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Abstract

Governments across the world increasingly rely on non-state agents for managing
even the most sensitive tasks that range from running critical infrastructures to
protecting citizens. While private agents frequently underperform, governments as
principals tend nonetheless not to enforce delegation contracts. Why? We suggest the
mechanism of institutional resilience. A pre-existing set of rules shapes non-
enforcement through the combination of (i) its structural misfit with the delegation
contract; and (ii) asymmetric interdependence that favors the agent over time. To
demonstrate the plausibility of our argument, we trace the political process behind
Europe’s largest military transport aircraft, the A400M. Governments delegated the
development and production of this complex program to a private firm, Airbus. They
layered a ‘commercial approach’ onto traditionally state-run defense industries. Yet,
resilience caused these new formal rules to fail and eventually disarmed principals.
Our mechanism constitutes an innovative approach by theorizing an alternative path

towards dynamic continuity.
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1 Introduction

Governments across the globe increasingly rely on non-state intermediaries even for
the most sensitive tasks (Genschel and Zangl, 2014).! Political science research on
public-private partnerships has revealed the outsourcing of national security to private
companies (Markusen, 2003; Schilde, 2017: 255-262). Similarly, scholarship on the
delegation of critical tasks to international organizations (I0Os) has shown their
increasing authority and intrusiveness (Tallberg, 2002a; Hawkins et al., 2006). Many
of such indirect governance arrangements, however, face one key challenge —
independent from whether tasks are delegated to profit-oriented firms or I0s (Abbott
et al., 2017; Abbott et al., 2019). Governments as principals often refrain from strictly
enforcing the terms of delegation.? For instance, scholars have stressed the
underperformance of the World Health Organization, which is hampered by its regional
offices’ unchecked powers that ‘exceed the constitutional rights granted to them’
(Hanrieder, 2016: 97). Yet, this failure has not led to a reinforcement of the initial
constitutional rules. Moreover, research on outsourcing shows that credit rating
agencies have not merely underperformed, they even contributed to the fiascos of the
most recent financial crisis. Yet, governments did neither withdraw regulatory powers
from nor enforce existing contracts with these ‘resilient blunderers’ (Kruck, 2016).
While we thus observe widespread slackness of agents, governments acting as their
principals often do not enforce delegation contracts. Why?

We distinguish between two sets of drivers of non-enforcement that political science
scholars have identified. Principals may be incapable of enforcing delegation contracts,
for example, due to imperfect information about agents as well as collective action
problems (Miller, 2005; de Biévre et al., 2013; Popa, 2018). Principals may also be
unwilling to enforce delegation contracts because, for instance, sanctions would erode
the agent’s competence to accomplish the delegated task (Abbott et al., 2019; Becker,
2019). We suggest, by contrast, a historical-institutionalist explanation for trajectories

in which principals, though sometimes able and at other times willing to enforce a

1 The order of author names reflects this paper’s initial emergence within a project funded by
the German Research Foundation (WE 3653/4-1) rather than both authors’ individual —
since equal — contribution.

2 We adopt an indirect governance perspective and thus use the terms principal when

referring to the government, and agent when referring to its non-state contractor.



delegation contract, eventually refrain from doing so. Therefore, we theorize a
mechanism of dynamic continuity, namely institutional resilience (Pierson, 2004: 142—
153; Weiss, 2019) that explains the non-enforcement of delegation over time.

Institutional resilience operates under two conditions: First, there is a structural misfit
between pre-existing and layered rules, i.e. ‘new elements [crafted] onto an otherwise
stable institutional framework’ (Thelen, 2004: 32). Principals and agents follow the two
sets of rules inconsistently, which gives rise to uncertainty and conflict. Second, there
is an asymmetrical power relationship that favors the agent over time. This shapes the
eventual resolution of the political conflict between principals and agents over which
rules to follow. When agents prefer the pre-existing over the layered rules, continuity
will prevail. We therefore zoom in on the causal process underlying dynamic continuity
as we unpack the conditions under which institutional resilience trumps incremental
change through layering (Olsen, 2009; Mahoney and Thelen, 2010; van der Heijden,
2010).

We demonstrate the plausibility of our argument by tracing the political process that
led to the non-enforcement of the rules governing the development and production of
a military transport aircraft, the A400M program. Arms procurement is one of
governments’ core tasks which they regularly contract out to private companies (Popa,
2018) and thus belongs to the so-called commanding heights of the economy (e.g.

Weiss, 2020).2 The A400M constitutes the largest, as well as most prestigious,

3 We understand the commanding heights as private industries essential for the national
economy as a whole and, therefore, with a prominent role of the state. Admittedly, arms
procurement is an exceptional task since it not only constitutes a core state power (Weiss,
2014), but is also characterised by an idiosyncratic market structure (Bialos et al., 2009).
We hold, however, that our case study allows for contingent generalizability. First, arms
procurement has gradually lost its exceptional legal nature within the European Union (EU)
and beyond. Today, arms acquisitions are much closer to public procurement rules than in
the past and a remarkable body of case law is emerging in this domain (Weiss and
Blauberger, 2016). Hence, an increasing number of scholars no longer apply theoretical
instruments from high politics to the study of defence industries, but engages with standard
political science theories (De Vore and Weiss, 2014; Schilde, 2017). Second, we theorize
and analyse the implementation of a political decision. The market structure as well as high
politics considerations clearly played a role when governments opted for a European —

rather than an American — transport aircraft (Joana and Smith, 2006; Faure, 2019). Yet, the
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collaborative defense project in Europe today (Thiem, 2011). In 2003, Germany,
France, Belgium, the United Kingdom, Turkey, and Spain agreed to build a military
transport aircraft and contracted its development and production out to EADS/Airbus.*
We conceptualize this as delegation from the governments as principals to the firm as
an agent (Kurc and Oktay, 2018: 473—-475; see also, Moravcsik, 1993: 130-131). The
provisions of the delegation relationship were layered onto the pre-existing institutions
of state-run defense sectors in Europe. A novel ‘commercial approach’ deviated from
the established rules. It guaranteed Airbus significant freedom; at the same time, it
provided participant states with fixed prices and delivery schedules (Joana and Smith,
2006). Yet, despite delays and enormous cost overruns, governments abstained from
enforcing these ‘commercial’ terms of delegation. Instead, they returned to the defense

sector’s original rules of informal coordination. Continuity ultimately prevailed.

