
CHAPTER 1

Introduction: Spanish Banking—How
DoWe Explain a History of Fragility?

Introduction

This book examines the “fragility” and historical crises proneness of the
Spanish banking system, with a particular focus on the most recent bank-
ing crisis that followed the global financial crisis of 2008. It borrows and
builds on the arguments developed by Calomiris and Haber (2014) who
have argued that banking systems arise from a process of political bar-
gaining: Every country’s banking system is the result of what they call
a Game of Bank Bargains—a game in which actors with differentiated
interests come together to form coalitions that will determine how bank-
ing systems are created and how they will operate: “Banks’ strengths and
shortcomings are the predictable consequence of political bargains and
those bargains are structured by a society’s fundamental political institu-
tions” (p. x).1 Each country is different: It has different rules of the game,
specific players with distinctive interests, governments who get different
shares of the benefits, and coalitions that forge specific “bank banking

1In their magisterial comparative analysis of banking systems that focuses on the United
States, England, Canada, Mexico, and Brazil, Calomiris and Haber invite other scholars to
test their framework “against additional country cases” (2014, p. 25) hoping that other
scholars would evaluate their interpretations by comparing them with detailed narratives of
other countries. This book takes that invitation and applies their framework and arguments
to the Spanish case.
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bargains.” According to them, banking systems are the result of politi-
cal struggles (“bank bargains”) between government, voters, and inter-
est groups. The Game of Bank Bargains determines the rules that define
how banks are regulated, how they are chartered, and how they inter-
act with the state. These outcomes, in turn, determine banking system’s
performance along two dimensions: propensity for banking crisis and the
degree of private access to credit (p. 477). These authors focus on the
structure of the banking system and the rules for allocating credit as the
key explanation for banking instability, and in order to explain why bank-
ing systems vary in structure, they identify two key variables, regime type
and the presence or absence of a populist coalition.

Calomiris and Haber (2014, p. 454) define abundant credit as a ratio
of private bank credit to GDP of about 83% over the 1990–2010 period,
and a stable banking system as one that has been crises-free since 1970.
According to that definition, only six out of 117 countries meet that
threshold: Australia, Canada, Hong Kong, Malta, New Zealand, and
Singapore. This book aims to explain outcomes in this “Game of Bank
Bargains” in a particular country, Spain, which has suffered two major
banking crises since the 1970s.2 It seeks to answer one fundamental
question: Why has Spain not been able to construct a banking system that
avoids banking crises? In answering this question, the main focus will be
on political factors, and in particular in the interplay between politics and
banking, which has been crucial to account for the performance of the
Spanish banking system.

The book examines the historical circumstances that have shaped the
formation of political institutions and coalitions that control banking out-
comes in Spain. Those circumstances are crucial to determine the extent
to which Spain has suffered banking crises and suffered scarce credit,
and they depend on the historical context, which changes as a result of
external influences (for instance, banking crises have arisen from political
struggles). Yet, these circumstances are mediated by political institutions
(for instance, they may be able to insulate banking systems from populist
policies). Following Calomiris and Haber (2014, pp. 488–89), it looks
at political preconditions on banking-system outcomes, but accepts that
banking systems also shape politics as well: Banking systems are not just an
outcome of politics, they also shape the coalitions that bargain and affect

2I also adopt Calomiris and Haber’s definition of banking crises. They regard them as
“either systemic insolvency crises or systemic illiquidity crises” (p. 5, footnote 1).
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the bargaining power of the parties that participate in the bargain. Finally,
political circumstances influence innovations, which shape the develop-
ment of new financial services and instruments. The main argument of
the book is that political circumstances influence bank banking bargains ,
and that they, in turn, define the types of banks that emerged in the coun-
try. It seeks to explain banking goals and how they are shaped by political
bargains, not the extend of regulation, but rather on the goals that give
rise to regulation (p. 14).

In regard to the most recent Spanish banking crises of 2008, the
main hypothesis is that this financial crisis was first and foremost the
outcome of a political bargain. A central argument of this book is that
politics matter, and that political factors are central to understanding why
Spain has suffered repeated banking crises. It starts from the premise that
banks are not just institutions run and controlled by technocrats who
make mistakes, and also that banking crises are not merely the results of
such mistakes, or incompetence, bad luck, or moral shortcomings. On
the contrary, this book shows how politics (understood as the political
institutions that structure the incentives of economic and social actors)
influence bankers’ decisions, their operations, and the regulatory frame-
work in which they operate. Indeed, political institutions and politics
structure the incentives of actors involved in banks, from bankers to
shareholders, depositors, debtors, to regulators. In other words, banking
crises are the consequence of banks’ characteristics and the political
circumstances in which they operate (see Calomiris and Haber 2014).

As we will see below, financial crises are devastating. Despite this, and
this is the puzzle that this book seeks to address, in countries like Spain
these crises have been persistent throughout history and governments
have been unable, or unwilling, to make sure that banks either limit
their risk exposure and/or have sufficient capitalization. When govern-
ments deal with banking decisions, they often face conflicts of interest,
and different groups will have distinctive preferences and leverage (based
on their wealth and power) to influence those decisions. The way(s) in
which governments resolve or mediate those conflicts, and the resulting
coalitions that emerge from the bargaining process, will largely determine
the strength (or fragility) of the resulting banking structure.

Governments are indeed essential because they regulate banks, they
enforce contracts, they use banks as source of finance, and in the case
of bailouts, they allocate losses among creditors. But other groups (e.g.,
bankers, shareholders, depositors, debtors, taxpayers) also have ‘skins in
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the game’ and have a stake in the performance of banks. The interplay
of these actors (what Calomiris and Haber call the “Game of Bank Bar-
gaining”) will lead to coalitions that will determine bank entry rules, the
degree of competition in the sector, credit flows, credit conditions, banks’
activities, and the allocation of loses. Different bank structure configu-
rations have different beneficiaries and losers among those stakeholders,
and the outcome of the political struggle among them will determine
the role that they will play in the financial system. This book seeks to
explain how this struggle/bargaining process (what they call the “banking
games”) has played out in Spain in order to explain how banking rules
have emerged in the country, and how the players have operated under
those rules (Calomiris and Haber 2014, pp. 12–15).

To do so, the book traces the coevolution of banking and politics in
Spain over time, with a particular focus on the two decades that preceded
the 2008 crisis; and it seeks to test Calomiris and Haber’s hypotheses
(2014, p. 453): Democracies are more conductive to a broad distribution
of bank credit than autocracies; democracies with liberal institutions are
more conductive to broad distribution of credit and the absence of bank-
ing crisis than those in which bankers form coalitions with populists; and
government safety nets tend to destabilize banking systems, and they arise
as a result of political bargains, not for economic efficiency reasons. In
other words, it will test the hypothesis that stable democracies, like Spain’s,
with weak institutions that cannot prevent opportunities for the develop-
ment of rent-seeking coalitions between populist and bankers tend to have
less stable banking system (i.e., more crisis prone) and tend to provide less
abundant credit. On the contrary, democracies with strong institutions
that prevent rent-seeking tend to have stable banking system that pro-
vides higher levels of credit.

Banking Crises

Financial crisis has very serious and lasting consequences: Banking col-
lapses impact borrowers and can make credit more scarce, thus forcing
businesses to cut back on investment and possibly reduce their workforce;
individuals may also have to hold back on purchases and reduce their
consumption; and they often lead to bailouts in which taxpayers have to
pay to rescue the banks. As a result, unemployment increases, economic
growth collapses, deficits and debt spiral, and currencies crash. Often,
they also lead to political crises, as governments collapse. Reinhart and
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Rogoff (2009) have looked carefully at the consequences of financial
crises. According to their seminal study, stock prices fall by more than
50% on average over more than three years; real estate markets fall by
35% over six years; economic output declines on average 9% over two
years; and unemployment rises by 7% over more than four years (Reinhart
and Rogoff 2009, p. 466). Moreover, financial crises also have serious
political consequences on domestic politics, political stability, and gover-
nance survival: In Spain, for instance, the Socialist government that was
in power at the time of the crisis was voted out in 2011, and subsequent
elections have led to the collapse of the two-party system and increasing
fragmentation of the party system, which has made the formation of
governments far more difficult, and consequently, the country has had
4 general elections in 4 years (between 2015 and 2019). Finally, they
can also lead to domestic or international conflict, as it happened with
the European Union (EU) during the 2008 Euro crisis. Therefore, it is
crucially important to explain why crises occur.

Yet, financial crises have become an unfortunate recurrent fact of life,
and no country seems immune. Following the collapse of the Bretton
Woods system in 1971, one of the most consequential economic devel-
opments of the world economy has been the globalization of finance.
According to the Organization for Economic Cooperation and Devel-
opment (OECD), gross cross-border capital flows rose from about 5%
of world GDP in the mid-1990s to about 20% in 2007, or about three
times faster than world trade flows. While there have been many befits
from this growth (e.g., in economic growth, investment, efficiency, or
living standards), it has also led to increasing number of financial crises.
According to the World Bank’s Global Financial Development Database
between 1976 and 2011, there have been 131 crisis years for OECD
countries. During that period, only 3 countries, Australia, Canada, and
New Zealand, have not experienced a systemic banking crisis. And Spain
is one of the OECD countries with the highest number of crisis (Fig. 1.1).

However, the World Bank’s classification is considered restrictive
because it only measures systemic crises that result in multiple bank fail-
ures, or a systemic pattern of distress across a large number of financial
institutions, and thus does not account for all episodes of financial in
stability (see Copelovitch and Singer 2020, pp. 25–28). For this reason,
scholars also use the classification of banking crises developed by Reinhart
and Rogoff (2011), which is broader as they consider two types of events:
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Fig. 1.1 Number of systemic banking crises, World Bank classification, OECD,
1976–2011 (Source World Bank, Global Financial Development Database. From
Copelovitch and Singer [2020, p. 26])

“bank runs that lead to the closure, merging, or takeover by the public
sector of one or more financial institutions,” or “if there are no runs,
the closure, merging, or takeover, or large scale governance assistance of
an important financial institution (or group of institutions), that marks
the start of a string of similar outcomes for other financial institutions”
(Reinhart and Rogoff 2011, p. 1680). Under this classification, Spain also
stands out for the number of banking crises (see Fig. 1.2).

