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Abstract 

This doctoral thesis engages the political economy of central banking and central bank 

independence (short: CBI) by challenging and qualifying prevalent pre-crisis and post-crisis 

accounts of CBI as well as existing explanations of the policy-making of major central banks. 

Central banks have emerged from the economic and financial crises of the late-2000s as one 

of the key actors in the macroeconomy of advanced political economies. Understanding their 

actions and motivations, as well as the evolving relationship and communication between 

central banks and their variegated stakeholders, has thus become a more relevant feat than 

hardly ever before. The thesis consists of a set of three essays, employing a mixed-methods 

strategy which combines quantitative text analysis (in the first essay) with élite interviews (in 

the second and third essays) as well as qualitative document analyses (in all three essays). 

The first of the three essays revisits the Eurozone's unparalleled monetary-fiscal 'divorce' in 

light of an equally unparalleled involvement of the ECB in fiscal policy issues throughout the 

crisis. It argues that a situation best characterized as 'financial dominance' can help explain 

this puzzling observation, drawing our attention to the ECB's concerns about bearing 

financial risks on its balance sheet and its desire for fiscal solutions to alleviate these 

concerns. The second and third essays, in turn, pick up on and dig deeper into this apparent 

risk aversion on behalf of central banks in the context of unconventional monetary policy, 

probing into the understudied and perplexing political economy of central bank capital and 

concerns for central bank solvency. While the thesis as a whole is focused on the case of the 

Eurozone, it also leverages pertinent comparisons with other advanced political economies, 

notably the United Kingdom and Japan. 
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Central banks must feel like they have stepped through a mirror,1 and who can blame them? 

They used to struggle to bring inflation down or keep it under control; now they toil to push it 

up. They used to fear wage increases; now they urge them on. They used to dread fiscal 

expansion; now they sometimes invoke it. (...) What is going on in this topsy-turvy world?   

– Claudio Borio, OMFIF, London, 22 September 2017 

 

 

1 – Introduction 

Even though 'What is going on in this topsy-turvy world?' does not exactly qualify as a 

research question for the purpose of my introduction, this thesis very much shares the above 

sentiment expressed by the Head of the Monetary and Economic Department of the Bank for 

International Settlements, colloquially also referred to as 'the central bank of central banks'. 

While the causes and consequences of the global financial crisis (GFC) and the ensuing Great 

Recession – triggered by the failure of Lehman Brothers Holdings Inc. in September 2008 – 

have been subject to controversial debates and conflicting interpretations,2 there is little doubt 

that both have proved capable of stress-testing the very foundations of central banking. 

Figures 1 and 2 below illustrate this stress test and the shift from conventional (i.e. interest 

rate-setting) to 'unconventional' (i.e. balance-sheet) monetary policy which it has entailed. 

 

 
1 Borio's (2017) reference to Lewis Caroll's 1871 classic Through the Looking Glass is in good 

company with a longer list of scholars who draw upon Alice's adventures to illustrate the absorbing 

world of central banking and central bank indepedence (and that of the Eurozone and the European 

Central Bank in particular). See Gretschmann's (1991) 'Malice in Blunderland' and especially Buiter's 

(1999) and Issing's (1999) notorious exchange at the outset of the Eurosystem ('Alice in Euroland' vs. 

'Willem in Euroland') as well as an earlier version of Mabbett and Schelkle's (2019) recent article on 

central bank independence which had fittingly invoked 'The Smile of the Cheshire Cat'. 

2 For a comprehensive – yet ultimately inconclusive – overview and discussion of no less than 21 

books on the subject, see Lo (2012). 



12 

 

 

Figure 1: Policy rates of major central banks, 1999-2019 (percent, monthly) 

Source: Own illustration based on Bank for International Settlements Statistics Warehouse 

 

Figure 1 charts the main policy rates of four major central banks – the European Central 

Bank, the US Federal Reserve, the Bank of England, and the Bank of Japan –, demonstrating 

how all four moved to cut rates towards zero in late-2008 and early-2009 (or, rather, how the 

first three joined the BOJ which had already had near-zero rates since around the mid-1990s).  

Figure 2, in turn, shows how all four central banks' balance sheets expanded in light of 

reaching this so-called zero-lower bound (ZLB) on policy rates, which prompted monetary 

authorities to engage in large-scale bond-buying (also known as quantitative easing, or QE) 

so as to affect not only short-term but also long-term interest rates. Indeed, when choosing 

2008 as the base year, balance sheets expanded dramatically in the decade that followed, 

namely by as much as 350% in the case of the ECB, some 440% for the Bank of England, 

and up to 500% for the US Federal Reserve and the Bank of Japan, respectively. 
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Figure 2: Total assets of major central banks, 1999-2019 (percent, monthly, 2008 = 100) 

Source: Own illustration based on Federal Reserve Economic Data (FRED) 

(Note: US Fed data available from 01-2003; BoE data available from 05-2006 to 09-2014) 

 

While far-reaching central bank interventions and continuous experimentation were required 

to alleviate systemic financial instability and mounting deflationary pressures after the crises, 

central banks' legal statutes have, somewhat paradoxically, remained broadly unchanged. 

Yet, this apparent continuity in de iure institutional arrangements is hardly reflective of 

substantive debates and extensive reinterpretations of central banks' de facto roles and 

political independence. With monetary authorities having emerged as one of the key policy-

making institutions in advanced political economies across the globe, understanding central 

bankers' de facto actions and motivations – as well as their evolving relationship and 

communication with various stakeholders – has therefore become a more pressing feat than 

hardly ever before, and can be instructive even beyond the realm of monetary policy-making.  
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Against this backdrop, this doctoral thesis will revolve around the following focal questions: 

What happens to an agent's independence when its powers, objectives, and instruments 

change in times of stress? How, in particular, is central bank independence (CBI) affected 

when a central bank's main task becomes financial stability on top of mere price stability, and 

when its various stakeholders become ever-more attentive to the intended and unintended 

consequences of unconventional monetary policy? How is CBI reconcilable with an 

increased need for monetary-fiscal coordination in moments of crisis, despite conventionally 

being perceived as a strict separation between monetary and fiscal policy? How have 

monetary authorities resolved these coordination issues with their respective fiscal principals? 

And when and why have they done so in very different ways? 

 

I will tackle these vexing questions against the backdrop of the crises of the 2000s and 2010s, 

thereby seeking to challenge and qualify prevalent pre-crisis and post-crisis accounts of CBI 

as well as existing explanations of the monetary policy-making of independent central banks. 

In this vein, this introductory chapter first traces and reviews extant debates in the literature – 

namely successive generations of CBI scholarship in general, and accounts of the Eurozone's 

monetary-fiscal divorce in particular – and then introduces the three essays that make up this 

thesis with a view to their motivating puzzles, core arguments, and methodological strategies. 

 

1.1 – The political economy of central banking 

The academic literature on central banking and central bank independence is vast and has 

come to span an array of disciplines in the economic and social sciences over the years. 

Indeed, central bank independence has often been portrayed as an academic brainchild itself, 

epitomizing the triumph of the rational expectations revolution over the then-prevailing 

Keynesian paradigm's failure to account for the vagaries of stagflation in the 1970s and 1980s 
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(Carlin & Soskice 2015: chapters 3 & 4; cf. McNamara 2002; Forder 2005). In the following, 

my aim should thus not so much be to try and recapitulate this literature in its entirety, not 

least since the three essays of this thesis are conceived as stand-alone papers and thus contain 

their own reviews of the relevant literature and its respective limitations. Instead, the 

objective is to identify common conceptions and underlying assumptions in established 

political economy accounts of central banking, which my thesis seeks to challenge and 

ultimately contribute to. In a nutshell, even though we have become accustomed to it across 

the globe, central bank independence is, after all, a relatively recent phenomenon which has 

manifested itself in various shades and different dimensions, not few of which have been 

increasingly called into question since the fallout from the global financial crisis and the 

protracted Eurozone crisis. 

  

1.1.1 – Defining and assessing central bank independence 

To begin with, I should try and provide a definition of central bank independence, or CBI. 

Most conceptualizations of CBI acknowledge that 'independence' can mean different things 

and come in a variety of shapes and forms. One of the most common and meaningful 

conceptualizations has been to think of CBI as encompassing goal independence (freedom to 

choose the objectives of monetary policy) and/or instrument independence (freedom to 

choose the tools of monetary policy) (Debelle & Fischer 1994; De Grauwe 2018: chapter 9; 

Orphanides 2018). Goal independence is relatively rare and can be further subdivided into 

'ultimate' goal independence (freedom to set the ultimate objectives of monetary policy) and 

'operational' goal or target independence (freedom to set the operational targets of monetary 

policy) (Buiter 2006: 41; Schonhardt-Bailey 2013: 19-20). In turn, instrument independence, 

frequently also referred to as operational or economic independence, is commonly seen as the 
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norm for central banks. However, it encompasses a number of different dimensions itself, 

some of which may be thought of as discrete (or binary) variables, others as continuous ones. 

 

Amongst these sub-dimensions of instrument/operational independence, we may define: 

institutional (or political) independence (i.e. not to seek or take instructions from other 

institutions or bodies); personal independence (i.e. security of tenure through fixed terms of 

office in combination with high legal hurdles for dismissal); and, lastly, financial 

independence (i.e. budgetary autonomy, specific arrangements for the distribution of profits 

and losses, as well as 'a secure capital base') (Buiter 2006: 43). The latter, financial CBI, 

stands out as perhaps the least legally developed and harmonized dimension of independence 

(Stella 2005; de Lhoneux 2005; Cukierman 2008: 734-735), and it arguably remains among 

the least appreciated to date. Both its relevance, and our lack of appreciation, forcefully came 

to the fore during the crisis (Reis 2013a; Posen 2017), revealing ample scope for (re)interpre-

tation. Indeed, a substantial part of this thesis is motivated by the puzzling and understudied 

notion of central banks' financial independence post-crisis, as revealed through my essays. 

 

Part of our lack of understanding of the causes and consequences of different dimensions of 

central bank independence might stem from a tendency to aggregate these dimensions into 

quantified, global indeces (Grilli et al. 1991; Cukierman et al. 1992; Eijffinger & Schaling 

1993; Jacome & Vazquez 2008; Dincer & Eichengreen 2014; Garriga 2016; Romelli 2018). 

Various studies, however, suggest that different dimensions of CBI may affect policy 

outcomes to different degrees and in different ways. Jacome (2001) and Balls et al. (2018), 

for instance, decompose common indices of CBI and conclude that economic independence 

tends to be correlated with the achievement of policy goals, but not political independence 

(cf. Banaian et al. 1995; 1998). This is not to mention more long-standing debates and doubts 
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about whether CBI should be considered the cause of monetary policy outcomes and, above 

all, of price stability (Posen 1993; 1995; Mas 1995; Campillo & Miron 1997; Oatley 1999).  

 

What is more, aggregated indeces of CBI usually capture independence arrangements 

codified in central bank statutes and mandates – i.e. they are typically limited to de iure CBI. 

As a result, these have found little to no relevant change in CBI post-crisis (Romelli 2018). 

By implication, such measures rely on assumptions and interpretations of the strength of legal 

arrangements which are subject to the researchers who code them (de Haan et al. 2008: 718) 

and which have been found to produce conflicting interpretations or erroneous measurements 

(Eijffinger & Schaling 1992; Brumm 2000; 2002). In turn, studies that do aim to incorporate 

de facto criteria into quantitative indices are usually limited to a single measure of CBI, 

namely that of turnover rates for central bank governors (Cukierman & Webb 1995; Keefer & 

Stasavage 2003; Crowe & Meade 2007; 2008), which has entailed problems of endogeneity 

(Dreher et al. 2008; Vuletin & Zhu 2011). Another set of economic studies of de facto CBI 

relies on survey-based methods (Fry et al. 1996; Blinder 2000), although these have been 

questioned on the basis of limited coverage and comparability (Garriga 2016: 852).3 

 

Yet, the importance of examining de facto CBI, even if empirically seemingly more 

challenging, can hardly be overstated. This is exemplified not least by two eminent cases in 

the political economy of central banking: the Volcker Federal Reserve and the Bundesbank. 

The former is – to this very day (see e.g. Barro 2019) – credited with enhancing the US Fed's 

independence by means of a steep rise in interest rates to curb runaway inflation in the face of 

 
3 Siklos (2008: 802-804) provides a more compreshensive index but stresses that 'no single definition 

of central bank independence is right for all countries', while observing that debates around de facto 

vs. de iure CBI bear a close resemblance to those around 'actual' vs. 'declared' exchange rate regimes 

(Reinhart & Rogoff 2004; Levy-Yeyati & Sturzenegger 2005). On the latter, see also Broz (2002). 
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sweeping popular protest (known as the Volcker shock). Even though Volcker's presidency 

was preceded by the Federal Banking Agency Audit Act of 1978 – which exempted monetary 

policy from key accountability provisions (Labonte 2017) –, it is widely acknowledged that 

the Fed's enhanced independence ultimately stemmed from political agreement over the 

desirability of monetary policy autonomy (Bernanke 2010), while formally the central bank 

continues to be beholden to the US Congress (Binder & Spindel 2017; Broz & Clark 2018).4   

 

Similarly, even though the post-war German Bundesbank is habitually characterized as the 

archetypal independent central bank (and indeed as the blueprint for the supranational ECB), 

it actually enjoys decidedly less statutory independence than is often assumed (Sturm 1995). 

In fact, its independence is unmentioned in Germany's constitution (Grundgesetz/Basic Law) 

and the legislation through which it is governed (Bundesbankgesetz/Law of the Bundesbank) 

does not enjoy constitutional protection in the form of changes being subject to an absolute 

veto by the upper house (Bundesrat) (ibid.: 28-29). Thus, the central bank's independence 

could in principle be amended by means of a simple majority in the lower house (Bundestag). 

Much rather, the Bundesbank's de facto CBI has, similar to that of the Fed, been located in 

the political system and partisan dynamics of the German Federal Republic (Lohmann 1998) 

and it continues to rest on a specific popular view of interwar monetary history (Mee 2019). 

Hence, a relevant preliminary conclusion of this concise literature review is that de facto 

interpretations of CBI are vital and – ultimately – grounded in the politics of central banking. 

In the following, I shall therefore focus my attention on the literature dealing with the 

political sources, and limits, of CBI. 

 

 
4 Note that accountability structures and practices are frequently seen as closely intertwined with CBI. 

While the essays in this thesis are not directly concerned with accountability issues, I have reflected 

on these elsewhere. See Collignon & Diessner (2016), Diessner (2018a), Jourdan & Diessner (2019). 
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1.1.2 – The politics of central bank independence 

Moving on from definitions of CBI ('what') to motivations for delegating monetary policy to 

an independent central bank ('why'), any student of central banking will sooner rather than 

later notice the pervasive influence of the time inconsistency literature on the field. Indeed, 

hardly an article on the subject starts without referencing the seminal works of Kydland and 

Prescott (1977) and Barro and Gordon (1983) – as does the first essay of this thesis, in fact – 

who demonstrated that elected policy-makers cannot credibly commit to stable low inflation. 

The proposed solution to this problem of time inconsistency has been to divorce monetary 

from fiscal policy-making – i.e. to depoliticise the conduct of monetary policy by delegating 

it to an independent authority – and to advocate for CBI as the principal institutional means 

through which to achieve price and overall macroeconomic stability (cf. Wren-Lewis 2013). 

A corollary of this line of reasoning is that fiscal policy-making is seen as constantly at risk 

of spilling over into, and ultimately dominating, the inflation-fighting efforts of independent 

central banks, rendering a separation of the two indispensable (Goodfriend & King 1997; 

Artis & Winkler 1998; Bini Smaghi 2007; Leeper 2010; cf. Schelkle & Hassel 2012: 19) – a 

proposition that can be traced all the way back to at least David Ricardo (1871[1824]).5  

Another key corollary is that CBI is frequently seen as incompatible with extensive levels of 

cooperation and coordination between monetary and fiscal authorities, even though this might 

become necessary in periods of stress (Walsh 2011; Blinder 2012; Meltzer 2014; Sims 2016).  

 

Consequently, much of the literature on CBI has been preoccupied with questions of how to 

design and instate an effective separation of monetary policy from other government policies. 

According to Pierre Siklos (2008: 804, emphasis added), in a 2008 special issue of the 

 
5 One may also characterize this school of thought as theorizing independence as 'negative freedom', 

i.e. freedom from government interference. I thank Waltraud Schelkle for alerting me to this. 
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European Journal of Political Economy, which grappled with the straightforward question 

'Does Central Bank Independence Still Matter?' (de Haan et al. 2008): 

  

'most importantly, the literature on CBI has tended to focus on the narrow aspects of the 

freedom given to the central bank to deliver monetary policy without political 

interference, and less on the (...) mechanisms that can protect the central bank from 

governments infringing on its autonomy'. 

 

Yet, while this may hold true for the economics literature on CBI, it applies relatively less to 

political science and political economy accounts of independent monetary policy-making. As 

Mabbett and Schelkle (2019) note, a '"second generation" of research into CBI (...) looks for 

endogenous factors that can explain how interference by governments is prevented', namely 

by 'locating the basis of independence in the properties of the political system' as well as by 

assessing the 'strategies available to central banks themselves' (2019: 5, 20). Among the 

latter, pertinent resources leveraged by central bankers may include 'expertise', 'networks', 

and 'key audiences' (ibid.; Goodhart 2015; Johnson 2016; Lohmann 2003). Notably, however, 

this second generation appears to share the same underlying conception of independent 

central banking found in the economics literature – that is, an understanding of CBI as 

protection from government interference – and merely aims to explain differently how it may 

be brought about (namely, not by emphasizing the design of CBI itself, but by analysing how 

autonomous central bankers navigate their respective institutional and political environment).  

 

Interestingly, a congruent literature in political science and political theory conceptualizes 

many of the same phenomena – i.e., delegation of policy autonomy to agents and trustees – 

but has tended to rely on the opposite underlying assumptions when it comes to independent 

central banks. Instead of departing from the preconception of governments (i.e., principals) 
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seeking to interfere with the sound conduct of monetary policy-making, studies in this mould 

are more concerned with central banks (agents) shirking from their assigned responsibilities. 

In this vein, political scientists have recently come to pay increased attention to central 

bankers' latent ideas, preferences and motivations (Adolph 2013; Fernandez-Albertos 2015; 

Lombardi & Moschella 2016; Schulz 2017; Van Esch & de Jong 2019). This has entailed 

propositions of monetary authorities engaging in discretion-seeking and power-maximization 

(Conti-Brown 2016; Conceição-Heldt & Müller 2017; Dietsch et al. 2018), thereby ultimately 

giving rise to the spectre of central banks becoming 'overmighty citizens' (Tucker 2018).6 

 

In a way, many of these issues and contentions hark back to what is perhaps one of the most 

prominent debates among students of independent central banking – fuelled not least by the 

aforementioned time inconsistency school – namely that of 'rules versus discretion', i.e. the 

question whether monetary policy should best be conducted according to some predetermined 

monetary rule or whether it should be left entirely to the discretion of macroeconomic policy-

makers (Simons 1936; Friedman 1968; Kydland & Prescott 1977; Barro & Gordon 1983; 

Blanchard & Fischer 1989; Laidler 1991; Taylor 1993; McCallum 1997; Stokey 2003). 

Unsurprisingly, perhaps, the truth is most likely to be found between these stylized extremes. 

As has become increasingly evident, a key problem with this stark a distinction is that 

monetary policy-makers themselves hardly ever profess to think along these lines in practice 

(King 1997: 85; Greenspan 1997; Blinder 1998) including, most probably, not even Paul 

Volcker himself (see, e.g., The Economist 1991). 

 

 
6 For a deeper investigation into the constitutional and political-theoretical problématique of 

independent central banking, see Lokdam (forthcoming). 
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Instead, more accurate depictions of independent central banking in practice have 

demonstrated that policy-makers are prone to exhibit 'rule-like behaviour' (Issing et al. 2005: 

75-76, emphasis added), which is more akin to a framework of 'constrained discretion' 

(Bernanke & Mishkin 1997), thereby allowing for 'flexible commitment' on behalf of 

monetary authorities (Lohmann 1992; 2003; cf. Arestis & Mihailov 2009). This captures 

more succinctly not only the fact that central bankers typically have discretion over the tools 

of monetary policy, while being bound by the ultimate goals specified in their mandates, as 

discussed above. It is also more reflective of the trade-offs inherent in monetary policy 

decision-making (Stiglitz 1998; Bernhard et al. 2002; Kirshner 2003), which give rise to 

processes of extensive deliberation and persuasion within monetary policy committees 

(Schonhardt-Bailey 2013). In Lohmann's (2003) insightful account, for instance, central 

banks can make credible commitments all the while retaining a degree of policy flexibility by 

means of establishing and cultivating ties with key audiences.7 Importantly, however, those 

key audiences are more often than not assumed to comprise 'the markets', rather than 'the 

people', despite growing evidence that the latter have become increasingly attentive to central 

bankers' actions in the aftermath of the crisis – and vice versa (Braun 2016). 

 

At a more general level, the rules versus discretion controversy maps – albeit imperfectly – 

onto long-standing theoretical debates in the social and political sciences that may broadly be 

synthesized under the headline of structure versus agency. Without wading too deeply into 

such contentious debates, I posit that, once again, the accounts which have proved most 

promising in terms of analytical leverage have tended to be those aiming for a fruitful middle 

ground between the outermost extremes. This is exemplified, amongst others, by a growing 

 
7 In the terminology of Schmidt's (2008; 2013; 2014) discursive institutionalism, Schonhardt-Bailey's 

(2013) and Lohmann's (2003) propositions could be seen as congruent with those of a 'coordinating' 

and a 'communicative' discourse, respectively. 
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literature which has sought to leverage the insights of both actor-centred institutionalist and 

constructivist political economy approaches (e.g., Hay & Rosamond 2002; Blyth 2002; 

Parsons 2002; Jabko 2006; 2019; Woll & Jacquot 2010; Saurugger 2013; 2016; Carstensen & 

Schmidt 2016; Diessner 2017; Matthijs & Blyth 2018; Zeitlin & Vanhercke 2018; Schulz 

2019; Ban & Patenaude 2019).8 In the realm of central banking, for instance, McNamara 

(2002: 48) has prominently argued that CBI constitutes a 'rational fiction' which actors seek 

to instate and uphold not only for narrow functional reasons, but also due to its 'important 

symbolic properties', whereas Matthijs and Blyth (2018) demonstrate how macro-economic 

policy-makers can come to find it 'rational to learn the wrong lessons'. The three essays of 

this thesis are situated within this broader debate, as introduced in section 1.3 and as 

developed further in its application to the case of the Eurozone's ideational consensus below.  

 

In sum, this section has sought to identify several common conceptions and underlying 

assumptions in extant political economy scholarship on central banking and central bank 

independence which my thesis aims to challenge and ultimately contribute to. These are: 

(1) First, a conception of central bank independence as protection from outside interference – 

and, in particular, protection from interference or even dominance by fiscal policy-makers. 

(2) Second, and following on from the first, an underlying assumption of CBI as foreclosing 

meaningful coordination and outright cooperation among monetary and fiscal policy-makers. 

(3) Third, an underdeveloped and/or mostly implicit understanding and conceptualisation of a 

central bank's financial independence, i.e. its financial relationship with its fiscal principals. 

 
8 See Saurugger and Thatcher (2019) for a recent special issue discussing 'strategic constructivism', 

broadly defined as 'a specifically actor-centred perspective, insisting that although actors are 

embedded in cognitive frames they are equally able to develop a strategy that will help them to 

achieve their goal[s] (...) From this perspective, cognitive frames do not solely constitute the 

environment in which actors are embedded (a constitutive logic), but are also tools, consciously used 

by these same actors to attain their goals' (2019: 468). 
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(4) Fourth, an assumption that CBI (and indeed delegation to independent agents in general) 

entails discretion-seeking and power-maximization on behalf of the central bank (the agent). 

(5) And finally, a conception of central banks' core audience and most important constituency 

as monetary policy experts, especially market participants and other expert observers. 

 

My essays tackle these conventions one-by-one within a broad, actor-centred framework of 

strategic constructivism, which manifests itself as constrained discretion in so far as central 

bankers seek to navigate their institutional and political-economic environments in order to 

obtain a degree of flexible commitment vis-à-vis their variegated audiences. In particular: 

The first essay challenges the first convention (1) by emphasizing the structural pressures 

brought about by central banks' newly-acquired financial stability roles throughout the crises. 

The second essay tackles the second, third and fourth conventions (2, 3 and 4) by tracing 

interpretations of CBI in the face of growing risks accumulated on three major central banks' 

balance sheets. The final essay engages the third and especially the last convention (3 and 5) 

by leveraging a strategic-constructivist framework in which central bankers make recourse to 

the public's perceptions so as to balance monetary policy effectiveness with concern for their 

institutional legitimacy. A more detailed synopsis of all three essays is provided below, after 

introducing the peculiar empirical case of the Eurozone and its crisis, which this thesis 

revolves around. 

 

1.2 – The case of the Eurozone: Europe's macroeconomic policy consensus and an 

'unprecedented' monetary-fiscal divorce9 

Why 15 member states of the then European Community came to officially agree on the 

adoption of a single currency in Maastricht in February 1992 is subject to debate to this day. 

 
9 Parts of this section have been published in Diessner (2017) which provides a more detailed review 

and discussion of EMU's prevalent policy consensus and how it fared throughout the Eurozone crisis. 
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Notable justifications range from functional-economic pressures in the face of increased 

capital mobility (Padoa-Schioppa et al. 1987; Eichengreen & Frieden 1998; Moravcsik 1998; 

Iversen et al. 2016), to the global hegemony of monetarism and neo-liberalism (Moss 2004), 

to some combination of both (McNamara 1998; 1999). Others stress reasons beyond the 

economic realm, such as geo-strategic considerations of tying a recently reunified Germany 

to the West (Katzenstein 1997; Szász 1999; Marsh 2011; Jones 2013; De Grauwe 2013a). 

Interestingly, however, there is markedly less dispute about what facilitated this agreement, 

compared to earlier attempts at establishing an Economic and Monetary Union in Europe. In 

short, monetary integration is seen to have been founded on a conspicuous policy consensus 

which scholars have come to refer to as a paradigm of 'sound' money and public finances 

(Dyson & Featherstone 1999; Sadeh & Verdun 2009) or the 'Brussels-Frankfurt consensus' 

(De Grauwe 2006: 724-727; Schelkle 2013: 41; Jones 2013). From the outset, central bankers 

have been pivotal in shaping this consensus, as they formed part of – and in many cases 

spearheaded – the 'epistemic communities' of policy experts who guided and lobbied for the 

introduction of the euro or who were even directly tasked with the institutional design of the 

monetary union, such as the Committee of Governors, the Committee for the Study of 

Economic and Monetary Union (the 'Delors Committee'), and the Association for Monetary 

Union in Europe (Verdun 1999; Collignon & Schwarzer 2003; James 2012; Jones 2019). 

 

In this reading of EMU, the run-up to the single currency was characterized by a convergence 

in beliefs about the virtues of price stability and central bank independence among two camps 

of scholars and policy-makers which had been loosely labelled as 'monetarists' and 

'economists' since at least the 1970s (Tsoukalis 1979; Torres 2008).10 What tipped the 

 
10 Other intriguing accounts of the ideas and politics surrounding EU economic and monetary 

cooperation include Ludlow's (1982) longue durée view of the politics behind the establishment of the 
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balance in favour of the former camp was the ascendance of persuasive monetarist ideas – 

such as those championed by the aforementioned time inconsistency school – as a powerful 

alternative to the Keynesian paradigm's failure to account for the persistence of stagflation, 

coupled with the real-world experience of free capital movement in the European Monetary 

System as well as the German Bundesbank's successful track record of maintaining stable 

low inflation (McNamara 1998; Dyson & Featherstone 1999). The final outcome was an 

agreement on EMU that put ostensibly little emphasis on supranational macroeconomic 

governance beyond an independent central bank mandated to achieve the primary objective 

of price stability (so as to ensure 'sound money'), complemented by a looser framework of 

rule-based fiscal surveillance (so as to maintain 'sound public finances' and thereby safeguard 

central bank independence) (ibid.; Artis & Winkler 1998; Collignon 2002; Buiter 2004; 

Heipertz & Verdun 2010; Chang 2016; De Grauwe 2016).11  

 

This confluence of factors has yielded what is without doubt a highly intriguing case of CBI. 

Hardly anyone would deny that EMU's central bank, the supranational ECB, embodies the 

most independent monetary authority in the developed world, and with a margin. What 

renders the ECB uniquely independent is the 'asymmetrical' nature of EMU (Verdun 1996): 

while monetary policy-making has been centralized at the federal level, fiscal and other 

economic policies have remained predominantly in the hands of member state governments. 

This macroeconomic divorce is 'unprecedented' (Goodhart 1998: 410) in that it is not merely 

horizontal, but also vertical: there simply is no supranational fiscal authority in Europe that 

 
European Monetary System and Garrett and Weingast's (1993) construction of the EU's Internal 

Market. A concise synthesis of different studies is also provided by McNamara (1998: chapter 3). 

11 To be sure, political palatability most probably constitutes another confounding factor for this stark 

outcome, with national constituencies not aspiring for larger-scale fiscal and political integration at 

EU-level, as evidenced not least by the failure of the Constitutional Treaty after the creation of EMU. 



27 

 

the ECB could be separated or independent 'from' (see Diessner & Lisi 2019: 6-7). The ECB 

scores highly on conventional indicators of CBI as well. First, its mandate is particularly 

narrow, ascribing overriding priority to the objective of price stability, while ultimately 

remaining vague about the relative weight of other objectives. Political independence is 

mandated in Article 130 of the Treaty on the Functioning of the European Union (TFEU) 

which states that the central bank shall not 'seek or take instructions from Union institutions, 

bodies, offices or agencies, from any government of a Member State or from any other body'. 