In our analysis, we have opted to focus on the German government as, of all the
principals, it was the one most willing and most capable of strictly enforcing the formal
provisions.® First, Germany had the strongest interest in applying the new layered rules
as it would be most affected by the program’s failures. The German version of the
A400M faced the most severe technological problems, cost overruns and delays. In
addition, the German government employed powerful reformers after 2014, all of whom
agreed to treat the A400M contract as a showcase of change. Second, the country’s
successful macro-economic performance made it less dependent on jobs at Airbus
and its suppliers than other participant governments. Germany was thus ‘least likely’
to privilege non-enforcement in exchange for jobs (see George and Bennett, 2005:
109-125; Gerring, 2007: 115). This deliberate selection of the most willing and the most
capable principal creates a bias towards strict enforcement of the layered rules and

thus allows for some contingent generalization of our theoretical argument.

The paper starts by showing that both the opportunities provided to the principal by

formal institutions and its preferences would have led us to expect a strict enforcement

following interactions between governments as principals and private firms as agents were
no longer predominated by national security interests. Instead, they resembled the logic of
governments’ manifold practices at the commanding heights.

4 In the following, we refer to the company’s current name: Airbus.

5 Samuel Faure (2019) conducted extensive field research on France’s participation in the

A400M and provided important insights on the distinct ‘configuration’ there.



of the A400M contract. Second, to explain why non-enforcement prevailed
nevertheless, we introduce the resilience mechanism and spell out its observable
manifestations. Third, we present the findings of our process-tracing analysis. Finally,
we discuss the broader theoretical implications beyond explaining why principals
accept agents’ non-compliance. More generally, our argument about how institutional
resilience disarms principals will contribute to historical-institutionalist scholarship by
providing the micro-foundations of dynamic continuity.

2 Why enforcement of the contract should have been expected

We suggest the following conceptualization of whether a delegation contract is
enforced, or not (Casper, 2001; Tallberg, 2002b). Principals may approach agents that
underperform or slack in one of two ideal-typical ways: Strict enforcement means that
principals and agents implement their contract exclusively in line with the written terms.
If interpretations diverge, disputes are settled by third parties (e.g. courts) according to
the contractual prescriptions (de Biévre et al., 2013). Strict enforcement thus has three
observable implications: (i) extensive monitoring; (ii) (threat of) sanctions and
compensation; and (iii) dispute settlement by third parties. Non-enforcement, by
contrast, means that principals adopt a perspective beyond the formal contract and
promote informal compromises beyond the written terms. When unforeseen
circumstances occur, contracting parties seek mutual accommodation based on
socially shared practices rather than dispute settlement by third parties. Non-
enforcement thus has three observable implications: (i) emphasis on social norms,
such as risk-sharing; (ii) informal agreements beyond the written terms; and (iii)
bilateral consensus-finding between governments and firms (Bastings et al., 2017:
300-301).°

Germany’s non-enforcement of the A400M program seems to contradict the theoretical

expectations of why principals supposedly decide against enforcing delegation

6 Our distinction between strict enforcement and non-enforcement largely corresponds to the
notion of different enforcement styles (Bastings et al., 2017) and is also compatible with the
difference between dyadic and triadic enforcement constellations (de Bievre et al., 2013).
Please note that we do not theorize the normative desirability of either enforcement or non-
enforcement. Both have distributive consequences and create losers as well as winners.

We do not make theoretical assumptions on which better serves public welfare.

6



contracts. Indeed, the government was not only able, but also willing to enforce the

A400M program in accordance with the written terms.

2.1 Formal institutional opportunities: The capacity for strict enforcement

Scholars from various research traditions have explained the enforcement of contracts
by formal institutions. Both legal scholars and rational choice theorists expect actors to
largely follow formal rules (La Porta et al., 1998; Koremenos et al., 2001; see also,
Culpepper, 2005: 177-184). Hence, governments should enforce formal prescriptions
as agreed with the firm. Given that, from this theoretical perspective, the A400M
contract is expected to be the primary source of information, how would the

enforcement of formal rules have looked like?

First, due to the firm’s high discretion within the development process, the formal rules
incentivized purchasing states to monitor Airbus extensively. For instance,
governments’ direct control of critical milestones was limited as development,
certification, and production were integrated into a ‘single phase contract’ (Mawdsley,
2013; KPMG et al., 2014). Moreover, the ‘commercial approach’ provided Airbus with
significant freedom to choose subcontractors according to a value-for-money-logic
rather than national origin (Joana and Smith, 2006; Giegerich, 2010: 94). Formal rules
thus required governments to monitor Airbus from the outset as the demand for first-
hand information increased with the granting of discretionary opportunities (Mawdsley,
2013: 25). They followed the logic of ‘eyes on — hands off’ (Masseret and Gautier,
2009: 21).