While the focus of this book will be on banks3 and banking crises
defined as either “systemic insolvency crises or systemic illiquidity crises”
(Calomiris and Haber 2014, p. 5), when looking at the more recent
performance of the Spanish banking system, it is very important to

3The focus is on chartered banks rather than financial markets because in Spain (as in
many other countries) banks have been, by far, the main sources of credit and access to
capital. Financial markets are sustained and created by banks. For this reason, I use the
terms ‘financial system’ and ‘banking system’ indistinctly in the book.
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Fig. 1.2 Total banking crises (Reinhart and Rogoff classification). OECD,
1976–2009 (Source Allen and Rogoff 2011. From Copelovitch and Singer [2020,
p. 27])

distinguish between the large banks and the cajas (savings and loans):
The large banks performed relatively well while the cajas suffered from
a somewhat traditional financial crisis. According to their argument,
these crises occur when banking systems are vulnerable by virtue of the
way in which they have been constructed (they are “fragile by design”).
An analysis of banking crises shows that they typically take place either
when banks have exposed themselves through high risks in their lending
and investment, or when they have inadequate capital balance to absorb
losses. Examining the case of Spain, this book confirms that such crises
happen as a result of political choices, and that banks’ crises reflect the
structure of Spain’s political institutions.
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This book seeks to explain why banking crises occur, focusing on the
particular case of Spain, a country with a long tradition of banking crises.
It seeks to delve into the discussion of why some countries are more prone
to banking crises than others. It is different from other research that has
examined the consequences of banking crises. It rather looks at the polit-
ical factors that shape the configuration of banking systems, and attempts
to isolate the political and structural factors that lead to crises. The varia-
tion in the market structure of banking systems is rooted in policy deci-
sions and political bargains, many of which took place decades ago. The
book focuses largely on the structure of the Spanish banking sector and
the rules for allocating credit as the key explanation for banking instabil-
ity in Spain. Hence, it analyzes the political coalitions that formed around
particular configurations of banks, and it examines the incentives that lead
banks to take on too much risk, which can take many forms. In Spain, as
we will see, in the years prior to the 2008 global financial crisis in order
to increase their profitability and market share, banks and cajas extended
increasing amounts of credits to real estate developers and mortgage seek-
ers, many of them with shaky or little credit histories and ultimately many
of them required a massive bailout.

The Economic Crisis in Spain

The most recent banking crisis took place in the midst of one of the
worst economic recessions in Spanish modern history (prior to COVID-
19). Indeed, the financial and the economic crises were so intertwined
that is impossible to explain one without the other. Between 1996 and
2007, the Spanish economy was one of the fastest growing and the most
successful economies in Europe. High levels of immigration, low interest
rates, and the liberalization and modernization of the Spanish economy all
contributed to this spectacular performance. This success, however, came
to a halt in 2008, and in the winter of 2013, Spain was still suffering the
effects of a very painful economic crisis.

As we will examine in Chapter 4, the great recession that began in 2008
has been blamed on global capital imbalances, inadequate central bank
policies, greed, the failure of institutions, faulty risk assessment models,
or the pervasive belief that ‘this time was different,’ that we had found
the cure against the business cycle, and that housing prices would go on
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rising forever. However, while the global economic crisis has been a signif-
icant contributing factor in this downturn, this book shows that domestic
factors largely help account for Spain’s current economic problems.

The crisis in Spain took place in the context of two larger transforma-
tions. First, a socioeconomic transformation was driven by globalization
(with the downward pressure that it has been exerting on wages), as well
as the introduction of new technologies (with its impact on the labor mar-
ket). Changing family structures, the decline of unions, the erosion of civil
society, and educational gaps also impacted the socioeconomic fabric of
the country. In addition, the economic crisis took place in the context
of the unraveling of the national fabric. After decades of authoritarian-
ism, the democratic transition of the late 1970s that culminated with the
1978 Constitution seemed to settle many of the divisions that had torn
the country for centuries. The crisis, however, exposed the fragility of that
settlement and battered institutions, political parties, the establishment,
and national elites.

Indeed, the crisis had an earth-shattering effect in Spain at all levels:
economic, political, institutional, and social. There have been different
interpretations of the causes and culprits for the crisis. Most of the analy-
ses on the economic crisis in Spain have concerned themselves with phe-
nomena like mismanaged banks, excessive debts, the bubble in the real
estate sector, or the loss of competitiveness (Royo 2013; Ortega and
Pascual-Ramsay 2013; Quaglia and Royo 2015; Molinas 2013; Barrón
2012). Others have sought to explain the crisis as a by-product of glob-
alization and/or European Monetary Union (EMU) integration because
it eliminated exchange rate risks in a way in which investors in the south-
ern countries accepted lower yields (Bermeo and Pontusson 2012; Kahler
and Lake 2013; Armigeon and Baccaro 2012; Cameron 2012). This
led to massive capital inflows toward the periphery that fuelled booms
that turned into bubbles (in the case of Spain, particularly in the real
estate sector), causing massive current account deficits. When the global
financial crisis hit these countries, the bubble burst and investors refused
to continue financing these deficits, which exposed these uncompetitive
economies.

By focusing on a particular dimension of the crisis, the financial crisis,
this book seeks to contribute to the debate about the causes of the crisis
in Spain and seeks to complement those analyses (Royo 2013). It moves
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beyond the above explanations and seeks to focus in particular on the cri-
sis of the Spanish financial sector. In particular, it focuses on the interplay
between politics and banking.

Overview of the Book

This book seeks to explain why the Spanish banking system has been his-
torically so unstable, ‘fragile,’ and crises prone. It focuses on the inter-
twined connection between politics and banking in Spain, and it looks at
the historical relationship between the economic power of Spain’s largest
financial institutions and the political power of successive Spanish gov-
ernments. Building on the approach developed by Calomiris and Haber
(2014), the book analyzes the coalitions, institutions, and regulations that
have shaped banking in Spain. It shows how, through strategic bargains
with successive governments and central bankers, large Spanish banks
came to dominate the Spanish economy and how they retained their
power even as the political system changed dramatically. Indeed, banks in
Spain obtained regulatory concessions and privileges from governments
in exchange for providing funding and channeling credit to politically
popular causes. This led to a rent-seeking system in which politicians and
bankers shared the spoils extracted from other sectors of society.

Furthermore, this historical analysis will help contextualize the changes
in Spain’s national financial system (NFS) and the extent to which it
was affected by the international financial crisis of the mid-2000s. It also
addresses the following question: What factors explain the way in which
the Spanish financial system has been affected by the crisis and has reacted
to it? In Spain, banking exposure to wholesale markets has increased
significantly over the last decade and, therefore, has become “market-
based banking,” with significant implications for the character of credit
provision and the nature of the Spanish NFS . The lower reliance on bank
lending proved to be beneficial at the beginning of the crisis. While most
market-based systems faced further problems in the wake of the Lehman
Brothers collapse, Spanish banks performed relatively well. However, the
crisis eventually had a major impact, once more “traditional” problems
with government debt and lending emerged. This book analyzes this
reversal and explains its causes.

Prior to the crisis, Spanish regulators placed emphasis upon pre-
existing regulatory and supervisory frameworks, which initially shielded
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the Spanish financial system from the direct effects of the global finan-
cial crisis. This contributed to their initial positive performance compared
with their European counterparts. However, as in Ireland, the collapse of
the real estate markets eventually led to a traditional banking crisis fueled
by turbocharged lending on the liability side of the Spanish bank’s balance
sheets. The global financial crisis and the subsequent credit crunch had a
simultaneous effect: On the one hand, it reduced banks’ ability to borrow
and therefore to continue lending, thus leading to the collapse of the real
estate sector; on the other, the property collapse contributed to reduce
banks’ ability to borrow. In order to explain the recent Spanish financial
crisis, this book also focuses on the following factors: first, the regula-
tory framework; second, the institutional features of the banking system,
including the role of the Bank of Spain (BoS); and third, the impact of
macroeconomic developments, notably the real estate bubble. This book
argues that the outcome is historical and contingent: There have been
other causal independent variables of Spanish political and economic life
that can be wielded to explain the crises.

Moreover, the Spanish banking system has not only been crisis prone,
but it also has a troubling record of providing relatively small amounts of
credit to business enterprises. While the main focus of the book will be on
banking crises, it also examines another weakness of the Spanish banking
system, namely its traditional inability system to provide enough credit
relative to the size of the country’s economy, and argues that this short-
coming is also the result of political choices (for comparative data, see
Calomiris and Haber 2014, pp. 7–8). Not surprisingly, Spanish Small and
Medium Enterprises (SMEs) often complained that banks were indiffer-
ent to their credit needs and not disposed to lend them money.4 Fishman
(2010) highlights that the average annual rate of increase in credits to
the economy during the period 1990–1998 was a mere 8.77% in Spain
(as a point of contrast, it reached more than twice in Portugal—18.41%).
And as a result small Spanish manufacturing firms were being forced to
finance their growth and development largely through their own internal
resources: The internal funds ratio for small manufacturing firms in the

4According to Fishman, such concerns from small businesses about the availability of
credit had been voiced prior to the recent crisis. For a sample of representative press
reports based on a survey of small businesses Fishman references, El Pais, February 5,
2009, p. 17; Público, February 5, 2009, p. 3; and La Vanguardia, February 5, 2009,
pp. 50–51.
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Table 1.1 Financing forms’ initiatives in spain in the 1990s

Average annual
credit increase
1990–1998a

Internal funds
ratiob

New equity
ratioc

Long-term debt
1997d

Spain 8.77% 67.2% 7.3% 10.0%
EU median n/a e40.9% e27.8% 11.7%

Source Fishman (2010, Table 5)
aData reflect annual average for 1990–1998; Source OECD Historical Statistics 1970–1999 (2000,
p. 92)
bData refer to sources and application of funds for small manufacturing firms 1996–1997; Data from:
Enterprises in Europe, Sixth Report, Eurostat/European Commissions (2001, p. 161)
cIbid
dData refer to long-term debt ratio as percent of total assets in small manufacturing firms; Source
Ibid., p. 158
eEU data are based on figures from Austria, France, Germany, Italy, Portugal, and Spain, for these
two measures

late 1990s stood at 67.2% in Spain (vs. 21.2% in Portugal). Table 1.1
shows aggregate-level data on credits and financing for firms.

Fishman also notes that comparatively, lower access to funding also had
an impact on innovation expenditures in Spain during the 1990s, a factor
that hindered productivity growth, as noted in Chapter 4. For instance,
innovation expenditures as a percentage of total “Turnover” between
1996 and 1997 were only 1% by Spanish manufacturing firms vs. 2.5%
average in the EU-15, and the average annual increase in gross fixed-
capital formation between 1989 and 1999 was 2.8% vs 2.1% in the EU-
15. This was aggravated by the fact that Spanish policy-makers preferred
to use the EU funds for other purposes such as infrastructural improve-
ments, and the Spanish state’s contribution to gross domestic capital
formation was also concentrated in public infrastructure (Fishman 2010).

