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The regulation of the financial system, which mediates the allocation of savings in an economy, is a key aspect of any political economy, and the last two decades have been a time of important changes in this area. Some form or other of financial reform has been pursued in almost all industrialized countries, as well as in much of the developing world. The rationale for such reform is almost always couched in the language of economic efficiency. Yet for regulatory change to take place, there must be actors with specific objectives and with the political capacity to bring about such change. It is this “politics” of regulatory change, that is, the “how” of why reform takes place, which is the focus of our paper. To this end, we focus on five European cases (Britain, France, Germany, Spain, and Italy) that represent the five largest economies in the EU as well as a range of different regulatory starting points. 

Much of the literature on the politics of financial markets takes on what we can call a market-driven view of regulation, in which regulatory change is the consequence of shifts in the interest of market actors in response to changing domestic and (in particular) international market conditions.  Opposite this view we can place those authors who emphasize the importance of institutional legacies in shaping and restraining change in regulatory patterns.  Authors who emphasize market dynamics have been more prone to predict convergence in the regulation of national (or regional) financial systems, whereas institutionalists are less likely to come to this conclusion (or to view convergence as inevitable). Yet, when we look at - financial regulation  across the 5 EU economies under study, we find a more complicated pattern of institutional change than either of these views suggests,. The course of regulatory reform over the last two decades has been marked by cross-national similarities and differences that vary from one period to another,  cannot simply be attributed to varying institutional starting points, and appears to take turns that seem paradoxical from either of the standard perspectives.  Thus, among our five cases, Britain (the one traditionally regarded as having the most market-based financial system) has seen some of the greatest regulatory change and the most dramatic centralization of regulatory powers.  France and Spain (along with Britain) underwent major overhauls of their postwar models of financial regulation starting in the 1970s and 80s, while both Italy and Germany maintained most features of their models well into the 1990s. And governments in all five cases have sought to  intensify the state’s supervisory powers over the financial system, while opting for very different institutional models. Thus, in Britain and Germany autonomous supervisory bodies have been consolidated to create a single regulator that is politically accountable to the executive branch, whereas we see a variety of different outcomes in the other three cases. 

The overarching factor that helps explain this pattern of cross-national variation in the evolution of regulatory systems, we argue, lies in the relationship that the regulation of the financial system holds to other aspects of national political economies not commonly linked to regulatory reform. We are able to relate many of the differences and similarities in the course of financial reform to 1) macro-economic policy choices involving significant distributive consequences and hence potential political costs for elected authorities, 2) the way in which particular modes of financial system regulation affect the political transparency of those macro-economic choices (and hence the ability of voters to establish political accountability), and 3) the way in which macro-economic choices by governments, in turn, affect the political salience of financial system regulation. 

Our argument points to the way in which financial sector regulation is linked to broader questions of political transparency and accountability in market economies.  We suggest that, because of the financial system’s role in mediating the allocation of savings to all other sectors  of the economy,  its politics cannot be understood simply from a sectoral perspective. The regulation of financial institutions is subject to particular regulatory problems that are inescapably linked  to  the character of macroeconomic policy, and in particular monetary policy. The sector acts as the principal conduit of monetary policy, so that the consequences of that policy are experienced by citizens and businesses largely through the actions of financial institutions (in particular banks).  In addition, the sector’s role in allocating the savings of individuals renders it the principal alternative to public provision of income to the non-working citizens (including old-age pension), linking questions of financial sector regulation to questions of political accountability for welfare provision and the regulation of risk in market societies.  Thus decisions in the area of fiscal policy, in particular efforts to shift the burden of old age pensions from state pension systems to the private sphere, tend to raise the political salience of financial sector crises and with it, that of the supervision of the financial system.

For all of these reasons, we find that the political calculations of elected state elites play a more important role in explaining the course of financial regulation  than is commonly recognized.. More specifically, we find that in countries where governments opted for growth models based on cheap credit (as was the case in Britain, France, and Spain), postwar financial regulation took a shape that  highlighted the distributive impact of economic adjustment measures  once the cheap credit  growth strategies had been exhausted.  In these countries, the turn to a less accommodating  monetary policy following the oil shocks of the 1970s led, in fairly short order, to major regulatory changes, starting with  the deregulation of credit followed by early initiatives to boost the role of  capital markets. By contrast, in the two cases where political elites in the postwar period had opted for growth strategies that were premised on price stability (Germany and Italy), financial sector regulation, though quite different in character in the two countries, nevertheless took a form that did not seem to politicize economic adjustment in the 1970s  and 1980s and the frameworks of regulation created after the war were left largely unaltered until other pressures (most notably the creation of a single European market in financial services) took effect in the 1990s. 

We also find that the second major change in financial regulation, namely, the decision by governments to intensify the supervisory role of the state over their financial systems in the 1990s can be linked to fiscal policy choices.  Efforts to achieve fiscal consolidation via the privatization of state assets during the 1980s and 1990s, along with government policies aimed at encouraging long-term savings among individuals have resulted in a major change in the structure of savings markets in Europe, with a sharp rise in individual stock-ownership and other investment vehicles tied to securities markets. This has had the effect of raising the question of political accountability for market failures  and, with it, the salience of prudential regulation, from the status of  “low politics” to one of “high politics” over the  last decade. 

( Move this whole paragraph: Prior to the 1990s, bank deposits dominated the portfolios of most households in all five of our countries, and  prudential regulation was of interest almost exclusively to technocratic elites, predominately central bankers and senior civil servants, but not to elected state elites. The primary reason for the lack of interest by elected authorities was the low political cost of regulatory failure, since, in the event of a banking failure, central banks could carry out a traditional lender of last resort function, bringing in other domestic banks to assist if necessary . The rise in the role of investment funds, pension funds, and individual stock ownership, however, has raised the potential political cost of regulatory failures for elected officials, increasingly putting them at odds with technocratic elites, particularly central banks, to whom they had previously deferred control of such regulation. This has created  new incentive for governments to seek to alter the institutional structure of financial regulation so as to reassert their control over it, in some cases by centralizing financial regulation under a single regulatory agency accountable to the political executive (as has been instituted in Britain, and more recently in Germany). Such a change in the political preferences of elected authorities has not  been  automatic or uniform, and the particular institutional model that governments are opting for varies among our five cases. We suggest that this variation can be linked to  the nature and size of the shift in each state’s financial system as well as the political capacity of the technocratic elite to resist calls for change. In particular, we identify the choice by governments to introduce  private pensions as particularly significant in triggering a change of preferences among elected authorities in favor of a more centralized, and politically accountable structure of financial system regulation. )

While we propose a view that pays greater attention to the relationship that financial regulation holds to the politics of macro-economic policy in order to explain differences in the course of financial regulation, we also note important overall trends in this relationship that lead us to distinguish three major sub-periods: 1) an initial period lasting from the era of postwar reconstruction to the late 1960s, in which the internal and external economic context of countries allowed for different choices in macro-economic strategies that produced key differences in financial regulation; 2) a period lasting from the collapse of Bretton Woods through the 1980s in which the principal challenge confronting governments was that of fighting inflation, leading some governments, but not all to seek to alter their regulatory regimes, and 3) a period starting in the early 1990s when the problem of controlling inflation had been largely settled and changes in the composition of domestic savings markets, resulting largely from choices made by governments in the areas of pension privatization and mass privatization, has produced incentives for political elites to intensify state supervision of the financial system.  Our argument is one of path dependence, in the sense that early macro-economic policy choices in the postwar period led political authorities to opt for different  regulatory regime for finance which, in turn, produced different incentives for regulatory reform in the second period. And fiscal policy oriented changes in the 1980s and early 1990s produced new pressures for further regulatory reform in the 1990s. Nonetheless, the overarching point that we seek to illustrate is how closely differences in the regulation of finance are tied to the politics of macro economic policy.