Yet, the discretion granted did not lead to careful monitoring. Although governments
learned about problems resulting from Airbus’ codified discretion, even Germany,
which was expected to play hardball with the firm (Senior Airbus official, November 22,
2016), hardly monitored it. For instance, the German Ministry of Defense discovered
as early as 2007 that Airbus was exploiting its freedom within the ‘functional
requirements’ to develop the cheapest solutions (Der Spiegel, 2015a). Furthermore,
Airbus only revealed difficulties, such as the software problems of the engine supplier,
‘piece by piece’ (Lange, 2009: 2). Nevertheless, the only attempt at systematic
monitoring took place in 2009 when governments selected PricewaterhouseCoopers
to conduct an external audit of Airbus (Dickow, 2010: 2; Hepher and Siebold, 2010).
Hence, the formally granted discretion did not translate into generally increased

monitoring. The governments failed to adjust their behavior to the new formal rules.
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Second, the A400M contract prescribed legal responsibilities and opportunities for
compensation claims as well as sanctions. According to the legal approach, these
should have informed how contracting parties resolved conflicts. Yet, when
disagreements between the governments and Airbus occurred, this tended to result in
the re-establishment of informal consensus rather than sanctions. In late 2009, the
company demanded concessions from purchasing states even after the external audit
revealed its non-compliance with the contract, including delays and cost overruns
(Dickow, 2010: 2; Hepher and Siebold, 2010). Nevertheless, Germany refrained from
making use of its contractual rights which obliged Airbus to absorb the risk of cost
overruns and to compensate for delays (Lange, 2009: 3). Governments also had the
right to withdraw from the project collecting a refund of 5.4 billion euros. However,
Germany neither enforced the contract nor used the threat to withdraw, but weakened
its own position by publicly announcing its interest in continuing the A400M program
(Der Spiegel, 2009a; FAZ, 2010a; New York Times, 2009). The conflict was resolved
by a mutual agreement on risk-sharing that accommodated Airbus far beyond
contractual prescriptions (FAZ, 2010c; Giegerich, 2010: 93; Hepher and Siebold,
2010).

In a nutshell, a legal approach would have expected enforcement in line with the
A400M contract. Yet, Germany and the other governments refrained from exploiting
their institutional opportunities to enforce the contract. They did neither thoroughly
monitor whether Airbus completed delegated tasks, nor did they threaten sanctions or

claim compensation.

2.2 Actors’ preferences: The willingness to insist on strict enforcement

It remains conceivable that non-enforcement is driven by what governments want and
not so much by what they are legally supposed to do. Given stable institutions, a
changed order and intensity of preferences might explain (non-)enforcement
(Moravcsik, 1993; Scharpf, 1997: 51-68). Most significantly, protracted procurement

processes often empower new actors during the implementation phase who did not



participate in the initial agreement (e.g. Mahoney and Thelen, 2010: 22—-28).” The latter
can either promote new policy objectives or reinforce the former ones (Pierson, 2004:
120; Mahoney and Thelen, 2010: 22—-29; see also, Wagner et al., 2018). This would
lead us to expect the enforcement of the A400M contract when new actors with a clear

preference for this substantive policy were empowered.

In fact, when Ursula von der Leyen assumed the office of Minister of Defense in 2014,
she persistently pushed forward far-reaching reforms of the German defense sector in
response to several procurement fiascos. Most notably, she brought in private
consultants who aimed at substantially improving risk management as well as control
in armament programs. A report by KPMG of September 2014 was an ‘eye-opener’
(Scherf, G., June 12, 2017): all existing contracts prescribed a risk distribution that was
to the clear disadvantage of government — with one exception: the A400M contract.
KPMG thus suggested sending an unambiguous signal by its strict enforcement (FAZ,
2014; KPMG et al., 2014: 13-15).

Now, this course of action was not only enabled by formal rules, but the political
willingness, even eagerness, to pursue it, was clear. The newly appointed armaments
director and former consultant Gundbert Scherf even stressed that the A400M contract
should become the reform’s ‘flagship’ (Scherf, G., June 12, 2017). This empowerment
of new actors with clear preferences for change could have explained a dynamic of
Germany demanding compensation for delays and capacity deficits (FAZ, 2014; Der
Spiegel, 2015a) as well as its initial reluctance to accept Airbus’ demands for
renegotiation in 2015 (Financial Times, 2015; Der Spiegel, 2016b; Senior Airbus
official, November 22, 2016). Yet, this momentum rapidly vanished. Even though
Germany was clearly willing to enforce the contract from 2014, non-enforcement

ultimately prevailed.

In sum, we face a theoretical puzzle: neither the principal’'s preferences nor the
opportunities provided by formal institutions suggest the observed non-enforcement of

the tasks delegated to Airbus.

7 While new actors, such as policy entrepreneurs, might constructively utilize ambiguity in the
agenda-setting phase (Edler and James, 2015), our argument relates to those new actors

that interfere in distributive conflicts during the implementation phase.



3 Historical-institutionalism and the non-enforcement of delegation contracts

To explain non-enforcement of delegation contracts, we suggest institutional resilience
as a mechanism that reproduces the underlying patterns of how actors behaved
historically. Layering initially seeks to induce incremental change, but resilience steps
in and gives rise to continuity in a dynamic way. As a result, layered rules have led to
instability; yet, outcomes eventually resembled the past. In other words, resilience
constrains the effectiveness of new rules by reproducing pre-existing rules. Building
on historical-institutionalism, the following section theorizes this mechanism and, then,
spells out observable manifestations to probe its operation within the trajectory of the

A400M program in the empirical analysis.

3.1 Theorizing the institutional resilience mechanism

We start out from the historical-institutionalist notion that initial institutional choices may
— over time — self-reinforce and thus increase the likelihood of actors following pre-
existing rules (Mahoney and Thelen, 2010; Rixen and Viola, 2014). Institutional
resilience denotes the reproduction of the underlying patterns of behavior and thus the
basic rules within a given institutional setting (Pierson, 2004: 142—-153; see also,
Weiss, 2019). The resilience mechanism @ operates under two conditions: (i) a
structural misfit between layered and pre-existing rules; and (i) asymmetric

interdependence in favor of the agent.

