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In this paper, | put the ongoing G20 process of improving the regulation of inter-
national finance into a historically and theoretically informed perspective. To
understand the driving forces behind and obstacles to international cooperation
in governing finance | combine concepts from international and comparative pol-
itical economy. Different variants of capitalism have reacted in distinct ways to the
collapse of the Bretton Woods System in the 1970s. Countries like the USA and
the UK followed a path of financialization while Germany and countries in East
Asia have pursued an export-oriented growth model. The interdependence
between two variants of capitalism has contributed to the dynamics and crises
of international finance for the past four decades. This ‘imbalance of capitalisms’
also became an obstacle to international cooperation in regulating finance,
because both variants have different preferences for international cooperation
in the fields of macroeconomic policies, currency policies, as well as the regulation
of financial flows and financial firms.
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1. Introduction

The global financial and economic crisis since 2007 has brought the issue of a new
global governance of finance into the political and academic mainstream. Four
decades after the Bretton Woods system of fixed exchange rates was abandoned
in 1971, there is an intensive and controversial discussion ongoing within the
G20, the Financial Stability Board (FSB), the IMF and other international orga-
nizations on how to improve international cooperation in regulating finance and,
thereby, preventing future financial crises. In this paper, I develop a conceptual
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framework to put the discussion on the international regulation of finance into a
historically and theoretically informed perspective. This conceptual framework
helps us to uncover and to investigate the driving forces behind and obstacles
to international cooperation in governing finance in a broad sense that includes
the regulation of financial firms, financial flows and currencies as well as the co-
ordination of monetary and fiscal policies.

To investigate global financial regulation and its problems, I propose an eclec-
tic political economy approach combining concepts of international political
economy (IPE) and comparative political economy (CPE) that have previously
been only loosely connected. Such a ‘global comparative political economic ap-
proach” helps to overcome weaknesses in IPE and CPE studies to understand
international (financial) regulation and its problems. Building on the IPE litera-
ture that highlights the historical and political embeddedness of financial regula-
tion and rejects functionalist approaches to analyze international institutions, I
depart from the classic IPE focus on ‘globalization’ and the dissemination of
US-style financial market capitalism. IPE studies lack a sophisticated understand-
ing of the diversity of capitalism, which makes it necessary to introduce CPE
studies that reject the hypothesis of a global convergence toward US-style finan-
cial capitalism. CPE studies on European coordinated market economies (CMEs)
and East Asian developmental states have shown a remarkable path dependency
of these ‘non-liberal’ variants of capitalism. Since the 1970s, different variants of
capitalism have reacted in distinct ways to the collapse of the Bretton Woods
system, lower growth rates and saturated domestic markets. Most notably,
there has been a divergence of growth regimes between finance-led countries
(such as the USA and the UK) and export-oriented countries (such as
Germany and the East Asian nations). The connection between IPE and CPE
also helps to overcome a major weakness of the diversity of capitalism literature
that is focused on ‘national political economies’ and treats economic globaliza-
tion and international institutions merely as externalities. CPE studies, thus,
neglect international economic interdependence and international institutions
as integral parts of national political economies. Informed by a more sophisti-
cated understanding of national political economy, this paper returns to an ap-
proach to IPE in which the study of the diversity of capitalism contributes to
the investigation of international institutions. In other words, if we want to
understand the conflicts about international institutions regulating global capit-
alism, we have to deal with the question why distinct variants of capitalism react
differently to challenges of economic globalization.

Since the 1970s, financialized and export-oriented countries have become the
two poles of the world economy, contributing both to its dynamic and crises. This
dynamic has created global economic imbalances that have contributed to the
causes of the global financial and economic crisis. More importantly for this
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paper, this ‘imbalance of capitalisms’ is an obstacle to international cooperation
in regulating finance. Faced with the ‘trilemma of economic policies’ amid the
collapse of the Bretton Woods system, different variations of capitalism chose dif-
ferent combinations of macroeconomic policies, currency policies and regulation
of financial flows and financial firms. This divergence has led to conflicting pre-
ferences with regard to international cooperation on regulating finance. This is
not to say that governments have no leeway to shape financial regulation on
the national and international level, but my approach implies the need to look
beyond ‘national egoisms’ and highlight the deeper, systemic causes of inter-
national conflicts in this field.

If my hypothesis is correct, there are important political implications. A com-
prehensive global governance of finance is more difficult than might be expected,
not primarily because of the direct constraints of globalization, but due to the in-
tensified competition between different variants of capitalism. Governments in
the G20 are constrained not just by national interests, but also by the path de-
pendency of different variations of capitalism that are interdependent on the
global level. This imbalance of capitalisms is an obstacle to international cooper-
ation to improve bank regulation, curb erratic financial flows, reduce exchange
rate volatility or stimulate the global economy through fiscal stimulus packages
and other reforms discussed in the G20. It is not just the financialized countries,
but also the export-oriented countries that are responsible for four decades of
failed international cooperation to regulate finance. International cooperation
would require not just institutional reform and a readjusting of the ‘levers and
buttons’ of the world economy, but also a new arrangement of the international
division of labor and deep structural changes to domestic political economies.
Such reforms would be needed not just in the financialized countries, but also
in the export-oriented countries in Europe, East Asia and the emerging world.

In Section 2, I introduce my argument and the concepts of an ‘imbalance of
capitalisms’ and the ‘trilemma of economic policies’ in more detail. In Sections
3 and 4, I analyze the conflicting preferences, positions and policies of finance-led
and export-oriented countries, respectively, in the global governance of finance.
Section 5 draws conclusions from the empirical analysis.

2. The imbalance of capitalisms and the trilemma of international
financial regulation

2.1 The imbalance of capitalisms since the 1970s

Interpretations of financial and economic crisis and their management are domi-
nated by economists and their economic models shaped by an (often implicit)
functionalist-technocratic bias. In these models, the economy is viewed as a
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more (by neoclassical economists) or less (by Keynesian economists) self-
regulating machine that can be adjusted and optimized through the buttons
and levers of economic policy. Crises are interpreted as regulatory failures in
the adjustment of the economic machinery and crisis management is seen in
terms of regulatory and institutional reform. For example, financial markets
can be brought under control by pulling the lever on the regulation of capital
requirements for banks or derivatives. Global economic imbalances between
the USA and China are seen as a problem of ‘currency manipulation’ that can
be solved by adjusting the exchange rate button. In this functionalist view, con-
flicts in international cooperation to regulate finance are the result of ‘national
egoisms’ that prevent ‘best practice solutions.