Article 127(1) TFEU attests to the 'primary objective' of price stability which is lexico-

graphically superior to the decidedly vaguer notion of 'support[ing] the general economic 

policies in the Union with a view to contributing to the achievement of the objectives of the 

Union'. Second, and related, the mandate's relative vagueness about which other objectives 

are to be pursued leaves the ECB with the autonomy not merely to choose the appropriate 

instruments to achieve its objectives, but also to choose the objectives themselves as long as 

these do not violate the lexicographic order in favour of price stability or constitute outright 

debt monetization (De Grauwe 2018). 

 

Taken together, this endows the central bank not simply with operational or instrument CBI, 

but arguably also with a degree of ultimate goal independence. Moreover, the statutes are not 

explicit in terms of how price stability ought to be defined, thus leaving it to the ECB itself to 

decide on the appropriate rate of inflation it aims to achieve, i.e. bestowing it with target CBI. 

Against this backdrop, Europe's central bankers have defined price stability as 'a year-on-year 

increase in the Harmonised Index of Consumer Prices (HICP) for the Euro Area of below 2%' 

(ECB 1999), which was later specified as meaning 'below, but close to, 2%' (ECB 2003). 

Last, but certainly not least, overruling the central bank by means of changing its statutes is 

notoriously difficult: it necessitates orchestrating a change in the EU Treaty framework 
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through an intergovernmental conference that arrives at a unanimous decision among all EU 

member states (i.e., not merely the Eurozone countries) as well as subsequent ratification by 

national parliaments (and, in a number of cases, endorsements through popular referendums). 

 

On the whole, the ECB indeed turns out to be a uniquely independent monetary authority. In 

his perceptive critique of then-prevalent optimal currency area (OCA) analyses and their 

influence on the EU policy debate, Charles Goodhart (1998: 410) noted that for the 

proponents of such an unparalleled monetary-fiscal separation, 'this divorce is all to the good; 

indeed it is largely the purpose of the exercise'. Others have not shared this alleged optimism. 

Shortly after the creation of the euro, early observers rather stressed that 'something ha[d] 

been lost' in terms of monetary-fiscal coordination in EMU and hypothesized that 'the fear 

(...) of a threat to the independence' of the Eurozone's novel institutions would uphold this 

separation (Bini Smaghi & Casini 2000: 375, 388) and pose problems 'for some time to come' 

(Buiter 1999: 204; see also Dyson & Featherstone 1999; Verdun 2000).  

 

In the same vein, reviewing her account of policy consensus in EMU, Kathleen McNamara 

(2006) stressed that her earlier argument faced limitations especially over questions of 

monetary and fiscal cooperation in the Eurozone, thus exposing 'a situation quite far from an 

ideational consensus' (2006: 819). This chimes in with the prominent proposition that the 

move to EMU has lead to a crucial loss of central banks' 'signalling' capacities not only 

towards fiscal policy-makers (Stéclebout-Orseau & Hallerberg 2006: 14), but also towards 

other economic agents such as wage-setters (see Hall & Franzese 1998; Hancké & Soskice 

2003; Hancké 2013). In stark contrast to this, however, the ECB's striking involvement in 

controversial discussions about how to achieve fiscal discipline in EMU – for example 

around the time of the suspension and reform of the Stability and Growth Pact (Howarth 
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2004; Chang 2006; Matthijs & Blyth 2018) – has been but one indicator for the important 

links between monetary and fiscal concerns even in the Eurozone, and even in relatively 

'normal' times. 

 

These tensions have forcefully re-emerged over the course of the Eurozone crisis. On the one 

hand, the ECB's crisis interventions are commonly found to have no less than 'saved the Euro' 

(Iversen & Soskice 2013: 15; Wallace 2015: 175) and its 'leadership' and 'pro-active entrepre-

neurship' are attested to in numerous studies (De Rynck 2016: 121; Verdun 2017; Schoeller 

2018; 2019; Tortola & Pansardi 2019).12 On the other hand, however, the ascent of the central 

bank to become the Eurozone's guarantor of financial stability and its use of a wide range of 

unconventional instruments have sparked a debate about whether its actions qualify as quasi-

fiscal policy and have overcome the monetary-fiscal divorce (Schelkle 2014; Diessner & Lisi 

2019), thus further exacerbating its precarious reliance on 'output legitimacy' against the 

backdrop of EMU's much-debated 'democratic deficit' (e.g., Verdun 1998; Jones 2009; 

Enderlein & Verdun 2009; Majone 2010; Torres 2013; Sánchez-Cuenca 2017; Sadeh 2018). 

 

Proponents of the ECB's interventions point to the vital role of central banks in supporting 

governments to prevent financial meltdowns and avert self-fulfilling dynamics (De Grauwe 

2011; Blinder 2012) while opponents see any fiscal support provided by monetary authorities 

as opening the door to an overt re-politicisation of monetary policy and thus marking the 

beginning of the end of the monetary union (Stark 2012; Weidmann 2013; Feld et al. 2016). 

Yet, what unites both sides of the argument is the underlying assumption that the monetary-

fiscal separation has been overthrown because the ECB ultimately pandered to the explicit or 

 
12 For a concise overview and timeline of ECB policy actions throughout the crisis, see, e.g., Henning 

(2016). 
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implicit needs of Eurozone governments. This corresponds closely to the aforementioned 

preoccupations underpinning central bank independence in the first place: much attention was 

paid to safeguarding central banks from the short-termed demands and activism on behalf of 

fiscal policy-makers. It is precisely here that the first essay of this thesis shall pick up from. 

While all three essays start from the recognition of the ECB being the most independent 

central bank in the world, each also suggests that this neither renders it incomparable, nor that 

it should lead us to foregone or inevitable conclusions. 

 

1.3 – Synopsis of the thesis 

 

1.3.1 – Synopsis of first essay:  Masters of the 'Masters of the Universe'? 

     Monetary, Fiscal, and Financial Dominance in the Eurozone 

The first essay of my threefold exploration of the political economy of central banking 

revisits Europe's 'unprecedented' monetary-fiscal divorce in light of an equally unprecedented 

engagement of the ECB in fiscal policy issues throughout the Eurozone crisis. In particular, it 

takes on and questions conventional interpretations of government–central bank interactions 

as a perennial struggle for monetary versus fiscal 'dominance', framed near-exclusively 

around central bankers' pre-eminent preoccupation with unsustainable debt developments due 

to governments' fiscal activism and indiscipline (see, in particular, Sargent & Wallace 1981). 

In the case of the Eurozone crisis, recent studies have explicitly or implicitly attributed the 

ECB's behaviour – and its orthodox preference for fiscal austerity measures – to precisely this 

supposedly all-pervasive preoccupation (see, e.g., Allard et al. 2013; Yiangou et al. 2013; 

Lombardi & Moschella 2016; Bodea & Higashijima 2017). The essay challenges this 

interpretation and qualifies it by means of a more nuanced conceptual framework which 

accounts for what we may call a situation of 'financial dominance', propelled by central 
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bankers' growing financial stability concerns. In particular, a financial dominance view of the 

Eurozone suggests that the ECB's interference with fiscal policy-making is not merely driven 

by a threat of unsustainable government activism, but rather by the prospect of precarious 

government inaction in the face of deteriorating financial stability. 

 

Empirically, the essay first aims to establish the degree of intensity of the ECB's fiscal policy 

concerns over time, and especially throughout the Eurozone crisis. To this end, it devises an 

innovative mixed-method approach on the basis of a quantitative-cum-qualitative text 

analysis of major ECB communication documents from late-2003 to early-2016 (namely, the 

entire corpus of ECB executive board members' speeches, introductions to press conferences, 

and hearings in front of the European Parliament, amounting to a total of 1,097 documents). 

In particular, the essay creates a novel indicator of ECB fiscal communication by means of 

the quantitative text analysis technique of topic modelling and, more specifically, Latent 

Dirichlet Allocation (LDA). In a nutshell, topic models are sets of statistical algorithms 

which can be employed so as to scan large corpora of texts for co-occurring words and bi-

grams, thereby creating baskets or clusters of terms which can be identified and labelled by 

the researcher as belonging to particular topics. This yields two types of data which can then 

be leveraged for further analysis: the contents of each of the identified topics, and the 

probability of documents being about a certain topic. The latter can further be plotted over 

time in order to gain a sense of the proportion or intensity of that topic across the entire 

corpus of texts. The essay does precisely this, first demonstrating that a 'fiscal policy' topic is 

clearly identifiable in the ECB's communication, and then uncovering a remarkable variation 

in its intensity across the sample. 
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Following on from this – and in order to both substantiate the aforementioned quantitative 

text analysis and shed light on the different propositions which can be derived from the 

conceptual frameworks of fiscal and financial dominance –, the essay then engages in a close 

reading of selected documents within the dataset as well as additional qualitative resources. 

In particular, it traces the development of the ECB's communication on fiscal policy issues 

(both 'publicly', as in the aforementioned major communication documents, and 'privately', as 

in several then-secret letters to different Eurozone governments) throughout the crisis, 

emphasizing that the central bank displayed stark concerns for risks to its balance sheet and 

repeatedly urged member state governments to pool and shore up fiscal resources in order to 

alleviate those risks. Ultimately, one of the key implications of the analysis is that prominent 

interpretations of the ECB's crisis policy-making as being driven by an orthodox austerity 

ideology (e.g. Blyth 2013; Ban 2016; Matthijs & Blyth 2017) and by invariable fears of fiscal 

dominance are too thin and contingent to fully account for the central bank's shifting 

preoccupations in times of stress. Instead, an appreciation of financial dominance concerns 

can help provide a fuller picture of the ECB's preferences and actions, thus constituting a case 

in point for independent policy-makers' increasing apprehension not only of government 

activism, but also of the fallout of harmful government inaction. 

 

1.3.2 – Synopsis of second essay:   Limiting the Unlimited? 

          The Spectre of 'Central Bankruptcy' in Europe and Japan 

In the second essay of this thesis, I closely follow up on and dig deeper into one of the core 

findings established in the first: for better or worse, the ECB's crisis management has been 

marked by stark concerns about the soundness of its balance sheet, and especially concerns 

about the risk of balance sheet losses which are seen to undermine this perceived soundness. 

To do so, the essay extends the empirical focus of the thesis beyond the Eurozone by probing 
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into the varieties of monetary-fiscal coordination which major central banks across the globe 

have engaged in as a means to shore up their 'financial independence' throughout the crisis. 

While the ECB's independence is indeed in many ways unique, as outlined above, the policy 

challenges which it is faced with – as well as the actions it undertakes in response to these – 

are far from incomparable. In this vein, the essay relies on a comparative case study design, 

enlarging the scope of analysis so as to include the Bank of England (BoE) as well as the 

Bank of Japan (BOJ). While all three central banks took on their current independent forms in 

the late-1990s, and have been faced with similar coordination issues in terms of their balance 

sheets post-crisis, their respective approaches to resolving these have differed considerably.  

 

For instance, the contrast between the ECB's and the BoE's approaches to protecting their 

balance sheets from risks could not be more striking: while the BoE obtained an official fiscal 

indemnity for its operations, the ECB did not, and instead moved to increase its capital base. 

Such contrasts are frequently put down to the challenge of monetary-fiscal coordination in a 

setting where the central bank's fiscal counterpart is not a unified Treasury (as in the UK), but 

a collective of 19 finance ministries (as in EMU) (e.g. Illing & König 2014; Bruegel 2018). 

However, the inclusion of an additional case spells doubts on this interpretation, namely one 

in which a unified fiscal counterpart does exist, but coordination, such as in the form of an 

indemnity, is still not accomplished. The Bank of Japan makes for precisely this type of case. 

 

To resolve this conundrum, the essay puts forward a two-fold argument. First, it argues that 

independent central bankers' shared desire for balance sheet protection is best understood as a 

quest for self-limitation of their otherwise virtually unlimited capacities to create liquidity, 

which is in stark contrast with the expectations of extant scholarship stressing a tendency of 

independent agents to engage in discretion-seeking and power-maximization. Second, with 
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regard to the different strategies of self-limitation undertaken by major central banks, I argue 

that while different de iure CBI arrangements generally matter, these turn out to be broadly 

indeterminate when it comes to the arrangements for monetary-fiscal coordination which 

different central banks seek to attain. Much rather, differing interpretations of de facto CBI – 

either as a strict and insurmountable divorce between monetary and fiscal policy-making, or 

as allowing for some degree of cooperation – can serve to fill this void. 

 

Empirically, the essay provides three concise case studies illustrating how the three central 

banks have tackled the prospect of balance sheet losses in variegated ways, namely through 

implicit and informal coordination (ECB), explicit and formal coordination (BoE), and 

provisional and limited coordination (BOJ). To do so, I invoke a range of empirical data, first 

by analysing the financial independence arrangements in the central banks' legal mandates, 

and then by teasing out their different strategies of self-protection through an analysis of 

policy decisions and relevant secondary sources. Both of these are further complemented by 

primary data obtained through semi-structured élite interviews conducted with current and 

former officials during fieldwork in Frankfurt, London and Tokyo, between February 2018 

and February 2019 (yielding a total of 32 formal interviews as well as a higher number of 

background talks with monetary policy experts in academia, banking/finance and journalism). 

The majority of interviews have been conducted at the executive, i.e. decision-making level 

(18), with the rest at senior official level.13 Even though achieving gender balance when 

interviewing senior central bankers is a near-impossible feat – given that women are woefully 

underrepresented in central banking (OMFIF 2019; Jourdan & Diessner 2019) – I have been 

able to speak to both female and male current and former officials at all three central banks. 

 
13 Ethics approval has been sought from the Department and from the School, written consent 

has been sought from interviewees, and interview recordings and notes have been transcribed. 
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1.3.3 – Synopsis of third essay: The Power of Folk Theories in Economic Policy-Making – 

           The Curious Case of the ECB's Balance Sheet and Capital Base 

The third and final essay of my PhD thesis zooms both into and out of the puzzling political 

economy of central bankers' loss aversion, by providing a deeper investigation of the case of 

the Eurozone and by highlighting how it can inform our understanding of macroeconomic 

policy-making more generally (i.e., what it is a case 'of'). In particular, I leverage a pertinent 

– yet understudied – empirical puzzle of post-crisis central banking and develop its broader 

relevance. In the heat of the crisis in late-2010, the ECB governing council moved to double 

the central bank's capital base from around €5 billion to around €10 billion (ECB 2010a). 

Whichever signal Europe's central bankers may have wanted to convey with their move, its 

announcement turned out to be 'surprising to most observers' within financial markets, with 

investors at financial firm Nomura stating that 'the puzzle remains' in spite of efforts by the 

central bank to explain that a capital increase was necessary in order to 'sustain the adequacy 

of the capital base needed to support the operations of the ECB' (ibid.; ECB 2010b; FT 2010).  

 

In essence, this alleged puzzle goes back to a wider debate, namely the contention that central 

banks, unlike commercial banks, should not fear situations of negative capital: in modern 

(fiat) currency regimes, their legally guaranteed money-creation powers should allow them to 

always honour their commitments and thus prevent them from perceptions of 'insolvency' (cf. 

Robinson & Stella 1988). In this line of reasoning, central banks do not require a certain 

amount of capital on their balance sheets in the first place, nor do they need to fret about the 

repercussions of losses from their monetary policies – contrary to the ECB's stated motives. 

This cautions us to consider alternative motivations than those provided by the central bank 

for its puzzling move. The issue becomes particularly relevant if we bear in mind that the 

ECB's fear of losses and its apparent desire for protection – irrespective of whether 'justified' 
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or not – have been suspected to be key factors in restraining the central bank from further 

monetary stimulus at a time of crisis when swift policy action was required ever so badly 

(Buiter 2009; Whelan 2012; De Grauwe 2013b: 525-526). Why, then, did the ECB let itself 

be held back by something which many claim to be a non-issue? 

 

In order to situate and resolve this puzzle, the essay develops a novel conceptual framework. 

It departs from a perennial dual struggle faced by policy-makers, namely that of devising and 

delivering both effective and legitimate policy (Scharpf 1999), and argues that one under-

appreciated strategy through which central bankers safeguard and shore up their legitimacy is 

to assert and play along the economic sentiments and intuitions of their respective audiences 

– even up to an extent that may directly contradict the rationalist economic foundations on 

which the institution of independent central banking was supposedly built on in the first place 

(McNamara 2002). To conceptualize this, I draw upon a nascent literature on 'folk theories' 

(Braun 2016; Swedberg 2018) and invoke an audience-costs framework of institutional 

commitment (Broz 2002; Lohmann 2003) theorizing the ways in which public policy-makers 

engage in signalling efforts towards a diverse set of audiences (namely, financial market 

participants, political principals, and the general public). 

 

Empirically, the essay leverages a single-case study which traces key historical events and 

decisions leading up to the ECB's capital increase. In particular, it scrutinizes both the central 

bank's approach towards its own balance sheet as well as towards national central banks' 

capital holdings in the European System of Central Banks (ESCB). To do so, it analyses data 

gathered from the full range of primary sources on the subject, including legal provisions and 

decisions, central banks' in-house research and reports, official communication documents, 

and balance sheet developments. It further draws on a subset of 12 coded, semi-structured 
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élite interviews with current and former Eurozone monetary policy-makers at the advisory, 

senior staff, executive, and governing council levels. The available evidence suggests that 

while central bankers do acknowledge that their capital holdings should not necessarily 

matter to them in theory, they opt to attach a degree of importance to them for both strategic 

and wider symbolic reasons. Strategically, attaching importance to central bank capital places 

a visible and 'hard' budget constraint on the scope of 'risky' monetary policy operations the 

central bank can credibly commit to undertake, thereby tying in the support and commitment 

of other macroeconomic actors (most notably, the government and its treasury), as pointed to 

in the second essay. Symbolically, the central bank further seeks to uphold an appearance of 

financial strength and soundness that is not necessarily justified on narrow technical grounds, 

but that it might find relevant in order to maintain and shore up public trust in its policies – 

thereby relying on the 'folk theory' of its balance sheet functioning along similar lines as that 

of a commercial bank. 

 

To conclude, the three essays of this doctoral thesis are conceived as stand-alone articles. 

Hence, each entails its own literature review, conceptual framework, analysis and conclusion. 

Taken together, these three puzzle pieces can serve to inform a bigger picture of the changing 

fortunes of central banking and central bank independence post-crisis, and thereby enhance 

our understanding of the political economy of macroeconomic policy-making more broadly. 

The final, concluding chapter of this thesis critically discusses the most important findings 

and carves out their implications for future research. 
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2 – First essay:          Masters of the 'Masters of the Universe'? 

   Monetary, Fiscal, and Financial Dominance in the Eurozone14 

 

Abstract 

The rise of central bankers to the status of new 'masters of the universe' has been matched by 

mounting allegations of political overreach. In the Eurozone, for instance, the ECB has 

increasingly been accused of straying into the fiscal realm. Why do politically independent 

central banks engage intensely and publicly with government policies, thereby threatening the 

neat separation between monetary and fiscal policy that was meant to protect central banks 

themselves from interference? While existing political economy accounts have focused 

squarely on the issues of government debt and central bankers' fears of fiscal dominance, we 

argue for the emerging role of 'financial dominance' throughout the crisis, thereby shedding 

light on the structural forces that master the new masters of the universe. To this end, we 

pursue a mixed-methods approach, combining quantitative text analysis techniques with a 

qualitative understanding of the context in which central banks communicate on fiscal policy. 

  

 
14 This essay is co-authored with Giulio Lisi and has been published in Socio-Economic Review 

(Diessner & Lisi 2019). 
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[C]entral banks cannot take our measure of independence for granted. (...) the case for 

independence weakens to the extent that central banks stray into issues that the legislature 

has not assigned to us. 

– Jerome Powell, 350th Anniversary of the Swedish Riksbank, Stockholm, 25 May 2018 

  

[I]ndependence from the rest of the government (...) is certainly the concept of independence 

on which both the academic literature and the Maastricht Treaty focus. (...) But there is 

another type of independence that, while just as important, is rarely discussed: independence 

from the financial markets. 

– Alan Blinder (1998: 59-60) 

 

2.1 – Introduction 

Over the past crisis-stricken decade, central bankers' newly-recognised powers as financial 

stabilisers of last resort and their forays beyond conventional forms of monetary policy-

making have been met with mounting accusations of political meddling. The Bank of 

England, for instance, recently found itself in the limelight when its governor warned of 

financial instability and other risks surrounding the UK's departure from the European Union, 

prompting a backlash from parliamentarians in the Commons' Treasury Select Committee. 

The Eurozone, in turn, has come to be seen as one of the most contested cases of alleged 

overreach: during the currency bloc's protracted crisis, the ECB sought to influence member 

states' economic policy-making by formulating fiscal preferences in press conference 

statements and public speeches, addressing confidential letters with policy prescriptions to 

Eurozone governments, and designing the settings of its unconventional monetary policies 

with a view to their impact on governments' fiscal behaviour (Cour-Thimann & Winkler 

2012: 779; Lombardi & Moschella 2016; Henning 2016; Woodruff 2016). 



41 

 

Such interventions went alongside the ECB's role as a member of the 'Troika', through which 

it played a significant part in designing fiscal conditionality for countries under a 

macroeconomic adjustment programme (see, e.g., Lütz et al. 2019). However, many of the 

ECB's fiscal engagements were not limited to programme countries and were often directed 

towards Eurozone governments more broadly. This points to a puzzle. If central bank 

independence is understood as the divorce between monetary and fiscal policy, and if the 

ECB is more divorced from fiscal authorities than any other central bank in the world, why 

did the divorce come to be overthrown in the Eurozone of all places? What is it that makes a 

singularly independent central bank reach out to, and seek co-habitation with, fiscal policy-

makers? In a nutshell: why did the ECB engage so intensely and publicly with fiscal policy, 

despite conventional wisdom suggesting that this would threaten its treasured institutional 

independence? 

 

The commonplace way of thinking about central bank independence (CBI) is to characterise 

it as the degree to which monetary authorities (central banks) are protected from interference 

by fiscal authorities (governments). The often-invoked rationale behind the need for 

protection is that governments cannot credibly commit to keeping inflation low due to 

electoral and other dynamics (Kydland & Prescott 1977; Barro & Gordon 1983) and that 

unsustainable fiscal policies pose a pertinent threat of dominating the sound policy-making of 

central banks (Sargent & Wallace 1981). The established solution to this problem of inter-

ference has been to separate monetary from fiscal policy-making, i.e. to depoliticise the 

conduct of monetary policy by delegating it to a politically independent central bank. Most 

observers agree that this kind of institutional 'divorce' (Goodhart 1998: 410) has been 

perfected in the European Economic and Monetary Union (EMU) and that the European 

Central Bank (ECB) is the most independent among the world's major central banks. 
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A moot point in this story, however, is whether the principle of non-interference cuts both 

ways. Does the protection from government intervention imply that central banks, for their 

part, refrain from interfering with government policies? Or do central banks seek to interfere 

with fiscal and other economic policies and thereby jeopardise the separation between 

monetary and fiscal policy-making that was meant to protect themselves from interference? 

That politics can have a bearing on monetary policy is well-established in the political 

economy literature (see Frieden 1994; Cukierman & Webb 1995). However, as Morrison 

(2015: 243) suggests, only lately and more partially have we begun to consider the reverse as 

well, namely 'evidence of central bankers manipulating politics'. This paper makes a novel 

attempt at filling this void. Much of the existing scholarship on central bank-government 

interactions has relied, explicitly or implicitly, on a model that emphasises government debt 

developments and fears of fiscal dominance to account for central bankers' excursions into 

fiscal and other economic policies (Sargent & Wallace 1981; Mishkin 2012; Walsh 2012), 

not least in the case of the ECB throughout the crisis (Allard et al. 2013; Yiangou et al. 2013; 

Bodea & Higashijima 2017). In contrast, we draw on the idea of 'financial dominance' to 

explain central banks' increased fiscal policy concerns. Highlighting the case of the Eurozone 

and its wider ramifications, we argue that extraordinary actions undertaken by the ECB to 

limit financial instability and the absence of collective fiscal instruments pushed the central 

bank to call upon governments to mitigate the increasing financial risks associated with its 

balance sheet interventions.  

 

This challenges and qualifies existing political economy accounts of the financial crisis and 

its management by major central banks. While some have highlighted the collective 

responsibility of bankers for the North-Atlantic predicament – appearing to be 'masters of the 

universe', yet turning out to be 'slaves of the market' (Bell & Hindmoor 2015) –, the verdict 
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on central banks has been that these acted 'autonomous[ly] from' those markets (Nelson & 

Katzenstein 2014: 381-383) and ultimately managed to contain the worst of calamities. In a 

sense, central bankers thus came to be revered as the new masters of the universe themselves, 

earning the title when rescuing its previous holders – together with much of the developed 

world – from collective financial meltdown (Irwin 2013; Sentance 2015; Weidmann 2015). 

Yet, what if central banks turned out to be slaves of the market as well in one way or another? 

That is, what if central bankers were not all that autonomous from, but equally dominated by, 

financial market concerns? It is this wider question – the question of who or what 'masters the 

masters' of our political-economic universe – that a study of financial dominance can help 

illuminate. 

 

2.2 – Methods, approach and contribution 

Our analysis proceeds in three steps. After spelling out the theoretical expectations of fiscal 

and financial dominance, we first create a novel indicator of ECB fiscal engagement from the 

start of Jean-Claude Trichet's presidency until the beginning of 2016 on the basis of official 

ECB communication transcripts (namely, a total of 1,097 speeches, press conferences and 

hearings before the European Parliament). For this purpose, we rely on an unsupervised 

quantitative text analysis technique, topic modelling, that allows us to extract distinct latent 

topics from our dataset. We then identify a 'fiscal policy' topic among these different topics 

and track its intensity and variation over time. Lastly, we perform a qualitative discussion of 

documents within our dataset as well as supplementary sources, highlighting several episodes 

of Eurozone crisis policy-making that provide a context for the ECB's discourse. Our study 

thus stands in line with recent mixed-method scholarship on central bank deliberation that 

aims at combining quantitative text analyses with more qualitative approaches in order to 

increase the robustness of results (Schonhardt-Bailey 2013; Fligstein et al., 2017). 
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While the economics literature which deals with the determinants and effects of central bank 

communication is well-established, and growing,15 political economists have started to pick 

up on the subject only more recently (Hall 2008; Gabor & Jessop 2014; Braun 2016). Our 

analysis contributes to these established and nascent debates in at least three ways. First, our 

work speaks to a growing literature which examines the drivers of central bankers' policy 

preferences (Adolph 2013; Lombardi & Moschella 2016) as well as evolving discussions 

around central bank independence and the politics of monetary policy in a world of financial 

instability (Fernandez-Albertos 2015; Dietsch et al. 2018). Second, we shed new light on a 

particular aspect of central banks' management of the global financial crisis and the 

protracted Eurozone crisis (De Grauwe & Ji 2015), namely the striking engagement with 

fiscal policy issues (Allard et al. 2013; Gabor 2014; Ban & Patenaude 2019). Lastly, we make 

both a methodological and an empirical contribution to political economy approaches to the 

crisis, and to studies of policy-makers' 'communicative discourse' more generally (Schmidt 

2016), by way of applying topic modelling techniques to official documents of the ECB. 

While topic modelling has enjoyed growing interest both in political science and, more 

recently, in economics (Hansen et al. 2018), applications in political economy and economic 

sociology remain very few and far between (Fligstein et al. 2017). In combining this text 

analysis approach with a qualitative assessment of Eurozone monetary policy-makers' 

revealed preferences, we propose an innovative way towards studying the drivers of central 

bankers' engagement with the sensitive subject of fiscal policy. 

 

Before proceeding, however, a word of caution is in order. In particular, our quantitative-

cum-qualitative text analysis approach raises the question whether central bank 

communication can be taken as an indication of central bankers' actual policy concerns. We 

 
15 For an insightful discussion of the pre-crisis state of that literature, see Blinder et al. (2008). 
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assume this to be the case and consider it a reasonable assumption: monetary policy-makers 

have strong incentives to express actual policy concerns in their communication as part of 

their 'expectation management', i.e. to enable a variety of audiences to understand and 

anticipate their reasoning (Lohmann 2003). The almost instantaneous impact of ECB 

announcements bears testimony to this, with market participants reacting to ECB statements 

as if these constituted an actual implementation of policy, especially in times of crisis (Brand 

et al. 2010; Altavilla et al. 2014). We would therefore find it unlikely that ECB officials 

engage with the salient topic of fiscal policy in public unless this is relevant for their 

decision-making process. The implications of our analysis for a political economy of central 

bank independence post-crisis, both within and beyond the Eurozone, are discussed in the 

concluding section of this article. 

 

2.3 – Monetary, fiscal and financial dominance 

To make sense of the delicate separation between monetary and fiscal policy-making, and the 

reasons for which a central bank might seek to interfere with government policies, we can 

distinguish two approaches: a conventional view of CBI, modelled as a struggle for 

dominance between monetary and fiscal authorities, and a nascent approach that pays 

increased attention to how financial markets and concerns for financial stability have a 

bearing on the relationship between these two. The first is firmly rooted in the time 

inconsistency literature (Kydland & Prescott 1977; Barro & Gordon 1983) and subsequent 

New Keynesian applications thereof. According to these, fiscal policy-making is constantly at 

risk of spilling over into, and ultimately undermining, the inflation-fighting efforts of 

independent central banks, rendering a separation of the two indispensable. In the worst case, 

a situation of fiscal dominance could develop, within which government debt grows 

uncontrollably and thus either ends up in sovereign default or in outright monetary financing 
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by the central bank, both of which ultimately undermine price stability. In the words of 

Mishkin (2012: 35), fiscal dominance inevitably 'puts a central bank between a rock and a 

hard place', up to a point where central bank independence simply becomes 'meaningless' 

(Walsh 2012: 19). The upshot of this line of reasoning is that the essence of a central bank's 

independence is the degree of its separation from fiscal authorities: the more a central bank is 

shielded from activism and interference on behalf of fiscal policy-makers, the more 

independent it is. 

