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Abstract
Monetary policy and financial regulation have been regarded one of the paradigmatic domains where states can reap the bene-
fits of delegating clearly delineated and unequivocal policy tasks to specialized technocrats. This article discusses the negative
side-effects and unintended consequences of particular ways to partition such tasks. The separation between monetary policy
formulation, central banks’ money market management, and financial supervision has weakened policy makers’ capacities to
address risks associated with banks’ active liability management and to mitigate pro-cyclical dynamics in money markets.
These adverse effects derive from the neglect of liquidity as a regulatory problem in formal task descriptions; from the obsta-
cles to positive coordination between specialized technocrats in the self-contained domains of monetary policy formulation,
implementation, and prudential regulation; and from a dissociation between formal responsibilities, which lie with regulators,
and the resources residing in money market divisions – market expertise and influence over counterparties – that are critical
to influence bank behavior. I explore these mechanisms with an in-depth case study of British monetary and financial gover-
nance between 1970 and 2007. I posit that we can generalize the respective mechanisms to explore unintended effects of
‘agencification’ and to contribute to a broader re-assessment of those organizing principles that have guided the construction
of ‘new regulatory states’.
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1. Introduction

If one domain epitomized the success of ‘new regulatory states’ (Majone 1994), it was central banking. Nowhere
else was the intellectual case for establishing independent but accountable agencies as clear-cut as here, given that
governments apparently had inconsistent preferences over monetary policy (Barro & Gordon 1983; Rogoff 1985);
and in hardly any other area was the actual policy record as supportive of these arguments, given that indepen-
dent central banking seemed more successful in achieving low and stable inflation than other monetary policy
arrangements (Cukierman 1994).

Over the past 10 years, however, doubts have arisen as to the impeccability of these institutional designs
(Tucker 2018, p. 431). These doubts have mainly originated from historical experience rather than intellectual
reassessment. In particular, the 2007–2009 financial crisis falsified the belief, incorporated in inflation targeting,
that “if central banks succeed in stabilizing inflation in the short term…and absent of major exogenous
‘shocks’…, the economy will broadly take care of itself” (Borio 2011, p. 2). Relatedly, acute emergencies and
structures pressures in depressed economies have made evident that even independent, inflation targeting central
banks do not just steer the rate of inflation but play a major part in financial policy, fiscal redistribution, and
(indirect) monetary financing too (Adrian & Liang 2016; Braun & Downey 2020).

I exploit this contemporary moment of institutional uncertainty and crisis to reappraise those divisions of
labor in central banking and financial regulation, which relate to the principles and concepts of new regulatory
states. I do so by exploring how, in the decades preceding the 2007–2009 crisis, these divisions were developed
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and entrenched, leading policy makers to neglect a specific but significant kind of risk: the risk, for banks and
other financial corporations, that they cannot meet their payment obligations because they lack the funding nec-
essary to do so. This particular risk, which motivated the development of ‘modern’ central banking in first place
(Sayers 1976; Goodhart 1988; Gorton & Huang 2002), has changed its nature and grown dramatically over the
past 40–60 years. The invention of active liability management in the 1960s (Konings 2011), and the rapid expan-
sion of shadow banking since the 1980s (Thiemann 2018), have made banks and other financial market partici-
pants increasingly reliant on the availability of funding on wholesale money markets, which trade in instruments
such as repo (repurchase agreements) and commercial paper (Hardie et al. 2013; Hardie & Maxfield 2013;
Gabor 2016). In the very period that some economists regard as exceptionally stable and effectively governed
through inflation targeting (called the ‘Great Moderation’) (Bernanke et al. 2001), these new funding structures
and resultant interdependencies grew into a source of system-wide financial fragility, as firms increasingly turned
to short-term wholesale funding to enlarge balance sheets and regularly roll over long-term positions, e.g. in
mortgage-backed securities (Adrian & Shin 2010). In the summer of 2007, such funding liquidity became elusive
and, following the insolvency of Lehman Brothers, suddenly dried up (Brunnermeier & Pedersen 2009; Gorton &
Metrick 2012; Allen 2013; Tooze 2018).

While events like the global bank run in 2008 have complex causes, there exist good reasons to speak of a ver-
itable policy failure in this case. In no major OECD country had authorities effective measures in place to halt
the development of instable markets, to reduce interdependencies within the financial system, and/or to ban risky
funding practices (Goodhart 2009, p. 163). Other than for capital ratios, there existed no international standard
concerning “liquidity” (Goodhart 2011a). Money markets were left by and large unregulated (Gabor 2016) and,
domestically, banks usually faced only very weak restrictions on how to manage their liabilities (Bonner &
Hilbers 2015). Even if we cannot ultimately know whether any of the possible policy interventions would have
prevented a run on global money markets, the absence or weakness of regulation seems puzzling, given the mag-
nitude of financial and macroeconomic risks (see, e.g. Alessandri & Haldane 2009; Goodhart 2011a, pp.
334–335).

When we attempt to explain policy failures like this one, we usually cite the authorities’ widespread belief in
well-functioning markets, industry threats to move offshore, and political interests in support of ‘national cham-
pions’ (globally operating banks) as plausible reasons for why the respective elements and practices in the finan-
cial sector remained by and large unregulated until the crisis (Johnson & Kwak 2010; Carruthers 2013;
Thiemann 2018). While these factors are all relevant, my article draws attention to the institutional and organiza-
tional structures through which some ideas and interests in financial governance came to dominate over others.
In particular, I aim to show that the separation of three policy tasks – monetary policy formulation, central
banks’ money market management, and financial supervision – contributed to the incapacity of officials to act
upon liquidity risks and helped sustain a situation of “structural secrecy” (Vaughan 1996) around those risks. No
authority felt sufficiently responsible for regulating money markets and banks’ liability management to act deci-
sively; and the extant divisions created obstacles for “positive cooperation” (Scharpf 1994) across specialized divi-
sions so that broader projects to regulate the respective markets and practices fell flat. Financial firms could
exploit these weaknesses to push for deregulation and block any reform. This argument extends and empirically
supports claims made by practitioners and experts about the adverse implications of separating monetary and
prudential policy, the latter of which effectively became micro-prudential supervision of capital ratios and only
entailed weak provisions for liquidity (Adrian & Shin 2008; Hellwig 2014; Smets 2014; Adrian & Liang 2016).

To the extent that central banking and financial governance can serve as a paradigmatic research site to
engage with the new regulatory state (Tucker 2018), we can leverage the findings of this paper to critically assess
the design logic and concrete realization of ‘agencification’ (Gilardi 2005; Jordana et al. 2011) in other domains.
Informing the respective public sector reforms has been the notion that the incentives of technically competent
policy makers should be aligned with welfare-enhancing goals. For that purpose, authors not only proposed dele-
gation to technocrats (“credible commitment”) (Alesina & Tabellini 2008), but also accountability of the respec-
tive technocrats for unequivocal and monitorable tasks. Formalization, specialization, and separation were
thought to prevent adverse selection and principal-agent conflicts (Laffont & Tirole 1991; Dewatripont et al. 2000).
For the case of central banking, this implied that the institutions responsible for monetary policy would be better
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divorced from regulation to avoid such conflicts of interest and improve monetary (Copelovitch & Singer 2008)
as well as regulatory outcomes (Winecoff 2014).

My own study supports the idea that, in this and potentially in other cases, neglect for ‘entangled’ problems
and deficiencies in regulation can result from the very institutional project of resolving accountability problems
and eliminating equivocality in tasks. Organizational and institutional reforms toward realizing new regulatory
states can lead to bureaucratic fragmentation and hyper-specialization (Moran 2003; Christensen & Laegreid 2011;
Hood & Dixon 2015; Bezes & Le Lidec 2016) – processes that induce actors to strategize toward narrow measures
of success and which raise barriers for the kind of intra-bureaucratic coordination (Koop and Lodge 2014) that is
required to address problems that fall through the grid. Moreover, the respective reforms can produce mis-
matches between formal responsibilities and tacit expertise as well as informal influence, which tilt the balance of
power between regulators and rule evading private actors toward the latter group (Thiemann & Lepoutre 2017;
Priore & Schrank 2018).