Scholars from the field of IPE challenge such a mechanical view by studying
the complex driving forces of the ‘economic machinery’ and the embeddedness
of international regulation in domestic and international power struggles. The
study of financial globalization, (de-)regulation and crisis has a long tradition
in the field of IPE. Particular attention has focused on the exponential growth
of financial markets and international flows and the rise of ‘casino capitalism’
(Strange, 1986) since the collapse of the Bretton Woods system of fixed exchange
rates in 1971 (Strange, 1998; Liitz, 2002). Financial globalization was accelerated
by competitive deregulation in which countries competed to become the most at-
tractive base for financial services (Helleiner, 1994). Within the field of IPE, there
is a strong focus on the USA as the hegemonic or at least most powerful country
in the global economy and its regulation. Financial globalization is often inter-
preted or criticized as a convergence toward Anglo-Saxon style financial
market capitalism and the result of US hegemony or a form of American
neo-imperialism (Panitch and Gindin, 2003). IPE scholars have devoted
particular attention to the role of international organizations such as the IMF,
the World Bank and the WTO to disseminate US-style institutions and spread
the gospel of a market-oriented growth model (Bullard et al., 1998; Veneroso
and Wade, 1998; Woods, 2006; Kalinowski, 2008). From this IPE perspective,
international cooperation on regulating finance in the G20 since 2008 would con-
stitute an at least partial departure from financialization. The importance of the
financial industry for Britain and the USA, as well as the opposition of the power-
ful financial lobby can thus be seen as an important obstacle to international
cooperation (see Section 3).

Studies of CPE, on the other hand, cast serious doubt on the hypothesis of
convergence toward a US-style finance-led capitalism. From the CPE perspective,
finance-led capitalism is not the institutional gravity center toward that all na-
tional capitalisms converge, but itself an idiosyncratic form of capitalism. It
was an important contribution of the French regulation school (Boyer and Sail-
lard, 2002; Amable, 2003) and the varieties of capitalism (VoC) debate (Hall and
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Soskice, 2001; Coates, 2005; Hancké et al., 2007) to challenge the
modernization-theory perspective of a convergence to one ‘best practice’ vari-
ation of capitalism and that different forms of capitalism merely represent differ-
ent ‘stages of economic growth’ (Rostow, 1990). A process of ‘financialization’
(Epstein, 2005; Krippner, 2005) defined as an ‘increasing role of financial
motives, financial markets, financial actors and financial institutions in the oper-
ation of the domestic and international economies’ (Epstein, 2005, p. 3) can be
observed in most countries. In the USA and the UK, however, financialization
has reached the stage of a finance-led capitalism (Boyer, 2000, 2011) in which
finance has a privileged position in shaping domestic and foreign economic
policies.

The strength of CPE studies of the diversity of capitalism is their elaborate
understanding of the stability and dynamic of national political economies.
While liberal market economies (LMEs) of the UK and the USA transform
form Fordist capitalism to finance-led capitalism, CMEs in Europe and state-led
capitalism in East Asia follow a different trajectory (Yamamura and Streeck, 2003;
Vogel, 2006). The strong path dependency of different variants of capitalism can
be explained by an ‘institutional complementarily’ that constitutes their ‘com-
parative institutional advantage’ (Hall and Soskice, 2001, p. 52). National polit-
ical economies do not follow a ‘best practice approach, but an endogenous
dynamic. That is the reason why different variations of capitalism tend to react
differently to the same global challenges (Gourevitch, 1986; Stallings, 1995).

Since the 1970s, the capitalist world has faced the challenges of lower growth
rates, saturated domestic markets and economic globalization. Amid the collapse
of the Bretton Woods system, Anglo-Saxon LMEs, European CMEs and East
Asian developmental states reacted with different strategies. The USA revitalized
growth through financialization and by providing financial services for the whole
world (see Section 3). East Asian developmental states and European CMEs, on
the other hand, have been trying to revitalize growth by improving national com-
petiveness and following an export-oriented growth model (see Section 4). In
other words, LMEs became ‘bankers of the world” while CMEs and developmen-
tal states became ‘workshops of the world.” As we will see below, my simple ana-
lytical categorization is helpful for our purpose to understand preference for the
international regulation of finance. Of course, both growth models are idealtypes
that are overlapping in reality and there is a degree of divergence within both
camps (see Sections 3 and 4).

While studies of the diversity of capitalism have developed helpful tools to
analyze national political economies, they have the tendency of treating nation
states as ‘hermetically sealed” (Hancké er al., 2007, p. 7). Economic globalization
and international institutions are treated as an externality to which national pol-
itical economies adopt (Panitch and Gindin, 2003, p. 10). Helleiner (1994) and
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Crouch (2005, pp. 451-452), however, show that economic globalization and the
(de-)regulation of finance are not externalities, but the outcome of state policies.
More precisely, they are the result of the interaction between different variants of
capitalism and their preferences for international financial (de-)regulation. Na-
tional growth models only exist in their interdependence with other national
growth models. Since the 1970s, financialized and export-oriented countries
have been the two poles of the world economy, fuelling its dynamics and
crises. The interdependence of the different variants of capitalism allows
export-oriented countries to grow at a faster rate than domestic wages and con-
sumption, while it allows financialized countries to borrow cheaply abroad and
consume more than domestic production. The resulting global economic imbal-
ances have contributed to the creation of asset bubbles in financialized countries.
Starting with the subprime mortgage market, these bubbles started to collapse
one by one since 2007, resulting in the worst global financial crisis since the 1930s.