First, the structural misfit condition stresses non-complementarity between pre-existing
rules and new formal rules that have been layered onto them (Hall and Soskice, 2001;
Helmke and Levitsky, 2004; Pierson, 2004: 136-162; Buthe and Mattli, 2011: 38-59).
National political economies involve ‘institutional spheres that function better the more
they “complement” one another’ (Streeck, 2010: 26). If complementarity is high, neither
pre-existing institutions nor the new rules are challenged so that institutional contexts
operate smoothly. The principals’ enforcement is expected to follow a unified set of
rules. By contrast, if new rules misfit and thus compete, both the pre-existing and the

layered rules constitute a conceivable basis for action: principals might, for instance,

8 A mechanism can be understood as ‘a system that produces an outcome through the
interaction of a series of parts [...]. Each part is composed of entities that engage in
activities.” (Beach and Pedersen, 2013: 39)
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follow pre-existing rules, which implies non-enforcement of the layered rules, and vice
versa. Given this ambivalence, the structural misfit condition causes political conflict
over which rules to follow. It is this dynamic that transforms a structural condition into

opportunities and constraints, upon which actors draw to pursue their preferences.

Second, the condition of asymmetric interdependence in favor of the agent shapes the
distribution of bargaining power and thus the resolution of the political conflict (Farrell
and Newman, 2016; Moe, 2019). We draw on an issue-specific and dynamic notion of
bargaining power: Actors’ preference intensity determines their costs of non-
agreement and thus their willingness to make concessions (Moravcsik, 1999; Scharpf,
1997). Given diverging preferences, asymmetrical information, and the resulting
different outside alternatives, principals and agents place different values on finding an
agreement. The more one prefers an agreement, the less powerful one is and thus the

more willing to make concessions.

We assume that agents tend to prefer the rules of the delegation contract less than
principals, since they were in a relative less powerful position at the beginning of the
relationship (Abbott et al., 2016, 2019; Hawkins et al., 2006). We further argue that
agents will be increasingly empowered over time. The more protracted a delegation
relationship, the more informational advantages accrue to agents and the more
alternative options they can draw on (Pollack, 1997: 108; De Vore, 2011; see also,
Kurc and Oktay, 2018). Agents gain better knowledge of different courses of action,
which allows them to create outside options and thus to transform their vulnerabilities
into mere sensitivities (Keohane and Nye, 2011). They can also build up capabilities
that make them more competent in accomplishing the delegated tasks while rendering
alternative agents less attractive for principals (Abbott et al., 2019). As the costs of
their non-agreement decrease over time, agents will be increasingly able to impose

their preferred rules on principals.

Up to this point, we have suggested that the non-enforcement of a delegation contract
depends on two conditions: a structural misfit shaping a conflict and an agent
increasingly empowered by asymmetrical interdependence and willing to resist formal

enforcement. How are these conditions transposed into micro-level behavior?

The resilience mechanism starts out from the signing of a contract in which a principal
delegates tasks to an agent. The trigger is a new formal rule that is layered on a pre-
existing institutional setting. The contractual prescriptions provide information and

structure actors’ expectations and behavior. Yet, under the condition of structural
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misfit, pre-existing informal rules suggest a deviating course of action and thus non-
enforcement. Principals and agents draw on both of these contradictory opportunities
and constraints, which leads to uncertainty about which rules to apply. Hence, they
follow pre-existing and layered rules inconsistently, and shift between the two. This
gives rise to contradictory expectations that leave principals and agents dissatisfied.

Instability prevails.

Given diverging preferences, principals and agents enter distributive conflict that can
only be resolved by power bargaining. They exchange threats and promises in order
to move the other towards their own preference order. While this divergence leads to
conflict, it is the distribution of preference intensity that shapes the bargaining outcome.
The condition of increasing asymmetrical interdependence in favor of the agent entails
the latter assigning less value to the resolution of the distributive conflict than the
principal does. It thus provides agents with better outside options over time. This
empowers them to resist principals’ attempts to enforce the layered rules and impose
their own preference order. The outcome is non-enforcement of the delegation

contract. Figure 1 summarizes the operation of the institutional resilience mechanism.
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Condition | Condition Il

Structural misfit Asymmetrical
interdependence
— pre-existing rules
suggest non- — lower preference
enforcement intensity of the agent
of layered rule over time
Trigger Outcome
New layered rule Principal & agent Principal & agent Non-enforcement
establishing delegation uncertain about which diverging preferences of layered rule
relationship between rules to act on & different costs of
principals & agent non-agreement
— pre-existing rules
— layered and — power bargaining in line with agent’s
- ru!e suggests terms pre-existing rules are over enforcement of preferences are
of its enforcement followed inconsistently layered rule reproduced

Figure 1. Institutional resilience mechanism
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3.2 Tracing the operation of the institutional resilience mechanism

This section spells out how the resilience mechanism operates in collaborative arms
programs, such as the A400M. First, armament projects are based on formal contracts
between governments (i.e. principals) and firms (i.e. agents) that implement them
(Moravcsik, 1993). The structure and the content of this contract suggest specific
patterns of enforcement. For instance, the development of a new military platform may
be separated from the production phase; alternatively, development and production
may be integrated into a single process. While separation automatically guarantees
phase-by-phase control, integration requires permanent monitoring across the whole

process since regular control has been abandoned.