This article uses an exploratory case study to engage in theory elaboration. The aim is to identify and specify
the suggested mechanisms and processes through high resolution empirical evidence. For that purpose, I turn to
British financial and monetary governance in the period between the 1970s until 2007. The British case serves me
well for the analytic purposes of this article due to the dramatic changes in monetary and financial governance
observed during studied period. The UK evolved from a system of informal but stringent regulation of banking
sector liquidity toward a formalized and ‘agencified’ structure (Moran 1991; Moran 2003). As part of this process,
prudential supervision became separated from the Bank of England’s daily management of money markets, and
this management was increasingly framed as serving the realization of narrow inflation targeting aims. On the
basis of historical sources from the Bank of England archive, I can show that, through these reforms and organi-
zational transformations, it became increasingly difficult for officials to situate banks’ funding liquidity as a pru-
dential regulatory concern within the divisions of labor that guided their actions and which increasingly became
barriers to cooperate across different functions. As divisions became sharper, a kind of “structural secrecy”
(Vaughan 1996) emerged, which was only challenged by the transatlantic crisis in 2007–2009.

This article proceeds as follows. I first give some background on the build-up of liquidity risks prior to 2007
and the lack or weakness of regulation in this area. I then turn to a discussion of the literatures that address insti-
tutional and organizational dimensions of monetary and financial governance. In the main part of the paper, I
reconstruct changing relations between monetary policy formulation, central banks’ money market management,
and financial supervision in Britain as a result of political and internal organizational reforms; I relate these
changes to officials’ reduced capacities and motivations for regulating banking sector liquidity. In the final sec-
tion, I discuss how my findings relate to other empirical cases and to broader discussions on ‘agencified’ institu-
tional design.

2. The return of liquidity risks with a vengeance

The substantive regulatory issues discussed in this article require some introductory explanations as they relate to
neglected aspects of banking and its regulation. Financial corporations are not just the central providers of credit
in the economy; they are also its largest debtors. Indeed, it is the hallmark of modern ‘fractional reserve banking’
that banks do not simply channel funds from savers to investment opportunities; nor do they put up capital for
granting loans. Instead, they use their privilege to borrow in order to expand lending and for purchasing assets.
This privilege has traditionally taken the form of deposit money creation. Deposit money is a kind of debt that
banks incur toward customers in the course of issuing credit, i.e. which appears as ‘liability’ on a bank’s balance
sheet at the very moment a loan is made. This liability is different from the liabilities of all other economic actors,
though, because it has the quality of being redeemable into currency at any particular moment and is, therefore,
treated as if it was an ultimate means of payment (Graeber 2011; Ingham 2004; Innes 2004[1913]; Wray 2011).

Funding assets with its own liabilities and thereby creating elastic liquidity for the economy is thus the hall-
mark of modern banking. However, this also implies that banking brings with it particular risks. For banks’ abil-
ity to create liquidity largely rests on the trust of clients in the exchangeability of banks’ liabilities into cash, and
in the perceived soundness of the banks’ asset positions (Diamond & Rajan 2001). Doubts about that soundness,
based on information or rumours, can lead to sudden withdrawals of funds, driving the particular bank, or even
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the entire system, into illiquidity and insolvency. Worse still, withdrawals of funds can feed upon themselves
because it is rational for customers observing others’ withdrawals to participate in a ‘run’, no matter whether they
have substantive reasons to doubt the bank’s solvency or not (Merton 1968; Diamond & Dybvig 1983).

Such ‘money panics’, ‘banking panics’, or ‘bank runs’ recurred frequently in financial history, for instance in
the US in the 19th and early 20th centuries (Gorton & Huang 2002), or in London’s 19th century money market
(Bagehot 1873). But banks’ ‘traditional’ liquidity risks, resulting from customers’ sudden deposit withdrawals,
were more or less eliminated by the early 20th century in the Western world. Central banks were founded or
reformed in order to assume the role of ‘lender of last resort’ (Goodhart 1988). Together with the introduction of
deposit insurance and reserve requirements (Goodfriend & Hargraves 1983), such ‘liquidity reinsurance”
(Tucker 2018, p. 457) for the financial sector helped solidify trust among bank customers that bank liabilities
would be exchangeable into public currency at any time (Gorton & Metrick 2012, p. 426). Stability was
maintained well into the post-war period, even though policy concerns for banking crises receded into the back-
ground (Goodhart 2011b, p. 140). Policy makers and bankers were primarily focused on managing the war debt
overhang and with providing the funds needed for post-war reconstruction. But as Turner (2014) and
Allen (2015) succinctly argue for the British case, the overriding role of government debt as the dominant safe
asset in this period (Goodhart & Needham 2018; Needham & Hotson 2018), combined with capital controls and
cartelized banking structures, meant that liquidity risks remained negligible (see Mehrling 2011: for an account of
the US case).

In the past 50 years, though, liquidity risks similar to the ones encountered in the 19th century have re-
emerged, and they have taken a new form that undermines the policy solutions and institutional settlements
found during late 19th and early 20th centuries. Scholars have characterized this development as the transition
from ‘traditional’ to ‘securitized’ or ‘market-based’ banking (Gorton & Metrick 2012; Hardie et al. 2013), which is
marked by three interrelated processes. First, banks have adopted ‘asset liability management’ (Konings 2011,
p. 123; Minsky 1975). They do not simply rely on customers maintaining their deposit holdings, but seek to
attract and reinvest liquid funds on the markets. As a reflection of this trend, the share of deposit liabilities as a
percentage of overall banking sector liabilities fell, from about 80 percent in the immediate post-WW2 period to
little more than 50 percent by the early 2000s (Jordà et al. 2017, p. 10). This development is intimately associated
with securitization as a version of active asset management. Second, what has partly replaced deposits are money
market liabilities. Two types of money markets have assumed a particularly important role for the provision of
funding liquidity for securitized banking. One is the (asset-backed) commercial paper market that expanded mas-
sively in the two decades before 2007 (Thiemann & Lepoutre 2017, p. 1782). The other is the repo (short for rep-
urchase agreements) market, which has become the largest market for wholesale lending and borrowing. Up until
2007, the US repo market grew to $4.5 trillion; the European market reached a size of €6.5 trillion. The rise of
these markets is intimately associated with a third development, namely the growth of a ‘shadow banking system’
since the 1980s (Pozsar et al. 2010; Thiemann 2018). Money markets are at the heart of shadow banking because
they redistribute and create ‘shadow banking liquidity’ (Gabor & Vestergaard 2016; Ricks 2016). Shadow banks
without access to deposit money use money markets to obtain funds (e.g. broker-dealers) (Unger 2016); and insti-
tutional investors, such as money market funds, have become the primary providers of this liquidity because they
aim to invest their capital into ‘deposit-like’ instruments like commercial paper or repo (Pozsar & Singh 2011).

These developments, driven by increasingly fierce competition as well as new modes of cooperation between
bank and non-bank firms, have transformed and raised the risks associated with the liability-side of financial bal-
ance sheets. The financial crisis of 2007–2008 is a dramatic illustration of this fact. In line with the new structures
of liquidity, this crisis has been described as a wholesale bank run. Wholesale bank runs demonstrate some dis-
tinct patterns, which make them systemically more damaging than traditional ones. As already noted by Walter
Bagehot, because financial institutions maintain complex and tight relations of indebtedness with one another,
problems at one institution trigger market-wide effects (Allen & Carletti 2008; Haldane 2009). For instance, econ-
omists recorded a dramatic increase in perceived counterparty risk after the failure of Lehman Brothers, reflected
in a buyers’ strike in commercial paper markets, spikes in interbank lending rates, and a widespread withdrawal
of funds. Shadow banks were particularly affected by these developments because their term and liquidity trans-
formation became loss-generating as soon as wholesale funding costs rose (Adrian & Shin 2008). A second risk
amplifier consists in similar balance sheet behavior among financial firms (Haldane 2009). For instance, firms
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simultaneously tried to sell similar assets in 2008, thereby accelerating downward price trends (Brunnermeier &
Pedersen 2009). But most attention has been given to the particular collateral-related dynamics underlying repo-
credits (Gorton & Metrick 2012). Lenders in the repo market introduced higher haircuts following Lehman’s
bankruptcy, amounting to a higher percentage deduction from the market value of pledged collateral. This forced
borrowers to either provide more collateral or reduce borrowing. But safe collateral became scarce, leaving market
actors with the deleveraging option (Allen 2013, p. 14). In that situation, only unprecedented central bank inter-
vention (Cecchetti & Disyatat 2010; Allen 2013; Mehrling 2014; Tooze 2018) and public bail-outs (Woll 2014)
saved the Western banking system from collective collapse.

