycling
capital and having a loan mechanism in place. First, the recycling process allowed access to capital
for balancing the accounts and reduce speculation against currencies. Second, a loan mechanism
provided a buffer, similar to the MTFA, over a longer timeframe than short-term support or
SWAPs, so that Member State governments could accumulate reserves and potential adjust their
policies. The French government early on considered the Community deficit as a common issue
and was the first to propose the setup of a common loan structure (Sénat, 1975; see also ECB,
1974c). The Italian government, as a clear candidate for medium-term support in 1974, saw the
recycling mechanism as one possibility to consolidate its debt from short-term monetary support
(ECB, 1974b; see also Bundesbank, 6721/2), considering that the MTFA was justifiably estimated
not to be able to roll-over the entire short-term support. The Danish government, which introduced
safeguards due to its deficits, requested stronger assistance from potential creditor states (Schwarz
et al., 2005/268). The British government considered an EEC instrument as a reinforcement of its

potential financing sources (UK Parliament, 1974).

With the UK, France, and Italy being potential users of such assistance, the German government
saw community loans predominantly through a German guarantee but estimated the benefits
higher than the costs (Schwarz et al., 2005/177). On June 6 the Council invited the Monetary
Committee and the Committee of Central Bank Governors to give their opinion on the matter
(CM2/1974 022). On July 15 a mandate was given to study the question of community loans
(CM2/1974 030; see also Bundesbank, 52/1974). While most governments agreed with this
initiative, the German government in principle agreed, but refrained from supporting the proposal
without further details (Schwarz et al., 2005/253). The reluctant agreement to increase agency with

the aim to reform assistance demonstrates the cost-benefit consideration of governments.

This agreement illustrates how economic interdependence functioned as the bridge between
permissive conditions and increased agency. With the mandate in July 1974, the EEC started its
internal process of negotiating and setting up the Community Loan Mechanism (CLM) to finance
the deficit resulting from the oil shock. The shared preference for reform between potential debtor

and creditor countries reproduced the economic rationale of maintaining the functioning of
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common policies either through providing or receiving assistance.® Similar to a few years earlier,
a solution within the EEC was the only facility directly linked to the objective of ensuring the

proper functioning of EEC policies.

One can therefore state that economic interdependence was a necessary condition which formed
the shared preference for governments to accept and justify the move towards community loans.
As evidenced in the case of Germany, the acceptance to commit to such an instrument was largely
driven by the exposure of the German export-led market to its EC partners. The presence of this
productive condition confirms the third part of the critical juncture mechanism and illustrates the

validity of using a rationalist approach regarding government preferences.

5.3.2 Community loans: the birth of intermediary financing

The potential new mechanism was not to replace the MTFA, which was considered to still fulfil
its purpose as the main instrument under Art. 108. At the same time, public financing from other
governments was scarce due to the overall deficit situation, which made governments less able and
willing to engage in direct credits. This limitation of bilateral support made the use of a financial
intermediary essential for loans on community level. The structure of an intermediary was similar
to the IMF oil facility and the (failed) OECD fund, which recycled ‘surplus oil funds’ via an
international financial institution. With the general agreement on the necessity to establish an intra-
EEC instrument outside of the realm of bilateral credits, Member State governments began to
deliberate on the detailed implementation of community loans, which were intended to be layered

onto the already existing MTFA.

The Commission proposed one large loan operation to accumulate capital on behalf of the
Community, which could upon decision by the Commission and favourable opinion by the
Monetary Committee on-lend to a Member State government in need (BAC, 352). The
Commission’s proposal referred to a ‘considerable amount’, which was seen at about $5 to $10

billion (Bundesbank, 50/1974; Lemaitre, 1974), and envisaged to be placed as a credit with a

% Note: The acceptance of having to balance the large deficits form the oil price increase and the general understanding
that this had to be achieved to a significant share by public sources, led the UK also to propose recycling facilities at
the level of the IMF, and the United States on OECD level via the so-called Kissinger fund. EC Member States
considered the recycling initiative via the OECD as additional safety net to EEC and IMF facilities (BAC 360), even
though France was initially sceptical about the role of the United States in European energy policies (see Cohen,
1998).
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syndicate of banks (given that the traditional national and international credit markets had reduced
absorption capacity for large loans). From this pool the Commission could then draw and on-lend
funds (BAC, 352). The loan was supposed to be placed ex ante and disbursed to Member States
when needed, while being guaranteed jointly and in a solidary fashion (BAC, 352). This proposal
included several contested elements including the amount, the form of the loan and its guarantee,

and the decision-making for borrowings.