 

A notable underlying assumption of this view is that a government's fiscal policies are 

exogenous to the central bank which, as a disinterested technocratic institution, is merely 

concerned with its own monetary policy-making (cf. Fernandez-Albertos 2015: 226-227). 

One may wonder, however, to what extent this proposition is in need of qualification. In case 

a central bank's autonomy and capacity to act were uniquely threatened by another actor's 

behaviour, would the bank simply sit idle – as exogeneity implies – or would it seek to have 

an impact on that behaviour in some way or another? Allowing for some degree of 

endogeneity paints a different picture of the relationship between fiscal and monetary 

authorities: instead of taking fiscal dominance as a given, their interactions become a constant 

struggle for dominance over one another. 

 

In such 'games of chicken' between the monetary and the fiscal authority (Sargent & Wallace 

1981), one of the mechanisms through which a central bank can interfere with government 

policy-making is its setting of the official interest rate: in essence, the bank may counter 

government debts and deficits that it deems 'excessive' by raising its main policy rates, thus 

affecting the fiscal authority's borrowing costs, bringing inflation down and, in consequence, 

exerting pressure on government finances (Canzoneri et al. 2002: 373; Hughes-Hallett & 
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Lewis 2015; Bodea & Higashijima 2017). What is more, the bank may merely communicate 

its intention to tighten monetary policy in the face of rising deficits and debt, thereby sending 

a strong signal to the government which is rendered credible through financial markets' 

altered expectations and reactions (Krippner 2007; Bodea 2013: 84-85). In the more 

constructivist terminology of Hall (2008: 223), central banks can thus make use of their 

'deontic power' in order to 'influence government fiscal policy through advice, and (...) public 

judgment pronouncements' (see Fernandez-Albertos 2015: 227). 

 

To be sure, the conventional justification for central bank independence has been far from 

uncontested in the political economy literature (see, e.g., Grabel 2003; Lockwood 2016). 

While proponents of the time-inconsistency view suggest that delegation of monetary policy 

to independent central banks ultimately heralds low inflation (Alesina & Summers 1993), 

early sceptics have argued that any correlation between the two is more likely to be driven by 

a set of underlying political and institutional factors (Posen 1993; 1995). In this spirit, even 

supposedly 'depoliticised' monetary policy decisions have to be seen as 'inescapably' political 

(Kirshner 2003), given that prioritising low inflation over full employment or output 

stabilization constitutes a fundamentally political trade-off (see Bernhard et al. 2003: 706). 

What both time-inconsistency scholars and their critics arguably have in common, however, 

is a focus on conventional forms of monetary policy-making and a concomitant neglect of the 

financial system dynamics that ultimately condition the successful transmission of central 

bank policies. Indeed, the prospect of a systemic financial crisis – and central banks' 

subsequent experimentation with a range of unorthodox monetary policy tools – has arguably 

been as unanticipated by critical political economy scholarship as it has been by mainstream 

macroeconomics (Cohen 2009; Katzenstein & Nelson 2013). 
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In contrast, we build on nascent post-crisis accounts of central banking and depart from the 

received wisdom of central bank independence being exclusively a matter of monetary-fiscal 

divorce. In particular, financial stability concerns are slowly but increasingly being 

recognised as an intermediary force in the struggle for dominance between fiscal and 

monetary authorities, adding what one may call a dimension of 'financial dominance' to the 

original set-up (Hannoun 2012).16 The idea of financial dominance builds on the observation 

that systemically relevant financial institutions may be strategically weak, i.e. they may 

refuse or be unable to match the losses they have incurred with increases in their equity 

positions (Hellwig 2014). This power of inaction (Woll 2014), namely to recapitalise oneself, 

forces the hand of the public sector which will have to step in and provide for recapitalisation 

if it is keen to avoid a systemic financial crisis.  

 

In terms of the relationship between monetary and fiscal authorities, this introduces the 

problem of whether the government absorbs the losses accrued in the financial sector 

(through explicit bailouts that increase the public deficit) or whether the central bank does so 

(by supplying banks with extensive credit that allows for implicit or ‘stealth’ recapitalization) 

(see Leeper & Nason 2015: 45-46; Brunnermeier 2015: 18). In addition, financial dominance 

may not only stem from lending direct support to financial institutions in the traditional 

banking sector, but also from injecting liquidity via shadow banking and repo markets, thus 

compelling central banks to provide 'asymmetric support for falling asset prices' (Gabor 

2016; Hannoun 2012: 9-11). On the whole, this tripartite set-up has implications for our study 

in that it adds a financial stability dimension to central bank independence that has arguably 

 
16 The first reference to financial dominance can be traced to Fraga et al. (2003), albeit in the context 

of emerging market economies' experiences with inflation-targeting regimes. 



49 

 

been omitted in the established CBI literature. We now turn to how these considerations bear 

on the puzzling case of ECB fiscal engagement. 

 

2.4 – The case of the Eurozone 

The Eurozone provides an intriguing case of CBI. Hardly anyone denies that EMU's central 

bank, the supranational ECB, embodies the most independent monetary authority in the 

developed world. Besides scoring high on conventional indicators of CBI – such as ascribing 

overriding priority to the objective of price stability while remaining vague about the relative 

weight of other objectives (De Grauwe 2018) –, the crucial difference between EMU and 

other currency areas lies in the nature of the Eurozone's monetary-fiscal divorce, which is not 

merely horizontal, but also vertical: there simply is no supranational fiscal authority that the 

ECB could be separated or independent 'from'. After its creation, observers thus found that 

'something ha[d] been lost' in terms of monetary-fiscal policy coordination in EMU, and 

further hypothesised that 'the fear (...) of a threat to the independence' of the Eurozone's novel 

institutions would uphold this separation 'for some time to come' (Bini Smaghi & Casini 

2000: 375, 388; Buiter 1999: 204). This reasoning resonates with practitioners and scholars 

of central banking to this day. In the words of Lucrezia Reichlin, for instance, '[y]ou should 

be careful about talking beyond policy, if you want to retain independence' (quoted in 

Giugliano 2015). How come, then, that the ECB engaged intensely and publicly with fiscal 

issues in the Eurozone, thereby purportedly threatening the monetary-fiscal divorce that was 

meant to protect its very independence? 

 

A conventional understanding of central bank independence would stress the inextricable 

links between fiscal policy outcomes and the inflation-fighting efforts of central banks: if 

government debt grows unsustainably, a central bank's ability to control inflation will 
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eventually be eroded. It follows that monetary authorities should have a natural interest in 

avoiding this kind of domination by fiscal authorities, which is why they might openly 

propagate fiscal discipline. Recent studies by Yiangou et al. (2013: 230-231), Allard et al. 

(2013: 2-3), Lombardi and Moschella (2016: 856) and Bodea and Higashijima (2017: 47-51) 

explicitly or implicitly subscribe to this view when it comes to explaining the behaviour of 

the ECB during the crisis. In line with this logic, the primary driver for why the central bank 

engages with fiscal policy is its exposure to Eurozone government debt developments.  

 

Besides, a financial dominance perspective would emphasise the monetary authority's 

entanglement with the financial sector, as reflected not least in the size and composition of a 

central bank's balance sheet. While balance sheet sizes grew across major economies during 

the crisis, striking differences could be discerned in terms of their composition. Importantly, 

the increase in size of the ECB's balance sheet until 2015 was mainly driven by providing 

more credit to Eurozone banks, while other central banks relied more heavily on purchases of 

government bonds (as in the UK or US) and private sector assets (as in the US) (Hall & Reis 

2015). In consequence, the ECB effectively 'outsource[d] the task of financial stability to 

commercial banks' (Gabor 2014: 200), owing to what is often perceived as a heavily bank-

based Eurozone financial system (Cour-Thimann & Winkler 2012).17 In providing such credit 

easing for the financial sector, some argue that the ECB assumed unprecedented levels of 

credit risk without being able to rely on insurance against potential balance sheet losses (Gros 

2012).  

 

 
17 Note Krippner's (2007) discussion of how central banks let financial markets 'do the work' for them, 

which, in turn, can give rise to the problem of markets' 'infrastructural power' (Braun 2018). See also 

Reis (2013b: 30-32). 
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One proposed way to insure against nominal losses would be for fiscal authorities to provide 

a backstop for the central bank's operations (Leeper & Nason 2015) or, more generally, to 

mitigate risks by means of regulating, supervising and recapitalising their banking systems as 

well as creating fiscal space by committing to fiscal and structural reform (Henning 2016: 

185). Consequently, the reason for which an independent central bank may reach out to fiscal 

policy-makers is to make sure that there is adequate fiscal support for its monetary policies if 

need be. A financial dominance view of the Eurozone would therefore suggest that the ECB's 

interference with fiscal policy-making is not only driven by its exposure to government debt, 

but also by the state of credit risk on its balance sheet. 

 

2.5 – Measuring ECB fiscal communication 

Even though we are not the first to carry out some form of quantitative text analysis on 

(European) central bank documents,18 an important methodological challenge for us is to 

derive a meaningful indicator of fiscal engagement by the ECB over the period considered. 

One possibility would be to perform simple counts of words or sentences pertaining to fiscal 

policy in selected central bank communications (an approach that is sometimes pursued by 

means of so-called dictionary techniques). This strategy was employed by Golub et al. (2015) 

who count words in Federal Reserve FOMC meeting transcripts, and Allard et al. (2013) who 

count words and sentences in ECB press conference statements, respectively. The latter 

provide the only study of ECB fiscal communication that we are aware of to date, finding the 

central bank's fiscal concerns to have peaked around 2004. However, the analysis only 

extends to the early years of the Eurozone crisis (namely to the end of 2011, thus omitting 

much of the ECB's extensive crisis management in the subsequent years) and draws on a 

fairly limited number of communication documents. One of the drawbacks of simple counts 

 
18 See, for example, Bennani and Neuenkirch (2014: 4-5) for an overview of different studies. 
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is that these require the researcher to subjectively predetermine a list of terms that relate to a 

particular policy area, thus leaving room for selection bias. 

 

We address this concern by employing Latent Dirichlet Allocation (LDA) (Blei et al. 2003), a 

class of topic models, to derive a consistent indicator of ECB engagement with fiscal policy 

from our corpus. Topic models are statistical algorithms which seek to recover the underlying 

meaning of a text starting from the observed word use in the documents.19 In terms of our 

study, making use of LDA provides us with two types of output. First, it generates a list of 

the likely vocabulary for each of the obtained topics. This makes it possible for us to interpret 

and label the topics. Second, it reveals the probabilities of documents being about a given 

topic. We can use these probabilities to trace the prevalence (i.e. intensity) of topics as well 

as their variation throughout the sample. Hence, the aim of our LDA analysis is to identify a 

'fiscal policy' topic among the topics generated from all documents, and then to establish 

whether and how its intensity has varied over time. 

 

We apply LDA to a dataset which consists of the introductory statements to ECB press 

conferences, introductory remarks during ECB policy-makers' appearances before the 

European Parliament as well as individual speeches delivered by ECB Executive Board 

members, in the period from November 2003 (the start of Jean-Claude Trichet's presidency) 

until the end of 2015.20 We exclude the Q&A sections of press conferences and appearances 

before the European Parliament as we are primarily interested in the way the central bank 

 
19 A more detailed discussion of the LDA algorithm, its assumptions and its caveats is offered in the 

Appendix. 

20 Transcripts of press conferences, executive board member speeches and appearances in front of the 

EP are available from the ECB website (ecb.europa.eu/press/key/speaker/bm/html/index.en.html). The 

latter include presentations of the ECB's annual report as well as the quarterly 'Monetary Dialogue' 

with the EP's Economic and Monetary Affairs Committee. 
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describes and explains, in its own words and not conditioned by other participants' questions 

or interjections, the positions and reasoning of the governing council on different topics and 

especially on fiscal policy. In the same vein, we restrict the dataset to speeches by Executive 

Board members – as opposed to national central bank governors on the ECB's Governing 

Council – in order to limit the potential effect of 'national bias' that may stem from delivering 

different speeches to different national audiences (Bennani & Neuenkirch 2014: 15). In total, 

this amounts to a corpus of 1,097 documents (887 speeches, 139 press conferences and 71 

addresses to the EP), thus constituting a sample large enough to allow some meaningful 

inference and which reflects the main universe of the ECB's official communication.21 

 

2.5.1 – Quantitative text analysis 

Table 1 presents the topic contents for ten out of 25 topics obtained through our LDA 

algorithm, displaying the ten most prominent terms per topic in stemmed form (a full table is 

provided in the Appendix). In a number of cases, the interpretation and labelling of the topic 

is relatively uncomplicated. Topic number 6, for instance, shows a high probability for 

stemmed terms such as bank, resolut, singl and supervis and can therefore be taken to relate 

to the EU banking union (with its single supervisory and resolution mechanisms). The terms 

payment, sepa, and card in Topic 10 seem to refer to payment services, while Topic 9 

(containing european, europ, union, institut, member and state) could be labelled European 

Union, and so forth. Most importantly for our analysis, Topic 8 exhibits a high probability for 

terms such as fiscal, govern, debt, deficit and fiscal_polici, which directly reflect fiscal 

concerns. We thus draw on this topic as our indicator of engagement with fiscal policy in the 

ECB's official communication. What serves as a robustness check for our selection is that the 

 
21 While the dataset is to some extent dominated by board members' speeches, the results remain 

broadly similar if speeches are excluded from the analysis. 
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topic content is congruent with the fiscal 'vocabulary' identified by Allard et al. (2013: 12), 

increasing our confidence in the algorithm. It also corresponds to the fiscal topics obtained by 

van der Veer and Haverland (2018) in an LDA analysis of European Commission documents. 

Topic content Number Suggested label 

 regul market clear risk regulatori transpar need trade 

central will 

1 Regulation 

euro_area competit price econom countri 

euro_area_countri averag also differ increas 

2 

Economic developments 

(competitiveness) 

econom polici monetari see monetary_polici inflat 

paper price model central_bank 

3 

Monetary developments 

(inflation) 

statist data inform account euro_area european report 

financi use avail 

4 Statistics 

countri can economi growth effect invest firm also 

demand structur 

5 

Economic developments 

(growth) 

bank will resolut european singl ssm fund supervis 

supervisori nation 

6 Banking union 

euro_area expect remain continu govern support will 

council medium_term loan 

7 Economic outlook 

fiscal euro_area govern countri debt reform deficit 

econom fiscal_polici implement 

8 Fiscal policy 
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Table 1: ECB communication topics, 2004-2015 (first ten topics of LDA with 25 topics) 
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In addition to providing topic contents, LDA enables us to track the intensity of different 

topics over time, as reflected in the probabilities of documents being about a given topic. To 

this end, we calculate monthly averages of the estimated topic proportions, yielding 146 

monthly observations. In Figure 3 below we report these averages for two benchmark topics 

relating to regulation (Topic 1) and inflation developments (Topic 3), respectively. Despite 

some minor variation in intensity, the proportions for these two topics appear to have 

remained relatively stable during the period under consideration. 

  

 

 

 

Figure 3: Intensity of ECB communication on benchmark topics, 2004-2015 

                (LDA monthly topic proportions for regulation and inflation developments topics) 
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In contrast, Figure 4 depicts the intensity of the identified fiscal policy topic. As mere 

eyeballing suggests, there has been a noticeable variation in intensity over time, including a 

striking increase between 2010 and 2013. We shall therefore now zoom into different 

episodes throughout the sample, in order to shed light on the political-economic context of 

the ECB's engagement with fiscal policy issues. 

 

 

 

Figure 4: Intensity of ECB communication on fiscal policy, 2004-2015 

     (LDA monthly topic proportions for fiscal policy topic) 
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2.6 – Fiscal orthodoxy meets fears of financial dominance 

Our LDA analysis suggests that we can broadly differentiate between three distinct periods of 

ECB communication on fiscal policy. First, an extended phase of low fiscal communication 

until about 2010, with fiscal policy accounting for an average of around 2.2% of official 

communication only (despite notable spikes in intensity in 2004 and 2005). Second, a period 

of considerably more intense fiscal communication from early-2010 until early-2014, during 

which the overall topic proportion averaged around 6.5% and exceeded 10% in more than ten 

separate months, thus ranging well above the 3.8% average registered for the full sample. 

And third, an episode of again lower intensity from 2014 until 2016, which saw 

communication on fiscal issues ebb down to around 2.5% on average. 

 

The first period confirms earlier research indicating that the ECB's pre-crisis involvement in 

fiscal policy peaked around 2004 (Allard et al. 2013: 5-7). This can presumably be attributed 

to the central bank engaging publicly in controversial discussions about the suspension and 

reform of the fiscal rules stipulated in the Stability and Growth Pact (SGP), as is well-

documented in the literature (Howarth 2004; Matthijs & Blyth 2018). The period that stands 

out the most according to our LDA analysis, however, is the second, during which the ECB's 

engagement with fiscal policy reached unprecedented heights. How can we account for this? 

We argue that the ECB's varying fiscal concerns were not merely linked to the commonly 

held perception that it propagated the orthodoxy of fiscal consolidation, but also had their 

roots in pertinent and discernible financial dominance concerns. 

 

2.6.1 – Orthodox business as usual?  

The earlier increases in fiscal communication from 2010 onwards are conventionally 

attributed to the central bank promoting fiscal austerity in light of rising public deficits, 
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thereby mirroring traditional fears of fiscal dominance. Indeed, the ECB under former 

president Trichet soon came to be seen as one of the principal spokespeople for austerity in 

the Eurozone (Blyth 2013: 60-61; Ban 2016: 196-197), as reflected not least in a much-

debated op-ed in the Financial Times in June 2010 (Trichet 2010a) as well as repeated 

addresses to the European Parliament urging to 'accelerate fiscal consolidation' and to 

introduce 'quasi-automatic' sanctions against fiscal indiscipline (Trichet 2010b). During this 

time, the central bank also developed and launched its first bond-buying scheme, the 

Securities Markets Programme (SMP), which was accompanied by a peculiar form of non-

public fiscal communication: the now-notorious 'secret' letters addressed to different 

Eurozone heads of government. 

 

In November 2010 and August 2011, respectively, Trichet signed off letters first to Ireland's 

finance minster Brian Lenihan and then to Italian and Spanish heads of government Silvio 

Berlusconi and Luis Zapatero, calling for the adoption of reforms as well as 'bold measures to 

ensuring the sustainability of public finances' (ECB 2014a; ECB 2014b). This has fuelled 

speculation about whether the bank purposefully employed its bond-purchasing powers as a 

mechanism through which to discipline distressed Eurozone governments, withholding 

purchases when it considered reform and consolidation efforts to be unsatisfactory (Whelan 

2011). While there are difficulties with substantiating this view – given that data on ECB 

bond purchases are not available on a country-by-country basis and have only been published 

as weekly totals –, changes in these totals throughout 2011 have nonetheless been interpreted 

as lending support to the claim (Woodruff 2016: 100-101). More substantively, the episode 

underlines how the ECB's communication towards Eurozone fiscal policy-makers is not 

merely 'cheap talk', but can rather be linked to strategic monetary policy concerns and actions 

(Henning 2016). 
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President Trichet's successor Mario Draghi did not break with this line either, launching 

several calls for a strengthening of EMU's institutions of fiscal surveillance. For instance, in 

what were some of his first public appearances at the helm of the ECB, the new president 

consistently promoted the introduction of a 'new Fiscal Compact' in the EU (Schelkle 2014: 

112). Such pleas were made to European Parliamentarians and the German policy establish-

ment alike, and also featured prominently in Draghi's second press conference statement after 

the December 2011 governing council meeting (Draghi 2011a; 2011b; 2011c). In March 

2012, EU governments did come around to creating a new fiscal compact, as part of the 

Treaty on Stability, Coordination and Governance (TSCG). Importantly, the agreement on the 

TSCG enabled the ECB to very publicly attach fiscal conditionality to its unconventional 

monetary policy measures (by making interventions conditional on signing up for a 

macroeconomic assistance programme, which in turn was conditional on signing and 

implementing the TSCG) (Henning 2016). This was precisely the case for the ECB's famed 

outright monetary transactions (OMT) in September 2012, for which the central bank made 

sure to stress that these came with 'strict and effective conditionality' as a quid pro quo for 

any future interventions (ECB 2012; Diessner 2017). 

 

2.6.2 – The role of financial dominance concerns 

At the same time, however, an often de-emphasised aspect of the ECB's story throughout the 

Eurozone crisis was its desire to protect itself from credit risks which came with increasingly 

unconventional monetary policies. This found its expression in repeated urges to Eurozone 

governments to employ fiscal resources – such as the newly-created bailout funds of the 

EFSF and later the ESM –, to limit banks' reliance on ECB liquidity (Trichet 2011; Draghi 

2012a). That reliance primarily stemmed from the ECB's large-scale lending through its two 

long-term refinancing operations (LTROs) of December 2011 and February 2012. The 
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LTROs offered 3-year financing to Eurozone banks at a mere 1.0% of interest, together with 

a significant easing of collateral requirements, thereby fuelling a hitherto unprecedented 

increase in the size of the Eurosystem's balance sheet by EUR1 trillion.22 The operations were 

widely perceived to be an indirect government bond-buying programme, as was insinuated 

even on the level of Eurozone heads of state (Krishnamurthy et al. 2017: 11). Incidentally, 

however, the LTROs also allowed for an implicit or 'stealth' recapitalisation of distressed 

financial institutions through the ECB's balance sheet, after national governments persistently 

refused or found themselves unable to recapitalise ailing banking systems (Schelkle 2014: 

112-113). 

 

In a series of communication acts in short succession during the first half of 2012, the ECB 

called upon governments to put an end to this situation of financial dominance, urging for the 

use of collective fiscal resources instead of the central bank's unconventional policies to shore 

up financial stability – thus 'publicly request[ing] radical change' in the EU's institutional 

framework (De Rynck 2016: 129). Interventions by executive board member Benoit Coeuré, 

for instance, were among the very first to endorse '[p]ooling resources in a single pan-EU 

resolution fund' (2012a) and to plead that the intergovernmental European Stability 

Mechanism 'inject capital directly into banks' (2012b). Chief economist Peter Praet, in turn, 

was particularly vocal in stressing that 'the problems of public finances and financial stability 

are closely intertwined' and that the central bank shall therefore be 'especially vigilant to 

shield monetary policy from attempts to engross it into inappropriate financial stability tasks' 

(2012a), instead pleading to 'intensify ongoing work on the establishment of a mechanism for 

the resolution of bank failures at the European level' (2012b). These calls were accompanied 

by president Draghi's (2012a) first endorsement of a pan-European bank supervision and 

 
22 ECB balance sheet data can be found at ecb.europa.eu/pub/annual/balance/html/index.en.html. 
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resolution scheme in front of the European Parliament, on the grounds that 'all non-standard 

measures are temporary in nature' and that the central bank's 'liquidity support cannot 

substitute for capital or for sound fiscal and structural policies'. 

 

To some observers, it was the inclusion of such a recapitalisation mechanism in the June 

2012 European Council announcement to establish a Banking Union that proved to be the 

'game changer' for the ECB and ultimately induced the central bank to announce the OMT 

programme (Véron 2015: 18). In this vein, Europe's Banking Union neatly exemplifies the 

proposition of financial dominance as a relevant driver behind the ECB's fiscal policy 

concerns: throughout the crisis, European central bankers publicly, and repeatedly, urged 

Eurozone governments to pool fiscal resources in order to tackle problems in the banking 

sector and attenuate financial markets' apparent overreliance on ECB liquidity. Once such a 

commitment was finally made, and further specified in the December 2012 European Council 

declaration, the ECB slowly but steadily reduced its calls for action on behalf of fiscal policy-

makers. At a February 2014 event marking the 20th anniversary of the establishment of the 

European Monetary Institute (i.e., the forerunner of the ECB), Draghi singled out the 

Banking Union's Bank Recovery and Resolution Directive as 'the key innovation' paving the 

way for a Eurozone-wide approach to banking resolution (Draghi 2014a), complemented 

shortly afterwards by the adoption of the Single Resolution Mechanism Regulation. 

 

2.6.3 – A stark decrease in fiscal communication 

The ECB's communication on fiscal policy ebbed down noticeably from early-2014 onwards. 

What many perceived as a watershed moment in the central bank's fiscal discourse came in 

the summer of 2014, when president Draghi delivered a speech at the annual gathering of 

central bankers in Jackson Hole. While commentators hastily interpreted the speech as a call 
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for the end of austerity in the Eurozone (Critchlow 2014), Draghi's (2014b) actual message to 

'achieve a more growth-friendly composition of fiscal policies (...) in a budget-neutral way' 

was arguably more cryptic. What can nonetheless be observed is that the ECB did become 

less outspoken about the asymmetric need for fiscal consolidation over time, and ultimately 

moved its stance towards suggesting that 'countries that have fiscal space should use it' 

(Mersch 2016; Draghi 2016). 

 

Given our previous considerations about the central bank's aversion towards bearing risks on 

its balance sheet in the context of unconventional monetary policy, it is remarkable that its 

subsequent major policy interventions, most notably the Public Sector Purchase Programme 

launched in January 2015 (i.e. the Eurozone's variant of quantitative easing), have not 

entailed anything close to the levels of fiscal communication we have observed before. In 

other words, at a time when the central bank did start to hold unprecedented quantities of 

sovereign bonds (which quadrupled over the course of 2015 and thus dwarfed its previous 

holdings),23 implying an unprecedented exposure to Eurozone sovereign debt, its fiscal 

communication remained, in fact, conspicuously muted. We would find this hard to reconcile 

with the traditional proposition of fiscal dominance and its emphasis on central bankers' 

perennial preoccupation with backstopping unsustainable government debt developments.  

 

Instead, we consider the notion of financial dominance to be more plausible here, as 

suggested not least by pertinent changes in the composition of the Eurosystem's balance 

 
23 Note that although the majority of asset purchases under the PSPP is undertaken by national central 

banks (in accordance with the ECB's capital key, at least in principle), the ECB conducts significant 

amounts of purchases itself as well – the value of which, at the time of writing, was more than ten 

times that of the securities bought under the SMP until the end of 2011 (see ECB website at 

http://www.ecb.europa.eu/pub/annual/annual-accounts/html/index.en.html). 
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sheet: while holdings of sovereign bonds and other securities indeed almost doubled between 

2013 and 2015 (from around €586bn to around €1.16tn), lending to euro area credit 

institutions all but halved over the same period (from €1.126tn to €559bn). Accordingly – and 

once the ECB gained the impression that Eurozone governments had finally agreed to engage 

in the kind of institution-building that would effectively share the burden of financial 

stabilization (most notably through the development of the banking union and its single 

resolution mechanism) – the central bank increasingly toned down its calls upon fiscal 

policy-makers to limit the financial sector's apparent overreliance on its balance sheet.  

 

One objection which may be raised against this line of argument is the problem whether a 

clear demarcation between issues of fiscal and financial dominance is possible in a situation 

that is characterised by substantial entanglements between governments and financial 

institutions. Such interdependencies have come to be labelled as an omnipresent bank-

sovereign nexus in the Eurozone (or, in more emphatic terms, as a vicious circle, 'doom loop' 

or 'deadly embrace' between governments and banks), and were the ostentatious reason for 

setting up the EU banking union in the first place (Schäfer 2016). This has led to suggestions 

of financial dominance being not more than 'hidden fiscal dominance' and rendering a 

distinction between the two 'moot' (Hellwig 2014: 26-27). However, while both forms of 

dominance can indeed be congruent and might at times overlap, we deem it pertinent to stress 

the notion of financial dominance in its own right, for three main reasons. 

 

First, and in line with Gabor (2016), while financial dominance 'can easily be mistaken for' its 

fiscal counterpart, it 'does not mark a full return' to it, for it finds its expression not only in 

outright support for particular 'banking institutions', which may or may not be intertwined 

with the sovereign of the jurisdiction they operate in, but also in 'supporting liquidity in (...) 
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markets in times of stress' more broadly (2016: 971, 991, emphasis in original; Dietsch et al. 

2018). Second, and related, empirical research – including by the ECB itself – does suggest 

that banking and financial crises are, in fact, the indicators that lead to sovereign debt crises 

more often than the other way round (Babecky et al. 2012). And third, even if we submitted 

that the existence of a bank-sovereign nexus meant that it should not matter economically 

whether the 'original sin' of triggering a crisis is committed in the financial sector and then 

spills over into sovereign debt markets, or vice versa, it might well make a difference 

politically. The prolonged political quarrels over organizing so-called rescue packages for 

troubled sovereigns in the Eurozone, as opposed to the relatively less visible or even 'stealth' 

recapitalisation of national banking sectors, testify to this. 

 

2.7 – Conclusion 

We started from the puzzle of why a uniquely independent monetary authority like the ECB 

would engage intensively with fiscal policy-making and thus jeopardise the monetary-fiscal 

divorce that was supposed to be all to the benefit of the central bank. To resolve the puzzle, 

we have highlighted the independent and growing role of financial dominance concerns over 

traditionally expected fears of fiscal dominance. This yields several implications. A key 

suggestion that emerges from our distinction between different forms of dominance is the 

desired course of government action that each can be taken to imply. A prevalent 

understanding of central bank independence suggests that the principal rationale for resorting 

to fiscal interventions is to make sure that the monetary-fiscal divorce is ultimately reinstated 

and upheld: the reason why a central bank reaches out to governments is that it does not want 

fiscal activism to undermine its monetary policy-making. Our analysis, however, implies that 

in a world of financial instability, additional concerns to such threats of fiscal dominance 

come to play. In particular, governments' unwillingness or inability to stabilise financial 
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markets can mean that the central bank will ultimately be forced to step in and expose itself 

to new levels of risk, best characterised as a situation of financial dominance. Viewed in this 

light, a central bank's interference with fiscal policy-making is not so much an indication of 

governments' fiscal activism, but rather of their harmful inaction. 