Second, the structural misfit condition implies observing contradictory and increasingly
conflictual behavior of governments and firms. They are uncertain over whether to act
in accordance with the layered rules or with pre-existing informal rules and historical
legacies (e.g. De Vore and Weiss, 2014; see also, Allen, James, and Gamlen, 2007).°
Hence, the question arises of which set of competing rules will prevail. The
effectiveness of rules depends on actors’ beliefs, which, in turn, impact upon
observable behavior (Helmke and Levitsky, 2004: 728). Great disparity between the
rules’ effectiveness will lead to the effective rule replacing the ineffective one. By
contrast, if both sets of competing rules are effective, governments and firms are
uncertain and apply them inconsistently. For instance, informal agreements on some

issues will be combined with formal monitoring and sanctions.

Third, the condition of asymmetrical interdependence in favor of the agent implies
observing not only the diverging interests of governments and firms (i.e. what they
each want), but also a different degree of preference intensity (i.e. how much they want
it). Both can be assessed by applying theories, using documents, and asking experts
(zurn, 1997: 298-302). We expect contracting partners to engage in power bargaining
and to apply strategies of threats and promises that allow for outcomes close to their

preferences. The initial contract is supposedly closer to the principal’s preferences as

9 Our premise is that actors opportunistically follow rules to satisfy their interests. The
unfolding uncertainty is thus not only a pure coordination problem, but one with distributive
consequences that actors are supposedly aware of. In other words, both principals and
agents are regularly involved in venue or forum shopping (e.g. Coen et al., forthcoming).

We are highly grateful to one of our reviewers for helping us to clarify this point.
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more than one agent is normally available for the delegated task. Over time, however,
the firm should be able to demonstrate more resolve; its threats should become
increasingly credible and thus effective. By contrast, governments’ alternative options
weaken over the duration of the procurement project. They will thus be willing to grant
concessions to bring the arms program to a successful conclusion. This disparity in the
costs of non-agreement will rise over the duration of a protracted process as

governments will incrementally withdraw from — or lose — outside options.

Finally, we expect the outcome to be closer in line with the preferences of the agent.
This implies that institutional resilience has empowered the agent to resist the layered
rules that were put forward by the government. The delegation contract is not enforced;

resilience has prevailed.

4 The operation of institutional resilience in the A400M program

To probe the workings of the institutional resilience mechanism in the case of the
A400M program, we employ process-tracing (Beach and Pedersen, 2013). Our
empirical evidence stems from a diversity of sources, which are triangulated to trace
the causal process: (i) official documents, secondary literature, and think tank
approaches; (ii) the complete media coverage by Frankfurter Allgemeine Zeitung, Die
Zeit, Der Spiegel, Financial Times, and New York Times from 1995 through 2018; and
(iif) semi-structured interviews with governmental and corporate protagonists (e.g.
former CEOs, A400M program managers, armaments directors). Our objective is to
develop within-case inferences about the operation of the resilience mechanism, which

can be generalized to further instances of delegation.

4.1 Layering new rules of defense procurement

The A400M contract was layered onto the pre-existing institutions of state-run defense
sectors in Germany. Its novel ‘commercial approach’ prescribed legal responsibilities
and opportunities for compensation claims as well as sanctions. It guaranteed Airbus
the number of aircraft orders and significant freedom in choosing capable (rather than
politically opportune) sub-contractors while participant states could postpone initial

development funding and rely on a fixed price (Lange, 2009).

By contrast, Germany’s historically evolved approach to defense procurement was

rather guided by informal rules (Weiss, 2020). The specific design of formal delegation
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contracts normally allowed for the complementary effectiveness of the informal setting.
Strictly contractual coordination was thus subordinated (Creswell and Kollmer, 2013).
Traditionally, research and development were separated from production. The former
phases would begin with proof of concept studies and gradually evolved towards
technology demonstrators. Governments and firms concluded a myriad of minor
contracts within this process and constantly negotiated the precise terms. As a result,
public-private interactions strived for political compromises within a loose and informal
framework of rules. One knew the other, relied on flexible exchanges, and engaged in
mutual risk-sharing. This involved diffuse reciprocity among principals and agents,
rather than an adversarial ‘tit-for-tat’ (Scherf, G., June 12, 2017). Formal delegation
contracts thus largely suggested the flexible enforcement of arms programs. For
instance, the German government relied on informal coordination to establish political
compromises with firms in the Eurofighter program and its predecessors (De Vore,
2014: 436). Even though preferences sometimes diverged, contract parties repeatedly

found a consensus, whereby the written terms were flexibly interpreted.

4.2 From structural misfit towards uncertainty and conflict

As the German government acted according to both the layered contract as well as
pre-existing institutions from 2003 to 2013, uncertainty grew. Sometimes, both rules
were simultaneously effective (i.e. competition between new and pre-existing rules).
At other times, only informal rules were effective (i.e. the contract was substituted by
the pre-existing rules).

First, the conclusion of the 2003 contract itself indicated a shared belief in the
prevalence of informal rules of diffuse reciprocity. Governments politically intervened
in contradiction to the contractual ‘commercial approach’ principle (Joana and Smith,
2006: 78-79; Dickow, 2010: 2; Scherf, G., June 12, 2017), when the development of
the engine was awarded to Europrop International (EPI). While Airbus initially preferred
the Canadian firm, Pratt & Whitney, governments pressed for EPI to save jobs and
technical knowledge in Europe (Lange, 2009: 2; Giegerich, 2010: 93; Senior Airbus

official, November 22, 2016).1° The agent not only accepted this political interference

10 EPI was composed of Snecma (France), Rolls-Royce (Great Britain), MTU Aero Engines

(Germany), and Industria de Turbo Propulsores (Spain).
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but also remained legally responsible for the functioning of the engines (FAZ, 2010a;
Mawdsley, 2013: 27; Financial Times, 2015). This shows Airbus’ strong belief that
enforcement would follow established informal institutions rather than an adversarial
‘tit-for-tat’ that layered rules suggested. Based on previous experiences, the firm
abstained from modifying the written terms of the delegation contract and expected to
later renegotiate and demand concessions (Die Zeit, 2010; Scherf, G., June 12, 2017).
Hence, pre-existing beliefs about how (not) to enforce collaborative arms programs
were effective at the time of contracting. If that was not the case, Airbus’ signature of

the 2003 contract would have been beyond any conceivable rationality.