Another shortcoming of CPE studies is their concentration on the Western
world, with a few excursions into Japanese non-liberal capitalism (Streeck and
Yamamura, 2001; Vogel, 2006). Given the importance particularly of the East
Asian region—with G20 member countries China, Japan and Korea—for the
global economy and the negotiations on regulating global finance in the G20,
it is necessary to include at least the East Asian countries in our analysis. After
being outsourced to development or regional studies for too long, it is time to
systematically bring the non-Western world into CPE studies (Nolke, 2011).
Case studies on East Asian developmental states have revealed many similarities
with European CMEs (Johnson, 1995; Woo-Cumings, 1999).

In sum, national preferences with regard to international financial regulation
and the conflicts between them have to be seen in light of this dynamic of an ‘im-
balance of capitalisms.” The failure to regulate international finance and the con-
flicting regulatory preferences are not just the result of national egoisms and
disagreements on which levers and buttons to adjust. The problem is rather
the engine of the machine itself.

2.2 The trilemma of economic policy and international regulation

Before we embark on an empirical investigation of how the imbalance of capitalisms
leads to incompatible preferences in regulating global finance, we need to introduce
a framework that helps to categorize growth models and countries according to their
preferences. Conflicts in three policy areas have dominated the agenda of the G20
since the beginning of the global financial and economic crisis in 2007: macroeco-
nomic coordination, regulation of finance and currency policy.

A good starting point for structuring the policy preferences with regard to ex-
ternal economic policy is to modify the ‘Mundell-Fleming trilemma’ (Mundell,
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1963; Obstfeld et al., 2005) that provides a simple concept of understanding con-
straints posed on economic policies by globalization. In the original version of the
trilemma, Mundell and Fleming argue that, under capital mobility and fixed ex-
change rates, sovereign fiscal policies are effective and sovereign monetary pol-
icies ineffective, whereas the effectiveness is the other way round under flexible
exchange rates (Mundell, 1963). Departing from the original treatment of the tri-
lemma by Mundell and Fleming, I collapse sovereign fiscal and monetary policies
into sovereign macroeconomic policies targeted to achieve domestic goals, such
as reductions in unemployment. In most cases, under the conditions of open
capital accounts and stable exchange rates, sovereign fiscal policies have
become ineffective as well, because governments fear that high public debt
levels will create inflation and undermine the confidence of financial investors.
This obsession with anti-inflationary policies is particularly dominant in
Germany and in the EU Maastricht Treaty (see Section 4), but is also part of
the Washington consensus that is recommended for or even imposed on develop-
ing countries by the IMF and the World Bank. On the other hand, countries with
flexible exchange rates, such as the USA and Britain, have been able to maintain
sovereign fiscal policies (as seen in their obsession with tax cuts), partly because
their role as ‘bankers of the world” has allowed them hitherto to finance huge def-
icits (see Section 3).

According to this modified ‘economic policy trilemma, there are clear trade-
offs between desirable economic policies, such as stable exchange rates, sovereign
macroeconomic policies and open capital accounts. Only two of these goals can
be achieved at any one time. Originally, the concept of the trilemma was used to
explain only the constraints imposed on the macroeconomic policies of small and
open economies, but it has explanatory power with regard to all countries. The
level of constraint varies according to the size of the economy. For smaller econ-
omies, the trilemma is an impossible trinity, while large economies such as the
EU, the USA, China and Japan are able to manipulate it, even though they,
too, have to accept tradeoffs. This modified concept can help us to group coun-
tries according to the policy choices they made when faced with the trilemma.
Under the Bretton Woods system up until 1971, countries combined fixed ex-
change rates with controls on private capital account flows, with the possibility
of using the IMF to finance short-term current account deficits in order to main-
tain sovereign fiscal and monetary policies that would help to facilitate rapid eco-
nomic growth and ameliorate economic crises. Under the conditions of freely
flowing capital, which proliferated from the end of the Bretton Woods system
in 1971 and became the orthodoxy from the 1980s, governments had to move
away from the ‘Bretton Woods corner’ of the ‘trilemma triangle’ (Figure 1) and
choose either to stabilize their currencies or to maintain sovereign fiscal and
monetary policies. In the former case, their monetary and fiscal policies merely
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Figure 1 The imbalance of capitalisms and the ‘trilemma triangle’ of economic policies. Notes:
LMEs, liberal market economies; CMEs, coordinated market economies; DSs, developmental
states. The countries mentioned are examples.

react to the inflows and outflows of capital. In the latter case, they can use mon-
etary and fiscal policies to govern the economy and allow the exchange rate to
adjust to the inflows and outflows of capital. Different variants of capitalism
have dealt with this challenge in different ways and in doing so have chosen dif-
ferent sides of the trilemma triangle.! Financialized countries such as the USA
and the UK have been the most enthusiastic supporters of the free flow of
capital while maintaining an autonomous monetary policy to stimulate the do-
mestic economy in the case of an economic downturn. On the other hand, the
USA and the UK have let their currencies float freely and have not intervened
in the currency markets, although the USA has used its international political
power to pressure other countries to revalue their currencies against the dollar.
The USA and the UK are closest to what I call the ‘neoliberal corner’” of the tri-
angle; however, due to their ability to implement sovereign monetary and fiscal

""The three different goals that make up the impossible trinity are idealtypes. No country is completely
sovereign in its monetary policies, and few have been able to maintain inflexible fixed exchange rates
for long. Most importantly, all countries have some form of explicit or hidden capital controls at least
for the case of a capital account crisis. However, even though idealtypes cannot be found in reality, it is
observable that some countries come closer to them than others.

*I use the term ‘Bretton Woods corner’, ‘neoliberal corner’, and ‘Keynesian corner’ to highlight the first
priority of a certain set of policies, even though I am aware that, for example, the Keynesian solution is
not limited to sovereign macroeconomic policies, but also includes the strict control of capital, while
the neoliberal solution is not exclusively focused on the free flow of capital but cares about monetary
sovereignty as well.
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decisions, they also remain closer to what I call the ‘Keynesian corner’ of the tri-
angle (see Figure 1).’