 

To take our argument further, future research may contend that this insight holds up even 

during the subsequent, non-crisis times of monetary policy 'normalization': not only when it 

comes to providing financial stability, but also when trying to fulfil their core policy 

mandates of achieving stable low inflation, do central bankers increasingly seem to be out of 

their depth and in need of some form of outside support. This effectively turns orthodox 

theories underpinning central bank independence, fuelled by fears of fiscal dominance, on 

their head: what if it were not merely the case that policy activism undermines price stability, 

but also that some policy action is necessary to achieve it in the first place? To this end, we 

are starting to hear monetary policy-makers communicate to their audiences around the globe 

that there are a number of policy problems that they are not able to fully grasp on their own. 

These range from suggestions that the 'framework for understanding inflation dynamics could 

be misspecified in some fundamental way' (Yellen 2017) or even of having to conduct 

'monetary policy without a working theory of inflation' (Tarullo 2017), to hopes for higher 

wage demands as these are 'the primary driver of inflation' (Draghi, quoted in Jones 2017), to 

warnings of 'a host of issues [which] have been laid at the door of the Bank of England' and 

which 'confuse independence with omnipotence' (Carney 2017).  

 

In the eyes of some, such 'admissions of impotence' are essential if central banks are to nudge 

fiscal policy-makers to play a bigger part eventually (see, e.g., Summers & Stansbury 2019). 

To others, however, they are an indefensible abdication of responsibility (Lonergan 2019). 
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One way or the other, central bankers, in their newly-found roles as 'masters of the universe', 

seem poised to remain at the centre of attention – either by doing more themselves, or by 

spurring others into action. In this respect, and for all its alleged uniqueness, the ECB finds 

itself in a similar situation compared to its major counterparts in the developed world. The 

lessons we draw from the Eurozone can thus be instructive beyond Europe's monetary union, 

not least since we would expect questions of monetary-fiscal separation and cooperation to 

persist and even intensify as central banks around the globe begin to unwind unconventional 

policies in an attempt to confine themselves to more conventional interest rate-setting once 

again.  

 

For policy-makers keen on (re-)creating painstaking divisions between policy spheres, we 

would predict that this will only be achievable if central banks are not burdened with tasks 

and expectations they ultimately find themselves unable to fulfil on their own. For scholars of 

the political economy of central banking post-crisis, conversely, we suggest paying closer 

attention to central banks' entanglement with financial markets and how financial stability 

concerns condition an otherwise unnecessarily rigid understanding of independence as chiefly 

a matter of government-central bank relations. This challenges us to question the prevalent 

notion that central banks, although 'discursively deeply enmeshed with', are still taken to be 

'autonomous from markets' (Nelson & Katzenstein 2014: 383) – and to explore ways in 

which such autonomy can be theorised and ultimately achieved. An appreciation of financial 

dominance is a useful point of departure for this endeavour. 
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3 – Second essay:      Limiting the Unlimited? 

   The Spectre of 'Central Bankruptcy' in Europe and Japan 

 

Abstract 

Why do major central banks across the globe – from the ECB, to the Bank of England, to the 

Bank of Japan – care about and protect their balance sheets and capital bases (i.e., protect 

themselves against losses and 'insolvency'), despite a plethora of historical examples of 

central banks that have operated with persistent losses and even negative capital without 

discernible operational problems? And when and why do they care differently, i.e. pursue 

different strategies for protection? While the economics literature on these questions asserts 

(and for the most part concludes) that central bank losses and negative capital may not 

necessarily pose a technical problem for central banks' achievement of their assigned policy 

objectives, they could well become a problem politically down the road. However, political 

science and political economy scholarship has not taken up these calls for an investigation 

into the alleged politics of central bank losses and insolvency, or what I call the spectre of 

'central bankruptcy'. In this paper, I propose a way in which this void can be filled. I put 

forward a political economy argument that emphasizes monetary policy-makers' desire for 

self-limitation in times of financial stress. I then test the argument in a cross-case comparison 

between three major central banks: the ECB, the Bank of England, and the Bank of Japan. 

The results challenge established accounts of delegation to independent agencies, which have 

long had a tendency of treating agents as both discretion-seekers and power-maximizers. 
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3.1 – Introduction 

How does one place limits on a seemingly unlimited resource? And under what 

circumstances would an independent and powerful policy-making institution seek to do so? 

The case of post-crisis central banking provides a pertinent entry point into these vexing 

questions. Confronted with systemic financial instability and nearing the zero lower bound on 

interest rates, central banks across the globe invoked their lending-of-last-resort and bond-

buying powers in an attempt to attenuate financial distress and lower not only short-term but 

also long-term borrowing costs. In the process, they pledged to purchase securities in 

virtually unlimited quantities if needed – financed by issuing interest-bearing reserves –, 

leading to substantial increases in central bank balance sheets and heightened exposures to 

interest, default and exchange-rate risks (Hall & Reis 2015). Besides, being perceived as an 

economy's balance sheet of last resort entails a more fundamental risk for central bankers, 

namely that of institutional 'loneliness' (Mabbett & Schelkle 2019): as crisis-fighting efforts 

become increasingly dependent on unconventional monetary policy, central banks eventually 

find themselves to be 'the only game in town' (El-Erian 2015). What, then, can monetary 

authorities possibly do to escape such threats of financial dominance (Diessner & Lisi 2019)? 

 

In this essay, I demonstrate that one understudied way in which central banks seek to limit 

the seemingly unlimited capacities of their balance sheets is to signal and attach weight to the 

risk of losses that could erode their capital bases. Indeed, major central banks across the 

globe have expressed concern for potential losses and negative capital in the recent past. The 

ECB, for instance, moved to double its capital base at the height of the Eurozone crisis, 

perplexing market observers with the move (FT 2010). In the same vein, the Bank of England 

obtained an official and explicit indemnity from HM Treasury that assumed the risk of losses 

and thus protected its balance sheet, while the Federal Reserve sought a similar arrangement 
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but only received it partially and implicitly (Geithner 2014; Mabbett & Schelkle 2019: 16). 

Similarly, and nearly a decade before the onset of the 2008 financial crisis, the Bank of Japan 

already publicly warned about the prospect of an erosion of its capital base (Bernanke 1999). 

What is puzzling about this preoccupation with losses, however, is that a plethora of central 

banks across the globe have been known to conduct monetary policy with persistent losses or 

even negative capital at different points in time and, in fact, without discernible operational 

problems.24 

 

How come, then, that major central banks care about and protect their balance sheets and 

capital bases? And when and why do they seem to care differently, i.e. pursue different 

strategies for protection? These questions become particularly pressing if we bear in mind 

that central banks' fear of losses and their apparent desire for protection by fiscal authorities – 

whether justified or not – have been suspected to be key factors in restraining policy-makers 

from additional stimulus at times of crisis when policy action was needed ever so badly 

(Krugman 1998; Cargill 2005; De Grauwe 2013b). Whereas the economics literature asserts 

(and for the most part concludes) that central bank losses and negative capital may not 

necessarily pose a technical problem for central banks' achievement of their assigned policy 

objectives, it is often asserted that these could become a problem politically down the road. 

However, political science and political economy scholarship has not taken up these calls for 

an investigation into the politics of central bank insolvency, or what I call the spectre of 

'central bankruptcy'. 

 

 
24 These range from Europe (e.g. the  Bundesbank and the Czech National Bank), to Asia (e.g. the 

Bank of Israel and the Bank of Korea), to South America (e.g. the Central Bank of Chile), and beyond 

(Vaez-Zadeh 1991; Dalton & Dziobek 2005; BIS 2009). 
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In order to fill this void, this essay engages recent extensions to theories of central bank 

independence (CBI) so as to argue that central banks' conspicuous aversion towards bearing 

losses and negative capital on their balance sheets stem from a desire to signal self-limitation 

in a context of increasingly unconventional monetary policy. It further argues that the ways in 

which this signalling process will play out for different central banks is mediated by 

differences in the institutional design of financial independence arrangements. Moreover, and 

importantly, policy-makers' de facto interpretation of the sources and limits not only of their 

mandated goals and instruments (see, e.g., Lombardi & Moschella 2015; Schmidt 2016; 

Orphanides 2018; van 't Klooster 2019), but also of their very independence, is central to 

shaping their self-limitation efforts. In particular, the extent to which independence is 

interpreted as being compatible or incompatible with extensive monetary-fiscal coordination 

is argued to play a critical role. 

 

The paper proceeds in the following steps. First, I dig deeper into the complexities of the 

curious subject of central bank losses and capital by reviewing prevalent accounts in the 

literature and highlighting a number of unresolved paradoxes and omissions. Second, I flesh 

out a political economy argument to explain central banks' strategies towards loss-making, 

which is situated in recent reappraisals of central bank independence and delegation to 

autonomous bureaucracies more generally. Third, I set up and conduct a cross-case 

comparison of three major central banks' self-limitation strategies so as to test the argument, 

based on extensive document analysis as well as a set of élite interviews obtained through 

fieldwork at the European Central Bank, the Bank of England, and the Bank of Japan. 

Finally, the implications for a political economy of central bank independence post-crisis are 

discussed in the concluding section. 
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3.2 – Research strategy and case selection 

The research questions and empirical focus of this essay are most amenable to a qualitative 

research strategy, as will become clear from the discussion of the existing literature below. In 

particular, this is to appreciate the difficulties which large-N studies of central bank losses 

and capital face with regard to comparability and generalisability across a broad range of 

institutional and political contexts – which, in fact, have led to calls for a more qualitative 

understanding of the subject from within that literature itself (see Milton & Sinclair 2011). 

Such an approach may rely on either of two methodological strategies, in triangulation with a 

close reading of policy documents and analysis of secondary material: on the one hand, a 

larger sample of central banks would lend itself to survey-based research (see, e.g., the work 

by Moser-Boehm at the Bank for International Settlements (2006; 2009)); on the other hand, 

a smaller set of selected case studies would be particularly amenable to research leveraging 

expert interviews with current and former officials (an exercise not undertaken in the 

literature to date).  

 

In this vein, I draw on original fieldwork undertaken at the ECB, the Bank of England (BoE) 

and the Bank of Japan (BOJ),25 which has yielded primary data in the form of 32 élite 

interviews. The majority of these (18) were conducted at executive level, the rest at senior-

staff level (see Appendix B). The reasoning behind this case selection is essentially as 

follows. Among major central banks, the ECB's and the BoE's approaches to protecting their 

balance sheets could hardly differ more starkly: while the BoE obtained an official and 

explicit indemnity from the Treasury for its operations, the ECB did not, and instead moved 

to increase the size of its capital base. More often than not, extant research puts down 

 
25 I use the acronyms BoE for the Bank of England and BOJ for the Bank of Japan as these are the 

acronyms most often used by the central banks themselves, while other authors may use BofE or BoJ. 
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discrepancies of this sort to the difficulty of monetary-fiscal coordination in an institutional 

setting in which the central bank's fiscal counterpart is not a unified treasury (as in UK), but a 

collective of 19 finance ministries (as in the Eurozone) (see, e.g., Illing & König 2014; 

Orphanides 2017; Bruegel 2018).  

 

However, the inclusion of an additional case spells doubts on this interpretation, namely one 

in which a unified fiscal counterpart does exist, yet coordination – in the form of an 

indemnity, for example – is still not achieved. While the Federal Reserve (Fed) is the most 

common point of reference, the Bank of Japan arguably makes for a more fruitful comparison 

for at least two reasons. First, it has experienced many of the aforementioned challenges 

much earlier than its major counterparts in the developed world, and it has eventually come to 

undertake the most far-reaching risk-taking among them (Cecchetti & Schoenholtz 2016a). 

Second, the Fed's independence is arguably uniquely contingent upon its relations with the 

US Congress (see, e.g., Conti-Brown 2016; Binder & Spindel 2017; Broz & Clark 2018), 

while for the ECB, the Bank of England, and the Bank of Japan, the coordination problem is 

essentially one to be resolved primarily between the central bank and the fiscal authority, 

which eases comparability. 

 

3.3 – Central bank capital and the spectre of 'central bankruptcy' 

 

3.3.1. – Synopsis of empirical literature 

A large part of the existing work on central bank capital, stemming from the wave of global 

financial liberalisation of the 1980s and 1990s, stresses the losses which central banks may 

accumulate on their holdings of foreign reserves in the context of exchange rate realignments 
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(Vaez-Zadeh 1991; BIS 2012).26 Perhaps owing to this view, the issue of central bank losses 

and solvency was long thought to be limited to the developing world and countries' mixed 

experiences with different exchange rate regimes. For instance, Jeanne and Svensson (2004: 

18) hold that central banks experiencing periods of negative capital were a phenomenon 

confined to 'mostly Latin American countries with a history of monetary instability', while 

Vaez-Zadeh (1991: 70) observes a degree of 'complacency' due to 'the improbability of losses 

in developed countries' (Cukierman 2011: 44-45; see also Stella 2005; Belke & Polleit 2010). 

The times of complacency, however, seem long gone. Rather, the question of central bank 

losses and capital has been propelled into the developed world as well – first at the Bank of 

Japan, and by now at most other major central banks (Ueda 2003; Buiter 2008a; Reis 2013a). 

 

To safeguard financial stability and combat deflationary threats, central banks' quantitative 

easing policies have been financed mostly by means of issuing interest-bearing liabilities 

(namely commercial bank reserves) while simultaneously subjecting the asset side of central 

bank balance sheets to a host of new risks (Bassetto & Messer 2013; Hall & Reis 2015). 

Debates about the prospect of losses at major central banks have soon followed. Against this 

backdrop, various commentators have suggested that governments should provide their 

monetary authorities with ex ante fiscal support, for example in the form of political 

indemnities which assume the above risks (Buiter 2006; Del Negro & Sims 2015; Park 2015; 

Corsetti & Dedola 2016; Van Riet 2017; Pinter 2018). Amongst others, it is argued that this 

would allow central bankers to not be preoccupied with bearing losses on their balance sheets 

and that the neat separation between monetary and fiscal policy would thus be restored. 

 
26 Sims (2004) encapsulates this line of thinking by proposing a major distinction between those 

central banks that have a high proportion of foreign reserves among their assets – and are thus 

supposed to be in need of high capital buffers against exchange rate risk – and those central banks that 

have a low proportion of reserves and therefore purportedly need little capital. 
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Adam Posen (2017), speaking at the BoE anniversary conference on 20 years of central bank 

independence, even came to conclude that although the provision of fiscal indemnities was 

'not foreseen as an issue in CBI', it ultimately turned out to be 'fundamental' during the crises. 

 

In the eyes of others, however, the idea that central banks require fiscal support is 'ludicrous', 

since it raises the paradoxical prospect that 'governments that can, and sometimes do, default 

are needed to provide the capital of an institution that cannot default' (De Grauwe 2013b: 

526). Indeed, while most empirical studies imply that holding positive capital should matter a 

great deal for central banks' monetary policy-making, very few venture to suggest an actual 

level or proportion of capital that central banks should ideally have. In a pre-crisis review of 

different studies, for instance, the Government Accountability Office of the US Congress 

emphasized that it 'found no widely accepted, analytically based criteria to show whether a 

central bank needs capital as a cushion against losses or how the level of such an account 

should be determined' (GAO 2002: 8). Similarly, having dedicated an entire edited volume to 

the subject, Milton and Sinclair (2011) conclude that '[t]he main observations are that there is 

no single, quantifiable formula that central banks could use to calculate capital levels'. 

Instead, studies frequently imply that there are major political and institutional differences 

across jurisdictions, which call for a more case study-based approach in order to gain a 

'qualitative understanding' of the subject (Cukierman 2011: 40-41; Archer & Moser-Boehm 

2013). 

 

If we seek to establish anything close to a general rule on central bank capital, however, then 

it seems that the limit to a central bank's loss-making is implied in its inflation-fighting 

mandate. As Fry (1992) puts it, a central bank should be considered 'insolvent' when it can 

'service its liabilities only through accelerating inflation' (1992: 91, emphasis in original). 
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Likewise, Reis (2015) suggests that central bank insolvency is, eventually, equivalent to 

hyperinflation or currency reform.27 However, the empirical relationship between a central 

bank's 'financial strength' (i.e. the proportion of capital and other buffers on its balance sheet) 

and its inflation-fighting record is ambiguous: while Klüh and Stella (2008), Perera et al. 

(2013), and Adler et al. (2016)  find evidence for a negative association between financial 

strength and inflation, Benecká et al. (2012) and Hampl and Havránek (2019) conclude that 

the relationship is weak at best. Similarly, Ueda (2003: unpag.) contrasts the experience of 

the central banks of Venezuela and Jamaica (where a deterioration in capital did go hand in 

hand with high levels of inflation) with that of Chile, Germany and Indonesia (where it did 

not), finding that 'the maintenance of a sound balance sheet is, in general, neither a necessary 

nor a sufficient condition for fulfilling a central bank's responsibility'. In sum, the empirical 

record is mixed, and the literature appears remarkably inconclusive. This cautions us to dig 

deeper and to consider alternative theoretical mechanisms that may explain central banks' 

preoccupation with loss-making and negative capital. 

 

3.3.2. – Theoretical considerations and the spectre of 'central bankruptcy' 

The main theoretical (economic) argument for why central bank capital may be considered 

irrelevant is that, in a fiat currency regime, a central bank's legal monopoly to issue money 

should enable it to always create the necessary resources to service its obligations. Thus, 

unlike private corporations or households,28 central banks can avoid default and insolvency. 

 
27 Reis (2015) conceptualizes insolvency as the central bank running a Ponzi scheme on reserves, to 

the effect that reserves grow explosively and eventually become worthless. In this tradition – going 

back to the seminal work of Cagan (1956) as well as that of Fry (1992) –, Buiter and Rahbari (2012) 

propose a so-called 'noninflationary loss absorption capacity' or NILAC, based on the present value of 

future monetary income (i.e., seigniorage revenue). See also Buiter (2008a). 

28 The fallacious equation of central banking with commercial banking is explored further in 

the final essay of this thesis. 
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In contrast, the theoretical argument for why holding positive capital may not be irrelevant 

for central banks is rooted in the political economy of central bank independence. As Kachur 

et al. (2016: 8) note, 'some consensus' appears to exist that posting repeated losses and being 

perceived as insolvent will ultimately lead to a 'political' problem for central banks (cf. De 

Grauwe 2013b) – a problem which independent central bankers presumably fear. I shall term 

this fear the spectre of 'central bankruptcy'. 

 

An often-referenced speech across the literature in this regard is that of former Bank of Japan 

governor Toshihiko Fukui (2003: 8) who noted that 'concern with the soundness of their 

capital base might not be grounded purely in economic theory but may be motivated rather by 

the political economic instincts of central bankers' (Pringle 2003; Jeanne & Svennson 2004: 

20; Stella 2005: 335; Cukierman 2011: 35).29 However, the nature of this supposedly 

fundamental political matter is rarely specified – as if to merely suggest that 'it's politics, 

stupid'. Instead, a number of catch-all concepts are frequently alluded to, such as capital 

losses leading to serious damage to a central bank's 'authority', 'reputation', or 'prestige' 

(Vaez-Zadeh 1991; Ernhagen et al. 2002; Jeanne & Svennson 2004; Archer & Moser-Boehm 

2013; Cecchetti & Schoenholtz 2015), not rarely without much further discussion or 

clarification. Despite the allegedly political character of the problem, however, political 

science and political economy scholars have been slow to take up these calls for an 

investigation into the politics of central bank capital and solvency. 

 

 
29 Or, as Cecchetti and Schoenholtz (2015) aptly note: 'If you ask monetary economists whether we 

should care if a central bank's capital level falls below zero (even for an extended period of time), 

most will say no. Pose the same question to central bank governors, and the answer in nearly every 

case will be yes'. 
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At its core, the often-assumed reason for why central banks fear 'insufficient' capital is that a 

depletion of said capital might ultimately undermine central bank independence. Amongst 

other things, it is argued that if a central bank were to have negative equity, it would 

eventually have to be 'recapitalized' by its owners (i.e., in most cases, by its government). 

This purported injection of 'taxpayer's money' into the central bank could, in turn, be refused 

by the government, or it could be granted only under particular conditions. This would render 

the central bank's room for policy manoeuvre dependent on government approval, which 

clearly violates the principle of political independence (see, e.g., Vaez-Zadeh 1991: 75-76; 

Ernhagen et al. 2002; Pringle 2003; Jeanne & Svennson 2004: 20; Benigno & Nisticò 2015).  

 

A more general formulation of this argument holds that a central bank will not want to have 

negative capital 'forever', and will thus either be in need of recapitalisation, or will undertake 

operations that are profit-generating and might deviate from optimal (tight or lose) policies 

(Cukierman 2011). However, from the aforementioned theoretical vantage point that central 

bank capital should be considered irrelevant for the operation of monetary policy, this 

proposition would instead appear 'completely circular' (Whelan 2012: 35): in essence, the 

argument posits that a central bank needs capital for the plain reason that if it lost that capital, 

it would need it (back). 

 

Apart from hypothetical political repercussions for CBI, central bankers might be fearful of 

other spectres. For instance, they might fear fear itself – namely financial markets' fears of 

precisely this 'risk of change' in the institution of independence (Posen 1995: 255). As 

Bindseil et al. (2004) put it: 'Financial markets may also perceive a reduction of central bank 

capital as increasing the probability that the relationship (of independence) between the State 

and central bank will be reviewed and possibly changed' (2004: 30, emphasis in original).  
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What emerges from these discussions is that the spectre of central bankruptcy may matter to 

central banks for the seemingly obvious reasons that these are both central (i.e., public 

institutions whose loss-making and supposed waste of public resources are subject to close 

scrutiny by different audiences) and banks (i.e., financial institutions which make loans and 

purchases, and whose assets and liabilities are recorded on balance sheets which are closely 

monitored by these and other audiences) (Braun 2018: 4). Yet, conversely, strong arguments 

can be mounted that losses and capital should not be of concern to central banks precisely 

because these are, seemingly paradoxically, neither central nor banks in any strict sense. 

 

Taken together, and somewhat akin to Pandora's box, the spectre of central bankruptcy 

suggests that once balance sheet losses surpass some unspecified threshold or once central 

bank capital turns negative, a range of adverse consequences might ensue – from the erosion 

of financial trust, to the loss of independence, to hyperinflation and currency reform –, be 

these triggered by political or financial markets-related backlashes, or a combination thereof. 

It has been argued that these potential risks are particularly pertinent in a number of 

jurisdictions which do not legally specify what ought to happen in case a central bank posts 

capital losses (see Vaez-Zadeh 1991; Stella 2005). Some attention in the literature has 

therefore been paid to the institutional design of the accounting frameworks and especially 

the dividend rules of different central banks (i.e., how a central bank's profits should be 

allocated to its owners) as well as the (non-)existence of symmetrical rules in case of losses 

(Milton & Sinclair 2011; Archer & Moser-Boehm 2013; Schwarz et al. 2014; Reis 2015; 

Bholat & Darbyshire 2016). These arrangements are sometimes referred to as safeguarding a 

central bank's financial independence. Indeed, major central banks have come to insist on 

financial independence as a formal requirement for CBI – such as the ECB, both for itself and 

for the national central banks in the European System of Central Banks (ECB 2010). 
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Yet, as Tucker (2016: 43) points out, even though 'the financial-accounting conventions that 

apply to a central bank are important in political economy terms', '[t]he variety of accounting 

schemes around the world suggests that either local political conditions vary enormously or 

that this is a neglected area'.30 In this context, Reis (2015) has formalized several of these 

considerations in order to distinguish three types of central bank 'solvency', depending on the 

dividend rules and sources of net income of a central bank (which he terms 'period' or 'rule' 

solvency) as well as the present value of future seigniorage (termed 'intertemporal' solvency). 

Conspicuously, however, the analysis concedes early on that 'none of these definitions is 

more economic or better grounded in economic theory or principles than the others. They 

each correspond to different situations in terms of the political economy between the central 

bank and the Treasury' (Reis 2015: 8). 

 

3.4 – The political economy of financial independence: signalling self-limitation 

The above synopsis of the extant literature entails two chief implications. First, the empirical 

literature suggests that a qualitative, case study-based approach is best-placed to shed light on 

the conundrum of central bank losses and capital across different institutional contexts. 

Second, economic studies typically conclude that the problem is more 'political' in nature 

than technical analyses are able to grasp. To make progress on both fronts, this section first 

advances a political economy argument for why and how central banks care about their 

balance sheets and capital bases, grounded in a theory of CBI which emphasizes monetary 

policy-makers' quest for self-limitation. I then put forward a case study-based examination of 

central bank capital which reflects on the strategies of self-limitation pursued by three major 

central banks in the context of the global financial crisis: the ECB, the BoE, and the BOJ. 

 

 
30 I would submit that it is quite probably both. For a recent study, see Ademuyiwa et al. (2018). 
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3.4.1. – Limiting the unlimited: balance-sheet central banking and post-crisis CBI 

Successive generations of political economy scholarship on central banking have situated 

central banks and central bank independence in broader questions of delegation, focussing on 

the conditions under which the provision of policy autonomy to independent agents can be 

achieved and will ultimately be successful. While first-generation scholars of delegation to 

central banks have focused squarely on the institutional design of independence itself (see, 

e.g., Grilli et al. 1991; Cukierman et al. 1992; Alesina & Summers 1993), second-generation 

studies have made strides towards locating the sources and limits of independence within the 

political system, i.e. with the agent's political principals and wider institutional environment 

(Posen 1993; Blinder 1998; Franzese 1999; Padoa-Schioppa 2000; Bernhard et al. 2002; Broz 

2002; Lohmann 2003; Keefer & Stasavage 2003; Goodhart 2015; Mabbett & Schelkle 2019). 

At any rate, the delegation of policy autonomy rests on a delicate balancing act. On the one 

hand, scholars of central bank independence have been prone to conceptualize CBI as a 

protection from outside interference with monetary policy operations: the more effectively a 

central bank is shielded from activism (or even outright dominance) on behalf of its political 

principals, the more independent it is.31  This line of thought can be traced through both of 

the above generations in the central banking literature, which merely disagree on how CBI is 

constituted and upheld (the first stressing the legal mandate and institutional design of central 

banks; the second focussing on the political environment which central banks are situated in).  

 

On the other hand, political science scholarship on delegation has tended to concern itself 

with the reverse problem, namely that of agency costs and the predicament of control loss 

(see, e.g., Pollack 1997; Majone 2001; Abbott et al. 2019; Högenauer & Howarth 2019). 

 
31 A similar tendency can be observed in eminent international relations scholarship emphasizing 

problems of encroachment and the re-assertion of authority by principals over their respective agents 

(e.g., Barnett & Finnemore 2004; Hawkins et al. 2006; Stone 2011; see Braun & Düsterhöft 2019). 
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When autonomy is granted to an agent, which ex ante and ex post controls should be put into 

place to ensure that its actions do not deviate from the preferences of its political principal(s)? 

These concerns also feature prominently in the ample literature on bureaucratic autonomy, 

which habitually scrutinizes problems of drift (McCubbins et al. 1989; Epstein & O'Halloran 

1999; Huber & Shipan 2002) as well as the protection and maximisation of bureaucratic turf  

(Dunleavy 1991; Carpenter 2001; Busuioc 2016), both of which have been argued to be 

applicable in the context of independent central banking as well (see Acheson & Chant 1973; 

Toma 1982; Shughart & Tollison 1983; Skaggs 1984; Boyes et al. 1988; Forder 2002). 

Balancing these two imperatives, i.e. granting both sufficient autonomy (by limiting outside 

interference) while avoiding excessive autonomy (by limiting agency drift and control loss), 

is what has fuelled fertile scholarly debates throughout successive generations.32 

 

The financial and economic crises of the past two decades, however, have arguably turned 

both of these perspectives on their head. On the one hand, the challenge of systemic financial 

instability, and the concomitant threat of 'financial dominance' on top of commonly expected 

fears of fiscal dominance (Brunnermeier & Sannikov 2012; Hannoun 2012; Gabor 2016), 

have led central banks to not merely concern themselves with the traditional problem of 

government activism, but much rather with the conundrum of government inaction 

throughout the crisis (Diessner & Lisi 2019). On the other hand, the crisis does not square 

neatly with the core problem of control loss emphasized in the political science literature on 

delegation either. To the contrary, it would rather seem that principal loss describes the 

predicament of post-crisis central banking much more succinctly (see Tesche & Genschel, 

unpublished), with monetary policy increasingly becoming 'the only game in town' (El-Erian 

2015), and independence eventually turning into 'loneliness' (Padoa-Schioppa 2000; 2004). 
 

32 For partial attempts at bridging this stylized divide, see Alesina and Tabellini (2007; 2008) and, 

more recently, Tucker (2018: chapters 5 & 18). 
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As Mabbett and Schelkle (2019) demonstrate, monetary policy-makers have reacted to these 

challenges in puzzling fashion: against central expectations in the delegation literature 

stressing that autonomous bureaucracies seek to maximize their powers as well as their 

discretion, independent central bankers appear to have aimed at limiting both in the crisis, so 

as to obtain much-needed cooperation from their political counterparts (e.g., Henning 2016; 

Schoeller 2018; cf. Gabor 2018; Fontan 2018: 163). 

 

Departing from these observations, I argue that central banks' aversion towards bearing losses 

and negative capital on their balance sheets stems from a desire to signal self-limitation in a 

context of increasingly unconventional monetary policies which central banks do not want to 

be perceived as unlimited and for which they thus seek to obtain some form of fiscal and/or 

political backing. The ways in which this signalling process will play out for different central 

banks is likely to be mediated by differences in the institutional design of financial 

independence arrangements – and in particular the rules for profit retention and distribution 

as well as the (non-)existence of symmetrical rules in the case of losses. At the same time, 

however, these de iure institutional characteristics are unlikely to fully determine the ultimate 

success of central banks' efforts at self-limitation. Instead, monetary policy-makers' de facto 

interpretation of the sources and limits of their independence (Lombardi & Moschella 2015) 

– and in particular the extent to which independence is deemed to be compatible with 

monetary-fiscal coordination arrangements or not – can be expected to have an impact on 

self-limitation outcomes as well. 

 

Taking these considerations into account, the below case studies are structured as follows. 

First, I present and discuss the (financial) independence arrangements put into place in each 

case and demonstrate how financial instability and the launch of unconventional monetary 
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policies have given rise to pressing concerns about central bank losses and negative capital. 