The modern roots of this shortcoming are in the legacies of the author-
itarian regime (Fishman 2010). According to Calomiris and Haber (2014,
p. 47), under such regimes returns to equity holders are high, loans to
insider firms are subsidized, governments and banks insiders extract sig-
nificant rents, and periodic fiscal firms result in expropriations. Banks in
autocratic regimes tend to allocate credit to insiders (which leads to what
they call a “rent-distribution system”), and depositors are reluctant to put
much of their liquid wealth into the banking system because they earn
less than they would through other investments. This leads to a system
of underdeveloped banks, a crony banking system that allocates credit
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narrowly and leads to scarce credit, which is self-reinforcing because it
largely lacks the institutions that enforce contract rights: For instance,
these countries and banks tend to lack adequate credit analysis, efficient
property and commercial registers, and reporting services (they develop
them when they have to make loans to unrelated parties and when they
need to be able to sanction debtors for non-payments). In such autocratic
systems, banks are less willing to incur the costs to develop these insti-
tutions/resources that can facilitate arm’s-length lending, and may even
oppose them if they would erode their rents and/or facilitate such lend-
ing by others. Finally, these systems tend also to be unstable and lead to
frequent crises because of the lack of constraints on the autocrat’s author-
ity (which may give him/her incentives to expropriate the banks when
he/she has financial needs) and the tendency on the part of bank insid-
ers to lend to their nonfinancial enterprises and rescue them, particularly
during economic crises.

Indeed, Spain was characterized by comparatively high costs of credit
and high return on financial assets throughout the 1980s and 1990s
(see Pérez 1997, pp. 12–18). According to the European Commission’s
BACH project, the average cost of investment finance for Spanish firms
was high compared to other countries. Prior to the full establishment of
the Single Market and the EMU, and in the absence of perfect capital
mobility across borders, these higher costs were attributed to the com-
paratively scarcity of capital in Spain. But the problem was even deeper.
Investment costs not only were higher but they were also unresponsive
to economic conditions (even when macroeconomic variables like public
debt, inflation, or public deficit improved, which they did throughout the
1980s and 1990s); the costs were still high; and the cost of investment
finance was also high in relation to the rate of return (ROR) on invest-
ment: Spanish firms experienced a very negative leverage effect,5 which
meant that Spanish firms were decreasing the profitability of their equity
when they borrowed to invest in productive capacity, job creation, or
technological innovation, and therefore, it was a strong disincentive for
investment. In Spain, the costs of finance were largely determined by the
rates charged by banks on credit, because banking loans were the principal
source of external funding for Spanish firms.

5It measures difference between the average rate of return (ROR) of firms and the
costs of external financing: when positive firms can increase their ROR by borrowing, but
when negative it would decrease the profitability of their equity.
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The comparatively higher costs of investment finance behind the strong
negative leverage effect in Spain have also been attributed to macroeco-
nomic policies, and particularly the high levels of public spending and
public deficits, because monetary policy had to compensate for the lack
of financial restraint, which had a “crowding-out” effect (see González-
Páramo et al. in Pérez p. 17, footnote 14). Pérez (1997) challenges this
interpretation and shows that fiscal deficits had a structural component,
that they were not comparatively high, and that there was also a limited
degree of variation in credit rates: When deficits rose, the level of credit
rates barely changed.

Other scholars (Torrero 1989) have attributed banks’ capacity to
charge higher interest rates in the 1980s to the lack of leverage of Spanish
firms who were desperate for credit at a time of crisis and high indebt-
edness. When economic conditions improved in the second half of the
1980s, they decreased their borrowing and increased their self-financing.
Yet, banks were still able to continue raising interest rates (and profit mar-
gins) by focusing on creditors who did not face external competition and
could pass the higher costs to their consumers (i.e., utilities and service
ventures). However, Pérez (1997, p. 20) shows convincingly that the rea-
son for this behavior was “the existence of an oligopolistic financial struc-
ture” that allowed Spanish banks to increase their costs and earnings in
the middle of a severe recession, which had a significant impact on the
high financial costs borne by Spanish firms in the 1980s. This oligopolis-
tic structure persisted for over a decade, despite a process of financial
liberalization undertook by the financial system. Pérez (1997, pp. 21–22)
shows how the credit deregulation process that started in the late 1970s
was not accompanied by the introduction of any significant competition
into the Spanish financial market, even when foreign banks and domestic
savings and loans were allowed to expand their activities, because they still
faced operational constraints during the 1980s that prevented them from
exerting downward pressure on credit rates.

Not surprisingly firms responded in the late 1980s by reducing their
recourse to financing. An under-bank situation has significant social and
economic costs for any country, as several studies have shown that lower
levels of financial development impact physical capital accumulation, eco-
nomic growth, technological progress, job creation, and social mobil-
ity (i.e., King and Levine 1993; Taylor 1998). They also impact the
investment behavior of firms. As a result, countries suffer lost investment
opportunities and competitive disadvantages: Potential entrepreneurs and
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investors are starved for credit, while bank cronies have plenty of access
to funds. In the case of Spain, the high costs of capital shifted the bur-
den of adjustment in the 1980s toward Spanish firms and intensified a
bias against investment in productive capacity. The book shows that the
scarcity of credit (or under-banking) has also been a result of the structure
of Spain’s political institutions.

In addition, this book shows that banks’ crises happen as a result of
political choices, and that they reflect the structure of Spain’s political
institutions. It argues that a fundamental reason for both the 2008 finan-
cial crisis and the economic crisis is rooted in the process of institutional
degeneration that preceded the crisis (see Ferguson 2013). It seeks to
explore the consequences that the institutional degradation has brought
to the Spanish economy. The World Bank’s World Governance Indicators
provide relatively detailed, survey data-based assessments of the operation
of political systems. The database contains six variables: (1) control of cor-
ruption, (2) government effectiveness, (3) political stability and absence
of violence, (4) regulatory quality, (5) rule of law, and (6) voice and
accountability. Out of the six, three—(1), (5), and (6)—can be considered
direct measures of democratic quality, whereas the other three—(2), (3),
and (4)—can be rather seen as measures of government efficiency. In the
Spanish case, all three democratic quality variables showed little improve-
ment between 1996 and 2008, and the corruption one even deteriorated.
Meanwhile, the three government efficiency variables—political stability
and absence of violence, government effectiveness, and regulatory qual-
ity—also exhibited deterioration between 1996 and 2013 (see Fig. 1.3).
Moreover, although Freedom House still scores Spain 4 out of 4 for an
independent judiciary, it also highlights deficiencies in the country’s safe-
guards against official corruption (scoring it 3 out of 4) and stresses that:

Although the courts have a solid record of investigating and prosecuting
corruption cases, the system is often overburdened, and cases move slowly.
For instance, among other high-profile proceedings during the year, in May
2018, after 10 years of investigation, the courts handed down convictions
for 29 of the 37 people indicted over their alleged involvement in the
illegal financing of the PP from 1999 to 2005. The party itself was found
to have benefited from the schemes and was ordered to pay a e240,000
($280,000) fine.6

6https://freedomhouse.org/country/spain/freedom-world/2019.

https://freedomhouse.org/country/spain/freedom-world/2019
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Fig. 1.3 Worldwide Governance Indicators (Source The Worldwide Governance
Indicators. http://info.worldbank.org/governance/wgi/#home)

This book argues that the process of institutional degeneration led
to a Spanish version of crony capitalism characterized by the misgovern-
ment of the public; an outdated and inadequate policy-making process;
an inefficient state; and an often corrupt and inefficient political class.
Mismanaged banks, excessive debts, bubbles in the real estate sector, or
competitiveness losses are all symptoms of an institutional malaise that
intensified in the years prior to the crisis. Indeed, we cannot understand
the bubble in the real estate sector, the loss of competitiveness, or the
financial crisis without referencing the institutional divergence in the rule
of law between Spain and the EU core. As analyzed in great detail in

http://info.worldbank.org/governance/wgi/#home
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Chapter 7, the real estate bubble, the competitiveness divergence, and
the financial crisis are all rooted on the rule of law divergence. Moreover,
it was this institutional divergence that made it difficult to implement
the reforms that EMU demanded (and that the financial bailout ended
up imposing in the country). Chapter 7 seeks to examine the causes of
Spain’s ‘stationary state’ and argues that they are in large part the result of
‘laws and institutions.’ They are the problem, and the economic crisis was
a symptom of the institutional degeneration (Ferguson 2013, pp. 8–10).

Therefore, this research also builds on and develops further the insti-
tutional approach by Ferguson (2013), and Acemoglu and Robinson
(2012), identifying the distinctive institutional features that underline
countries’ economic success (or lack thereof). It shows that the economic
success spurred by the country’s modernization and European Union
membership was not sustained because the governments (at all levels,
local, regional, and national) became less accountable and responsive to
citizens. In terms of causal mechanisms between institutional degrada-
tion and economic crisis, it shows (following Acemoglu and Robinson’s
terminology) that institutions across the country became more ‘extrac-
tive’ and concentrated power and opportunity in the hands of only a few.
Indeed, political and economic institutions came short in empowering
and protecting the full potential of Spanish citizens to innovate, develop,
and invest. They did not foster the degree of ‘creative destruction’ that is
vital for innovation and sustainable growth, and instead, they promoted
an unsustainable model based on a real estate bubble. Finally, institu-
tional deterioration made it difficult to implement the economic reforms
required as members of a monetary union. Political and economic institu-
tions resisted reforms because they would jeopardize the existence of the
extractive rent-seeking mechanisms that became the main source of rent
for the economic and political elites that controlled them.

In sum, the book seeks to examine the structure of the Spanish finan-
cial system with particular emphasis on the last two decades (1994–2014)
to answer the question: Why has Spain not been able to construct a bank-
ing system that avoids banking crises? In doing so, it analyzes in particular
the basis of the financial system’s apparent success during the 1997–2007
period, and then, it examines the imbalances that made that success unsus-
tainable, and ultimately led to the financial bailout. The book also looks
at its consequences of the financial crisis. Finally, based on the analysis of
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the Spanish experience (both within the EU/EMU and during the cri-
sis), it draws some lessons that would be of interest from a normative
standpoint.

This book contends that the performance of the Spanish financial sys-
tem was largely driven by institutional and political factors. It examines
the rules and institutions that have shaped Spanish banking, focusing, in
particular, on the role that politicians and governments (Calomiris and
Hager’s “banking games”) have played. It offers an alternative to state-
and market-driven conceptions of financial regulation and reform, and
examines the accommodation between private bankers, politicians, and
central bankers in Spain. It examines the political coalitions that have
shaped the structure of the Spanish financial system, and the consequences
that these trade-offs had during the recent economic and financial crisis.

In addition, the book also examines the development of the sovereign
debt crisis in Spain. Initially, it had a ‘good’ banking crisis and it was
only hit by the sovereign debt crisis as late as mid-2011. Spanish banks
suffered a traditional banking crisis from late 2010 onward. As the crisis
intensified, Spain’s banking sector could not escape its dramatic effects.
Deteriorating economic conditions, the implosion of the real estate mar-
ket, the dependence on wholesale funding, weaknesses in the regulatory
framework, and the role of the BoS all help to explain this reversal. In the
end, the Spanish government resorted to European Union (EU) financial
aid in order to recapitalize its banks. The book argues that the distinctive
features of bank business models and of national banking systems in Spain
have considerable analytical leverage in explaining the different scenarios
of the crises. This ‘bank-based’ analysis contributes to the flourishing lit-
erature that examines changes in banking with a view to account for the
differentiated impact of the global banking crisis first and the sovereign
debt crisis in the Eurozone later.