Export-oriented countries in the EU have also opened their capital accounts,
but at a much slower pace (Bakker and Chapple, 2002). In contrast to the USA,
countries of the European Union established a regional system of fixed exchange
rates (European Exchange Rate Mechanism, ERM) in 1979, which led to the
introduction of a single currency, the euro, in 1999. The EU countries—with
the exception of the UK that negotiated an opt-out from the euro—thus
remain close to the Bretton Woods corner of the triangle while moving in the dir-
ection of the neoliberal corner.* In contrast, Japan maintains sovereign macroeco-
nomic policy to revitalize the economy by running persistent fiscal deficits
accumulating the highest government debt level in the world.> At the same
time, Japan limits the volatility of exchange rate fluctuation while private
capital flows remain restricted through a combination of regulations and cultural
factors, as we will see in Section 4. The accumulation of foreign currency reserves
in Japan and East Asian emerging markets also helped to protect their policy
choices from the volatility of international financial markets because currency
reserves provide a buffer against erratic capital flows (Aizenman et al., 2008).

Developing countries and emerging markets, unable to afford a completely
free exchange rate, have copied either the European model (stable exchange
rates plus open capital accounts) or the Japanese model (limited exchange rate
volatility plus a higher degree of sovereignty in macroeconomic policies).
Concerning general tendencies, we can say that small developing countries or
emerging markets that are export-dependent and/or have a strong financial
sector—for example, Malaysia, Singapore, Hong Kong and Korea since the
1990s—have preferred the ‘European model’. Developing countries and emerging
markets with large domestic markets and/or active industrial policies (China,
India, Brazil and Korea until the 1990s), have preferred the ‘Japanese model,

*The ability of liberal market economies like that of the USA to implement more expansive
macroeconomic policies than coordinated market economies such as Germany has also recently
been described from a domestic political-economic perspective by Carlin and Soskice (Soskice,
2007; Carlin and Soskice, 2009).

*It could be argued that since the introduction of the euro as a common currency, the euro area seems
to have moved away from the Bretton Woods corner because the external value of the euro is not
among the goals of the European Central Bank (ECB). However, the Maastricht Treaty and the
priority of internal stabilization of the euro area (plus the so-called ERM 2 countries) have left
little room for more Keynesian sovereign macroeconomic policies. In effect, at least until now the
euro area continues on the path of the ERM.

*In 2006, the Japanese central government debt was 161% of GDP, nearly three times higher than what
is considered ‘excessive’ under the Maastricht Treaty (OECD, 2009).
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including the tendency to use foreign currency reserves as a buffer for erratic
private capital flows (see Figure 1).

In sum, the theoretical argument is that different variants of capitalism take
different sides of the trilemma triangle, depending on their level of export orien-
tation and financialization. Taking one side or another leads to distinct and partly
conflicting preferences with regard to international economic cooperation. These
conflicts shaped the discussion on the international regulation of finance over the
past 40 years and constituted a formidable obstacle to international agreements in
this field. We can observe such conflicts in, for example, the main discussions in
the G20 since 2008 on improving the financial regulation of banks, the regulation
of international financial flows, solutions with regard to erratic exchange rates
and ways of stimulating global growth through coordinated fiscal stimulus
packages.®

3. Finance-led capitalism in the USA and the UK

Since the 1970s, financial markets and private capital flows have grown at a rapid
pace, much faster than the real-economy. This trend has gone hand in hand with
and has been supported by financial and capital account liberalization (Helleiner,
1994). In this process of financialization, financial investors and the financial in-
dustry have increasingly come to dominate the whole economy, a trend that was
particularly accentuated in the UK and the USA since the neoliberal turn in the
1980s. The financial industry—consisting of banks and non-bank financial
firms—was transformed from a service industry facilitating real-economic activ-
ities to the economy’s center of gravity. Not the production of capital but the
global reallocation of capital through financial markets accounts for the econom-
ic dynamism of financialized countries. Financial firms offer an increasing
number of ‘financial innovations’ that allow investors to hedge themselves
against risks and increase their share of the profits distributed by the financial
markets. This path of development offers a specific solution to the problem of
weak domestic growth by providing financial services to countries around the
world that have faster-growing real-economies. In short, the UK and the USA
became ‘bankers of the world’.

Despite its central role, the financial sector always depends on a functioning
real-economy that creates savings and requires investment. Some financial
centers provide their services primarily to the domestic economy (for example,
Frankfurt for Germany and Tokyo for Japan). Finance-led countries, however,
are characterized by the fact that their financial sectors provide these services

“These are the broad categories of issues related to financial regulation discussed in the G20 summits
from 2008 to 2010 (G20, 2008, 20094, b, 20104, b).
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globally (for example, Wall Street in New York and ‘the City’ in London) or at
least regionally (for example, Hong Kong and Singapore for China and Southeast
Asia). Their finance-led capitalism depends on an export-oriented growth model
that generates international savings and needs investments to improve product-
ivity and national competiveness.

The current global financial crisis casts strong doubts on the viability of the
finance-led growth model, but considering the global interdependence of
finance-led with export-oriented capitalism the constellation might be more
stable than expected. In history, we can observe several waves of financialization
and de-financialization, but they were all associated with major changes in do-
mestic and international balance of power (Chernow, 1997). The first wave of
financialization analyzed by Rudolf Hilferding in his seminal work ‘Das Finanz-
kapital’ (Hilferding, 1910) was the product of the transformation to modern
‘organized capitalism’ and Europe’s imperialist expansion. World War I ended
the first wave of finance-led economic growth. Financial capital enjoyed a
revival during the stock market bubble and the profitable but ultimately disas-
trous management of war debts in the 1920s that lead to the Great Crash of
1929 and the banking crisis of the early 1930s (Galbraith, 1997, pp. 191-232;
Chancellor, 1999). Financialization was pushed back during the New Deal of
the 1930s and remained subordinate to industrial capital during the Keynesian
era of the ‘new industrial state’ (Galbraith, 1967) and the ‘embedded liberalism’
(Ruggie, 1982) until the 1970s. Since the collapse of the Bretton Woods system
and the financial market liberalization of the following decades, the political in-
fluence of the financial industry has increased dramatically, although to differing
degrees in different world regions. The trend toward financialization was stronger
in the UK and the USA, where the ‘military industrial complex’ that US President
Eisenhower had warned about in 1961 was supplemented, from the 1970s
onwards, by a ‘Wall Street—Treasury—IMF Complex’ (Veneroso and Wade, 1998).