My article addresses the question why policy makers disregarded the build-up of these risks caused by struc-
tural transformations of the financial system during the late 20th and early 21st centuries. We have several indi-
cations for such neglect. First, the Basel Agreements concerned with global standards for financial regulation
contained no provisions for banks’ liquidity management, even though an international committee at Basel had
initially formed to address liquidity risks (in the Eurodollar markets). But as Goodhart (2011a) shows, policy
makers’ focus gradually shifted away from these concerns “towards capital adequacy ratios applied on an interna-
tional basis” (Capie et al. 1994, p. 74; Stellinga & Mügge 2017, p. 408). Equally striking is the absence of any pru-
dential oversight over money markets, such as repo, allowing highly leveraged lending and borrowing via these
markets. For instance, US investment banks funded as much as 25 percent of their assets with short-term repos
before the crisis (Hördahl & King 2008). Many commercial banks were equally exposed, as the example of the
Royal Bank of Scotland (RBS) demonstrates (FSA 2011, p. 97). Post-crisis research suggests that minimum stan-
dards for haircuts or leverage constraints could have mitigated these money market risks (Adrian & Liang 2016,
p. 18). Lastly, while central bank reserve requirements were reduced or disappeared entirely, hardly any new pro-
visions came to replace them, such as safety buffers of cash and ultra-safe assets to be drawn down in situations
of crisis (Bonner & Hilbers 2015).

Following the crisis, Peter Cooke, a key figure in the development of modern banking regulation (who will
reappear later in this paper), addressed this imbalance between capital rules and those concerned with banks’ lia-
bility structures. He noted that “[c]apital adequacy has always been a cornerstone of the market - and of banks’
own assessment of financial soundness. In recent years, though I think it has been overemphasized at the expense
of liquidity adequacy - which, in ‘olden days’, was given equal prominence by the market and by banks’ own
managements” (see also Hotson 2017).1 This statement finds support in recent research, which demonstrates that
average capital ratios in a country give little predictive power over the occurrence of a financial crisis (and have
actually not much changed since 1945), whereas the composition of liabilities does (Diamond & Rajan 2001;
Jordà et al. 2017).

3. Rethinking the disentanglement of financial regulation from monetary policy: The unintended
consequences of “agencification”

Much of the discussion around the gap in liquidity regulation before the transatlantic financial crisis has focused
on ideational factors (i.e. belief in efficient money markets) (Allen & Carletti 2008; Mehrling 2011); structural
pressures of financial globalization (Battilossi 2010, p. 142; Goodhart 2011b; Reinicke 1995); and/or the politics of
promoting national champions (Thiemann 2014; Thiemann 2018). But the argument that institutional orders
and particular divisions of policy tasks played a decisive mediating role vis-à-vis these other forces resonates with
a large body of empirical and theoretical research in economics, political science, and regulation studies. The clas-
sic argument in this vein is that monetary stability is better served by independent central banks whose policy
preferences differ from elected governments that might promise price stability, but then regularly go on to induce
inflationary employment growth (Barro & Gordon 1983; Rogoff 1985; Cukierman 1994). More relevant to my
question here is a recent line of research that extends this theoretical reasoning to divisions of labor between
monetary and financial policy (for earlier treatments, see Di Noia & Di Giorgio 1999; Goodhart 1994; Goodhart
& Schoenmaker 1992). In an influential paper, Copelovitch and Singer (2008) show that central banks with regu-
latory responsibilities are less capable of maintaining low inflation, and they argue that this is due to conflicts of
interest between price and financial stability. A central bank with mandates for both tends to decide in favor of
lower interest rates in order to help banks, even at the risk of higher inflation. Winecoff (2014) expands on this
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idea and argues that, in countries with regulating central banks, financial firms tend to hold less capital due to
their expectation of central bank support (see also Smets 2014, p. 287).

While institutional and organizational aspects have thus featured prominently in the study of monetary and
financial governance, scholars have predominantly focused on conflicts of interest, time-inconsistent preferences,
and principal-agent problems as guiding concepts for such research. Accordingly, most of this literature lends
support to delegation or ‘agencification’ as commitment devices for elected governments (Alesina &
Tabellini 2008); to disentangling responsibilities for different policies, in order to rule out conflicts of interest
(Dewatripont et al. 2000); and to the definition of unambiguous and tractable – if not measurable – objectives, in
order to overcome principal-agent conflicts and guarantee accountability (Tucker 2018). The literature thus pre-
sents central banking and financial regulation as domains, where the arguments in favour of new regulatory states
are as strong as they can be.

But it is with the negative side-effects of an institutional architecture and organizational structure that more
or less fulfils the above prerequisites that this paper is concerned. I am thus interested in why an organizational
structure designed to address the commitment and accountability concerns discussed may produce problems of a
different nature, such as the neglect of difficult-to-classify, difficult-to-isolate, and hence ‘entangled’ problems
such as financial sector liquidity.

For this purpose, I draw on two alternative perspectives. One comes from academic research and practitioner
reflections on the formation of large and internally differentiated financial governance apparatuses during the
past 40 years (Moran 1991; Vogel 1996; Haldane & Madouros 2012). The respective literature suggests that politi-
cal choices over mandates, struggles over professional jurisdiction (Seabrooke & Tsingou 2014), and the develop-
ment of particular modes of coordination in international arenas have shaped this institutionalization path. For
instance, central banks have transformed into independent technocratic bodies (Abolafia 2012; Holmes 2013;
Fligstein et al. 2017) that take decisions in policy committees and are thoroughly embedded in broader communi-
ties of macroeconomic discourse (Marcussen 2009; Riles 2018; Roberts 2011, p. 37). By contrast, financial super-
visors engage in rituals of accounting and auditing (Power 1997) and use standard-setting as a predominant
mode of international coordination (Vogel 1996; Oatley & Nabors 1998; Schneiberg & Bartley 2008; Thiemann &
Lepoutre 2017).

An important implication of this literature is that central banking and financial regulation have developed as
increasingly separate domains, with relatively distinct epistemic foundations, professional norms, and criteria of
success. As a result, up until the transatlantic financial crisis, certain issues, like macro-financial risks, fell through
the cracks (Davies & Green 2010). In a prescient paper, Claudio Borio anticipated this problem:

“Prudential authorities may be reluctant to address problems that, from their perspective, appear to have an
exclusively macroeconomic origin, and be tempted to leave it exclusively to the monetary authorities. Monetary
authorities may feel that as long as near-term inflation appears under control, addressing the build-up of imbal-
ances is a task that should be left exclusively to their prudential counterparts, insofar as the imbalances raise
threats to financial stability.” (2005, p. 85).

The neglect or weakness of regulations concerned with banks’ liability management and money markets can
thus be conceptualized as a crucial outcome of this separation and “deafness” (Hellwig 2014) between monetary
and prudential policy. Complementarily, my study points to the role of central banks’ money market manage-
ment. This ‘operational’, market-oriented domain of central banking had played a decisive role in combining
macroeconomic and financial stability policies in earlier periods (Mehrling 2011; Goodhart 2011b; Hotson 2017).
In contemporary central banking, though, it has lost this role and become a pure implementation function for
inflation targeting (Bindseil 2014).