The ad hoc expert group on community loans presented several forms of joint borrowing,*® from
which Member State governments were supposed to choose, and which fulfilled the general outline
of a recycling mechanism on EEC level (for more detail see BAC, 353). Three of the four options
included a common loan via a financial intermediary, while the fourth option (grouped loan) was
a loan which the Member States took directly as group borrower. The last option was legally not
an EEC loan and labelled as having the ‘weakest Community spirit’ by the expert group.*! This
option, even though explicitly stated by the group, did not tackle the problem of bilateral credits,
and incorporated the same financing issues for borrowers, in particular for those Member State
governments which had to include government credits as expenditure on their balance sheet. Other
options, including the European Investment Bank (EIB) and the European Monetary Cooperation
Fund (EMCF), required substantial legal and financial adjustment, and were ruled out after
deliberation in the ad hoc group. The choice fell on the Community as intermediary for lending
operations with the EMCEF as operational agent. This option did not require treaty change nor any
new capital subscriptions, while achieving the necessity of having a common intermediary with

its own borrowing capacity.*?

While the choice of the intermediary (i.e., borrower) was financially and legally pragmatic and
thus did not run against an opposition from any government, the technical details on how
Community borrowing was supposed to look like had several issues for governments of surplus
countries, most notably Germany. Experts thought that an internal arrangement was necessary to
establish trust for the reimbursement of the loan (BAC, 353). Germany was considered the core

guarantor of financial assistance (the UK government had previously opted out of support to Italy,

40 Note: The group was composed of central bank and government representatives.

4! Note: The original wording is in French: ‘le plus faible contenu d’esprit Communautaire’ (BAC 353: 87).

4 Note: The Community had its own legal personality and with Council Decision 70/243 (ECSC, EEC, Euratom); the
Community had its Own Resources which worked as collateral for borrowing operations.

128



Italy required financial assistance itself, France and Denmark ran significant deficits), an
indivisible responsibility for community loans was also implicitly a mostly German guaranteed
loan (Lemaitre, 1974). The German government was concerned of setting a precedent for dealing
with financing difficulties in the Community, with the German taxpayer providing the financing
for overspending of other Member State governments (Schwarz et al., 2005/253; 302). The
German government preference was thus linked to fend off, in its view, undue risks and burden
arising from community loans, by limiting its use, scope and time, as well as keeping control over
its application (Schwarz et al., 2005/253; Bundesbank, 50/1974). The view by the German
government was that other governments did not follow economic recommendation to counter the
impact from the oil shock, which only exacerbated the difficulties (Schwarz et al., 2005/268). It
feared that EEC-channelled support would be used to finance fiscal deficits, not only oil related
ones. Thus, the clear eligibility for support linked to the oil deficit, as well as economic
conditionality were additional priorities for the German government. Overall, the voices of
governments of countries with balance of payments surplus were generally less accommodating
of larger lending to deficit countries (ECB, 1974a). In contrast to this reluctant approach, the
Danish government was calling for a large contribution by potential creditors and a pooling of
reserves (Schwarz et al., 2005/268), and French policymakers for a ‘spectacular action’ by the
Community (ECB, 1974c: 15), and pointed to a range up to $10 billion (ECB, 1974b). The French
government was also eager to emphasise that the loan was justified by the necessity to recycle
capital and not to finance Member State deficits (BAC, 355). This narrative was not shared by the
German government, which wanted to support only countries worst hit by deficits, and not any
oil-related deficits, to keep the amount needed to a minimum (Schwarz et al., 2005/253). With the
Italian government already prepared to request a loan of about $1.8 billion, the preferences of
governments running deficits merged over having a large amount available via the EEC, which

meant a substantial guarantee by the surplus countries.

Whereas governments running deficits were not vocal on their preferences regarding the
technicalities of community loans, most governments of surplus countries emphasised their
preferences for a limited loan amount (see also BAC, 355). In addition, the German government
was against an ex ante borrowing by the Community and only supported a loan on a case-by-case
basis (Bundesbank, 50/1974; BAC, 355). The most divisive element was the guarantees provided

by surplus countries. German and Dutch policymakers made it clear that their guarantees for
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common loans required parliamentary approval and had to be clearly defined (BAC, 355). The
German government agreed with the need to commonly guarantee the loan vis-a-vis the exterior
but insisted on quotas for internal guarantees and on mobilisation of claims (Schwarz et al.,
2005/253). This insistence meant that in case many countries were unable to finance their quotas,
the Community was left with an unpaid amount (BAC, 355). In this regard, the German and
Luxembourgish governments proposed collateral such as gold by the beneficiary of a loan to
ensure repayment (BAC, 355). Dutch representatives had previously made it clear that the
Netherland were not willing to shoulder more than double its quota in short-term support for Italy,
if France and the United Kingdom were not willing to participate in assistance (ECB, 1974a). The
German government supported the Dutch red line with limiting its guarantees to double the short-

term monetary support quota and set its limit for common loans at $3 billion (Bundesarchiv, 2022).