The interests of financial firms and financial investors began to dominate the
agenda of economic and financial reform, as well as academic and ideological dis-
cussions. Financial markets and the sum of the decisions of financial investors
became simply ‘the market, and ‘gaining the confidence of “the market
became the primary goal of business and politics alike. Losing ‘market confi-
dence’ and the outflow of capital became capital punishments for businesses
and whole countries. Finance became the point of reference for the economy

»>

and even non-financial companies started to behave like financial firms
(Krippner, 2005). In 2007, the financial industry accounted for 31.3% of corpor-
ate profits in the USA (my own calculation from US Department of Commerce,
2008) compared with 13% in 1980 (Lahart, 2008). The power of the ‘financial oli-
garchy’ (Johnson, 2009) was personalized by the revolving door between Wall
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Street and government. Jobs in the financial industry were particularly attractive
due to their high salaries and bonuses compared with other industries.”

While financialization is a trend in most developed countries, it was much
slower in continental Europe and East Asia. This can be seen, for example, by
looking at the share of rentier income as an estimate for the level of financializa-
tion (Figure 2).® European banks maintained their close relationships with indus-
trial capital, which continues to rely on long-term credits to finance investments
(Vitols, 2005; Deeg, 2010). The East Asian model of capitalism, in which banks
played a subordinate role in economic development, is an even stronger counter-
point to financialization. In East Asia, developmental states used domestic banks
to channel credits into the sectors earmarked for development, regardless of the
banks’ profitability (Woo-Cumings, 1991, 1999). The financial sector has evolved
as an independent, profit-oriented sector in East Asian developmental states only
since the Asian financial crisis of 1997-1998 (Kalinowski and Cho 2009). Other
indicators for financialization like the level of stock market capitalization show
similar differences between the USA and the UK on the one hand and most Euro-
pean and East Asian countries on the other hand.’

One consequence of the specific structure of financialized countries is that they
have a distinct interest in international negotiations concerning the global gov-
ernance of finance. Financialized countries obviously put a high priority on the
free flow of capital, and they are thus closest to the ‘neoliberal corner’ of the tri-
lemma triangle (Figure 1). Massive profits can be realized in the financial sector
only if capital can be allocated freely to the sectors and regions that promise the
highest short-term returns. The bigger and more numerous the transactions, the
more income financial firms can generate from the fees they charge for such
transactions. In this context, financial deregulation or ‘light touch regulation’
constitutes a competitive advantage over relatively more strictly regulated
systems. Indeed, threats by financial firms to move their operations abroad
have been one of the major driving forces behind the ‘competitive deregulation
movement’ (Helleiner, 1994, pp. 146—168). The USA, both directly and

7Jobs in the financial sector paid a premium of about 50% over non-financial jobs in 2005. In 1980, the
premium was just 10% (Lahart, 2008).

8Rentier income is the income from financial activities plus interest incomes. For a discussion of
rentier income and its development, see Epstein (2005, pp. 46—74). (Epstein and Power, 2003,
pp. 11-12).

°In 2010, stock market capitalization was 118% of GDP in the USA 138% in the UK while it was 43%
in Germany and 75% in Japan. At the height of the dot.com bubble, it was 179% in the USA, 195% in
the UK, 67% in Germany and it was 148% at the peak of the asset bubble in Japan in 1989 (World
Bank, World Development Indicators, http://databank.worldbank.org , accessed on February 14,
2012).
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Figure 2 Rentier income share (% of GNP). Source: Epstein, Jayadev (2005, pp. 51-52).

indirectly, through its dominance of international financial institutions (IMF and
World Bank), put pressure on countries around the world to open and liberalize
their financial markets and thus allow US financial service companies to enter
those markets (Bullard et al., 1998; Veneroso and Wade, 1998; Stiglitz, 2003;
Woods, 2006). Another important factor is the soft power of US universities
that educate a large percentage of the international economic and political
elites around the world, disseminating the notion that the US financialized
market economy is the most advanced form of capitalism that other countries
should emulate.

Within the group of financialized countries, we can distinguish between small
and large economies. Small countries such as Hong Kong and Singapore tend to
combine open capital accounts with fixed exchange rates in order to eliminate the
exchange rate risk for financial investors. Hong Kong institutionalized this in a
currency board system, while Singapore opted for an active exchange rate man-
agement system. As a trade-off, such economies lose their monetary and fiscal
sovereignty because monetary and fiscal interventions have to react to the
inflows and outflows of capital regardless of the needs of the domestic
real-economy. On the other hand, large financialized countries, such as the UK
and the USA, neglect exchange rate management and prefer to intervene actively
in the domestic economy in order to stimulate growth and create jobs through
monetary and fiscal policies. This preference has become particularly evident
as a result of the global financial and economic crisis in which the USA and
the UK spearheaded loose monetary policies and deficit spending. Within the
G20, financialized countries pushed for larger and internationally coordinated
fiscal stimulus packages. In this sense, the more financialized ‘neoliberal’ coun-
tries, ironically, are closer to the Keynesian corner of the trilemma triangle
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than more social democratic countries such as Germany that rely on exports to
revive their economies.

As already mentioned, the USA and the UK show little interest in the external
value of their currencies and stable exchange rates in general. On the contrary,
they use their international influence to pressure other countries—like Japan in
the 1980s (Plaza and Louvre Accords) and China today—to stop ‘manipulating’
their currencies and let the markets determine exchange rates. For financialized
countries, volatility of exchange rates and financial markets in general are of
little concern and even constitute a major source of revenue because investors
and export-oriented firms alike have to hedge against risks by purchasing finan-
cial products such as options or currency swaps from financial firms. The US also
benefits from the ‘exorbitant privilege’ of having the most important internation-
al reserve currency, because countries with weak currencies have to accumulate
foreign currency reserves to protect themselves against the volatility of global fi-
nancial markets and exchange rates (Eichengreen, 2011). The UK and the USA,
thus, are not interested in international or regional institutions that would coord-
inate exchange rates or regulate the flow of capital because this would limit busi-
ness opportunities and diminish their competitive advantage. This explains why
the current discussions in the G20 and the FSB largely neglect the very issues that
were at the core of the Bretton Woods system: stable exchange rates and capital
controls.