Another important impetus for rethinking divisions of regulatory labor comes from a growing literature that
discusses problematic dimensions of new regulatory states in more general terms (Moran 2003; Christensen &
Laegreid 2011; Bezes & Le Lidec 2016). This literature suggests that ‘agencification’ as a general trend amongst
Western developed countries in various policy fields (Majone 1994; Majone 1999; Gilardi 2005; Jordana et
al. 2011; Tucker 2018) can have unintended consequences. Here I am interested in three mechanisms that the lit-
erature introduces to capture such effects. The first derives from the ways in which officials in new regulatory
states are evaluated and made accountable (Hood 2012). The assumption is that actors confronted with pre-speci-
fied and narrow accountabilities and performance criteria develop strategies, knowledge, tools, and professional
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identities that allow them to achieve success under these particular constraints – a phenomenon sometimes
referred to as reactivity (Espeland & Sauder 2007). This can reduce actors’ willingness and capacity to question
basic premises of their policy approach and to optimize only toward measurable success. Indeed, once officials
have achieved success within the respective frameworks of accountability, they may become critical forces that
resist institutional change. In this paper, I discuss the tight association between central banking and inflation con-
trol and between prudential regulation and capital ratios as cases in point.

A second, related problem encountered in ‘agencified’ state formations concerns the difficulties of “positive
coordination” (Scharpf 1994). Coordination challenges have been found daunting in centralized ministries
(Scharpf 1976). But they have arguably grown amongst fragmented agencies that frequently experience problems
of under- and overlap (Koop & Lodge 2014). It is not just turf wars and bureaucratic politics (Allison &
Halperin 1972) that stand in the way of such coordination; additionally, institutional closure of self-contained
expert domains raises barriers for cross-divisional coordination. I take up this problem here and relate it to the
separation of monetary policy and financial regulation. In the paper cited above, Claudio Borio suggested that
hitherto ignored financial stability risks could be addressed if central bankers and regulators entered into an
“intense dialogue” (2005, p. 99). What I will show in this paper is that the very divisions responsible for the
emergence of ‘orphan problems’ also worked against positive coordination as a remedial strategy.

Finally, this paper takes up a discussion amongst regulation scholars on balances of power between public
officials and private sector groups under conditions of bureaucratic fragmentation. The dominant way of
approaching this question emphasizes risks of capture that arise if agencies can exchange exclusive information
with the private sector and can withhold this information from principals (Laffont & Tirole 1991). A complemen-
tary argument is that if agencies have several objectives, they will prioritize those that encounter less resistance
from powerful interest groups (Dewatripont et al. 2000). In this article, I am interested in a different proposition,
namely that narrow mandates and task areas, designed to eliminate principal-agent problems and conflicts of
interest, can weaken public officials vis-à-vis the private sector (Priore & Schrank 2018). For instance, regulators
with narrow mandates using highly specific tools of intervention may encounter problems and obstacles that they
are not prepared for. Think of financial regulators, who operate under restrictive mandates and are therefore
powerless vis-à-vis types of rule evasion that are not covered by their formal remits (Thiemann & Lepoutre 2017);
or think of officials that do not have access to the substantive expertise on regulatory issues that is found in disso-
ciated parts of the bureaucracy. Relatedly, in some domains officials may only be able to exert pressure on the
private sector if they have leverage over resources that the private sector depends on. Finance is a context where
such dependencies run deep (Pistor 2013). However, as I will discuss, in contemporary divisions of labor, the
organizations controlling the respective resources (central banks and finance ministries) do not give priority to
regulatory responsibilities.

My contention thus is that, in order to understand why policy makers neglected and/or failed to address
structural changes in banking and the build-up of liquidity risks in the years preceding 2007–2009, we need a dif-
ferent set of concepts and investigative strategies than those offered by the literature on commitment problems,
conflicts of interest, and principal-agent relations. Instead, we should more thoroughly explore the path-depen-
dencies that have shaped contemporary governance apparatuses (Pierson 2004), and pay attention to possible
adverse consequences of ‘agencification’, institutional closure and task differentiation as defining features of con-
temporary bureaucratic practice. I develop this argument empirically, through an explorative, in-depth case study
that provides a nuanced account of how new divisions of labor were established between macroeconomic policy,
central bank money market management, and prudential regulation, and how these divisions affected the regula-
tion of banks’ liquidity management. Before I turn to this story, I will justify the selection of my empirical case
and describe the kind of data used in this analysis.

4. Case selection and methods

In this study, I deliberately focus on how divisions of policy tasks affect policy making processes rather than
exhausting all possible explanations for a particular outcome (relative weakness of liquidity regulation) (George &
Bennett 2004). The empirical study itself should help me elaborate the ways in which this particular connection
can be drawn (Vaughan 1992). For that purpose, I chose an empirical setting that provides me with an
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opportunity to observe significant alterations in the divisions between policy tasks and to trace the effects of
reforms over time. United Kingdom serves me well for that purpose, for several reasons. First, the UK was a van-
guard state (Hood & Dixon 2015, p. 15) that underwent significant public sector reforms and agencification.
Financial governance was particularly affected by these developments. In his influential work, Michael Moran
(Moran 1984, 1991; Moran 2003) observes a radical transformation from ‘club governance’ of gentlemanly elites
toward formalization and codification in the 1970s and 1980s, a tendency that was reinforced during the New
Labour era. The regulation of the banks’ liability management changed significantly during this period
(Allen 2014; Turner 2014). Within a decade (1971–1981), the UK moved from requirements for banks to hold
around 30 percent of their assets in government securities to the complete abolishment of reserve requirements
(Needham & Hotson 2018, p. 7; see Table 1). As a result, banks dramatically reduced their holdings of traditional
liquidity buffers to a negligible level in 2007 (Turner 2014, p. 179; see Figure 1). Money markets that had first
arrived as unregulated, offshore domains soon turned into the primary conduits for managing liabilities. This also
led to a sudden jump in the holdings of what Jordà et al. (2017, p. 11) classify as non-core liabilities. For these
reasons, the British banking system was particularly exposed to the wholesale bank run in 2007 to 2009. Northern
Rock was the first bank to collapse due to its large exposure to money markets (Shin 2009) and others, such as
RBS, followed suit. My primary aim thus is to ask how we can draw connections between the respective institu-
tional, regulatory, and sectoral transformations observed in this case.

A significant part of my analysis focuses on the period from the 1970s until the late 1980s, for which I could
use previously unexplored sources that document an intense episode of organizational reorganizations and associ-
ated deliberations in the Bank of England on how to address liquidity-regulation within the incipient orders of a
financial regulatory state (BoE Archive 10A211/1–2). These deliberations marked a critical turning point because

Table 1 The fate of post-war reserve requirements in Great Britain

1951–1955: Reserve requirement of 28–32% (norm)
1955–1963: Minimum reserve ratio of 30%
1963–1971: Lowered to 28%
1971–1981: Lowered to 12½%
1981–1986: “Club money” (6% average/4% minimum reserves)
1986: Reserve requirements abandoned

Sources: Own research; Turner (2014, p. 182).

Figure 1 UK banks’ holdings of domestic public sector debt, as a percentage of overall assets, and their deposit liabilities as
percentage of overall liabilities. Source: Goodhart (2011a).
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they coincided with the ultimate dismantling of the post-war approach to public financial management (in 1981)
and the emergence of new banking practices (e.g. clearing banks moving into real estate financing). The archival
sources demonstrate in empirical detail and clarity how and why institutional and organizational changes
mattered for the ways in which officials conceived risks and debated regulation. Additionally, I interviewed offi-
cials who had been the authors or readers of these files. While the interview data suffers from possible false mem-
ories and biases frequently found in personal retrospective accounts, I could often triangulate interviewee
statements with historical sources and thereby evaluate their validity. I provide a list of my interviewees in the
Appendix.