In the discussion on the legal base for community loans the Council legal service pointed out that
Art. 108 of the treaty was not suitable for assistance, but that Art. 235 (flexibility clause) could be
used instead (BAC, 355). Considering that the national guarantees of community loans constituted
potential government expenditure, the adoption of community loans required, as in the case of the
MTFA, unanimity. After several months of negotiations (beginning in July 1974), the regulation
on the Community Loan Mechanism was adopted in February 1975. The German and Dutch
governments were able to assert their interest regarding the total envelope for loans ($3 billion),
the limited guarantees of twice the quota, and payment of support to the central banks (not to the
government — to avoid fiscal support). The eligibility for assistance was exclusively for ‘Member
States in balance of payments difficulties caused by the increase in prices of petroleum products’
(Article 1; author’s emphasis), which underscored the temporary need and the limited applicability
of assistance to avoid a precedence of financing general government deficits. Lastly, the
disincentive of economic conditionality was attached to the loan, as it was already the modus

operandi for international support and the MTFA.*?

Through potential vetoes, the bargaining position was asymmetric and stronger for governments
of surplus countries as potential debtors required their financial involvement for guaranteeing

community loans, while governments of surplus countries did not directly need financial assistance

4 Council Regulations (397/75/EEC) and (398/75/EEC).
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for themselves. This asymmetry made the system more dependent on the approval of the latter.
This situation allowed the German and Dutch government to dominate the negotiations on the final

form of the Community Loan Mechanism.

Considering the MTFA had never been used before negotiations on the CLM started, the
procedural element in regard to conditionality was reproduced and to some extent defined for both
instruments at the same time.** The economic rationale of supporting EC Member States to
maintain the proper functioning of the Common Market was reproduced (see chapter 4), as well
as the medium-term lending of four years, which was more effective for a country requiring fiscal
space to correct imbalances than short-term support. The CLM constituted punctuated layering in
the financing elements of the assistance regime, by introducing intermediary financing, which
through the CLM worked in parallel to the MTFA’s bilateral system. The intention of governments

in layering the CLM was to maintain the assistance via the MTFA.

While governments of deficit countries saw in the CLM a potential instrument to finance deficits,
governments of surplus countries saw it as a tool to maintain the functioning of the Common
Market and export-led growth. Due to the asymmetric bargaining position for governments of
surplus countries, and the large dependence on Germany’s guarantee for a common loan system,
the resulting regulation followed to a large part German government preference (see table 13). The
empirical observation demonstrates that the material interest of governments was to a large part in
line with their expected (indirect) financial involvement in the CLM, which supports a rationalist
approach with an emphasis on bargaining power for the detailed negotiations on reforms. This

finding confirms the presence of the fourth part of the critical juncture mechanism.

4 Note: In the case of assistance for Italy via the MTFA in 1974 the conditions attached to the IMF stand-by were
complemented by the EEC conditions attached to the MTFA by adding to the quantitative benchmark of credit
expansion and giving even more restrictive benchmarks for treasury transactions as well as additional requirements
such as increased taxation and reduced domestic petroleum use (BAC, 349). The procedure of monitoring the
implementation of conditionality was included in the in the legal text on CLM and retrofitted to the Italian use of the
MTFA, even though monitoring was not originally part of the MTFA’s legal text.

131



Table 13: CLM characteristics and preference representation

provision is
found in Art. 2
of the
implementing
regulation
regarding the
case of default)

of account of 3 000 million US dollars in principal and
interest payments’ [...];

‘The guarantees designed to ensure that the loans
referred to in Article 1 are serviced and repaid in all
circumstances shall not exceed the following
percentages applied to the total amount of the loan in
principal and interest : (per cent)

Germany 44,04

United Kingdom 44,04

France 44,04

Italy 29,36

Belgium/Luxembourg 14,68

Netherlands 14,68

Denmark 6,60

Ireland 2,56°¢

Article Content Assessment
Art. 1 ‘The Community may undertake a series of operations Temporal and eligibility limit;
to raise funds, [...] with the sole aim of re-lending those | creditor preference of ensuring the
funds to one or more Member States in balance of use of Community loans for oil-
payments difficulties caused by the increase in prices of | related deficits.
petroleum products.’
Art. 3 ‘The Council shall decide on the principle and the terms | Policy conditionality: creditor
of loans to be granted to one or more Member States preference to control ex ante the
and on the economic policy conditions to be fulfilled by | use of funds and to avoid moral
each beneficiary Member State in order to redress its hazard.
balance of payments. The funds shall be paid only into
central banks and shall be used only for the purposes
indicated in Article 1.
Art. 5 & Art. 6 ‘The loan operations authorized by this Regulation shall | Limited liability for creditors and
(a similar be limited to the equivalent in European monetary units | credits not indivisibly guaranteed;

creditor preference of limited
amount of assistance.

to verify that the economic policy of this State accords
with the conditions laid down by the Council [...] this
verification shall take place at regular and frequent
intervals [...].