Second, I then trace selected strategies by all three central banks' towards overcoming these 

concerns as well as their relative achievements in doing so. Lastly, I conclude with a 

discussion which ties the case studies together and draws out implications for students of 

delegation more generally, as well as for a political economy of central bank independence 

post-crisis in particular. 

 

3.5 – Case studies 

 

3.5.1 – The European Central Bank: implicit and informal coordination 

The ECB, created in 1998 through the provisions laid down in the Treaty on European Union 

(TEU or Maastricht Treaty), is commonly seen as the most independent central bank in the 

developed world. Its unprecedented independence stems not only from the lack of a unified 

Eurozone fiscal authority or government that it could be independent 'from' in the first place 

(Goodhart 1998), but also from the relative vagueness of its mandate, which has conferred a 

considerable degree of 'goal independence' onto the central bank (De Grauwe 2018: 176-177; 

see Debelle & Fischer 1994). Equally importantly, the institutional safeguards that protect its 

independence are taken to be extraordinarily strong. Given the nature of the TEU as an 

international agreement between all EU member states – changes to which require an inter-

governmental conference, unanimous agreement, subsequent ratification, and in some cases 

referenda –, a revision of the ECB's statutes is considered particularly difficult and unlikely 

(Posen 1995: 272). With a view to the political economy of central bank capital, the ECB's 

unprecedented independence could be interpreted as the central bank having least to fear 

from hypothetical capital losses: if such losses were to occur, legally credible threats to its 

independence should, theoretically, be largely absent. 
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At the same time, however, the ECB's financial independence (i.e., its financial relations with 

Eurozone governments) remain largely implicit, being the sphere of independence generally 

perceived to be the least legally defined and developed after the inception of EMU (see, e.g., 

de Lhoneux 2005: 169-170). While the Treaties stipulate that profits are to be distributed to 

national central banks (acting as the ECB's 'shareholders') in accordance with a detailed 

capital key (TFEU Art. 29), losses are first to be offset against a buffer of retained earnings 

called 'general reserve fund' (Art. 33(2)). Any losses exceeding the fund (which is limited to 

the size of the ECB's capital base; Art. 33(1)) can further be matched by drawing on the 

national central banks' monetary income for the relevant financial year. This happened in 

2004, when the ECB made substantial losses on its foreign reserve holdings caused by a 

prolonged depreciation of the US dollar. The Treaties remain silent, however, on what ought 

to happen if the ECB were to record a loss large enough to wipe out its capital base. At most, 

there appears to be an implicit assumption that the 'endowment' (Interview 12) of the central 

bank with a certain amount of capital – initially set at €5bn (Art. 28(1)) –, entails a legal 

requirement for it to be recapitalized by member states if capital ever were to fall below zero 

(Interview 13). It is also assumed that the ECB may carry losses forward on its balance sheet 

(Bunea et al 2016). 

 

Such assumptions notwithstanding, the ECB repeatedly displayed a wariness towards taking 

financial risks onto its balance sheet throughout the Eurozone crisis (Diessner & Lisi 2019) 

and signalled stark concerns about the prospect of capital losses in particular – signals which 

were deemed 'puzzling' by market participants (e.g., FT 2010) and bewildering by academics 

(De Grauwe 2013b). Among a wider range of measures aimed at the protection of its balance 

sheet, the ECB provisioned parts of its profits in line with Article 33.1 and further announced 
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that it would double its capital base during the crisis in December 2010 (ECB 2010a+b).33 

One crucial implication of signalling such concern is the latent constraint that it places on the 

otherwise 'wide discretion over monetary policy' and the 'extensive powers to intervene in 

financial markets' that its mandate affords (e.g., Art. 18, 20; Mabbett & Schelkle 2019: 12), 

by effectively suggesting that prolonged losses stemming from these powers would be 

deemed unacceptable. Against this backdrop, some have interpreted the ECB's move as 

sending a 'stern reminder' and 'powerful signal to government leaders' that its crisis policies 

'aren't without risk' (Wall Street Journal 2010). 

 

These measures, however, still did not offer enough in the way of protection in the eyes of 

several of the central bank's key decision-makers (Interview 2, 13, 31). Addressing the 

president of the Eurogroup directly, the ECB therefore ventured to write an informal letter to 

remind finance ministers of their implicit obligation of recapitalization in case the ECB's risk-

taking were to result in large-scale losses (Interview 13). The letter was ultimately responded 

to by the Eurogroup president, and in the affirmative: euro finance ministers acknowledged 

their hypothetical responsibility, calming the ECB's nerves for the time being (Interview 31). 

The extent to which such a recapitalization would indeed be carried out smoothly, however – 

with each member state chipping in through its national central bank's subscription to the 

ECB's capital base –, remains an open question to date. 

 

Owing to this, when the ECB finally embarked on its quantitative easing programme in 

January 2015 (the Public Sector Purchase Programme or PSPP), the governing council 

decided to circumvent its implicit norm of loss-sharing by conducting 80% of government 

 
33 The third essay looks into the background and motivations behind these decisions in more depth, 

highlighting the understudied perceptional and cognitive dimensions of balance sheet central banking. 
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bond purchases in a highly decentralized fashion, namely through the balance sheets of the 

national central banks of the Eurosystem (see Orphanides 2017; Van Riet 2017: 17-20; 

Vallée & Cohen-Setton 2018). In so doing, Europe's central bankers once again revealed an 

overt desire for self-limitation, by placing ostentatious limits on bond purchases to the tune of 

33% per issue and issuer (see ECB 2015). The durability of such measures of self-restraint, 

however, is increasingly being called into question, as discussed further below. 

 

3.5.2 – The Bank of England: explicit and formal coordination 

The Bank of England formally gained monetary policy autonomy from Her Majesty's 

Treasury (HMT) in June 1997, when operational independence was bestowed on the nine-

seat monetary policy committee (MPC). Unlike the ECB, it enjoys neither goal nor 'target' 

independence (Schonhardt-Bailey 2013: 19-20), with its inflation target being formulated by 

the Chancellor of the Exchequer. In terms of financial independence arrangements, the BoE's 

balance sheet only recorded a 'small capital base' (Allen 2017: 4-5) of £2.3bn until mid-2018, 

and the Bank has fewer means at its disposal to tap into seigniorage revenues compared to the 

ECB: since 1928, the monetary income earned by the Bank's 'Issue Department' is transferred 

to the Treasury's National Loans Fund immediately after expenses.34 As for the BoE's 

'Banking Department' (the unit conducting all central banking operations apart from issuing 

notes), in turn, a profit-sharing agreement was decided with HM Treasury in 1984, whereby 

post-tax profits are evenly shared between the two institutions (Bibow 2018: 28, 32). 

 

Owing not least to the small size of its capital base, key policy-makers in the Bank signalled 

an acute awareness of the risk of balance sheet losses which could drive the BoE's capital into 

 
34 Symmetrically, a 'deficit is not taken against income but is settled by a transfer from the National 

Loans Fund' (Bank of England 2017a: 138). 
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negative territory after the outbreak of the crisis (Interview 1, 14). According to the minutes 

of Court of Governors and non-executive directors (NedCo) meetings from the first half of 

2009, for instance, the idea of seeking a capital injection from the Treasury was contemplated 

openly at different points in time. Interestingly, however, while it was generally found to be 

'appropriate to discuss the Bank's capital position' and that 'the Treasury had accepted the 

need to review the Bank's capital' – as reflected also in Plenderleith's review of Emergency 

Liquidity Assistance in 2008-9 (Bank of England 2012: 15) –, the ultimate outcome was that 

'[i]t was not felt to be the right time at present' to be doing so (Bank of England 2009: 442).  

 

Instead, BoE decision-makers focussed their attention on a different solution to the 

conundrum of balance sheet risks. When the Bank launched unconventional policy measures 

in order to provide credit easing and monetary stimulus throughout the crisis, it did so by 

effectively setting up separate institutional entities with separate accounts and balance sheets: 

first for the 'special liquidity scheme' of April 2008, and later for its quantitative easing 

operations from January 2009 onwards. The latter were conducted through a special purpose 

company, the Bank of England Asset Purchase Facility Fund Limited. Importantly, the 

facility came to be 'fully indemnified by HM Treasury: that is any financial losses as a result 

of the asset purchases are borne by HM Treasury, and any gains are owed to HM Treasury' 

(Bank of England 2017b: 4). This arrangement manifested itself through a formal exchange 

of letters between the BoE and the Chancellor of the Exchequer – up to a point where the 

letters were essentially 'pre-written with spaces left blank' for the amounts of purchases that 

the Bank sought to conduct – which 'just had to be inserted' and were then signed off swiftly 

by the Chancellor in order to expedite the process (Interview 1). How did the BoE manage to 

obtain successive ex ante indemnities from the Treasury? And why exactly did it seek those? 
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Evidence from official speeches and expert interviews suggests that the answer is essentially 

two-fold. On the one hand, the Bank had already flagged, much ahead of the crisis, that if it 

ever were to conduct unconventional policy operations which might impact government debt 

management, these would ultimately require political backing by the executive. Speeches by 

King (2004) and Tucker (2004), for instance, stressed that if the Bank 'were in a liquidity 

trap' where 'interest rates are at their zero lower bound', this would essentially create 'a need 

to co-ordinate with government' up to a point where 'policy relies on successful cooperation 

between central bank and finance ministry' (King 2004: 16; Tucker 2004: 35). Raising the 

issue upfront – and later codifying it by means of the indemnity – was thus an attempt at 

doing away with the element of surprise in case the central bank ever were to incur losses, 

and roping in the government to accept responsibility for these (Interview 14). 

 

On the other hand, and once the crisis erupted, the Bank credibly signalled its resolve towards 

unwavering self-limitation in case such political backing were to be withheld: in the words of 

successive members of the monetary policy committee, the indemnity was generally assumed 

to be 'necessary for unconventional policy to work' (Interview 4, 14), up to an extent that if it 

had not been granted, 'we would not have carried out the policy' (Interview 10), even at the 

height of crisis. Importantly, however, the provision of successive indemnities was not 

merely perceived as a technical fix to protect the Bank from the spectre of losses – and, as 

such, as a sheer substitute to increasing its capital base (Interview 4) – but was much rather 

connected to wider questions of legitimacy and the nature of independent central banking 

(Interview 1; Tucker 2018: chapter 22). As one interviewee put it: 'higher capital does not 

resolve the fundamental issue of who takes fiscal policy decisions', stressing that the conduct 

of far-reaching unconventional monetary policy without adequate executive backing 

essentially amounts to 'asking for too much independence' (Interview 10). In a series of 
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Memoranda of Understanding (MoU), the BoE and HMT ultimately went on to establish their 

respective crisis-fighting responsibilities in a detailed and explicit fashion. This culminated in 

a recent MoU clarifying the 'financial relationship' between the two institutions and endowing 

the BoE with a capital target of £3.5bn along with a ceiling and floor backed by HMT (2018). 

Crucially however, the MoU also came to be seen as a hardening of 'self-imposed constraints' 

on the Bank's balance sheet (FT 2018) – as implied by attaching weight to positive capital. 

 

3.5.3 – The Bank of Japan: provisional and limited coordination 

The Bank of Japan (BOJ) was officially granted de iure (instrument and target) independence 

in June 1997 by means of a revision of the BOJ Act, which came into effect in April 1998 

and enshrined decision-making power in an independent Policy Board (Article 14, 15). The 

Act leaves ample room for interpretation with regard to the Bank's de facto independence: 

while in general its autonomy 'shall be respected' (Art. 3(1)), the Act also stipulates that the 

Bank 'shall always maintain close contact with the government and exchange views 

sufficiently' so as to ensure that monetary and overall economic policy are 'mutually 

compatible' (Art. 4). In addition, the government 'may request the [BOJ] to conduct the 

business necessary to maintain stability of the financial system' in times of crisis (Art. 38.1), 

and it retains powers of approval over several administrative functions and indeed its budget 

(Art. 7, 11, 51).  

 

With regard to indicators of financial independence, the Bank of Japan is bestowed with a 

conspicuously small – and thus essentially symbolic – capital base of ¥100 million (circa $1 

million) (Art. 8(1)), 55 % of which is held by the government and the other 45% of which is 

held by private shareholders who may receive a dividend of up to 5% (Art. 8(2) & 53(4)). 

Moreover, Articles 53(1) and 53(3) stipulate that the Bank shall retain a mere 5% of its 
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surplus 'as a reserve fund' to offset losses and transfer other income to the government. 

Notably, and 'upon authorization from the Minister of Finance', it may retain more of its 

income 'when it finds it especially necessary' (Art. 53(2)). In the same vein, the Policy Board 

has the authority to 'determin[e] important matters concerning accounting' (Art. 15(2)(xii)). 

What is particularly striking in terms of financial independence arrangements is that the 1997 

revision of the BOJ Act essentially removed provisions under which the BOJ would be 

'explicitly indemnified against losses' by the Ministry of Finance (MOF), thus leaving 

'ambiguity' as to what would happen in case such losses did materialize (Interview 17, 29; 

Muguruma 2018; Park et al. 2018: 95). In response, the Bank has come to specify for itself an 

adequacy rule for the amount of capital and reserves that it intends to hold as a buffer against 

losses, thus implying an explicit limit on the risk-taking it would be willing to engage in. 

Computed as the ratio of capital, reserves and provisions divided by banknotes in circulation, 

it defined a ratio of 10% (with a buffer of +/– 2%) as signalling the 'financial soundness' of its 

balance sheet (Interview 25; Ueda 2003; Fukui 2003; Bank of Japan 2016a: Art. 18 para 1,2). 

 

Soon after the shift to legal independence and amidst persistent deflationary pressures, the 

BOJ would become the first major central bank to adopt a zero-interest rate policy in 

February 1999, followed by a first round of quantitative easing in March 2001 – almost a 

decade before its counterparts in the developed world. Upon embarking on these measures, 

the Bank repeatedly voiced concerns for its balance sheet and capital base (Fujiki et al. 2001) 

– concerns which were met with incredulity by economists at the time. Bernanke (1999: 24), 

for instance, diagnosing a 'self-induced paralysis' at the central bank, found it 'disturbing' that 

such 'extraneous' and 'trivial considerations as the distribution of paper gains and losses 

between the monetary and fiscal authorities might block needed policy actions'.35  

 
35 See also Krugman (1998) and Meltzer (1999). With hindsight, however, even Bernanke seems to 
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Even though the BOJ's experience with unconventional policy and concomitant fears of 

balance sheet losses had thus been far from new, the global financial crisis and the ensuing 

Great Recession nevertheless proved capable of exacerbating both in unparalleled fashion. 

While the size of the BOJ's balance sheet had increased to around 30% of GDP up until 2013, 

it has since seen a sharp rise to over 100% of GDP, owing to quantitative and qualitative 

easing (QQE) measures implemented against the backdrop of 'Abenomics'. Consequently, the 

spectre of central bank losses and negative capital has continued to haunt Japanese policy 

debates, with the onset of substantial balance sheet losses often treated as merely a question 

of time, especially upon exit from QQE (see, e.g., Fujiki & Tomura 2017; Fueda-Samikawa 

& Takano 2018). 

 

The way the BOJ has dealt with these threats shares some similarities but ultimately bears 

marked differences vis-à-vis both of its peers in the Eurozone and in the UK. Unlike the BoE, 

the central bank has not explicitly sought or obtained an outright indemnity from successive 

governments. Moreover, and unlike the ECB, it also does not appear to rely on an implicit 

recapitalisation agreement with its respective fiscal counterpart (Interview 17, 18), the 

Ministry of Finance, even though this has been insinuated with regard to a joint statement of 

coordination issued by the Bank and the MOF before the start of QQE (Bank of Japan 2013; 

Orphanides 2018: 16). Instead, and partly in line with the ECB, monetary policy-makers in 

Japan have settled for retaining ever-increasing parts of central bank profits and limiting 

payouts to the Treasury (Interview 17; Muguruma 2018).  

 

 
have come round to accept that a raid on central bank capital would be 'not good optics or good 

precedent' (Bernanke 2015). Reflecting on his previous critical assessment of Japanese monetary 

policy, the former Fed chairman recently quipped that his experience as a practitioner made him 'a 

little bit more sympathetic to central bankers' than he had been as an academic (Bernanke 2017: 23). 
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This has involved skilful reinterpretation of the room for manoeuvre afforded by the BOJ's 

accounting framework (Interview 26). Accounting rules were effectively amended in 

November 2015, including a supplementary provision specifying that, 'for the time being', 

profit calculations shall not only take the aforementioned capital adequacy ratio into account, 

but also pay particular attention to current 'developments in the Bank's income and losses' 

(Bank of Japan 2016a; Bank of Japan 2016b: 69-70).36 The impact of successive profit 

retentions is clearly identifiable in the BOJ's accounts, and can be traced precisely to the 

second half of the fiscal year 2015. While the Bank's 'provision for possible losses on bonds 

transactions' had been stagnant at around $20bn (around ¥2.2tn) for much of the previous 

decade, it started to grow substantially from late-2015 onwards and now stands at over $40bn 

(around ¥4.4tn at end of fiscal year 2018) – thereby also keeping the Bank's self-defined 

capital adequacy ratio at around 8% and within the desired range (Bank of Japan 2013; 2015; 

2016; 2018; 2019).37 

 

At the same time, however, these partial achievements involve a painstaking and recurring 

procedure through which the BOJ determines increased amounts of retained earnings, which 

ultimately requires approval from the MOF (e.g., Nikkei Asian Review 2015; Interview 26). 

This is not rendered any easier by the fact that relations between the central bank and its 

fiscal counterpart have often been seen as adversarial ever since the revision of the BOJ Act – 

which was perceived as empowering the Bank at the expense of the MOF –, reflective of an 

 
36 Amendments to accounting practices and their effects are reported in the BOJ Annual Review, 'The 

Bank's Accounts', section II.4.e., 'Significant changes in the accounting standard'. Transfers to and 

from provisions are recorded as 'special losses' and 'special profits' in the BOJ's statement of income. 

37 At the time of writing, provisions against losses were on course for a further substantial increase 

after the Fiscal Year 2018, which could see the capital adequacy ratio jump to around 8.8% and 

thereby reach levels not seen since March 2001 (or, in other words, since the start of QE by the BOJ). 

Author's calculations based on BOJ Financial Statements. 
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environment in which central bank independence has been interpreted as incompatible with 

extensive monetary-fiscal coordination (Interview 28, 29, 30; Cargill 2005; Takahashi 2017). 

While continuous increases in risk provisions have been hard-fought and tend to be viewed as 

'a step in the right direction', they do not fend off the spectre of central bankruptcy altogether 

(Interview 17, 30).  

 

In light of the absence of explicit or implicit fiscal backing by the MOF, the BOJ is thus 

ultimately left in a relatively uncertain position vis-à-vis the BoE and ECB. Given the 

unparalleled size and composition of its balance sheet, and the comparatively modest 

outcomes in terms of safeguarding its financial independence, one could be tempted to 

conclude that attempts at credible self-limitation have thus far not been met with success. 

Against this backdrop – and just as it had been the first major central bank to embark on 

unconventional monetary policy at the turn of the century –, the BOJ may once again turn out 

to provide an insightful test case for other major central banks if it came to face a situation of 

prolonged loss-making in the future. 

 

3.6 – Discussion and conclusion 

The cross-case comparison leveraged in this paper yields several implications. To begin with, 

meaningful monetary-fiscal coordination does appear to take place in times of stress despite 

the formal institution of central bank independence, for instance in the form of letter-writing 

(both formal and informal) or through recurring negotiations over profit retentions. Contrary 

to longstanding predictions in the literature (e.g., Buiter 1999; Bini Smaghi & Casini 2000; 

Illing & König 2014; Orphanides 2017), this observation holds true even in institutional 

contexts which are not normally thought to be conducive to such forms of coordination – 

most notably the Eurozone, where informal mechanisms of coordination operate between 
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monetary and fiscal policy-makers so as to fill the void of a vague and partly silent mandate. 

This casts novel light on the widespread view of an 'incomplete' monetary union hampered by 

the a lack of a unified fiscal counterpart. In particular – and when contrasting the case of the 

Bank of England with that of the Bank of Japan – what matters for successful coordination is 

not so much the existence of a unified fiscal counterpart per se, but rather how relations 

between monetary and fiscal authorities are perceived and upheld. In this regard, central 

banks' own interpretation of their independence – and the extent to which independence is 

deemed to allow for, or even require, meaningful exchanges with their political principals – 

is a key enabling factor for accomplishing relevant coordination outcomes. 

 

More generally, and surprisingly for canonical accounts of delegation to autonomous agents 

and bureaucracies, the case of monetary policy-making suggests that independent central 

banks can turn out to be far from discretion-seekers and power-maximizers in times of crisis. 

To the contrary, the spectre of losses and insolvency implies that central bankers will much 

rather seek to limit recourse to what can otherwise easily be perceived as a quasi-unlimited 

provision of liquidity, reflected by an ever-expanding balance sheet. As the case of the Bank 

of England emphasizes in particular, what matters to monetary authorities in this regard is not 

merely the achievement of a technical fix to protect themselves from balance sheet losses and 

negative capital, but more so the attainment of some form of political backing in order to 

safeguard their institutional legitimacy while embarking on unconventional monetary policy. 

This latter aspect shall further be examined in the third and final paper of this thesis. 

 

Looking ahead, the question of central bank loss-making can well be expected to gain further 

prominence in the coming years, with monetary authorities across the globe now attempting 

to unwind their sizeable balance sheets and re-evaluating their monetary policy frameworks, 
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from the Reserve Bank of New Zealand, to the Swedish Riksbank, to the US Federal Reserve.  

With recessionary threats in the world economy on the horizon – giving rise to tensions 

between calls for normalization and needs for continued monetary stimulus – we are likely to 

see further soul-searching and experimentation on behalf of monetary policy-makers, 

informed by ongoing (re-)interpretations of central banking in light of political-economic 

constraints. This study would predict that these processes of 'normalization' will be 

conditioned less by the formal institutional design of independence itself, and more by the 

ways in which that independence is interpreted and practiced as allowing for necessary 

coordination or not. Meanwhile, as self-limitations go, these can well come to face their own 

limitations. The ECB, for one, currently finds itself confronted with discussions to expand the 

self-imposed issuance limits it had placed on all sovereign bonds purchases under the PSPP. 

Asked about whether he thought the central bank had the necessary leeway to lift those 

constraints itself, acting executive board member Benoît Coeuré's (2019) plain response was: 

'The limits are ours'. 
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4 – Third essay:       The Power of 'Folk Theories' in Economic Policy-Making – 

         The Curious Case of the ECB's Balance Sheet and Capital Base 

 

Abstract 

How do policy-makers resolve the dual challenge of achieving both effective and legitimate 

public policy? This challenge is particularly acute for politically independent policy-makers 

(who, by design, have little 'input' legitimacy to begin with) and even more so in times of 

stress (in which also their 'output' legitimacy may tend to decline, if not vanish altogether). 

The North-Atlantic financial and economic crises – and independent central banks' reactions 

to these – are a case in point: central bankers have emerged as the key actors in the macro-

economy to combat the financial turmoil, while simultaneously experiencing a conspicuous 

loss in trust among their public constituencies. In this fraught context, how have major central 

banks, such as the ECB, reacted to the perennial challenge of balancing policy effectiveness 

with concerns for democratic legitimacy? In this paper, I argue that one way in which 

independent policy-makers safeguard and shore up their legitimacy in times of stress is by 

asserting and playing along the public's economic sentiments and intuitions. Contrary to the 

widespread notion that technocratic élites and macroeconomic policy-makers are overly 

influenced by economic ideas, theories, models, and advice, I argue that they can be equally – 

if not more – influenced by what we might call economic 'folk theories'. To substantiate this 

claim, I theorize an audience-cost framework of institutional commitment and draw on a set 

of expert interviews with current and former decision-makers in the context of what is 

arguably an unlikely and understudied case in the political economy of crisis central banking: 

the ECB's capital increase puzzle of 2010. 
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Die Leute glauben von allem eben noch Bestehenden, daß wohl ein Grund vorhanden sein 

müsse, daß es noch bestehe, und der Grund ist doch oft nur der, daß sie dies glauben. 

– Berthold Brecht (Werke. Große kommentierte Berliner und Frankfurter Ausgabe, 21: 259) 

 

4.1 – Introduction 

When making public policy, governors and policy-makers in advanced capitalist democracies 

are confronted with a perennial dual challenge. Ideally, the policies they devise ought to be 

both effective and democratically legitimate (Scharpf 1999) (or, in broadly analogous terms, 

policy-makers should strive to be both 'responsible' and 'responsive' in the eyes of the public). 

Not rarely, however, are these objectives found to contradict each other, thus raising the 

prospect of a trade-off between the two (Mair 2011). This conundrum is further complicated 

when it comes to 'indirect' governance – that is, governance through agents and trustees 

endowed with varying degrees of independence from their democratically elected principals 

(see Abbott et al. 2019). How can these agents pursue policies that are effective and efficient, 

on the one hand, and be perceived as democratically legitimate and accountable, on the other? 

A common answer to this challenge has been for indirect policy-makers to primarily rely on 

'output(-oriented)' legitimacy (Scharpf 1997; Hodson & Maher 2002; Deroose et al. 2007; 

Enderlein & Verdun 2009; Jones 2009) – that is, substituting for democratic irresponsiveness 

by means of achieving particularly effective and welfare-enhancing policies – as well as to 

augment their 'throughput' legitimacy (see Schmidt 2013) – that is, adopting transparent and 

accountable procedures and thereby 'ensuring that a sufficient proportion of the population 

understands and accepts [their] objectives and actions' (Goodhart 1992: 31, quoted in Orléan 

2008: 19; Collignon & Diessner 2016).38 

 

 
38 Beckert (2019) recently also makes the case for 'promissory' on top of input and output legitimacy. 
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At the same time, however, even politically independent public policy-makers can arguably 

ill-afford to appear democratically unresponsive forever (see Eijffinger & de Haan 1996: 54; 

Fernandez-Albertos: 224). This rings particularly true in times of stress, during which output 

legitimacy might decline or even vanish altogether. The North-Atlantic financial and 

economic crises of the last decade, and independent central banks' reactions to these, are a 

case in point. Major central banks, having emerged as the key actors in the macroeconomy to 

combat the fallout from the crisis (see El-Erian 2015), have simultaneously experienced a 

striking loss in trust among their public constituencies (Wälti 2011; Powell 2019), alongside a 

marked decline in public trust toward government institutions generally (see, e.g., Pew 2019). 

In this fraught context, how have independent central banks, such as the ECB, reacted to the 

rising challenge of balancing policy effectiveness with concerns for democratic legitimacy? 

This article argues that one strategy through which independent policy-makers safeguard and 

shore up their legitimacy is to assert and play along the public's economic sentiments and 

intuitions, up to an extent that may directly contradict the rationalist economic foundations on 

which the institution of independent central banking was built on in the first place. 

  

To demonstrate this, I draw on a nascent literature on economic 'folk theories' (Braun 2016; 

Swedberg 2018) and invoke an audience-costs framework of institutional commitment (e.g., 

Broz 2002; Lohmann 2003) which theorizes the ways in which public policy-makers engage 

in signalling efforts towards a diverse set of audiences. The article thus aims to make several 

contributions to the existing literature. First, much of the work on how central banks and 

other economic policy-makers interact with their respective audiences has narrowly focused 

on a single audience of economic experts (Blinder et al. 2008; Hayo & Neuenkirch 2015; 

Ehrmann et al. 2019). Only more recently have scholars stepped outside of this tradition and 

examined monetary policy-makers' interactions with non-experts, including the general 



101 

 

public, as well (Schmidt 2013; Holmes 2014; Velthuis 2015; Braun 2016). Despite producing 

manifold insights, studies in this mould tend to focus on how central banks communicate with 

non-experts (Kryvtsov & Petersen 2019) as well as on the narratives which they generate and 

disseminate (Abolafia 2010; Beckert & Bronk 2018). In contrast, the ways in which public 

policy-makers think about non-experts, and how this affects their policy-making, is still 

relatively unknown. This poses a range of problems, as I will argue below. Second, and 

related, the academic literature that does study economic policy-makers' thinking, i.e. their 

cognitive and causal beliefs, has for the most part been limited to the realm of economic ideas 

and policy paradigms (Hall 1993; Béland & Cox 2013; Baker 2015; Schäfer 2016; Ban 2016; 

Schulz 2017; Matthijs & Blyth 2018; Clift 2018). While productive, this tendency has need-

lessly narrowed the lens of inquiry to certain sets of pre-established ideas originating from 

economic theory.39 Instead, I highlight the role of economic policy-makers' beliefs about the 

public as a set of key agents in the macroeconomy. To do so, I first outline a pertinent yet 

understudied empirical puzzle from the realm of signalling to different audiences – namely, 

the ECB's capital increase of 2010 (section 4.2) – and then flesh out a theoretical framework 

of how public policy-makers engage with their various constituencies (section 3.3). In 

particular, I develop a political economy argument which posits that policy-makers take into 

account the 'folk' and assert its economic intuitions in order to prop up their legitimacy. I then 

apply the argument within a single case study research design, testing it against what is 

arguably a least likely case: the ECB (sections 4.4 and 4.5). Empirically, I draw on the full 

range of official sources from the central bank, including legal documents, press remarks, 

official reports and in-house research. I complement these with a set of expert interviews with 

current and former decision-makers. The final section concludes (section 4.6). 

 
39 Mea culpa. I am most certainly guilty of this myself as well: see Diessner (2017) for a discussion of 

Hall's (1993) policy paradigms with an application to the Eurozone crisis. 
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4.2 – The puzzle 

 

In a land before our time, a wizard stepped onto a stage in London on 26 July 2012 to 

address an audience of global investors. With a wave of the wand he proceeded to utter a few 

magic words40 which worked their wonders to calm panicking financial markets and which 

ultimately ended the acute crisis of the Eurozone... 