Second, Airbus attempted to exploit the opportunities provided by both sets of rules.
On the one hand, the agent, in accordance with pre-existing rules, pressed for
concessions from principals. From 2007 to 2009, the A400M project suffered from
delays, cost overruns, and technical problems. However, Airbus demanded fairness
and burden-sharing in the light of prior political interferences, i.e. a new delivery plan
and a waiver for delays, a reduction in requirements, as well as a reallocation of risk
and additional payments (FAZ, 2010b; Hepher and Siebold, 2010). On the other hand,
the agent simultaneously referred to the new formal rules and exploited the reduced
extent of control instruments provided by the single-phase contract. For example,
Airbus relocated engineers from the A400M to the civilian A380 program since the
former contract did not ensure that these were permanently available for the military
transport aircraft (Mawdsley, 2013:25; KPMG et al, 2014:13). Germany’s
government representatives were increasingly irritated by Airbus’ behavior, which, in
turn, de-stabilized mutual expectations (Der Spiegel, 2009b; Lange, 2009: 2). In other
words, the agent opportunistically applied both layered and pre-existing rules and thus
drove uncertainty about the effective rules of the game.

Third, uncertainty strongly materialized in 2009 when both formal and informal rules
were simultaneously effective. By March 31, the contract’s termination was unilaterally
possible given the non-achievement of a critical milestone: the A400M’s maiden flight.
In case of termination, the agent would have had to refund 5.4 billion euros within 60
days (Der Spiegel, 2009a; Lange, 2009: 3). When Great Britain threatened to take
advantage of this contractual opportunity, other governments and Airbus engaged in
finding a viable compromise. In an informal ‘side letter’, Great Britain was allowed to
trim its order without claiming a refund (New York Times, 2009; Hepher and Siebold,
2010). At the same time, governments established a monitoring instrument: the
detailed audit of Airbus by PricewaterhouseCoopers (Dickow, 2010: 2; Hepher and
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Siebold, 2010). The resulting report ultimately revealed the agent’s management
failures and drew the conclusion that Airbus was able to bear the additional costs
alone. This provoked a harsh reaction by the firm. Given an imminent rating downgrade
due to the report, Airbus claimed that PricewaterhouseCoopers had recalled their
assessment — a statement PricewaterhouseCoopers as well as the German Ministry
of Defense refused to comment on. Furthermore, a company official reportedly stated
that ‘it can’t be that the German government is now achieving what Boeing has been
trying to do for forty years: to bring Airbus down.’!! This tinkering between the two sets

of rules further increased uncertainty whereby the conflict increasingly escalated.

Finally, pre-existing rules ultimately substituted the strict enforcement of the initial
contract in late 2009 and early 2010, when the German government deliberately
refrained from enforcing its formal rights. The A400M contract not only stipulated a
fixed price but also obliged Airbus to bear the risk of cost overruns and to pay damages
in case of delays as well as a refund in case of termination (Der Spiegel, 2009a). At
this stage, Germany alone would have thus been entitled to 500 million euros in
compensation (Lange, 2009: 3). Yet, the government did not invoke the termination
clause as a threat, but publicly claimed its interest in the future of the A400M program
and repeatedly postponed the termination date (Der Spiegel, 2009a; New York Times,
2009; FAZ, 2010a).

While layered rules would have clearly been more favorable, the principal followed a
consensual approach that stressed reciprocity. A compromise was found by March
2010 that should stabilize the program for the following three years. Whereas the
principals transferred 3.5 billion euros and renounced penalties, the agent took losses
of around 4.2 billion euros and introduced cost-cutting measures of 3.6 billion euros.
The number of aircraft was reduced, capabilities were cancelled or postponed, and
deliveries were newly scheduled (FAZ, 2010c; Giegerich, 2010: 93; KPMG et al.,
2014). The unit price increased from 124 to 175 million euros (Der Spiegel, 2015a).
What is important to note is that, from 2003 through 2013, the German government

was unilaterally capable, but unwilling to strictly enforce its delegation contract.

11 Unnamed company official, cited by Léwenstein and Schubert (2010: 2); authors’ translation.
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4.3 From power bargaining towards the resolution of the political conflict

There was widespread uncertainty over which rules to follow, when new delays of the
A400M gave rise to an open conflict between the German government and Airbus.
Since 2014, we thus see what we dubbed change actors consolidating their power
within the government. Scholars of institutional change would characterize them as
either insurrectionaries or subversives (Mahoney and Thelen, 2010: 23-26) that
sought to transform Germany’s defense procurement system. Airbus continued to
promote an informal solution and asked for renegotiations of the scheduling (Der
Spiegel, 2015a; Financial Times, 2015). Yet, the government’s change actors enforced
the contract and demanded compensation (FAZ, 2017a). The armaments secretary of
state, Katrin Suder, proclaimed a ‘loss of trust''? in the agent and the German Ministry
of Defense publicly stressed ‘that the delays are the sole responsibility of the

industry.’t3

This conflict between the principal and the agent intensified as interests gradually
diverged. The government was increasingly willing to push forward strict enforcement
of formal rules to ensure its military capabilities (Reuters, 2018). It insisted on its
contractually guaranteed claims and repeatedly demanded compensation for delays
and capability shortfalls (Der Spiegel, 2016a; Senior Airbus official, November 22,
2016). By contrast, Airbus stressed informal consensus-finding; and, thus, non-
enforcement. The agent argued that the A400M program had been based on infeasible
schedules and budgets. It therefore demanded a ‘fair risk-sharing between customers
and industry.”** The firm’s goal was to limit costs by an informal agreement and to
extend the delivery schedule without further penalties (Der Spiegel, 2018; FAZ, 2018Db;
UK Ministry of Defence, 2018).