Art. 7 ‘The measures referred to in Articles 2, 3 and 7 shall be | Control and veto possibilities for
adopted by the Council acting unanimously on a each government; creditor
proposal from the Commission [...] preference to ensure proper use of

assistance.

Art. 6 (1) ‘When a Member State receives a loan from the Monitoring of conditionality;

implementing Community, the Commission, in collaboration with the | creditor preference to ensure

regulation Monetary Committee, shall take the necessary measures | proper use ex post.

(Source: Council Regulation (397/75/EEC))

The establishment of CLM in 1975 came only four years after the decision on and fifteen months

after the final approval of the MTFA.* The CLM was the result of a shift in the contextual element,
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which brought the Community’s need for financing from a previously mostly internal
disequilibrium to an overall external disequilibrium in the balance of payments. The impediment
of the EEC financial assistance regime was the low amount in comparison to the deficit and the
ineffectiveness of the short-term support and the MTFA vis-a-vis this new context. The short-term
and bilateral nature of support did not allow for an adequate allocation of financing, due to
creditors’ inability to handle both their own and other countries’ financing needs. The introduction
of intermediary financing constituted punctuated change in the financing element of assistance and

carried legacy for the subsequent development of assistance (see below).

5.3.3 A critical juncture for the financing design of EEC support

This case demonstrates that the persistence of permissive conditions was key for governments to
agree on reform. While governments first resorted to the use short-term support, the continuous
pressure on Italy to finance its deficits was not tackled sufficiently and led the Italian government
to introduced safeguards. These safeguards provided the impetus for EEC governments to agree
on reform. The increase of agency in this moment is demonstrated by a mandate to a special expert
group which brought forward several potential alternatives of Community loans. The economic
interdependence from common policies and the expected involvement in the CLM were strong
determinants for government positions, supporting a rationalist explanation in the productive
conditions. The mixed-preference game captures this constellation. Thus, the present case
demonstrates the applicability of the critical juncture mechanism and the presence of its causal
parts (see table 14). This case also underscores the usefulness of combining permissive and
productive conditions, as well as shared and individual government preference for the unfolding

of a critical juncture.

4 Note: The MTFA became operational on 24.10.1973 after the last Member State governments made the necessary
national arrangements (BAC, 357).
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Table 14: Application of Critical Juncture Mechanism (case 2)

Contextual conditions:
Geographical boundaries (EEC — DE, FR, NL, BE, LU, IT, DK, UK, IRL)
Temporal boundaries (1973-1975)

Trigger Part 1 Part 2 Part 3 Part 4 Outcome
Cause
Rapid Increase need  Italy’s deficit  Italy and Negotiations Addition of the
increase of  for public exacerbated Denmark on the details ~ Community loans to
prices of financial despite introduce national of Community the EEC financial
petroleum assistance due  assistance from safeguards to loans assistance regime;
products (oil to Italy’s EEC and IMF  balance their punctuated change in
shock) increased public accounts the financing element:
deficit intermediary financing
via the EEC
Entities Member State  European European Member State
governments Commission, Commission, governments
French Member State
government governments
Activities EEC short-term Argue for the  Agreement to Surplus vs
and IMF need to recycle reform assistance  deficit
support to Italy capital from oil- and to introduce countries
to finance its exporting Communtiy loans  regarding
deficits. countries to to ensure the guarantees
balance the proper and amount
overall EEC functioning of the of the loan
accounts. Common Market  mechanism

(Source: the author)

The punctuated change for the regime was the introduction of intermediary financing in the
financing element which used the EEC as vehicle to borrow capital on the market and to lend this
capital to Member States (back-to-back lending). This change constituted punctuated layering and
was the second critical juncture in the development of the European financial assistance regime,
as intermediary financing became the standard form of assistance within the EEC and the EU until
this day. The intermediary financing structure derived from the impediment in the financing
element of bilateral lending in the context of a symmetric shock and was in line with the structure
of ‘recycling’ capital form oil exporters. The mechanism of production for the CLM is thus
functional (see figure 9). The functional adjustment links the ex ante purpose of the assistance
regime with a new financing element to achieve the formal objective and thus ensured the
continuity of the overall institution and purpose of financial assistance. The strategy by
governments was to layer a temporary instrument to the assistance regime, which was particularly

suited for the extraordinary circumstances of the first oil shock.
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Figure 9: Production based on functional mechanism (case 2)