In the following two sections we lay out the principal regulatory divides (that between the first period and the second period and that between the second period and the third) and seek to explain the cross-national patterns that we see in each case. Lastly, we seek to explain differences in the way in which governments have sought to re-organize their regulatory institutions in the most recent period by looking at the way in which central banks, who had developed as the default regulators of the financial system in previous periods, have been dealt with in the last round of regulatory change. 

I. Financial regulation in five European economies and the first wave of liberal regulatory reform

Two kinds of themes have dominated the study of financial systems by political economists over the last half century. In the 1970s and 80s, the primary focus was on the impact that differences in national financial systems had for economic performance across the industrialized world. The work of Andrew Shonfield,  John Zysman, Peter Hall, and David Soskice among others suggested that differences in national financial systems gave countries different comparative advantages and led them to pursue different postwar economic strategies. (references). Such differences in financial systems continue to be highlighted in the contemporary literature on varieties of capitalism, which has tended to emphasize the endurance of institutional differences and their impact on forms of corporate governance over time  (see chapters by Hanke and Vitols in Hall and Soskice). Since the late 1980s, however,  many other authors have argued that  differences in financial systems, and the variation they allowed in economic strategies, would be eroded by international financial integration as governments were forced to converge towards a regulatory regime that was friendly towards holders of financial assets who now had greater exit options  (see for instance Frieden and Rogwoski). The high incidence of efforts to alter national regulatory regimes under the banner of financial “liberalization” over the last two decades is often cited as evidence for such a view. 

If we turn to the five economies under consideration, however, we find that neither the thesis of institutional persistence nor the thesis of market driven convergence toward the Anglo-Saxon model advanced by the globalization school fit particularly well with the trends in financial regulation we observe across these countries. We find rather that the dynamics of financial regulation differed substantially between countries in ways not explained by institutional legacies per se or international market forces alone, and that the driving factors behind stability and change in financial institutions changed significantly from the 1970s to the 1990s.  

In the two decades following the end of World War II, the regulation and characteristics of national financial markets took strikingly different forms across  Western Europe. In spite of common challenges of postwar reconstruction and an international currency regime that allowed for intensified integration of product markets, national financial systems remained largely closed to the external world  and political authorities chose to regulate their domestic systems in significantly different ways. The most striking in this regard involved the manner in which the financing of non-financial firms was addressed. Most often noted by other authors was 1) the contrast between the British model of financial regulation, based on the separation of commercial and merchant banks, in which corporate finance was left largely to capital market issuance organized by the latter, and the commercial bank-based systems of corporate finance of Continental Europe and 2) among the latter, the contrast between the German model, in which corporate finance was organized on the initiative of private and local, semi-public, universal banks and the French model, of state-directed allocation of bank credit to the non-financial sectors of the economy (see for instance Zysman.. Hall, …). 

These differences in national regulatory regimes for finance have been credited for important differences in postwar economic strategies of Britain, France, and Germany. Zysman (1983) argues, for instance, that the form of financial regulation introduced by the French state in the 1940s, whereby bank credit was regulated selectively depending on the uses that it was destined to was crucial in allowing French authorities to shift resources away from lower to higher productivity sectors , whereas the German model, leaving the allocation of credit in the hand of universal banks with strong direct stakes in industry underpinned Germany’s highly effective export-led growth strategy. Peter Hall (1986) on the other hand, suggests that Britain’s postwar attempts to carry out effective policies vis à vis the industrial sector were partly undermined by the arms length relationship between financial institutions and industry, and by the influence that finance exerted over British macro-economic policy, often  at the expense of industry. 

These distinctions between market-and bank based systems, and between state interventionism and privately organized corporate finance, are usually attributed to long-running institutional features (the role of universal banks in German industrial development, the history of statism and the nationalization of the banking system in France, and the historical division between merchant and commercial banking in Britain). Yet as we move beyond the British, French, and German cases we find that such a purely institutional explanation does not seem to hold. In Spain, where the banking system that emerged at the turn of the century was characterized by private universal banks with heavy industrial stakes, political authorities under the Franco regime nonetheless imposed a regime of selective credit regulation linked to indicative planning that closely resembled that developed in France. And in Italy, where the state had largely nationalized the banking system in the 1920s, postwar governments never developed the systematic regulation of credit linked to indicative planning that we see in France and Spain. Instead, they came to rely on their control of the IRI banks to exercise direct political discretion in the allocation of credits in only a portion of the market  (Perez, 1998). On the other hand, in Britain, usually described by the market-based character of its corporate finance system, the activities of the commercial banking system (clearing banks engaged in deposit taking and consumer lending) were subject to an extensive regime of state controls during the postwar period, including direct regulation of the Bank rate, direct quantitative controls of bank advances and credit flows  (Cameron 2004). In this particular sense, the postwar British regime for the commercial banking sector came closer to the comprehensively regulated credit market that we see in France and Spain, than it does to the less directed credit regimes in Germany and Italy. 

The approaches taken by political authorities toward the allocation of the financial sector’s resources thus involved different forms of state interventionism and reliance on private actors that cannot be captured simply in a state versus market dichotomy. We  find it more useful to distinguish three types of credit regimes among our five countries: 1) a private bank organized system, with only a limited role for the state in the direction of credit, 2) a system of comprehensive credit and interest rate controls (either selective as in France and Spain, or more general as in Britain), and a system of direct political control exercised through nationalized credit institutions, without any comprehensive regulation of the credit market (the case in Italy). We can refer to the first as a “soft but comprehensive” form of interventionism, and the latter as a “hard” but limited form of state control over credit (see table I). 

By contrast to these differences in credit regimes, one common aspect of postwar financial regulation was the low intensity, when  not absence, of regulation of a supervisory nature;  that is regulation aimed at the character of competition, business conduct, and prudential standards in the financial sector. In the three cases where the banking system remained predominantly  private (Britain, Germany, and Spain) there was a heavy reliance on self-regulation by the sector in regards to all these matters.  A corollary of this self-regulation was the cartelization of the commercial banking sector in the Spanish and British cases, and, to a lesser extent also in Germany. (footnote: In the latter case, the semi-public, local savings banks, served to ensure more competitive conditions in the market for corporate finance for smaller firms (Deeg, 1999)). In Britain neither the state nor the Bank of England had legislative powers to supervise banking institutions until the Banking Act of 1979, and the clearing banks operated openly as a banking cartel within the context of state controls (Budd, 2002). In Spain, banking regulation was determined by a Banking Council presided by the head of the Treasury, but dominated by the seven largest commercial banks, and entry into the sector was regulated  in such a way as to allow those seven large commercial banks to maintain a tight grip on the system (Perez, 1997). Lastly, in Germany, the BaKred, a government agency created in 1961 to supervise the banking system (the strongest example of an effort at public supervision of private banks), nonetheless shared with the Bundesbank a philosophy of minimum intervention and did not supervise the day to day business of banks. It limited its role to establishing a general framework of rules that was decided through close consultation with the banking sector, leading observers to describe this regulatory  regime as highly corporatist in nature (Busch, 2000; Coleman 1996).  Securities markets in all five of our cases  were also characterized by the absence of public supervision and by a limited degree of competition among market agents.
 