5. The emergence of a financial regulatory state in Britain and its failure to regulate liquidity

5.1. British financial governance until the 1970s
Until the 1970s, banking regulation and money market management were conducted by one and the same orga-
nizational entity. This was the Discount Office at the Bank of England. Due to the short tenure of governors and
the highly constrained role for Executive Directors, this organizational unit, together with the Chief Cashier, con-
stituted the power-center inside the Bank of England and the operative heart of British financial governance
(Goodhart 2011b, p. 140).2 In its market interventions and regulations, the Discount Office combined two differ-
ent logics of policy making that reflected the hybrid role of the British central bank. A sectoral logic consisted in
providing banking services to other banks, with the purpose of managing reserves and stabilizing money markets.
Prudential regulation of markets and institutions was integral to this practice as the Bank needed to maintain
orderly conditions, trust in the soundness of its counterparties, and ensure the existence of sufficient high-quality
collateral (Tucker 2009). Since the two World Wars, the marketing of public debt had become the second main
rationale of central banking (Allen 2014). This marketing was accomplished through auctions in Treasury Bills,
by privileging these Bills as collateral for central bank lending, and by treating them as safe liquidity for regula-
tory purposes (Turner 2014). The Discount Office used moral suasion as the primary approach for ensuring com-
pliance with its rules. Elite networks and transactional relations between the Bank of England and its
counterparties provided the social foundations for this informal regulatory regime (Capie 2010, p. 590;
Moran 1991, p. 63). But the Discount Office additionally kept the threat of statutory action and of possible direct
state intervention in the background (Allen 2014, p. 196; Turner 2014, p. 185) – the “shadow of hierarchy” thus
played a decisive role (Héritier & Lehmkuhl 2008). This was especially relevant when central bankers demanded
compliance with onerous regulatory requirements, such as temporary lending ceilings.

If the Discount Office managed to simultaneously maintain orderly market conditions, manage public debt,
and regulate the banks, this was also due to the highly compartmentalized and cartelized sectorial structure
within which such financial governance took place. For instance, for historical reasons, small firms had emerged
in the City of London for ‘discounting’ bills as the primary short-term debt instruments (Fletcher 1976). These so
called Discount Houses took bills from the banks and funded their holdings with withdrawable, secured loans
(‘call money’). The sizable wholesale liquidity risk that resulted from these arrangements (banks could withdraw
cash at any time) was mitigated by the Bank of England, which offered discount window facilities exclusively to
the London Discount House cartel. In return, the Houses were kept on a much tighter regulatory leash, were
obliged to buy up all offered Treasury bills in weekly auctions, and were supposed to convey the central bank’s
ideas of where market rates should move.3

The Discount Office also fostered special relationships with the clearing banks. This group of institutions
organized in the Committee of London Clearing Banks (CLCB) held the privilege of managing the national pay-
ment system and was promised lending of last resort. In return, the Discount Office required ‘clearers’ to hold
about 30 percent of their assets as reserves.4 First explicated in 1951, this norm was supposed to avoid “a contin-
ual state of anxiety as to how the Government’s requirements for finance for the following week were going to be
met”.5 Reserve requirements also provided a rationale for banks to keep ‘call money’ with Discount Houses as
these withdrawable loans counted toward their reserves. Additionally, the banks held sizable cash balances
directly with the Bank of England (Needham & Hotson 2018).
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5.2. From institutional crisis to a financial regulatory state (1970s)
In the post-war period, we thus encounter an approach to financial governance that, in stark contrast to later
drives toward ‘agencification’ and specialization, was implemented by a central operative entity, which combined
various explicit and latent functions, and that was embedded in a highly institutionalized context of cartelized
banking and centralized political decision-making (‘Westminster democracy’). However, from the 1960s onwards,
external pressures and internal tensions put this regime under considerable strain. One set of problems arose
from the exclusive nature of the Bank of England’s relations to the City. Any firm that did not maintain transac-
tional and social relationships with the Discount Office was left unregulated (Schenk 2004, p. 332). For instance,
foreign institutions in the Euromarkets and non-bank finance companies were deliberately kept outside the regu-
lated sphere; the Bank refused to transact with these actors or assume lender of last resort responsibilities toward
them (Burn 1999, p. 241). This caused two interrelated problems. On the one hand, outsider-companies could
evade restrictive regulations and thus enlarge their market share vis-à-vis the clearing banks (Ross 2004, p. 316).
As a consequence, the incumbents lobbied for a change in regulatory requirements, which led to the abandon-
ment of credit ceilings and a sizable reduction in reserve requirements in 1971. Secondly, since the unregulated
‘fringe banks’ had mainly used their market opportunities for mortgage financing, they were the first to run into
liquidity and solvency problems when, in the early 1970s, a housing market crisis began. The ‘Secondary Banking
Crisis’ ensued, which was only resolved at high costs through concerted bail-outs and take-over actions by the
Bank of England together with clearing banks (Reid 1982). It thus became increasingly evident that the informal
transactional approach to regulation maintained by the Discount Office was insufficient in regulating competition
between, and maintain stability amongst, a wider set of firms. In an attempt to preserve the Bank of England’s
authority and powers in the City under these circumstances, the governors therefore decided to separate out some
of the Discount Office’s competencies and fields of operation and establish a specialized unit for Banking and
Money Market Supervision with a broader reach (Capie 2010, p. 610).

A second set of problems confronted by the Discount Office in the 1970s came from the monetary disloca-
tions experienced in Britain during that decade. As described above (pp. 17–19), the Bank’s money market man-
agement had been used for marketing Treasury Bills and for maintaining orderly conditions in the City. But due
to this complex bundle of objectives and external constraints (the authority for rate changes lay with HM Trea-
sury), the Discount Office was ill-prepared for responding to political demands for disinflation (Hall 1986;
Fourcade-Gourinchas & Babb 2002; Needham 2014).6 These difficulties were exacerbated by the turn of British
banks toward active liability management and offshore markets, a development that reduced the effectiveness of
controls (Goodhart 1986). With inflation rising, the central bankers thus found themselves on the defensive, also
because a faction of increasingly prominent orthodox monetarists blamed the Bank’s market managers for caus-
ing excessive monetary expansion. These developments and accusations led officials from the respective division,
together with the Governor, to become embroiled in ideological debates and the high politics of monetarism dur-
ing the first Thatcher government (Tucker 2004).

Regulatory and monetary crises during the 1970s until early 1980s thus challenged an integrated and institu-
tional approach championed by the Discount Office (Moran 1984).7 Politicians and senior officials responded to
these crises by initiating a process of organizational restructuring. As mentioned, a crucial step consisted in sepa-
rating a dedicated, monofunctional unit focused on prudential regulation from the practice of money market
management conducted by the Discount Office. This separation was seen as critical for supervision to become an
effective and legitimate branch of financial policy in its own right; as a Bank official stated, the “basic justifica-
tion” of supervision should be “clearly separate from considerations of monetary policy”.8 This view was reiter-
ated a few years later, when another key official claimed that regulation should be “exercised with judicial
principles and not operating convenience in mind”.9 Closely associated with this reorientation was the need to
respond to inflation, which had become framed in monetarist terms. The Bank of England and its money market
managers thus needed to adjust and re-articulate their interventions in terms of money supply control.

5.3. The failed re-regulation of liquidity, 1980–1987
One unintended effect of these changes was heightened uncertainty and confusion about the regulation of bank-
ing sector liabilities. This regulation had been a critical part of the Discount Office’s techniques, but now became
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uneasily situated between money market management and the newly institutionalized supervisory work. In the
mid-1970s, the supervisors had claimed formal responsibility for prudential liquidity provisions.10 But at that
time, all de facto power had remained with the Discount Office, given that the money market managers actually
controlled liquidity in the banking system and had much closer contact with the relevant counterparties.