 

Such goes the legendary tale of the ECB's 'whatever it takes' moment (e.g., Bloomberg 2018). 

That the tale is an oversimplification surely goes without saying.41 Nevertheless, it stands as a 

remarkable example of how consequential central bank announcements can turn out to be 

(Altavilla et al. 2014; De Grauwe & Ji 2014; Saka et al. 2015), when believed to be credible. 

At the same time, however, the effects of central banks' signalling can vary considerably. 

Some acts of communication may indeed work wonders, for example, when it comes to 

soothing market panic (as in the case of the ECB's 2012 'whatever it takes'); others may spark 

panics in the first place (as with the Federal Reserve's 2013 'taper tantrum'); quite a few go 

entirely unnoticed or instigate no reaction whatsoever (be it intentionally or unintentionally); 

and yet others leave audiences nothing but puzzled. 

 
40 'The euro is irreversible...the ECB is ready to do whatever it takes...believe me, it will be enough' 

(Draghi 2012b). 

41 After all, Mario Draghi's magic was contingent on a number of factors. The signing of a Fiscal 

Compact by all but two EU member states in March 2012 and, especially, the pledge to set up a 

Banking Union during the June 2012 Euro summit arguably were game-changing prerequisites for the 

ECB president's landmark statement (Schelkle 2014; Véron 2015). What is more, his surprise promise 

also needed to be formalised later on (by means of the ECB Governing Council officially deciding on 

and announcing the Outright Monetary Transactions programme) and it required the (at least tacit) 

support of powerful Eurozone governments (with Angela Merkel and Wolfgang Schäuble ultimately 

sidelining the fervent dissenters at the Bundesbank, for instance) (see, e.g., Wall Street Journal 2012; 

Der Spiegel 2012). 
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The latter case is particularly striking when even economic experts and market participants, 

who are still conventionally seen as the main audience of a central bank, have difficulties 

deciphering its carefully crafted signals. One such case could be witnessed in December 

2010, when the ECB communicated a Governing Council decision to double its capital base 

from around €5 billion to around €10 billion (ECB 2010a). Whatever the precise signal the 

central bank may have wanted to convey with the move, its announcement turned out to be 

little but 'surprising to most observers' within financial markets (FT 2010). The official 

motive provided by the ECB (2010b) for its decision stated: 

 

[t]aking into account the increase of the ECB’s balance sheet total over the last years, it 

is considered necessary to increase the ECB’s capital by EUR 5 000 million in order to 

sustain the adequacy of the capital base needed to support the operations of the ECB. 

 

However, the apparent clarification did little to clear the confusion, with investors at major 

financial firm Nomura concluding that 'the puzzle remains' (FT 2010). This puzzle harks back 

to a bigger question – one which touches upon the very nature of central banking. In theory, 

central banks, unlike commercial banks, do not require capital on their balance sheets to 

'support their operations' in the first place, since they do not need to fear the repercussions of 

potential losses from those operations – contrary to the ECB's motives professed above. 

Under a fiat currency regime, central banks' legally guaranteed money-creation powers 

should enable monetary policy-makers to always honour their commitments and thereby to 

protect themselves from losses and perceptions of 'insolvency' (see Robinson & Stella 1988). 

What lends support to this proposition is that a multitude of central banks across the globe 

have been known to operate with persistent losses and even negative capital at different 

points in time. 
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This cautions us to consider alternative motivations than the ones provided by the ECB for its 

puzzling move. The issue becomes particularly pertinent if we bear in mind that its apparent 

fear of losses and the concomitant desire for protection – whether justified or not – have been 

suspected to be key factors in restraining the central bank from further monetary stimulus at a 

time of stress when policy action was urgently needed (Whelan 2012; De Grauwe 2013b). 

Why, then, did the ECB let itself be held back by something that many claim to be a non-

issue and, even more remarkably, that seems to go against the very nature of central banking? 

 

I argue that, in their decision-making, public policy-makers continuously need to take their 

variegated audiences into account, including the audience of the general public. In particular, 

this implies that economic policy-makers do not merely rely on ideas and theories emanating 

from the economic realm when formulating economic policy, even though this is widely 

assumed, but also need to make recourse to latent economic 'folk theories'. In the case of the 

ECB's capital increase puzzle, this suggests that the central bank took on board what it 

assumes to be the public's intuitions about the nature of central banking – and in particular 

the intuition that central banks function along similar lines as commercial banks – so as to try 

and prop up its legitimacy during the crisis. 

 

To clarify the stakes of this argument, the following section discusses three related theoretical 

questions: First, how can we expect central bankers and other policy-makers to balance their 

signalling efforts towards different audiences? Second, how can we theorize their thinking 

and decision-making? And third, building on both of these, how can we make sense of the 

ways in which economic policy-makers take into account the public's economic intuitions? 
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Central bank communication (...) is challenging, because we are operating in a changing 

macroeconomic environment with tools that, while no longer new, remain less familiar to the 

public. Moreover, our audience has become more varied, more attuned to our actions 

– Jerome Powell, Banque de France, Paris, 16 July 2019 

 

4.3. – Towards a theory of folk theories 

 

4.3.1. – Signalling, audiences, costs 

A mainstay in the literature on monetary policy-making is that much of what independent 

central banks do ultimately boils down to sending carefully crafted signals so as to shape the 

expectations of agents in some way or another (e.g., Goodhart 1989: chapter 13; Blinder et al. 

2001). Or, as an eminent article in the comparative political economy of central banking puts 

it, 'many of the effects of central bank independence operate through a signaling process' 

(Hall & Franzese 1998: 505-506). Another hallmark in this line of thought is that – as a 

precondition for being able to successfully shape expectations – central bankers and other 

independent policy-makers need to establish and painstakingly preserve their credibility and 

reputation. This confronts policy-makers with a set of key challenges and opportunities – as 

reflected upon in the literature on audience-cost theory – due to the fact that their respective 

audiences may exhibit 'different stakes, attention cues, and information sets' (Lohmann 2003: 

97; Broz 2002). In the canonical version of the audience-cost argument, this is taken to mean 

that some audiences will likely be more attentive towards the central bank's policy-making 

than others. Monetary policy-makers will then have an incentive to cater to and derive their 

legitimacy from this attentive audience in particular: the fact that it can impose a reputational 

cost on the central bank – should it ever dare break its promises – is what ultimately renders 

policy-makers' commitments credible and effective (ibid.). 
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As a consequence, much of said literature has focused on central banks' credibility and 

signalling capacities towards a narrow, specialized audience comprised of economic and 

financial experts and market participants (see Blinder et al. 2008; Broz 2002: 867). In reality, 

however, central bankers have come to appreciate that they, like other policy-makers, speak 

to an array of attentive audiences at once most of the time (Asmussen 2012; Haldane 2017a; 

2017b; 2018a; 2018b; Powell 2019). This arguably changes the dynamic of the issue at hand. 

While conventional wisdom holds that central banks have strong incentives to communicate 

coherently towards their main audiences, I submit that the emergence of another attentive 

audience – as can be witnessed not least in times of stress – means that policy-makers may be 

willing to send one type of signal to one audience while sending a different signal to another 

(Jabko 2006), owing to audiences' differing information sets and expectations. 

 

Among this tangled web of addressees of an independent central bank, another key audience 

are its political principals (Henning 2016; Moschella & Pinto 2018; Diessner & Lisi 2019), 

who ultimately determine the central bank's statutes and thereby, in principle, hold one of the 

few levers through which to inflict an institutional cost on the monetary authority. In the 

same vein, political actors can also conceivably inflict a reputational cost on central bankers, 

by engaging in public attacks on monetary policy – which, in turn, is rendered credible 

through the institutional lever (see Posen 1993). On top of this, one of the traditionally more 

neglected audiences of a central bank is that of the general public. However, if monetary 

policy-makers care about the effects that their signalling efforts have on that audience, then 

they can be expected to try and gain an understanding of the general public as well. While 

scholars have recently begun to take an interest in how independent central banks speak to 

'the masses' (Blinder 2009; 2018; Holmes 2014; Schmidt 2016; Riles 2018; McMahon 2018), 

such interactions still 'largely remain a blind spot' (Haldane & McMahon 2018: 758). 
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4.3.2 – The role of ideas and policy-makers' cognition 

Despite growing awareness, we still know little about the ways in which the public thinks 

about and makes sense of key relationships in the economy more generally (Swedberg 2018), 

and of monetary policy-making in particular (see van der Cruijsen et al. 2015; Braun 2016), 

apart from narrow measures of public trust in economic institutions or the public's literacy of 

basic economic principles (e.g., Blendon et al. 1997; Jones 2009; Kaltenthaler et al. 2010; 

Hayo & Neuenkirch 2014; 2017; Lusardi & Mitchell 2014; Jost 2017; Drakos et al. 2019).42 

Arguably, we know even less about whether and how central bankers and other economic 

policy-makers, in turn, make sense of the public and its understanding of the economy, as 

opposed to their purported main audience of economic experts and market participants. This 

is unfortunate, given that how policy-makers view the anticipated behaviour of the general 

public can reasonably be assumed to have a discernible impact on policy decisions. For 

example, the ways in which households, among the key actors in the economy, might be 

expected to react to a given decision is likely to be taken into account before reaching that 

decision in the first place (see HFCN 2016). 

 

One way this is commonly accounted for in the literature on central banking – if at all – is 

through the lens of New Keynesian macroeconomics, by means of surveying households' 

inflation expectations (see, e.g., Mankiw et al. 2004; Reis 2006; Binder 2017; Duca et al. 

 
42 In their meta-study of political science articles, Höing & Kunstein (2019: 300) find that a 'popular 

reading interprets the crisis as a crisis of trust' but equally stress that 'on its own, the trust narrative 

fails to account for the causes that initially led to the loss of trust in the [E]urozone'. The authors 

further find that 'political scientists paid comparatively little attention to the democratic ramifications 

of the [E]urozone crisis', which is deemed 'surprising considering that questions of democratic 

legitimacy are traditionally part of their core expertise' (2019: 310). What is more, studies of trust tend 

to rely on a very limited number of items from the popular Eurobarometer survey (Braun 2016: 1071), 

which has been critized on grounds of framing and bias (Höpner & Jurczyk 2015). 
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2017; Mellina & Schmidt 2018; Baerg et al. 2018; Coibion et al. 2019; Coeuré 2019b; de 

Guindos 2019; Christelis et al. forthcoming). However, as Annelise Riles (2018) emphasizes, 

inflation expectations are by far not the only area of concern for central banks when it comes 

to harnessing their relations with the general public, especially when the objective is not 

merely to achieve effective policy but also to ensure institutional legitimacy. In times of a 

growing divide between experts and the general public (ibid.; Haldane 2016; Goodhart & 

Lastra 2017), the latter objective can be expected to gain particular pertinence. This requires a 

more nuanced appreciation of 'the people' than can be achieved through inflation expectation 

surveys alone. Arguably, a similar tendency can be detected in the burgeoning political 

economy literature on the role of ideas in public policy-making, which has focused to a large 

extent on the power of ideas emanating from the economic realm or, more broadly, from the 

realm of social science (see Hall 1989; 1993; Mudge & Vauchez 2012; Béland & Cox 2013). 

 

Useful departures from this convention can be found in Schmidt's (2008) discursive 

institutionalism, which emphasises not only the role of economic ideas more narrowly but 

also that of 'public philosophies' more broadly, as well as in Campbell's (1998: 385) account 

of 'public sentiments' which reflect 'public assumptions that constrain the normative range of 

legitimate solutions available to policy makers' (see Stanley 2014: 897). More recently, two 

studies in political economy and economic sociology, by Braun (2016) and Swedberg (2018), 

respectively, have broken new ground in this regard, drawing our attention to the role of 

economic 'folk theories' among the general public. While engaging with the contributions of 

both, my take on the subject is essentially the reverse one: I shall be less interested in 

ascertaining and testing what the 'folk' might or might not think about economic phenomena, 

but rather in how economic policy-makers believe the public to view and understand the 

economy, and to show whether and how this matters for public policy. In other words, my 
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focus shall not be on analysing the properties of an economic folk theory in and as of itself, 

but rather to try and shed light on economic policy-makers' 'theory of the folk', so to speak. 

Indeed, the ways in which public policy-makers think about the general public or 'folk' – 

irrespective of how accurately or not – can well be expected to affect policy outcomes in a 

hitherto underappreciated manner. 

 

4.3.3. – Economic policy-makers' 'theory of the folk' 

A useful starting point to conceptualize the economic actions of the public, and how to make 

sense of these, can be found in Max Weber's (1978) political economy, as Swedberg (2018) 

usefully suggests. In essence, Weber puts forward two interrelated modes of economic action 

– understood as 'householding' and 'profit-making' – which can be associated with different 

short-term and long-term goals, forms of institutional expression, and means of calculation. 

On the one hand, householding is typically associated with the goals of consumption and 

wealth; it is calculated in the form of budgets; and it finds its most direct institutional 

expression in the individual household. Profit-making, on the other hand, is aimed at growing 

profits and capital; it is typically calculated through the lens of capital accounting; and it is 

most commonly institutionalized in the form of enterprises (see Weber 1978: 86-100; as 

discussed in Swedberg 2018: 11). 

 

The value of this typology lies not only in providing parsimonious categories to describe the 

economic actions of individuals, but also in showing how these can be aggregated to the level 

of the economy and society more broadly. As such, they may equally serve as lenses through 

which the public can view and make sense of the economy as well as of economic policy. 

The most striking example of how this conceptualization can be put to use – and especially its 

aggregation from the individual to the whole – is, perhaps, the so-called household analogy. 
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In essence, the analogy implies that people's understanding of, and personal experience with, 

their own household budget can lead them to assume that the state budget broadly functions 

along much the same lines. Keynes's (1936) General Theory prominently exposed this type 

of reasoning as a fallacy of composition: what might be true of the individual parts of a whole 

(and indeed even of all individual parts), is not necessarily true of the whole itself. After all, 

the state budget does operate along markedly different lines from those of the ordinary 

household, not least due to the government's capacity to levy taxes (which, in turn, affect all 

households) as well as the fact that it can rely on its own (central) bank endowed with the 

monopoly to issue legal tender. Nevertheless, numerous cases can be found in the literature in 

which the public's budgeting intuitions have been leveraged successfully by politicians and 

public policy-makers so as to garner popular support for orthodox pro-cyclical fiscal policies, 

including balanced budget rules and fiscal austerity programmes in times of stress (see, e.g., 

Blyth 2013; Schmidt & Thatcher 2013; Stanley 2014; Montgomerie 2016; Wren-Lewis 2018; 

Plehwe et al. 2019). 

 

I submit that a similar public intuition can be construed with regard to the second dimension 

of Weber's typology (namely, profit-making) and in relation to the other substantial sphere of 

macroeconomic policy-making (namely, monetary policy). That is, a misperception that the 

central bank in fact operates along similar lines as a profit-making commercial bank. The 

accompanying attributes of this, in line with the above, would be an aim to preserve and grow 

one's profits and capital – or, at the very least, to avoid accumulating losses which may result 

in negative capital – and to resort to the calculative practices of capital accounting. In other 

words, I submit that an equivalent of the well-known state budget/household budget analogy 

is a central bank/commercial bank analogy. As is evident from the puzzle described above, 

there is reason to suggest that the ECB has acted in a manner consistent with this analogy. 
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To the extent that equating the institution of a central bank with that of a commercial bank is 

fallacious, one approach to tackling the puzzle could lie in focusing on the role of ignorance 

and its various manifestations (the study of which has been dubbed 'agnotology' by its 

adherents) (Proctor & Schiebinger 2008; Abbott 2010).43 This would chime in with a growing 

discussion and appreciation of cognitive and other biases in public policy-making, which 

policy-makers can either recognize and exploit to their advantage, or which they may equally 

be affected by themselves.44 However, for such an approach to be viable, one would have to 

make the fairly heroic assumption that monetary policy-makers ultimately share the same 

fallacious intuitions as the public. (Put more bluntly, this would imply that central bankers do 

not comprehend the nature of central banking.) While this cannot be excluded a priori, it is 

arguably only likely to apply to a fraction of policy-makers at most (cf. De Grauwe 2013b). 

Instead, one way to relax the assumption might be to rely on the more nuanced concept of 

'strategic ignorance' (McGoey 2012; 2019) or that of 'pluralistic ignorance', which occurs 

when an actor rejects a norm in private, but nevertheless decides to follow the norm in public, 

given that she expects other actors to believe in and follow the norm (Katz & Allport 1931). 

At a more general level, however, the idea of ignorance seems to imply a conceptual vacuum 

(cf. Davies & McGoey 2012): what is it that takes the place of 'scientific' knowledge in a 

context of ignorance? I argue that 'folk' ideas and theories constitute a plausible candidate. 

Table 2 below summarizes the propositions put forward in this sub-section, based on Weber's 

(1978: 86-100) and Swedberg's (2018: 11) categorizations, complemented with the respective 

folk-theoretical expressions.  

 
43 Note that ignorance – typically perceived as something which science should either strive to correct 

and eradicate, or which scientists should dismiss and ignore altogether – has tended to be one of the 

main lenses through which economists and other social scientists have dealt with the types of 

propositions which they deem 'unscientific'. For a critical discussion, see Swedberg (2018). 

44 A discussion of this literature and its application to central banking is provided in the conclusion. 
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 Householding Profit-Making 

Short-term goal consumption, satisfaction seize opportunities for profit 

Long-term goal wealth capital 

Form of calculation budgeting capital accounting 

Institutional expression 

(individual unit) 

individual household profit-making enterprise 

Folk-theoretical 

expression 

state budget/household budget 

analogy 

central bank/commercial bank 

analogy 

 

Table 2: Economic action and aggregation from the individual to the 'folk' 

Source: Own adaptation based on Weber (1978: 86-100) &  Swedberg (2018: 11) 

 

In sum, the stakes of my theoretical argument are as follows. Economic policy-makers face a 

dual challenge of delivering effective and legitimate policy. In so doing, they cater to a 

variety of audiences with differing information sets, attention spans, and expectations. When 

policy-makers expect more than one audience to be attentive towards their signals, they will 

require an understanding of their differing audiences' information sets and expectations in 

order to take these into account in the formulation and communication of policy. Specifically, 

when it comes to understanding the audience of the general public, economic ideas and 

theory can only guide economic policy-making to a limited extent. This, in turn, will require 

policy-makers to assert and make recourse to public economic intuitions or 'folk theories' 

instead – in other words, they will require a 'theory of the folk'. With regard to central 

banking – and the question of the central bank's balance sheet in particular –, one way in 

which this manifests itself is that policy-makers assume the audience of the general public to 

intuitively judge the actions of the central bank against similar criteria as those of a 
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commercial bank: that is, central bankers believe the public to expect them to not record 

persistent losses and to avoid negative capital. Central bankers may choose to act in line with 

this fallacious expectation, so as to not undermine their legitimacy in the eyes of the public. 

The way this argument can be tested empirically is discussed in the following. 

 

4.4 – Empirical strategy 

 

4.4.1 – Single case study research design 

I argue that the case study at hand – the ECB's capital increase puzzle – is a least likely case 

for the theoretical argument to hold: that is, prior knowledge would suggest that there are 

strong reasons to expect it not to apply. I submit that this is the case in the context of the 

ECB, for two main reasons: first, because the ECB is a central bank; second, because it is the 

European Central Bank. 

 

As regards the first, there appears to be a near-universal consensus in the literature that the 

connection between economics and central banks could not be more tightly knit. For starters, 

central banks today are overwhelmingly staffed with economists, be they from an academic, 

financial markets or government background (see e.g., Adolph 2013; Mishra & Reshef 2019). 

If anything, scholars tend to debate the degree to which central banking and economics affect 

each other – that is, whether monetary policy-making constitutes a case of the 'scientization' 

(Marcussen 2009; Leeper 2010) or 'hyper-scientization' (Mudge & Vauchez 2016) of policy –

and whether the direction of influence runs from economics to central banking (i.e., central 

bankers having similar backgrounds and career trajectories due to having been trained at the 

same economics departments) (Adolph 2013; Bennani 2015) or indeed the other way round 

(i.e., central banks having invested in sizeable research departments and having come to 

dominate the field of monetary economics themselves) (see Conti-Brown 2016; Baker 2017; 
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Dietsch et al. 2018: chapter 4; Cross & Greene 2019).45 This dominance is supposed to be 

particularly pronounced in the case of the world's major central banks and among these, not 

least the ECB (ibid.; Freedman et al. 2011; Jones 2019).46  

 

It thus seems safe to suggest that few scholars would dispute that economic ideas affect 

monetary policy-makers in some way or another. At most, we discuss which ideas influence 

their deliberation (Bailey & Schonhardt-Bailey 2008) and decision-making (Schulz 2017),47 

with a common assertion of central bankers 'sharing a conservative macroeconomic outlook' 

(Iversen & Soskice 2019: 121). From this vantage point, the suggestion that central banks are 

not guided by the propositions of macroeconomic theory and even actively go against these – 

by opting to act in line with the allegedly unscientific intuitions of the general public or folk – 

is an unexpected and unlikely one. 

 

 
45 A related literature in economic sociology and economic history examines issues of 'performativity' 

in central banking and routinely dissects the role and centrality of models for (macro-)economic 

policy (see, e.g., Morgan & den Butter 1998; Morgan 2006; Abolafia 2010; Karl 2013; Braun 2014; 

Morris 2016; 2018; Beckert 2016; Beckert & Bronk 2018; Christophers 2017; Fligstein et al. 2017; 

Mudge & Vauchez 2018; Wansleben 2018; Walter 2019; Clift 2019). 

46 Not rarely, the argument is taken even further to suggest that central bankers form part of a 

transnational epistemic community or professional network of economic experts, bound together by 

their training and socialization as academic and professional economists as well as by their shared 

institutional practices and professional norms (Kapstein 1992; Helleiner 1994; Verdun 1999; 

Marcussen 2006; Davies & Green 2010; Broome & Seabrooke 2015; Tsingou 2015; Baker 2017; 

Johnson 2006; Johnson et al. 2018; Riles 2018; Ban & Patenaude 2018; Thiemann 2019; Jones 2019). 

47 Examples include debates about the degree of conservatism that independent central bankers 

profess compared to society as a whole (Rogoff 1985; Hugh Hallet & Proske 2018) or the extent to 

which their decisions are guided by different styles of economic analysis (Acosta & Cherrier 2019). 

A recent contribution endeavours to 'advance the state of the art by looking beyond academic 

economics and into other fields of economic expertise ranging from the private sector to think-tanks' 

(Ban & Patenaude 2018: 2), but equally does not leave room for non-expert economic beliefs. 
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Second, and in relation to my audience-cost theoretical argument, there is reason to suspect 

that the ECB – commonly referred to as the most independent central bank in the world – 

would be particularly shielded from the cost that its audiences can conceivably inflict upon it. 

Indeed, the creation of the Bank is thought to have brought about an 'unprecedented divorce 

between the main monetary and fiscal authorities' in any given polity (Goodhart 1998: 410). 

As is frequently stressed in the literature, the ECB's statutes are codified in the EU Treaties, 

thus providing it with quasi-constitutional protection from interferences with its policy-

making. The notorious difficulty of overhauling the Treaties constitutes a high hurdle for 

imposing an institutional cost on the ECB, which can be expected to significantly diminish 

the 'risk of change' (Posen 1993: 255) in the institution of independence. In theory, this would 

mainly leave the reputational channel through which the central bank could be threatened 

with incurring a cost. However, as argued above, the credibility of that threat partly rests on 

the capacity to inflict some institutional cost, if need be (ibid.).  

 

Taken together, the ECB's strong interlinkages with economic research, in combination with 

its extraordinary institutional independence, suggest that it would be highly unlikely for the 

central bank to see a need to cater to the general public's 'unscientific' economic intuitions, 

given that it would face little discernible cost – nor even the threat thereof – if it did not. 

Against this backdrop, if we found the theoretical argument to apply in the case of the ECB, 

there is some reason to expect it to hold not only for other independent central banks as well, 

but quite possibly beyond the realm of monetary policy-making and in other spheres of 

economic and public policy, which are frequently assumed to be under the near-exclusive 

influence of economists (see Davies 2011; Hirschman & Berman 2014; Fourcade et al. 2015; 

De Ville & Berckvens 2015; Mandelkern 2019) or the power of economic ideas more broadly 

(e.g., Hall 1989; 1993). 
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4.4.2 – Observable  implications and empirical strategy 

What would we expect to observe for the above theoretical argument to hold, and how would 

we be able to observe it? Ascertaining policy-makers' reasoning and beliefs is a challenging 

task at the best of times, particularly when these policy-makers are endowed with institutional 

independence and their deliberation and decision-making are non-public. The relatively 

recent turn towards monetary policy transparency (see Dincer & Eichengreen 2009) – in itself 

an object of inquiry for those examining central banks' interactions with their stakeholders – 

eases these concerns, without removing them altogether. Consequently, scholars would be 

well-advised to draw on the full range of available primary sources on the subject at hand, 

including legal provisions and decisions (and any records of discussions surrounding these), 

central banks' in-house research and reports, official communication documents (speeches 

and press releases), and balance sheet developments. Where necessary and possible, these are 

to be complemented by supplementary data gathered through interviews and background 

talks with official and by relevant secondary material (academic literature and media reports). 

This study aims to invoke all of these, starting from legal provisions and the ECB's own 

research, which are contrasted with its decision-making and communication, and ultimately 

triangulated with data gathered from a set of semi-structured élite interviews with current and 

former officials at the executive and decision-making levels – ranging from advisors, to 

division heads and director-generals, to executive board members, governors and presidents. 

 

For the audience-cost, folk-theoretic argument to hold, we would broadly expect to see the 

following three observable implications. First, ECB policy-makers exhibit that, in principle, 

central bank losses and capital should not be much of a concern for their monetary policy-

making in and as of themselves – that is, they are aware of the technical nature and institution 

of central banking in theory. Second, their actions and statements imply that they do care 
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about capital and loss-making in practice, in apparent contradiction to the above. There 

would thus have to be another driver behind their behaviour. Finally, when probing into these 

drivers and motivations, the available evidence suggests that these are not explained by a fear 

of central banks' commonly presumed main audiences of market participants and financial 

experts, but much rather by the audience of the general public. In particular, the public is 

believed to disapprove of the central bank if it deviated from its assumed economic intuitions 

– namely, that loss-making and negative capital would bring about major economic problems, 

akin to the situation of commercial banks. 

 

4.5 – Case study: the ECB's loss-making and capital 

 

4.5.1 – Background: a short primer on ECB capital 

Ahead of the inception of Europe's monetary union, the capital base of the soon-to-be 

established European Central Bank was set at €5 billion (or, more precisely, at ECU5 billion, 

before the official naming of the single currency as the euro) (ESCB Statute Article 28.1). 

This capital base is subscribed by the national central banks acting as the 'shareholders' of the 

ECB, in accordance with a detailed capital key laid out in the Statute which is adjusted 

quinquennially (Art. 29). Notably, the precise sum of 5 billion does not appear to have been 

arrived at by means of any discernible calculation – instead, it was borne out of uncertainty 

and based on general agreeability among EU legislators. To be sure, the uncertainty 

surrounding the creation of the ECB and the design of its monetary policy strategy was 

considerable – or even 'extreme' – in the eyes of those involved at the time (Issing 2006: 3). 

When signing the Maastricht Treaty in 1992, i.e. some ten years ahead of the circulation of 

euro coins and banknotes, many of the details of the soon-to-be created ECB were essentially 

unknown – such as the size of its staff, its geographical location, and even the number of 
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member states that would form part of the monetary union (Ingram 2011: 147). Amid this 

uncertainty, why was the ECB provided with a 'substantial' (ibid.) amount of capital in the 

first place? 

 

Like other public authorities, central banks are faced with a variety of fixed costs emanating 

from their day-to-day operations. These range from staff salaries to expensive and secure 

premises (including regional and international representative offices) to the aforementioned 

sizeable investments in economic research and communication. As emphasized by former 

president Jean-Claude Trichet in a volume on the history, role and functions of the ECB, the 

central bank 'devotes a significant share of its resources to communication with the world of 

banking, market participants, academia and the general public' (Scheller 2006: 9). However, 

many of these activities are not revenue-generating in and as of themselves, and must instead 

be financed by other means. 

 

Unlike other public authorities, central banks possess the power to issue fiat money – a power 

they have put to great use not least when battling the global financial crisis and its protracted 

aftermath. This 'licence to print money', however, is generally not used to fund a central 

bank's own expenses directly (Darbyshire 2011: 71). Instead, expenses are financed through 

central bank profits obtained from monetary policy operations, most notably seigniorage 

revenue, and the returns earned on assets and lending to credit institutions. This flow of 

revenues can be unstable and unpredictable (as will be seen below). One common way to 

ensure that an enterprise enjoys a relatively stable and predictable flow of revenues is to 

endow it with a certain sum of 'own funds' in the form of capital and reserves. In this spirit, 

several interviewees did compare their central bank's capital to a form of 'endowment' by 

their respective governments, akin to the capital of a 'foundation' (ECB1; ECB8). 
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On top of this revenue-generating function, however, a central bank's capital is supposed to 

fulfil another purpose, namely that of an additional 'buffer' against potential future losses 

arising from monetary policy operations (Scheller 2006: 115), thus enhancing the central 

bank's 'financial strength', credibility and independence. This amalgamation of revenue-

generation and loss-protection is compounded even further in the case of the Eurozone, given 

that the Eurosystem consists of both the ECB and the national central banks. According to 

Ingram (2011: 146), an early insider to the process, 'from an economic point of view the 

capitalization of the ECB should be considered in the context of the entire Eurosystem', 

ultimately leading to a situation in which 'perceptions of the ECB's financial strength may 

have been enhanced by skilful presentation' (2011: 162). 