The book also addresses the impact of European integration on a
Southern European/peripheral economy. The recent experience of the
country shows that EU and EMU membership have not led to the
implementation of the structural reforms necessary to address the coun-
try’s economic weaknesses (i.e., dependency on the constructions sector
and the erosion in competitiveness). On the contrary, the book will
make the case that EMU contributed to the economic boom, which was
fueled by consumption and record-low interest rates, thus facilitating the
postponement of necessary economic reforms (Royo 2013). Indeed, the
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Spanish experience shows that the process of economic reforms has to be
a domestic process led by domestic actors willing to carry them out.

Finally, the book explores one of the core questions facing the new
Europe, namely the sustainability of the EMU in the context of sharp
differences in economic performance and levels of competitiveness. Spain
shows the pitfalls of monetary integration for less competitive economies,
used previously to high inflation and high interest rates. These countries
are likely to experience an explosion in consumer spending and borrow-
ing, because lower interest rates and the loosening of credit will likely
lead to a credit boom. This development resulted in further losses in
external competitiveness, together with a shift from the tradable to the
non-tradable sector of the economy, which had a negative impact on pro-
ductivity. How can these issues be addressed to make EMU sustainable?

What Is Unique About This Book?

First, the focus is on Spain. There are very few books published in English
that examine the Spanish financial sector, and almost none that examine
the crises proneness of the sector from a historical perspective looking
at institutional and political factors. Second, the book examines the dis-
tinctive performance of Spain’s financial sector during the recent 2008
global financial crisis. Indeed, initially during the first years of the global
financial crisis, one of the few unexpected surprises was the positive per-
formance of the Spanish financial sector. Contrary to their counterparts
all over the world, at the beginning of the crisis, Spanish banks appeared
to have escaped the direct effects of the global financial crisis, and it is
important to understand why. There is consensus that the stern regula-
tions of the BoS and its countercyclical provisions played a key role in this
outcome. It also made it so expensive for financial institutions to establish
off-balance sheet vehicles, which had sunk banks elsewhere, that Spanish
banks stayed away from such toxic assets. However, the deepening eco-
nomic crisis would eventually catch up with Spanish banks and cajas and
Spain was ultimately forced to request a financial bailout. This reversal
needs to be explained.

Furthermore, the book offers an alternative to state- and market-driven
conceptions of financial regulation and reform, and examines the accom-
modation between private bankers, governments, and central bankers in
Spain. Indeed, by looking at the latest crisis from a historical perspec-
tive and examining the historical fragility of the Spanish banking system,
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the book offers an alternative explanation to the recent financial crisis in
Spain. A lot of the focus in explaining the crisis has been on the corrupt
business practices and the greed of bankers (particularly in the Cajas de
Ahorro). Others have focused on the inherent characteristics of banks that
make them vulnerable to panics. Following Calomiris and Haber (2014),
this book focuses on the politics of banking and it shows that the crisis was
a result of human agency. The structure of Spain’s financial system was the
product of the country’s culture, history, and the political system, yet the
crisis has been the outcome of domestic political conditions and domestic
political bargains between competing (and sometimes cooperating) inter-
ests mediated in the political arena. It shows how EMU and cheap whole-
sale financing encouraged bankers (particularly in the cajas) to engage in
aggressive lending to the real state sector. Despite the BoS’s countercycli-
cal regulatory framework, the capital requirements proved insufficient and
banks were able to rely heavily on borrowing. Ultimately, that proved to
be fatal for many of them.

The book also integrates the Spanish financial European integration
experience and analyzes the effects of financial integration in (relatively)
new democracies in Europe. The Spanish experience within the Euro-
pean Union (EU) and the EMU offers one of the few instances in which
integration took place in an economic, political, and institutional context
markedly different from that of the other European states. At the same
time, the book evaluates the impact of EU/EMU accession on the Span-
ish economy and financial sector. While initially successful, EMU mem-
bership brought its own problems for the Spanish economy. The Spanish
experience with EU/EMU integration illustrates the economic, social,
institutional, and cultural challenges of this undertaking and will provide
useful lessons for other countries. While integration has had very posi-
tive effects, the process of integration has also brought significant costs in
terms of economic adjustment, loss of sovereignty, and cultural homog-
enization. Furthermore, EU/EMU integration does not guarantee suc-
cess. Indeed, Spain suffered a severe economic downturn between 2008
and 2013 and experienced serious budgetary and fiscal problems that
hampered economic growth and are likely to impact the Spanish econ-
omy and financial sector for the foreseeable future. The financial sector is
a crucial actor to account for these challenges.

Finally, at a time in which there are increasing doubts about the future
of EMU, this book sheds light on the impact of monetary integration
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on a ‘peripheral’ economy, with a particular focus on the financial sys-
tem. It shows that in the case of Spain, EMU membership contributed
to prevent capital flight and helped to avoid a repetition of the attacks
on the peseta. Without the Euro, the huge trade deficit that countries
like Spain experienced prior to the 2008 crisis would have led to massive
capital flight, a devaluation of the peseta, an inflationary spiral, increases
in interest rates and the risk premium (with the associated impact on the
cost of the debt), and the implementation of more restrictive monetary
and fiscal policies. However, the Spanish experience also shows the pit-
falls of monetary integration for less competitive economies with an infla-
tionary history. These countries are likely to experience an explosion in
consumer spending and borrowing, because lower interest rates and the
loosening of credit will likely lead to a credit boom, driven by poten-
tially over-optimistic expectations of future permanent income, which in
turn may increase housing demand and household indebtedness; and lead
to overestimations of potential output and to expansionary fiscal policies.
The boom also led to higher wage increases, caused by the tightening
of the labor market, higher inflation, and losses in external competitive-
ness, together with a shift from the tradable to the non-tradable sector of
the economy, which had a negative impact on productivity. In the end,
the insufficient responsiveness of prices and wages, which did not adjust
smoothly across sectors, led to accumulated competitiveness losses and
large external imbalances. In this regard, the book stresses the need to
implement supply-side reforms to bring labor costs down, through wage
restraint, payroll tax cuts, and productivity increases, in order to make the
country’s economy more competitive.

Literature Review

Banking crises theories have focused on three main factors: the structure
of banks (they focus on liquidity risks arising from the mismatch between
illiquid and long-term loans a liquid and short-term liabilities); interbank
connections (they focus on the problem of externalities, when banks fail
to take into account the spillover effects created by their integration in a
banking system); and human nature (human errors motivated by exces-
sive optimism or excessive fear). Calomiris and Haber (2014), however,
show that the problem with these theories is that they fail to “explain why
banking crises are equally likely across all countries and all of recent his-
tory” (pp. 480–81). According to them, the problems that these theories
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identify are not sufficient conditions for causing banking crises, and the
crucial factor that determines whether the problems identified by these
theories will result in a banking crisis is political: the choices made by
politicians, often motivated by their short-term interests. These political
choices will determine the degree of safety nets and prudential regulation,
which in turn will influence banks’ decisions. In addition, the degree of
generosity of the safety net, and/or the level of appropriate prudential
regulation, will influence whether banks are more or less cautious in how
they manage their risk. For instance, if the safety net is too generous,
and/or prudential regulation is insufficient, it is more likely that banks
will be less cautious in their management of risk and vice versa. Finally,
politics can also lead to shocks (from war to political transitions) that will
influence approaches to bank risk. In the end, the structure of the banking
system, and its susceptibility to adverse shocks, is an outcome of politics
and political outcomes, which shape the rules under which banks operate
and determine the context to which they are subject (2014, pp. 483–84).

Furthermore, the economic literature has paid considerable attention
to the economic factors associated with sovereign debt crises. One of
the most extensive studies of financial crises highlights a strong causal
link between banking crises and sovereign defaults in developed and
developing countries (Reinhart and Rogoff 2009). Kaminsky and Rein-
hart (1999) also highlight the link between banking crises and balance
of payment crises (the so-called twin crises). They found that financial
liberalization often precedes banking crises, and also that problems in the
banking sector typically precede a currency crisis—in other words, the
currency crisis often deepens the banking crisis, activating a vicious spiral.
According to these analyses, economic crises occur as the economy enters
a recession, following a prolonged boom in economic activity fueled
by credit, capital inflows, and accompanied by an overvalued currency.
These accounts, written by economists, draw our attention to banking
crises and balance of payments crises as the precursors of sovereign debt
crises. The accounts are, however, devoid of political analysis and do not
explain the initial causes of banking crises and balance of payment crises.

In the political economy literature, several complementary explanations
account for the occurrence of sovereign debt crises, mainly in developing
countries. These explanations can be articulated either at the international
level, whereby the focus is on external factors that caused the crisis, or
alternatively at the national level, whereby the focus is on the domestic
factors that caused the crisis (for a similar macro-meso distinction, see
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Germain 2012). At the international level, different authors have pointed
out a variety of factors that can fuel sovereign debt crises, namely the
impact of capital liberalization (Stiglitz 2000); the activity of bond mar-
kets (Mosley 2003) and financial innovation, especially financialization
(Hardie 2011); the spread of neoliberal ideas (Major 2012); and the lack
of a proper hegemon in the international system (Kindleberger 1973)—
more recently in the European Union (Mabbet and Schelke 2015).
Finally, Skocpol (1979) seminal comparative work on social revolutions
argued for structural analysis and emphasized the effects of transnational
and world-historical contexts upon domestic political conflicts.

While some elements of an economic and/or financial crisis can
certainly be explained by international factors—such as financial liberal-
ization—these factors are basically the same for all countries, especially
within the relatively homogenous regional block of the Euro area. Hence,
they are not well suited to explain differences in the outcomes of the
sovereign debt crises across countries. These background factors fueled
the sovereign debt crisis, but domestic factors better explain different
dynamics of the crisis across countries (see Jabko and Massoc 2012;
Haggard and Mo 2000).

This book is also situated within the broader literature about the
comparative political economy of Spain’s financial system. Some scholars
have sought to place the politics of financial reform in Spain in a historical
context. Sofía Pérez (1997) and Arvid Lukauskas (1997) have already
challenged the widespread assumption that international market forces
alone explain domestic financial reforms in Spain. Both claim that in that
country domestic politics played an even larger role than international
pressures. Pérez contends that domestic elites, particularly a group of
reformers within the central bank, seized on liberal economic arguments
and developed new patterns of accommodation with private bankers to
promote reforms. She emphasizes the oligopolistic nature of the sector,
arguing that this system generated significant costs for Spanish firms
outside the finance sector.

Lukauskas also examines the role of public officials in the evolution of
financial regulation in Spain, but he is more favorable to the Spanish polit-
ical class. He claims that they undertook financial liberalization, despite
opposition from powerful groups, to achieve political goals; democrati-
zation gave them a strong incentive to improve economic performance
through financial reform in order to compete for votes. He attributes
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their banking policies to an electorally based desire to secure economic
outcomes, such as growth, pleasing the median voter.