However, with further steps toward liberalization and deregulation, this discrepancy between de jure and de
facto powers became exposed and created conflicts over who was in charge. The immediate context for these con-
flicts was Thatcher’s decision taken in 1981 to abandon the 12½ percent reserve asset ratio, which had been a
cornerstone of the Discount Office’s money market management techniques and had required banks to maintain
a considerable share of safe assets against overall deposit liabilities. The money market managers inside the Bank
responded to this deregulation by raising concerns. For them, regulated liquidity was essential for preserving the
extant money market structures upon which they relied for daily management purposes. In particular, the Dis-
count Houses, the central bankers’ direct counterparties, depended on the clearing banks keeping ‘call money’
with them. It was unclear how the banks would continue managing their reserves after Thatcherite deregulations
and how this would affect the Discount Houses. A second worry concerned the acute liquidity situation of banks.
At the time, banks began economizing on their liquid funds and expanded more aggressively into consumer lend-
ing (Hotson 2017). Simultaneously, the government tried to reduce available liquidity in the system in order to
improve on its money supply targets, primarily through a practice known as ‘overfunding’ (i.e. issuance of more
bonds to the non-bank public than were needed for actual funding purposes). This resulted in a situation in
which the banking sector encountered several liquidity shortages in the first half of the 1980s, which the officials
had to address through ad hoc means. The money market managers were unhappy with this situation and their
role. Due to the deregulation under Thatcher, they were deprived of any powers to restrain bank lending, leaving
them with accommodating the banks’ demands as their only option. But this accommodation undermined their
leverage over credit- and money creation in the banking sector and hence the capacity to influence the money
supply. As one member of the Money Market Division noted with some frustration:

“What is clear at present is that the banks have us dancing to their tune. Despite assurances which they may
have given about restraint on personal lending, they have no incentive to do so.”11

As a result of these problems, money market managers considered a thorough re-regulation of banking sector
liquidity that would also respond to the prudential issues that arose from the banks’ more aggressive liability
management practices. In the document entitled “The Measurement of Liquidity”, the authors posited that there
existed micro- and macro-prudential reasons for such regulation. Banks could run into individual liquidity prob-
lems and hence were supposed to keep some safety cushions for such situations. Additionally, as the officials
argued, in some instances “liquidity is being drained from the banking system as a whole”, which would make
system-wide regulation necessary.12 Such regulation was also to ensure a proper use of the central bank’s liquidity
backstop because, “if the banking system is to be able to withstand such events within the framework of the
Bank’s customary market operations and lender of last resort facilities, it needs to maintain within its total liquid-
ity sufficient assets to be used in these operations”.13 The Bank officials recognized that a classic reserve asset
ratio, defined as a share of customer deposits, no longer worked. This was because wholesale markets had become
an important source of funding and also the prime source of liquidity risks. Therefore, all kinds of liabilities (not
just retail deposits) and the entire spectrum of maturity-mismatches between the banks’ assets and liabilities
should be taken into account.

Thus, with this document, the money market managers presented an ambitious plan for reregulating liquidity
after the dismantling of the post-war regime (Turner 2014). However, the new Banking and Money Market
Supervision Division, founded in the aftermath of the Secondary Banking Crisis, argued against the proposal and
rejected the imposition of liquidity ratios on banks. A key motivation for this opposition was the supervisors’
attempt to defend their new turf. They argued that the money market managers had “inextricably mixed up” two
separate concerns.14 One emerged from the money market managers’ aim of preserving extant market practices
(e.g. ‘call money’); another was prudential safeguards against liquidity crises. The supervisors claimed responsibil-
ity over the latter issue; and for their own prudential regulation, they rejected any kind of quantified liquidity
ratio. In fact, they posited that, in accordance with their overall regulatory philosophy, they could more ade-
quately deal with liquidity risks on a case-by-case basis, accounting for the individual situation of each bank.15
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In their immediate reaction to the supervisors’ claims, members of the Money Market Division expressed
objections and doubt. For one, from the standpoint of money market management, the supervisors, by focusing
on individual companies and usually concentrating on credit risk, misconceived the nature of liquidity and the
possibilities of a market-wide crisis.16 Moreover, liquidity regulation would inevitably remain linked with the
operational dimension of central banking and the Bank’s responsibility to step in as lender of last resort. The
money market group also questioned whether their supervisory colleagues would be powerful enough to impose
adequate liquidity buffers without reference to pre-specified ratios.17 However, at the end of the day, the market
managers had to accept that, within the new divisions of labor, they were no longer responsible for prudential
affairs. Given this, a compromise was found to dissociate operational and prudential concerns. The money mar-
ket managers would negotiate a voluntary agreement with the banks so that the latter kept some ‘call money’ with
the Discount Houses (henceforth called ‘club money’ to emphasize its voluntary nature); and the supervisors
would observe the banks’ prudential liquidity on a qualitative, case-by-case basis.

In the following years, the money market managers gradually learnt how to manage liquidity and money
market rates within the liberalized market ecologies that had developed since the 1970s and under the imperatives
of anti-inflation politics. For the time being, the central bankers still used the Discount Houses as the conduits
for channeling liquidity to banks, primarily by purchasing bills from them. But this particular operational route
increasingly became superfluous. In 1984, the markets division therefore announced the termination of ‘club
money’ within two years. With ‘Big Bang’, the Bank of England also gave up its tight control over the gilt market,
increasingly relying on broad and liquid markets to accomplish the transmission from short- to long-term rates.18

These decisions foreshadowed the 1997 reform, when the Bank began managing liquidity directly with banks and
other financial institutions, through repurchase (repo) agreements secured by government bonds.19 By the mid-
1980s, the money market division thus was on a path of aligning its newly defined mandate – managing liquidity
for the sole purpose of inflation control – with the practices of active liability management and with inter-
connected, liquid money and capital markets that actually proved useful for the central bankers in managing
inflation expectations (Kneeshaw and Van den Bergh 1989).

On the other side of the organizational divide, the Bank’ supervisors had successfully claimed jurisdiction over
regulatory affairs by emphasizing the advantages derived from qualitative case-by-case negotiations. But in the
course of the 1980s, they began to rethink this regulatory approach. In particular, Peter Cooke emerged as a pro-
active bureaucrat in the Supervisory Division with the aim of formalizing financial regulation as a task on equal
footing with other central banking activities – a challenge that arose after the collapse of Johnson Matthey
Bankers in September 1984 and in the wake of intensified negotiations at the Basel Committee on Banking Super-
vision (BCBS).20 As part of this effort, Cooke also proposed taking up the money market managers’ initial liquid-
ity regulation proposal and including this in his unit’s remit. In 1984, his Division therefore published a new
consultation document on “Sterling Primary Liquidity” that elaborated on the shelved proposal from 1980. In the
new document, the supervisors suggested that, in reflection of overall maturity mismatches (i.e. including whole-
sale liabilities), banks should keep core liquid sterling assets, which would allow them to withstand a money mar-
ket crisis lasting a month.21

Discussions on this document lingered on until the late 1980s. But the proposal was ultimately dropped. Sev-
eral forces worked against it and, more generally, against the inclusion of liquidity into the purview of financial
regulation. The first was that, in the course of the 1980s, financial regulation underwent a process of institutional
closure. A crucial step in this process was taken with the 1986 Financial Services Act, which rationalized regula-
tion solely in terms of customer and shareholder protection22; wholesale money markets – “which exclusively
serve professionals” – were deliberately excluded from the “full rigour” of this Act.23 More important still, policy
makers’ discussions at the BCBS, which had initially been concerned with banks’ capitalization and liquidity pro-
visions (Toniolo 2005, p. 469), soon turned exclusively to credit risks and the associated regulation of capital
(Goodhart 2011a). This narrowing of focus happened in the wake of the developing country debt crisis. US policy
makers pushed for an accord on capital regulation in order to address domestic political pressure for tighter regu-
lation while avoiding a loss of competitiveness for their banks (Oatley & Nabors 1998). Once a focus on capital
had consolidated, officials’ work turned to the intricacies of establishing rules for coordination, and these dynam-
ics further contributed to liquidity falling through the cracks. The center-piece of such coordination became the
‘home country rule’, which prescribes that subsidiaries of each bank be regulated together with a bank’s
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headquarter, according to domestic accounting rules (Green 2015, p. 444; Thiemann 2018). This principle was
developed to regulate capital in transnational financial conglomerates, but could not be easily extended to the
banks’ liability structures. These involved exposures in different markets and different currencies that are not nec-
essarily those where a bank has its legal home.