/
Impediment
«financing element:
ebilateral nature of MTFA

*short-term support
between EEC central

e . .
Functional mechanism
eintermediary financing:

allow effective allocation

of funds in moments of
overall economic

@« .
Punctuated layering

+finacing element:
+establishement of CLM
in parallel to existent
MTFA

banks difficulties

A\ ‘ A\ ' <

(Source: the author)

5.4 Analysis: The legacy of intermediary financing

The punctuated layering of intermediary financing to the regime had substantial long-term
consequences on the subsequent development of assistance. In the following section these
consequences are analysed using path dependent and gradual change mechanisms. The first part
assesses the functional mechanism of reproduction of intermediary financing in subsequent periods
of economic difficulties, as well as in the changing context of increased market financing
availabilities. The second part assesses the gradual change of assistance in parallel to path
dependence, including the redirection of the temporary nature of the Community Loan Mechanism

into a permanent instrument and the displacement of bilateral assistance.

As illustrated in the previous chapter, the formal elements of the assistance regime, which were
the purpose and the legal eligibility of EEC support, was reproduced by the utilitarian mechanism
based on the shared preferences. The oil shock only shifted the underlying understanding of
balancing from internal to common external disparities. This dissertation refrains from arguing of
reproduction of other elements as no previous application of assistance occurred before 1974. The
negotiation on the CLM happened in parallel to the first use of the MTFA for Italy at the end of
1974, which streamlined the procedural elements of both instruments of the assistance regime.
Even though the voting modalities in the Council were different for applying assistance (QMYV for
MTFA, and unanimity for CLM), the procedural elements were the same and included the
decision-making by the Council, definition of policy conditionality and verification of these

objectives by the Commission and Monetary Committee.*® For the formal and procedural features,

46 Note: The procedure to launch a MTFA was considered more cumbersome as it included a credit operation by each
MS, which made it less flexible in credit terms (BAC, 228/2012-365).
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the period of the oil shock did not represent a critical juncture, but rather a continuous affirmation

for the economic rationale and the translation of it into action.

5.4.1 Path dependence

The legacy of the punctuated change lies within the financing feature of the assistance regime. The
introduction of intermediary financing did not only create an EEC precedent of large debt
placements on behalf of the Community, but it also introduced the practice of rolling off the burden
of support onto the Community to avoid direct financial implications for creditors. A thought-out
feature which allowed the allocation of assistance in periods of symmetric economic difficulties
without requiring direct financial contributions. This financing element was reproduced by the
functional mechanism in reoccurring symmetric shocks and in the changing context of increased

external indebtedness.

5.4.1.1 The functional reproduction of intermediary financing

The second oil shock came in 1979 only four years after the adoption of the CLM. In this context,
governments considered intermediary financing the most suitable solution. While the second oil
shock increased the need for public financial assistance, the assistance regime was able to diffuse
the pressure by increasing the envelope of the CLM and disbursing assistance via intermediary
financing. Thus, financial assistance was not impeded and diffused the pressure from the
exogenous shock. This case demonstrates the necessity of the impediment in the permissive

conditions for agency to increase.

Intermediary financing remained an effective financing element as the nature of the second oil
shock was contextually similar to the first oil shock. The premise of symmetry was an increase of
prices of petroleum products which worsened the current account balance for most EC countries,
and the overall EEC balance vis-a-vis the exterior. The functional advantage of intermediary
financing over bilateral assistance was explicitly acknowledged by the Monetary Committee in

October 1980 stating:

[i]n the present situation, with all the Member States running current payments deficits,
financing by Community borrowing, in accordance with the needs of recycling, may be the

only form of Community support which could be mobilised in practice (BAC, 423: 34).
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Considering intermediary financing the most effective in this context, Member States re-instated
the CLM with an increased amount of $6 billion in 1981 and increased the ceiling further to $8
billion in 1985.#7 The lack of debate about alternatives underlines the missing permissive condition
for increased agency and the limited choices available to European and government actors, who
stuck to the CLLM as the most suitable solution. Thus, the second oil shock was a case of survival
and return of the institutional construct, reproduced through the functional mechanism

incorporated in the advantage of intermediary financing over bilateral credits.