More recently, in another seminal piece, Robert Fishman (2010) has
also analyzed the economic consequences of Spain’s banking system and
has shown how that country’s poor employment performance has also
been rooted in the financial system. Fishman argues that the Spanish
policy-makers’ approach was molded by the country’s path to democ-
racy, which shaped the political handling of banking and of financing for
SMEs.

In addition, this book is positioned within the Varieties of Capitalism
(VoC) debate about liberal market economies and coordinated market
economies (Hall and Soskice 2001). According to the VoC literature,
Spain is characterized by strong strategic coordination in financial mar-
kets, but not so in the field of labor relations (Royo 2008). In this regard,
some have claimed that Spain is moving toward the Anglo-Saxon model
because the lack of articulation of the Spanish institutional model pre-
cludes the evolution toward a Coordinated Market Economy–CME (see
Molina and Rhodes 2007). The analysis of the Spanish experience dur-
ing the crisis confirms the thesis that coordination is a political process.
It shows that institutional change is a political matter and how successful
coordination depends not only on the organization of the social actors
but on their interests and strategies. Indeed, in a context of structural
changes, we have to examine the political settlements that motivate the
economic actors, and we need to look at the evolving interests of capital
and the structural and political constraints within which economic actors
define and defend their interests (Royo 2000, 2008).

Furthermore, theoretically, the book builds on and develops further
the literature on VoC, highlighting the bank bargains and the role of cer-
tain domestic political economy institutions in the development of the
crisis. While financial capitalisms have converged toward deregulation as a
result of the combined processes of globalization and European integra-
tion, this book shows that differences persist. Indeed, in the case of Spain,
the crisis has led to extensive regulatory intervention that has served
to reinforce the pre-existing model. Methodologically, it ‘dissects’ the
sovereign debt crisis into three interconnected crises: the banking crisis,
the fiscal crisis, and the balance of payment crisis, examining the ‘anato-
my’ of each crisis paying particular attention to the interplay of domestic
political economy institutions therein.
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According to the standard typology of the varieties of financial capital-
ism, NFSs can be divided into ‘bank based’ and ‘market based’ depend-
ing on the dominant sources of nonfinancial-company (NFC) finance
(Zysman 1983). This literature focuses on national systems as govern-
ments and/or NFCs as agents of change. Indeed, the transformation of
NFSs is largely seen in terms of the rise of shareholding capitalism and
a move away from bank-financed capitalism—an analysis which points to
the implications of the end of ‘patient capital’ for other elements of the
national variety of capitalism. According to this view, banks are static,
so any changes in their activities, and the implications of those changes,
are largely neglected. In other words, it tends to overlook the important
role of banking and banks and their contribution to change (Hardie and
Howarth 2013). This book seeks to address this shortcoming by focusing
on agency (the operation of Spanish banks) in order to explain changes
in national financial (and specifically banking) systems during the global
financial crisis (Quaglia and Royo 2015). Yet, while the focus is upon
the activities of banks, it is also necessary to understand the institutional
framework that has shaped banking activities in Spain.

Moreover, an obvious additional starting point to investigate the
importance of national-level institutional factors in how the sovereign
debt crisis played out is also the literature on VoC (for comprehensive
analyses, see Amable 2003; Hancké et al. 2007; Hall and Soskice 2001;
Schmidt 2002; for a review, see Jackson and Deeg 2008). These works
have examined the main components of VoC, namely industrial relations
institutions; education and training systems; corporate governance and
systems of corporate financing; product markets; social protection systems
and welfare states; and public intervention in the economy.

This literature has generally focused on the Anglo-Saxon and continen-
tal VoC, characterizing them, respectively, as ‘liberal market economies’
and ‘coordinated market economies.’ The Southern European countries
have been overlooked or placed in a residual category of ‘Southern Euro-
pean’ or ‘State-led’ model of capitalism (Schmidt 2002; Della Sala 2004;
Royo 2008). The literature on VoC is of limited utility in explaining the
dynamics of the economic crisis in Spain, because it inaccurately predicts
similar outcomes among countries with similar institutional frameworks.

For instance, in the academic literature, Italy and Spain are often
grouped together in the same variety of ‘Southern European’ capitalism.
Consequently, one could have expected similar outcomes from the crises
in the two countries. However, Spain experienced a full-fledged sovereign
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debt crisis resorting to Euroarea financial assistance for its banks, whereas
Italy did not. Indeed, Spain experienced a severe banking crisis includ-
ing the bailout of a number of the country’s banks which substantially
increased the public deficit and debt. By contrast, Italian banks, with one
exception, did not experience such significant losses and they needed no
recapitalization by the government (Quaglia and Royo 2015). To be fair,
this literature was not developed to explain sovereign debt crises, but
rather to tease out institutional complementarities that can enhance or
hinder the competitiveness of national economic systems in the world
economy.

From a political economy standpoint, this book also challenges the
interpretation according to which the responses of European countries to
the pressures associated with globalization and the process of European
integration are uniform. Contrary to this prediction, this book shows
that in Spain globalization and European integration have promoted
rather than undermining alternative domestic responses. While techno-
logical changes, capital market integration, and post-industrialization have
affected the balance of power between governments and private actors
and have triggered new political realignments, they have also influenced
the interests and strategies of the actors and have led to new strategies and
patterns of change. These developments have led to particular economic
policies and preferences, but they have also precluded the implementation
of alternative policy options, and they have often hindered the necessary
reforms.

The literature on domestic political economy institutions and eco-
nomic policies (e.g., Thelen 2004; Mahoney and Thelen 2009) is also
of relevance for this research, in particular those works that have looked
at the interaction between domestic and external factors in economic pol-
icy. Some authors have examined the effects of ‘internationalization’ and
‘liberalization’ on domestic political economy institutions, such as finan-
cial markets (Pérez 1997; Deeg and Luetz 2001; Thatcher 2007) and
systems of corporate finance and governance (Deeg and Pérez 2000).
Other authors have highlighted the role of the state and domestic politi-
cal institutions in framing globalization (Weiss 2003), and more generally
in political economy (Schmidt 2009). This book is grounded in the com-
parative historical analysis literature. It seeks to offer a historical grounded
explanation of the 2008 economic crisis in Spain, and it is concerned with
causal analysis (the causes of the economic crisis) while emphasizing pro-
cesses over time.
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This book builds on these contributions and stresses the agency of
domestic actors in shaping NFS change. It uses a comparative historical
analysis approach to explain the financial crisis. This holistic analysis will
contribute to a more complete understanding of the national varieties of
financial capitalism.

Lastly, this book is also placed within the financial stability literature.
A large body of literature has examined the impact of capital flows on
financial crises. Many have concluded that global capital is the most likely
culprit of banking crisis: Reinhart and Rogoff (2009) look at the histor-
ical pattern that connects capital inflows, large current account deficits,
asset bubbles, excessive indebtedness, sovereign borrowing, and financial
crises. Chinn and Frieden (2011) examine the causes of financial crisis, like
the 1994 Mexican crisis, the 1997 Asian crisis, or the 2008 global finan-
cial crisis, and attribute to capital inflows the economic boom that fueled
the financial exuberance that ultimately ends in a financial crisis. Portes
(2009) emphasizes distortions in the allocation of capital as it is channeled
through financial intermediaries and banking institutions. Schularick and
Taylor (2012) analyze long-terms patterns of financial instability and find
that the single most important determinant of banking crisis is domes-
tic credit growth, and that capital inflows go hand in hand with credit
booms. Other scholars, however, have found a weak link between capital
inflows and domestic credit growth (Amri et al. 2016), while others have
found a weak causal link between capital inflows and banking crises and no
significant correlation between capital inflows and bank credit, showing
that credit booms appear to be a separate channel of financial instability
(Copelovitch and Singer 2020). They show that, while sustained capital
inflows can be dangerous by linking current account deficits and large
capital inflows to distortions in the allocation of capital, there are many
cases (like Australia and New Zealand) in which large capital inflows, asset
bubbles, and macroeconomic imbalances do not result in banking crises.
Furthermore, capital does not always flow from surplus to deficit coun-
tries (e.g., the United States where two-thirds of capital inflows arrive
from countries with which the United States does not run a large current
account deficit) (pp. 185–86). These authors show, as we will see below,
that larger capital inflows are associated with reduced bank capital levels
only at high levels of market/ban ratio (p. 68). Finally, Caballero (2016)
has also examined the association between capital inflows and banking
crisis and found out that the impact is driven by debt flows and portfolio
equity.
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Another stream of this literature led by Kindleberger and Minsky’s clas-
sic financial stability model looks at the stages of financial crises. Their
model can be summarized in five different stages: displacement, boom,
overtrading, revulsion, and tranquility (see Kindleberger 1996; Minsky
1982a, b). According to this model, the crisis starts with an exogenous
shock to the economic system that impacts profits and opportunities in
at least one sector (displacement ). Economic actors take advantage of this
opportunity(ies), which lead to the second stage, a boom, that in turn
increases the money supply. The economy accelerates, which leads to the
third stage, overtrading, caused by over-borrowing, over-consumption,
and/or over-investment. When some insiders try to capitalize from this
boom and sell out to take their profits, it leads to the fourth stage, revul-
sion. At that stage, when economic actors realize that the market cannot
continue growing, any shock can turn into a stampede. Finally, the last
stage, tranquility, takes place when investors move to less liquid assets,
trade is cut off, or a lender of last resort provides sufficient liquidity
(Kindleberger 1996, p. 15). This model provides a systematic interpreta-
tion of the anatomy of the Spanish financial crisis. As we will see through-
out the book, the stages of the model can be traced in five episodes of the
turmoil: financial liberalization policies; credit growth; over-borrowing,
over-consumption, and over-investment; financial distress and crisis; and
financial rescue.

Furthermore, the financial stability literature also examines how we can
achieve financial stability in a world of cross-border banking, and whether
governments can still produce this public good at the national level in
today’s globalized financial markets. In this regard, the examination of the
Spanish case confirms Schoenmaker’s financial stability trilemma (2008,
2011). Schoenmaker examines the trade-off between financial integration
and national financial autonomy and argues that financial stability, finan-
cial integration, and national financial policies are incompatible. Any two
of the three objectives can be combined but not all three; one has to
give. Spain tried to achieve all three and failed. In order to address this
trilemma, Schoenmaker supports transferring powers for financial policies
(regulation, supervision, and stability) further to the European level. This
would imply a European-based system of financial supervision.

Avgouleas and Goodhart (2015) have analyzed bail-in processes that
involve the participation of bank creditors in bearing the costs of restor-
ing a failing bank to health as an alternative to the unpopular bailout
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approach. The bail-in tool involves replacing the implicit public guaran-
tee with a system of private penalties. They show the benefits and the
disadvantages of this approach. The analysis of the Spanish case confirms
the downsides of the bail-in approach and shows how bail-in regimes do
not eradicate the need for injection of public funds where there is a threat
of systemic collapse because a number of banks (in the Spanish case cajas)
simultaneously entered into difficulties.