Moreover, in consultations with the private sector during the 1980s, Cooke and his colleagues proved institu-
tionally too weak to expand their jurisdiction. Banks not only raised objections against the supervisors’ proposal
with the familiar regulatory arbitrage arguments.24 They also refused to consider the supervisors as legitimate
counterparties in discussions over liability management and regulatory provisions concerning money markets.
This is evidenced by the fact that bankers regularly sent their position papers to the Money Market Division, not
to the supervisors who had issued the consultation documents.25 Bankers also explicitly stressed that supervisors
had a mandate for prudential affairs concerning individual banks, but no responsibility for “ensuring that the sys-
tem as a whole had adequate liquidity”.26 Following this same line of reasoning, British Bankers Association rep-
resentatives argued in a meeting with Bank staff in 1986 that “it would be more appropriate – and in line with
current supervisory practice – to agree the stock levels that should be held by banks in the course of the normal
supervisory dialogue”, not through a comprehensive regulation.27

The proposed liquidity provisions thus became problematic because they transgressed the boundaries set for
financial regulation. Given the resistance from the private sector, the supervisors would have needed endorsement
and support from key actors in the Bank – particularly money market managers – to pursue their regulatory pro-
ject. But the latter had become increasingly disengaged from prudential affairs. In the late 1980s, one member of
the supervisory division noted with some frustration that “there was over a month ago a meeting between [the
supervisors and the Money Market Division] at which several of the relevant questions were discussed, but not
much seems to be clarified. That experience does not encourage me to think that it would be useful to institution-
alise [meetings] at that level.”28

5.4. Path dependencies up until 2007
In the transition from a highly integrated financial governance regime, managed by the Discount Office, toward
new divisions of policy tasks, different attempts at ‘updating’ the regulation of banks’ liability management failed.
Several proposals were made in the 1980s to address this gap, which primarily relied on the domain-specific
expertise of money market managers at the central bank – their experience with liquidity crises and with banks’
opportunistic behavior. But internal coordination problems, together with external lobbying pressure, contributed
to the failure of these reregulation attempts. Organizational divisions and turf wars between money market man-
agers and supervisors and a re-orientation toward increasingly narrow policy mandates (interest rate control vs.
prudential regulation) played a decisive role. I have analyzed in detail the respective episodes because they fore-
shadow subsequent developments that deepened the divides. Without providing a full account of institutional
reforms and organizational processes leading up the 2007–2008 crisis, I use more recent evidence to connect
events from the 1970s and 1980s to the “structural secrecy” (Vaughan 1996) that subsequently emerged around
liquidity risks.

First, in the decades following the 1980s episode, we observe further steps toward institutional closure in the
domains of monetary policy and financial supervision, leading actors to abandon their concerns for regulatory
problems that had still been recognized during the 1980s. In the area of financial supervision, its full articulation
as a distinct governance practice was preliminarily completed when the Financial Services Authority (FSA) was
founded in 1998, following another banking failure (of Barings) and New Labour’s decision to grant operational
independence to the central bank. The supervisors, who had previously been recruited from the central bank’s
general staff, thus collectively moved to a separate organizational entity located in London’s financial district,
Canary Wharf (Goodhart 2002, p. 2). Not just physically, but also institutionally, this move indicated a growing
distance between central banking and financial regulation. As a separate organization, the FSA had its own man-
date and operated within distinct frameworks of accountability. Its practices largely consisted of scheduled super-
visory visits at domestic banks, monitoring of internal management systems, and close coordination with the
audit process; foreign firms with exposures to London’s money markets remained outside of the FSA’s remit. If
the assessment of risk management systems and accounting reports suggested that banks were solvent, according
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to Basel’s capital adequacy rules, the supervisors’ job was properly done (Goodhart 2011b, p. 144). In accordance
with this practice, the FSA staff profiles changed. Lawyers and accountants increasingly dominated the organiza-
tion and personnel with a central banking background disappeared. These developments turned initial problems
with regulating liquidity into entrenched institutional and organizational features. For instance, in 2003, “defi-
ciencies in the existing liquidity regime” were noted, but the FSA “decided not to follow up” on this gap “because
of the greater priority given to capital reform at that time” (FSA 2011, p. 23). This status quo prevailed until
2007.29

Simultaneously, with the full outsourcing of financial supervision to the FSA, and operational independence
for monetary policy, the Bank of England developed an entrenched neglect for regulatory concerns. To the extent
that the central bank maintained a weak mandate for systemic stability, this work remained an exercise in
reporting without much policy impact (Davies & Green 2010).30 The Bank’s missing “culture of regulation” was
associated with its inflation targeting mandate and the dominant role of macroeconomists.31 It is important to
note, though, that the Bank of England nonetheless, and by its very nature, remained an architect and active par-
ticipant of money markets. This is reflected, for instance, in the Bank’s key role in establishing a repo gilt market
in London in the 1990s. Part of the central bank’s power and expertise thus stayed within the tradition of the Dis-
count Office. But what helped in neglecting the broader implications of this role was a disentanglement of opera-
tive considerations from policy decisions. In the words of Bill Allen,

“there was a kind of major re-organisation in which the Bank was really divided into two parts, a kind of
thinking part and a doing part. And what once had been the Chief Cashier was part of doing, not part of
thinking.”32

Market managers were thus to optimize the central bank’s control over short-term market rates (Tucker 2004),
without any mechanism that allowed to channel market expertise back into the policy deliberation and formula-
tion process.33 In consequence, available but fragmented understandings of an increasingly fragile system of mar-
ket-based liquidity caused little concern.

As a result of these further steps toward institutional closure, positive coordination (Scharpf 1994) – a prereq-
uisite for addressing prudential concerns that required money market management expertise and supervisory
competencies – became ever more important and difficult (Goodhart 2002). While internal cooperation inside
the Bank of England had already been deficient during the 1980s in discussions over “The Measurement of
Liquidity” (1980) and the “Sterling Primary Liquidity” proposal (1984), these problems grew with further bureau-
cratic fragmentation. One example – admittedly under specific circumstances – comes from the enactment of the
Tripartite Memorandum of Understanding between HM Treasury, the Bank of England, and the FSA. While this
Memorandum was supposed to formalize cooperation between the different actors involved in financial crisis
management, it brought to light the boundaries that existed between them. In the crucial period before and dur-
ing the transatlantic financial crisis, information exchange remained deficient and available insights were not
brought together to develop a comprehensive understanding of risks.34 Mervyn King, then Governor, claims that
senior Bank officials “knew nothing of the liquidity situation of the banks we were likely to lend”.35 There also
existed no clarity over responsibilities and procedures in a situation of acute crisis.36 Members of the Tripartite
Committee acted more in defense of their and their organizations’ turf than addressing boundary-spanning prob-
lems. These deficiencies became particularly acute during the Northern Rock failure (Hutter & Lloyd-Bos-
tock 2017, p. 72). In summer 2007, the mortgage lender had warned policy makers about its difficulties with
wholesale funding and a looming depletion of liquid means, but members of the Tripartite Committee could not
agree on a common course.37

Lastly, isolated persons and certain groups of officials had demonstrated an acute understanding of the risks
involved (Borio & White 2004; Large 2005). The proposals deliberated at the Bank of England (“The Measure-
ment of Liquidity”) and similar ideas articulated at the BSBC in Basel (Goodhart 2011a) are testament to this.
The problem thus was not a lack of understanding per se. Rather, the problem was that the project of regulating
the banks’ liability management practices and wholesale market exposures lacked the necessary institutional and
organizational support. As part of the problem, supervisors could not draw on the Bank of England’s considerable
influence over money market architectures or its role as lender of last resort in order to design and enforce rules.
By implication, without the full power of central banking behind them, supervisors lacked capacities for with-
standing deregulatory pressure from banks. For instance, while money market managers in the early 1980s had
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still maintained an acute awareness for the existence of liquidity risks arising from new liability management
techniques, in the subsequent years, claims made by “J.P. Morgan, Deutsche, Barclays” etc. about “vastly
improved systems for monitoring and reacting to financial pressures” were not effectively questioned by supervi-
sors, who accepted the idea of self-regulation in this domain.38

6. Discussion and conclusion

The widespread success of central banks in fighting inflation has had a profound effect on how scholars and pol-
icy makers think about institutional design (Tucker 2018). The key to success, it seems, lies in resolving time-
inconsistent preferences through delegation, by giving central banks “accountable independence” (Lastra 1996),
and thereby making sure that monetary policy makers care about inflation, if only for promoting their personal
careers (Rogoff 1985; Adolph 2013). This has reinforced an emphasis on commitment and accountability prob-
lems in broader literatures on governance and regulation, reflected in discussions on new regulatory states
(Majone 1994). Many scholars rely on related ideas to study financial regulation and argue that it is better served
by delegation to single-purpose agencies that act more consistently in the name of financial stability than regulat-
ing central banks, which run into conflicts of interest (Copelovitch & Singer 2008; Winecoff 2014).