Economic difficulties of the early 1990s were different from the oil shocks of the 1970s as the
external imbalances were not as accentuated. The Community went commonly through economic
difficulty with most governments running deficits in 1991 and 1992 while the external position
was only slightly in deficit, with several countries recording current account surpluses in 1992
(Commission, 1993). With other sources available (see below), most governments did not require
additional financing from the public, with only Greece and Italy having more severe difficulties.
Both countries received assistance via the CLM, whose financing mode was again functionally
resilient in this economic context. Even though the necessity of recycling was not present, the
symmetry of difficulties and increased deficits favoured a response which did not increase the
expenditures of potential creditors. Thus, the functional advantage of the financing element of
intermediary financing prevailed and prevented an impediment of the regime. The use of assistance
and the lack of legal adjustment also illustrates the reproduction of the functional mechanism

linked to the financing element.

Even in cases where legal change co-occurred with economic shocks (1981, 2008, 2010, 2020)
intermediary financing remained the go-to solution for the assistance regime. In the international
financial and the subsequent euro area crisis starting in 2008, Member State governments first
increased the amount of the CLM to €25 billion and then to €50 billion in 2009 (renamed to
‘facility providing medium-term financial assistance for Member States' balances of payments’ in

2002),*8 illustrating that the need for assistance was expected to increase. With the use of assistance

47 Council Regulation (682/81/EEC) and (1131/85/EEC). Note: The previous contentious aspect of national guarantees
was abandoned, first because it was considered that defaults of EEC countries were extremely rare, and second, to
avoid a lengthy national adoption process needed for national guarantees (BAC, 423).

48 Council Regulation (332/2002/EC).
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for Hungary, Romania, and Latvia, the instrument proved to be functional in the context of the

symmetric economic shock via the financial markets.

The functional advantage of intermediary support was the dominant financing element for newly
created tools in the sovereign debt crisis in 2010, including the European financial stabilisation
mechanism (EFSM), the European Financial Stability Facility (EFSF),* and the European
Stability Mechanism (ESM), with an overall support envelope of €560 billion. These instruments
were designed as intermediary financing tools so that Member State governments’ expenditure
would not have to increase even more after having provided substantial support to domestic
financial systems. The explanatory merit of the functional mechanism of reproduction also
explains how governments rectified the functional issues of the EFSF to achieve intermediary
financing by setting the ESM’s legal structure as an international financial institution with a paid-

in capital of €80 billion as collateral.>

The functional mechanism of reproduction was equally observable in the Covid-19 crisis starting
in 2020, when governments increased their expenditure to stabilise their economies after the partial
shut-down of entire industrial sectors. Furlough and short-working schemes increased the
expenditure of countries significantly, while tax income plummeted. The explicit reference to the
ESM as emergency assistance for Covid-19-related financing needs, the establishment of the
SURE loan instrument of €100 billion, as well as loans under the Recovery and Resilient Facility
(RRF) for €360 billion all worked using intermediary financing (the EU or the ESM). This
reproduction illustrates the continuity of the functional mechanism of intermediary financing in

the context of symmetric shocks. The use of a financial intermediary for assistance without

4 Note: The EFSF was designed to borrow from the market and on-lend these funds to Member States using the
private law framework in Luxembourg. A year later Eurostat decided that the legal structure of the EFSF was not in
line with intermediary financing, and governments had to count their guarantee quota of EFSF borrowing as national
borrowing on their individual balance sheets, increasing their debt markedly (Eurostat, 2011; Bundesrechnungshof,
2019). The burden for creditors increased from €80 to more than €250 billion. The total support approved by EU/euro
area facilities for euro area countries between 2010-2015 was about €500 billion. In addition, the guarantee structure
of the EFSF with a total of €440 billion and the adjusted guarantee of 120 per cent, only allowed for an effective
lending capacity of €250 billion for EFSF operations, almost half the intended ceiling (ESM, 2019).

59 Note: The ESM’s lending capacity was set at €500 billion euro, with a subscribed capital base of about €700 billion
euro, of which 80 billion were paid in capital (ESM Treaty, 2012 version). The permanence and the capital structure
allowed the ESM to function as proper intermediary, without euro area countries having to directly increase
expenditure for further loans (Eurostat, 2013).
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incurring direct costs for Member States remained advantageous, even though the Covid-19 crisis

pushed the limits on fiscal sustainability and the general use of loans (see chapter 7).