This postwar picture of 1) divergence in credit regulation, 2)  heavy reliance on self-regulation, and 3) a general dearth of regulation aimed at business conduct and competition  began to change in the early 1970s, when governments in  three of our five countries (Britain, Spain, and France) undertook major regulatory transformations.  In Britain, direct credit controls were dismantled   in favor of  “competition and credit controls” (the lifting of quantitative controls and the replacement of the regulated Bank Rate by a minimum lending rate and minimum reserve and cash ratios deposited with the BoE) in 1971. This first attempt at liberalization failed when secondary banks…, leading to the imposition of new direct controls via the requirement of supplementary special deposits by banks with the BoE (the so called Corset). But it was followed in 1979 by the passing of the first Banking Act,which established the BoE’s supervisory role over the entire banking sector, and by asecond, this time successful, liberalization of the credit market in ….(Cameron, 2002) There was also, of course, the reform of the securities markets in 1986 with “Big Bang” and the creation of a state supervisory agency, the Securities and Investments Board, which nonetheless operated as a corporatist body dominated by…  (Moran 1991). In the case of Spain, the system of selective credit rediscounting was transformed into a system of compulsory credit coefficients in 1971, and subsequently dismantled following the Spanish transition to democracy at the end of the 1970s. Although that process of credit liberalization would take over a decade, it brought to an end the principle of state directed credit allocation (Perez 1997). In France, selective rediscounting was similarly replaced by a system of selective credit ceilings in the 1970s, and these were subsequently abolished under the first Socialist government of the 1980s at the same time as credit markets were overhauled to allow for a major rise in securities based corporate finance over the following decades (see Loriaux and Cerny 1989).  In all three countries, these changes were accompanied by the attribution of new supervisory powers over the banking sector to the national central bank and by introduction of new institutions to regulate securities markets. 

By contrast to these radical changes in the principles guiding financial regulation in Britain, France, and Spain, the regulation of finance in Germany and Italy experienced a remarkable degree of stability in this period. In neither country did governments introduce any fundamental changes in credit regulation. And reforms of other markets, in particular the stock markets, remained very modest. No major alteration of the principles governing the financial system occurred.  In the case of Germany, the reform of the securities markets was limited to changes in the way in which the stock markets were managed so as to lessen the influence of the smaller regional exchanges. But universal banks kept their central role in the market (Lütz 1998). In  Italy, similarly, the government retained its political control over a substantial segment of the credit market through its continued control of the IRI, and there were no significant reforms to the regime of credit regulation or other elements of the financial system  (see Deeg and Perez, 2000)

This contrast between intense regulatory change in Britain, France, and Spain on one hand, and continuity in Germany and Italy, is striking, in particular as the character of financial systems within each of these groups of countries differed significantly. The financial system of Great Britain, defined by the division between deposit and merchant banks and the prominent role of securities markets, was quite different from that of France and Spain with their state directed credit systems and limited capital markets. The same can be said about the private bank organized financial system of West Germany and the state dominated banking system that persisted in Italy. There is thus little clear order to the cross-national pattern we observe in this period if we look at it in terms of the traditional distinction between state and market, or bank and security based, systems. How then can we account for the pattern? 

The prevalent view of the regulatory reforms of this period emphasizes the lack of viability of state interference in capital markets in a world of rising cross-border capital flows and the availability of new exit options for financial investors. In support of this view we might note that the reform efforts of all three of the countries that underwent reform in the 70s and 80s were couched in the language of market efficiency, and that at least one of the two countries that underwent no fundamental change in its system of financial regulation, namely Germany, already rated as one of the most liberalized financial systems in the 1970s, thanks to the early lifting of capital controls and interest rates in the 1950s and 60s, in the index constructed by La Porta et al. (1999) ( replicated in Abiad and Mody 2003) Yet, that same index does not seem to offer any clear explanation for why France, Spain, and Britain would undertake a radical overhaul of their system of financial regulation  at this time, while Italy did not.  (we need the index and a small table)

There are other reasons as well why the market-centered view does not offer an adequate explanation for how this early regulatory turn in France, Spain, and Britain. The two ways in which financial market pressures are stipulated to bring about liberalizing reform are through organized political pressure from sectoral actors and uncoordinated evasion by economic agents (capital holders). Accordingly, we should find evidence for at least one of several empirical implications. One would be that liberalization was actively being promoted by members of the financial sector. Another would be that external capital controls were becoming so ineffective as to undermine attempts to regulate credit selectively. None of the three cases in which credit deregulation took place offers support for the first of these stipulations. The principal agents behind the regulatory turn in all cases were public officials and there is little evidence of a connection between the timing of the reforms and political pressure from the kinds of sectoral actors spelled out in market-driven explanations. Indeed the most strongly affected sectoral actors – large commercial banks – adamantly opposed the reforms at the time of their initiation in Spain and held serious apprehensions about it in France. Only in Britain can one argue that sectoral actors – in this case-international merchant banks, actively favored reform, and this only applied to the reform of the stock market. As far as credit deregulation was concerned, the principal actors – i.e. clearing banks – opposed the move in 1972 and 1979s. 

The second type of argument also fails to be supported by our cases. If as proponents argue, financial liberalization/credit deregulation was compelled by the inability of governments to sustain external capital controls at a reasonable cost, then we would expect the dismantling of external controls to be carried out in close relation to credit deregulation. Yet in France and Spain external capital controls were not dismantled until the very end of the eighties and the beginning of the nineties, and  carried out only in response to EC directives The notion that capital flows could no longer be sustained is also contradicted by the substantial interest differentials between offshore and domestic interest rates that persisted in the European Exange Rate Mechanism (ERM) until the end of the 1980s (which suggest that capital controls remained quiet effective in shielding weak currency economies (de Grauwe, 1990)) and by the huge rise in crossborder flows that followed after controls were dismantled in 1989 (Artus and Bourguinat, 1994). Indeed, the connection between internal reforms and external liberalization seems to have been the opposite of what the market-driven view suggests: the dismantling of external controls was part of a broad effort by government’s such as the French to capitalize at the EU level on domestic reforms that had been initiated a good deal earlier for another set of reasons. 

Yet another fact that contradicts the notion that the financial system reforms of the 70s and 80s can be explained by the allocative inefficiencies inherent in credit controls and by the arbitrage options of investors is the fact that the reform efforts of Britain, France, were hardly similar in the extent to which they altered financial market structures. This version of the market-driven view leads us to expect broad convergence toward regulatory patterns that support the competitiveness of national economies. Yet, while the French reform effort of the 1980s substantially expanded the sources of financing for French firms through the reform of the French stock market at the same time as credit controls were lifted, it took over a decade for Spanish regulators to match their decision to dismantle credit controls with any reform of the Spanish capital market. In Britain, on the other hand, the reform of the British stock market was guided by the aim of maintaining London’s role as a world financial center rather than with the idea of increasing the efficiency of domestic capital allocation, and by the Thatcher government’s ideological goal of facilitating widespread participation in the stock market.  Moreover, it is entirely unclear why Italy, which was more dependent on foreign capital than Britain, France, or Spain, saw no major changes to its system of financial regulation until the mid 1990s, when its state-controlled banks were privatized.  

The particular cross-national pattern that we see in Europe in the 1970s and 1980s is better accounted for by political pressures that had less to do with sectoral interests and market efficiency considerations than they did with the relationship that financial regulation in each country held to the politics of macro-economic policy. The move to abandon credit controls of various sorts in these countries was driven in a first order not by sectoral pressures or the risk of capital flight per se, but rather by the political difficulties that such forms of financial regulation presented to elected governments when those governments set out to fight inflation. 


One thing that the mixed, British regulatory regime of credit ceilings and quantitative credit controls shared with the interventionist modes of financial regulation instituted in France and Spain, and that set these three cases apart from both private bank based German system and the state-dominated banking system in Italy, was the fact that credit regulation subsumed the instruments of monetary policy. In France and Spain, selective credit regulation, consisting mostly of the selective credit rediscounting was instituted largely as a way to reconcile a lax monetary policy with the imperatives of currency convertibility. Similarly, in Britain,  quantitative credit controls were instituted as a form of ad hoc monetary policy in the context of postwar British Keynesianism, which allowed for moderate inflation rates. By contrast, the German and Italian modes of financial regulation, how ever different from each other, were developed in the context of export-led  growth strategies that were premised on the maintenance of competitiveness via price stability, and that led early elites to place the main instruments of monetary policy beyond the reach of elected officials and in the hands of autonomous, or functionally autonomous, monetary authorities. .