The book is also situated in the literature on financial instability caused
by defaults on mortgages. Goodhart et al. (2010) explore financial insta-
bility due to a housing crisis and defaults on mortgages. They build a
model that shows how tight money reduces prices and quantities traded.
While government support to banks in crises stabilizes the economy,
when banks become risk-loving, a subsequent crisis becomes even more
extreme. Their model helps account for the risk-seeking behavior of Span-
ish financial intermediaries in 2004–06 that ultimately led to the com-
bined collapse of the housing and (nearly) financial markets. Jiménez et al.
(2014) and Maddaloni and Peydró (2011) have also shown how low
interest rates may lead to a search for higher yields, encouraging banks
to soften their credit standards, thereby increasing both the volume and
average riskiness of supplied loans; and Maddaloni and Peydró (2011)
have found that lower overnight interest rates induce lowly capitalized
banks to grant more loan applications to risky firms and “to commit larger
loan volumes with fewer collateral requirements to these firms, yet with a
higher ex post likelihood of default.”

Moreover, Goodhart et al. (2012) look at regulatory design. They
compare different potential financial externalities and examine how to
regulate them. They recognize that “trying to lean against the wind to
reduce the credit expansion and house prices in the boom via regulation
is not easy” (p. 42) because the boom (as shown in the Spanish case)
brings large increases in asset prices, and higher prices deliver higher capi-
tal gains to owners of the assets. At the same time, while these home price
gains improve the equity of mortgage holders and lower the loan to value
ratio on their mortgages, they also improve bank capital ratios because
the mortgages are less risky and because the home price gains raise bank
equity. All these effects show the difficulty during boom periods, as it hap-
pened in Spain before the crisis, of trying to impose higher loan to value
requirements, to raise capital standards, or to lift margin requirements on
repo loans enough to slow down credit expansion and try to reduce house
price appreciation. These authors show that the most effective ways to
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address these issues are through dynamic provisioning rules and liquidity
requirements that may help slow mortgage credit growth and thus lower
the relative price of house prices. However, their model shows, as con-
firmed by the Spanish experience, that changes to capital rules, progress
on revising other regulations such as liquidity, margin requirements, or
time-varying provisioning rules, have a limited impact, as capital alone is
unlikely to be sufficient to contain the problems arising during a crisis, as
it happened in Spain.

Many studies have also examined how monetary policy drives bank
risk-taking and have focused specifically on the overall failures of the
ECB’s monetary policy. Jiménez et al. (2014) have shown how monetary
policy affects the composition of the supply of credit, in particular with
respect to credit risk. They have analyzed the impact of lower interest rates
on banks’ risk-taking and have found that a lower overnight interest rate
induces banks to engage in higher risk-taking in their lending and encour-
ages lowly capitalized banks to grant more loan applications to risky firms
than highly capitalized banks. Moreover, they have found that when the
overnight rate is lower, applications granted by lowly capitalized banks
also have a higher ex post likelihood of default.7 Their analysis suggests
that when the monetary policy rate is lower, the intensity of risk-taking is
not simply the result of more lending by capital-constrained banks, but is
also consistent with risk-shifting (see also Rajan 2006; Allen and Rogoff
2011). Their findings are consistent with other studies that have shown
that monetary and macroprudential policies may not be independent
(Goodhart 1988; Stein 2012), while others have found, as noted before,
that credit booms have the highest ex ante correlation with banking crises
(see Schularick and Taylor 2012; Gourinchas and Obstfeld 2012). These
findings support the attribution of new responsibilities to central banks in
the realm of macroprudential supervision (Diamond and Rajan 2012).

While it is unquestionable, as examined in Chapters 3 and 7, that the
loose monetary policies of the ECB (see Fig. 1.4) had an impact on the
housing bubble, it is important to emphasize that monetary policy alone
did not cause the crisis. Indeed, the initial growth of mortgage risk and
the decline in prudential regulation preceded the ECB’s loose policies,

7On the contrary, they found that a lower long-term interest rate and other key
macrovariables such as securitization and current account deficits (which entail capital
inflows) have no such effects.
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Fig. 1.4 Long-term interest rates. Total, % per annum, March 2000–October
2006 (Source OECD Main Economic Indicators: Finance)

and the BoS could have countered the effect of the ECB loose mon-
etary policies by increasing capital requirements from banks and cajas .
Furthermore, although monetary policy can contribute to the overpric-
ing of real estate assets and the development of bubbles, banking crises
require first that banks invest in those overpriced and risky assets, and also
that they back those investments with insufficient capital (see Calomiris
and Haber 2014, p. 271). Therefore, it is not enough to just account for
weaker lending standards and prudential regulatory failures; these banks’
decisions need to be explained. Moreover, we also have to explain dif-
ferences among banks/cajas because not all banking institutions behaved
the same way: Most cajas were far more aggressive and reckless in their
lending practices than banks. These differences also need to be accounted
for. This book builds from those analyses, to show that “banks bargains”
created the institutional framework that allowed cajas to lend recklessly
and provided the incentives to do so.

Finally, in their recently published book, Copelovitch and Singer
(2020) examine why some countries are more prone to systemic bank
crises than others, and what makes banks vulnerable under contemporary
conditions. They also study banking focusing on politics, but rather than
studying the political and public policy preferences of bankers or their
political contributions, they focus on the political decisions that shape the
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structure of financial markets. In particular, they analyze two variables:
foreign investment into a country and financial market structure (e.g.,
markets in securities—especially stocks). According to them, banks are
embedded in financial markets that are the result of government choices,
and they operate in an environment that is shaped by those choices, which
in turn would determine their resilience or crisis proneness.

Copelovitch and Singer analyze economic and banking-sector data
from 1976 to 2011, for the 32 countries in the OECD, and they argue
that systemic bank failures are more likely when substantial foreign cap-
ital inflows meet a financial system with well-developed stock markets.8

This is so because banks take on more risk in those environments, which
makes them more prone to collapse. They emphasize that it is not just a
matter of a few rogue bankers engaging in excessive profit-hunting, but
rather the by-product of the historical development of markets, which
creates conditions ripe for crisis. They show that while some countries
like Canada (which has always had small, regional stock markets and
is the only OECD country without a national stock-market regulator)
have been able to accommodate and channel capital inflows productively
throughout the economy, in others like Germany these capital inflows
have led to their banking system to go awry. According to them, this dif-
ference is based on the fact that a large securities market is a form of com-
petition for the banking sector, to which banks respond by taking greater
risks because they both compete for the business of firms that need to
raise money. In countries where the stock markets are small and unso-
phisticated, there’s not much competition and firms go to their banks to
financing. However, when stock markets are well developed, banks do not
want to lose customers and they assume larger risks. They show that Cana-
dian banks do not face a competitive threat from stock markets the way
banks in the United States do, and hence, they can still be Conservative
and remain competitive and profitable; by contrast, German national-scale
banks have been feeling pressure from a thriving set of regional banks, and
they looked at stock markets to improve their competitive advantage and
bolster their profits through securities investment, leading to many bank-
ing blowups in the last two decades. In order to address these sources

8The collapse of the Bretton Woods system of international monetary-policy coopera-
tion led to a significant increase in foreign capital movement. From 1990 to 2005 alone,
international capital flow increased from $1 trillion to $12 trillion annually. (It has since
slid back to $5 trillion, after the 2008 global financial crisis.)
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of instability, they advocate for macroprudential regulations for banks to
ensure that they are holding enough capital to absorb any losses they
might incur.

As it relates to Spain, Copelovitch and Singer claim that the Spanish
experience validates their hypothesis. First, they confirm that large capi-
tal inflows measured by either net or gross portfolio flows are not always
associated with banking instability: Spain was a country with low levels of
gross inflows, and yet it experienced frequent banking crises (p. 34). Sec-
ond, they use the case of Spain in 2003 (with a market/bank ratio of 0.39
in 2003) and compare it with Sweden in 1981 (with a market/bank ratio
of −3.75) in order to illustrate the substantive significance of their results
and to calculate the predicted effect of a 1.5 standard deviation increase
in gross portfolio flows on the probability of a banking crisis. They find
that “for Spain 2003 the baseline predicted probability of a crisis is 3.2
percent and the estimated first difference effect of a 1.5 standard devia-
tion in gross portfolio flows is extremely large (48.0 percent) and signif-
icant at the 95 percent confidence level” (p. 56).9 These results confirm
their theory that capital inflows are destabilizing only in more securitized
financial systems. In other words, capital inflows influence the propensity
of banks to take on greater risk, through the assumption of greater insol-
vency risk and/or through a reduction of capital reserves, depending on
the country’s domestic financial market structure: at low levels of mar-
ket/bank ratio. And capital inflows have no correlation with bank capital
levels and vice versa. In sum, according to them, capital inflows trigger
banking crises not because they cause credit booms, but because they lead
banks to reduce the capital holdings and lend to riskier lenders (p. 73).

Methodology

This book has chosen an historic and institutional approach that considers
the objectives of policy-makers and social actors, as well as the way that
they interpret existing economic and political conditions. This approach
allows the researcher to examine the ways institutions structure the rela-
tions among actors and shape their interests and goals, thus constraining
political struggles and influencing outcomes (Steinmo et al. 1992, p. 2).

9For Sweden, they find that the estimated first difference is 3.0%, which is significantly
large given that the baseline-predicted probability of a crisis is only 1.6% (p. 56).
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From a methodological standpoint, and following Calomiris and Haber
(2014, p. 452), the book is a case study that studies a sequence of events
in a particular country, Spain, over long periods of time. It emphasizes
the role of narratives in causal inference. This historical analysis allows
us to explore the roots of the country’s banking problems as well as the
antecedents and timing of key banking decisions. This is an appropriate
approach to identify causal patterns and develop “‘structural narratives’
which combine the logic of economics and political bargaining with a
careful examination of the specific historical events in individual coun-
tries.” The aim is to show evidence of the key factors that contributed
to economic, political, and financial history. While this approach has lim-
itations (i.e., it is based on causal inferences, and being a case study it
may not be necessarily representative), it builds on Calomiris and Haber’s
comparative analysis by emphasizing the role of narratives in causal infer-
ence, insisting on the value of narrative evidence, and reinforcing the
applicability of the identified patterns to other cases.

In this book, the focus is on the institutions that shape the incentives
of individuals and groups. Institutions are crucial because they set the
“rules of the game.” They determine the capacity of coordination among
political and economic actors, and they encourage them to form coali-
tions to advance common interests. Institutions are also responsible for
establishing standards and setting rules, and also for monitoring, reward-
ing, and/or sanctioning behavior (depending on the case). While banks
operate within existing institutional constraints, these institutions are con-
structed as political solutions to political problems, they are the result of
political deals, and they evolve as a result of shifting political and eco-
nomic circumstances. The problem arises when these political institutions
create incentives to develop coalitions that may be detrimental to the well-
being of a country.