The actual use of the CLM for Italy, Ireland, France, and Greece in periods of common and
individual economic difficulties from the late 1970s to the early 1990s solidified the practice of
reverting to the CLM for assistance and underlined the recognised functional advantage of
intermediary financing, as no government had to incur direct costs from assistance. These cases of
assistance-use before the introduction of the euro showcase the theoretical value of permissive
conditions linked to the impediment of institutional elements. In these moments, the increased
need of financing was met by the availability and functionality of assistance for EC countries.
Adjustments to the CLM occurred dominantly in small doses linked to the amount allocated to

assistance, which contributed to the continuity of the structure based on intermediary financing.

The analysis of mechanisms of reproduction as part of the analytical framework helped to identify
how exogenous shocks increased the need for public financial assistance in the EEC, but also how
intermediary financing after 1975 diffused the pressure from other symmetric exogenous shocks
on the financing element of assistance. The use of intermediary financing made the assistance
regime more resilient in the financing element. Analysing the first oil shock isolated from its long-
term impact would thus not allow to give a comprehensive insight of the consequences of the
political decisions of that moment. Thus, combining the mid-range causal mechanism with legacy
mechanisms provides a full critical juncture framework, including the contingency of the crisis
moment and its consequences, which allow to give meaning to the use of the term critical juncture

per se.

5.4.1.2 Continuity in a changing context

Intermediary financing was not only more advantageous in moments of symmetric shock, but also
in the general trend of external indebtedness. An important contextual change since 1975 was the
increased role of private sources of financing for governments via the Eurodollar market in the
EEC. In the wake of the first oil shock, not only the public recycling process started to emerge, but
also financial markets increased substantially their role as channels of oil capital towards
industrialised countries, as oil exporters placed their excess dollars in banks, which in return lend
capital to governments. With this increasingly important supply role of markets as source of

financing of government deficits, the state capacities to interact with the market were substantial
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built up in Europe from the 1980s onward (Preunkert, 2017). Until the adoption of the euro the
private and public access to financing existed in hybrid with the private market gaining more and
more relevance. Most governments also resorted to foreign borrowing to finance budget deficits,
of which most operations were conducted in dollars (only the German government was able to
borrow in D-mark) (BAC, 443). This trend was accelerated by the difficulty to balance current
accounts via so-called autonomous external flows, and governments resorted to the more stable
access via public borrowings on the financial market (BAC, 443). Importantly, external debt was
not only used to balance the current account, but also to finance general government deficits. The
accumulation of debt in foreign currency was identified as potential danger by the Commission in
late 1982. It argued that currency depreciation would not help a country to improve its current
account balance as the trade improvements would be offset by increased interest payments abroad,

especially in moments of high interest rates on dollars as it occurred since 1979 (BAC, 443).°!

Whereas financial assistance was previously focused on offsetting internal imbalances for
monetary purposes and to balance overall EEC imbalances toward the exterior, it implicitly
integrated the possibility of re-financing current account deficits from external borrowing through
the use of cheaper Community credits.>> Even though the availability of private sources increased,
community loans were rather frequently used over the years, e.g., for assistance to France in 1983
and Greece in 1985, in periods where these countries’ external indebtedness was particularly
severe for the public financial position (BAC, 448; 476). The French government used private
borrowing to tackle its balance of payments imbalances in the 1980s, and after a realignment of
the franc, the French governments requested a loan from the Community to consolidate its external
position and decrease the fiscal pressure arising from external indebtedness (BAC, 448). In the
case of Greece, the external indebtedness was getting more severe in the 1980s, as debt rose from
9.2 to 43 per cent of GDP and interest payment on this debt represented 40 per cent of the Greek
current account deficit, while simultaneously the grace periods on debt elapsed, pushing repayment

rates as high as 2.75 per cent of GDP (BAC, 476). The gradual turn from financing trade-related

51 Note: Stieber (2015: 211) noted in this regard: ‘The ineffectiveness of exchange rate devaluations once a certain
level of external indebtedness has been attained is well illustrated by the fact that Greek GDP in US dollar terms in
1985 was only 89 per cent of 1981 GDP. Hence, a significant portion of the increase in the relative exposure of foreign
banks to Greece simply resulted from the fact of the falling value of Greek output in dollar terms (which can be seen
as a proxy for collateral)’.

2 Note: Through the Own Resources the EEC had a very good credit rating, which translated into low interest rates
on its borrowing, which it passed on to the recipient country.

140



deficits to a fiscal support instrument came with the realisation that a loan for Greece would be
used to also roll-over debt from the private sector, which representatives in the MC in 1985

considered incompatible with the use of financial assistance (BAC, 477).

By the 1980s the face of Community assistance shifted to support countries in financing their
external imbalances independent of their origins. In other words, the need for assistance started to
have a fiscal aspect linked to external indebtedness, whereas before it was the mechanism to
balance current account deficits resulting from trade.’® The tendencies of governments to increase
their debt even in good times was also recognised by monetary experts in the early 1990s (ECB,
1993). Another example of the use of assistance in 1991 by Greece underlines the practice of
increased deficit financing via external debt, and the use of Community assistance to stabilise the

fiscal position by rolling-over the debt owed to the private sector (Stieber, 2015).