However, while the group of financialized countries opposes the regulation of
financial flows, they are far less opposed to the regulation of market actors and
financial products. Their experience with frequent market failures and financial
crises has nurtured a pragmatic approach to financial regulation that acknowl-
edges the need for a strong regulatory framework for financial actors and pro-
ducts. In fact, the current global financial and economic crisis has revealed that
market actors and products were often even worse regulated in less financialized
countries than in financialized countries. Financial firms in countries that have
only recently started to liberalize their financial markets—such as the Eastern
and Southern European countries (and, to a lesser extent, Germany)—were hit
hard by defaulting financial products because their regulatory systems had not
caught up with the ‘financial innovations’ available on globalized markets.'® In
reaction to the crisis the Dodd-Frank Act illustrates that the USA is willing to
go further in regulating financial institutes than the EU in its European Market

On Germany, for example, 400000 ‘Lehman certificates’ were sold for 140 billion euros. These
‘certificates’ were bets on the price development of various assets sold to small investors, a practice
which is forbidden in the USA and many other countries (Wilhelm, 2009). Credits by text message
(‘SMS-credits’), with high interest rates, were an innovation in Scandinavian countries and are a
significant problem in the financial crisis in the Baltic states (Koesch et al., 2009).

€T0Z ‘£ JAUWBAON U0 S3IIBI00S JO APNIS I Il e /B10°S[euINo[pIoxo"es//:diny wouy papeojumoq


http://ser.oxfordjournals.org/
http://ser.oxfordjournals.org/

Regulating international finance 485

Infrastructure Regulation, for example, by limiting proprietary trading (‘Volcker
rule’) and over the counter transaction of derivatives (Janda and Rausser, 2011).""

4. Export-oriented capitalism in Europe and East Asia

CME:s in Europe and developmental states in East Asia financialized much slower
and the financial industry did not reach a level where it was able to dominate their
national political economies. As in financialized countries, economic growth
rates declined and the bargaining power of labor unions weakened from the
1970s. However, it was not the financial sector but the export sector that
became the new center of the economy and the engine of growth. The main
debate in these countries is not about how to attract investment deals that
enable financial firms to grow but about how to improve national competitive-
ness while ensuring the profitability and stability of international savings
earned from exports. Growth was maintained by increasing competiveness in
manufacturing and incremental upgrades from capital- and technology-intensive
production. The sophistication of this transformation to an export-oriented
growth model varied, ranging from mass production of consumer goods in
China to ‘diversified quality production’ (Streeck, 1995) in Germany and
Japan. Boyer and Freyssenet (2002) distinguish European ‘co-ordinated and spe-
cialised export-oriented’ and East Asian ‘co-ordinated and price export-oriented’
growth models. While European countries export intermediate and capital goods
or sell high-quality goods in niche markets, East Asian exporters compete against
each other by producing final consumer goods at a lower price.

The gradual transformation in Europe and East Asia was facilitated by their
‘organized capitalism’ (Vogel, 2003) or ‘coordinated market economies’ (Hall
and Soskice, 2001) favoring incremental changes and innovations over radical
ones. Organized capitalism is characterized not by the power of financial
markets, but by the close network between financial and industrial capital. The
stronger corporatism in these countries in the form of tripartite cooperation
between labor unions, employer organizations and government (konzertierte
Aktion and Biindnis fiir Arbeit in Germany, Sanrokon in Japan) made possible
wage moderation that ensured profitability and export competitiveness. This
focus on national competitiveness had its price as repressed wages, underemploy-
ment and the growth of ‘irregular employment’ led to sluggish domestic demand
for consumer products. Weak domestic demand further aggravated the structural
dependency on exports due to the specialization on high-quality consumer pro-
ducts and machinery that, naturally, have more globalized markets. In Germany,

"Of course, it is too early to say, if this trend will continue particularly after the 2012 US-presidential
election.
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Figure 3 Current account balance averages (% of GDP). Source: IMF, http://imfstatext.imf.org

for example, one-fifth of all employment directly or indirectly depends on
exports. In the important manufacturing sectors it is much higher: about 65%
in machinery, 68% in vehicles and 82% in chemical products (Schintke and Stae-
glin, 2003, p. 144). In Japan, domestic demand was additionally depressed by the
collapse of the asset bubble in 1991. In these countries, the term ‘market’ is not
synonymous with financial markets, but with the expansion into new export
markets. The focus on national competitiveness and the dependence on
exports create and are reinforced by a distinctive ideology of thrift, high
savings rates, a reluctance to consume and stability of prices and exchange rates.

Current account surpluses are a good indicator for export-orientation, but
export-orientation does not always imply surpluses. Export orientation is not
an ‘economic fact, but a political economic orientation in favor of the
export-oriented industries and national competiveness that has the tendency to
create current account surpluses. In Germany and Japan since the 1980s as well
as Korea and China since the 1990s surpluses have been substantial (Figure 3).
On the other hand, export-oriented countries like China and Korea often ran
current account deficits until the time of the Asian financial crisis of 1997—
1998, because high investment rates required massive imports of capital goods
and technology. Germany was running current account deficits in the 1990s
due to the massive investments required by reunification. Even within Europe
there are substantial variations concerning the level of export orientation.
France and Italy, for example, have relatively balanced current accounts and
depend far more on domestic consumption for growth although their depend-
ency on exports did increase quite substantially since the 1960s. Even countries
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of the euro periphery that are currently suffering from a massive debt crisis have
been able to increase their export share of GDP quite substantially.'>

Like financialization, export-oriented capitalism is not a new phenomenon; if
anything, it can be traced back even further, to the mercantilism of early capitalist
development. Already in the mid-nineteenth century, Friedrich List criticized
David Ricardo’s theory of comparative advantage, arguing that late developers
needed to protect their infant industries and nurture national competiveness
(List, 1856). This strategy was successfully implemented by rising exporters
such as Germany and, later, Japan in the nineteenth and early twentieth centuries.
Like financialization, two world wars and the world economic crisis of the 1930s
undermined the export-oriented development model. The attempted militaristic
expansions of Germany and Japan that would have secured access to natural
resources and export markets were defeated in 1945.