Indeed, this central, yet much overlooked, feature of postwar regimes of financial regulation can be linked to early choices made by political elites regarding how to deal with inflated currency pools left over from war time (Perez 1998).  In both Germany and Italy, postwar authorites opted for radical currency reforms that set the stage for price-stability centered export-led growth strategies.
 Whereas in France, Spain, and Britain financial regulation was shaped by the decision against radical monetary stabilization in the forties.  The selective credit regulation so often touted as the cornerstone of a statist development policy in France and Spain in fact came about largely as a way to reconcile a loose monetary stance - which was used by both the French Right and the Franco regime to defuse social conflict and preempt the political opposition- with the requirements of currency convertibility and an open economy. In Britain too, quantitative credit controls were linked to the relatively loose character of monetary policy, although here this policy was used less as an effort to “pre-empt” political opposition as by the inter-party consensus on Keynesianism according to which monetary policy should accommodate fiscal policy. This subordination of monetary policy had to be reconciled, however, not just with the requisites of currency convertibility, but also with the Treasury’s goal of maintaining the value of the pound. Quantitative controls were thus introduced as stop-gap measures to reign in monetary policy decisions that were otherwise subordinated to fiscal policy whenever those decisions produced any significant pressure on the pound.    

It is this relationship between modes of credit regulation and macro-economic strategies (summarized in Figure 1) that offers an explanation for the crossnational pattern of financial reform that we see in the period leading up to the 1990s. For, if  credit controls were introduced 

Figure I

	
	Regulatory Outcome 

	Macroeconomic- Growth Strategy
	Non-statist/ Private Bank Organized
	Selective and/or Comprehensive Credit Controls 
	Direct Political Control 

	Cheap Credit-Driven/ Subordinated Monetary Policy


	
	France, Spain , Britain
	

	Export-Oriented/Price-stability premised
	Germany 
	
	Italy


to make viable an accommodating monetary policy course, the same regulatory frameworks turned into a serious political liability when the collapse of Bretton Woods and the OPEC supply shocks forced elected authorities to turn to the problem of inflation. As long as the general tenor of credit policy remained accommodating, credit controls consisted primarily of the selective rediscounting (i.e. selective expansion) of credit by the central banks in France and Spain, and of punctuated restrictions in the British case. With the problem of stagflation, however, the principal problem for monetary policy became that of stopping wage-price spirals, and thus of highly explicit credit  restrictions. The first shift we see in regulation in France and Spain therefore is that from selective rediscounting to selective restrictions, via ceilings (in France) compulsory coefficients (in Spain), and, in the British case, toward a much more intensive use of quantitative controls following the failure of CCC in 1973.  In none of the three countries were governments able to sustain a consistent disinflation process by these means. And thus, the second round of change in each country involved the abolition of credit controls in favor of a model in which monetary policy was carried out in a routine fashion by national central banks operating in newly created money and public debt markets. Only after this fundamental decision in the area of credit regulation had been taken, did attention focus on other aspects of financial system reform – notably stock market reform.  


There are a number of reasons advanced by central bankers as to why monetary control is better achieved through indirect central bank operations than through direct credit controls, including the bluntness of controls in addressing short term liquidity fluctuations and the incentives they create for regulation evading financial innovation. Yet none of these technical arguments are very good at explaining the transcendental decision by elected authorities to forgo their discretion over credit in the three countries. All three governments were relatively successful at imposing monetary rigor through quantitative controls at those points in time when they chose to abide by their targets.
 
If explicit controls over credit limited the capacity of public officials to fight inflation, they did so primarily because they raised the political profile, and hence the political costs for governments, of measures to impose monetary rigor. Thus, while controls were in effect, governments in France and Spain were continually under pressure to expand exemptions marked for specific users of credit (see Loariaux, Perez). And in Britain, …  Explicit credit controls politicized the task of disinflation by requiring government authorities to openly make the hard choices that monetary adjustment implied. By contrast, when credit growth is controlled by a central bank through routine operations in a money market, monetary rigor is politically easier because it leaves the allocation of hardship to the presumed neutrality of the market.  


These political considerations constituted an important incentive for elected authorities to embrace the arguments of advocates of liberalization at a particular point in time. And it fits the differing timing with which the commitment to abandon credit controls regulation was made. Thus, in Spain, the fundamental package of measures was pushed through in the throes of the political regime transition (1977), when authorities faced the dual tasks of thwarting an explosion in wages while simultaneously inaugurating a democratic process of policy-making, whereas in France the decision to abandon selective credit regulation was made only after 1983, when elected authorities (Mitterrand) decided that austerity would be unavoidable.   Britain is the one example where we have an attempt to lift all controls in the early 1970s, yet that attempt was not backed by the necessary measures to allow the Bank of England effective control over money markets. It was only after the political fallout of attempts to impose disinflation through quantitative controls had materialized that those measures were passed as part of the 1979 Banking act.


This political explanation of why credit controls were ended also fits the relative absence of institutional changes in Germany and Italy during this period. While Italy’s financial system remained markedly statist (given the political control of the IRI and the Bank of Italy’s use of administrative controls) and Germany’s was not, neither country’s regime of credit regulation interfered with the overall character of monetary policy. In Germany that policy had been in the hands of an independent central bank since the 1950s. And in Italy, the Bank of Italy had long exercised control over monetary policy, even while it was formally subordinated to the Treasury. Thus the political dynamic whereby credit regulation raised the political salience of unpopular monetary policy measures did not ensue, and political authorities faced fewer incentives to initiate an overhaul of the system of system of financial regulation.
  


Seen in this light, the cross-national pattern of regulatory reform in the 1970s and 1980s

was intimately linked to the differing roles that monetary expansion had played in postwar economic strategies, and to the way in which this had affected the design of regulatory regimes for credit. It was that relationship to the politics of macroeconomic policy, rather than pressures on governments to improve the allocative efficiency of their financial systems, that provided the common motivation for political elites in Britain, France, and Spain to embark on credit deregulation. The decision to boost the role of capital markets followed this first aspect of regulatory reform. And although capital market reform was subject to a different set of political considerations, the point here is that it occurred first in those countries were governments had been led to embark on fundamental reform by the costs that their postwar framework of credit regulation imposed on political elites in the an era of stagflation. 

II. The second wave of regulatory reforms 

If the pattern of financial re-regulation, or its absence, in Europe during our first period (1970s and 1980s) is best explained by state actors’ motivation of reducing the political costs of monetary orthodoxy, we find that the regulatory reform efforts of the second period (beginning in the early 1990s) are the outcome of a different sort of political dynamic.  From a cross-national perspective, the principal outcomes to be noted during this period are 1) an across the board intensification of the supervision of different elements of the financial system (banking, securities, insurance) by public authorities that has manifested itself in an increase in legislation concerning prudential standards and standards of governance, new regulatory institution, and generally speaking an increased role for the state in these matters and 2) divergence in the institutional models whereby this new, intensified supervisory role of the state is being applied. . Thus, Britain and Germany have opted for single financial regulator, while France, Italy and Spain have maintained a functional separation between banking, securities and insurance regulators. A particularly noteworthy, and we consider crucial, aspect of this contrast in institutional responses concerns the role of the central banks. In the British case, the Bank of England has no longer any role in regulation, and in Germany, the Bundesbank has been rejected in its attempts to expand its regulatory role beyond a broadly implementationary one, whereas in our other three cases, the respective central banks have maintained their roles as prudential regulators of banking institutions. 