From 2017 through to early 2018, the government and Airbus attempted to resolve the
conflict by the exchange of threats and promises with respect to additional payments
and compensation (FAZ, 2017c). While the principal withheld payments due to delays

12 Katrin Suder, German State Secretary of Defence, cited by Der Spiegel (2015b); authors’
translation.

13 Risk report on the A400M by experts in the German Defence Ministry, cited by Der Spiegel
(2015c); authors’ translation.

14 Tom Enders, CEO of Airbus, cited by FAZ (2017b); authors’ translation; see also, Der
Spiegel (2016b); Financial Times (2015).
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and capability deficits (Schubert and Friese, 2017), the agent was concerned that
future compensation would have a severe impact on its cash flow (Kéhn, 2017). Airbus
alarmingly called to its employees for ‘drastic’ cost-cutting measures and froze all
investments in its defense business (Schubert and Friese, 2017). It claimed that
particularly Germany withholding payments ‘continued to weigh heavily on cash flow’'®

and that it was incapable of continuing the project without concessions (FAZ, 2018a).

The outcome of this bargain was shaped by Airbus’ and Germany’s costs of non-
agreement. The agent’s preference intensity evolved to become lower than the
principal’s as the firm depended less on the resolution of the conflict and thus had
lower costs of non-agreement. This disparity of costs of non-agreement had grown
over time. Back in 2003, the A400M was a window of opportunity for Airbus to enter
the market for large transport aircraft. It thus had a high preference intensity. Now, the
firm indirectly signaled the ‘nuclear option’ of completely withdrawing from the project.
Although this would have created a dramatic financial (and reputational) loss, it would
have put an end to uncertain future scenarios of the A400M and thus Airbus as a whole.
This permanent rise of uncertainty had increasingly evolved as a problem at
international stock markets since it deteriorated the ratio between potential profits
compared to the costs (Hepher and Siebold, 2010; Lowenstein and Schubert, 2010).
Write-offs accelerated from four billion euros in 2014 up to seven billion euros in 2017.
By actively preparing its exit from the project, the firm threatened the government. This
was further reinforced by a public statement that predicted profits from exporting the
A400M had vanished anyway (Der Spiegel, 2016b; Financial Times, 2017). In other
words, the agent had clearly remained sensitive with respect to the A400M, but it could
gradually abolish its initial vulnerability by developing options beyond this specific

contract.

By contrast, the principal had moved into the opposite direction. It had experienced an
increasingly intense preference for successfully concluding the A400M program, while
its initial costs of non-agreement were moderate. On the one hand, the transport
aircraft promised vital security benefits. The Bundeswehr was in urgent need of air
transport capabilities as the outdated Transall fell short with regard to payload and
range (Der Spiegel, 2018; Financial Times, 2015). The A400M also promised some
autonomy from the United States and Russia (Giegerich, 2010: 93; Mawdsley,

15 Airbus, cited by Schubert and Friese (2017); authors’ translation.
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2013: 21-22). This interest had been increasing when Germany promoted a more
active role in global security from 2015 (Der Spiegel, 2015a; Scherf, G., June 12, 2017)
and this was particularly intensifying by the rising uncertainty about the transatlantic
commitment of the Trump administration since 2017 (Farrell, 2017; Shalal, 2018). On
the other hand, the A400M program generated long-term know-how for the European
aircraft industry and guaranteed 6,000 jobs. After the initiation of series production, the
number of German employees had nearly doubled to 10,000 from 2013 onwards
(Giegerich, 2010: 93; Der Spiegel, 2015a). The principal’s projected gains from, and
thus interest in, the A400M had critically risen over time and thus decreased its

bargaining power.

Given that the government’s outside options were shrinking, its costs of non-
agreement were rising. First, the extension of the Transall until 2021 was supposed to
cost 300 million euros (Der Spiegel, 2015c). Second, although Germany and France
decided to build up a joint fleet of eight American Hercules transport aircraft in 2016,
this only marginally helped, while it involved costs of one billion euros. Most crucially,
it reinforced dependence on US goodwill (Seliger, 2017; Wiegel, 2017). Third, another
alternative vanished in 2018, when the Russian company Volga-Dnepr did not extend
a treaty with NATO countries on leasing twelve Antonow transporters as a response to
sanctions against Russia (FAZ, 2018c). The government increasingly had weak
alternative options, its vulnerability was rising, and it was more willing to grant
concessions. In return, Airbus could credibly demonstrate resolve and used its superior
bargaining position to resist the strict enforcement of the layered rules. From 2014
through to 2018, the German government was consequently willing to enforce the

delegation contract, but meanwhile incapable to do so.

4.4 The eventual non-enforcement of the layered rule

The ultimate outcome of the power bargain was not to enforce the formal contract
according to the written terms. By February 2018, purchasing governments and Airbus
informally agreed to extend the delivery schedule and revise penalties (OCCAR, 2018;
Reuters, 2018), whereby the Bundeswehr will receive its last A400M in 2026 rather
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than in 2020 (Der Spiegel, 2018). Airbus’ CEO, Tom Enders, publicly expressed his

satisfaction as ‘the remaining program risks will be significantly reduced.’®

Airbus’ stronger bargaining position was based on its credible exit threat, to which the
government had eventually to yield: ‘the ministry sees it as a big step forward that
Airbus fully supports the A400M program with the declaration of intent and that the
Bundeswehr can thus be confident that it will actually be able to maintain the aircraft
with the required capabilities.’*” Observers confirmed that ‘governments now visibly
approach the manufacturer because they do not want to forego the military transporter’
(Schubert, 2018). The government eventually turned back to pre-existing institutions
by engaging in risk-sharing, coordinating via informal agreements, and
accommodating Airbus’ interests far beyond the prescriptions of the contract.