The Bretton Woods system from 1945 to 1971 saw a massive increase in global
trade, but trade imbalances declined because reconstruction after the war and the
transformation of Europe and Japan into ‘Fordist’ mass consumption societies
created growing domestic demand. Only toward the end of the Bretton Woods
system did the US start to run trade deficits and European countries and Japan
transformed their growth models from inward-looking reconstruction to
outward oriented expansion of global market share. Since the 1970s, newly indus-
trializing East Asian countries (particularly Taiwan, South Korea, and, since the
1990s, China) have joined the export-oriented camp, specializing in the mass
production of cheap consumer goods and transport equipment. Most of these de-
velopmental states have borrowed from Japanese and German development strat-
egies (Woo-Cumings, 1999; Wade, 2004) or, in the case of China, have combined
these experiences with state ownership of industry (Cho, 2005).

The distinct positions of export-oriented countries on the trilemma triangle
have resulted in the emergence of certain sets of priorities concerning the
global governance of finance. Export-oriented economies are interested in
stable exchange rates in order to allow their exporters predictable prices. Most
export-oriented countries thus opted to replace the Bretton Woods arrangement
with regional or national mechanisms to stabilize currencies. They joined the
euro area, adopted the dollar (dollarization), pegged their currencies to one
(or several) of the major currencies or actively manage their exchange rate,
thus, remaining close to the ‘Bretton Woods corner’ of the trilemma triangle
(see Figure 1). While currency stability is a high priority for this group of

>The export (goods and services) share of GDP increased from 18.5% in the 1970s to 41.6% in the
2000s in Germany, from 19.3 to 26.5% in France and from 19.9 to 26.5% in Italy, from 13.6 to 26.4% in
Spain, from 40.8 to 87.7% in Ireland and from 16.4 to 22.5% in Greece (World Bank, WDI Databank,
http://databank.worldbank.org/, accessed on January 15, 2012).
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countries, they have largely abandoned global solutions. With the ERM and the
euro, the EU has found a regional solution for the problem of currency volatility,
which diminishes the pressure at least on European countries to seek global solu-
tions. On the other hand, countries in East Asia have been less successful in their
attempt for regional currency cooperation like the Chiang Mai Initiative (Park
and Wang, 2005). Consequently, they have little choice, but to implement
costly self-help strategies and accumulate currency reserves to stabilize the ex-
change rates (Kalinowski, 2011).

The choice for currency stability means that, under the condition of an open
capital account, these countries had to surrender their monetary and fiscal sov-
ereignty. Either they delegated it to regional institutions, such as the European
Central Bank (ECB) within the euro area, or they transferred it to another
country, in the cases of dollarization, currency boards or unilateral currency
pegs. The EU Europeanized German-style conservative monetary and fiscal pol-
icies and gave the ECB even more independence and a stronger anti-inflation bias
than the Bundesbank."” The ECB is not part of the political decision-making
process but a seemingly technocratic institution that merely reacts to develop-
ments determined by markets. The sovereignty of fiscal policies has also been se-
verely restricted in the euro area by the Maastricht Treaty that limits government
deficits to 3% of GDP and public debt levels to 60% of GDP. Managed floating
systems—as in China, Korea, Singapore and many developing countries—repre-
sent a compromise between exchange rate stability and fiscal and monetary sov-
ereignty (Calvo and Reinhart, 2002).

In contrast to financialized countries, export-oriented countries are interested
in curbing erratic short-term financial flows that lead to currency volatility, put
pressure on their exchange rate regimes and undermine their competitive
industrial structure (Zimmermann, 2010). Unlike financialized countries,
export-oriented economies are less interested in channeling capital through
their own economies because as capital exporters they have an abundance of
capital and lack the global financial dealmakers based in London’s ‘City’ and
New York’s Wall Street. While export-oriented countries have also followed the
trend of capital account liberalization, they have done so later and more slowly.
They are more cautious about opening up their own financial markets because
they fear that financial liberalization would undermine their export competitive-
ness. This is because under the condition of floating exchange rates, capital inflow
leads to currency appreciation. This ‘financialization curse’ can be observed, for

Both principles are also part of the Lisbon Treaty (Art. 130). Some EU countries, such as Germany,
have even changed their constitutions accordingly, so as to leave no doubt about their surrender of
sovereign monetary policies (Art. 88 of the German Constitution [Grundgesetz] was changed on
December 21, 1992).

€T0Z ‘£ JAUWBAON U0 S3IIBI00S JO APNIS I Il e /B10°S[euINo[pIoxo"es//:diny wouy papeojumoq


http://ser.oxfordjournals.org/
http://ser.oxfordjournals.org/

Regulating international finance 489

example, in the deindustrialization of the USA since the 1980s and the exit of the
British pound from the ERM in 1992.'* In the case of a fixed exchange rate system,
an inflow of foreign capital leads to inflation and /or current account deficits. This
was symptomatic in the East Asian countries before the Asian financial crisis and in
Southern European countries before 2008, when massive capital inflows pushed
current accounts into deficits.

Among export-oriented countries, we can distinguish two groups that react
differently to the financialization curse and thus occupy different sides of the tri-
lemma triangle (see Figure 1). Late developers, such as East Asian newly indus-
trialized countries until the 1990s and China, have relied on formal capital
controls to nurture national competitiveness. Japan has formally liberalized its
capital accounts but remains somewhat insulated from global financial markets
due to informal barriers to capital inflows (but not outflows), such as industrial
policies favoring ‘national champions’ or structural and cultural barriers such as
weak shareholder rights, a system of cross shareholdings, and a rejection of hostile
takeovers. All these aspects of Japanese capitalism not only discourage foreign
direct investments, but also reduce short-term capital flows. In contrast, Euro-
pean countries have fully liberalized their financial markets, although they, too,
are to some degree protected by cultural barriers, such as strong majority share-
holders in SMEs and cross shareholding in Germany or economic nationalism
in France.