In this section, we explore some reasons as to why state actors’ interest in market supervision has increased, and why we see different institutional responses. We argue that, aside from the external pressures highlighted by other actors, the salience of prudential regulation and the supervisory role of the state have increased because of changes in the composition of domestic savings markets, that have been largely the result of domestic political choices related to macro-economic considerations. In understanding the institutional responses, we highlight the emergence of a split between two types of state actors, namely governments and central banks, as an important explanation of the British and German cases.

Regulatory Reform in 1990s 

While in the 1970s and 1980s, the principal events in the area of financial regulation involved the abandonment of credit controls followed by the overhauling of stock markets, the 1990s have been a period in which financial reform has been dominated by efforts to strengthen the supervision of the financial sector by public authorities.  This has included the creation of new supervisory institutions. Most dramatic in this regard has been the concentration of regulatory functions under a new overarching institution (the Financial Services Authority) by the Labour government in Britain (thus ending the largely self-regulatory organizations overseeing 

the securities markets, ), and a similar, if differently organized, concentration of regulatory functions in Germany in 2002, with the creation of BaFin , which now covers the functions of the BAWe (the securities regulator created in 1996), BaKred (the essentially self-regulatory institution overseeing prudential standards in the banking sector since1961), and BAV the insurance regulator.  (The Bundebank still carries out the on-site regulation of banking institutions).  In the other three countries, on the other hand, we see the continuation of a multiplicity of regulatory agencies. In France, the a new securities regulator (the Conseil des Marches Financiers (CMF) was created in 1997 and later merged with the Commission des Operations de Bourse (COB) to form L'Autorite des Marches Financiers (AMF) in 2003. However, the Commission Bancaire still regulates the banking sector and the French Insurance Supervisory Authority continues to regulate the insurance sector. In Italy, the Bank of Italy’s supervisory powers over financial intermediaries were strengthened in 1993 and so were the ones of Italy‘s securities regulator (CONSOB) in 1998. Yet the central bank has retained a position of leadership in the regulation of the very important bond market, at least until the fallout from the recent Parmalat scandal. Finally in Spain, as in France, adjustments have been made to financial regulation in accordance with the EU’s ISD, but regulation remains split three ways between the Bank of Spain (banking), CNMV (markets) and Directorate of Pension and Insurance Funds (DGS). 

First, it is necessary to explore why state actors have sought to intensify the supervision of the financial sector in countries that traditionally relied heavily on the self-regulation of the sector, and why this has become such a critical aspect of regulatory reform in the last decade. The increased focus on prudential regulation and market supervision, is often linked to the general process of “financial globalization” (Strange 1996, Held et al 1999), which has led states to look to international organizations, such as the BIS and IOSCO, and international agreements such as Basel 1 and 11, as a means of imposing standards and monitoring compliance (Simmons 2001, Pauly 2002) Such external influences are undeniable. However, they do not help us very much in understanding the variation in regulatory responses that we see across our four countries. 


A different explanation for why there has been a generalized interest in increasing the supervisory role of states in financial markets can be derived from looking at the changing composition of domestic savings markets. As Table 1 indicates, it is clear that in all five states, the composition of household assets has changed radically, particularly over the past decade.  The share of risk assets (including bonds, equities and indirect investment in securities through institutional investors) in total household assets has increased dramatically, while bank deposits have substantially declined.

Table 1. Composition of household assets (in % of gross financial assets) 

	
	     
	1980
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	Britain
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       Bonds
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       Bonds
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19 
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61

  2

37

23

25
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19

26

30

36
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2

34

28


Source: Davis (2003), *OECD-OEE/ Pioneer Investment Research 2001

Households’ ownership of equities and institutional funds has increased particularly significantly in all 5 states between 1990 and 2000, with the change beginning even earlier in Britain and France. And bonds, the less risky of  “risk assets” have declined in all but Italy, which has seen the single most dramatic shift in the composition of household savings. 

This rise in equity culture is often thought of as a prime example of the “Americanization” of markets because of the leading role of US financial institutions in promoting savings vehicles such as mutual funds. However, there are two other forces that have played a far more dramatic role in producing the shift illustrated in Table 1: the mass  privatization of public enterprises and the promotion by governments of private pension funds and other long term investment by households.  Both phenomena are linked to fiscal policy concerns; i.e. that of fiscal consolidation and that of creating alternatives to public pension systems that are under intense demographic pressure. 

In terms of privatization, it was Britain that led the way with Thatcher’s sale of British Telecom in 1984. The French government under Chirac quickly followed suit in 1986, followed by both the Balladur and Jospin governments (Schmidt 1996, Clift 2004). The Italian government began the process in 1992, Spain in  and Germany belatedly in 1996 with the sale of Deutsche Telekom.  The promotion of shareholder capitalism was not the primary objective of governments in promoting privatization, but rather the need to correct fiscal imbalances.
 Indeed, even in the British case, where privatization formed part of Thatcher’s ideological program, there is evidence that the process was dominated by fiscal policy concerns.
 However, in all states, governments actively encouraged citizens to purchase shares by way of advertising campaigns (with the British again leading the way with “Ask Sid” in the promotion of the sale of British Gas in 1986 (Lawson 1991)), the granting of preferential access, and other fiscal incentives for shares hold long-term. Thus, the effect of privatization has been to greatly increase the number of citizens that owned stocks.


The second major factor contributing to the shift in household assets has been another type of government policy: namely incentives to encourage different types of institutional savings.  Key among these has been  the promotion of private pensions as a solution to the crisis of public pension and other long-term savings systems. Among our five cases, the most aggressive in this regard have been British governments, which first provided tax relief for direct and indirect equity ownership with the creation of Personal Equity Plans (PEPs) in 1987 and the introduction of  US styled  Individual Savings Accounts (ISAs) in 1999. The appeal of PEPs was underlined by the fact that approximately 10% of all British citizens held one by 1999 when they were phased out and replaced by ISAs and the total amount of money held in them at that time was 58.6 billion sterling. (Institute of Fiscal Studies 2000).

 Other governments have also used tax relief to encourage the purchase of long-term savings products with the German government allowing for income tax relief on life insurance products held for 12 years, which in the German case has encouraged bond rather than stock ownership because of the tradition of provision of a guaranteed return (Davis and Steil 2001). In 2001, the French socialist government introduced  “voluntary wage savings partnership plans” where again savings that are held for 10 years are exempt from tax (Clark 2003). And in Spain, the government contributed to the dramatic rise in mutual funds through strong tax incentives, and more recently has passed a private pension bill. 

Thus, the rise in direct and indirect risk asset holdings of private households has been to a significant extent a result of explicit political choices made largely in response to the fiscal pressures on national budgets and pension systems. Yet, that change in the structure of savings markets creates a new set of reasons why political authorities would want to increase the supervision of the financial system. The buying and selling of stocks has increased the importance of “conduct of business” rules and the need for state oversight of securities markets. But beyond this, the vulnerability of large segments of the electorate to market events has dramatically raised the political salience of financial supervision, raising the costs for political authorities of supervisory failures.  And that new political risk becomes all the more challenging, as authorities beyond Britain consider moving further in the direction of private pensions.   