The book also examines coalitions : It looks at domestic coalition
(cleavage) formation (Lipset and Rokkan 1967; Moore 1967). The ben-
efited group will gain more political power by way of economic leverage
and strategic incentives (Rogowski 1990). But individual actors are also
important because they shape outcomes and they have the ability to iden-
tify opportunities for forming coalitions and implementing innovations.
Indeed, individuals in central positions of power (for instance, in gov-
ernment and/or regulatory agencies) can make a difference for banking
outcomes.
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Government leaders should remember that banks and capital markets
are also mediated by public institutions and political decisions. Politics
are not only desirable but also inevitable in dealing with the political
and economic effects of banking crises. This book wants to contribute to
this discussion by taking recent changes in the Spanish political economy
as a point of departure. It seeks to explore the relationship between
institutions and the interests of economic actors and their experiences.

Coalition bargaining is a political process, and strategic actors with
their own interests design institutions (Thelen 2004). Institutional change
is a political matter because institutions are generated by conflict, they
are the result of politics of distribution, and hence they are politically and
ideologically construed and depend on power relations (Becker 2009).
Institutions are important for banks because they influence interests and
impact coalitions, and in a context of structural changes, we have to exam-
ine the political settlements that motivate the economic actors.

Finally, most of the research material for this project has been gath-
ered in Spain. In order to pursue this analysis, the author conducted
an extensive review of the secondary literature and has interviewed
scholars, economic actors, and policy-makers. The author has conducted
interviews with leaders of the Spanish banking sector, as well as leaders
and representatives of the main political parties. In addition, the author
has interviewed former and current high-ranking officials from state
agencies: ministry of economics, the BoS, the European Commission,
and the European Central Bank (ECB). Finally, the author has conferred
with leading scholars and specialists in politics, finances, and economics
in Spain and the United States. Finally, primary and secondary sources of
data come from the libraries and records of selected Spanish government
departments and international institutions, like the ECB, the World
Bank, the OECD, and the International Monetary Fund (IMF).
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Structure of the Spanish

Financial System 1986--2005
10

Since Spain joined the European Union (EU) on January 1, 1986, the
Spanish Financial System (SFS) has been adapting to the European con-
text of which it is part.11 The regulatory organs of the SFS are all the
institutions with competences to dictate legal norms (i.e., the govern-
ment, Congress, and the Ministry of Economy), while the supervisory
organs are the BoS and the National Stock Market Commission (Comisión
Nacional del Mercado de Valores, CNMV). The BoS is the central supervi-
sory institution. Regulated by the 13/1994 Law of Autonomy of the Bank
of Spain (which has been subsequently partially modified), the Bank is in
charge of the supervision of all credit institutions. It shared some com-
petences with the autonomous communities, which also had supervisory
power over the savings banks (Cajas de Ahorro) and credit cooperatives.
Finally, the Comisión Nacional del Mercado de Valores (CNMV), created
by the 24/1988 Law, has been the institution in charge of supervision
and inspection of stock markets and the activities of legal and physical
people involved in these markets.

Most of the cajas were established in the nineteenth century as pawn-
shops with the support of the Catholic Church and/or local municipal-
ities, with the aim to redistribute their profits through social work (they
dedicated a significant portion of their provisions, typically over 20% to
social causes) (see Güell 2001). Overtime most of them came under the
control of the regional and local governments who often used them to
advance their political agendas. They were regulated by both the national
government (in charge of the basic norms) and the autonomous commu-
nities’ governments (in charge of the application and development of the
rules established by the central government). Political institutions (parties
and unions) participated in the governing bodies of the cajas .

As noted throughout the book, the distinctive regulatory framework
that separates cajas from commercial banks was a crucial factor in explain-
ing the differences in performance between the cajas and commercial
during the 2008 crisis. Indeed, in the last decades cajas made a push to

10From: “Why the Spanish Financial System Survived the First Stage of the Global
Crisis?” Governance (Article first published online: November 6, 2012. Volume 26,
Issue 4. October 2013, pp. 631–56).

11From Royo (2013, pp. 179–81).
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increase their market share, and they expanded aggressively beyond their
traditional markets competing with traditional commercial banks to offer
real estate loans. When the real estate bubble collapsed after 2007, many
of them accumulated billions of euros of loans at risk of default and were
forced to require state support.

Prior to the liberalization of the late 1980s and 1990s, the SFSs (like
those of Greece and Italy) was typical credit-based Mediterranean system,
characterized by extensive interventionism, state control over the banking
system, and underdeveloped capital markets (Pérez and Westrup 2010).
The role of financial institutions was to provide funding to contribute
the process of economic development and industrialization (Pérez 1997;
Lukauskas 1997), and bank deposits were turned into low-interest credit
for industrial enterprises and the government (Deeg and Pérez 2000).
The oligopolistic nature of the sector generated significant costs for Span-
ish firms outside the finance sector (Pérez 1997).

The liberalization of the sector started in the second half of the 1980s,
driven by the country’s integration in the European Community and the
subsequent European Single Market program. In Spain’s case, the pro-
cess of financial liberalization was also part of the BoS’s effort to achieve
effective disinflation (Pérez and Westrup 2010). The European integra-
tion process, and particularly the creation of the Single Market and the
European Monetary Union, has been a driving factor in subsequent devel-
opments. While financial regulations were still the responsibility of the
national governments, in reality over the last two decades there has been
a harmonization process throughout all the member states. This process
led to the liberalization, modernization, consolidation, and opening up
of the system.

In Spain, the regulation and supervision of the SFS seek two main
objectives: to guarantee the correct functioning of its markets and to
protect the consumers of financial services. Regulation, defined as the
development of the norms that rule the activities of financial markets and
institutions, has to be distinguished from supervision: the guardianship
of the fulfillment of the norms. The regulatory organs of the SFS are
all the institutions with competences to dictate legal norms, i.e., the
government, Congress, and the Ministry of Economy, while the super-
visory organs are the BoS and the National Stock Market Commission
(Comisión Nacional del Mercado de Valores, CNMV) (see Fig. 1.5).

Financial institutions were very important for the Spanish economy
because they accumulated approximately 36% of the total financial assets
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and liabilities prior to the crisis. Credit institutions concentrated approxi-
mately 94% of the credit process, which illustrates the high relative weight
of financial intermediation in the Spanish economy. Indeed, the SFS was
considered as highly bankarized (bancarizado) given the strong direct or
indirect weight of credit institutions, particularly banks and cajas . Yet,
the degree of financialization12 of the sector was relatively low prior to
the crisis and the majority of banks’ assets were loans to customers, and
a significant part of bank assets involved Spanish government securities,
which were considered among the safest possible asset investments. This
relatively low degree of financialization of Spanish banks (like Italian and
Greek ones) can be explained by the slow evolution of the NFS and
Spanish banks’ reluctance to change a business model that has been con-
sistently successful for decades.

Based on Hardie and Howarth’s banking typology (2013), corporate
finance in Spain cannot be considered ‘market based.13 Indeed, Euro-
pean Central Bank (ECB) data show that assets are really very much not
market based. According to the ECB, data customer loans as a percent-
age of assets were 67.31% at the end of 2007, a much higher percentage
compared to other countries, such as the UK, Germany, or France. This
would place Spain very low on the market-based banking category.

Furthermore, securitization provided collateral for about 20% of bank
lending in Spain prior to the crisis. This was actually moderately high in
comparative terms (for instance, in France it was only 1%). Thus, a lot of
the Spanish credit boom was fed by the securitization of liabilities, which
allowed Spanish banks to lend more. This was not off-balance sheet, but
the result (increased lending) was similar to what we saw in other coun-
tries like the UK (although about 50% less in GDP terms). Thus market-
based banking was still pretty important to Spain. According to the IMF,
at the end of 2007, cross-border liabilities as a percentage of GDP rep-
resented only 60.6%, a much lower figure than that of countries such as

12Financialization is defined as the trading of risk, and it is operationalized by looking
at Spanish banks’ assets (i.e., the size of the trading book and the presence of toxic assets)
and liabilities (i.e., the funding base of banks), their reliance on wholesale market rather
than retail deposits for funding, the securitization of lending, and the use of structured
investment vehicles (SIVs).

13The concept of “market-based” banking (MBB) considers the extent to which the
banks’ ability to supply credit to the economy is driven by market pressures on both the
asset and liability sides of their balance sheets.
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France (157.6%) or Germany (143.3%). International liabilities as a per-
centage of total liabilities represented 24.1% (versus 66.1% in the UK or
77.7% in Ireland).

Finally, prior to the crisis, according to the BoS data, on the liabilities
side Spanish banks were traditionally very active in capital markets, relay-
ing particularly on the interbanking markets for their funding (on average
about 20% of the total), while cajas and credit cooperatives, which were
more successful capturing resources from their customers were not so
dependent on those markets (only around 7%). Spanish banks lent more
than what they got in deposits, which forced them to rely on wholesale
markets to fill the gap. This forced them during the crisis, as we discuss
throughout the book, to rely heavily on the ECB.

The Financial Bailout

As mentioned above, the crisis of the financial system in Spain led to a
European bailout in 2012 (see Royo 2013). As part of its historical anal-
ysis of the Spanish banking sector, this book seeks to explain how that
banking crisis happened. The main detonator that led to the bailout was
Bankia’s rescue, which highlighted concerns that the level of provisions
that Spanish banks had taken against distressed property portfolios was
too low. At the same time, concerns about the fiscal situation of the coun-
try (public debt had doubled since the crisis started from 35.5% of GDP at
the end of the first quarter of 2008 to 72.1% at the end of the first quarter
of 2012) and the interconnectedness between sovereign issuer and banks
(the infamous “doom loop”) pushed Spanish yields up and led to grow-
ing concerns about the need for a bailout. In the end, the intensification
of the financial crisis led to a deepening sovereign crisis, and since Spain’s
banking system was perceived as systemically important for the Eurozone
because the country had about 450 billion euros of deposits from foreign
companies and individuals, the European (and IMF) leaders decided to
intervene.

Prior to the bailout, investors perceived those concerns and they were
punishing Spanish banks and Spain’s sovereign. The performance of Span-
ish banks’ stock reflected those worries as well: between mid-March and
the end of June of 2012, Santander and BBBA’s stock declined about
30%. At the same time, Spain’s cost of borrowing kept increasing and the
spread on Spanish ten-year bonds over German Bunds hit new European
highs in late May 2012, climbing to 511 points, while yields of ten-year
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bonds moved above 6.5% (reaching 6.9% on June 14), and moving closer
to the 7% level that was widely considered unsustainable, and which led
to bailouts for Greece, Portugal, and Ireland.

Yet, despite these alarming signs, as late as Spring 2012, the Span-
ish government and PM Rajoy insisted that the country would not need
international bailout for its banks. On April 12, Mr. Rajoy stated that
“talking about a rescue makes no sense… Spain is not being rescued;
Spain can’t be rescued. There is no intention and no need and so Spain
will not be rescued.” Rajoy was also on record stating that “we are
not going to let any regional government fall, or any bank fall, because
they can’t … if that happens the country will fall.”14 This followed the
repeated statements of the members of the government that Spain would
not take any form of international rescue.