Resilience prevailed.

5 Conclusion

This paper addressed why principals refrain from enforcing delegation contracts when
agents do not comply. We suggested an institutional resilience mechanism that
constrains the effectiveness of layered rules by reproducing pre-existing rules (see
also, Weiss, 2019). It operates under two conditions. First, a structural misfit between
the layered and the pre-existing rules leads to uncertainty and thus to inconsistent
interactions between principals and agents. Second, the outcome of the resulting
political conflict over which rules to follow depends on interdependence. Asymmetrical
power relations favor agents over time as they can turn vulnerabilities into sensitivities

and thus gradually reduce the costs of non-agreement.

Our empirical analysis of the A400M program demonstrated the operation of the
resilience mechanism at the commanding heights of the economy. Even Germany, the
most willing and capable principal, did not enforce the delegation contract despite
underperformance and agency slack on the part of Airbus. First, the layered rules did
not fit with the pre-existing institutions of Germany’s defense sector, which would have
suggested informal consensus-finding. Both the government and the firm drew on

these competing opportunities and constraints. The parallel effectiveness of the new

16 Tom Enders, CEO of Airbus, cited by FAZ (2018b); authors’ translation.

17 Press release of the German government, cited by Reuters (2018).
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formal rules and the pre-existing institutions increased uncertainty about which rules
to follow. Without this misfit and the unfolding uncertainty, the resilience mechanism
would have hardly begun to operate. This conflict accelerated when change actors
were empowered in the German government. The latter pushed for the strict
enforcement of the contract, whereas Airbus insisted on risk-sharing and an informal
consensus. Both parties engaged in power bargaining and exchanged threats as well
as promises. Second, asymmetric interdependence increasingly favored the agent, for
whom the costs of non-agreement had decreased. By contrast, the principal's
preference intensity for advancing the A400M program gradually increased. The
resulting bargaining outcome was thus closer to Airbus’ interests and clearly deviated
from the layered rules. In other words, pre-existing rules prevailed, and the delegation

contract was not enforced.

General inferences from single case studies necessarily remain limited. First, we
cannot automatically conclude that the mechanism travels from cases of delegation to
IOs since our empirical focus was on delegation to a profit-oriented, private firm. A
second caveat pertains to the nature of the defence sector and its distinct market
structure. However, we hold that this context is not as unique as one might think but
comparable to other public-private delegation relationships within the commanding
heights of national economies (De Vore and Weiss, 2014; Schilde, 2017; Weiss, 2020).
Moreover, while the market structure as well as high politics considerations might play
a dominant role at the initiation of a delegation relationship, our theory relates to the
implementation of a political decision and its enforcement. Future research should thus
look into cases beyond the commanding heights of the economy and profit-oriented
agents. We particularly expect to observe the coincidence of the two conditions that
give rise to our mechanism in cases of attempted structural reforms of economic
sectors (Moe, 2019). While our resilience mechanism is thus not universally applicable

to all cases of public contracting, it might be generalizable to many salient instances.

Our paper contributes to wider scholarship on indirect governance (Tallberg, 2002a;
Hawkins et al., 2006; Buthe and Mattli, 2011; Abbott et al., 2017; Weiss and
Jankauskas, 2019), particularly to research on why principals tolerate agents’ non-
compliance with a delegation contract (Miller, 2005; de Biévre et al., 2013; Kruck, 2016;
Slayton and Clark-Ginsberg, 2018; Abbott et al., 2019). In addition, our argument on
how the combination of institutional misfit and asymmetric interdependence produces

resilience yields two broader contributions to historical-institutionalist theorizing.
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First, our study helps to specify the conditions under which institutional resilience
prevails over incremental change via layering (Mahoney and Thelen, 2010; van der
Heijden, 2010). The new rules of the A400M contract were not only added to the pre-
existing institutional setting but were even fostered by a powerful coalition of change
actors within the German government. Exploring a negative instance of layering thus
allows us to point out its highly demanding prerequisites: incremental change through
layering is inhibited when structural misfit combines with asymmetrical
interdependence favoring defenders of the status quo. Under these conditions,

institutional resilience trumps layering.

Second, historical-institutionalist scholarship, in general, stresses continuity in the form
of path dependence. The longer an institutional setting has existed, the more functional
complementarities evolve, the stronger positive feedbacks become, and the more
increasing returns on investments are yielded (Pierson, 2000; Rixen and Viola, 2014).
While these behavioral mechanisms of dynamic continuity have been constitutive for
the research program, the historical-institutionalist agenda has increasingly turned
towards incremental change through, for instance, mechanisms of layering, reactive
sequences, or conversion. These approaches have, in particular, emphasized agency
and power politics (Olsen, 2009; Mahoney and Thelen, 2010; van der Heijden, 2010;
Schilde, 2017; Moe, 2019). Our theoretical innovation lies in combining both strands.
We have introduced institutional resilience as a behavioral mechanism that tends to
reproduce dynamic continuity, but, at the same time, we have integrated power politics
that is central to scholarship on incremental change. Given uncertainty and conflict
evoked by a structural misfit, it is the costs of non-agreement — rather than positive

feedback or increasing returns — that drive continuity and prevent incremental change.
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