One key examples of this new political salience of financial supervision was the pension miss-selling scandal of the 1990s in Britain, which followed the Thatcher government’s policy of encouraging private pensions through fiscal incentives. Some 7 million people were encouraged to opt out of both SERPS (State Earnings Retirement Pension Scheme) and occupational schemes to take up a personal pension in their place (Institute of Fiscal Studies 2000) before evidence emerged that  people were persuaded to opt out of schemes against their best interests. The scandal proved to be highly politically controversial and very expensive for large financial institutions that were forced to reimburse some 1.6 million people at the cost of 11 ½ billion sterling (FSA 2001). Another more recent example, that of Parmalat in Italy, is also instructive. Though Italy is one of the countries that has not drastically altered its supervisory institutions, the scandal was largely blamed on the supervisory failure of the Bank of Italy and Consob, and led Finance Minister Tremonti to call for a major overhaul of those institutions in favor of a new, overarching regulatory agency.(Financial Times 2004) Yet another example is the coincidence in time between the introduction of second pillar (or private) pensions in Germany (the so called Riesterrente) by the SPD government and the decision to create a new supervisory agency. Thus, as one Deutsche Bank document put it, “the increased significance of private retirement provision going forward … is a major factor dictating the need for a change in supervisory structure" (Speyer, 2001). 

The rise in the domestic political salience of financial regulation can be observed in all five of our countries. Hence, while it does not of itself provide an explanation for the variation in institutional responses that we see across the cases, it does contrast with the externally-driven view of regulatory reform in that it suggests less of an impetus for convergence and more room for the play of domestic political forces. 

More specifically, what the change in the structure of savings has done is to bring to the fore the question of political accountability for market failures. This, we suggest, has had the effect of pitting two actors that up to this point had tended to act in unison when it came to financial reform against each other: namely elected authorities and central bankers. The latter have traditionally been the strongest actors in the area of financial regulation. Yet, the prospect of increasing the supervisory powers of autonomous central banks in order to match the increased political need for supervision is problematic for elected authorities. In the case of the Eurozone countries, EMU has further complicated the matter, as it has removed monetary policy from the domestic landscape while leaving supervision of the financial system in national hands. This has meant that governments that had granted autonomy to their national central banks for one set of reasons (monetary policy), now have to decide what aspect of financial supervision they will leave in the hands of those autonomous institutions.  It is in this new struggle over the role of central banks that we see an explanation for the variation in national regulatory models. 

Central Banks and Regulatory Models

In financial systems characterized by an effective “guarantee of liquidity” from the central bank to the banking sector and by limited competition, there was little political need for active supervision of financial institutions as the risk of failure was slight and if it occurred, it was in the interests of other banks to bail it out in order to assure the cartel. In terms of the other functional areas of responsibility, states did traditionally have a limited role in ensuring the solvency of insurance companies, but securities markets, which other than in Britain were undeveloped, were essentially self-regulatory. However, as savings and capital markets were predominately bank-based, it was central banks that evolved as the most important financial regulator. As we have seen, however, this scenario has changed in the last decade, as in two of our countries, Britain and more recently Germany, governments have subordinated the regulatory powers of the national central bank to a new, politically accountable institution, while in the other three countries the central bank’s role in supervising the banking sector has been preserved, while other agencies have been left as the regulator’s of the securities and insurance markets. As Table 2 indicates, this regulatory divergence goes beyond just the five countries under consideration here, with several other states in Europe also moving to the single regulator model. Yet others have retained a three regulator model, maintaining the institutional separation along functional lines of banking, securities, and insurance (and, in the Italian case, competition (The Bank of Italy retains a key role in deciding upon appropriate levels of competition which has proven significant in so far as it has prevented any foreign takeovers of Italian banks).  

.
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Source: Davies 2004

In order to understand the significance of this new element of divergence in the models of financial regulation, it is first necessary to examine the theoretical arguments as to why regulatory structures should change. First, as an important component of “financial globalization”, a range of different financial institutions and the products they sell, have become increasingly blurred over time, for example; the rise in bancassurance, and the involvement of banks in securities trading and fund management. It is argued that a single regulator is better able to understand the total risk profile of a financial institution in these situations and so the functional separation of financial regulators has become a subject of increasing debate as to its efficiency and effectiveness (Davies 2004, Padoa Schioppa 2004).  Second, the objectives of financial regulation have changed to include concern over “conduct of business” and the protection of the interests of consumers. This again reflects the evolving structure of savings and investment markets as they have changed from a focus on bank deposits to other forms of investment such as investment funds, stocks and bonds. Such investments are by definition more high-risk and therefore it is argued that consumers must be protected when buying and selling such assets. 

In the absence of the creation of new regulatory agencies, central banks can become the de facto regulator because of their traditional prudential role. Yet this presents various risks. First, because the extra responsibilities take them away from their traditional area of expertise, there is a risk of regulatory overload. Secondly, because central banks generally extend a safety net of some description to depositors in a failed bank, there is a risk of increased “moral hazard” in terms of applying such a net to other types of institutions (Goodhart 2002).  Thirdly, the problem of allowing the central bank to become a “super-regulator” is compounded by the decisions of governments to grant these institutions statutory autonomy. This decision was primarily motivated by a concern to depoliticize monetary policy and thereby reduce inflationary expectations (Cukierman 1992).  However, the result is a major concentration of regulatory power and a consequent concern about their democratically accountability. In the mainland European cases, this has been further complicated by the fact that monetary policy responsibility was subsequently shifted to the European Central Bank. In this situation, the regulatory role has obviously become very significant for central banks (Davies 2004). 

The theoretical argument in favor of the first decision is that a single regulator allows for the most effective institutional response in terms of achieving economies of scale, resolving regulatory trade-offs between prudential regulation and conduct of business concerns and achieving clear political accountability (Briault 2002). However, there are also arguments in favor of an alternative, “Twin Peaks” option of two regulators. This alternative allows for a division in responsibility between two key objectives of supervision: the promotion of systemic stability and customer protection, (Goodhart 2002), 
 and preserves the benefits conferred by the expertise of central banks as prudential regulators in looking out for the stability of the financial system (Padoa-Schioppa 2004).  

These theoretical arguments have mostly been mustered in the debate over whether or not the EU should create a separate, EU-wide supervisory authority to match the centralization of monetary policy functions in the ECB (Padoa-Schioppa 2004). Yet there is little prospect that such a move could take place as long as the national regulatory models remain as divided as Table 2 suggests. Moreover, while the theoretical arguments focus our attention on the role of central banks, they do not help us explain that pattern of diversity. 

However, if we focus on our five cases, we find that one way to explain the divergent responses of the five governments to the new challenges posed by financial supervision has to do with the relative position of strength of the central bank in the current political scenario. In Britain, the New Labour government’s decision to create a new single regulatory agency to supervise the entire range of the financial services industry including banking, was greeted with major surprise because, although the party had committed itself in its manifesto to reform of the Securities and Investments Board, the decision to strip the Bank of England of its regulatory powers was completely unexpected.
  The decision was greeted by fury by the Governor of the Bank of England, who apparently considered resignation (Keegan 2003). Yet, the continued high-profile failures of the previous regulatory regime (including the pensions miss-selling scandal and the BCCI scandal) weakened the political capability of both the BdE and key private actors such as the banks and the insurance companies to argue against the case for the FSA. Indeed, it is significant to notice how muted the reaction of private actors was to the government’s decision. 

Given the high profile regulatory failures of the Bank in the past, it was unthinkable to consider placing it in charge of an expanded supervisory agency. Thus the decision was either to create a new single regulator or to follow a Twin Peaks model and create a new prudential regulator to oversee all financial institutions including the banks. In the end, the Treasury decided that the radical option was more appropriate because of the difficulties involved in separating prudential and conduct of business rules into separate organizations (Balls and O’Donnell 2002). And neither the Bank nor its traditional clients were in a position to block it. 