Even though export-oriented countries do not depend on financial liberaliza-
tion for growth and have a stronger interest in curbing financial volatility, they are
not generally more cooperative at the international level when it comes to the
global governance of finance. They are themselves partly responsible for destabil-
izing financial flows because much of those flows originate in their export of
capital to deficit countries either in the form of private foreign savings in the
case of Europe or currency reserves in the case of East Asia and, in particular,
China (‘sino-dollars’). The main concern of capital exporters is not the free
flow of short-term capital that creates vast numbers of deals for the global finan-
cial players but the ability to invest excess capital abroad and the security that
these foreign investments create returns or at least do not lose their value.
Unlike financialized economies that profit from financial transactions as such
because they charge fees for making deals, capital exporters are stability-oriented
and interested in preserving the long-term value of their foreign savings. Inter-
national creditor countries are thus in favor of stable currencies and preventing
erratic financial markets by curbing short-term financial flows. This is why initia-
tives for curbing volatile financial flows through a financial transaction tax were

141 T . .. .. . . .
Financialized countries appear to have similarities with countries suffering from the ‘resource curse’
and in which dominant extraction industries crowd out other economic activities.
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proposed by Germany and France in the G20 and French President
Sarkozy became the most important proponent of a ‘new Bretton Woods’ (Hel-
leiner, 2010).

On the other hand, international creditors are against regulations that would
undermine the ability to manage their international assets like the internationally
coordinated introduction of capital controls.'> Another concern of international
creditors is that international debtors such as the USA will use inflationary policies
to reduce their debt burdens, rendering their foreign savings worthless. Their focus
on anti-inflation policies means that they will resist any comprehensive inter-
national cooperation in macroeconomic policies and a return to the ‘Keynesian
corner’.'® Export-oriented countries’ obsession with national competitiveness is
another factor that makes them opponents of stimulating global demand and
an unlikely champion of a global governance of finance. A comprehensive global
governance of finance would not just reduce profits from speculative and short-
term financial deals but would also require a reduction of global imbalances and
thus export surpluses in Europe and East Asia. Export-oriented countries will be
very reluctant to give up their economic stimulus from abroad, for example, by ap-
preciating their currencies or by stimulating domestic consumption through wage
increases or public investment. The ideology of national competitiveness, wage re-
straint and thrift that have formed over decades will not disappear overnight. The
reliance of export-oriented countries on foreign consumption is likely to provoke a
protectionist backlash with the potential to further undermine global cooperation.

5. Conclusions

The four decades of failure to establish a new comprehensive global governance of
finance after the collapse of the Bretton Woods system cannot be explained
merely by national egoisms, the lack of political actors able to develop new
visions or the failure of institutions to overcome collective action problems. By
combining approaches from IPE with CPE studies of the diversity of capitalism,
we found that the different interests and preference for an international regulat-
ing finance in the G20 have systemic origins. Countries with different variants of
capitalism have reacted in different ways to the demise of the Bretton Woods

For a brief summary of the German position on the financial transaction tax, capital controls and a
global currency system see, for example, the press statement of German Chancellor Merkel after the
G20 summit in Cannes on November 3, 2011 (http://www.bundesregierung.de/Content/DE/
Mitschrift/Pressekonferenzen/2011/11/2011-11-03-bkin-cannes.html?nn=393164).

'®This explains particularly well the constant warnings against inflationary policies from German
Chancellor Merkel and her push to put fiscal consolidation on the agenda of the G20 summit in
Toronto in June 2010.
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system and the challenge of low real-growth rates and saturated domestic markets
since the 1970s. Most importantly, we have presented finance-led countries (the
USA, the UK) and export-oriented countries in Europe and East Asia as forming
a relationship of mutual dependence. This partnership has been far from harmo-
nious but has created gigantic global economic imbalances that have contributed
to the global financial and economic crisis since 2008. These global economic
imbalances are not just technical problems of current account surpluses and def-
icits, but the result of a much deeper-rooted imbalance of capitalisms. Both var-
iations of capitalism include distinct economic structures, complementary
institutions and ideologies that create a strong path dependency. Building on
this conceptual framework subsequent empirical studies are needed to further in-
vestigate the link between different variants of capitalism and the international
regulation of finance.

My research offers some important clues with regard to the prospects for a new
system of global governance of finance or a ‘new Bretton Woods” now being dis-
cussed within the G20. Due to their different positions on the trilemma triangle,
countries have taken different positions within the G20. The resulting deadlock
has shaped the last four decades since the 1970s and continues to influence the
G20 process today. Financialized countries exert pressure for internationally
coordinated fiscal stimulus packages; are open to improved regulation of
market actors; are uninterested in international currency coordination and
oppose the regulation of financial flows. Export-oriented countries, in contrast,
push for tighter regulation of financial actors and markets and want to discuss
an international currency regime but are reluctant to increase government spend-
ing or reduce their dependence on exports. This divergence of interests is deeply
embedded in the distinct forms of capitalisms, including economic structure,
institutions, consumption patterns and ideology.

Consequently, mere institutional reforms and a fine-tuning of the levers and
buttons of financial regulation will not be enough. Any successful agreement
on the comprehensive and internationally coordinated regulation of finance in
order to prevent future potential crises will be realistic only if they are accompan-
ied by more fundamental changes in the organization of the global economy.
Financialized countries would have to reduce their dependence on their financial
industries and give up their ideology of capital account liberalization.
Export-oriented countries would have to reduce their dependence on current
account surpluses and overcome their obsession with national competitiveness.
Such reforms would be difficult and require major structural changes, but they
are not impossible. While the structural changes have to go hand in hand with
regulatory reforms, they are not a precondition for political action. We have
seen in the past that the trilemma triangle is not static but dynamic. Countries
have switched sides in the past as the result of changing domestic and
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international balances of power. There is no reason to assume that a convergence
of interests similar to the one under the Bretton Woods system cannot re-emerge
if it is possible to curb the power of the financial oligarchy and the export lobby
alike.
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