The context had significantly altered from a scarcity of financing in 1973 to a large availability of
private sources of financing by the 1990s and with it the practice of governments to finance their
deficits. This shift resulted in a non-intended use of financial assistance for fiscal stability in the
EEC. However, the intermediary financing via the EEC was equally robust for direct fiscal support
as it was for recycling external capital to mitigate the overall EEC external imbalance. Because of
larger private sources available, the potential number of lenders to the EEC had equally increased,
and the previous public role for support was replaced by a first instance of market financing. As
the EEC was able to borrow at very low rates given its financial position, the use of assistance had
a fiscal easing impact for Member States, a feature which bilateral credits were only able to achieve
with additional direct costs for creditors, as they had to on-lend at lower rates than the market. The
advantage of the intermediary financing via the CLM was thus augmented with the changing role

of market financing.

5.4.2 Redirection and displacement

The punctuated layering of intermediary financing set in motion a mechanism of gradual change
which represents the other side of path dependent developments. With the introduction of the
CLM, Member State governments tried to overcome the functional impediment of the bilateral

loan structure, which had significant drawbacks in periods of symmetric shocks. The CLM was

33 Note: External is from the national (currency) viewpoint, not the EEC’s.
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layered over the bilateral assistance mode with the distinct purpose to help finance balance of
payments deficits directly resulting from the increase in prices of petroleum products.’* Even
though the regulation made no explicit reference to the period of applicability, some governments
understood the CLM as a temporary instrument, justified by extraordinary circumstances. The
German government used this view to defend the instrument in parliament (BAC, 394; Bundestag,
1974). In practice the only time the MTFA was used, was also to tackle deficits from oil price
increase in the case of Italy in 1974, blurring the formal distinctiveness between the MTFA and

the ex post adopted CLM.

The second oil shock similarly affected the Community as a whole with Denmark, Ireland, Italy,
and Belgium seriously aggravating their already existing deficits in this context (Commission,
1980). As the balance of payments deficits were not clearly distinguishable between oil- and non-
oil related deficits, national governments agreed that the reference to the oil price increase in the
CLM regulation was rather of political nature. In the CLM amendment of 1981 this reference was
broadened to include all difficulties directly and indirectly related to the oil price increase (BAC,
420; 423; Stieber, 2015). This merely declaratory aspect was accompanied by a 5-year renewal
clause, which was to some extent a clarification of the temporary nature of the CLM. In practice
the use of the amended CLM for a 4 billion ECU loan to France in 1983 was not justified by
increased oil prices (BAC, 448). While the loan mechanism was amended again in 1985 to increase
the ceiling from 6 to 8 billion ECU, Member State governments also agreed to entirely abandon

the reference to the oil price increase.

This change facilitated the application of the CLM for purposes initially intended for the MTFA
only. Greece received a community loan in 1985 using the procedure under Art. 108, as the Council
considered this form an appropriate way of mutual assistance. This made the CLM and the MTFA
implicitly congruent. While the Council legal service had the opinion that Art. 108 did not cover
operations of the CLM in 1974, leading to the use of Art. 235 as its legal base (BAC, 355), the
Commission supported the use of Art. 108 for a joint instrument in 1986 (using bilateral and
community loans). It argued that both instruments cover the same objectives anyways (BAC,

228/2012-365). This redirection was formalised in 1988 when both instruments were joint under

3 Art. 1, Council Regulation (397/75/EEC).
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the same Council regulation 1969/88/EEC establishing a single facility providing medium-term

financial assistance for Member States, using Art. 108 and 235 as legal basis.

Thus, European, and national government actors gradually redirected the CLM eligibility from oil-
related deficits to mere balance of payments deficits without reference to the initial contextual
reason why the CLM was created. Notably, this gradual change watered down the initial limitation
of the CLM’s use intended by the German government. As the CLM was the most functional form
of assistance available, and the MTFA included assistance-related costs, the reproduction of
intermediary financing facilitated the gradual redirection of the eligibility of CLM-use and the

legal merger of both instruments.

Simultaneously with the redirection of the CLM, the process of layering of intermediary financing
led to the displacement of bilateral assistance of the MTFA. The re-occurrence of symmetric
shocks in the EEC and the increase of private sources of financing preserved the functional
impediment of bilateral loans. Governments repeatedly defected the MTFA and preferred the use
of the less costly CLM. As mentioned abov