The result of the reforms was the creation of a major new state actor in the British financial sector with a wide range of powers and a loss of power and prestige for the Bank of England, traditionally a major actor with a long and historical role in the City of London. This change was more, however, than just a reshuffle of the regulatory apparatus but a strong statement from the government that the state was to play a central and determining role in financial regulation. As Moran points out, the FSA “has a radically different relationship with the central state from that enjoyed by the old institutions of City regulations and the Bank of England. The Treasury appoints its Board, it reports annually to the Treasury and the House of Commons, and is required to give evidence to the Treasury Select Committee” (Moran 2003).  Moreover, the creation of the new agency has gone hand in hand with a shift in regulatory objectives from an implicit focus on wholesale financial markets under the SIB regime to an explicit objective on protecting the interests of consumers and on retail markets in general.  In summary, the decision to create the FSA was an explicitly political one by the government with the clear objective of stating that financial regulation too important, both politically and economically, to be determined by either an independent Central Bank or any degree of self-regulation. 

On the other hand, if we turn to Germany, the rationale for, and path to, regulatory reform was somewhat different. This is not surprising given the different institutional configuration of both states and their contrasting financial systems which meant that a broader range of state and private actors had to be involved in the reform process than in Britain. Nonetheless, a key feature of the German government’s decision to design the new BaFin was that it had to overcome the opposition of the Bundesbank, which up to that point had been a key member of the “Frankfurt coalition”, identified as responsible for the earlier regulatory reforms of the early nineties, including the creation of the BaWe. (Luetz 1998, Coleman 1996).

For the Bundesbank, unlike the Bank of England, it was not a case of relinquishing responsibility for regulation but of seeking to increase it. During 1999 and 2000, it lobbied aggressively to increase its regulatory remit as it sought to find a new role following the ceding of monetary policy to the ECB.
 First, it argued that it should assume responsibility for all financial regulation, and then when the Finance ministry dismissed that suggestion, modified its proposed role to that of assuming responsibility for banking regulation by integrating the BaKred into the Bundesbank, in a manner analogous to the relationship between the Commission Bancaire and the Bank of France (Engelen 2001). The Lander governments and the public sector banks broadly supported the Bundesbank in this position. However, the other components of the Frankfurt coalition, in particular the private banks, supported the creation of a single regulatory authority and resisted any change in the Bundesbank’s role. They expressed particular concern that an increased role for the Bundesbank would entail greater Lander involvement in regulation and consequent negative consequences for the competitiveness of Germany as a financial center. 

In the end, however, what sealed the Bundesbank’s fate was the government’s last minute decision to side with those other members of the Frankfurt coalition, with Hans Eichel, the Finance minister creating a major surprise with his January 2001 announcement. What may well have tipped the scale finally was the fact that the decision on the new regulatory structure came to coincide with the government’s decision to move forward with a push toward private pensions in what would become the 2001 pension reform (and the introduction of the Riester Renten). Thus, according to one 2001 article put out by the Deutsche Bank, “The increased significance of private retirement provision going forward … is a major factor dictating the need for a change in supervisory structure." (Speyer, 2001)

The powers of BaFin are not as well defined as those of the FSA and regulatory responsibilities are still largely divided out between the previous regulators, although overarching regulatory units have been created. However, BaFin is a powerful new state actor at the center of the German regulatory debate and has already proved its regulatory muscle in issues such as the negotiation of the German position at the Basel 11 discussions, the decision to begin to implement risk appraisals of banks’ lending portfolios, and the delicate negotiations about the solvency ratios of German insurance companies. Jorgen Sanio as chairman has a high political profile and all the important private actors involved in German financial regulation appear to take it seriously (IMF 2003). As such, it marks a shift in the consensual approach to regulation that marked the interaction between the previous regulatory regime and the state. As with the FSA, the creation of BaFin has proven that German political authorities want a financial regulator that is powerful but also accountable to the democratic process. 

Yet, if the increased vulnerability of citizens to market events and of political authorities to supervisory failures has increased across the board, why then do we not see a similar set of decisions to replace the supervisory powers of the central banks with new, politically accountable regulators in the other three countries? This particularly striking as these countries too have seen their share of financial scandals that might be attributed to supervisory failures in recent years (Credit Lyonnais, Vivendi, and Banesto) 

 One explanation that we can postulate is that in all three of these countries, central banks were far better placed to defend their turf as a result of their central roles in acting as overseers of their country’s participation in EMU. This seems to be particularly true in the Spanish and Italian cases, where the central banks came to represent a great concentration of expertise over the previous decade, as both countries embarked on major efforts to meet the Maastricht convergence criteria. The statutory independence of these institutions too may be seen more in terms of autonomy from political corruption than as a lack of political accountability.   The French case is somewhat more difficult to explain.  Yet here too it can be argued that the central bank has played a rather particularly role. We turn to it in the next section.  

France

 It is only the securities markets that have seen significant institutional change among French regulatory institutions since the banking and stock exchange reforms of the eighties. First in 1996, the Conseil des Marches Financiers (CMF) was created to oversee the regulation of markets, partly as a response to the EU Investment Services Directive. The CMF was then merged with the COB in 2003 to create the Autorite des Marches Financiers (AMF). The AMF has the full powers of a securities regulator and has been given a legal personality distinct from the state, unlike France’s other administrative authorities (AMF 2003). The Banque de France still retains a significant role in banking regulation through its oversight of the Commission Bancaire.  

The most straightforward explanation is that of the particular role of the Bank of France among French economic and political institutions. Traditionally, the Bank had relatively little independence from the Treasury and was part of the statist structure of the French state (Hall 1986). However, with the adoption of the franc fort policy in the mid eighties the Bank became identified with France’s ambition to create a strong role in the future of European monetary and exchange rate policy through EMU. Once it obtained its independence in 1993, it continued to develop a reputation as a significant actor in European and global financial affairs. Following the handing over of its monetary policy responsibilities to the ECB, if it were also to relinquish its regulatory powers to a new regulator, the question, remains as to its exact role. 

For now, neither French political authorities nor private financial actors appear to consider that the functional separation of regulation is a serious constraint on their ability to pursue their wider interests. Only if that becomes the case, and the French government agrees with that appraisal, is the situation likely to change.

Italy
                                                             

A determining characteristic of Italian financial regulation has been its relative stability. 

The first significant legislative change was the Consolidated Banking Law of 1993 which gave the Bank of Italy extended powers following EU directives of prudential supervision of investment firms and investment firms. This was followed by the 1998 Consolidated Law on Finance which both strengthened securities regulation and transferred specific responsibility for conduct of business from the Bank of Italy to Consob.
 (The significance of the change in securities regulation is measured by the change in the La Porta et al index of Minority Shareholder Protection (based on 1994 legislation) which increased from 1 to 5 out of 6 (Aganin and Volpin 2003)). 

The Bank of Italy, like the Bank of France, also enjoys a very particular role in Italian politics due to both its credibility as a state institution and its critical role in arguing the case for the economic changes that led to major reforms in the mid nineties and Italian qualification for EMU.  However, it can be argued that its role went even further than that of the Bank of France in so far as former Governors and senior officials such as Ciampi and Dini were appointed Prime Minister to oversee those changes and to give them credibility both domestically and internationally (Sbragia 2001).

The change in Italian financial regulation has in institutional terms been comparatively small. The powers of the securities regulator Consob have been increased but the Bank of Italy has retained control of the prudential regulation of both the banks and the securities firms. However, there is increasing evidence of a split in the view of state actors as to the future institutional design of the regulatory system. The catalyst has been the Parmalat affair, a major regulatory failure where there was a dramatic implosion in the balance sheet of one of Italy’s most successful companies and some 85,000 Italians saw the value of their Parmalat bonds fall dramatically in value. For the Bank of Italy, the failure was particularly embarrassing as it was the regulatory authority with the responsibility for overseeing bond issuance. In the immediate aftermath of the scandal coming to light, finance minister Tremonti proposed the dramatic step of creating a “ super authority” that would replace Consob and take certain regulatory powers, including that of monitoring competition, away from the Bank of Italy (Financial Times 2004). While such a proposal would still leave the Bank with prudential responsibility for the banking system, the Governor of the Bank has fiercely opposed it. A particular point of contention is the proposal to limit the Governor’s term to a specific time period as opposed to its current unlimited span. While the dispute remains unresolved and finance minister Tremonti has subsequently resigned, there are some distinct parallels with the discussions about the creation of BaFin and the role of the Bundesbank in financial regulation. 