 

Notably, the motivation behind the ECB's capital endowment thus appears to have been 

driven not merely by economic considerations (namely to generate revenues in order to cover 

its own expenses) but also by strong perceptional and presentational concerns (namely to 

signal financial soundness and credibility). At the same time, however, the notion of a central 

bank's financial strength and independence remains contested. As de Lhoneux (2005: 169-

170) noted in an ECB-commissioned study of legal aspects of the European System of 

Central Banks, '[t]he institutional, personal and functional aspects of independence have been 

extensively analysed and explained by the ECB. However, (...) the concept of the financial 

independence of the Eurosystem still need[s] to be defined concretely'. Indeed, several events 

after its creation would soon force the ECB to confront and clarify the notion of financial 

independence as well as that of central bank capital, both of which arguably go to the heart of 

the question of what is the nature of independent central banking in a fiat currency regime. 
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4.5.2 – The ECB's loss-making and capital in practice 

The ECB was able to rely on a steady stream of profits throughout the first years of its 

existence. In accordance with Article 33.1 of the Statute, the Governing Council can – and 

did – decide to retain up to 20% of these profits in order to fill its 'general reserve fund', one 

of the Eurosystem's buffers against potential future losses.48 As a consequence, by the end of 

2002, the fund had swollen to some €773 million. However, the ECB's fortunes turned in 

2003 and especially in 2004, when the US dollar depreciated sharply against the euro and 

thereby caused sizeable accounting losses on the ECB's dollar-denominated foreign reserve 

holdings. The accounting losses incurred by the central bank in 2003, a total of €476 million, 

were offset entirely against its savings in the general reserve fund. However, the losses of 

2004, amounting to €1.6 billion, could only partially be covered by the remaining €300 

million left in the fund. Instead, the Governing Council decided to invoke Article 33.2 of the 

Statute, which enabled it to offset the remaining loss against the national central banks' 

pooled monetary income for the same year (Scheller 2006: 116-118). 

 

The net losses of 2003 and 2004 were accompanied by a series of other notable developments 

which compelled the ECB to confront the issue of central bank capital and financial 

independence head-on. First, in October 2003 and January 2004, the central bank provided 

two legal opinions on a proposal by the Finnish government which aimed at reducing the 

capital of Suomen Pankki, its national central bank. Arguing that 'the weakening of the 

financial position of an NCB (...) cannot be seen in isolation from the system as a whole', the 

ECB stressed that it was 'seriously concerned' with the proposal (CON/2004/01), which was 

subsequently withdrawn by the government (Ingram 2011: 165). A similar episode would 

recur later, in 2010, albeit with a less amicable outcome (as we shall see below). 

 
48 Notably, the maximum size of the fund is limited to the size of the ECB's capital base. 
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Second, the ECB's capital key became due for one of its compulsory quinquennial 

adjustments in January 2004, which the central bank carried out accordingly. However, the 

accession of ten new member states to the EU in May 2004 meant that the key would have to 

undergo a second adjustment in the very same year.49 In this context, the Accession Treaty 

added a new provision to the ESCB and ECB Statute (Article 48.3[ex Article 49.3], also 

known as the 'ratcheting clause'), which enabled the ECB to surpass the €5 billion limit 

placed on its capital by simply piling the new member states' notional contributions on top of 

the existing capital base. The reasoning behind this step is remarkable. Under the previous 

arrangement, with a fixed limit of €5 billion, the accession of new member states would have 

implied returning part of the paid-up capital shares to existing member states' national central 

banks. However, the ECB considered it 'counterintuitive to reduce [its] paid-up capital' at a 

time when the EU as a whole was expanding (Ingram 2011: 164; own emphasis). Yet, who 

exactly might have deemed this step 'counterintuitive' – and why –, remains unanswered. 

 

Later in the same year, and seemingly in contradiction with both developments above, the 

ECB published a much-cited working paper aiming to 'revisit' the role of central bank capital 

(Bindseil et al. 2004). While views expressed in ECB working papers are generally those of 

the authors, said authors came to the unequivocal preliminary conclusion that, theoretically 

speaking, 'central bank capital still does not seem to matter for monetary policy 

implementation, in essence because negative levels of capital do not represent any threat to 

the central bank being able to pay for whatever costs it has', and that 'a central bank is not 

directly constrained in the amount of credit it can sustain, unlike any other economic agent' 

 
49 Note that a similar (but essentially reverse) situation may occur again in the context of Brexit, 

should the UK cease to be a member of the European Union. See Diessner (2018b) for a discussion: 

https://blogs.lse.ac.uk/europpblog/2018/11/30/the-ecbs-capital-key-needs-rethinking-and-brexit-has-

everything-to-do-with-it/ 

https://blogs.lse.ac.uk/europpblog/2018/11/30/the-ecbs-capital-key-needs-rethinking-and-brexit-has-everything-to-do-with-it/
https://blogs.lse.ac.uk/europpblog/2018/11/30/the-ecbs-capital-key-needs-rethinking-and-brexit-has-everything-to-do-with-it/
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(Bindseil et al. 2004: 23; emphasis in original). In other words, shortly after having insisted 

on not reducing the Finnish national central bank's capital as well as its own capital base, 

research conducted by ECB staff seemed to suggest that a capital reduction – even below 0 – 

was of little economic relevance under certain conditions. Later ECB working papers 

appeared to concur with this view, with Bunea et al. (2016: 17) pointing out, in passing, that 

'[c]entral banks are protected from insolvency due to their ability to create money and can 

therefore operate with negative equity'. 

 

However, do senior ECB decision-makers concur with this view as well, at least in theory 

and principle? My in-depth interviews would seem to suggest so. Table 3 below provides an 

aggregated overview of 12 different interviewees' responses to questions about the relevance 

of losses and capital. Interviews were carried out between February 2018 and February 2019 

and were drawn from a larger sample of interviews conducted at three major central banks 

(the ECB, the Bank of England, and the Bank of Japan). Interviews were semi-structured in 

so far as each of them was conducted with the help of a pre-specified set of questions 

inquiring about issues of risk-taking, loss-making and balance sheet capital, while leaving 

adequate room for other relevant aspects to be discussed where need be. An overview of all 

interviewees, together with the assigned codes, is provided in the Appendix. 

 

Interview (code) 
Does central bank capital matter for 

monetary policy-making (in principle/theory)? 

(1) 

 

'capital doesn't matter'; 'there are examples of central banks 

with negative capital (and) no one cared' 

 

(2) 

 

'relatively remote to have a big issue here' 
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(3) 

 

'capital is irrelevant in a paper standard'; 

'The Bundesbank made huge losses in the 1970s, 

... no impact on credibility' 

 

(4) 

 

n/a (not discussed in interview) 

 

(5) + (6) 

 

'no accepted research' on the right level of capital 

 

(7) 

 

'not seen a convincing argument yet'; 

'in theory, central banks can do whatever' 

 

(8) 

 

'in theory, you can have negative capital' 

 

(9) 

 

n/a (not discussed in interview) 

 

(10) 

 

'negative capital is not really a problem'; 'you can have 

negative capital and continue to do monetary policy' 

 

(11) 

 

'not objectively in economic or monetary policy terms' 

 

(12) 

 

negative capital does 'not influence the  

performance of monetary policy (...) at all' 

 

 

Table 3: Overview of responses about the relevance of central bank capital 
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In practice, however, the ECB increasingly doubled-down on its insistence on positive 

capital, both for itself and for certain national central banks. Throughout 2010 – amid the 

worsening crisis of the Eurozone – this paradoxical situation came to a head. In its 

Convergence Report of May 2010,50 assessing the case of the Czech Republic, the ECB 

(2010c: 239) emphasized that 

 

Česká národní banka [the Czech National Bank] is faced with accumulated losses beyond 

the level of its capital and reserves (...) A negative capital situation may adversely affect 

an NCB's ability to perform its ESCB-related tasks as well as its national tasks. (...) 

Česká národní banka should be provided with an appropriate amount of capital within a 

reasonable period of time so as to comply with the principle of financial independence. 

 

The CNB's reply to this assessment came promptly and was nothing short of extraordinary. In 

a press statement titled 'The Czech National Bank disagrees with the ECB Convergence 

Report', the then-governor of the Bank dismissed the report as 'unjustified' and 'not based on 

any legal regulation' (CNB 2010). The statement went on to underline that 'the CNB regards 

as completely unacceptable' the assertion that negative capital may have an adverse effect on 

its performance and instead pointed to the fact that the central bank's capital position 'has 

never undermined its independence or limited its decision-making and operational capacity in 

any way', ultimately stressing that '[n]egative capital presents no problem for the CNB' 

(ibid.).  

 

 
50 Convergence Reports are prepared by the ECB and adopted by the General Council 'at least once 

every two years or at the request of a Member State with a derogation' to assess the progress made by 

non-EMU member states towards achieving the requirements for joining EMU (Article 140 TFEU). 
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Lastly, at the end of the same year, the ECB proceeded to nearly double its own capital base, 

puzzling markets and other observers with the move (FT 2010). Under Article 28.1. of the 

Statute, the ECB's capital 'may be increased by such amounts as may be decided by the 

Governing Council (...) within the limits and under the conditions set by the Council'. Those 

limits were specified by Council Regulation EC (No) 1009/2000 as 'an additional amount of 

up to EUR 5,000 million', which the ECB decided to draw on in full (thereby also 

automatically increasing the maximum permissible limit of its general reserve fund). 

Strikingly, the mere condition on which this decision can be taken is the 'Governing Council's 

perception of the need to maintain the ECB's capital adequacy' (Ingram 2011: 165; emphasis 

added). What, then, informs this perception? What concerns are driving the ECB's insistence 

on 'adequate' capital in practice, despite being seen as irrelevant in theory? Put differently, if 

the ECB does not see the issue as a technical problem for itself, what actors may make it a 

problem for the central bank – i.e., what audience may impose a cost on it, and which? Table 

4 below presents a systematic overview of interview responses to precisely these questions. 

 

Interview 

(code) 

 

Who would presumably care about negative central bank capital? / 

For whom would negative central bank capital be an issue? 

 

 

Financial markets 

 

General public Political principals 

(1) 

 

X 

'never heard this 

argument from banks 

themselves'; 

'banks are more rational 

than the central bank 

here' 

 

✓ 

'it depends on the source 

of losses ... whether 

these are accepted by 

public & principals' 

('but ... more the self-

interest of the CB') 

 

✓ 

'it depends on the source 

of losses ... whether 

these are accepted by 

public & principals' 

('but ... more the self-

interest of the CB') 
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(2) 

 

X 

no, 'not so easily' 

 

 

✓ 

'some people will try to 

make it a topic'; 'if you 

are a decision-maker in 

a central bank, you want 

a clean record, you want 

to be perfect, you don't 

want to be told anything. 

So if you cause capital 

to become negative, then 

you get a lot of 

questions, very 

practically. The real 

world of a member of 

the board or council is a 

lot of interaction with 

policy-makers, media' 

 

✓ 

'some people will try to 

make it a topic'; 'if you 

are a decision-maker in 

a central bank, you want 

a clean record, you want 

to be perfect, you don't 

want to be told anything. 

So if you cause capital 

to become negative, then 

you get a lot of 

questions, very 

practically. The real 

world of a member of 

the board or council is a 

lot of interaction with 

policy makers, media' 

(3) — 

 

✓ 

'a permanent invitation 

to journalists'; 

it's 'psychologically 

relevant/important' 

— 

(4) 

 

✓ 

'would be concerned' 

in crisis 

 

 

✓ 

'citizens think ... "is it 

still credible with this 

negative capital base?"'; 

'a citizen goes to the 

court and says "what 

you’re doing now ... 

should not happen"' 

 

✓ 

'governments ... not 

happy that they 

don't get profit out of 

[their] central bank' 
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(5) + (6) — — — 

(7) 

 

✓ 

'could weaken 

credibility towards 

markets' 

— 

✓ 

'want to avoid 

submission to Treasury' 

(8) 

 

X 

'frankly don't think so'; 

'not sure markets really 

concerned' 

 

✓ 

'public opinion of 

different countries'; 

'depends on why ... 

negative capital' 

 

✓ 

'extracting [profits] from 

seigniorage [instead of 

capital] may be more 

delicate politically' 

(9) 

 

X 

'markets ... are 

not the problem' 

 

 

✓ 

'the problem would be 

public opinion first'; 

'people ... have 

common sense: 

"losses are not good"' 

 

(✓) 

'utilization by the 

political sphere ... of 

the public opinion 

to attack ... the  

central bank' 

(10) 

 

X 

'markets are not so 

preoccupied 

with the capital'; 

'they have other 

variables to look at' 

✓ 

'a big problem comes 

from public perception 

...  huge media attention' 

— 

(11) 

X  

'markets understand 

these things and they 

will not be disturbed' 

 

✓ 

'completely and 

exclusively reputation 

risk with ... 

misinformed public 

opinion'; 'perception 

— 
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about reputation counts'; 

'and then the media and 

all sorts of myths about 

money and about the 

central bank'  

(12) 

X 

agree that 'markets 

would not care much' 

 

✓ 

yes, 'financially 

conservative population 

... very hard to explain'; 

although 'the reasons 

(for negative equity) 

are important' 

X 

'capable of explaining 

... don't need to worry'; 

but 'monetary populism 

is a problem' 

 

Table 4: Overview of responses about central bank's audiences in terms of CB capital 

 

These responses bear several important observations. First – and in light of the widespread 

assumption that central banks' signalling efforts are targeted, above all, at financial markets – 

most interviewees do not consider market actors to be the main addressees of signals about 

central bank capital. Despite a couple of respondents suggesting that negative capital 'could 

weaken' the ECB's credibility towards markets and that the latter 'would be concerned' in a 

crisis (ECB4; ECB7), most dismiss the notion that persistent losses by the ECB would pose 

significant problems with market participants. Instead, markets are deemed to 'understand 

these things' – i.e., the theoretical irrelevance of capital – and to 'not care much' and not be 'so 

preoccupied' with a potential erosion of the ECB's capital base (see ECB10; ECB11; ECB12). 

One interviewee even ventured to suggest that 'banks are more rational than the central bank' 

in this regard (ECB1). 
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A second notable observation is the consistency with which interviewees invoke the general 

public – informed through the media (e.g., ECB2; ECB3) – as the main audience of concern 

with regard to negative ECB capital. Most suggest that it is the 'public', the 'population' or the 

'citizens' that would take issue with prolonged losses and negative balance sheet capital (see, 

e.g., ECB1; ECB4; ECB12) and that 'the problem would be public opinion first' or even 

'completely and exclusively a reputation risk with public opinion' (ECB8; ECB9; ECB11). 

Equally notably, several respondents specify that this is a matter of 'public perception' and 

that it is the 'perception about reputation [that] counts' (ECB10; ECB11). To the extent that 

this perception is 'misinformed' and based merely on the public's 'common sense', it is 

deemed 'very hard to explain' the nature of central bank losses and capital to the 'people' 

(ECB9; ECB11; ECB12). 

 

Lastly, a third audience of relevance, raised by about half of the interviewees, are the central 

bank's political principals (i.e., governments) and other political actors. Based on the notion 

that, as an independent central bank, 'you want a clean record [and not] to be told anything', 

losses and negative capital are seen to invite 'submission to the Treasury' since governments 

'would not be happy that they don't get [a] profit' (see ECB2; ECB4; ECB7). In a number of 

cases, this political audience is mentioned in close conjunction with the general public 

(ECB1; ECB4; ECB12), suggesting that public discontent could be mobilized or channelled 

in order to target the central bank. In the words of one interviewee, 'the problem would be 

public opinion first, and, depending on public opinion, utilization by the political sphere (...) 

of the emotion of the public opinion to attack perhaps the central bank and criticize what has 

been done' (ECB9). 
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4.6 – Discussion and conclusion 

This paper started out from an understudied puzzle in the political economy of the Eurozone: 

the ECB's insistence on positive central bank capital for itself and for the national central 

banks in the ESCB, as well as its capital increase of December 2010, both of which touch 

upon the question of the very nature of central banking and the sources of its legitimacy. 

Despite the widespread view that independent, technocratic policy-makers derive their claims 

to legitimacy from their professed (economic) expertise – both individually and as part of the 

epistemic communities which they form part of – my analysis implies that, paradoxically, 

monetary policy-makers may at times disavow said expertise and embrace the public's 

assumed and erroneous intuitions instead, so as to uphold and safeguard that legitimacy. 

 

Moreover, I have suggested that if this holds true in the case of the Eurozone – a least likely 

case, given the difficulty of incurring a cost on the central bank in case it were to contradict 

the beliefs of the public – then we can expect it to apply for other independent central banks 

as well. Indeed, interviews I have conducted at two other major central banks would seem to 

support this claim, revealing broadly congruent concerns to those professed by the ECB, 

despite minor nuances. Even more telling, perhaps, is the stance of the Bank for International 

Settlements on the subject, colloquially also referred to as the 'central bank of central banks' 

and commonly perceived as a global epistemic hub for the wider central banking community. 

In his foreword to an authoritative study on central bank finances, former general manager 

Jaime Caruana recently emphasized that the BIS had 'no doubts about' central banks' financial 

strength, but that 'our confidence is based on an understanding of the special character of 

central banks that may not be shared by markets and others' – and that such misconceptions, 

'however erroneous', thus ought to be taken seriously by monetary policy decision-makers 

across the globe (Archer & Moser-Boehm 2013: 1, 3; see also Vaez-Zadeh 1991: 69-70). 
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As I have aimed to demonstrate, 'others' can be taken to mean the general public, an audience 

of central bankers that has received relatively scant attention until more recently – but whose 

beliefs and trust in their currency, as well as the monetary authority that issues that currency, 

are frequently highlighted as a fundamental resource for central banks, not least by monetary 

policy-makers themselves. In this vein, my analysis can yield a number of implications for 

different strands of the political economy literature. First, with regard to the literature on 

audience-cost theory, the findings imply that technocratic policy-makers may not merely 

target their signalling efforts at attentive expert audiences, as is commonly assumed, but that 

supposedly inattentive 'lay' audiences matter a great deal to the formulation of policy, too. 

 

Second, and related, there is now growing interest in the ways in which central banks and 

other economic policy-makers relate to 'the people'. However, my case study of the ECB 

suggests that this relationship may be less direct and unmitigated than is commonly assumed. 

Instead, it is likely to be conditioned by the media (Velthuis 2015; Hayo & Neuenkirch 2017) 

and by citizens' elected representatives (see Jones & Matthijs 2019), the former of which can 

bring certain issues to the attention of the public in the first place, and the latter of which can 

ultimately translate increased public attention into more substantial political (re-)actions. 

 

Lastly, and perhaps most importantly, my findings speak to the ever-expanding literature on 

the power of ideas in public policy-making. Given that policy-makers' 'theory of the folk' can 

come to trump economic ideas and theory even in what is arguably a least likely scenario – 

namely a highly scientized, highly independent central bank knowingly acting against its own 

theoretical conception of central banking – there might well be reason to suspect that other 

public policy-makers are less influenced by 'scientific' beliefs, theories, models and advice 

than we are all too often prone to assume. 
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On the subject matter of balance sheet capital, however, a final nagging question remains: 

what if the ECB's 'theory of the folk' proved to be wrong? In other words, what if the central 

bank's suspected (negative) reaction by the general public towards (negative levels of) central 

bank capital ultimately turned out to be inaccurate? In essence, this may lend itself to at least 

two potential interpretations: one more benevolent, the other more sceptical. Through the lens 

of the latter, the ECB's alleged theory of the folk would appear to be little else than a pretence 

– for instance, an excuse to retain more profits than a central bank may technically have to, 

and to be excessively cautious towards accepting the risk of losses on its balance sheet. I have 

scrutinized such attempts at strategic self-limitation more thoroughly in the preceding essay. 

Beyond this, however, a more benevolent interpretation would suggest that Europe's central 

bankers have every reason to err on the side of caution when it comes to perceptions of their 

public legitimacy. A recent pertinent example in this regard is perhaps the seemingly never-

ending debate around the Eurozone's growing TARGET2 balances (see Whelan 2017). 

Despite representing an evidently innocuous phenomenon in economic terms (Krahnen 2018; 

2019; German Council of Economic Experts 2018; cf. Fuest & Sinn 2018), fierce criticism of 

this settlement system for payments between Eurozone banks has persisted and is frequently 

directed at the ECB, stimulating an environment of suspicion and negative public sentiment. 

In this delicate context, it would seem reasonable for central banks to tread carefully in order 

to avoid incurring reputational costs which might ultimately harm their perceived legitimacy. 

Besides, the example of TARGET2 is also illuminating in another respect, since the debate 

appears to have been conspicuously concentrated in one Eurozone member state: Germany.51 

While this essay has highlighted central bankers' thinking towards the public, it may be worth 

further disaggregating the beliefs of that public – or rather, to study policy-makers' beliefs 

about different segments of that public. I leave this task to future research, including my own. 

 
51 As one commenter on this paper put it: maybe it is less about the folk than it is about the Volk. 
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5 – Discussion and conclusion 

This concluding chapter first provides a critical reflection of the main contributions of the 

preceding three essays, by means of discussing potential limitations and wider ramifications. 

It then closes by spelling out relevant implications for future research. 

 

5.1 – Summary of key findings and contributions 

With a view to the underlying preconceptions and assumptions in the CBI literature which 

were identified at the outset of this thesis, my main findings can be summarized as follows. 

First, as regards the common conceptualization of central bank independence as protection 

from outside interference – and, in particular, protection from interference or even dominance 

by fiscal policy-makers – the crisis has arguably proved capable of turning these and other 

concerns of excessive government activism on their head. While independent central bankers 

do continue to insist on their policy autonomy, they also increasingly appreciate the pitfalls of 

the only-game-in-town syndrome, consequently calling on their respective governments to 

become more active rather than less. In the post-crisis era, central banking has thus become 

an ever more delicate balancing act, with monetary policy-makers aiming to balance 

traditional concerns of fiscal profligacy with novel concerns of fiscal inaction and the 

concomitant lack of (safe) government debt (see Ban & Gabor 2016; Coeuré 2016). 

 

Second, regarding the underlying assumption of CBI as foreclosing meaningful coordination 

and cooperation among monetary and fiscal policy-makers, my essays have aimed to show 

that the era of unconventional, balance-sheet central banking has raised inevitable questions 

about monetary-fiscal interactions and the (quasi-)fiscal implications of monetary policy. 

Faced with having to accept various types of risks on their ever-expanding balance sheets, 

central banks have far from sat idle nor refused to seek cooperation with their respective 
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fiscal counterparts. By interpreting and re-interpreting their existing institutional constraints, 

they have sought to obtain different forms of fiscal protection for their balance sheets, albeit 

with differing degrees of success and at times only implicitly. In so doing, my thesis also 

sheds novel light on our underdeveloped appreciation and conceptualisation of central banks' 

financial independence, i.e. the financial relationship monetary authorities have with their 

fiscal principals, which policy-makers indeed increasingly grapple with (see Diessner 2018b). 

 

Third, and beyond the realm of central banking, the thesis has challenged the assumption that 

central bank independence, and perhaps delegation to independent agents more generally, 

entails discretion-seeking and power-maximization on behalf of the central bank (the agent). 

Rather, agents may seek to place limits on their own powers and discretion if this endows 

them with strategic benefits, such as the protection from demands which they ultimately find 

themselves unable to satisfy on their own (Diessner & Lisi 2019; Mabbett & Schelkle 2019). 

By placing ostentatious constraints on the deployment of their instruments, for example, 

central bankers can limit the otherwise virtually unlimited promise of balance-sheet monetary 

policy, thereby aiming to rope other decision-makers into the task of crisis-fighting (ibid.). 

 

Lastly, the thesis has tackled the conception of central banks' core audience and most 

important constituency as monetary policy insiders (market participants and other experts) as 

well as the accompanying widespread assumption that central banking should thus be guided 

overwhelmingly by economic expertise, theories, and ideas. By leveraging the case of the 

ECB's preoccupation with the 'soundness' of its balance sheet and capital base post-crisis, I 

show that economic policy-makers can also opt to act in line with what they perceive to be 

the ideas and beliefs of non-experts (the general public) – what we might call 'folk theories' – 

in an attempt to safeguard their legitimacy in the face of extensive unconventional policy. 
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Taken together, I believe that my three essays can thus make several relevant contributions. 

The contributions of the first essay are mainly conceptual and methodological in nature, as it 

develops the concept of 'financial dominance' and demonstrates its applicability in the context 

of central banks' unconventional crisis-fighting policies. Methodologically, the essay 

provides one of the first applications of topic modelling in political economy and economic 

sociology – complemented by a qualitative discussion of the case of the Eurozone crisis – and 

further discusses some of the advantages and drawbacks of this quantitative text analysis 

approach (see Appendix A below). The second essay makes a conceptual and an empirical 

contribution, by engaging the concept of 'financial independence' and by scrutinizing the 

understudied case of monetary policy-makers' self-limitation with the help of novel primary 

data collected through a set of élite interviews conducted at three major independent central 

banks. The key contribution of the third essay is, essentially, theoretical, as it seeks to exploit 

central bankers' puzzling loss aversion and their concerns for balance sheet capital as an 

intriguing case highlighting the role of public, non-expert perceptions and beliefs in 

economic policy-making, as opposed to the predominant role commonly ascribed to 

economic ideas and theories. Before reflecting on these contributions and their wider 

implications in more depth, I shall now first turn to addressing the limitations of my findings. 

 

5.2 – Limitations 

The first notable limitation of all three essays, perhaps, is the relatively little room that they 

afford to discussing and dispelling alternative explanations, which is in part due to the 

delimitations in size placed on the format of the articles. I shall therefore devote more space 

and attention to plausible alternative arguments in the following. The introductory chapter of 

this thesis had identified all three of my essays as aiming for a fruitful 'middle ground' 

between the 'polar opposites' of structure and agency, thus contributing to a political 



137 

 

economy literature which has been dubbed strategic constructivism (see, e.g., Saurugger & 

Thatcher 2019 for a recent discussion). Alternative arguments to the ones I put forward, in 

turn, would model independent central bankers as either more rational-strategic or more 

biased-constructivist agents than I do. I shall explore and discuss both propositions below, 

against the backdrop of one of the key features which my thesis sheds light on, namely 

central bankers' aversion towards financial risk and especially the risk of persistent balance 

sheet losses and negative capital. In particular, I will investigate the propositions that central 

bankers either (a) are 'irrationally' biased against the risk of losses or (b) 'rationally' try and 

avoid those and other risks to their balance sheets. 

 

Alternative explanation (a): Central bankers' risk aversion as cognitive or ideational bias 

Within a behavioural political economy (BPE) framework (Schnellenbach & Schubert 2015) 

or a more constructivist ideational framework, one could argue that central bankers are 

cognitively or ideologically biased against losses and negative capital, displaying a strong 

and somewhat literal case of loss aversion (i.e., implying that losses loom larger than gains). 

This could build on a long behavioural economics literature on the subject, of which 

Favaretto and Masciandaro (2016) have provided a recent application to central bank 

decision-making. Any such attempt at a behavioural explanation starts from the recognition 

that central banks are staffed and run by central bankers who are individuals and, despite their 

supposed technocratic expertise, are subject to many of the same human biases as all of us 

(see, e.g., Kuehnhanss et al. 2015). Some recent work in the politics of central banking has 

departed from this recognition in order to study how the career trajectories (Adolph 2013) or 

the ideas (Schulz 2017) of central bankers as individuals bias their monetary policy-making. 
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Favaretto and Masciandaro's (2016) approach, for one, builds on a strand of scholarship 

which emphasises central banks' inertia in monetary policy-making and which identifies a 

significant status quo bias among monetary policy committees. This bias presumably leads 

central banks to err on the side of caution in their decision-making, for example in order to 

avoid inconsistent stop-and-go policies (see, e.g., Goodhart 1996; Woodford 1999; 2003). 

The literature typically stresses informational and institutional variables as the source of 

inertia (i.e., the time it takes to gather reliable information or to reach agreement in different 

types of committees), to which the authors aim to add 'behavioural inertia', caused by loss 

aversion, as an independent explanatory factor. Their model, however, studies conventional 

monetary policy-making (interest rate-setting) only. Additionally, and curiously, it foresees 

central bankers to become more activist in case they fear losses (presumably in order to 

recuperate these losses by means of generating seigniorage) (see Jeanne & Svensson 2004). 

However, the evidence of the financial crisis rather suggests that the spectre of losses has 

made central bankers hesitant towards the use of a wide range of measures, i.e. less activist. 

 

Equally plausibly, a behavioural approach towards central bankers' loss aversion may make 

recourse to prospect theory, i.e. Kahnemann and Tversky's (1979) seminal contribution to 

theories of decision-making under risk. In simple terms, their framework explains that while 

the actual losses from an action may turn out to be smaller than the gains (which should 

prompt rational decision-makers to take that action), the perceived value attached to those 

losses could be larger than the perceived value of gains, in large part due to the framing of the 

decision-making problem (thus prompting decision-makers to refrain from taking the action). 

The issue of central bank losses, it seems, would constitute nothing short of an extreme case 

for prospect theory: the actual loss a central bank faces from its monetary policy operations, 

some argue, is irrelevant (i.e. zero),  while the value that central bankers attach to that loss is 
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exorbitant or even infinite (akin to Pandora's box, the spectre of losses and central bankruptcy 

is taken to spell anything from the erosion of trust, to the loss of central bank independence, 

to hyperinflation and currency reform). 

 

Lastly, another behavioural concept that comes to mind is that of mental accounting (Thaler 

1985; 1990), which describes the fallacious tendency to create multiple accounts pertaining to 

one and the same resource. Given that central banks and their governments could be seen as 

belonging to the same consolidated public sector account, the suggestion that one should be 

backed by the other may seem as an example of the mental accounting fallacy par excellence. 

At any rate, however, such approaches imply that there is little or no 'rational' reason for 

central banks to disfavour and avoid losses. A stylized version of an argument in this mould 

would thus be: 'The risk of losses and negative capital should not matter to central bankers, 

but their cognitive and/or ideational biases lead them to believe and act otherwise.' 