By early June 2012, however, it was becoming clear that despite all
the denials, a rescue was inevitable and that Spain would in fact need a
financial bailout. The government’s attempts to force the EU and BCE’s
hands (the budget minister, Cristobal Montoro, responded to a question
about whether Spain needed a bailout with a veiled threat: “those with the
most interest in whether Spain does all right are the holders of debt, who
have to be repaid in full and have that right,” and Minister Guindos was
on the record stating that the battle for the euro was going to be waged
in Spain15), and its insistent demand for help from its European part-
ners only exasperated them and intensified concerns in European capitals
that it was only considerations over the political stigma associated with a
bailout, rather than the policy constraints that Brussels would include on
it, that was keeping the Spanish government from accepting aid that was
on the table.

Spain’s risk premium—the difference between its bond yields and those
of Germany—continued soaring after the Bankia nationalization, adding
pressure to the government, and Bankia’s shares plunged. By June 5, the
severity of the situation was finally creeping in and the government was
already admitting (in the words of Mr. Montoro) that given the high per-
ceived risk of its sovereign debt, Spain did “not have the doors of the
markets open,” and this despite the fact that it was planning to auction

14See “Doubts Emerge over Spain’s Leaders,” Financial Times, April 13, 2012.
15See “Defiant Spain to Test the Bond Market,” Financial Times, June 1, 2012.
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up 2 billion euros of bonds that same week. Mr. Rajoy, for his part, con-
tinued insisting on the need for a banking union and Eurobonds, stating
during a senate session that Europe “needs to support those that are in
difficulty … The most important thing is we have a problem of financing,
of liquidity and debt sustainability.”16 Germany still refused to provide
aid unless there was a formal request from the Spanish government.

Finally, on Saturday, June 9, following a few days of fierce official nega-
tions, the government asked the EU for funds to recapitalize its struggling
banking sector at a conference call between the Eurozone’s 17 finance
ministers. It agreed to accept a bailout of up to $125 billion, nearly three
times the $46 billion in extra capital that the IMF said it was the min-
imum the banking sector needed to guard against the deepening of the
country’s economic crisis. The decision also aimed at quelling rising finan-
cial turmoil ahead of the Greek parliamentary election scheduled for June
17. This decision made Spain the fourth and largest European country
to agree to accept emergency assistance (albeit in this case only for the
country’s financial sector).

The European statement on the aid gave few details, which initially
allowed the government to claim that it was not a “rescue” package, and
that it was not subject to the conditionality and supervision by the troika
(EU, IMF, and ECB) that characterized the other three rescue packages
of Greece, Ireland, and Portugal. In Spain, the announcement was made
by Minister Guindos, which caused a political storm and forced PM Rajoy
to give an impromptu press conference the day after, on Sunday, June 10,
before he departed to watch the Spanish football national team play a
EuroCup game in Poland. Guindos announced that “what we are ask-
ing is financial support, and this has absolutely nothing to do with a full
bailout,” and added that the terms of the emergency loan would be “very
favorable,” and that “the problem that we face affects about 30% of the
Spanish banking system.”17 The amount of the financing was expected to
be completed after the two consulting firms had been hired to look at the
bank accounts published their audit report on June 21. The funds would
be channeled through the Spanish bank bailout fund, the FROB, and the

16See “Spain Makes Explicit Plea for Bank Aid,” Financial Times, June 5, 2012.
17See “Spain to Accept Rescue from Europe for Its Ailing Banks,” New York Times,

June 9, 2012; and “Spain Seeks Eurozone Bailout,” Financial Times, June 10, 2012.
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Spanish government would ultimately be responsible and had to sign the
memorandum of understanding and the conditions that came with it.

The market’s response to the bailout package was initially sanguine.
While observers praised the decisive pre-emptive action of European lead-
ers (something relatively unusual during the crisis), and the fact that the
aid was directed to the banks and that the amount was much larger than
estimated to give some margin in the case of further need, there was dis-
appointment regarding the failure to inject the money directly into the
banks as equity.18 The model proposed for the aid failed to recognize
the crucial link between sovereign debt and the banks. Spanish banks
accounted for a third of Spanish sovereign bonds, nearly double the tally
before the crisis started (they had purchased 83 billion euros between
December 2011 and June 2012). As in Greece where the sovereign debt
dragged down the banks, this made them very vulnerable to a poten-
tial sovereign debt crisis, which was becoming increasingly more likely in
Spain, thus intensifying the “doom loop.” Consequently, after an initial
market rally, the Spanish bond continued jumping higher and reached a
new record, very close to 7%, just four days after the announcement of the
bailout, demonstrating that investors were growing increasingly anxious
about Spain’s ability to pay back its debts.

Main Argument of the Book

The 2010 banking crisis in Spain confirms a long-standing tenant: Banks
or banking systems collapse when they meet two conditions: They take
on too much risk in their loans and investments, and they do not have
sufficient capital on reserve to absorb the losses associated with their risky
investments and loans (Calomiris and Haber 2014, p. 207). Indeed, the
cause of the 2012 crisis in Spain was rooted in policies that eroded under-
writing standards and weak prudential regulation.

As we will see later in the book, the banking crisis affected in particular
a set of financial institutions, the cajas (savings and loans, S&L). Indeed,
with a few relatively small exceptions, the Spanish financial crisis has been

18See Patrick Jenkins, “‘Doom Loop’ Takes the Fizz Out of Madrid’s Brief Euphoria,”
Financial Times, June 12, 2012, 2; and Andrew Ross Sorkin, “Why the Bailout in Spain
Won’t Work,’ New York Times, June 12, 2012, B1.
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a crisis of the cajas. These institutions borrowed short term from depos-
itors and then lend long term on fixed-rate mortgages.19 The success of
this model, however, was based on two conditions: low inflation volatil-
ity and discipline from depositors who would withdraw their deposits if
the managers acted imprudently. However, by the 2000s, the context in
which these institutions operated had changed markedly and the 2007
global financial crisis hit them hard because they were very dependent on
wholesale funding.

Yet, government protection of cajas (part of the bank bargains that
we will examine) had insulated them from the consequences of their own
risk-taking and facilitated the reckless decisions that led to their downfall.
When the real estate market collapsed after 2007, wholesale funding dried
up and their funding costs skyrocketed, which caused significant problems
because they had to pay more for capital, and they held mortgages that
(many of which went into default as a result of the crisis) still earned only
low fixed interest rates of return. This brought several of them to the
point of insolvency. If their vulnerability, driven by their high reliance on
the real estate market and wholesale funding, had been recognized and
addressed in the years prior to the crises through cajas ’ closures, shrink-
age, or consolidation, the crisis for the cajas would have been significant
but not as devastating as it ended up being. As losses started to pile up the
Spanish government, supervisory agencies should have shut down insol-
vent ones or forced them to raise additional capital. Yet, they ignored or
minimized the signs and looked the other way, postponing the day of
reckoning. But in doing so, they ensured that the final outcome would
be much worse.

In many Spanish cajas , there was a failure of risk management, which
led to an increase in risky lending and to inadequate levels of capital cush-
ions. The question remains how it was that so many cajas ended up making
so many risky loans while maintaining insufficient capital to protect them-
selves against insolvency. What were the processes by which cajas ’ portfo-
lios became increasingly risky, and by which increased risk in bank assets
was not adequately matched by increasing amounts of capital in reserve.

This book will argue, following Calomiris and Haber (2014), that insti-
tutional and regulatory frameworks favored both the government and
other privileged actors’ access to finance at the expense of an environment

19See Calomiris and Haber (2014, pp. 199–201).
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conducive to a stable banking system. Indeed, political institutions have
structured the incentives of bankers and political and economic actors to
form coalitions that shaped regulations and policies in their favor This
institutional framework was the result of political choices that made it
vulnerable, because prudent lending practices continued being influenced
by the desires of the groups that were in control of the government,
who often channeled credit to groups that were considered politically
crucial. Therefore, it is not surprising that banks have been fragile and
crises prone.

Organization of the Book

The book continues in Chapter 2 with an overview of the origins of the
Spanish banking system prior to the twentieth century. It shows the role
of the state in the development of the Spanish banking system, and how
financial mismanagement contributed to the decline of the country prior
to the twentieth century. It also examines the ‘bank bargains’ that took
place during that era, which ultimately led to the development of a fragile
banking system and recurrent banking crises.

Chapter 3 examines the evolution of the Spanish banking system in
the twentieth century and analyzes the causes of the mid-1970s and early
1980s banking crisis. It shows how the banking sector was transformed
and modernized, growing from an underdeveloped structure into a com-
paratively modern sector. However, successive governments continued
establishing institutional and regulatory frameworks that favored both the
government and other privileged actors’ access to finance at the expense
of an environment conductive to a stable banking system which ultimately
led to a systemic baking crisis in the 1970s.

Chapter 4 analyzes the overall economic crisis that started in 2008 in
Spain. It is impossible to disentangle the 2008 banking crisis from the
overall economic crisis that affected the country at the same time. As the
economic crisis intensified, Spain’s banking sector could not escape its
dramatic effects. This chapter looks at the performance of the Spanish
economic throughout the 1990s and the first decade of the twentieth
century. It examines the reasons for the success of the Spanish economy
in the 1990s and provides an overview of the main causes of the 2008–
2013 crisis and the governments’ responses.

Chapter 5 analyzes the impact of the global crisis on the SFS between
2008 and 2010. It shows that, overall, the performance of the largest
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Spanish financial institutions was positive. The chapter examines why and
outlines some lessons from the Spanish experience. It contends that this
response was largely driven by institutional, political, and cultural factors.
Finally, the chapter considers the Spanish experience within the framework
of the VoC literature. While financial capitalisms have converged toward
deregulation as a result of the combined processes of globalization and
European integration, this chapter shows that differences persist. Indeed,
in the case of Spain, the crisis led to extensive regulatory intervention that
served to reinforce the pre-existing model.

Chapter 6 examines the subsequent impact of the economic crisis on
the SFS, as well as the banking bargains that ultimately led to the financial
bailout. In addition, it focuses on the following variables: deteriorating
economic conditions; the implosion of the real estate market; the depen-
dence on wholesale funding; weaknesses in the regulatory framework; and
the role of the BoS.

Most of the analyses on the crisis in Spain have concerned themselves
with phenomena like mismanaged banks, excessive debts, the bubble in
the real estate sector, or the loss of competitiveness. Others have sought
to explain the crisis as a by-product of EMU integration. Chapter 7
moves beyond those explanations and argues that a fundamental reason
for the economic and financial crisis is rooted in the process of institu-
tional degeneration that preceded the crisis. It analyzes the deteriorating
performance of Spanish institutions to explain that reversal.

The concluding chapter provides an overview of the main arguments to
explain the fragility of the Spanish banking system. It shows how domestic
social, political, and economic factors have been crucial to understand
coalition formations and policy choices in Spain. These coalitions have
not been neutral, and they have influenced the stability and resilience
of the Spanish banking system and its ability to provide credit. It also
outlines some lessons from the Spanish experience and analyzes the main
implications of the financial crisis.
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