There exists good evidence to support these positions. But the financial crisis of 2007–2009 raises fundamen-
tal questions about the weakness of regulation in important areas of finance (Carruthers 2013; Thiemann 2018),
including the absence of effective rules to address aggressive liability management and fragile money markets.
This suggests that institutional designs, which actually improve on commitment and accountability in some
domains, may be deficient in other respects. The deficiency I have explored in this paper derives from the separa-
tion of monetary policy and financial regulation and the creation of ‘orphan problems’ as a result (Borio &
White 2004; Borio 2005; Hellwig 2014). I have also explored weaknesses of financial regulation that derive from
it being disconnected from expertise, sources of influence, and skills that reside in money market divisions of cen-
tral banks (Mehrling 2011; Goodhart 2011b).

The approach chosen to study these deficiencies and weaknesses was historical institutionalist. I traced the
formation of an increasingly formalized and professionalized financial governance apparatus in Britain and dis-
cussed the unintended consequences that this process has had. My story began with the post-war regime, in
which money market managers were able to maintain a high degree of stability, mainly through a ‘financial
repression’-type of regulation that foregrounded liquidity (rather than capital) (Turner 2014). There existed plau-
sible reasons why money market managers lost this role, given the demand for more expansive regulation vis-à-
vis an increasingly open financial system. Also, with the high political saliency of inflation during the 1970s and
early 1980s, central bankers had to find new organizational procedures to reinstall “nominal expectational stabil-
ity” (Hetzel 2008). However, the institutional and organizational solutions found to these problems also meant
that the Bank of England’s monetary and financial operations were less and less recognized as providing critical
resources for achieving macroeconomic and financial stability goals. By reducing such operations to the imple-
mentation of monetary policy – i.e. by disentangling the “doing” from the “thinking part” – a kind of central
banking developed that simultaneously thrives on and black-boxes its “infrastructural entanglements”
(Braun 2018) with finance. Also, by dissociating financial regulation from central banking, regulators were
deprived of the expertise, skills, and means of influence that are associated with central banks’ active trading in
and interaction with markets. Lack of direct access to these resources, as a result of organizational separations,
could not be compensated by positive coordination. Turf wars between regulators and money market managers
(in the early 1980s) and increasingly disparate policy orientations, objectives, and professional norms (from the
late 1980s onwards) prevented such coordination to succeed. As a result, attempts by supervisors to address the
gap in their regulatory approach never came to fruition.

Since I have provided a single case study here, the question arises to what extent similar processes could be
observed in other contexts. In support of this, a large body of scholarship has shown how, in the course of the
1980s and 1990s, monetary policy and financial regulation were organized in convergent ways across a diversity
of states (Briault 1999; Goodhart 2002; Polillo & Guillén 2005; Bodea & Hicks 2015). And even in those countries
where central banks kept regulatory responsibilities, we can observe comparable transformations taking place
inside the organizations. For instance, while the Federal Reserve has remained an ‘umbrella supervisor’ for
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financial holding companies (Haubrich & Thomson 2008) (in an otherwise fragmented regulatory landscape), it
has internally separated monetary from prudential policy. Historically, the Fed had regulated banking and credit
by influencing available reserves and money market conditions. But this integrated approach to monetary and
financial policy was suspended in the 1960s (Mehrling 2011; Rotemberg 2014). Subsequently, monetary and capi-
tal markets research was divided into two separate divisions during Greenspan’s tenure (Axilrod 2009, p. 133).
Indeed, one of the few countries with stronger control over banks’ liability management and money markets until
the late 1990s was Germany. The primary reason for this was that the Bundesbank had not yet fully dissociated
monetary policy from a broader control over banking sector liquidity, due its particular version of monetary pol-
icy (i.e. monetary targeting) (Gabor 2016).

It is important to recognize that the divisions of policy tasks described in this paper were established within
particular political economy contexts. These contexts go a long way in explaining why all states, including Ger-
many (via eurozone governance), ultimately moved toward an institutional design according to which central
banks limit themselves to inflation targeting; and that entails a financial regulation reliant on micro-prudential
tools, which function in otherwise deregulated, liberalized contexts. This basic situation has not changed with the
transatlantic financial crisis, which is why initiatives to address the gaps described in this paper have frequently
been characterized as half-hearted and weak (Borio 2014; Helleiner 2014; Stellinga & Mügge 2017).

Looking ahead, I would suggest that the currently prevailing divisions of policy tasks – with monetary policy
and prudential financial regulation (micro and macro) remaining separated – provide strong obstacles for more
radical changes in the regulation of finance. It has been highly beneficial to the institutional status and legitimacy
of policy makers – and particularly central bankers – that they can externalize and disambiguate ‘entangled’ prob-
lems, including those associated with banks’ liabilities. It is, therefore, highly plausible that these policy makers
resist any changes that require them to re-internalize these problems and recognize their interconnections. For
instance, current divisions of labor allow central bankers to ignore the dilemma that (small, unequally distributed,
short-term) macroeconomic gains from quantitative easing come at the cost of deepening the structural problem
of over-sized finance (Arcand et al. 2015). A similar point can be made about liquidity regulation, where not just
transitional costs for private firms, but also monetary policy interests in liquid markets (Braun 2018) stand in the
way of more significant regulatory change (Stellinga & Mügge 2017). While some experts argue that monetary
policy should internalize its destabilizing implications for finance, e.g. via more coordination (Smets 2014),
incumbent policy makers and the majority of economists favor addressing these issues with a “modified Jackson
Hole consensus” that puts the burden on macroprudential regulation as a separate policy making jurisdiction.
The processes described in this paper, and my elaboration of critical views on new regulatory states, suggest some
institutional and organizational mechanisms to explain the attractiveness of these status-quo approaches and their
weakness in addressing structural problems in finance.

If the idea of accountable independence in monetary policy making was formative for regulation and gover-
nance scholarship in the 1990s until the early 2000s, bringing to light the advantages of credible commitment
and delegation to specialized agencies, then we may use the very crisis of contemporary monetary and financial
governance to think more generally about deficiencies in the organizing principles of new regulatory states. One
proposition is that such state formations do not so much help resolve conflicts between policy objectives, as ren-
der invisible the hard choices that would be needed if policy makers had to internalize them and recognize their
interrelations (Krippner 2011). Highly differentiated governance structures may even contribute to complacency
because policy makers resist changing their frameworks of accountability if they are perceived as successful under
the current regime and fear that changes will confront them with new dilemmas. For instance, since central
bankers have found that inflation targeting provides a benign framework of accountability under contemporary
political economy conditions, they resist rethinking more foundationally the functions and practices of central
banking. These problems indicate that the possibilities of enhancing policy effectiveness and legitimacy by isolat-
ing objectives and policy instruments has its limits and costs.

Another key idea to emerge from this study is that financial governance is one instance of a broader tendency
toward bureaucratic fragmentation, which exacerbates problems of coordination inside bureaucracies (Koop &
Lodge 2014). Scholars should particularly pay attention to situations in which one group of officials is given for-
mal regulatory responsibilities but is divorced from the skills, expertise, and sources of influence relevant to
accomplish its tasks. Understanding these problems often requires unpacking governance as a practice, which
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entails domain-specific resources that are essential for achieving meaningful, welfare-enhancing outcomes (Col-
lins & Robert 2009).

Relatedly, the case of financial governance also makes evident that we need to analyze how regulators are
positioned vis-à-vis those public institutions and actors that the private sector structurally depends on – as banks
do, for instance, on central banks and the fiscal apparatus. Arguably, a dissociation of regulation from such insti-
tutions and actors can lead to an asymmetric constellation in which the private sector receives subsidies when
needed, but cites the advantages and inevitable force of competitive markets when confronted with prudential
regulatory demands.
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