 

Alternative explanation (b): Central bankers' risk aversion as rational choice within given 

(historical-)institutional constraints 

The logical counterpoint to the behavioural or ideational explanation would be a more 

rationalist model within which central bankers 'correctly' anticipate adverse or even 

detrimental consequences to arise in the event of posting continued losses (the nature of these 

consequences would then require further specification). This could augment recent studies of 

central bankers' material preferences (Adolph 2013) to include an institutional interest in 

central bank independence or even 'survival' (Schoeller 2018) as well as highlighting the 

strategic action undertaken towards these aims. To the extent that strategic action by 

purportedly apolitical and bureaucratic central bankers is acknowledged in the rationalist CBI 

literature at all, it has commonly been grasped through the lens of game theory, with central 
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banks and governments playing games of chicken (Sargent & Wallace 1981; Buiter 2010) or 

wars of attrition (Alesina & Drazen 1991; Brunnermeier & Reis 2016) and thereby engaging 

in perpetual attempts at dominance over one another. Moreover, how these games ultimately 

play out is likely to be mediated by variations in institutional arrangements across different 

political economies, including different sets of veto players (Mabbett & Schelkle 2019). 

 

If applied to the case of central bankers' aversion towards losses and insolvency, the design of 

financial independence arrangements comes to mind, and especially the rules and institutions 

governing the distribution of profits and losses accrued by a central bank. Many of these 

rules, enshrined in central banks' legal mandates and accounting frameworks, appear to have 

developed differently across countries due to a range of historical and contextual reasons 

(Milton & Sinclair 2011). What might then invite a more historical-institutionalist analysis is 

the observation that while a number of these mandates and frameworks have turned out to be 

incomplete or inadequate in the face of the critical juncture that was the global financial crisis 

(Archer & Moser-Boehm 2013; Braun 2015; Hall & Reis 2015), they may have been adhered 

to nevertheless owing to a logic of path-dependency. Alternatively, we would have observed 

efforts at adapting or overcoming these constraints, best grasped via the lens of endogenous 

institutional change (e.g. Streeck & Thelen 2005). In a nutshell, rational choice or historical 

institutionalist accounts of this kind would imply that central bankers seek to minimize their 

risk-taking and loss-making for overtly rational reasons and/or given historical constraints. 

 

While both of these explanatory approaches appear plausible and have their merits – and 

while I recognize that the essays in this thesis may be congruent with certain elements of both 

– neither of them is ultimately capable of grasping the conundrum of central bankers' risk 

aversion and self-limitation on its own. I shall first turn to the cognitive or ideational 
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explanation, namely that central bankers are allegedly inherently biased against accumulating 

losses which may lead to negative capital, due to their cognitive and/or ideological 

predispositions. Even though there is no denying that the third essay of this thesis taps into 

and builds on cognitive/ideational scholarship, it aims to do so in a more nuanced fashion 

which is ultimately more in line with the empirical evidence. Indeed, the available evidence – 

including central banks' in-house research as well as interviews with current and former 

decision-makers – does not seem to support the notion that monetary policy-makers 

misunderstand or are unaware of the theoretical irrelevance of negative central bank capital: 

they are hardly biased against loss-taking per se. Rather, they choose to adhere to the norms 

of loss avoidance and non-negative capital in practice as a strategic means so as to safeguard 

the perceived credibility of their balance sheets and, thereby, their legitimacy in the eyes of 

the general public. 

 

Turning to a rational choice or historical institutionalist analysis of central bank loss aversion, 

it shall first be noted that while existing institutional arrangements of financial independence 

(such as rules governing profit retentions and accounting frameworks) certainly matter – as is 

reflected upon in my essays – these turn out to be in flux rather than stable, owing not least to 

their often implicit and underdeveloped nature, which central bankers are increasingly 

coming to terms with post-crisis. This appears hardly reconcilable with the notion of a hard 

institutional constraint forged by historical legacies. Furthermore, it is once again revealing 

that monetary policy-makers themselves tend to acknowledge the seemingly 'irrational' nature 

of their actions when it comes to protecting their balance sheets, as underlined not only by 

means of my élite interviews but also by the puzzlement of financial market participants and 

the bewilderment of other expert observers towards the ECB's protection of its capital base.  
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Lastly, influential theories of endogenous institutional change arguably also face difficulties 

when it comes to explaining the unprecedented actions undertaken by independent central 

bankers as well as other Eurozone decision-makers during the crisis (see, e.g., Verdun 2015). 

Although unconventional monetary policy-making could perhaps be seen as in line with 

certain elements of displacement (i.e., activation of latent institutional resources) or  

conversion (i.e., new purposes attached to old structures) in the terminology of Streeck and 

Thelen's (2005: 31) seminal introductory chapter, it is notable that their often-referenced 

framework deliberately only captures '[m]odern, formal, legal-political' changes, while 

changes occurring informally 'are, however, not the subject of this study' (2005: 10, emphasis 

in original). This would seem to sit uneasily with the experience of the global financial and 

Eurozone crises and the broadly unchanged state in the formal de iure institution of central 

bank independence, which masks far-reaching changes in monetary policy-making. Indeed, 

even leading legal scholars of central banking have come to suggest that monetary authorities 

'inhibit a "world of policy"' (Lastra 2014: 78; as quoted in Mabbett & Schelkle 2019: 8) 

during periods of stress, with formal legal structures only adapting ex post and with some lag, 

if at all. 

 

Beyond these alternative explanations, another potential limitation of this thesis may stem 

from its case selection. While I believe to have selected three highly relevant and insightful 

central banks, I have not explicitly analysed what is often taken to be the foremost monetary 

authority in the global political economy, the US Federal Reserve (as has been pointed out to 

me not least when presenting earlier versions of the articles at workshops and conferences). 

Even though I have provided reasons for doing so in the second essay of this thesis, and while 

I have alluded to the applicability of my findings to the Fed at different points throughout, I 

shall nevertheless briefly discuss the case of the US here as well. To begin with, debates 
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about risk-taking and the spectre of quasi-fiscal implications have certainly not spared the 

Fed either (e.g., Goodfriend 2011). The way monetary authorities in the US have sought to 

address these concerns arguably shares several elements with all three central banks analysed 

in this thesis. 

 

On the one hand, US monetary policy-makers, cognizant of the risks entailed in bailing out 

the financial system, have sought and obtained a letter of support from the US Treasury, 

similar to the Bank of England (Geithner 2014). However, the letter did not amount to a 

formal guarantee – similar to the case of the ECB – and it was ultimately rebelled against by 

the US Congress (Wessel 2009; Mabbett & Schelke 2019: 16-17). On the other hand – and 

bearing some similarities to the Bank of Japan – the Federal Reserve opted to rely on a 

flexible interpretation of its accounting rules. The Fed went further than the BOJ, however, 

by indicating its readiness to carry a potential loss forward as a so-called 'deferred asset' 

(Carpenter at al. 2013), thereby gradually offsetting any loss against future profits while 

guaranteeing the remittance of some nominal profit in the eyes of Congress (Pollock 2018). 

Importantly, these measures underline the lengths to which the Fed was willing to go in order 

to avoid a situation of posting a – theoretically irrelevant, but politically supposedly salient – 

balance sheet loss, as acknowledged not least by some of its former senior decision-makers 

(see, e.g., Bernanke 2015). 

 

The case of the US leads me to a final limitation that this concluding chapter aims to address. 

While my thesis as a whole has singled out monetary policy-makers as the key actors to 

examine, the Federal Reserve illustrates how even a vastly powerful and broadly autonomous 

monetary authority can ultimately depend on the decisions of outside actors, as emphasized in 

my first essay. This would seem to ring particularly true when aiming to illuminate issues of 
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monetary-fiscal interactions and coordination, as my first and second essays seek to do. On 

the one hand, this has been driven by motivations of pragmatism and parsimony. To be sure, 

independent central banks lend themselves to being focal and entry points into questions of 

macroeconomic management (a point which has been dramatically underlined by the crises), 

while the inclusion of their respective fiscal authorities, especially when there are 19 of these 

as in the case of EMU, would most probably have rendered this doctoral project next to 

unmanageable.  

 

Yet, on the other hand, there are also more substantial motivations for this specific choice. 

Above all, the curious spread of central bank independence in combination with the reality of 

fiat monetary regimes has undoubtedly given rise to a certain kind of technocratic institution 

whose discretion and powers are next to unparalleled in advanced democratic societies – so 

much so, that even these institutions themselves may seek to limit their powers and 

discretion, as this thesis has sought to demonstrate. At the same time, however, the 

consequences and implications of this remarkable state of affairs remain far from understood, 

and quite possibly so even by monetary policy-makers themselves, as De Grauwe (e.g., 2013) 

has suggested. This lack of comprehension has been further exacerbated by the turbulences of 

the global financial and Eurozone crises, which arguably warrants increased attention and 

consideration. Having said this, and with the above caveats in mind, I shall move to derive 

pertinent implications from my three articles in the following – and indeed not only for the 

future of central banking and central bank independence, but equally for political economy 

research on policy areas beyond the monetary sphere. 
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5.3 – Implications for future research 

 

5.3.1 – Central banking in the interregnum: independence and coordination between 

crisis and 'normalization' 

As Balls et al. (2018: 2) have claimed, 'no single country has yet settled the question about 

how a modern central bank should be structured' – let alone, one may add, a monetary union. 

The post-crisis era has brought to light that central banking, and central bank independence, 

are indeed in remarkable flux. While central bankers have been successful in 'buying time' 

(Streeck 2013; Kotz 2017: 96), a number of nagging questions have remained or re-emerged. 

In particular, as the dust settles on a decade of financial and economic distress, major central 

banks across the globe now grapple with the challenge of 'normalization' – that is, unwinding 

their sizeable balance sheets, which have been bloated by unconventional monetary policies. 

A debate is gathering pace about whether normalization should mean maintaining the novel 

status quo (i.e., embracing the 'new normal') or returning to a hitherto unspecified status quo 

ante (the 'old normal') – or, perhaps, arriving somewhere in-between (Sims 2016; Goodhart 

2017; Pfister & Valla 2018). This arguably entails one of the single most important questions 

for macroeconomic policy today. For if independent monetary authorities are to withdraw 

their support for sluggish economies, who or what ought to be taking their place? 

 

As one astute long-time observer has remarked, the episode we are currently witnessing bears 

close resemblance to earlier 'confused interregnum[s]' in monetary policy-making, during 

which an old consensus is severely challenged, but a new way forward has not yet been found 

(Goodhart 2011: 136). In this vein, taking a closer look at the (not-so-distant) past should 

provide a first step towards making sense of the (not-so-distant) future of central banking. 

Specifically, it should be worth remembering that considerations about potential difficulties 
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of exiting from unconventional monetary policies were at the root of disagreements about 

entering into such far-reaching stimulus programmes in the first place. These disagreements 

manifested themselves in Japan much before reaching the North-Atlantic (see Cargill 2005).  

An issue which had stood out already back then was the spectre of losses that an exit from 

unconventional policies would purportedly entail: as official interest rates creep up again, the 

prices of government bonds on central banks' balance sheets fall. While such concerns were 

met with ridicule at the time (e.g., Bernanke 1999), they have ultimately persisted and 

steadily intensified, now that official exit strategies are increasingly being explored by central 

banks across the advanced capitalist democracies (Muguruma 2018). 

 

This thesis would predict that any orderly exit from crisis policies – to the extent that it is 

found to be necessary and desirable – will only be feasible if macroeconomic decision-

makers embrace the need for more coordination and cooperation. To begin with, fiscal 

policy-makers could and should start by acknowledging not only the inevitable monetary-

fiscal interactions that the use of stimulus programmes at the zero lower bound entails (Sims 

2013; Orphanides 2018), but also the interactions brought about by the gradual termination of 

such programmes. For instance, a recognition of the consolidated public sector budget would 

imply that governments (i.e., the fiscal principals) assume ex ante responsibility for the risk-

taking of central banks (i.e., their monetary agents). As for monetary policy-makers, on the 

other side, this will crucially hinge on a more pragmatic, less principled interpretation of 

independence, which has at times needlessly been understood as ruling out closer 

coordination and cooperation per se – while, at the same time, this should not amount to 

overthrowing the principle of operational independence in core monetary policy-making 

functions altogether. In light of this, it can well be expected that central banking will become 

an ever more delicate balancing act throughout the normalization period, with independent 
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monetary authorities seeking fiscal and political support for the inception and gradual 

termination of their large-scale balance-sheet operations, all the while defending their policy 

autonomy with regard to conventional (i.e., interest rate-setting) monetary policy. 

 

As interregnums go, these tend to give rise to a flurry of experimentation and contestation. 

Indeed, after episodes of financial distress, the economic ideas of 'cranks' and 'brave heretics' 

seem to become increasingly alike and difficult to tell apart (see Keynes 1936: chapter 23; 

Dimand 1991; Ingham et al. 2016 and special issue articles therein). Monetary authorities, for 

their part, have been confronted with a range of reform ideas and proposals, stemming from 

functional necessities, technological disruptions, political aspirations or combinations thereof. 

An example from the first category are discussions around 'helicopter money' (i.e., direct cash 

handouts by central banks without intermediation by the financial sector) as a measure of last 

resort for monetary authorities to stimulate stagnant economies and reignite trust in the 

achievement of their inflation targets (Friedman 1969; Buiter 2016; Bernanke 2016; for an 

overview, see Baldwin 2016; cf. Cecchetti & Schoenholtz 2016b). As regards technological 

change, the digital revolution has fuelled fascination (if not an outright mania) for so-called 

crypto-currencies, whose merits and drawbacks are ferociously contested (see Roubini 2018). 

In the realm of political programmes, we can find calls for a 'Green New Deal' (GND) or a 

'Jobs Guarantee', which are underpinned by propositions from 'Modern Monetary Theory' 

(MMT), such as the belief that a sovereign state with its own central bank need not fear 

insolvency (Tymoigne & Wray 2013; cf. Höpner 2018; Krugman 2019; Summers 2019). 

 

The essays in this thesis suggest that political economists ought to pay particular attention to 

questions of financial independence and perceptions of risks to central banks' balance sheets 

when entertaining these debates. A noteworthy objection to 'helicopter money', for instance, 



148 

 

is that it would increase the liabilities on a monetary authority's balance sheets without a 

parallel increase on the asset side, thereby depleting its capital and undermining its solvency 

(see, e.g., Dowd 2018; cf. Hampl & Havránek 2019). With regard to technological change 

and the emergence of crypto-currencies, moreover, both of these have prompted various 

monetary authorities to explore their own central bank digital currency (CBDC) schemes 

(OMFIF 2018) – with the notable suggestion that CBDCs would be more attractive to money 

users than their crypto counterparts 'because a central bank cannot become insolvent' 

(Weidmann 2017).52 Lastly, debates around MMT tap into age-old fears about the 'fiscal 

abuse of central banks' (Fry 1993; Buiter 2008b), as they revive the temptation of direct 

finance through central banks' balance sheets (Bofinger 2019) as well as the appropriation of 

seigniorage revenues, despite such revenues being far from unlimited and relatively small as 

a percentage of GDP (Reis 2019). The ways in which central bankers across the globe aim to 

address these mounting challenges will undoubtedly continue to provide political economists 

with ample material to puzzle over, and will keep the next generation of CBI scholars busy 

for some time to come. This thesis highlights that what central banks and their stakeholders 

believe are – and what should be – the limits of central banking will matter crucially in these 

contemporary and future debates. 

 

5.3.2 – The future of macroeconomic policy-making in Europe and beyond: 'the experts' 

versus 'the people'? 

A key question reaching far beyond the realm of monetary policy-making is that of the future 

role and status of technocratic authority. With populist governments and opposition parties 

 
52 Ironically, however, one could argue that the replacement of cash by digital currencies diminishes 

central banks' seigniorage revenue (i.e. the income derived from issuing banknotes) to an extent that 

could be perceived as undermining their balance sheet capital and solvency in the first place. Besides, 

CBDCs might render helicopter money 'drops' more easy to implement and thus more likely. 
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ostensibly on the rise across the planet, independent central bankers certainly rank highly 

among 'the experts' whom 'the people' have purportedly 'had enough of' in Britain and beyond 

(Gove 2016; Goodhart & Lastra 2018). But will the ire of populism end with central banking? 

It is of interest to note that the dynamics of delegation, at least until recently, actually seemed 

to point in the opposite direction, namely towards more independent expertise rather than 

less. After the supposedly successful de-politicization of monetary policy-making via central 

bank independence, economists increasingly came to argue for comparable institutional 

solutions to similar policy problems, most notably those of unpredictable fiscal policy (see 

Leeper 2010). Indeed, there has been some movement towards independent fiscal councils 

and congruent institutional arrangements – including balanced-budget laws – so as to provide 

partial checks on national governments' budgetary policies (see, e.g., Larch & Braendle 2018; 

Tesche 2019) and the EU has developed a novel governance framework by means of the 

European Semester (see, e.g., Verdun & Zeitlin 2018 and special issue articles therein). 

 

The post-crisis environment thus creates space for two potential future pathways of macro-

economic governance, both of which are reinforced by needs for monetary-fiscal 

coordination (Fernandez-Albertos 2015: 230-232). On the one hand, we might witness a 

move towards further delegation and de-politiziation, with ever more 'core state powers' (see 

Genschel & Jachtenfuchs 2014) being handed to technocratic decision-making bodies. On the 

other hand, we might see the converse development, i.e. the overt re-politicization of 

previously delegated policy functions. If recent signals from elected government executives 

in advanced capitalist democracies including the United States and Italy are anything to go 

by, then one could be tempted to expect the first pathway to increasingly lose out to the 

second. Needless to say, however, the jury on these questions is still out, and we may well 

see signs of both dynamics (Verdun & Zeitlin 2018). 
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At any rate, 'the experts' already find themselves confronted with growing demands to relate 

more closely to 'the people' – demands which seem unlikely to fade in the foreseeable future. 

Against this backdrop, the different ways in which technocratic authorities seek to adapt their 

engagement with their public constituencies certainly provides a promising avenue for further 

research. In the realm of central banking, for instance, an increased use of non-traditional 

communication channels – including social media – as well as the framing of policy decisions 

in more accessible language have recently been observed (Bloomberg 2019; Thornton 2019). 

These developments should undoubtedly be scrutinized more closely by political economists. 

What this thesis draws our attention to, however, is that the increased salience of supposedly 

apolitical technocratic policy-making not only manifests itself in terms of how technocrats 

frame and communicate decisions to their variegated audiences. Rather, it can also be 

expected to have an effect at the decision-making stage already – and should therefore ideally 

be studied at that stage, even if this can turn out to be more challenging with regard to data 

availability or other potential restrictions. By bringing out the role of 'folk' ideas and theories, 

as opposed to predominantly 'scientific' ones, I hope to have made a first step toward this 

aim. For instance, scholars might wish to examine in more detail the formation and 

perpetuation of different economic fallacies – as well as their transmission between experts 

and non-experts – with the help of focus groups (Stanley 2014) or experiments (Kryvtsov & 

Petersen 2019). I shall leave these and other endeavours to future research, not least my own. 

 

The final paragraph of this thesis should be devoted to the Eurozone, the central case of my 

doctoral research. After repeated onslaughts of financial market distress and amidst continued 

political uncertainty (see Zeitlin et al. 2019) – as well as unresolved questions pertaining to 

its institutional 'incompleteness' and 'fragility' (De Grauwe 2011; 2018) – what is most 

striking, perhaps, is that the monetary union has ultimately remained resilient for the time 
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being (Schelkle 2017; Sadeh 2018), akin to the institutions of other advanced capitalist 

democracies (see Iversen & Soskice 2019; cf. Streeck 2018). With the crisis years truly 

turning into its 'teenage challenge' (Enderlein & Verdun 2009), EMU and its supranational 

central bank have eventually matured to early adulthood. That we would celebrate the ECB's 

20th birthday in 2018 (see, e.g., Diessner 2018c and contributions therein), and that of the 

euro a year after, was far from certain and had increasingly been called into question only a 

few years prior. While the future is impossible to predict, this thesis suggests that it is neither 

fair nor particularly illuminating to judge the Eurozone against the unrealistic yardstick of a 

fully-fledged monetary-cum-fiscal union and thus to arrive at the often-stated conclusion that 

unless extensive fiscal and political integration are achieved, meaningful coordination 

between the centralized monetary authority and the decentralized fiscal authorities remains 

unattainable. This all too frequent predisposition is prone to overlooking much of the existing 

– though certainly far from perfect – coordination that already is taking place despite the lack 

of a unified fiscal counterpart for the supranational ECB. It also needlessly tends to rule out 

valuable comparisons with other monetary unions and their independent central banks. In this 

spirit, I very much hope that the three essays of this doctoral thesis can help us make sense of 

what is going on, and what to look for, in the topsy-turvy world of post-crisis central banking 

in Europe and beyond. 
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Appendix A – Quantitative text analysis (QTA) 

 

Textual data pre-processing steps53 

As is customary for QTA applications (Quinn et al. 2010; Grimmer & Stewart 2013), our 

corpus of texts had to be pre-processed before running the topic model algorithm. We first 

converted documents from the original HTML format into text files and removed encoding 

characters that resulted from conversion. We then eliminated non-alphabetical characters 

(such as punctuation, numbers, and currency symbols), stripped texts from a list of so-called 

'stopwords' that do not add substantive meaning to a text (typically conjunctions, articles and 

pronouns), and grouped collocations where necessary (i.e., units of words with a distinctive 

meaning from their individual meanings) (McInnes 2004). For example, the collocation 

'euro', 'area' has been grouped into 'euro_area'. We ranked likely collocations using the 

G2 criterion proposed by McInnes (2004), merging the most likely 500 bi-grams. Lastly, 

we stemmed the obtained vocabulary by reducing terms to their common roots (for 

instance, the terms inflation and inflationary have been transformed into inflat) and 

removed terms occurring in fewer than 1% of the documents and more than 99% of the 

documents (in order to avoid extremely recurring terms to rank highly across all 

estimated topics, thereby blurring the analysis). For the most part, we have relied on the 

quanteda package developed for the R software environment (Benoit et al. 2017), from 

which we also employed the available list of English stopwords. 

 

The LDA algorithm 

The LDA algorithm assumes a generative model in order to estimate both topic content and 

prevalence, supposing that topics can be modelled as probability distributions over the 

 
53 This appendix has been published as part of supplementary material for Diessner and Lisi (2019). 
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vocabulary appearing in a text (Blei et al. 2003; Blei 2012). The method thus assumes that the 

probability of observing a word in a particular document is given by the prevalence of a 

particular topic in that document multiplied by the word's probability for a given topic 

(Griffiths & Steyvers 2004). 

 

In particular, this proceeds by fixing in advance a number of topics K. Further, let us define 

βK as the probability distribution of each topic over the vocabulary in ECB 

communications, θd as the probability distribution of documents over topics (the vector 

of topic proportions), zd,n as the probability of a specific word belonging to a particular 

document, conditional on the topic proportions for that document, and wd,n as the 

probability that the same word belongs to a topic starting from initial topic assignment 

βK. It follows that the probability of a word for a given topic can be seen as the 

probability of a given topic within a document zd,n multiplied by the probability of a 

given term in the overall topic distribution wd,n. On the basis of the observed frequency 

of words for each document, it is possible to estimate the vector of topic proportions 

θd for that document. The algorithmic issue for LDA is to estimate likely values for 

each of the model parameters. For this, LDA assumes wd,n and zd,n to be drawn from 

two multinomial distributions and βK and θd to be drawn from Dirichlet priors. We 

adopt the R implementation of the LDA estimation procedure written by Grün and 

Hornik (2011) to estimate the parameters in the ECB's communication data. 

 

Two important caveats regarding the use of LDA are worth noting for our study. First, since 

the model derives topics from observed word frequencies only, it assumes that the order in 

which words appear is irrelevant for the overall meaning of a text (Fligstein et al. 2017: 888). 

This assumption, also referred to as 'bag-of-words' (Grimmer & Stewart 2013), does not 
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allow distinguishing between positive and negative assessments of one and the same topic, 

for example (Mohr & Bogdanov 2013). In consequence, some information contained in the 

original text can be lost when performing LDA. This is unlikely to be of substantial concern, 

however, if the aim of the analysis is to understand which themes a particular text is referring 

to (Hansen et al. 2018), as is the case in the first part of our investigation. Nonetheless, we 

then also perform a qualitative assessment of ECB communication acts over the sample 

period in order to gain additional clarity on the direction of the central bank's fiscal 

statements. 

 

Second, the number of topics K is assumed to be fixed and known in advance, i.e. it has to be 

inserted by the researcher. In practice, the specificity and substantive interpretability of the 

revealed topics are most often used for model selection (Blei 2012; DiMaggio et al. 2013: 78, 

82; Fligstein et al. 2017: 889; Hansen et al. 2018: 820). In our case, after qualitative 

investigation of the output of models with topics ranging from 20 to 40, we selected a model 

of K = 25 topics on the basis of interpretability. To increase our confidence in this selection, 

we also performed statistical measures of model fit. We used Asuncion et al.'s (2009) 

perplexity measure to compare the fit of models with K ranging from 5 to 100 topics. The 

results indicate highest fit is attained for topic numbers between 20 and 55, suggesting that a 

choice of 25 is appropriate. Moreover, the topic contents discussed in our analysis remain 

largely stable when altering the number of topics slightly in either direction. Table 5 below 

presents the topic contents (i.e., the ten most probable terms per topic) for all 25 topics 

obtained through our LDA analysis, along with suggested topic labels. 
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Topic content Number Suggested label 

 regul market clear risk regulatori transpar need trade 

central will 

1 Regulation 

euro_area competit price econom countri 

euro_area_countri averag also differ increas 

2 

Economic developments 

(competitiveness) 

econom polici monetari see monetary_polici inflat 

paper price model central_bank 

3 

Monetary developments 

(inflation) 

statist data inform account euro_area european report 

financi use avail 

4 Statistics 

countri can economi growth effect invest firm also 

demand structur 

5 

Economic developments 

(growth) 

bank will resolut european singl ssm fund supervis 

supervisori nation 

6 Banking union 

euro_area expect remain continu govern support will 

council medium_term loan 

7 Economic outlook 

fiscal euro_area govern countri debt reform deficit 

econom fiscal_polici implement 

8 Fiscal policy 

european europ union econom nation institut polit 

member state govern 

9 European Union 

payment sepa bank will european card servic scheme 

nation competit 

10 Payment services 

market integr financial_integr european cross border 

financi euro_area secur develop 

11 Financial integration 

risk financi macro financial_st prudenti 

financial_system polici framework can capit 

12 Financial risk 
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supervisori institut central_bank financi bank european 

framework committe cooper level 

13 Prudential supervision 

growth product euro_area increas econom european 

employ economi labour develop 

14 

Economic developments 

(productivity) 

bank risk financi credit market financ asset loan fund 

capit 

15 Credit developments 

crisi financi will time financial_crisi econom risk first 

economi dure 

16 Financial crisis 

remain growth price_st develop continu increas 

euro_area risk strong price 

17 

Economic developments 

(growth and prices) 

euro_area rate monetary_polici interest_r measur inflat 

effect polici will condit 

18 

Monetary policy 

(interest rate decisions) 

monetary_polici central_bank price_st polici inflat 

monetari object time decis credibl 

19 

Monetary policy 

(objectives) 

global countri globalis economi world increas import 

trade intern china 

20 Global trade 

currenc polici intern exchange_r monetari system 

countri reserv global domest 

21 Foreign reserves 

liquid market bank central_bank money_market oper 

eurosystem collater rate fund 

22 Money market 

euro countri member new converg state will euro_area 

adopt process 

23 Euro area 

can onli one even market make way may case problem 24 General discussion 1 

central europa html media frankfurt will today veri 

european bank 

25 General discussion 2 

Table 5: ECB communication topics, 2004-2015 (full table of LDA analysis with 25 topics) 
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Appendix B – List of interviewees 

 

Code (for second essay) – ECB Code (for third essay) – Central Bank, Position, Place, Date 

 

01 – Bank of England, former executive, London, February 2018 

02 – ECB1 – European Central Bank, executive, London, February 2018 

03 – Bank of England, former executive, Telephone, February 2018 

04 – Bank of England, former executive, London, March 2018 

05 – ECB2 – European Central Bank, senior staff, Frankfurt, March 2018 

06 – ECB3 – European Central Bank, former executive, Frankfurt, March 2018 

07 – ECB4 – European Central Bank, senior staff, Frankfurt, March 2018 

08 – ECB5 – European Central Bank, senior staff, Frankfurt, March 2018 

09 – ECB6 – European Central Bank, senior staff, Frankfurt, March 2018 

10 – Bank of England, former executive, London, March 2018 

11 – ECB7 – European Central Bank, former senior staff, London, March 2018 

12 – ECB8 – European Central Bank, former executive, via telephone, April 2018 

13 – ECB9 – European Central Bank, former executive, Paris, April 2018 

14 – Bank of England, former executive, London, June 2018 

15 – Bank of England, former executive, London, June 2018 

16 – ECB10 – European Central Bank, senior staff, skype, June 2018 

17 – Bank of Japan, former executive, Tokyo, July 2018 

18 – Bank of Japan, former executive, Tokyo, July 2018 
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19 – Bank of Japan, senior staff, Tokyo, July 2018 

20 – Bank of Japan, senior staff, Tokyo, July 2018 

21 – Bank of Japan, former senior staff, Tokyo, July 2018 

22 – Bank of Japan, senior staff, Tokyo, July 2018 

23 – Bank of Japan, senior staff, Tokyo, July 2018 

24 – Bank of Japan, former senior staff, Tokyo, July 2018 

25 – Bank of Japan, senior staff, Tokyo, July 2018 

26 – Bank of Japan, senior staff, Tokyo, July 2018 

27 – Bank of Japan, former executive, Tokyo, July 2018 

28 – Bank of Japan, former executive, Tokyo, July 2018 

29 – Bank of Japan, former executive, Tokyo, July 2018 

30 – Bank of Japan, former executive, Tokyo, July 2018 

31 – ECB11 – European Central Bank, former executive, London, October 2018 

32 – ECB12 – European System of Central Banks, former executive, Phone, February 2019 
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