However, the issue of the 85,000 Italians who lost their investment in the Parmalat corporate bonds made the issue more than one just of concern over prudential regulation. The same dilemma that confronted New Labor in Britain and Eichel in Germany became a reality when an elected government must allow an independent central bank  responsibility for regulating a vital segment of the economy. However, what is apparent is that the interests of both state and private actors in Italian financial regulation are now more diverse than they were a decade ago. The interests of the Bank of Italy and the Treasury appeared to have diverged as financial regulation must take account of a broader range of interests than just those of prudential regulation and financial stability. 

.

Conclusion

In this paper we have argued that, to a significant extent, the variation across our five European cases in the patterns of financial re-regulation over the last three decades has been a function of the way in which different postwar financial systems relate to the politics of macro-economic policy. In the 1970s and 80s, it was those states that had developed systems of credit regulation that tended to subsume the instruments of monetary that were first to engage in major changes in their modes of financial regulation. We have suggested that this was not just because of the technical obstacles that these particular forms of postwar regulation posed in the face of increased capital mobility. But also, and perhaps more centrally, because those systems tended to politicize attempts to control inflation, injecting state authorities into tough allocative choices and raising the political costs of disinflation. Regulatory regimes that did not have this particular characteristic, whether market oriented or state dominated, experienced a lesser degree of change. In the 1990s by contrast, regulatory reform has centered on the intensification of state supervision of governance and conduct of business in the financial sector. This we attribute to changes in the composition of domestic savings markets that were encouraged by fiscally driven government policies encouraging greater long-term savings by citizens. The unintended effect of these policies has been to increase the political costs to elected authorities of supervisory failure and hence the political salience of financial regulation. Nonetheless, as in the first period of regulatory change, we see path dependence in the manner in which states have sought to address these challenges. Those states where central banks had been played a role of leadership in the last decade of regulatory reform and macro-economic adjustment have preserved the supervisory role of that institution, whereas in Germany and Britain the central bank has largely been stripped of its supervisory role through the creation of new regulatory institutions.  This divergence in institutional responses presents a significant obstacle in the way of the creation  of a EU-level structure of financial regulation. 

Our attention to the role of macro-economic choices and to the political calculations of elected elites has important implications for our understanding of the process of financial regulation. To the extent that these factors play a role in any process of reform, they may work in a different direction than a process driven by the efficiency-oriented dynamics postulated in market-driven views of reform. Regulatory solutions that limit the political exposure of elected elites may trump those that represent “best practice” from the standpoint of efficient capital markets. On the other hand, we note that the liberalizing and market-oriented reforms of the 1980s have, to some extent, had unintended consequences for political elites. Our analysis suggests that we need to pay a great deal of attention to the way in which financial systems that expose a wider share of the electorate to market events raises questions of political accountability, and how this in turn affects the regulatory choices of governments. 

� Not surprisingly, in all four of the bank based countries, capital markets retained a very narrow character as corporate finance was dominated by bank credit, although this had not always been the case. The French stock market, for instance, had played quite an important role in the 1920s, yet was decimated by the state-implemented policy of cheap credit after WWII. The standard regulatory framework in all four countries was one that distinguished between jobbers and brokers (market agents and market makers), though the latter were typically dominated by the large commercial banks. This framework, which limited the character of competition in the markets, was also the one that dominated British capital markets, the only ones that played an important role in postwar corporate finance… 


…


� .: in Germany via the 1948 currency reform, described by one historian as so harsh that “it could hardly have been possible outside of a military regime (Moeller, 1976: 437); in Italy, via a ruthless dose of credit controls imposed by the de Gasperi government after the expulsion of the Left in 1947, and by the so-called Enaudi line, which included allocating a large portion of Marshall Plan funding to build up the central bank’s reserves ((Mammarella 1966: 130-32; Foa, 1949).


� In the late seventies, the French government, for example, came just as close to meeting its monetary targets as the German Bundesbank (OECD 1983; 1984: 30).


� The one change that should be noted was the Bank of Italy’s official “divorce” from the Treasury, or rather the elimination of its legal obligation to monetize Treasury short-falls, in 1981. The divorce itself, which occurred just as Italy began to run significant budget deficits, bespeaks the Bank of Italy’s position of influence in Italian policy-making. See Battilossi (2001) 








�Lawson and Sampson, in separate accounts, both describe how “shareholder capitalism” was not a predetermined policy objective of the Thatcher government but as “happening by accident” when Kleinworts, the merchant bank handling the sale, realized that the size of the sale was beyond the scope of the financial institutions and “that it must invite the public to buy shares directly” (Sampson 2004, Lawson 1991)


  


� Accurate data on the exact magnitudes involved are difficult to obtain and the extent to which stocks are held for a sustained period is also difficult to gauge, but in Britain it is estimated that the number of households owning stocks doubled in the mid eighties following the British Telecom and British Gas sales (Institute of Fiscal Studies 2000).  In France, individual share ownership tripled between 1986 and 1988 during the first wave of privatization and by a further 25% during the second (1993-95) (Schmidt 1996). The third wave of privatization undertaken by the Jospin government sold off more than all previous sales put together including a large stake in France Telecom (Clift 2004). At the end of this process in 2000, according to Davies, approximately 37% of French households owned stock (Davies 2003). It should of course be emphasized that other factors were important in explaining the increase in households’ ownership of equities other than privatization and that 2000 marked a peak in stock markets valuation, since when the attraction of equity ownership has diminished.


In the German case, some 1.9 million private investors purchased shares in the first sale of Deutsche Telekom in 1996, of which an estimated 650,000 investors were first-time buyers (Deutsche Telekom �HYPERLINK "http://www.telekom3.de/de-p/1-t-/5-bo/star/boersengaenge-artikel-ar"��www.telekom3.de/de-p/1-t-/5-bo/star/boersengaenge-artikel-ar� June 10 2004).  Further stakes in the company were sold in June 1999 and June 2000 with private investors again aggressively buying stock, acquiring 54% and 70% of the respective issues. The second German mass privatization took place in November 2000 with the partial sale of Deutsche Post where again private investors were sizable participants as they were in the latest Deutsche Postbank sale.


In Italy, while there is not available data on the public take-up of the privatization stocks, it can be safely assumed that it was sizable. First, the scale of the effect of privatization on the Italian stock markets was very large given that two thirds of the increase in the market capitalization during the nineties (which increased from 18% of GDP to 65% of GDP) was due to the new listings of privatized stocks (Italian Treasury). In terms of the increase in share ownership, the Bank of Italy estimates that the percentage of direct stock ownership increased from about 10% of household assets to over 20% between 1995 and 2002 (Bank of Italy: 01/27/04), with Davies estimating a figure of 26% (Davies 2003). Given that it is likely that Italian households hold a high percentage of domestic stocks, it is safe to assume that there was also a major privatization effect in Italy.








� “Twin Peaks” was first adopted by the Australian government in 1996, and Goodhart describes it as a very rough approximation of regulation in the United States, with the Federal Reserve concerned with systemic stability and the SEC with customer protection (Goodhart 2002).


� The Economist described the change as “astonishing and “a dramatic new plan for financial regulation”.  The Economist 05/24/1997: 15..


�


 One former senior Bank of England official commented on the irony of the Bundesbank’s interest in regulation, commenting that they had frequently expressed the view to the Bank in bilateral meetings in the eighties and early nineties of the dangers of a Central Bank combining responsibility for monetary policy and prudential regulation. (Interview: London, 05/17/04).
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